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Background & Issue

Institutional developments towards worldwide
Integration:

- promotes competition, enhances trade expansion, improves
risk sharing, increases the efficiency of capital allocation

- volatile market prices and contagion effects that entail with
greater transmission of shocks

New development path towards sustainable

growth:

-  ASEAN+3+2+17
-  ASEAN Community?
- TPP?
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Background & Issue

Figure 1: Trends of Trading (%) and FDI (million USD) between ASEAN and Major Partners
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Background & Issue

Integration — Dominant hypothesis?
(Phylaktis, 1997; 1999; Cheung, et al., 2003; Cavoli,
et al., 2004; Baharumshah and Chan, 2007)

Sequencing of Economic Integration?
(Pomfret, 2005; Eichengreen, 2003, 2006; Wyplosz,
2004, 2006; Chan, 2012)

Decoupling-Defense Mechanism?
(Kim et al, 2009; Park, 2011)



lgy

Joint assessment of PPP and UIP for
ASEANS vis-a-vis the US, Japan and China,
1996: Jan to 2012: Feb

Theoretical Concern

e failure account for the
interdependence of
adjustments in the
international asset and
commodity markets
(Juselius, 1995; Ozmen
and Gokcan, 2004)

e Small Open Economies

e VARX & VECMX —I(1)
exogenous variables
(Assenmacher-Wesche
and Pesaran, 2009)

e Small sample size-
Bootstrapping



Econometric Models & Estimation Procedures
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Econometric Models & Estimation Procedures
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Empirical Discussion

Table 1a: VARX Cointegrating Tests for Indonesia

Ho r=0 r<i r<2
Hypotheses Hor r=1 . r=3
"-Max Indo-US (2,1) 69.84** 34.95%* 10.68 . VA RX :
atisfics Indo-CH (2,2) 37.15%* 26.45 8.06 Coi nteg ration
Indo-JP (2,2) 35.64** 20.20 7.09
Bootstrapped 95%-max 39.8391 31.4619 23.8863 ® A-max: presence of
Critical Values  90% ;. max 36.8855 28.9557 21.4942 . .
Notes: ** and * denote significant at 95% and 90% confidence level respectively. A-Max statistics are two Fomtegratmg
cointegration LR tests based on maximal eigenvalue of the stochastic matrix. The 95% and 90% critical values relations (r=2) for 22

are generated by bootstrap method using 194 observations and 1000 replications. The underlying International
Parity VARX model contains unrestricted intercept with trend and the AIC-based optimal lag order is shown in out of 30 casgs E"m(?ng
the parentheses (). the ASEANS vis-a-vis

the US, China & Japan

Table 1b: VARX Cointegrating Tests for Malaysia .. )
grafiing y ¢ result in line with the

Hypotheses Ho =0 r=l =2 i

yp oo r=1 r=2 r=3 theoretical
M Mal-US (2,2) 56.99%* 32.04%* 10.70 experEiion t,ha,t PPP
e Mal-CH (3,2) 42.94%* 29.49* 9.73 and UIP may jointly
statistics Mal-JP (2,2) 69.28** 33.88** 7.88 hold

Note: see Table 1a for details.



Empirical Discussion

Table 1c: VARX Cointegrating Tests for the Philippines

Ho r=0 r<i r<2
Hypotheses . r=1 r=2 r=3

Phi-US (3,2) 50.35%* 33.25%* 5.48
?ta';’l'satfcs Phi-CH (3,3) 42.99%* 21.49 6.58 VARX

Phi-JP (3,1) 46.18** 23.88 5.64 . .

Cointegration
Note: see Table 1a for details.
Table 1d: VARX Cointegrating Tests for Singapore * ASEAN-US holds

Hypotheses Ho r=0 r<1 r<2 better

H i-max r=1 r=2 r=3 .

e still early to conclude

2-Max SNG-US (2,2) 46.18: 31.76** 11.98 if the integration
atist SNG-CH (2,3) 45.96 18.82 12.93 : :
statistics SNG-JP (2.2) 12.97%> 23.88 1058 process is less evident

for ASEANS vis-a-vis
Japan and China.

Note: see Table 1a for details.

Table 1e: VARX Cointegrating Tests for Thailand

Ho r=0 r<i r<2

Hypotheses o r=1 r=o =3

M THAI-US (2,1) 36.92* 26.57 10.38

i atf THAI-CH (2,3) 36.95* 21.49 11.22
Statisties THAI-JP (3,2) 46.18%* 29.35* 0.82

Note: see Table 1a for details.



Empirical Discussion

| Table 2a: Exact-identifving Restrictions on PPP and UIP vis-a-vis the US -
Exact-identifying Restrictions (f11=1, fi2=0,51=0, F:=1) Restrlctlo N TeStS
P F. EX P R* T Dss Dis
CULEPR 100 oop L% 284 0.03 0.003%  0.19% 0.07*
(FFF) 1. ' (0.003) (0.57) (0.02)  (00001)  (0.09) (0.03) e CV1 (PPP): exchange rate
INDO-US : :
nd foreign pri r
o oo 1on D63 0.23%% 016 0.002 D36%F 0.14% d d. orelsn price are
J{UIF) - - (0.28) (0.10) (0.07) (0.002) (0.10) (0.02) statlstlcally Slgnlflcant anq
cviern) 100 oo D25 DIETTBOTEO00T 00T 000 carry the expected negative
- (0.05) (0.03) (0.03)  (00001)  (0.01) (0.00%) sign, in 10 out of 15 cases
. 091* 139%% 033 0003* 034+ 010+ e Goods-market arbitrage
CV2(UIE) 000 100 g4y ey @199 @O0 @11)  (0.03) ,
il aad =7 — i : will tend to move the USD-
cvieen) 100 o000 0L 133 0.0 002 003 0.10 based and Yen-based
' ' (0.15) (0.63) (0.05) (0.01) (0.04) (0.06) siigef elinel =z
PHI-US exchange rates to equalize
. 127 1.05 0.53 0.06* 0.04 0.18 e :
‘.-I
CV2UIR) 000 100 o T 049) 0.03) 0.10) 033) prices in the coun.trles
CVIPPR) 100 0.00 DET* 023%  034* 0002*  0.03** psze+ e CV2 (UIP): potential but
' ' (0.34) (0.08) o185 ooony (005 (0.06) incomplete UIP relationship
SNG-US :
CV2(UIR) 000 100 457y 14y 0356  (©001)  (0.12) (0.3 China and Japan.
_ DI16%F 333 002°F  0006%  027%F 003" :
Y
CVIEPR) 100 000 oo 100 0007 (0003) 0.08) ooy ° ex.change rate and foreign
THALUS prices also plays a
- 0487 -1.31F -0.03 0.003 0207 0.23¢ significant role in the UIP
CVIUIR) 000 100 555y (3.92) (0.02)  (0.002) (0.07) (0.12) G

MNotes: % and * denote sigificant at 93% and 90% confidence level respectively. CV1 and CVI represent the . relation

respective cpintegrating vector for PPP and UIP. Asymptotic standard emvors are reported in the parentheses. |
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Empirical Discussion

Table 2b: Exact-identifving Restrictions on PPP and UIP vis-a-vis China
Exactadentifying Restrictions (f11=1, f12=0, F1=0, o =1)

P R EX P+ R* T Dss Dis
. 230 1420 0.05 20.003 038+ 0.12
1. 2
CVIEPR) 100 000 55y (057 0.0y (0.002) (0.17) (0.14)
HeEE o 000 1oo 025 102% 031 0.002 0.69* 0.32* Restriction Tests
2(UIE) 0. ' (0.12) (0.49) (0.19)  (0.003) (0.34) (0.17)
. 063*  087*  012¢  DO12%F  0.23* 012+
CVI(PPE} 100  0.00 ’ . i
MAI-CH o 029) (039) 0:06) (0:002) 01D e, ASEAN-China: undervalued
(024) (034) (041)  (0.003) (022) (0.03) h ted
e 100 000 D RE 13 0.002 010 012 ave exeried some
(BPP) 1. ' (021) (0.10) (0.15) (0.03) (0.14) (0.16) drawback on PPP
PHL.CH 005 05 033 004 04 ;- * PPPand UIP relations are
CVUIPy 000  1.00 z o - ' - L : .
(1.72) (0.66) (0.52 (0.03) (031) (0.12) consistent for Singapore,
CVI(PPE) 100 0.0 '%‘415_* %4'5* [?414 ggg: Eé’é 314 Malaysia and Thailand but
NG.CH 027 (0-23 031 (0009 (0-08) 0-13) inconsistent for Philippines
CVIUIB) 000 100 D;;_* D[iifs* [E] '«4[;.* DD.DDDDE_.: [?1 g:i and Indonesia VIS.-a-VIS the
T e E—E US, Japan and China
1.. LT -1.50 . R . P
aren CVIFPE) 100 000y (0.83) (0.07) (0.03) (0.38) (0.07)

011 -2.13% 012 0013 .12 0.09

CV2UI) 000 100y oog) (00%)  ©02) (009  (0.12)

Wote: see Table 1a for details.
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Empirical Discussion

Table 2c: Exact-identifving Festrictions on PPP and UIP vis-a-vis Japan
Exact-identifving Restrictions (f1=1, f2=0, F1=0, f2=1)

P R EX P R* T Dss Dus
_ 047 020% 011 L 027 033
W
CVIEPE) 100 000 5oy (0.17) 008)  (0.005)  (0.14) (0.29)
INDO-IP
: 039%  021%F  044% 0.01 0.4 0.13
'1--|
CVIUIR) 000100 55 (0.08) (024) (0.01) (0.24) (0.24)
. 06277 019°  0.24" 0.02 0.09 0.17
A"
CVIEFR) 100000 55 (0.10) (0.13) (0.02) (0.11) (0.13)
MAL-JP
- 0.47* 034 0.89* 0.06 0.22 0.20
CVIUIR) 000 100 455 (0.23) (0.42) (0.05) (0.18) (0.14)
: 121 016 018 D007F  0.24 013
A"
CVIEFR) 100000 450 (0.24) 0.14)  (0003)  (0.34) (0.24)
PHI.TP
- 033 051 0.24 0.01* 0.16 025
CVIUIR) 000 100 g5, (0.47) 033)  (0.005)  (0.25) (032)
: 065% 008" .13 0.002 0.12 D22%*
At
CVIEER) 100000 436 (0.04) 042)  (0003)  (0.38) (0.08)
SNG-TP
_ 0.47* 0.17 037 0.006 0.13 0.41*
'1--|
CVIUIR) 000100 57 (021) (030)  (0.005)  (0.12) (0.20)
. 065% 108" 015 0.067 038 0.00%
A"
CVIEFR) 100 000 55 (0.50) (0.17) (0.03) (0.65) (0.04)
THALIP
- 0.28* 057F  -172%% 0013 0.11 0.13*
CVI(UIR) 000 100 444 (0.26) (0.26) (0.03) (©.07) (0.06)

Mote: zee Table 1a for details.
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Empirical Discussion

Table 3a: PPP and UIP Eestriction Tests, vis-a-vis the USl

Hypotheses Exact- and Overadentifying Festnctions NDO AL LRI-JE—]I? NE THAL
{(a) co-trending Bis=0, Gs=0 6.15 7.01 1.78 §.50 354
(b} co-breaking 98  F-=0, G-=0 433 9.69 12.33* 364 488
(c) cobreaking08  S:=0, Fu=0 739 932 721 2.00 10.88
(dy PPP Sii=-1, fle=-1, fis=0 11.53 11.97 15.78* 1045 10.24
() UIP fhs=0, fhe=0, frs=-1 15.86% 6.50 13.36* Q40 1058
(f) PPP-UIP g’: 11 LR T 1515 2333 1352 16.28

Notes: * denotes significant at 93% confidencelevel. The 93% cntical values are generated by bootstrap method
using 194 observations and 1000 sprnulations but not reported here. All ML estimates converged within 100
iterations. The underlying VAEX trade model 15 contams unrestncted mtercept with trend, and based on the
specified models m Table 1a-1e.

e co-trending hypothesis (a): inconsistent - all cases in
ASEANS5-US have not rejected the co-trending but mixed
Over-identifying results are found in ASEANS5-Japan and ASEAN5-China.

Restriction Tests e co-breaking hypotheses (D98, DO08): results are more
supportive, implying a somewhat synchronized cycle of
crises among the countries being studied

13



Empirical Discussion

Table 3b: PPP and UIP Restriction Tests, vis-a-vis China

potheses : eridentifne B estrctione LR (39 _i S le
Hyvpotheses Exact- and Over-identifying Festrictions NDO AL PHI oG THAL Over |dent|fy| ng
(a) cotrending  f5=0, fs=0 007  1327% 778 1234% 788 Restriction Tests
(b) cobreaking98 FA7=0, =0 1096%  15.28% §.33 7.36 6.54
(dy FFP fiz=-1, fle=-1, fis=0 11.01 918 11.44 1231 1024
(&) UIP B3=0. =0, frs=1 1378+ 1388 1756 1424 1s4e»  Wwhen the absolutedUIP
1= 1, fre= -1, =0, fu=0, fe= restriction is imposed.
(fi PPP+UIP 'gi'__ 11’ A L A=, 2570, =0, 2237 13.537 32.50% 16.72 2118 . P
P e Supportive results when
MNotez: Zee Table 3a for details, both PPP and UIP are
jointly restricted.
Table 3c: PPP and UIP Restriction Tests, vis-a-vis Japan e Possible interactions
. - ] e o LE. (v)
Hypotheses Exact- and Overadentifying Bestnctions D0 VAL P e THAL betyveen the gOOdS and
capital markets to be
(2) codrendng  As=0, fAs=0 1007 670 9.78" 78 10277 allowed to establish the
by cobreaking 98 F&-=0, H-=0 7.83 322 8.39 7.36 2.23 : : D
(c) co-breaking 08 F:z=0, Hu=0 308 712 378 3.63 6.78 Inter.natlonal parltles
(d) PPP fi=-1, fe=-1, fis= 9.00 §.32 10.09 711 933 relations.
(e) UIP =0, =0, Fs=- 11.22 934 18.77# 17.24% 1034 e PPP & UIP hold better
(f) PPP-UIP g: 11 fa= -1 B0 B0 Bl 5000 gger 2555¢ 1672 1463 for ASEAN-US

MNotes: See Table 3a for details.
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Empirical Discussion

Persistent Profile

MAL-US (PPP) MAL-US (UIP)

12 20

Analysis

1.0
15

0.8

e system-wide shocks on the
cointegrating relations

¢ Thailand-US: half-life for PPP
relation is about 6-7 months
and the whole effect takes
around 18 months to

THAI-US (PPP) 14 THAI-US (UIP) complete.

e Overall, the half-lives for
PPP (8-12 months) are
generally shorter than that
of UIP (10-15 months).

e less problem of sequencing
in the integration process

====_PointEstimate for CV1 === Top97.5% Level  ----- Lower2.5% Level mm— Point Estimate for CV2 === Top 97.5% Level ----- Lower2.5% Level for AS EANS With the US,

China and Japan

06 10

0.4
05

02

-

0.0

0.0

18 24

20

15
10
T L 08
06
05 04

0.2

00 00 ==
0 9 18 27 36 0 9 18 27 36

15



1.2

INDO-US (PPP)

Seo
=~
~
'~

——

26 39

Top 97.5% Leve| =r=-=+

SNG-US (PPP)

50

Lower 2.5% Le)

13 26 39

50

Empirical Discussion
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Persistent Profile

Analysis

e The integration process is
attributed not only to the
liberalization process among
the ASEAN economies, but
also to the Japan and
Chinese trade policy and the
regional commitment for the
ASEAN+3+2+1 cooperation.

* The prospect of WTO
membership is indeed
instrumental for ASEAN and
China to move towards
liberalizing their external
sectors and capital accounts.
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What was not reported...

VECMX

e Marginal model

e Conditional
Model

Causal Effects

Transmission
Mechanism/
Early
Warning
System

Generalized
Impulse
Response &
Variance
Decomposition




Conclusion and Policy Implication

Evidence of long run PPP but incomplete UIP relations
between ASEANS vis-a-vis the US, China and Japan

deviations are shorter-lived for PPP and UIP for
ASEANS5, as symptomatic of a better absorption of
external shocks

faster pace of adjustment towards price instead of the
interest rate equilibrium

Insufficient evidences to suggest ‘decoupling’” for
ASEANS5-US




Conclusion and Policy Implication

A brighter feasibility towards regional financial
deepening and currency arrangements

Economic Integration would enable this region to
exert an important influence upon the future
evolution of the global trade and financial system

‘Open Regionalism’

A closer monitor of the Chinese prices and monetary
changes is essential with the promotion of a more
flexible exchange rate between ASEAN5-China
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Table 4: Error Correction Representation in VECX* Modeling

Dependent Variable

Regressor APy ARy

Coefficient t-sta [P-valug] Coefficient t-sta [P-valug]

Conditional Model

AP 0.1235 1.0241]0.311] -1.0130 -0.6889[0.494]
ARwes 2.0651° 2.2101]0.032] 0.1426 0.97591[0.334]
AEX 1 -0.0160 -0.5238[0.603] -0.0038 -0.8017[0.427]
c 0.1273° 2.4322[0.019] -0.0005 -0.0634[0.950]
T -0.0004° -2.9216[0.005] -0.0004° -1.8076[0.077]
ADgg 0.0024 0.6134[0.543] 0.0014 0.2290[0.820]
ADqg -0.0110° -3.3585[0.002] -0.0004 -0.0891[0.929]
ECT1y -0.2360° -4.5094[0.000] -0.0261° -3.1899[0.003]
ECT24 -0.1109° -4.3984[0.000] -0.3880° -3.5081[0.001]

Marginal Model
AP -0.1188° -2.1278[0.039] 0.0132° 1.9024[0.064]

ARcis 0.4890 0.5799[0.565] -0.1682 -1.2760[0.208]

Diagnostic Tests

R? 0.5721 0.3597

AUTO 2.0833[0.115] 2.1080[0.100]
RESET 0.0619[0.805] 0.8312[0.366]
Normal 1.5086[0.470] 3.8064[0.149]
Hetero 0.6923[0.409] 0.6190[0.435]

Notes: ™€ denote significant at the 10%, 5%, and 1% levels, respectively. AUTO is the Lagrange
Multiplier test for serial correlation; RESET is the Ramsey Regression Equation Specification Error
Test for functional form; Normal is a test that examines for normality in the errors; and Hetero tests
for heteroscedasticity. Except for the Normal test that uses chi-squared statistics, all diagnostic tests
are conducted using F-statistics.

-ECT1,, and ECT2,, correctly
signed.

-PPP adjustment is greater in the
price equation (-0.236) but lower in
the interest equation (-0.0261). UIP
adjustment is of greater pace in the
interest equation (-0.388) but
slower in the price equation (-
0.1109).

-lagged AP, and A4R,,, are
significant in explaining Malaysian

price changes. AP, , is significant in
the interest equation.

-Together, these suggest a direct
price transmission from China to
Malaysia in the short-run, and
\WEIEWSELY monetary policy
responded to Chinese price to ease
domestic inflation.

-Though with correct signs, the
AR, is insignificant in  both
equations, suggesting rooms of
monetary autonomy in short run.




Table 5: Generalized Variance Decomposition for VECX* Model

. . % of Forecasted Variance Explained by Innovations in
Variables Horizon ° P y

Py Ru EXy Pc Rc
Py 1 0.67866 0.01698 0.06433  0.26760 0.01898
4 0.32092 0.01291 0.17422  0.46487  0.03911 Innovation from the Chinese price
8 0.15890 0.01169 0.26009 0.52116  0.04409 and exchange rate explained
12 0.09896 0.00947 WECUCZCRR S IECIZII < bstantial portion of forecast
16 0.07012 0.00778 034027 0.52632 004270 [N P A o)
Ru 1 0.03342 0.87761 0.04833  0.02472  0.05448
4 0.16185 0.63780 005432 002330 007480  [NEEPEG R,, the major innovation
8 0.22081 0.37140 026632  0.02659  0.05042  |HNSSNENNG ORISR exchange
12 0.16949 0.20011 0.46507  0.02935  0.07938 S ero : ;
16 012094 011707 056407 003020 011756 |GG RN ME]I
Meaning that Malaysian remains
EXy 1 010128  0.00392 071172 015362 0.00304 [RAASEREIENVIN TR EIA ATV (elsTelnlY
4 0.12654  0.00355 oY7L 7 Bk Il but the exchange rate regime will
8 0.14999 0.00328 0.64493 0.17532  0.00319 affect the extent of UIP condition
12 0.17130 0.00307 0.61668  0.18393 0.00331  [TORITMITT-REIToN
16 0.19043 0.00290 0.59165  0.19135  0.00345
Pc 1 0.00751 0.00785 0.04065 0.87362 0.06688 Chinese variables (PC and RC) seem
4 0.00922 0.00495 006645  0.84849  0.07300 [N N A T
8 0.01050 0.00418 0.10279  0.80326  0.08181 :
12 001065 000372 013316 077021 008391 DI
16 001052 000342 015059 074261 008420 (NSRS U TSN
innovations (74%—87% and 94%-
Re 1 0.00012  0.00109 O A <l O5%) over the horizon of 16
4 0.00022 0.00043 0.02447  0.03434 0.94853 [ES[IEIRiSIe)
8 0.00014 0.00024 0.02484  0.03683  0.94612
12 0.00012 0.00017 0.02331  0.03918  0.94572

16 0.00011 0.00014 0.02168 0.04135  0.94557




