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The Impact of Rules of Origin in RCEP on Market
Competition: Evidence from Chinese Auto Industry

Li Kunwang, An Qi

(School of Economics, Nankai University, Tianjin 300071, China)

Summary: The mechanism of rules of origin in regional free trade agreements will affect regional value
chains. This paper estimates the economic effect of rules of origin under oligopoly market assumption, and
finds that the inaction of RCEP will lead to an increase in the import volume from member countries for auto
firms, and export trade shares will reallocate from noncompliant firms towards compliant firms under RCEP.
The reallocation effect will squeeze markups charged by big firms, lowering average markups in destination
markets. It concludes that RCEP will exert a pro-competitive effect among member countries which are chosen
as destination markets.

Unlike other regional free trade agreements, RCEP allows auto manufacturers to accumulate their value
of originating materials. The origin of final goods can be determined under RCEP by considering the 15 mem-
ber countries as one economic region. If the RCEP member country processes intermediate inputs originating
from other member countries, the intermediate inputs will be regarded as originating from the processing coun-
try. And the auto production member country can accumulate the previous material value of other member
countries when calculating the value of originating materials of auto goods. All 15 member countries can col-
laborate as trade partners in the auto industry. The restriction of rules of origin in RCEP calls for over 40%
value of originating materials from member countries. The material value components from any RCEP mem-
ber country can be accumulated in the material value of the final production member country.

This paper uses empirical analysis and quantitative models to highlight the impact of rules of origin in
RCEP on market competition. The results show that compliant firms with the restriction of rules of origin in

RCEP will reallocate import shares towards member countries with preferential tariff treatment. Small compli-
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ant firms will primarily choose to export to member countries when they import intermediate inputs mainly
from member countries. Big auto manufacturers as noncompliant firms will gain less trade shares due to vari-
able trade costs, while small auto compliant manufacturers will gain more trade shares in destination markets
with preferential tariff treatment. The average markups charged by export firms will decrease due to the real-
location of trade shares.

This paper contributes to the existing literature regarding market competition. It incorporates oligopoly
market assumption into the quantitative analysis, which is insightful for negotiation among feasible mechan-
isms in regional free trade agreements. The analysis can be extended to industries other than auto, and the eco-
nomic effects exerted by various regional free trade agreements can be compared.

Key words: regional free trade agreements; accumulation rules of origin; pro-competitive effect
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enterprises. That is, when effective tax rates increase, the number of private enterprises decreases significantly,
but when effective tax rates decrease, the number of private enterprises does not change significantly. The phe-
nomenon will be more serious in cities with lower administrative levels, located at provincial boundaries, with
higher proportion of tertiary industries, and in a poorer business environment. In addition, the impact of relat-
ively higher effective tax rates on the number of private enterprises has an adjacent effect, resulting in private
enterprises’ flow to adjacent cities, and this flow tends to diminish with the expansion of geographic distance
and the passage of time. This finding reveals the effect boundary and threshold of local governments’ use of
tax incentives.

The marginal contributions of this paper are as follows: First, it reveals the essence of the tax and fee re-
duction policy, further clarifying the effect boundary of tax policy in the low tax-rate environment in China.
Second, it clarifies the behavioral differences and dynamic characteristics of private enterprises in the face of
changes in effective tax rates, providing a new perspective for the behavior of private enterprises. Third, it sets
up a quasi-natural experiment of changes in effective tax rates by means of artificial shocks, which can fully
reflect the relativity and exogeneity of changes in effective tax rates, and is a development of micro-economet-
ric methods.

Key words: artificial shocks of relative changes in effective tax rates; existence of private enterprises;

asymmetry; adjacent effect
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