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A B S T R A C T

The Regional Comprehensive Economic Partnership (RCEP) is a free trade agreement (FTA) that is currently
under negotiation among China and 15 other Asian countries. It is one of several potential mega-regional FTAs
in the Asia-Pacific region. In this paper we investigate the potential effect of RCEP on foreign direct investment
(FDI) with a focus on China using an innovative computable general equilibrium (CGE) model. The model is
built on the theory of firm heterogeneity extended to FDI. The framework is able to capture FDI increases along
both the intensive and extensive margins. Liberalization under RCEP is simulated as impacting on FDI both
directly through FDI liberalization and indirectly through trade liberalization. Our simulation results suggest
that RCEP would encourage significant increases in FDI to China through both these pathways. While
competition from imports drives out the least productive foreign owned firms, export expansion of firms using
FDI will lead to an overall increase in foreign investment. In addition, the facilitation of trade in intermediate
goods tends to promote vertical FDI. The direct FDI effect from investment liberalization will evidently promote
FDI from partners. Projected economic gains to China from RCEP are in the range of US$103–214 billion, or
1.1–2.2% of GDP.

1. Introduction

The Regional Comprehensive Economic Partnership (RCEP) is a
proposed mega-regional Asia-Pacific free trade arrangement (FTA)
currently being negotiated among the 10 members of ASEAN and six
trading partners: (China, Japan, Korea, India, Australia, and New
Zealand). The negotiations were launched in November 2012, and as of
March 2017, seventeen rounds have been completed. The guiding
principles of RCEP indicate that it will lower both tariff and non-tariff
barriers (NTBs), liberalizing trade in goods and services based on
member country's commitments under the WTO and existing ASEAN
+1 FTAs. The aim is to achieve a modern, comprehensive, high-quality,
and mutually beneficial economic partnership agreement. If success-
fully implemented, this free trade pact would impact over half of the
global population in countries that make up 30% of global economic
output and trade. As such it is expected to have significant economic
effects on member countries (see the simulations of Itakura (2014) and
Li and Whalley (2017)).

While FTAs are generally expected to stimulate trade among
members, their likely effects on foreign direct investment (FDI) are

less well-understood. Most FTAs, including RCEP, regulate facilitation
measures for foreign investment, either in an investment chapter or in
services trade provisions. The lifting of FDI restrictions on market
access and operations is supposed to directly facilitate foreign invest-
ment. In addition, FTAs may also affect foreign investment indirectly
through trade effects. Export-platform FDI benefits from trade liberal-
ization arrangements, just like domestic exporters (Motta and Norman,
1996). In addition, firms that invest vertically in a few countries to
carry out different production tasks, or vertical FDI, could also benefit
from FTAs due to the reduction in the trade costs of components and
parts transferred intensively inside firms (Li et al., 2016; Yeyati et al.,
2002). On the other hand, increased trade may substitute for horizontal
FDI, made with the aim of exploring foreign markets (Adams et al.,
2003). This is because reduced trade costs can incentivize firms to
switch to exports to supply foreign markets. Further, increased imports
intensify competition, which may squeeze out the less productive
foreign firms, again leading to substitution of trade for FDI (Neary,
2002). Given the co-existence of positive and negative effects of an FTA
on various types of FDI, the overall response of FDI to FTAs remains an
open question.
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In this paper, we adopt numerical simulation techniques to
estimate the FDI effect of RCEP. Computable general equilibrium
(CGE) models are among the most popular tools to used to assess the
effects of trade liberalization arrangements ex ante (see, for example,
Lloyd and Maclaren, 2004; Gilbert et al., 2016). Our analysis builds on
a number of existing papers incorporating FDI into a CGE framework.
Petri (1997) pioneered a CGE model with FDI to assess trade liberal-
ization in APEC. Dee and Hanslow (2000) adapted the GTAP model to
account for FDI (the FTAP model), using their model to compare
services liberalization with the combined liberalization of the post-
Uruguay barriers to trade in agricultural and manufactured goods.
Jensen et al. (2004, 2007) developed a small open economy CGE model
of Russia to assess the impact of FDI liberalization as part of its WTO
accession. Lejour et al. (2008) built a CGE model (WorldScan)
incorporating FDI to analyze the Services Directive of the European
Commission.

However, existing FDI-CGE models have a number of limitations.
First, most focus on FDI restrictions only while ignoring the indirect
effect of trade liberalization on FDI. Second, existing studies usually
model restrictions on foreign investment as taxes, which weaken the
competitiveness of foreign firms. The extra tax burden may implicitly
restrict the entry of foreign firms, but doesn’t directly capture the entry
restriction effect of FDI barriers. While Jensen et al. (2004, 2007) have
considered this latter issue, they did not deal with the effect of trade
barriers on FDI.

In this paper we build a CGE model based on the Melitz (2003) firm
heterogeneity framework and its extension to FDI by Helpman et al.
(2004). This firm heterogeneity FDI-CGE model (FHFDI model) can
not only capture changes in both the intensive and extensive margins
due to trade liberalization, and thus fully capture trade related FDI
effects of FTAs, but can also capture the entry of new foreign firms after
the removal of FDI restrictions via a transmission mechanism of fixed
trading costs and a productivity threshold, as well as the exit of foreign
firms along with increased competition from imports.

The FHFDI model builds on Zhai (2008), which was the first paper
to introduce firm heterogeneity into a CGE model. Taking the model of
Zhai (2008) as a base, we add foreign firms and FDI to the framework.
Foreign firms are those affiliates of multinationals that source capital
only from the home country. The FHFDI model separates foreign firms
from each economy to model the reactions of foreign firms to FDI and
trade liberalization. Foreign firms differ from domestic firms in terms
of productivity, costs, price, and production. Capital owners allocate
capital across sectors, regions, and between domestic and foreign firms
in chasing for the highest return to capital. The method of modeling
capital allocation draws on Petri (1997). When FDI is allocated to
domestic firms, it forms a joint venture. In the FHFDI model, however,
we do not differentiate joint ventures from domestic firms. The model
is comparative static, and is calibrated to a Social Accounting Matrix
(SAM) built from the GTAP8 database, a global FDI stock database,
and a global foreign affiliate sales database (Fukui and Lakatos, 2012;
Lakatos et al., 2011).1

Our simulation results show that the RCEP will draw significant
FDI to China, and will significantly improve China's economic welfare.
In a benchmark simulation of RCEP merchandise trade liberalization
only, China receives US$1.6 billion more FDI with than without the
RCEP. After adding services trade liberalization, we find that FDI
increases in China grow to US$2 billion. The growth increases with the
depth of services liberalization undertaken, and further still when we
allow for the removal of FDI restrictions. Estimated welfare gains for
China from RCEP will be in the range of US$103–214 billion, or 1.08–
2.24% of GDP.

The remainder of the paper is organized as follows. The next section

presents the details of the FHFDI model structure. Section 3 describes
the model data and the calibration process of the main parameters. The
simulation scenarios are described in Section 4, and the simulation
results are discussed in Section 5. Section 6 contains concluding
comments.

2. The FHFDI model

As noted above, the FHFDI model builds on the pioneering work of
Zhai (2008), which was the first to incorporate the Melitz (2003) firm
heterogeneity theory into a CGE framework. In the model, firms are
heterogeneous in terms of productivity, resulting in selection into
domestic and export markets. Within a sector, heterogeneous firms
produce differentiated products under a monopolistically competitive
market structure. The model captures changes in both the extensive
and intensive margins of trade, as opposed to standard Armington
models, which capture only the latter.

While Zhai (2008) provides a framework of incorporating firm
heterogeneity to the CGE model, it does not incorporate FDI. That
extension is the main contribution of this papers.2 In the theoretical
literature, FDI has been added to the firm heterogeneity framework
such that the most productive firms supply foreign markets via FDI,
less productive firms supply foreign market via exports, and the least
productive firms supply domestic market (Helpman et al., 2004). In
this paper, FDI is introduced to the Zhai model by differentiating
foreign owned firms from domestic firms. In each region, there are
both domestic and foreign owned firms supplying both the local market
and the export market.

Following the firm heterogeneity theory, foreign owned firms are
more productive than domestic firms because they face higher fixed
costs. This productivity difference is captured by a variable productivity
threshold in the FHFDI model. The productivity threshold is derived
from zero-profit condition, such that the marginal firm makes zero
profit. The cut-off productivity determines industry average productiv-
ity and the number of firms. When changes in trade policy impact the
cut-off productivity, it will trigger entry and exit of firms. Changes in
firm numbers leads to FDI changes along the extensive margin. This is
the main feature of the FHFDI model. Combined with FDI changes in
the intensive margin, the FHFDI model can more completely capture
the FDI effect of trade liberalization.

FHFDI model distinguishes three regions (China, its RCEP part-
ners, PTN, and the rest of the world, ROW), three factors (land, labor,
and capital), five sectors (agriculture sector, a, two manufacturing
sectors, m1, and m2, and two services sectors, s1 and s2), and two types
of firms. Land is specific to agriculture, while labor and capital are used
in all sectors and fully employed. Labor can move freely across sectors
but cannot move across borders. Capital can move across both sectors
and borders.

As in the Zhai (2008) model, firms in agriculture are homogeneous,
while firms in the other sectors are heterogeneous. Sector m1 aggre-
gates machinery and electrical goods which can easily engage in
vertically-fragmented production. As Athukorala and Yamashita
(2005) note, the gains in efficiency from trade liberalization may be
large for these commodities due to the intensive back-and-forth trade
across borders involved in the production, suggesting that m1 could be
more sensitive to trade liberalization in RCEP than the other sectors.
The sector m2 aggregates the remaining manufacturing sectors. In
services, s1 aggregates transportation services, while s2 is all others.
Services in s2, such as financial services, telecommunications, renting,
and retail, are more likely to be traded via commercial presence (or
FDI) than the transportation sectors. Hence this sector has a closer

1 The base year of the global foreign affiliate sales database is 2007, the same as that of
the GTAP8 database, which makes it the most suitable.

2 Petri et al. (2012), which also uses the Zhai (2008) model, develop an FDI side model
to assess the investment effect of trade liberalization, but do not embed FDI within the
modeling framework.
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