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Abstract of thesis presented to the Senate of Universiti Putra Malaysia in fulfilment 

of the requirement for the degree of Doctor of Philosophy 

 

 

EQUILIBRIUM EXCHANGE RATE MODELS AND EXCHANGE RATE 

MISALIGNMENT IN ASEAN COUNTRIES, CHINA, JAPAN AND KOREA 

 

 

By 

 

 

MOHAMAD SHUKRI BIN JOHARI 

 

 

May 2018 

 

 

Chairman :   Professor Muzafar Shah Habibullah, PhD 

Faculty :   Economics and Management 

 

 

The misalignment of exchange rates among ASEAN, China, Japan and Korea 

(henceforth Plus Three Countries) has been seriously debated over the past few 

decades. In order to better understand the behaviour of exchange rates for ASEAN 

Plus Three, this study focuses on three objectives. First, to examine the roles of 

macroeconomics fundamentals on the real exchange rates; second, to evaluate the 

misalignment of exchange rates; and third, to evaluate and determine the best model 

to represent the exchange rates behaviour for these countries, using FEER, NATREX 

and BEER models. This study uses exchange rates as the dependent variable. The 

independent variables consist of productivity differences, net foreign assets, 

government spending, terms of trade,  openness, real interest differences, current 

account, output gaps, total factor productivity, dependency ratio of the young, real 

interest rate, and tax revenue and foreign direct investment. To achieve the goal, 

Autoregressive Distributed Lag (ARDL) was used, along with the Hausman test based 

on Dynamic Panel Data, and model evaluation based on forecasting techniques. The 

results suggest that the macroeconomics fundamental variables have different impact 

on the exchange rates. This study demonstrates the misalignment of exchange rates 

using the residuals of estimation. It could imply that the currency would experience 

undervaluation if the disequilibrium error has positive value, and overvaluation if the 

disequilibrium error is negative. Next, the results from forecasting techniques based 

on “out-of-sample predictions” and “forecast encompassing” suggest that FEER, 

NATREX and BEER models are able to represent what is the best model for each 

different country in this region. Finally, this study suggests that the policy makers 

should take into account the macroeconomic indicators in order to explain exchange 

rate movement and subsequently achieve economic goals. Besides, ASEAN Plus 

Three countries should take into consideration the possibility of the formation of such 

a currency union as the European Union (EU) countries. On thought of that, the 
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Chinese yuan (or renminbi) or the Japanese yen could be the anchor currency due to 

its have large currency coverage areas and more stable. 
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Abstrak tesis yang dikemukakan kepada Senat Universiti Putra Malaysia sebagai 

memenuhi keperluan untuk ijazah Doktor Falsafah 

 

 

MODEL KESEIMBANGAN KADAR PERTUKARAN MATA WANG  

DAN KETIDAKJAJARAN KADAR PERTUKARAN MATA WANG  

DI NEGARA ASEAN, CHINA, JEPUN DAN KOREA 

 

 

Oleh 

 

 

MOHAMAD SHUKRI BIN JOHARI 

 

 

Mei 2018 

 

 

Pengerusi :   Profesor Muzafar Shah Habibullah, PhD 

Fakulti :   Ekonomi dan Pengurusan 

 

 

Ketidakseimbangan kadar pertukaran matawang di kalangan negara ASEAN, China, 

Jepun dan Korea (seterusnya disebut Campur Tiga) sering dibahaskan sejak beberapa 

dekad yang lalu. Dalam usaha untuk memahami dengan lebih mendalam corak kadar 

pertukaran mata wang untuk negara ASEAN Campur Tiga, kajian ini menyenaraikan 

tiga objektif. Pertama, mengenal pasti faktor penentu asas makroekonomi kepada 

kadar pertukaran mata wang benar; kedua, menilai ketidakjajaran kadar pertukaran 

mata wang; dan ketiga, menilai serta mengenalpasti model yang terbaik bagi 

menerangkan corak kadar pertukaran mata wang di negara-negara ini, dengan 

menggunakan model FEER, NATREX dan BEER. Kajian ini menggunakan kadar 

pertukaran mata wang sebagai pembolehubah bersandar. Pembolehubah bebas pula 

merangkumi pembolehubah perbezaan produktiviti, aset asing bersih, perbelanjaan 

kerajaan, terma perdagangan, keterbukaan ekonomi, perbezaan kadar faedah benar, 

akaun semasa, jurang output, produktiviti faktor keseluruhan, nisbah kebergantungan 

golongan muda, kadar faedah benar, hasil cukai dan pelaburan langsung asing. Untuk 

mencapai objektif kajian ini, kaedah Autoregresive Distributed Lag (ARDL) telah 

digunakan, berserta ujian Hausman berdasarkan ARDL untuk Dynamic Panel Data, 

dan penilaian model berdasarkan teknik peramalan. Dapatan kajian menunjukkan 

bahawa pembolehubah asas mempunyai kesan yang berbeza pada kadar pertukaran 

mata wang. Kajian ini juga berjaya menunjukkan ketidakjajaran kadar pertukaran 

mata wang menggunakan residual anggaran. Ini menunjukkan bahawa mata wang 

mengalami penyusutan nilai jika residual ketidakjajaran adalah bernilai positif, 

manakala mata wang mengalami terlebih nilai jika residual ketidakjajaran adalah 

bernilai negatif. Seterusnya, dapatan kajian bagi teknik peramalan “out-of-sampel” 

dan “forecast encompassing” menunjukkan bahawa model FEER, NATREX dan 

BEER mampu mewakili model terbaik untuk negara yang berbeza di rantau ini. Akhir 

sekali, dapatan kajian juga mencadangkan agar pembuat dasar mengambil kira 
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petunjuk makroekonomi untuk menerangkan pergerakan kadar pertukaran mata wang 

dan seterusnya mencapai matlamat ekonomi. Selain itu, negara-negara ASEAN 

Campur Tiga harus mengambil kira kemungkinan memperkenalkan kesatuan mata 

wang seperti yang dilakukan oleh negara-negara Kesatuan Eropah (EU). Berdasarkan 

pandangan ini, mata wang yuan China (atau renminbi) atau mata wang yen Jepun 

boleh menjadi mata wang peneraju kerana mempunyai kawasan liputan mata wang 

yang luas serta lebih stabil. 
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CHAPTER 1 

1 INTRODUCTION 

The establishment of Association of Southeast Asian Nations (henceforth ASEAN) 

since 1967 has enhanced international trade among ASEAN members as well as trade 

with the rest of the world. The trade involves high transaction of foreign currencies. 

International trade in ASEAN continue to grow rapidly after this region agreed to 

strengthen partnership with three developed countries, namely People’s Republic of 

China (henceforth China), Republic of Korea (henceforth Korea) and Japan in 1997 

until 1999. Figure 1.1 indicates that the trend of values and shares of merchandise 

exports and imports in ASEAN, China, Japan and Korea (henceforth Plus Three 

Countries) has increased during 1970 until 2012. 

The enhancement in cooperation especially in economics and finance between 

ASEAN and the Plus Three Countries since 1997 showed sustainable growth in total 

trade among the participating nations despite the challenges due to uncertainties in the 

global economy. ASEAN’s information website1 reported total trade among them has 

reached US$727.1 billion in 2014.  The Plus Three Countries contributed 28.8 percent 

of ASEAN’s total trade. 

The enhancement of international trade) however does not indicate a good economic 

performance as a whole for ASEAN Plus Three Countries.  Corsetti, Pesenti and 

Roubini (1998) stressed that high volatility of exchange rates by small and opens 

economy countries in ASEAN especially those who rely on international trade may 

result in individual currencies of each country being undervalued or overvalued. The 

internal financial systems in ASEAN member countries are still weak and less 

resilient.  Thus, with a small open economies and newly emerging countries, the 

ASEAN currencies are readily confronted with volatility and misalignment against 

foreign currencies such as the US dollar. Generally, the appreciations of domestic 

currency imply the increase in competitiveness of national currency in currency 

market. However, it does not imply increase in competitiveness if a high currency’s 

appreciation causes the domestic currency to be overvalued. 

                                                             
1 http://www.asean.org 



© C
OPYRIG

HT U
PM

 

2 

 

  
Exports Imports 

(Sources: United Nations Conference on Trade and Development (UNCTAD)) 

 

Figure 1.1 : Values and Shares of Merchandise Exports and Imports in ASEAN 

Plus Three Countries, 1970-2012 (Average) 

 

 

The traditional and simplest theory of exchange rates to determine misalignment of 

the currency is the Purchasing Power Parity (PPP) model. The theory of this model 

hypothesizes that the comprehensive and unrestricted trade in goods and services is 

based on the Law of One Price (henceforth LOP). The LOP describes that the price of 

a good would be the same throughout the world are weak assumptions. In other words, 

the LOP theory does not consider the difference in general price level or inflation rates 

between two trading countries.  

Figure 1.2 describes the theory of PPP/LOP and the misalignment of exchange rate. 

Generally, the theory of PPP/LOP suggests that if one country’s price level increases 

relative to another’s, its currency should depreciate. As a reciprocal to this change, the 

other’s currency should appreciate. This prediction is happen in the long run. As 

shown in Figure 1.2, PPP/LOP often has little predictive power in the short run. The 

relative price levels between two countries trading fail to track the actual exchange 

rate well, thus creating a huge misalignment of exchange rate. Although PPP/LOP 

theory provides some guidance to the long run movement of exchange rates, it is not 

perfect and in the short run it is indeed a poor predictor. 
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Continued… 

 
(Source: World Development Indicator (WDI), United Nation Statistical Division (2012) and authors’ 

computations. Note: Index: 1970=100) 

 

Figure 1.2 : Purchasing Power Parity of ASEAN Plus Three Countries, (1970-

2011) 

 

 

The issues associated with exchange rate misalignment among the ASEAN countries 

have been seriously debated over the past few decades. Chin (2005) and Chin and 

Azali (2005) found that there is little evidence of exchange rate misalignment in 

Indonesia, Malaysia, the Philippines, Singapore and Thailand during the 1997 Asian 

financial crisis. Naseem, Tan and Hamizah (2009) suggested that exchange rate 

misalignment and volatility are important determinants in encouraging Malaysian 

import flows, especially during the crisis. Generally, exchange rate misalignment will 

occur when there are deviations from its equilibrium path thus creating opportunities 

for arbitrage activities.  

Why do some countries need to determine the exchange rate misalignment? How to 

assess the equilibrium exchange rate and thereby its misalignment? In order to answer 

these two questions, several theories need to be considered. First, the effects of 

misalignment of currency to a country’s economy are quite huge. For instance, the 

overvaluation of a currency is believed to have caused national currency to experience 

depreciation and thereby reducing economic growth. On the other hand, the 

undervaluation of a currency implies that the national currency tend to appreciate, thus 

making the currency expensive against foreign currency. Imports would increase and  

exports demand would decline, thus creating deficit in trade balance (Daniel and 

VanHoose, 2005). However, Rodrik (2008) provided evidence that undervaluation of 

a currency (a high real exchange rate) would stimulate economic growth. 

Villavicencio (2006) said the persistent exchange rate misalignments would generate 

severe macroeconomic disequilibrium often leading to costly external imbalances and 

sometimes can be considered as an indicator of potential crisis. 
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 Several models can be used in order to estimate the equilibrium exchange rate thereby 

its misalignment. Driver and Westaway (2004) stated that the equilibrium exchange 

rate can be assessed using Uncovered Interest Parity, Purchasing Power Parity 

(Barrett, 1981; Halpern and Wyplosz, 1997; Sahminan, 2005; Mishra and Sharma, 

2010), Balasssa-Samuelson, Monetary Models (Chin, 2005; Chin and Azali, 2005), 

Capital Enhanced Equilibrium Exchange Rate (Keblowski and Welfe, 2010), and 

Intermediate Term Model Based Equilibrium Exchange Rate.  

The others models also can be used to estimate equilibrium exchange rate are 

Fundamental Equilibrium Exchange Rate (Egert and Lahreche-Revil, 2003; Koske, 

2008; Benassy-Quere, Bereau and Mignon, 2008), Behavioural Equilibrium Exchange 

Rate (Quere Revil and Mignon, 2011; Fernandez, Osbat and Schnatz, 2006; 

Villavicencio, 2006; Berger and Kempa, 2012; Rubaszek, 2004; Egert and Lahreche-

Revil, 2003; Sidek  Yusoff, 2009), Natural Real Exchange Rate (Naseem et al., 2009; 

You and Sarantis, 2008; You and Sarantis, 2012b), Desired Equilibrium Exchange 

Rate, and others. 

In assessing the equilibrium and misalignment exchange rate it is important to identify 

the macroeconomic fundamental factors that might influence the equilibrium 

exchange rate. Many studies have provided evidence that the macroeconomic 

fundamental factors might influence the equilibrium exchange rate. These factors 

include  term of trade (Keblowski and Welfe, 2010; Egert and Lahreche-Revil, 2003; 

Naseem et al., 2009), trade liberalization (Fernandez et al., 2006; Egert and Lahreche-

Revil, 2003; Sidek and Yusoff, 2009), current account (Villavicencio, 2006; 

Rubaszek, 2004; Egert and Lahreche-Revil, 2003), total factor productivity (You and 

Sarantis, 2008; You and Sarantis, 2012b), real interest rate (Sahminan, 2005; Berger 

and Kempa, 2012; Chin, 2005; Chin and Azali, 2005; Naseem et al., 2009), 

productivity differential (Quere, Revil and Mignon, 2011; Egert and Lahreche-Revil, 

2003; Sidek and Yusoff, 2009; Naseem et al., 2009), net foreign assets (Quere, Revil 

and Mignon, 2011; Villavicencio, 2006; Sidek and Yusoff, 2009; Sahminan, 2005) 

and government spending (Fernandez et al., 2006; Sidek and Yusoff, 2009; Naseem 

et al., 2009). Only a few studies provide evidence that the output gaps, dependency 

ratio of the young, tax revenue and foreign direct investment would influence the 

equilibrium exchange rate. You and Sarantis (2012b) used dependency ratio of the 

young, tax revenue and foreign direct investment, whilst Berger and Kempa (2012) 

used the output gaps as a macroeconomic fundamental factor that might influence 

equilibrium exchange rate. Nevertheless Berger and Kempa (2012) failed to prove that 

the output gap significantly influences the equilibrium exchange rate. 

In order to support an argument where exchange rates can be influenced by 

macroeconomic variables rather than price level, all important variables were 

incorporated into three models namely Fundamental Equilibrium Exchange Rates 

(FEER), Natural Real Exchange Rates (NATREX) and Behaviour Equilibrium 

Exchange Rates (BEER) models. Figure 1.3 shows the scatter plot to describe the 

relationship between two variables; exchange rate and other macroeconomic 

variables. This study selected Singapore as an example to demonstrate these 



© C
OPYRIG

HT U
PM

 

9 

 

relationships (see Appendix A to Appendix L for other countries). The figure clearly 

indicates upward trends (correlation) between exchange rate and current account, trade 

openness, terms of trade, output gaps, dependency ratio of the young, foreign direct 

investment, total factor productivity and government spending. The downward trends 

(correlation) occurred between exchange rate and real interest rate, tax revenue, 

productivity differential, net foreign assets and real interest rate differential. Using 

these three models an early conclusion is that the exchange rate can also be influenced 

by macroeconomic base rather than price base. 

ASEAN Plus Three has experienced two major recessions since its establishments. It 

was considered that the Asian financial crisis of 1997-1998 was caused by the weak 

and less resilient financial systems. The crisis started in Thailand after the government 

floated the baht from its fixed exchange rate regime. The crisis is believed to have 

resulted in a financial contagion (Kogid, 2002) with most of the currencies in Asian 

experiencing volatility and depreciation against the US dollar. In order to stabilize the 

currency, each country in this region implemented various exchange rate regimes. 

Whilst Thailand was forced to float the Thai baht, Malaysia implemented a fixed 

exchange rate regime by pegging the currency at RM3.80 per US dollar.  

Another crisis which occurred in this region as well as in the rest of the world was the 

sub-prime/financial crisis in the United State and Europe in 2007-2009. This crisis 

significantly impacted the ASEAN Plus Three’s economy. Moreover, most of ASEAN 

Plus Three’s nations rely on the foreign sector to expand their markets.  

The above scenario is believed to have created a phenomenon of disequilibrium in 

exchange rates causing purchasing power parity (henceforth PPP) volatility and 

misalignment. These scenarios have motivated the conduct of this study. Issues arising 

out of the Asian financial crisis of 1997/1998 and the latest sub-prime/financial crisis 

in the United State and Europe also serve to illustrate the relevance of this study given 

that these financial crises lead to internal and external shocks that affect equilibrium 

in exchange rate. This study determines the factors that influence the exchange rate 

movement. In addition this empirical study investigates the equilibrium and 

misalignment in exchange rate for ASEAN Plus Three countries. 
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(Sources: World Development Indicators (WDI), United Nations Conference on Trade and 

Development (UNCTAD), United Nation Statistic Department (UNSD), Penn World Table, Asian 

Development Bank (ADB), International Financial Statistic (IFS). Notes: SIN – Singapore; 𝐸𝑅 – 

exchange rate; 𝐶𝐴 – current account; 𝑂𝑃𝐸𝑁 – trade openness; 𝑇𝑂𝑇 – terms of trade; 𝑌𝐺𝐴𝑃 – output 

gaps; 𝐷𝐸𝑃𝑌 – dependency ratio of the young; 𝐹𝐷𝐼 – foreign direct investment; 𝑅 – real interest rate; 𝑇 

– tax revenue; 𝑇𝐹𝑃 – total factor productivity; 𝐷𝑃𝑅𝑂𝐷 – productivity differential; 𝐺𝑂𝑉𝑆 – government 

spending; 𝑁𝐹𝐴 – net foreign assets and 𝑅𝐼𝐷 – real interest differential.) 

 

Figure 1.3 : Scatter Plot between Exchange Rate and Macroeconomic Variables 

in Singapore, 1970-2012 

 

 

1.1 Problem Statement 

The misalignment of exchange rates among ASEAN Plus Three countries have been 

debated over the past few decades (Chin, 2005; Chin and Azali, 2005; Sahminan, 

2005; Nuryadin, 2006; Chin, Azali, Yusop and Yusoff, 2007; Coudert and Couharde, 

2007; You and Sarantis, 2008; Koske, 2008; Chin, Habibullah and Azali, 2009; Sidek 

and Yusoff, 2009; Naseem et al., 2009; Wong, 2013).  

The impact of misalignment of currency to an economy is quite huge. Therefore 

economist, policymakers and others currency players (such as exporters-importers, 

money changer and etc.) should be concerned with this issue. For instance, the 

undervalued of the domestic currency for most ASEAN Plus Three countries including 

Korea during Asian’s financial crisis 1997/1998 implies that the currency for those 

countries experience depreciation and thereby reduced economic growth. 

Depreciation of the currency also increases foreign debt during that crisis since most 

of the ASEAN Plus Three countries depend on foreign trade to meet the need for 

intermediate goods. On the other hand, the overvalued of the domestic currency 

implies that the currency is expensive and this will increase imports and decrease 

exports demand, thus creating deficit in the trade balance. Therefore, it is important to 

study the behaviour of exchange rates.  
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The traditional theory of exchange rate behaviour was discovered by Gustaz Cassel in 

1918 through the Purchasing Power Parity (PPP) and the Law of One Price (LOP) 

theories. The PPP/LOP models use the price based estimates and are relatively easy to 

implement. However, previous studies argued that these theories are not perfect since 

it only provides the behaviour of exchange rate in the long-run and fail to predict well 

in the short-run. Furthermore, the PPP/LOP theories does not take into account that 

many goods and services are not traded across borders but its prices are included in 

measuring a country’s price level. These models also do not address the economically 

interesting question of whether a particular exchange rate is driven by economics 

fundamental or not. Another concern is that the PPP/LOP theory explained that the 

equilibrium of exchange rate will be achieved only if it equivalents the purchasing 

power of national currencies in terms of particular goods. However, this assumption 

is weak especially for low-income and emerging economies in comparison to 

developed nations. Furthermore, the PPP approach does not take into account the real 

factors such as net asset level and balance of payments position. 

Other researchers extended the theory in order to identify the short run, medium run 

and long run behaviour of misalignment of exchange rates. The extension of the basic 

theory is represented by the BEER model (Egert and Lahreche-Revil, 2003; Rubaszek, 

2004; Fernandez, Osbat and Schnatz, 2006; Villavicencio, 2006; Sidek  Yusoff, 2009; 

Revil and Mignon, 2011; Berger and Kempa, 2012), FEER model (Egert and 

Lahreche-Revil, 2003; Koske, 2008; Benassy-Quere, Bereau and Mignon, 2008) and 

NATREX model (You and Sarantis, 2008; Naseem et al., 2009; You and Sarantis, 

2012b). Egert and Lahreche-Revil (2003) found that the BEER model allows the 

“expected future movements” in real exchange rates determined by a set of 

macroeconomic fundamentals through econometric estimation with an extended 

version of the uncovered interest parity as the theoretical background, whilst FEER 

and NATREX describe the equilibrium exchange rate based on internal and external 

balance. These three models differ from PPP model, where the BEER and NATREX 

will vary over time in respond to changes in the fundamentals (Stein and Lim, 2002; 

Driver and Westaway, 2004); whilst FEER is the study of medium-run exchange rate 

behaviour (Driver and Westaway, 2004). Another advantage of BEER, FEER and 

NATREX models is that the models does not require the fundamental factors and the 

real equilibrium exchange rate to be stationary (Edwards and Savastano, 1999; Driver 

and Westaway, 2004). 

In the case of ASEAN countries, exchange misalignments have not been extensively 

studied. Chin (2005) and Chin and Azali (2005) used the monetary model to explain 

the exchange rates behaviour. Both studies estimated exchange rates using the relative 

foreign and domestic monetary aggregate, income differential, interest rate differential 

and expected inflation differential. However, the model in this study excludes other 

macroeconomic fundamental factors which are also important determinants of the 

exchange rate (see Figure 1.3). Some of the previous studies agree that nominal 

exchange rates play an important role in the exchange rates behaviour. However, it 

does not give a complete picture of the price competitiveness of the domestic goods 

relative to foreign goods. This is based on the argument that the nominal exchange 
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rates do not take into account inflation in the country (BNM, 1999). A study conducted 

by Naseem et al. (2009) using NATREX model highlighted that the real economic 

fundamentals are government consumption, real interest rate, terms of trade and 

productivity index. However You and Sarantis (2012b) stressed that social time 

preference such as the dependency ratio of the young (DEPY) should also be included 

in the estimation model. Other fundamental factors that should be considered are the 

tax revenue and foreign direct investment. 

A question arises whether these exchange rate movements should be a concern for 

policymakers? This question has motivated a study to investigate the exchange rate 

movements in ASEAN Plus Three countries by using different approaches. This study 

suggests employing three common approaches such as fundamental equilibrium 

exchange rate (FEER), natural real exchange rate (NATREX) and behaviour 

equilibrium exchange rate (BEER). Basically, these three models use the economic 

fundamentals as factors driven to exchange rate movements instead of price based by 

PPP/LOP theory. Hence, the best model is the one that can determine the movement 

of exchange rate which reflect the smallest misalignment for this region. 

1.2 Research Questions 

Three research questions are addressed in this study. Firstly have the previous studies 

on exchange rate model successfully described the real situation of bilateral exchange 

rate in ASEAN Plus Three countries? Secondly, how huge is the deviation of the 

estimated equilibrium exchange rate from the actual exchange rate? Finally, does the 

model represent the real world situation?  

1.3 Research Objectives 

As mentioned earlier, the exchange rate in each of the ASEAN Plus Three countries 

was misaligned due to their small open economies.  Being emerging countries, they 

are rather weak and less resilient to shocks affecting their financial system. Hence, 

estimation of equilibrium exchange rates is needed. One of the purposes of this study 

is to examine in depth why estimation of equilibrium exchange rate might be 

informative.  

Therefore; the general objective in this study is:  

1. To investigate the behaviour of exchange rate movement in ASEAN Plus Three 

countries. 
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The specific objectives are: 

1. To examine the roles of macroeconomics fundamentals on the real exchange rate 

for ASEAN Plus Three countries using the Fundamental Equilibrium Exchange 

Rate (FEER), Natural Equilibrium Exchange Rate (NATREX), and Behavioural 

Equilibrium Exchange Rate (BEER) approaches. 

2. To evaluate the misalignment based on all models (BEER, FEER and NATREX). 

3. To evaluate and determine the best model to represent the exchange rates 

behaviour in these countries. 

 

 

1.4 Significance of Study 

The study of exchange rate behaviour is complex, unique and interesting. The on-

going research on this subject would continue to increase our understanding on 

exchange rate. Based on Driver and Westaway (2004), the information from the 

empirical study of estimation equilibrium exchange rates is frequently used in 

discussing policy-related issues by academician as well as policy makers. This 

information provides the current situation of exchange rates and long-term exchange 

rates, thereby the future movements in exchange rates. Other than that, a country 

which implements fixed exchange rate could use the information of equilibrium 

exchange rate to know whether a particular entry rate will be sustainable in terms of 

cost. If not an adjustment of relative inflation rates is needed in order to justify any 

nominal exchange rate peg. 

Estimation of equilibrium exchange rates is needed in order to know whether an 

observed change in the value of exchange rate is caused by shocks element in the 

macroeconomic environment. This is especially so for the open economies, where 

terms of trade can have significant implications on inflation. High domestic inflation 

can reduce demand of exports for the country and increase the imports (ceteris 

paribus), vice versa. Therefore estimating equilibrium exchange rates is important in 

order to generate the best policy response (Driver and Westaway, 2004). 

Countries that implement a free market economy utilize the analysis of exchange rate 

behaviour to show their relative level of economic performance by comparing their 

PPP. Moreover, arbitrageurs such as banks and firms can adopt exchange rate analysis 

to generate profit by taking advantage of price differentials that occur simultaneously 

in different markets. 

Policymakers play an important role in investigating and measuring the level of 

equilibrium exchange rates since prices faced by traders (importers and exporters) rely 

on exchange rates. Any misalignment and volatility in exchange rates will increase 

trading costs. This was observed in the Asian financial crisis 1997/1998. Corsetti, 

Pesenti and Roubini (1998) reported that when the volume of exports and imports for 
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ASEAN countries decreased significantly as exchange rates became misaligned and 

subsequently change immediately. Therefore, it is important for policymakers to have 

an effective policy to ensure stability in equilibrium exchange rates in order to sustain 

growth in international trade. 

Traders and investors would experience difficulties in making short and long run 

decisions given a lack of confidence in the financial system. Significant volatility and 

extreme misalignment in real exchange rates would prove costly to them. Therefore, 

an investigation to determine the equilibrium exchange rate in order to discover 

whether a currency is undervalued or overvalued is important. 

1.5 Organization of the Study 

This study is organized as follows. The overview of the estimation equilibrium 

exchange rate in ASEAN countries is summarized in Chapter 1. Chapter 2 will discuss 

the theoretical framework of equilibrium exchange rates, and present the published 

empirical and theoretical literature on equilibrium exchange rates in emerging as well 

as in developing countries. Research Methodology is explained in Chapter 3. Chapter 

4 presents the results and discussion. Finally, Chapter 5 will summarize the main 

findings and conclude with some policy implications, as well as suggestion for further 

studies. 
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