
 

 

 

THE IMPACTS OF CAFTA ON TRADE AND FDI  

IN CHINA 

 

 

 

 

 

 

 

 

 

 

ZHANG XIAOHUA 
 

 

 

 

 

 

 

 

 

 

 

DOCTOR OF PHILOSOPHY 

UNIVERSITI UTARA MALAYSIA 

April 2015 



 i

 

 

 
THE IMPACTS OF CAFTA ON TRADE AND FDI  

IN CHINA 

 

 

 

 

 

 

 

 

 

By 

ZHANG XIAOHUA 

 

 

 

 

 

 

 

 

 

 

 
Thesis Submitted to 

School of Economics, Finance and Banking 

Universiti Utara Malaysia 

In Fulfillment of the Requirements for the Degree of Doctor of Philosophy 



 ii

CERTIFICATION OF THESIS WORK 

 

I declare that this thesis is my own account of my research and contains work 

which has not previously for a degree at any tertiary education institution. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 iv 

PERMISSION TO USE 

 

In presenting this thesis in fulfillment of the requirements for a Post Graduate 

degree from the Universiti Utara Malaysia (UUM), I agree that the Library of this 

university may make it freely available for inspection. I further agree that 

permission for copying this thesis in any manner, in whole or in part, for 

scholarly purposes may be granted by my supervisor or in his absence, by the 

Dean of Othman Yeop Abdullah Graduate School of Business where I did my 

thesis. It is understood that any copying or publication or use of this thesis or 

parts of it for financial gain shall not be allowed without my written permission. 

It is also understood that due recognition given to me and to the UUM in any 

scholarly use which may be made of any material in my thesis. 

 

Request for permission to copy or to make other use of materials in this thesis in 

whole or in part should be addressed to: 

 

Dean of School of Economics, Finance and Banking 

Universiti Utara Malaysia 

06010 UUM Sintok 

Kedah Darul Aman 

 



 v

ABSTRACT 

       

The China and ASEAN Free Trade Area (CAFTA) was established on 4th 

November 2002. Since then, trade flows, trade structure, trade 

complementarities，trade competition and FDI between China and ASEAN have 

grown rapidly. Nevertheless, the basic issue remains - whether these growth are 

due to CAFTA. Thus, this study examines the effects of CAFTA on China’s 

trade flow, trade structure, trade complementarities and competition and, the 

flow of FDI. A gravity model is used to estimate these effects, while the 

qualitative method is used to analyze the economic integration. Data for the 

analysis is obtained from UN database, WTO database, World Bank database 

and China Statistical Yearbook. This study employed five models to examine the 

effects of CAFTA on trade structure, trade complementarities and competition, 

the FDI flow and the effects on different regions in China. The overall results 

indicate that CAFTA produces trade creation effect and greatly improves the 

trade structure of China. CAFTA has caused an expansion of inter-industry trade 

of the main products (crude materials and manufactured goods) between China 

and ASEAN countries. It has strengthened the trade complementarities between 

China and Cambodia, Indonesia, Singapore, Malaysia and Thailand. However, 

there are tendencies of weakening trade complementarities between China, the 

Philippines and Vietnam. On the other hand, trade competition for some 

products between two sides indicated a different trend. Several ASEAN 

countries have experienced increasing export comparative advantages in 

agriculture products, food, fuels and mining products. Meanwhile, China has 

obvious export comparative advantages in manufactured products and 

machinery and transport equipment. In addition, the domestic analysis revealed 

a very promising effect. CAFTA has promoted trade growth for 17 provinces and 

7 regions, with positive effect on the geographically advantaged provinces and 

regions in China. Surprisingly, CAFTA caused a reduction of FDI outflow and 

inflow in China. In conclusion, CAFTA has improved the trade growth and trade 

structure in China, while promoting the expansion of trade between China and 

ASEAN. However, FDI reduced due to CAFTA.                 

 

Keywords: CAFTA, FDI, trade flow, trade competition, trade complementary, 

trade structure 
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ABSTRAK 

     

Kawasan Perdagangan Bebas China dan ASEAN (CAFTA) telah ditubuhkan 

pada 4 November 2002. Semenjak itu, aliran dan struktur perdagangan, 

perdagangan komplementari serta persaingan di antara negara China dan 

ASEAN telah berkembang pesat. Namun, isu asasnya ialah sama ada 

perkembangan ini disebabkan oleh CAFTA. Justeru itu, kajian ini menilai kesan 

CAFTA ke atas aliran, struktur, pelengkap dan persaingan perdagangan. Selain 

itu, kajian ini juga menilai  aliran pelaburan asing secara langsung di China. 

Model graviti digunakan untuk menganggarkan kesan-kesan tersebut. Sementara 

itu,  kaedah kualitatif digunakan untuk menganalisis integrasi ekonomi akibat 

kesan daripada CAFTA. Data untuk tujuan analisis diperolehi dari pangkalan 

data UN, WTO, Bank Dunia serta Buku Statistik Tahunan negara China. Kajian 

ini mengguna pakai lima model untuk menilai kesan CAFTA ke atas aliran, 

struktur, pelengkap dan persaingan dagangan, aliran pelaburan asing langsung, 

serta kesannya terhadap wilayah-wilayah yang berbeza di China. Secara 

keseluruhannya, hasil kajian menunjukkan bahawa CAFTA telah menghasilkan 

kesan pembentukan perdagangan, serta memperbaiki struktur perdagangan di 

negara China. CAFTA telah memperkembangkan perdagangan antara industri 

bagi produk-produk utama iaitu bahan-bahan mentah serta barangan perkilangan 

di antara negara China dan negara-negara ASEAN. CAFTA turut 

memperkukuhkan pelengkap dagangan di antara China dan Kemboja, Indonesia, 

Singapura, Malaysia dan Thailand. Namun, wujud kecenderungan pelengkap 

dagangan yang lemah di antara China dengan Filipina dan Vietnam. Sementara 

itu, corak persaingan dagangan bagi sebahagian produk di antara kedua-dua 

pihak agak berbeza. Sebahagian daripada negara ASEAN mempunyai kelebihan 

berbanding eksport untuk produk-produk pertanian, makanan, bahan api dan 

produk perlombongan. Negara China pula memiliki kelebihan berbanding 

eksport untuk barangan pembuatan serta jentera dan kelengkapan pengangkutan. 

Malahan, analisis domestik mempamerkan kesan yang lebih baik, apabila 

CAFTA turut menggalakkan pertumbuhan perdagangan bagi 17 buah daerah dan 

7 buah wilayah utama di China. Kesimpulannya, CAFTA telah memperbaiki 

struktur serta pertumbuhan perdagangan China. Di samping itu, CAFTA 

menggalakkan aliran perdagangan di antara negara China dan negara-negara 

ASEAN. Walau bagaimanapun, CAFTA turut mengurangkan FDI. 

 

Kata kunci: CAFTA, FDI, aliran perdagangan, pesaingan perdagangan, 

pelengkap perdagangan, struktur perdagangan 
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CHAPTER ONE 

 

 INTRODUCTION 

 

 

1.1 Background of the Study 

The China/ASEAN Agreement on comprehensive economic cooperation was 

signed on 4 November 2002, which marked the establishment of the China and 

ASEAN Free Trade Area, i.e., CAFTA. Many researchers believe that CAFTA is 

a win-win situation for both ASEAN and China (Chen, 2002; Chirathivat, 2002; 

Wang, 2002; Wei, 2002; Liang, 2003). However, some researchers (He, 2002; 

Zhang, 2002; Zhao, 2002) concluded that CAFTA would play a negative role in 

China due to intense competition between ASEAN and China.  

 

Initially, scholars mainly focused on the significance, process and prospects of 

CAFTA, using the qualitative method. For instance, Wang (2002) and Chen 

(2002) introduced the background and process of CAFTA. He (2003), Zhao 

(2002) and Zhang (2002) discussed the advantages and disadvantages of 

establishing CAFTA, while Liang (2003), Wei (2002) and Zhang (2002) 

analyzed the significance and prospects of CAFTA.  

 

There have been different views on the effects of CAFTA based on quantitative 

analyses. Some researchers have proposed that CAFTA would be beneficial to 

China. The ASEAN-China Expert Group on Economic Cooperation (2001) was 

the first to conduct research on the effects of CAFTA. They adopted Computable 
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	CHAPTER ONE

	 INTRODUCTION

	2.1 Introduction 

	This chapter outlines the theoretical and empirical reviews of FTAs and CAFTA as presented in Figure 2.1.

	��Figure 2.1 

	Outline of Literature Reviews

	2.2 The Trade Flow Effect 

	2.3 The Trade Structure Effect

	The analysis of trade structure effect refers to changes in intra-industry trade between China and ASEAN in different industries. Intra-industry trade is the exchange of similar products which belong to the same industry. It means that a country imports and exports the same types of goods or services at the same time. Thus, it is also known as two-way trade or over-lap trade (Li, 2010; Tong, 2000; Krugman, 1998). 

	Inter-industry trade, in contrast to intra-industry trade, refers to exchange of goods belonging to different industries, such as agricultural products against computer products. In other words, a country either only imports or exports similar types of goods or services, which is a one-way trade within a similar industry (Zhang &Yang, 2003; Li, 2010). 

	Intra-industry trade can be measured by intra-industry trade index, which is usually used to estimate the changes of trade structure (Krugman, 1991; Puga & Vinables, 1997; Baldwin et al, 2003; Egger etc, 2008; Zhang & Wang, 2011). The most often used intra-industry index is the Grubel-Lloyd index (G-L index) as proposed by Grubel and Lloyd (1971):

	�                         (2.4)

	The equation represents the intra-industry trade of an industry or a particular product in a country. In the above formula, T is the intra-industry trade index; X denotes exports of an industry or a particular product; M denotes imports of an industry or a particular product. 

	T value range is from 0 to 1 (i.e. 0 ≤ T ≤ 1).

	If T=0, there is only inter-industry trade, without the intra-industry trade. It means that there is either only import or only export of the particular product. 

	If T=1, there is only intra-industry trade, without the inter-industry trade. It means that the export of the particular product is equal to its import, while intra-industry trade is at its highest. 

	If T is approaching 1, the intra-industry trade in a particular product becomes greater. If T is approaching 0, the intra-industry trade is smaller, but the inter-industry trade becomes greater. 

	Considering all industries, the intra-industry index of a country can be expressed by weighted average of the indices in different industries. It is shown in the following formula. 

	�                      (2.5)

	Based on the above model, Egger et al. (2008) had a different conclusion with Zhang & Wang (2011) on the effects of regional trade agreement on trade structure. Therefore, what is the actual effect of regional free trade agreement on trade structure? This study further re-examines the question based on the trade structure effect of CAFTA in different ways with Zhang & Wang. It is based on the products classification of SITC (different selection with Zhang and Wang) by updating the data to 2011 and selecting different samples. In addition, the study modifies the sets of variable� and dependent variable to examine the effect on the trade structure between China and ASEAN rather than the effect on trade structure of China (Zhang & Wang, 2011). 

	2.4 The Trade Complementarities and Competition

	Based on the above indices, some researchers have analyzed the trade complementarities and competition between China and ASEAN. Zhang and Xu (2003) analyzed the 2001 trade data between China and five members of ASEAN based on TII and RCA. They concluded that the exports of China had great similarities with exports of ASEAN members, and the trade competition between both sides were much greater compared to trade complementarities.

	 

	Pan (2004) calculated TCI between China and five members of ASEAN in 1990, 1995, 1996 and 1997. The results showed declining trade complementarities between exports of China and imports of ASEAN and increasing trade complementarities between imports of China and exports of ASEAN. He also calculated the relative competitiveness index between China and five members of ASEAN in 1994-2001. The results revealed that the exports of China to ASEAN would face more intense competition, especially manufactured exports.

	Hou and Song (2005) used TII and RCA to explain the expansion of trade and comparative advantages between China and ASEAN based on 2003 trade data. Based on TCI, they concluded that there are favorable trade complementarities between China and ASEAN in minerals, chemical products, textiles, machinery and electronic products and steel products.

	Based on TSC, Yu (2003) analyzed six industries (agriculture, mining, chemical, textiles, machinery and electronics) in China and five members of ASEAN, using 1980-1997 data. He concluded that there are unobvious trade complementarities between exports of China and imports of Indonesia, Thailand, Singapore, Malaysia and the Philippines. 

	Rong and Yang (2006) also used TSC to estimate the trade complementarities of agriculture products in China and ASEAN members, and agreed that there are strong trade complementarities between both sides. In the same way, Wang and Zeng (2008) concluded that the trade complementarities between China and Singapore are highest compared to Indonesia or Malaysia, Philippines and Thailand, based on the trade data of three years (2003, 2005 and 2006). 

	Generally, previous studies have analyzed the trade complementarities and competition mainly based on the historical data before 2002. Thus, they do not reflect the situation after 2002. Certainly, Wang and Zeng (2008) used the data of 2003, 2005 and 2006 after 2002, but they did not present the changing trend of trade complementarities caused by CAFTA. In addition, Wang and Zeng employed TSC (not the best way) to estimate the trade complementarities without examining trade competition between China and ASEAN. This study analyzes the changing trend of both trade complementarities and competition based on TCI and the trade competitiveness index using the trade data of 2001-2011.

	2.5 The FDI

	3.1 Introduction 

	In the noodle bowl effect, ASEAN utilizes its non-threatening advantages to other countries and integration experience to win trust from big countries and grasps the initiative in the economic integration of East Asia (Wang, 2012). At present, ASEAN implements the “concentric circles” strategy with “ASEAN Community” as the core, with “10+1” (ASEAN individually with China, Japan, South Korea, India, Russia, Australia, etc.) as the first periphery, with “10+3” (ASEAN + China, Japan and South Korea) as the second periphery, with the “East Asia Summit” (10+3+ Australia, New Zealand and India) as the third periphery, which is illustrated in Figure 3.3. The East Asia Summit with ASEAN at a leadership position had a role in regional community building (Lu, 2006). In October 2010, the summit formally invited Russia and the US to participate in the 2011 summit as full members (ASEAN4, 2010).  

	3.6 Summary

	This chapter introduces the background and development of CAFTA. Firstly, the regional integration of China and ASEAN are presented separately as the policy basis and background for the establishment of CAFTA.  

	Secondly, the agreements and contents of CAFTA are introduced as the basis for CAFTA implementation. In general, goods trade liberalization, service trade liberalization and investment liberalization make up the contents of CAFTA. Thus, the effects of CAFTA actually refer to the effects of trade and investment liberalization of CAFTA. 

	Finally, this chapter describes the development of trade and investment between China and ASEAN, especially after CAFTA. The analyses present the real situation about trade and FDI after 2002. The commodity trade, service trade, and FDI between China and ASEAN have been rapidly growing while trade structure has changed since the establishment of CAFTA. 

	Further quantitative analyses (empirical modes) in the next chapter are employed to estimate the relationships between CAFTA and the growth or changes of trade and FDI, i.e., to analyze whether CAFTA causes the growth and changes of trade and FDI between China and ASEAN.       
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