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Abstract  

The ultimate objective of this study to empirically investigate the import relations between Malaysia and OIC 
countries. The annual time series data from 1995 to 2012 have been utilized. The results of gravity model shows 
that real exchange rate of Malaysia and other OIC countries has a positive and significant effect on 
Malaysia-OIC import. Whereas, CPI of Malaysia and per capita GDP of other OIC countries shows a negative 
relationship with import volumes of Malaysia from -OIC countries. We also found the evidence of the role of 
quality of institutions in enhancing Malaysia-OIC import relationship. These findings are important especially 
for policy makers in crafting policies to improve Malaysia-OIC import relationship in the future. In line with the 
empirical findings, it is crucial for Malaysian government to focus on accelerating the efforts to establish the 
Islamic Common Market (ICM), liberalizing the economy, further improving the strategic sectors such as the 
Islamic Banking and Finance, and intensify endeavors in curbing corrupt practice. 
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1. Introduction 

International trade has always been playing a crucial role in the process of growth and development in Malaysia, 
especially in transforming the economy from a low income to upper-middle income category. Traditionally, 
Malaysia’s major trading partners were the United States of America, The European Union (EU), and Japan. But 
this trend has been shifted somewhat primarily due to the 2008/09 world economic and financial crises. In 2009 
for example, Malaysia’s major exporting and importing nations have tilted more towards other new markets and 
non-traditional countries such as China (MITI, 2010). In response to the crises, the Malaysian government, under 
the New Economic Model (NEM), has embarked on a new strategy to shift its trade dependency on the 
traditional markets and exploring new markets for exports and imports. Under NEM, one of the markets being 
targeted is the Middle Eastern countries.  

Considering that the OIC member countries have more than 60 per cent of vital resources and with 1.6 billion of 
the world’s population, this general picture of the state of OIC trade performance can be deemed as weak. 
Furthermore, in light of the present economic and financial crises, there is a need for Malaysia to shift its imports 
destinations away from its traditional trading partners, and one of these destinations is the OIC region. Although 
there are many factors responsible for the weaknesses of this trade relation, the leaders and the people of the OIC 
countries believe that there are many fields and opportunities for growth of mutual trade relations. It is therefore 
crucial to examine and analyze the on-going Malaysia-OIC imports relationship in this context. The objectives of 
this study are:  

1) To examine the pattern of imports between Malaysia and the OIC member countries. 

2) To identify the determinants of Malaysia’s imports from the OIC member countries. 

3) To provide policy recommendations to improve Malaysia-OIC trade relationship. 

This research focuses on import relations between Malaysia and the OIC member countries and will address the 
subsequent research questions:- 

1) What are the pattern of imports between Malaysia and the OIC member countries? 
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Table 1, on the other hand, provides data on Malaysia’s imports from selected individual OIC countries for 
selected years of 1997, 1999, 2001, 2003, 2006, 2009 and 2012 respectively. 

 

Table 1. Malaysia’s imports from individual OIC member countries, selected years and countries (USD in 
Million) 

Year/ 
Country 

1997 1999 2001 2003 2006 2009 2012

Indonesia 1464.0 1756.64 2241.38 2939.01 4951.79 6558.22 10088.1

Saudi Arabia 360.2 287.47 636.49 583.13 2329.78 1107.85 2454.68

U.A.E. 103.54 116.62 163.84 299.77 968.93 1741.07 4017.22

Pakistan 40.18 47.04 43.88 45.1 59.35 150.37 252.26

Turkey 176.94 48.86 42.98 43.33 62.88 113.3 202.62

Brunei 24.65 12.03 5.05 31.72 75.53 67.84 52.58

Iran 32.14 48.41 149.13 100.15 581.21 324.54 341.45

Qatar 19.58 18.68 47.64 14.12 79.71 331.23 1342.66

Bangladesh 10.53 7.26 15.28 15.05 22.81 21.72 74.84

Egypt 9.49 12.86 9.85 23.26 48.94 36.33 177.72

Jordan 31.64 35.42 25.03 29.71 58.3 24.47 59.15

Yemen 0.01 0.04 295.25 212.15 52.08 73.66 8.58

Source: Direction of Trade Statistics, International Monetary Fund. Retrieved on 9 April 2012 at 
http//:www.imfstatistics.org/dot/ 

 

Based on Table 1, it seems that in the year of 1997, 1999, 2001, 2003, 2006, 2009 and 2012 Malaysia’s major 
importing country in the OIC is Indonesia. In 2012, Malaysia’s top six importing countries are Indonesia, Saudi 
Arabia, U.A.E., Qatar, Iran and Pakistan with the value of imports of USD10088.1 million, USD4017.22 million, 
USD2454.68 million, USD1342.66 million, USD341.45 and USD252.26 million correspondingly. In 2009, 
Malaysia’s imports to Indonesia amounted of 55 per cent of Malaysia’s total import value to the OIC for that year. 
In 1997, Malaysia’s imports from Indonesia accounted for USD1,464.09 million or around 60 per cent of total 
import value for the year observed. 

2. Literature Review 

The gravity model was first applied to international trade studies by Tinbergen (1962) and Poyhonen (1963) to 
analyze the patterns of bilateral trade flows among the European countries. The model is based on the analogy of 
Newton’s law of gravity which states that the bilateral trade flows between two countries is proportional to its 
Gross Domestic Product (GDP) as a proxy of size and diminishes with distance, other things being equal 
(Krugman & Obstfeld, 2009). 

Later, the model has been augmented to take into account other factors in explaining trade flows among 
countries. Frankel et al. (1995) for instance, added dummy variables in the model for common border and 
language. Other researchers have included non-economic variables, such as political and institutional variables 
into the extended gravity model. Such studies are conducted by Summary (1989), Dollar and Kraay (2002), 
Levchenko (2004), and Anderson and Marcoullier (2002). They found positive relationship between bilateral 
trade flows and the political and institutional qualities. 

Asmak and Abu-Hussin (2009) analyzed Malaysia’s trade relations with the Gulf Cooperation Council (GCC) 
countries which consist of the United Arab Emirates (UAE), Bahrain, Saudi Arabia, Oman, Qatar, and Kuwait. 
Using trade intensity index, they showed that Malaysia’s trade with the individual GCC country and with GCC 
as a group were very low during the 1990 – 2007 period of study. They provided suggestions on how to improve 
Malaysia-GCC trade relations in the future such as to expedite the Free Trade Agreement (FTA) initiative, and 
focusing on niche areas which they have comparative advantage at such as Halal Food services, Islamic Banking 
and Finance services, tourism sector, Bio-fuel industries, constructions, education sector, and petrochemical 
industries. 
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Endoh (1999) employed population variable in the model, which has a negative effects on trade flows. Frankel et 
al. (1995) and Elliott and Ikemoto (2004) introduced per capita income as a proxy to the level of development in 
explaining international trade. Filippini (2003) pointed out that there are two aspect worth mentioning when 
using gravity model, that is, the concepts of distance and mass ought to be reinterpreted according to the social 
and economic phenomenon under scrutiny and the multiplicative formulation of the law was generally kept even 
if an additive one might have seemed to be as good as the other. 

Ismail (2008), on the other hand, examined the pattern of trade between Malaysia and eighty trading partners, 
where twenty of which are OIC members. In his research, he found that Malaysia trade with countries which 
have similar in terms of size but different in terms of factor endowment. Balassa (1961) showed that as the 
economic integration increases, trade barriers or forms of protectionism, such as tariffs, non-tariff restrictions, 
import quotas, government regulations, etc., would decrease. Studies specifically addressed on the issue of the 
establishment of the Islamic Common Market (ICM) as a long term goal for OIC are still scarce (Amin and 
Hamid, 2009). But there are some studies which supported the establishment of the ICM. Shalaby (1988), Anjum 
(1996), Ariff (1998), Ahmad and Ugurel (1998), Dabour (2004), and Amin and Hamid (2009) are among them.  

Hassan (2002) proposed that the establishment of the Islamic Common Market (ICM) is a step in the right 
direction and the way forward for the OIC member countries to enhance their trade relationship in the long term. 
Amin and Hamid (2009) showed that the OIC is now heading in the right direction as far as the establishment of 
the ICM is concerned. But they warned that the major impediment for the materialization of the ICM was a lack 
of political commitment among the member countries. 

3. Methodology  

3.1 The Gravity Model 

A) Brief Statement 

The Gravity model initiate with setting out the traditional gravity model and nothing clues to uniting it with 
economic theory. The gravity model of world trade illustrate on parallel with Newton’s Law of universal 
gravitation. The Newton’s gravity model is stated that the magnetism between two objects in the universe is 
directly proportional to the product of their size and inversely proportional to the distance between them. By 
analogy, gravity model explained that a mass production supplied at one origin is attracted to a mass of demand 
from the other origin, but the high flow is reduced by distance between them. Strictly applying the analogy,  

ij

ji
ij D

MM
CN =                                      (1)

 

where Nij is imports of country i from country j , C is gravitational constant, Mi is economic mass of country i 
and Mj is economic mass of country j . Dij is the distance between capital of country i to capital of country j. The 
natural- log form of the above model is stated in Equation 2 

ijijjiij DMMN ελβαφ +−++= lnlnlnln                       (2) 

The current form of model countenance extreme criticism from Anderson and Van Wincoop (2003), in this case 
we have to develop an alternative form of model that they favour in firm microeconomic foundation.  

B) A derivation 

There are some assumptions which we have follow before derive alternative model.  

1) There is no interference in trade. 

2) The worldwide households do have homothetic and identical utility functions. 

3) All the countries concentrate in the production of possible and different varieties of goods. Everywhere 

the required basket of goods must be same. Small economy produces smaller quantity of goods. For 

example country i produce Ji different varieties in over the world composed of N countries so that

i

N

i
JJ  =

=
1

. Furthermore, P is price and V is variety in term the numeraire and Ti,v is a production of 

country i of variety v. It can be express below; 
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Note: i is a country index, while v is a variety index. 

C) The CES case: 
θθθβ /1/1

1
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where Gij is consumption of country i and jβ world output percentage produced by country j: 

wjj MM /=β                                       (5) 

There is a balance trade among all countries in the aggregate.  

There is an additional assumption showing that country j sell all variety at equal price: ijjvijv PPP == ,, . It is 

assumed that there is no price difference or price discrimination, as buyer shows ),),( jPvijPv = and 

furthermore, there is no difference exists in home price in case of variety as well )),( PijijPv = . Given Mi, the 

solution is: 
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This shows that i’s preferred consumption of all variety produced by country j. Imports Nij of country i from 
country j equal PijGij. Thus, 
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By the same interpretation  
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It is noted that study not assumed that Nij =Nji , meaning that there is balance bilateral trade. The balance bilateral 
trade possible if and only if θ=1 than study would have  

θ−









1

i

ij

P

P
=

θ−











1

j

ji

P

P
= 1.                               (9) 

But such balanced trade will follow independently under subsequent assumptions (AvW).  

It is assumed that there are frictions of all sorts in foreign trade. From Pij and Pi, Pij is higher and Pij = tij Pj where 
tij = 1+C (C= trade cost). From Pij = tij Pj study can explain that: 
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This is the basic gravity equation. Further, if we talk about Anderson-Van Wincoop Specification, it is start from  

θθ /1

1

−
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N

j
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where Nj is the different varieties produced by country j and for single variety: 
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so, total import from country j, Nij is equal  

Nij = Nj Pij Gij Thus 
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From the starting it is assumed that Pj is the same despite of variety v and it is also assumed that the balance trade 
of each country in the aggregate. Let tij = tji than we can prove that Pj simply as: 
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It is proof that if there is available country j general utility- maximizing price index Pj, quantity and variety of 
different goods produced Nj and its relative world size then it is likely to drive price of per unit output Pi. As 
following:  
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Given that tij = tji = Nij= Nji it means it is also equal to Tij and Tij = bilateral trade follow. As last equation showing 
that, the impact of trade depend on θ , which is representing the elasticity of intra temporal substitution.  

3.2 Model Specification  

The gravity model of trade depends on the balance of the forces in between the trading economies. Its stochastic 
specification is mentioned as following 

ijtjtitijit

jtitjtit

jtitijt

ERERINSINS

GDPTRGDPTRCPICPI

PCGDPPCGDPIMPORT

εββββ
ββββ

ββα

+++++

+++

+++=

)ln()ln()ln()ln(

)/ln()/ln()ln()ln(3

)ln()ln()ln(

10987

654

210

       (17) 

Where the variables are as below 

Importijt = Total import of Malaysia (country i) from other OIC countries(country j) (in million USD) 

PCGDPit = Per capita GDP of Malaysia 

PCGDPjt = Per capita GDP of country j 

TR/GDPit = Trade GDP ratio of Malaysia 

TR/GDPjt = Trade GDP ratio of country j  

INSit = Corruption perception index of Malaysia 

INSjt = Corruption perception index of country j 

CPIit = Consumer Price Index of Malaysia 

CPIjt = Consumer Price Index of country j 

ERit = Real Exchange Rate of Malaysia 

ERjt = Real Exchange Rate of country j 
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3.3 Data Sources  

All observations are based on annual data. The data used are in real terms. Data on Gross Domestic Product 
(GDP), GDP per capita, foreign direct investments (FDIs), real exchange rates, total exports, total imports are 
obtained from the World Development Indicators (WDI) database of the World Bank and also from the 
International Financial Statistics (IFS), CD-ROM database and website of International Monetary Fund (IMF). 
Data on Malaysia’s exports (country i export) to all other countries (country j’s), Malaysia’s imports (country i 
imports) from all other countries (country j’s) are obtained from the Direction of trade statistics, CD-ROM 
database and website of International Monetary Fund (IMF). 

Data on the distance (in kilometer) between Kuala Lumpur (capital of Malaysia) and other capital cities of 
country j are obtained from an Indonesian website: www.indo.com/distance. The data on Consumer Price Index 
(CPI) of all the Muslim countries are collected from the World Development Indicators (WDI) database of the 
World Bank and the Center of Advanced Research & Studies of the Islamic Common Market website: 
www.carsicm.ir. For the measurement of the level of institutional quality, that is measured by the corruption 
index is obtained from the Corruption Perceptions Index (CPI) from Transparency International (TI) and 
retrieved from TI database at www.transparency.org/cpi.  

3.4 Method of Estimation  

Building on the econometric estimation of Gravity model, there are about 17 observations for each country from 
year 1995 to 2012, because of these long time series component these variables are expected to become function 
of their past. Considering variables becoming function of its past values it will consequently make residuals 
function of its past too, which by assumption of Ordinary Least Square will cause regression result to be invalid.  

ln(Importijt) = f(ln(Importijt-1))                            (18)  

εit = f(εit-1) 

So first step in the estimation process in to find out for all the variables in the model of they are function of their 
past or not. The econometric method used for this purpose is Unit Root tests. Recently, there are several studies 
utilized gravity model such as Abidin et al. (2014), Abidin et al. (2015) and Abidin and Haseeb (2015).  

3.4.1 Unit Root Test 

There are wide range of unit root test available in panel data now, this chapter will illustrate some of the unit root 
tests with its criteria to identify if the series in stationary (not a function of past) or non stationary (function of 
past). Numerous studies like Abidin et al. (2015), Bakar et al. (2014), Haseeb and Azam (2015) and Haseeb et al. 
(2015) used following panel unit root tests in their studies. 

IPS test [Im et al. (1997)] 

IPS test builds on the Time series ADF test on each country and then used the average for panel data, this is 
useful when all the cross sections (countries) are heterogeneous. Its specification is below.  ݕ௜௧ = ௧ିଵ	௜ݕ௜ߩ	 +	∑ ߮௜௧	∆ݕ௜	௧ି௝ఘ೔௝ୀଵ ௜௧ᇱݖ	+ ߛ +	Ɛ௜௧	                     (19) 

From this model it calculates average t statistic  ̅ݐ = 	 ଵே ∑ ఘ೔ே௜ୀଵݐ                                     (20) 

If this t statistic is significant then it means that at least one of the country is stationary, where as if it is 
insignificant then it will mean that all of the countries are non stationary. 

LLC Test [Levin, Lin & Chu (2002)] 

LLC test standardizes the ADF test variable to make them free of autocorrelations. The difference in this model 
is that it assumes that all the cross sections (countries) are following common unit root process in other words all 
the countries have same type of relationship with its past.  ݕ௜௧ = ௧ିଵ	௜ݕ௜ߩ	 + ௜௧ᇱݖ ߛ ,	௜௧ߤ	+ ݅ = ,ܰ	݋ݐ		1 ݐ =  (21)                    	ܶ	݋ݐ	1

H0: ρ = 1 (non stationary) H1: ρ < 1 (stationary) 

Fisher type ADF and PP Test [Maddala and Wu (1999) and Choi (1999a)] 

This test uses non parametric (Chi-Square) approach in determining the stationarity of the series with added 
benefit of adoptability to non balanced panel data. ݕ௜௧ = ௧ିଵ	௜ݕ௜ߩ	 + ௜௧ᇱݖ ߛ ,	௜௧ߤ	+ ݅ = ,ܰ	݋ݐ		1 ݐ =  (22)                    ܶ	݋ݐ	1
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ܲ =	−2∑ ௜ே௜ୀଵߩ݈݊                                   (23) 

This P follows Chi Square distribution.  

3.4.2 Cointegration Test 

Since these unit root test are expected to indicate that all the included variables are non stationary I(1) which 
means that standard OLS estimation technique is not appropriate, here Kao (1999) proposed error correction 
based cointegration test which suggest that set of I(1) variables are found to be cointegrated (residuals become 
I(0)) then the variables become long run related. For the following model of I(1) variables ݕ௜௧ = ௜ߤ	 + ௜௧ᇱݔ ߚ ,	௜௧ߤ	+ ݅ = ,ܰ	݋ݐ	1 ݐ = ௜௧ߤ̂∆ (24)                      	ܶ	݋ݐ	1 = ௧ିଵ	௜ߤ̂ߩ	 +	∑ ߮௝∆̂ߤ௜	௧ି௝ ௣௝ୀଵ	௜௧௣ߥ	+                         (25) 

If t test applied on the ρ coefficient found to be insignificant then the residuals are non stationary and there is no 
long run relation between the variables in the gravity model, where as if ρ is significant it will mean that 
residuals are stationary and there is a long run relationship between the variables in the gravity model. This study 
follow studies such as Haseeb et al. (2014), Haseeb et al. (2014b) and Haseeb et al. (2015) for the cointegration.   

3.4.3 Long Run Model 

Since all the variables are proved to be cointegrated having long run relationship, this study will utilize FMOLS 
(Pedroni, 2000) model to estimate the long run coefficients. Following are the mathematical illustration of this 
FMOLS model. This model is made to estimate panel cointegrated coefficients. ݕ௜௧ = ௜ߙ ௜ᇱ݀௜௧ߜ	+ + ௜௧ᇱݔ ߚ + ௜௧ାݕ ௜௧                            (26)ݑ = ௜௧ݕ ௜,Ɛ௨ᇱߪ	− 	∑ ௜௧ିଵ௜,ƐƐݔ∆ መிெை௅ௌߚ (27)                              = 	 ሾ∑ ∑ ௜௧ᇱ௧்ୀଵே௜ୀଵݔ௜௧ݔ ሿିଵൣ∑ ∑ ൫ݔ௜௧ݕ௜௧ା − ௜,Ɛ௨൯௧்ୀଵே௜ୀଵߣ ൧	            (28) 
3.4.4 Short Run Model 

The residuals of the FMOLS model will be stored as ECM variable, which will be tested for presence of unit root. 
If the selected variables are found to be cointegrated then ECM variable will be expected to have no unit root 
(stationary) which is also confirmed via KAO cointegration test.  ݕ߂௜௧ = ߙ + ௜௧ᇱݔ߂ "ߚ − ௧ିଵܯܥܧߛ	 +  ௜௧                        (29)ݑ

In this short run model if coefficient of lagged ECM is -1< γ <0 and significant then it will confirm that any 
disequilibrium in the long run cointegrating equilibrium model estimated by FMOLS is adjusted back towards 
the equilibrium through change in the dependent variable in the model which is TRADEij. Here β" will provide 
the short run effects of all the included independent variable in the dependent variable.  

4. Empirical Results 

In this section all the variables are tests for the presence of unit root using four tests (LLC, IPS, Fisher ADF and 
Fisher PPP) on level and first difference specification of the variable. A variable will be I(1) if it is non stationary 
(unit root present) in level specification and stationary (unit root is absent) in first difference.  

 

Table 1. Unit root test results 

Panel A: Levin, Lin & 

Chu Test 

Level First 

Difference 

Panel B: im, Pesaran & 

Shin W-Test 

Level First 

Difference 

Importij 0.4152 0.000* Importij 0.7504 0.000* 

CPIi 0.000*  CPIi 1.000 0.000* 

CPIj 0.7966 0.000* CPIj 1.000 0.000* 

ERi 1.000 0.000* ERi 0.3216 0.000* 

ERj 0.9012 0.000* ERj 0.9812 0.000* 

INSi 0.5465 0.000* INSi 0.3320 0.000* 

INSj 0.6608 0.000* INSj 0.6407 0.000* 

PCGDPi 1.000 0.000* PCGDPi 1.000 0.000* 

PCGDPj 1.000 0.000* PCGDPj 1.000 0.000* 
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TradeGDPi 1.000 0.000* TradeGDPi 1.000 0.000* 

TradeGDPj 0.2348 0.000* TradeGDPj 1.000 0.000* 

Panel C: ADF Fisher 

Chi Square 

  Panel D: PP Fisher Chi 

Square 

  

Importij 0.5273 0.000* Importij 0.0086*  

CPIi 1.000 0.000* CPIi 1.000 0.000* 

CPIj 0.4925 0.000* CPIj 0.0004*  

ERi 0.9995 0.000* ERi 0.000*  

ERj 0.9435 0.000* ERj 0.9686 0.000* 

INSi 0.9811 0.000* INSi 0.000*  

INSj 0.8992 0.000* INSj 1.0015*  

PCGDPi 1.000 0.000* PCGDPi 1.000 0.000* 

PCGDPj 1.000 0.000* PCGDPj 1.000 0.000* 

TradeGDPi 1.000 0.000* TradeGDPi 1.000 0.000* 

TradeGDPj 0.4005 0.000* TradeGDPj 0.4558 0.000* 

Note:*denoted statistically significant at 5% level 

 

The results presented in Table1 shows that all the variables are non-stationary at level I(0) and become stationary 
at first difference I(1) on the basis of majority in four unit root tests. This confirms that standard panel data 
models like Pooled OLS, Fixed effect and Random effect models are in appropriate. Hence this study will 
proceed towards appropriate model which can incorporate I(1) variables.  

Now the set of I(1) variable will only provide meaningful outcome if they are cointegrating. The results reported 
inTable2 of ADF Kao cointegration test on the residuals show significance evidence for presence of 
cointegration among the chosen variables in gravity model, this represent that Gravity model exists between 
Malaysia and selected OIC countries.  

 

Table 2. Results of Kao’s residual cointegration 

Test t-Statistic P-Value 

ADF 4.128199 0.000* 

Note:*denoted statistically significant at 5% level 

 

Presence of cointegration using KAO test provides evidence that following results from FMOLS model will not 
be spurious and this FMOLS model can be used to estimate Long run coefficients of the model. The results 
present in Table 3 shows that ERi and ERj are significantly and positively affecting in expansion of import 
between Malaysia and OIC countries where as indicators like CPIj and PCGDPi are significantly and negatively 
effecting in contraction of trade between Malaysia and OIC countries. R square statistic represent that 91% of the 
variation in the import between Malaysia and OIC countries is explained by the independent variables selected 
as per Gravity model of international trade which is a significant portion of trade.  
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Table 3. FMOLS test (dependent variable LNIMPORTIJ) 

Variables Coefficient Std. Error t-Value P-Value 

CPIi 5.82 9.46 0.61 0.53 

CPIj -0.42 0.06 -1.40 0.006* 

ERi 0.61 0.04 10.01 0.001* 

ERj 1.31 0.15 9.09 0.006* 

INSi -2.84 3.58 -0.79 0.42 

INSj -0.42 1.06 -0.40 0.68 

PCGDPi -1.62 0.07 -24.68 0.03* 

PCGDPj 0.34 0.91 0.37 0.70 

TradeGDPi -0.07 1.38 -0.05 0.95 

TradeGDPj -1.06 4.19 -0.25 0.79 

R Square 0.91 

Note:*denoted statistically significant at 5% level 

 

Since Gravity model is providing us a hypothetical framework of how trade behaves hence if this model is valid 
than it should form equilibrium model which requires the residuals (for example disequilibrium) to be stationary 
with zero mean and constant variance (mathematically zero).  

Table 4 below provides another confirmation regarding presence of cointegration as the residuals generated from 
the FMOLS are proved to be stationary using LLC, Fisher ADF and Fisher PP test. 

 

Table 4. Results of ECM residual 

Test 
LEVEL FIRST DIFFERENCE 

t-statistics p-values t-statistic p-value 

Levin, Lin & Chu Test -17.72 0.000 -8.86 0.000* 

ADF Fisher Chi Square 262.37 0.000 130.49 0.000* 

PP Fisher Chi Square 283.84 0.000 128.91 0.000* 

Note:*denoted statistically significant at 5% level 

 

Table 5 represent the short run component of Gravity model, here ECM(-1) is an important indicator for the 
performance of the model it should be between -1 and 0 and significant in order to show convergence towards 
equilibrium in the model. Here the coefficient of ECM(-1) is -0.35 and it is significant at 5% which means that if 
there is any disequilibrium (Note 1) then there will be 35% adjustment toward equilibrium each time period 
(Note 2).  
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Table 5. Results of panel ECM (dependent variable ∆LNIMPORTIJ) 

Variables Coefficient Std. Error t-Value P-Value 

DLNCPIi 5.97 7.87 0.75 0.45

DLNCPIj 0.61 1.93 0.31 0.75

DLNERi 2.26 2.94 0.76 0.44

DLNERj -1.05 0.96 -1.09 0.27

DLNINSi -2.40 1.44 -1.66 0.10

DLNINSj -0.37 0.47 -0.77 0.43

DLNPCGDPi -0.98 1.44 -0.68 0.49

DLNPCGDPj 1.85 1.02 1.80 0.07

DLNTradeGDPi 0.26 1.84 0.14 0.88

DLNTradeGDPj 0.09 0.79 0.12 0.90

ECM(-1) -0.35 0.10 -3.44 0.00

C -0.08 0.22 -0.36 0.71

R Square 0.23 

DW Test 1.87 

 

Since the long run relation of the Gravity model is confirmed now Granger causality tests are applied which will 
identify the causality of individual variables. The results of Granger causality test are reported in Table6. 

 

Table 6. Results of granger causality 

Direction of Causality p-value Lags Decision Outcome 

LNINSi→LNIMPORTij 0.0008 2 Reject null LNINSi does cause LNIMPORTij 

LNIMPORTij→LNINSi 0.5627 2 Does not reject null LNIMPORTij does not cause LNINSi 

LNINSj→LNIMPORTij 0.0401 2 Reject null LNINSj does cause LNIMPORTij 

LNIMPORTij→LNINSj 0.0254 2 Reject null LNIMPORTij does cause LNINSj 

LNPCGDPi→LNIMPORTij 0.0232 2 Reject null LNPCGDPi does cause LNIMPORTij 

LNIMPORTij→LNPCGDPi 0.6279 2 Does not reject null LNIMPORTij does not cause LNPCGDPi 

LNPCGDPj→LNIMPORTij 0.005 2 Reject null LNPCGDPj does cause LNIMPORTij 

LNIMPORTij→LNPCGDPj 0.1249 2 Does not reject null LNIMPORTij does not cause LNPCGDPj 

LNERi→LNIMPORTij 0.0158 2 Reject null LNERi does cause LNIMPORTij 

LNIMPORTij→LNERi 0.6164 2 Does not reject null LNIMPORTij does not cause LNERi 

LNERJ→LNIMPORTij 0.9501 2 Does not reject null LNERJ does not cause LNIMPORTij 

LNIMPORTij→LNERJ 0.6540 2 Does not reject null LNIMPORTij does not cause LNERJ 

LNCPIi→LNIMPORTij 0.0170 2 Reject null LNCPIi does cause LNIMPORTij 

LNIMPORTij→LNCPIi 0.0448 2 Reject null LNIMPORTij does cause LNCPIi 

LNCPIJ→LNIMPORTij 0.0928 2 Does not reject null LNCPIJ does not cause LNIMPORTij 

LNIMPORTij→LNCPIJ 0.1088 2 Does not reject null LNIMPORTij does not cause LNCPIJ 

LNTRGDPi→LNIMPORTij 0.2506 2 Does not reject null LNTRGDPi does not cause LNIMPORTij 

LNIMPORTij→LNTRGDPi 0.0008 2 Reject null LNIMPORTij does cause LNTRGDPi 

LNTRGDPJ→LNIMPORTij 0.3439 2 Does not reject null LNTRGDPJ does not cause LNIMPORTij 

LNIMPORTij→LNTRGDPJ 0.3511 2 Does not reject null LNIMPORTij does not cause LNTRGDPJ 
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The decision based on the probability value confirmed that in case of independent variables, INSi, INSj, PCGDPi, 
PCGDPj, ERi and CPIi reject the null hypothesis and these independent variables are Granger cause total import 
between Malaysia and OIC member countries. 

5. Concluding Remarks 

The aim of this paper is to investigate empirically on import relations between Malaysia and the OIC countries. 
Estimation of the Malaysia-OIC gravity model of import revealed that, among others real exchange rate of 
Malaysia and real exchange rate of OIC countries significantly and positively effect on Malaysia-OIC trade. 
While, per capita GDP of Malaysia and Consumer Price index of OIC countries are shows significant negative 
effect on Malaysia-OIC trade. Whereas, a better quality of institutions is proven to be crucial in enhancing 
Malaysia-OIC import relationship. These finding and results are important especially for policy makers in 
crafting policies to improve Malaysia-OIC import relationship in the future. In line with the empirical findings, it 
is crucial for Malaysian government to focus on accelerating the efforts to establish the Islamic Common Market 
(ICM), liberalizing the economy, further improving the strategic sectors such as the Islamic Banking and Finance, 
and intensify endeavors in curbing corrupt practice. 
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Notes 

Note 1. deviation in import which is not explained by the model. 

Note 2. adjustment is usually performed using the dependent variable. 

 

Copyrights 

Copyright for this article is retained by the author(s), with first publication rights granted to the journal. 

This is an open-access article distributed under the terms and conditions of the Creative Commons Attribution 
license (http://creativecommons.org/licenses/by/3.0/). 


