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Abstract. The ASEAN Economic Integration guide free flow of services, investment
capital, goods, and skilled labor in the region. Highlighting the importance of enhancing
intra-regional trade, ASEAN member countries need to diversify several potential sectors
within regional offers. Moreover, tax policies among member countries may have
contributed to the business cycle and reflect regional integration burdens. This paper
ambitions is to address and find a correlation between the intensity of economic/trade
integration, tax policies, and business cycle in the form of ASEAN Economic Integration.
This paper apply data of real GDP, exchange exports and imports, percentage of tax of
GDP, and total trade from five sample ASEAN member countries. The intensity of trade
volume with the scheme of economic integration and tax policy changes directly bring
impact for business actors. Bringing prosperity and new opportunity for growth engine to
the region, the challenge remains to ensure the growth is most-likely inclusive.
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1 Introduction

The mutual benefit between trade integration and business cycle has been a subject of
renewed interest among international economists [1]. Trade integration on the business cycle
also remains a crucial issue for the member countries in the regional cooperation network. The
proliferation of various local integration initiatives, such as free trade agreements and
investment treaties, has impelled economists to reconsider these initiatives' implications for the
trade and business cycle relations among countries entering into these agreements.

In current public discussion on international trade, the center of attention has been focusing
on discussion about trade integration affects the business cycle [2]. Based on current responding,
trade integration and business cycle has positive correlation vice versa. Moreover, if the demand
side is the main driven for business cycle in the region, the expectation of trade integration is to
strengthen the impulse that might be occur. The total amount (that mostly economist figure out
to calculate) is theoretically biased and arise more questions that might be harder to answered
statistically. However, the differentiation in absolute comparative advantages and specialization
patterns among countries advice that the correlation caused by trade integration on cyclical
business susbstantially depend on which products that mostly the countries produced [3].

In the Asia region, encompassing Southeast Asia economies within the region, shaping the
economical and political attention about trade integration which deliver disctintion between
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market-led and policy-led trade integration [4]. The critical highlights priorities in this region
are to address the challenges and opportunities in terms of strengthening regional cooperation
mechanisms.

Taking into account, the progress of the Association of Southeast Asian Nation (ASEAN)
formation sounds a dynamic and diverse region. For sure, the region enjoy very good economic
growth by by fostering foreign direct investment and trade sectors. Besides, ASEAN's ten
member countries aim to jointly realize the development of competition policy and introduce
deeper investment policies and dispute resolution system. This result expects to have growing
economic opportunities by predominantly promoting trade and investment as well as
strengthening ASEAN’s global leading role as an economic epicenter.
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Fig 1. GDP Growth among the Nine-Member Countries of ASEAN (Source: PwC, 2012).

Incentives for tax reduction between ASEAN countries also another factor that change the
competition which lead to avid attraction for FDI, global business’ integration and regional
development. In the globalization era, international companies emerge for need to find
basecamp (center of production) with cheap labor, rich natural resources and developed
technology. One country that lowering the tax rate on capital mostly ignores the resulting fall in
income tax from other countries. The opposite of fiscal constraint arise from competition among
countries to attract ‘hot money’ as known for low rates incentives, tax revenue reduction, under-
provision of public goods, and lower welfare.

However, ASEAN is pursuing a policy to promote more significant intra-regional trade,
and the adoption of the AFTA and several other integration policies will change the flows of
trade and investment in the region. To create an internal market, ASEAN needs to be aware of
its implications on their national taxation policies. Furthermore, using the PGC measures,
ASEAN growth cycles are related to CLMV export cycles with a correlation coefficient of 0.6.
The 13 ASEAN-5 and CLMV are increasingly interconnected so that booms and busts in
ASEAN-5 can generate spillover effects to neighboring countries’ exports.

This studies mostly similar with previous research on regional trade integration and
business cycle analysis. First paper to examine the significant connection between regional trade
integration and business cycle in Southeast Asia [5]. In Thornton and Goglio's model, the
bilateral trade intensity has a significant connection with bilateral cross-country activities.
Indeed, we added tax policies through a percentage tax of GDP variable. Different approach for
globalization assume that produce policy outcome (as being too opposite for normative rule in
the selected countries [6].



This paper extends Thornton and Goglio’s work by developing a richer variables by adding
a tax policy as intermediate variables which captures fiscal space on developing economies’
features. Moreiver, it also expands some explanation [7] that concludes intensity of trade volume
between developing and developed countries lead to result in more harmonized business cycles.
By then, it slightly being a normative aspect which comes vary on different income level,
productivity, and economic structures for other coutries outside emerging markets [8].

2 Literature Review

The theoretical relationship among trade integration, tax policies on corporate, and business
cycle arise more biased view. Other economist, Heckscher-Ohlin concerns about trade that
happened when two countries with different advantages, leading to specialize their factor
production based on comparative and uniqueness as well as cross-country business cycle
correlation. Furthermore, it also insults that trade can established for gap of industrial movement
because of economic of scale, scarcity and consumers’ preference for different product they
desired, which means trade integration comes [9]. Long story short, it also mentioned about
economic of scale can push agglomeration and concentration of production which bring
negative impact on business cycle correlation [9]. However, Krugman did not specifically
mentioned about vertical fragmentation of trade. They argue that an increasing production or
we called as vertical fragmentation of trade can deliver to a high concentration of correlation of
business cycle [10]. In the more empirical literature, it implies that, from ten industrial countries’
data, increasing trade volume can have positive relation with business cycle [2], [7].

Several empirical studies agree for positive negation between trade integration and business
cycles, and this phenomenon does not necessarily lead to business cycle (harmonization).
Furhermore, some cases can come from the ground that bilateral agreement determine intensity
of business cycle. They prove that differentiation in patterns bring negative impact between
bilateral trade frequency and business correlation. In contrast, trade integration can give positive
impact on business cycle [11]. Moreover, another researcher mentioned that sectorial
concentration among the countries bring positive impact on business cycle [12]. They all make
conclusion that increasing trade integration increases business cycle trade volume in Southeast
Asia region and other Asian countries.

More recent studies elaborate on the impact of trade integration with tax policy in various
regions. Using the tax rates on GDP, we can control for endogeneity concerns using instrumental
variables. By and large, tax policy is a- cyclical in industrial countries but pro-cyclical in
developing countries [13]. Further, their study's consistent tax policy model has related to the
higher output volatility on the business cycle.

These update studies conclude for one meaning that the effect of increasing frequenct of
trade in more than two countries on business cycle is very dependent not only the links but also
on the transformation structural. The contribution of this studies is to investigate the earlier
findings especially in the Southeast Asia region. It might be recorded that the trade is increase
for several years is the leader the ASEAN member countries to closed the gap with economic
integration and creating better opportunities for policy recommendation and trade integration.



3 Methodology and Data Analysis

Measuring output comovements, annual data on GDP growth was collected for the
ASEAN-5 (Indonesia, Malaysia, Thailand, The Philippines, and Singapore) member countries
over 1996-2019 from World Bank Dataset. The period after 1997 is excluded for all variables
because the Asian crisis distorts data and, by including it, the conventional measure of the
business cycle could be exaggerated. Specifically, trade integration in ASEAN-5 dignified using
the traditional composite index . The indexes coming from all industries and services for the
period of 1996-2019 from the World Bank Dataset.

In the first stage, we follow several models that will be tested. For example, model first put
in will be estimated [2]:

Corr(Qi, Qj)=a+ BITij + ¢ (€D)]

where Corr(Qi, Qj) stands for the correlation of de-trended real GDP, and ITij denotes the
percentage of an intra-industry index between ASEAN-5 countries i and j in each period, and
is the error term.

Trade integration, based on the traditional trade theory, openness to trade should making
bigger opportunities for specialization among the members. On the other hand, the biased of the
idea is the impact of trade integration on the business cycle essentially an undeniable question.
Indeed, even fixing with time series regression and simultaneous equation approached
essentially finding a significant impact and most updated panel regression work controlling for
country-pair fixed effects [14].

The theory says that trade is an important vehicle to boost economic linkages between
countries in the region. However, theoretically, there is no consensus on whether increased trade
intensity leads to more or fewer countries’ business cycles. We added total trade to GDP (trade
volume data) from 1990-2013 using World Bank Dataset. Thus, after adding all variables, we
run a data panel regression to estimate coefficients of the following equation and test the impact
of trade integration and tax policies on the business cycle which showing in the following
equation below:

yr(i,j, T)=aIn GDP (i, )+ BInTIG, j, T) +yINJP (i, j, T) + §In TG, j, T) + (i, j, T) (2)

where yr(i, j, T) refers to the correlation of output between country | and country j during period
T. For bilateral exports and imports, three measures are used: wx, wm, and wt. For the
percentage of tax to GDP, using J(i, j, T) and total trade derived from raw data without
calculation.

4 Finding and Discussion

The ASEAN-5 member countries were chosen for this study since they have a relatively
similar institution, standard levels of infrastructures, diversified industries, and represent
Southeast Asia. Also, the data panel to find relations among significant business variables cycle
processes, are easily identified in Asian countries [14]. Therefore, parties' policy preferences
and the consequences of policy actions on business cycles are conceivably linked.



The first that we used is compared the correlation of GDP growth rates of the five ASEAN
economies with aggregate model for the group as a unity for the periods 1996-2007 and 2008-
2019 to see the degree of the business cycle from one period to the next period. Furthermore,
several variables that already mentioned above is bring another dimension to take a closer look
for regional trade integration in the region. Despite of some obstacle, we can estimate and
provide on the graph that shown below:

Fig 2. Correlation of GDP Growth, Trade Integration, and Percentage of Taxes

While the analysis in the time dimension is a standard tool of business cycle analysis, the
spectral analysis application may offer new and more robust insight. Business cycles analysis is
usually sensitive to the choice of de-trending techniques [15], [16]. Such countries may also
display dynamic periods of high and low business cycle synchronization, commonly observed
from the following graphs above.

5 Conclusion

The long journey ASEAN began with the adoption of the ASEAN Economic Integration.
Nonetheless, progress has been made on many fronts, and the benefits from these advances have
been far-reaching. We considered the relationship between trade integration and the cross-



country correlation of business cycle activity in Southeast Asia (in this case, represented by
ASEAN-5). Based on the result and findings, there is a positive and significant relationshop
between thre degree of bilateral trade intensity and cross-country correlation of agreement and
trade from the period 1996-2019, a period when trade integration was introduced in the
Southeast Asia region.

By then, increasing trade volume among ASEAN member countries bring increasing higher
degree of economic integration and volume within the region. Furthermore, a country's business
cycle is expected to be continuously influenced by other economies in Southeast Asia, especially
as trade within the region grows relatively more important than any sectors. So, we found that
every 1 percent increase in exchange will positively impact GDP and tax shares on GDP.

Finally, we show that the member countries in Southeast Asia engaged intensively with
trade integration, and the tax of GDP tends to impact business cycles within the region
positively. At the same time, GDP will follow the excellent response of the intensity of trade
integration. Although these results are somewhat subject to data problems, our results confirm
the business cycle will influence the intensity of trade integration and tax policies among
member countries in Southeast Asia.
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