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Preface
The Final Report – Phase 3 – of the Sustainability Impact Analysis of the proposed EU
Korea FTA surveys the economic, social and environmental context for the trade and
economic relationship between the European Union and the Republic of Korea in order to
provide a framework for the studies of the economic, social and environmental impacts of
the prospective EU-Korean Free Trade Agreement (FTA). This report draws on the on the
Global Analysis Report from Phase 1 which analysed and the economic social and
environmental context. The Final Report also draws on the analysis of detailed sectoral
impacts and the analysis of key negotiating issues in the Phase 2 Report. Finally the Final
Report makes policy recommendations for mitigating or complementary measures to
enhance the sustainability of the proposed EU Korea FTA. The objective of the
collaborative project the EU-Korea FTA Trade Sustainability Impact Assessment (SIA) is
to produce studies in order to provide a deeper understanding of the sustainability
impacts of the trade and investment aspects of the Free Trade Agreement and of the
mechanisms through which they might affect both the EU and Korea. The studies
consider key relevant economic, environmental and social impacts resulting from the
FTA. Part of the purpose of the SIA is to engage in a dialogue about sustainability
impacts and the SIA has actively sought input and advice from stakeholder groups about
the sustainability implications of the FTA under negotiation for all three phases of the
study.
The website of the SIA was used to support this dialogue and consultation process.
Reports of the SIA will be posted on the website and comments and briefs were sent to
the email address for the SIA.
Website: www.eu-korea-sia.org
e-mail: mail@eu-korea-sia.org
A summary of the stakeholder contributions and consultations is presented in Chapter 2
below. We would like to express our gratitude for the extensive comments and input
received from officials of the European Commission and from many stakeholders in the
EU and Korea in a process that has moved forward very expeditiously.
Murray Smith, Team Leader and the SIA Team
March 2008
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1.

EXECUTIVE SUMMARY

1.1.

OVERVIEW

In accordance with our terms of reference and following the methodology on
Sustainability Impact Assessments (SIA), this report provides an in-depth analysis of the
potential impacts of the proposed Free Trade Agreement (FTA) between the European
Union (EU) 1 and Korea that is currently subject to negotiation. This report examines
potential economic, social and environmental impacts that may occur given specific
negotiation outcomes and considers complementary initiatives. Since the SIA
methodology stresses causal links we seek to distinguish potential direct effects of the
EU-Korea FTA from other changes that are occurring in both economies due to longer
term factors such as demographic developments and technological change in the context
of trade, investment, migration and environmental linkages on a regional and global basis
for both the EU and Korea. We focus on longer term implications and impacts.
In order to achieve these goals, the study has conducted:


a global analysis of economic and trade relations between the EU and Korea;



analysis of the social and environmental context;



quantitative economy-wide impacts of an FTA using a Computable General
Equilibrium (CGE) model and other quantitative methods;



screening of sectors and horizontal issues; and



in-depth studies of particular sectors and horizontal issues in order to
complement the quantitative economy wide analysis.

Based on this analysis the study provides policy recommendations and suggestions for
flanking and enhancing measures.
This study looks at two possible FTA scenarios:
1.

a comprehensive FTA involving the removal of all non-food tariffs, the removal of
most food tariffs (with exclusions for a few sensitive products) and comprehensive
liberalisation of trade in services. Such an FTA would be compatible with WTO rules.

2.

a deep FTA which includes the comprehensive FTA and also addresses a number of
beyond the border issues in an intensive manner.

Having screened all the sectors, in terms of share in economic activity, potential FTA
economic impact effects, consequent social and environmental impacts and
complementary input from stakeholders and civil society representatives; we selected and
analysed the following four sectors:


Automobiles;



Agriculture (and various subcategories);



Financial Services; and



Environmental goods and services.

Having carefully analysed the various horizontal issues in the context of the significance
to either the EU or Korea, being made by Korea, we have selected the following

1

The European Union refers to the European Community and the Member States, pending the
ratification of the Lisbon Treaty. At times in the report reference is made to the EU27 for the present
membership of the EU since 2007. Historical data and analytical comparisons often refer to the EU25
consisting of the membership after 2004 and prior to 2007. The EU 15 refers to the membership
before 2004. The New Member States (NMS) refers to the 12 members which have joined since 2004.
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horizontal issues, keeping in mind their projected effects on trade or investment flows, the
initial levels of trade protection, and the social and environmental (positive or negative)
impacts. We also sought to address beyond the border issues. The negotiating issues
examined were:


Rules of Origin;



Technical Regulations, Standards and Sanitary and Phytosanitary Measures;



Intellectual Property Rights; and



Investment.

The SIA has utilised a range of methodologies to analyse the potential economic, social
and environmental impacts of the prospective EU-Korea FTA. All existing studies using
both qualitative and quantitative models have been reviewed. The SIA has undertaken
Computable General Equilibrium (CGE) modelling using the latest available version of the
GTAP model and data base. In addition, some dynamic effects have been analysed
associated with potential induced investment flows. Finally, detailed disaggregated partial
equilibrium analysis has been undertaken at the sector or sub sector level incorporating
investment effects and incorporating analysis of non-tariff barriers and potential dynamic
responses in industrial structure.
The analysis of the global impact of a potential FTA agreement between EU and Korea
has already been done by a number of studies. In most of the studies, the overall gains
are estimated to be significant but not large for Korea and relatively modest for the EU
relative to overall national income.
It should be noted that CGE models, and particularly the GTAP, model are widely used to
evaluate the global impact of FTA over regions but some of the limitations of the
analytical tools need to be considered. Also some of the potential effects of an FTA such
as reduction of non-tariff barriers, increased direct investment flows, pro-competitive
effects and induced innovation effects are not easily captured in these models.
The SIA has conducted model based studies using the GTAP model and has undertaken
economy-wide quantitative analysis to examine some of the potential dynamic effects of
increased investment flows in order to analyse effects not captured in most of the
previous studies. At the same time more detailed case studies have been conducted in
selected industries or sectors in order to analyse in more depth detailed beyond-theborder issues on a disaggregated basis.
The SIA has conducted consultations with stakeholder groups including enterprises,
industry associations, research institutes, agricultural groups, labour unions, and civil
society organisations in both Korea and the European Union. Workshops have been held
in Korea and in the EU and members of the SIA team have met representatives of various
stakeholders and discussed issues with them. In addition, various groups have written to
the SIA on the email address on the SIA website and have submitted detailed briefs to the
SIA. These consultations and the inputs from stakeholders in the EU and Korea have
enriched the analysis and served to inform the conclusions and recommendations. A
table summarising stakeholder consultations is presented in Chapter 2 of this report. The
SIA has attempted to respond to the diverse range of views expressed.

1.2.

ECONOMIC, SOCIAL AND ENVIRONMENTAL CONTEXT

The analysis of the potential economic, social and environmental impacts of the proposed
EU Korea FTA needs to take account of the level of development of the EU and Korean
economies and the economic, social and environmental context on both sides. Part of
this context is the degree of integration into the global and regional economies and the
dynamics of further integration on both sides.

ECONOMIC CONTEXT
In an economic context, Korea is now a developed nation after several decades of rapid
growth. Using the purchasing power parity measure, per capita GDP in Korea was
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$22,000 in 2005 about 70 percent of the OECD average and the average of the EU 15.
Korea was above Portugal and the New Member States in per capita GDP. Although
growth in per capita income has slowed in Korea in recent years, it still has the highest
per capita growth rate among OECD member countries. Thus the process of
convergence between Korea and the EU in per capita GDP is likely to continue.
In a global context, both the EU and Korea face long term challenges about how to raise
income levels in light of ageing of their societies and the rapid population growth in low
income and lower middle income economies. Higher income levels will only be sustained
with innovation and technological dynamism that raises productivity in both the EU and in
Korea.

SOCIAL CONTEXT
In terms of the operation of labour markets, Korea has a flexible labour market which was
able to absorb the shock of the Asian financial crisis in the late 1990s while maintaining
low levels of unemployment. In particular Korea has very low levels of long term
unemployment of both men and women in contrast to EU member states where many
have high rates of long term unemployment.
Korea does have a distinct history in the development of labour markets and trade unions.
Over the last twenty years, Korean trade unions have been independent and aggressive
to the extent that labour management relations are one negative area among
assessments of Korea’s competitiveness. However, there are differences in the
institutional arrangements for labour markets in Europe and Korea reflecting different
historical influences.
Demographic factors will be important in the next decade and beyond. Both the EU and
Korea face similar challenges of an ageing society with important implications for the
labour force and social security systems. For both the EU and Korea, the labour force
population will decline, the median age will rise, and the dependency ratio will increase as
the population over age 65 is projected to rise over the next thirty years. The EU and
Korea face common challenges to promote life long learning, to enhance labour force
participation, to encourage retention of older people in economic activity and to address
fiscal challenges including the financing of social security with an ageing society.
Although there are challenges of availability of data, the income distribution in Korea is
roughly comparable to the median EU member state with Austria, Germany, the Nordic
and Central European countries having a more equal income distribution than Korea and
economies such as Belgium, France, Greece, Ireland, Italy, Poland, Spain and the United
Kingdom having a greater degree of income inequality.
For other non-income related aspects of poverty Korea compares well with many
countries with good life expectancy, very low long term unemployment and good literacy
levels.
Korea lags on some gender indicators in terms of participation of women in the paid
labour force and the relative wage levels of women. Over the last two decades Korea has
improved the level of women’s participation in secondary education substantially and the
rate is now comparable to the rate for men. For tertiary education, Korean women still lag
behind men in Korea in the participation rate, but in part this is due to the high level of
male participation in tertiary education in Korea. The level of women’s participation in
tertiary education in Korea is comparable to many EU member states with the notable
exception of the Nordic countries. The challenges for Korea and for many EU member
states are to provide a wider range of employment opportunities, to encourage labour
force participation and retention, and to enhance opportunities for ongoing upgrading of
education and skills for women.

ENVIRONMENTAL CONTEXT
Associated with its emergence as a developed nation, Korea has made considerable
progress in improving the protection of the environment and the conservation of natural
resources. There are a number of areas where Korea needs to make further progress in
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environmental management and protection, but progress in this area is to be expected
since there is a strong affinity for the natural environment in Korean culture and
environmental management is a priority in Korea. On the European side, there is some
variation among member states in environmental regulatory frameworks, but at both the
member state level and at the EU level there is strong commitment to improving
environmental management. Although both the EU and Korea need to make continued
efforts to meet local and regional environmental challenges, a comprehensive framework
for environmental management and control is in place on both sides.
At the global level and especially on the issue of climate change, Korea and the EU face
similar challenges in that both are heavily dependent upon imported carbon based fuels
for their energy supplies. Thus both sides have an interest in collaboration on conserving
energy use, in fostering renewable energy supplies and in developing innovative clean
technologies to limit carbon emissions and to support the transition to a low carbon
economy.

1.3.

SUSTAINABILITY IMPACT ASSESSMENT

ECONOMIC IMPACTS
In conjunction with the CGE modelling and in order to complement economy-wide
modelling, we have examined in detail the impacts in key sectors such as automobiles
and financial services where some of the CGE studies suggest relatively large impacts on
output of the EU-Korea FTA. The reasons for the large trade effects are first that the
primary channel of integration in the CGE model framework is through trade (rather than
factor movements) and second that the trade elasticities and model structure used in
CGE models tend to exaggerate the significance of inter-industry adjustments and
underestimate or disregard intra-industry responses and dynamic adjustments to
economic integration.
The theory of intra-industry trade was developed initially by Grubel and Lloyd (1975), who
proposed it as an alternative to Hecksher-Ohlin or Vinerian types of theories emphasising
inter-industry trade with constant costs, identical technologies and fungible products.
Based on their analysis of the empirical evidence of trade and industry adjustment from
the creation of the European Community in the 1960s, Grubel and Lloyd observed rapid
growth in intra-EC two-way trade in differentiated products leading to much increased
intra-industry specialization and simultaneously less inter-industry shifts in output than
some observers had foreseen. Thus firms competed by specialising in market segments
or niches in the whole EC market for the particular product range of brand they produce
and there was less exit from industries or sectors than expected.
The global CGE models often assume constant costs and static technologies. Within this
specific framework the potential gains from removal of the remaining trade barriers
between the EU and Korea are modest. In our view, there are in addition potential scale
effects, product specialisation effects, pro-competitive pricing effects, and induced direct
investment and innovation effects from the implementation of a comprehensive and
relatively deep FTA between the EU and Korea. The increase in contestability of markets
for goods and services and the openness for direct investment becomes more important
than the increase in actual trade flows.

Analysis of the “Base Case”
An important issue in the analysis of the potential economic impacts of the proposed FTA,
as well as the related social and environmental impacts, is proper understanding of the
base case for the analysis. If we are to answer the counterfactual question of what is the
potential impact of the EU-Korea FTA, we must understand how the world will evolve in
the absence of such an agreement.
Korea has already concluded and commenced implementation of FTAs with Chile,
Singapore, the European Free Trade Association (EFTA) and now eight other ASEAN
member countries. An agreement has been negotiated with the United States, the KoreaUS FTA or KORUS FTA, but not yet implemented. Korea is also engaged in official
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negotiations with Canada, India, Japan and Mexico about bilateral Free Trade
Agreements.
Similarly the EU has a number of bilateral Free Trade Agreements in place including with
Chile, the European Free Trade Association (EFTA) and Mexico as well as a customs
union with Turkey and a Stabilisation and Association Agreement with Croatia. In addition
the EU participates in the Euro-Mediterranean Partnership under the Barcelona Process.
The EU has recently concluded Economic Partnership Agreements with some groups of
Africa Caribbean & Pacific (ACP) countries, is deepening its economic arrangements with
partner countries in the Mediterranean region and is also negotiating FTAs or exploring
the negotiation of FTAS with the Andean Pact, Association of South East Asian Nations
(ASEAN), Central America, the Gulf Cooperation Council, India, Mercosur and the
Ukraine. This list is not exhaustive and could be expanded in the future.
Thus the potential impact of the EU-Korea FTA must be assessed in the context that if the
bilateral FTA is not concluded, that both partners will continue to develop bilateral trade
agreements with other partners and that bilateral trade and investment relations will be
attenuated by preferences both sides grant to other partners. The analysis also assumes
as part of the base case that there is an agreement reached in the near future to conclude
the Doha Development Agenda negotiations in the WTO. A successful conclusion to the
Doha negotiations would reduce barriers to trade between the EU and Korea.
There are two broad conclusions that can be made about the economic analysis of the
EU-Korea FTA in the context of this baseline scenario. First the overall economic effects
of the EU-Korea FTA are likely to be modest whatever the metric or methodology used to
analyse the potential economic effects because both partners already have very open
economies and are relatively highly integrated into the world economy. Furthermore, and
perhaps most significantly, the integration of both potential partners into the world
economy is likely to continue even if the bilateral FTA is not concluded.2 We have used a
number of complementary methodologies to confirm the economic analysis. Nonetheless
characterisation of the base case in the sense of the likely alternative scenarios is
important.
Second, the emergence of Korea as a developed economy and the degree of overlap and
complementarity that has developed in the industry structure for goods and for services
between the EU and Korea suggests that there are further opportunities for intra-industry
specialisation, scale effects, pro-competitive effects and induced investment and
innovation effects. Such intra-industry specialisation tends to enhance productivity and to
stimulate innovation.
The overall quantitative economic impacts drawn both from other studies and our study, -which with one exception are based on a CGE or modified CGE modelling framework, -are summarised in the following table overleaf:

2

Some commentators note that while Korea has relatively modest formal trade barriers, the overall
degree of openness of the economy is lower than might be expected. There can be a debate about the
extent to which the apparent lower level of de facto openness of the Korean economy can be
explained by geographic cum gravity factors and to what extent it is due to non-tariff barriers on
products, market structure reflecting persistence of the chaebols or restrictions on investment in
goods and services industries. Regardless of the relative significance of these explanatory factors,
policy changes that address non-tariff barriers, improve the regulatory environment, provide a more
open environment for investment, or more generally, measures that enhance all aspects of
contestability, will lead to structural changes over time. It is noteworthy that share of exports and
imports relative to GDP has increased greatly in the last two decades in Korea.
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Table 1.1: FTA Effects on GDP (% from the base case)
Study

Model

Impact
on
Korea

Impact on
EU25

Pukyong (2006)

GTAP Armington /
Dynamic

2.3%

-

KIEP (2005)

GTAP Armington

2.0%

+0%

GTAP with Imperfect
Competition

2.4%

+0%

SIA GTAP (2007)

GTAP Armington

0.4%

+0%

SIA GTAP (2007)

GTAP Adjusted
Elasticities

0.7%

+0%

SIA Investment Model (2007)

Econometric Panel
Estimation

2.1%

-

Copenhagen
(2007)

Economics

The more dynamic effects are partially reflected in the analysis of potential investment
effects for Korea that the SIA has undertaken which is reported in the last line of the table
above. The methodology for our analysis of the potential dynamic investment effects is
presented in Chapter 15 below and the technical aspects of the specification and
estimation are presented in the Annex to Chapter 9 of the Midterm Phase 2 Report.

Sectoral Impacts
The results of our CGE analysis using the GTAP model of the automotive sector is that
Korean production expands about 6 per cent due to the EU-Korea FTA in the longer term
and that automotive production in Europe also expands but very modestly about .04
percent. The reasons for this result are that the removal of the automotive tariff on a
bilateral basis leads to lower automotive prices in both economies resulting in some
expansion of the demand for automobiles and that there is also some displacement of
third country imports since MFN tariffs are assumed to be maintained at the level to be
achieved with a successful conclusion of the Doha negotiations in the WTO. The main
effect of the EU-Korea FTA is increased productivity in the automotive sector in both the
EU and Korea. This finding is confirmed by analysis of industry strategies and investment
scenarios.
The SIA finds that the economic impacts of the EU-Korea FTA are likely to be modest for
primary agricultural products and producers of cereals or beef which are sensitive sectors
in Korea. Much greater adjustment will occur in these sectors in Korea as a result of the
KORUS implementation and the conclusion of the DDA negotiations in the WTO. The
impacts from increased EU exports of wines and spirits will mainly affect third country
imports into Korea. Increased EU exports of pork, some horticultural products and some
processed EC food products are likely to have modest impacts on the primary agricultural
sector in Korea.
Further liberalisation of the financial services sector will lead to increased FDI and tend to
expand employment in the sector in Korea. Overall the effects will be positive but modest
relative to other global developments in the sector.
The Enviromental Goods and Services Sector is very diverse set of industries. Our
analysis indicates that Korea will expand output and exports in the environmental goods
sector and the EU will expand exports of both goods and services. The main effect will
increased intra-industry trade in these differentiated products and the primary benefit will
be to enhance technology and productivity.
These conclusions about the potential economic impacts have implications for the
assessment of the potential social and environmental impacts of the EU-Korea FTA.
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SOCIAL IMPACTS
In terms of the Social Impacts of the potential EU-Korea FTA, there are unlikely to be
large inter-industry shifts in output and employment that could lead to disruption of labour
markets at either a national or regional level in either the EU or Korea as a result of the
implementation of the FTA. Although it is a challenge to distinguish the effects on the EUKorean FTA from broader changes in the economy and society on both sides associated
with globalisation and technological change, at the margin there will be a modest net shift
in demand to skilled workers from unskilled workers especially in the EU. Now some of
the model based studies that have been reviewed show increased demand for unskilled
workers in some industries in Korea due to the EU-Korea FTA, but in our view this reflects
an unduly static and historically dated approach to the competitive challenges for Korea,
which fails to take account of the global trend of integration of economies including China,
India, ASEAN and other emerging economies.3
Although there are differences in the institutional framework for labour markets between
the EU and Korea, (and among EU member states) there are no serious issues with core
labour standards and efforts to support the decent work agenda. Korea is not a signatory
to some of the core ILO conventions related to freedom of association and forced labour,
but is a signatory to some of the newer ILO conventions for worker safety and has made
commitments to the decent work agenda. Nonetheless the standards under the ILO
agreements are clear and can be used as a reference point for bilateral cooperation on
labour matters. Notwithstanding the differences in the history and institutional structures
for labour markets in Korea and among European Union member states, Korean labour
markets function without official controls and Korean workers seem able to express
demands for compensation. There are some challenges in Korea to support fuller
participation of women in the economy as there are challenges in some EU member
states to reduce long term structural unemployment among selected socio-economic
groups or to encourage labour force participation by older workers.
There are, however, issues to be considered with respect to trade involving the products
from the Democratic Peoples Republic of Korea (DPRK) or North Korea. A critical part of
the historical context of the Republic of Korea is the relationship with North Korea, and
undoubtedly there are important issues with respect to labour standards in the specific
situation of the Kaesong Industrial Complex (KIC). The specific issues of rules of origin for
qualifying products under the FTA are important in this respect. This is a sensitive issue
which requires balancing the concerns of various socio-economic groups in the EU about
unfair competition from imports produced by workers who have very limited choices and
are subject to various forms of social controls; against the goals of improving the
economic status of some portion of the population in North Korea and contributing to
peace on the peninsula. Balancing these concerns involves questions of political
judgment and values which the SIA is not in position to make.
Our detailed analysis of the potential sector specific impacts of the proposed FTA
indicates that there are unlikely to be major sectoral shifts or displacement of workers that
will cause significant dislocations of labour markets for specific socioeconomic groups
and/or for particular regions. In the agricultural sector, the impact of liberalisation between
the EU and Korea is unlikely to have a significant effect on primary agricultural producers
in Korea in sectors such as beef producers and cereals relative to the impacts foreseen
from the implementation of the KORUS. It is anticipated that the EU will expand its
exports of agri-food products to Korea after the implementation of the FTA, but this will
involve only limited impacts on selected food processing industries in Korea. Yet in some
agri-food products such as wine and spirits the adjustment impacts in Korea will be limited
and the main effect will be for EU exporters to retain or regain market share from other
exporters gaining preferred access to the Korean market.

3 The parameters of the model (specifically GTAP 6.2) are based inevitably on historic data. The
parameter estimation can be robust in varying degrees, but the rise in real wages in Korea means that
the competitive position in the use of unskilled labour in Korea is declining.
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In contrast, in the automotive sector, Korea is expected to be a significant gainer through
increased exports to the EU while there is less potential for increased exports from the
EU to Korea of automobiles. The automotive sectors, in both the EU and Korea, face
longer term challenges of how to reduce carbon emissions and how to develop and to
adapt new technologies. Shorter term the automotive sector faces volatility in financial
markets and exchange rates, cyclical swings in demand, the impact of volatile energy
prices and the emergence of expanding production capacity in middle income economies.
In our analysis, under the most likely medium term scenario, the incremental impacts on
overall employment levels in automotive producers in the EU market are likely to be
limited if a number of industry concerns are addressed in the negotiations. Specifically
phasing of tariff reductions should avoid any significant employment impacts in the
automotive sector due to the EU-Korea FTA. It is important to note that both the Korean
and European based automotive industries face major challenges to respond to higher
energy prices, to limit carbon emissions and to respond to the competitive challenges of
globalisation with automotive production capacity rising in emerging markets.
Overall the impact on labour markets of the EU-Korea FTA will be modest. Over the time
frame of a decade, the main cumulative impacts on both the EU and Korea will be modest
productivity gains with potential benefits of longer term real wage gains. Of course such
real wage gains may be achieved in the context of adverse demographic developments,
thus such potential wage gains, however modest, are likely to be beneficial.
Our analysis of the per capita income levels and the structure of income distribution in the
EU and in Korea show that there is convergence in per capita incomes on a purchasing
power parity basis and that the patterns of income distribution are broadly similar on both
sides. In both aspects there is considerable variation among EU member states, but
Korea is relatively close to the median.
The expansion of trade over the next decade that will occur with the implementation of the
EU-Korea FTA will not have direct poverty impacts. The limited employment shifts that
are anticipated to occur are unlikely to have either positive or negative direct effects on
poverty. The FTA will lead to neither significant expansion of employment of low income
groups or significant job losses in groups vulnerable to job loss because of low social and
economic mobility. The reason is that the trade expansion between the EU and Korea will
focus on specialised manufacturers, services and increasingly exchange of technology.
Both the EU and Korea will face continued challenges to adjust to the rapid population
and labour force growth in low income and lower middle income economies over the next
two decades since those economies will be expanding exports of labour intensive low
technology products at the same time that the EU and Korea will experience aging of the
labour force.
As a result of this relative convergence in both income levels and the structures or
patterns of income distribution between the EU and Korea, there are relatively few and
limited issues with respect to the potential impacts of relative prices on the incomes of
disadvantaged groups in society. There is likely to be little impact on the primary
agricultural sector in Korea from the expansion of trade in processed agri-food products
that is expected to occur as the FTA is implemented. On the other hand the expansion of
exports of processed agricultural products from the EU to Korea could have modest
positive effects on low income urban consumers in Korea who allocate a significant share
of income to food and beverage consumption.
In the medium to longer term both the EU and Korea face common challenges to increase
productivity and labour force participation and employment rates in order to sustain
economic growth with a stable and aging population. Promoting lifelong learning,
encouraging the retention of older workers in the labour force and ensuring skills
development and retraining is a common concern. Korea has extensive educational and
training programmes available for younger workers and has the lowest rate of long term
unemployment among young people among OECD members but ensuring effective
opportunities for irregular workers, enhancing skills of older workers and encouraging
labour force participation by women are key challenges.
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No significant adverse effects on gender are foreseen from the EU-Korea FTA, and there
could be modest benefits. In some sectors such as financial services there could be
modest positive gender effects in Korea reflecting increased employment and increased
FDI in a sector which employs more women than men. Overall the expansion of services
industries will tend to increase employment and entrepreneurial opportunities for women
in both the EU and Korea but the relative impact on Korea will be greater. Improved
educational and employment opportunities for women would support addressing the
longer term social challenges of aging societies.

ENVIRONMENTAL IMPACTS
In terms of Environmental Impacts, the convergence in economic development levels is
leading to greater commonality in societal concerns about protection of the environment
between the EU and Korea. The implementation of the EU-Korea FTA is not foreseen to
have significant adverse environmental effects since the projected expansion of trade is
not predicted to utilise resources that are poorly managed or to increase production that
will lead to expansion of pollution or other negative environmental externalities that are
unregulated. Of course both the EU and Korea will need to enhance their environmental
management and regulatory capacity in the future and co-operation in this area would be
salutary.
The only significant mitigation challenge identified by the SIA in the environmental sphere
is that the modest increase in economic growth and the associated increases in
production and trade flows will tend to increase energy use in both the EU and Korea and
to increase the use of energy in transportation. However, the challenges for energy
supplies and policies and related challenges with respect to climate change are of much
broader significance and of greater common interest than the specific effects of the
bilateral FTA. The potential economic benefits of increased productivity and enhanced
technology especially in the sphere of environmental goods and services could translate
into the development of, and the increased use and diffusion of, clean technologies.
Improving the investment climate and enhancing protection of intellectual property rights
will provide benefits in terms of investment and innovation in clean technologies.
Both the EU and Korea are dependent on the use of imported fossil fuels for energy
generation and transportation needs and face common challenges in implementing the
United Nations Framework Convention on Climate Change (UNFCCC). Energy policy is
crucial when tackling the challenge of climate change.
The EU has established a new integrated climate change and energy policy. Its targets
include:


Reducing greenhouse gas emissions in the EU by 20% by 2020, and by 30% if
international agreement is reached;



Improving energy efficiency by 20% by 2020;



Raising the share of renewable energy to 20% by 2020; and



Increasing the level of bio-fuels in transport fuel to 10% by 2020.

Korea has taken actions to implement the Clean Development Mechanism under the
Kyoto Protocol but lags in the reform of energy policy. Generally Korea shares EU
concerns about the future development of the UNFCC after the Bali conference and a
broader commitment to co-operation on multilateral environmental cooperation. Both the
EU and Korea face challenges to reduce their dependence on carbon based fuels through
conserving energy use and through increased use of renewable energy sources. At the
same time both the EU and Korea need to develop and implement innovative
technologies that will reduce carbon emissions and contribute to the goals of the Bali
Road Map for the development of the United Nations Framework for Climate Change.

1.4.

RECOMMENDATIONS AND POLICY PROPOSALS

The Terms of Reference for the EU-Korea TSIA state:
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“The study should make policy proposals (both trade and non-trade
related) for optimising the outcome of the negotiations, preventing
and/or mitigating possible negative impacts and enhancing positive
ones including through the identification of flanking measures in the
EU 27 and Korea.”
The SIA has conducted extensive and in-depth analysis of the overall potential economic,
social and environmental impacts of the prospective EU-Korea FTA. Many people, and
the EU and Korean economies in aggregate, will benefit, but some individuals or interest
groups could experience adverse effects. The focus of the analysis in the SIA has been
to identify potential adverse effects in order to improve risk management and to mitigate
any anticipated adverse effects as well as to enhance positive effects.
We have sought to identify and to analyse the stronger potential impact outcomes of FTA
in all three dimensions of the SIA, both positive and negative. From an economic
viewpoint, the social and environmental effects are positive or negative externalities that
should be enhanced or mitigated in order to reach the sustainability goals set at the
outset of the FTA. This analysis will provide some sustainable policy recommendations
flanking the FTA outcomes.
Given the SIA structure, we start by looking at what is an optimal set of policies or more
aptly what types of policies can offer improved outcomes relative both to the base case of
no FTA or the implementation of the FTA with no consideration of sustainable
development considerations.
In the following we consider possible policy measures, both mitigating and enhancing,
that could be addressed within the EU-Korea FTA negotiations or in complementary
policy responses involving governments, private sector actors or civil society on both
sides.
While negotiating and subsequently implementing the FTA – including flanking measures
– both the EU and Korea need to be aware of the political pressures and geographical or
socio-economic distribution effects the FTA and its mitigating and enhancing measures
could have in the future. It is important to keep the broader economic, social and
environmental context in which they are being implemented in mind.

1.5.

FTA RELATED POLICY MEASURES

Following the Terms of Reference, to make “policy proposals concerning EU’s negotiation
positions,” the SIA has the following policy observations and recommendations for the
negotiation of the FTA.

PHASING OF REDUCTIONS IN BARRIERS
One obvious recommendation is to phase in more slowly policy changes which might lead
to greater economic adjustments or social and environmental impacts in order that the
labour markets can adjust with lower costs and in order to ensure that complementary
policies are in place. Specific recommendations are:
1. Tariff reductions on automobiles and some of the more sensitive processed agri-food
products could be phased out more slowly to address potential adjustment concerns
on the EU and Korean sides;
2. Reductions to barriers to trade in environmental goods and services, some agri-food
products such as wines and spirits, and pharmaceutical products should be phased
out more quickly.

RULES OF ORIGIN:
The following are recommendations for Rules of Origin:
1. For sectors with higher external MFN tariffs and greater dispersion in tariff structures,
such as automobiles and textiles and apparel, it is recommended that higher content
requirements for Rules of Origin be retained at least to a significant degree in these
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sectors. Maintaining a stricter content requirement offsets to some extent concerns
about the possible retention of duty drawback on imported inputs on products that
qualify for preferred duty rates under the FTA.
2. Since the Korean economy is characterised due to its location and extensive trade
with non-EU partners by greater reliance on imported inputs, it follows that some
flexibility in rules of origin is appropriate for sectors where there are lower MFN
barriers and less dispersion in third country tariff structures. For example, for sectors
characterised by uniformly lower MFN barriers such as Information and
Communications Technology products, especially those covered by the International
Technology Agreement in the WTO, the content requirements for products to be
treated as originating products could be relaxed.
3. In addition, there should be cumulation of content for the purposes of Rules of Origin
between the EU and Korea in order to facilitate intra-industry trade within the FTA.

SANITARY AND PHYTOSANITARY MEASURES, TECHNICAL REGULATIONS AND STANDARDS:
Regulations on product labelling, sanitary and phytosanitary measures, technical
regulations and standards are significant for market access for EU and Korean suppliers
alike. These measures may serve legitimate purposes but in some cases their
implementation can have disproportionate effects on trade. Greater effort needs to be
made to utilise international standards for Sanitary and Phytosanitary (SPS) measures
and technical regulations building on WTO rules under the SPS and Technical Barriers to
Trade Agreement (TBT) under the WTO. The WTO establishes a presumption for use of
international norms under both the SPS and TBT agreements.4 However, the WTO rules
have not been sufficient, or at least not so far, to address some issues that have arisen
between the EU and Korea. Of course either side has recourse to WTO dispute
settlement to address these issues such as the longstanding dispute about technical
regulations for cosmetics in Korea. The FTA negotiations provide an opportunity to find a
more constructive solution to these differences. More effective utilisation of international
standards for SPS and mandatory technical regulations are important in a number of
sectors including automobiles, food products, electronics, and cosmetics.
Seven complementary recommendations are proposed:
1. As far as possible relevant international standards should be used as the basis for
SPS measures and mandatory technical regulations. This is a presumption under the
WTO but the disciplines could be strengthened in the FTA.
2. There should be a greater emphasis on transparency in the development and
promulgation of technical regulations and standards with opportunities to comment
prior to implementation and to incorporate regulatory best practice.
3. Develop common approaches to registration procedures for listing for accredited
suppliers under SPS measures and develop a common understanding for SPS
implementation of some provisions such as recognition of regionalization/zoning.
4. Every effort should be made to enhance the bilateral approach to resolving SPS
issues within the FTA including with effective dispute settlement procedures under the
FTA. At the same time the right of recourse to WTO dispute settlement should be
retained by either party.
5. For technical regulations and standards, mutual recognition of conformity assessment
and accreditation procedures should be an objective.
6. Every effort should be made to enhance the bilateral approach to developing common
approaches to technical regulations and standards within the FTA and to resolving

4 The specific form of the presumption is different under the two agreements, but there is a
presumption in favour of the use of international standards in both cases.
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disputes including with effective dispute settlement procedures under the FTA. At the
same time recourse to WTO dispute settlement should be retained.
7. Cooperative approaches should be developed for the development of standards in
areas such as animal welfare and environmental eco-labels as well as Corporate
Social Responsibility.

INTELLECTUAL PROPERTY RIGHTS (IPR)
Some previous EU bilateral FTAs such as with Chile have simply incorporated common
multilateral commitments for protection of intellectual property rights under the WTO
TRIPS agreement. A number of industries on the European side including the
pharmaceutical industry, agri-food producers, luxury products manufacturers and audiovisual industries have proposed improvements in the substantive protection of intellectual
property rights in the EU-Korea FTA.
In light of the level of development of Korea and the positive role that intellectual property
protection can play in improving the investment climate and enhancing innovation and
diffusion of technologies, notably with environmental technologies, the EU-Korea should
go further in elaborating or clarifying substantive intellectual property rights and in
creating detailed standards for enforcement of intellectual property rights.
1. Protection of Geographical Indications should be clarified, strengthened and
enforcement improved.
2. The protection of copyrights including audio-visual and digital property should be
elaborated to reduce digital piracy.
3. Regulatory data protection for patent applications should be strengthened and trade
secrets should be protected.
4. Enhanced enforcement of intellectual property rights especially for audio visual and
counterfeit goods is a particular priority.
5. Enforcement procedures need to be elaborated allowing effective recourse to rights
holders both domestically through the courts in addition to intergovernmental dispute
settlement under the FTA and the WTO.

INVESTMENT
Foreign Direct Investment is an important vehicle for promoting economic growth and the
diffusion of technology. The FTA should encourage FDI in both directions between the EU
and Korea. Limits or controls on the level of equity participation by EU investors in Korean
companies or of Korean investors in EU companies should be reduced and become more
transparent. Specific recommendations include:
1. The use of negative list defining restricted activities should be utilised instead of
positive lists, notably in financial services, in order to enhance coverage.
2. Transparency in all aspects of regulatory policy is a key objective and there should be
dialogue about regulatory best practises.
3. The global financial crisis in securitised credit obligations raises prudential issues, but
the answer is to develop better international approaches to comprehensive and
effective prudential supervision instead of restricting investment.
4. The Free Trade agreement Sustainable Development Chapter should incorporate a
commitment not to use the relaxation of environmental regulations or labour
standards as an investment incentive.

SUSTAINABLE DEVELOPMENT
In light of the convergence in development levels between Korea and the EU, and the
degree of commonality in economic, social and environmental issues, it should be
possible to agree on a Sustainable Development Chapter that incorporates the following
elements:
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1. Agreement to cooperate on core labour standards and the decent work agenda
including in areas where core ILO conventions are not yet ratified.
2. Common commitments to multilateral environmental conventions and international
labour standards should be reaffirmed.
3. Also in the environmental and social areas and as discussed above with respect to
investment, the relaxation of environmental standards or labour standards should not
be used as an investment incentive or as a trade distorting measure.
4. Complementary efforts to co-operate in the sphere of the development of positive
responses to multilateral environmental challenges.
5. Development of a Sustainable Development Council or Forum representing a range
of stakeholders in the EU and Korea which can review any issues or concerns raised
with respect to social or environmental matters; which can ensure transparency
about the policies and practices related to environmental and social issues; can
undertake studies of potential trade or investment effects of any measures related to
social or environmental issues; or provide advice on cooperation to achieve
sustainable development goals.

1.6.

FLANKING MEASURES

The main focus is on flanking and enhancing measures to complement the
implementation of the FTA since relatively few mitigation challenges have been identified.

ECONOMIC
The main flanking policy measures addressing economic impacts should be aimed at
enhancing the positive effects of investment flows, supporting better awareness among
SMEs in Europe and in Korea, and encouraging networking:
1. Improvement of the Investment Climate and investment promotion. Policy measures
to achieve this objective include promoting macro-economic stability and reducing the
cost of doing business. More specific measures that could be considered include:
•

reduction of red-tape, cost of setting up a business, obtaining licenses,

•

creating an enabling environment for SMEs, and

•

a transparent and predictable regulatory framework for investment.

2. Encourage business-to-business contacts between the EU and Korea especially for
SMES in order to be able to exchange best practices, and develop business links that
facilitate production and international trade.
3. Enhanced co-operation on regulatory policies such as horizontal competition policies
and in a variety of sectoral regulatory frameworks including enhanced prudential
regulation for the financial services sector.
4. Encourage measures to facilitate long-term assignments of EU skilled professionals
in Korea, and Korean skilled professionals in the EU, notably in financial services and
technology development.
5. Encourage collaboration in research and development and encourage the exchange
of researchers.

SOCIAL
The main flanking policy measures to mitigate negative and enhance positive social FTA
impacts relate to the improvement of employment opportunities reflecting core labour
standards and decent work principles, promoting employment participation, and
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promoting gender equality. Generally speaking, the involvement of social partners and
civil society in the design and implementation of social policies is recommended.
Specific policy measures include:
1. Encourage employment creation and promote improvement of labour conditions. The
FTA is expected to have an overall positive impact on employment and on labour
circumstances in terms of health and safety standards. These effects could be further
enhanced through a number of flanking policy measures including the following:
•

Promotion of SME development and entrepreneurship as new sources of
employment creation;

•

Experiences in EU New Member States also illustrate the importance of the
involvement of key stakeholders in the different steps of this process; and

•

Encouraging and facilitating labour force entry by younger workers, promoting
lifelong learning, encouraging labour force participation, and facilitating labour
market re-entry and retooling for older workers.

2. Promoting cooperation with EU education system and promotion of educational
exchanges; and increased emphasis on professional training and education (addition
of curricula on entrepreneurship in higher education, vocational and professional
training schools, business administration, etc.) in order to encourage
entrepreneurship and to facilitate modernisation of different sectors.
3. Active labour market measures to improve economic opportunities for women and
older workers with an emphasis on supporting skills development and flexible
working arrangements.
4. Although we do not foresee significant adverse effects on Korean farmers from the
implementation of the EU Korea FTA, flanking measures in the form of decoupled
income support to older farmers or similar measures could support both farm incomes
and rural communities dependent on those farm groups.

ENVIRONMENT
As was discussed above the SIA sees few mitigation requirements for the environmental
impacts arising from the potential implementation of the EU-Korea FTA apart from
potential increased energy use and limited effects on climate change. As noted above
the SIA does not foresee significant adverse implications for Korean farmers deriving from
the implementation of the EU-Korea FTA, but the introduction of decoupled income
support for older farmers in response to broader adjustment challenges stemming from
the Doha negotiations or from other FTAs notably the KORUS, could contribute to less
intensive agriculture with positive implications for animal welfare and reductions of
adverse environmental impacts of intensive use of pesticides and fertilisers.
The SIA foresees potential benefits to be derived from increased co-operation on
environmental regulation and policy and from the rapid liberalisation of environmental
goods and services. The European Union has recently launched major new initiatives to
support more efficient energy use, to achieve greater use of renewable energy and to
reduce CO2 emissions in order to respond to global climate change challenges.5 Korea
has been constructively engaged in the United Nations Framework Convention on
Climate Change and the EU and Korea could cooperate in the process under the “Bali
Roadmap” to develop the next phase of commitments for global action.

5

Communication from the European Commission, 20 20 by 2020: Europe's climate change opportunity,
COM(2008) 13 final,COM(2008) 16 final,COM(2008) 17 final, COM(2008) 18 final, COM(2008) 19
final, and Moving Forward Together on Energy Efficiency COM(2008) 11 final, Brussels, 23.1.2008.
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Enhancing the Investment Climate and Supporting Innovation in Clean Technologies
1. Liberalising trade in environmental goods and services, improving the investment
climate and protecting intellectual property rights will all serve to support the
development and diffusion of clean technologies. In particular the policy framework
and regulatory process for environmental policy and regulation needs to be open,
transparent and predictable in order that private sector actors have appropriate
market signals and incentives to make long term investments in clean technologies.

Support Energy Efficiency and Environment
As economies which are heavily dependent upon imported fossil fuels, it is important both
economies to make energy efficiency a high priority and to strengthen energy efficiency
policy through various measures including:
2. Ensure that energy pricing reflects economic costs and environmental impacts in
order that there are appropriate incentives for long term investment in energy
efficiency and innovation.
3. Promote cooperation between the EU and Korea on the development of standards
and technical regulation and ensure that standards and energy efficiency norms
comply with best international practice for energy efficiency in products including
transport equipment and infrastructure.
4. Cooperation in the development of further energy efficiency policies as part of the
effort to reduce greenhouse gas emissions.
5. Consider increasing public support for in public-private partnerships for R&D
technology projects for renewable energy.
6. Promoting renewable power generation using market mechanisms such as tradable
certificates for emissions or pricing regimes that reflect environmental costs. Long
term investment in renewable energy requires a stable framework of regulation and
appropriate pricing that reflects the economic costs and environmental impacts of
fossil fuels.

Greater Cooperation on Multilateral Environmental Challenges
7. Develop common approaches to international environmental conventions and
international environmental responsibilities, including under the United Nations
Framework Convention on Climate Change (UNFCCC) and the Bali Roadmap.
8. More generally to strengthen bilateral and multilateral co-operation to enhance global
efforts on tackling climate change.

CONCLUDING COMMENTS
The overall economic impacts of the prospective EU-Korea FTA will not be large since
both sides are already highly integrated into the global economy. This is confirmed by a
variety of studies using complementary methodologies. The SIA has made a thorough
effort to identify specific sectors or sub-sectors where the economic adjustment
challenges could be greater or where there could be significant social or environmental
impacts. Since the implementation of the agreement will be phased in over several years
the economic adjustment challenges are unlikely to be significant for either Korea or the
EU even in the most sensitive sectors. This is especially the case since both sides will
continue to integrate into the global economies. If the EU-Korea FTA is not implemented
then the bilateral trade and investment relationship will be attenuated by preferential
arrangements with other partners.
The convergence in development levels and the broad similarity in the distribution of
income between the EU and Korea tend to limit significant social impacts on either side.
Similarly the expansion of trade, production and investment that is foreseen is unlikely to
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have significant net adverse environmental effects since an adequate framework for
environmental regulation and protection exists on both sides. Both sides face common
global challenges in protecting the environment and especially in improving energy
efficiency, the use of renewable energy sources and in addressing the challenges of
climate change.
The most significant effects of the EU-Korea FTA are likely to be to increase productivity
and efficiency and to stimulate technological innovation in a number of sectors. These
productivity and innovation effects could be useful in address the social challenges
confronting both Korea and the EU with aging populations and contribute to addressing
common global environmental challenges.
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2.

INTRODUCTION
This report constitutes the final phase of the Sustainability Impact Assessment (SIA) for
the potential Free Trade Agreement (FTA) currently being negotiated between the
European Union (EU) and Korea.6 This report draws on two previous reports. The sectors
and the horizontal issues analysed in this report were identified in the first phase Global
Analysis Report (GAR).
It includes in-depth studies of selected sectors and horizontal issues in order to
supplement the general qualitative and quantitative analysis carried out in the first phase
for the overall impacts on both sides.
This report aims to analyse in-depth the expected economic, social and environmental
impacts of trade and investment liberalisation measures which can be taken within the
framework of the EU-Korea FTA negotiations as part of the overall objective of the project
as defined in the Terms of Reference:
“The Trade SIA study should provide a deeper understanding of the sustainability impacts
of the trade and investment aspects of the Free Trade Agreement and the mechanisms
through which they might affect both the EU and Korea”.

2.1.

METHODOLOGY

Trade SIAs are based on the analysis of causal chain effects which seek to identify
significant cause-effect links between a proposed change in trade policy and its social
(including gender and poverty), environmental and economic impacts. The analysis
combines qualitative and quantitative approaches, uses sustainability indicators and is
based on the principle of proportionate analysis. The analysis focuses on the nine core
indicators identified in the Trade SIA methodology (three for each dimension of
Sustainable Development). The Trade SIA is also a tool to strengthen further the
Commission’s ongoing dialogue with stakeholders7 and with its trading partners.

ANALYTICAL AND QUANTITATIVE TOOLS
The Consultant has used a wide range of quantitative and qualitative tools in the different
phases of the study. During Phase One an overall global and trade context analysis was
undertaken including a review of the quantitative and qualitative studies of a potential EUKorea FTA previously carried out by DG Trade. The latest findings and developments
from related research and other sources have been used. Particular focus is attached to
potential third country indirect and longer-term dynamic effects of the potential EU-Korea
FTA.
During Phase 2 quantitative and qualitative analysis of the detailed sustainability
indicators in all three dimensions of sustainability have been undertaken for the three
sectors. The existing quantitative models are reviewed and adapted as appropriate.
Survey research tools will be used to survey selected industries and target groups. Again
there is an emphasis on third country indirect effects and dynamic effects.

REVIEW OF EXISTING RESULTS
A detailed literature review of existing results and the outcomes of past studies will be
used as the basis for the work as appropriate. The Communication on Impact
Assessment and related guidelines (COM (2002) 276) as well as DG Trade’s SIA

6

Throughout the report Korea refers to the Republic of Korea. The Democratic Republic of Korea is
referred to as North Korea or the Democratic Republic of Korea.
7

In accordance with the main categories of potential stakeholders as identified in the European Commission
Communication (2002 704 final) summarised in table 3 of the SIA Hanbook (p.24/25) and also taking into account
section 5.4.2 of the SIA Handbook - (Civil society groups targeted for consultation).
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Handbook provide guidance on how economic, social and environmental impacts will be
assessed.

ASSESSMENT FRAMEWORK
Attention will be paid to building a coherent and rigorous assessment framework, in
particular in areas where the existing framework needs to be strengthened This will
inevitably lead to the reduction in the scope of the work finally carried out by focussing on
specific sectors, social groups and potentially affected geographical areas. The choice of
sectors, social groups and areas must be rational and justified. Further reduction in the
scope of the analysis will be made following consultations and will aim at prioritising key
issues and potentially affected geographical areas.
Each reduction in scope of the analysis must be done on the basis of a clearly explained
and rational approach including:
1) An analytical and rational assessment phase using relevant assessment tools and
including quantitative analysis and modelling. This assessment will identify a limited
number of issues, social groups and geographical areas which appear to be significant in
terms of the scale or importance of the impacts expected.
2) Confirmation of the relevance of these key issues in potentially affected geographical
areas through the consultation of stakeholders and trading partners.
Regarding the effects on the EU, this analysis will include general assessments at the
level of the EU 27, the national level and the regional level (in particular for the weakest
regions of the enlarged EU). More detailed assessments will be made for geographical
areas that will be most affected by the sustainability impacts in the selected sectors.

EVALUATE THE SUSTAINABILITY IMPACT OF THE TRADE ASPECTS OF THE EU- KOREA FTA
The analysis focuses on the sectoral and horizontal aspects of the effects of the proposed
FTA on sustainability (economic, social and environmental context) in the EU and Korea.
It identifies areas on which increased trade or investment activities are likely to have an
impact, both positive and/or negative. The assessment provides an analysis in the EU
and Korea at an aggregate level as well as of specific regions that are key or most
representative of the impacts expected depending on the level of information and the
nature of the impacts for each sector.

Indicators
The SIA methodology uses a core group of sustainability indicators to measure the
impact that further liberalization and changes in rule-making might have on sustainability.
Both target and process indicators are used. While Target indicators serve to indicate the
final impact on sustainable development, Process indicators assess the compatibility on
the long term of the policy decision with sustainable development.
These indicators are balanced between economic, environmental and social indicators
(see the table following). The purpose of this table is simply to illustrate the different types
of indicators.

Table 2.1: Core and Second Tier Target and Process Sustainability Indicators
Indicator
A. Target

Core

Second Tier

Real income

Per capita income at PPP, economic growth, FDI and
technology transfer

Fixed capital formation

economic, other (social, environmental) components of fixed
capital formation

Employment
Income and Demographics

self-employment; informal sector employment
Proportion of the labour force in rural sector, aging of the

Economic

Social
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labour force
Social, Health and Education
Indicators

income distribution; gender; other disadvantaged agerelated groups (young, old); indigenous peoples, ethnic
minorities
air, water, and land quality indicators

Equity
Environment

B. Process

Human Development Indicators, life expectancy; mortality
rates; literacy rates; primary, secondary and tertiary
enrolment rates, health indicators

Environmental quality
Energy and Natural resources

energy resources; other non-renewable and renewable
resources, energy utilisation

Global environmental issues
Consistency with principles of
sustainable development

Climate change
Polluter pays; user pays; precautionary principles

Institutional capacities to
implement sustainable
development strategies

Sustainable development mainstreamed and integrated into
policy-making; high-level ownership and commitment to
sustainable development objectives

Significance Criteria and Scoring Systems
The criteria which are proposed for use in assessing the significance of any change in a
Sustainability indicator are shown in Table 2.2. The scoring notation to be used in
recording the significance of each impact in an impact assessment table is also shown in
the table below.

Table 2.2: Significance Criteria and Scoring
Significance criteria
•
•
•
•

extent of existing economic, social and environmental stress, in affected areas
direction of changes to base-line conditions
nature, order of magnitude, geographic extent and reversibility / duration of changes
regulatory and institutional capacity to implement complementary measures
Scoring
0 = non-significant impact compared with the base situation
1 = lesser significant impact
2 = greater significant impact
+ = positive impact
± = positive and negative impacts likely to be experienced
-/+ = negative over an initial (specified) period of time but expected to become positive in the
longer term.

ANALYTICAL TOOLS AND METHOD
Trade SIAs are based on the analysis of causal chains which identify the significant
cause-effect link between a proposed change in trade policy and its social, environmental
and economic impacts. This analysis, as far as possible, combines qualitative and
quantitative approaches, uses sustainability indicators and is based on the principle of
proportionate analysis. Quantitative assessments are provided whenever modelling tools
and results are available. Different quantitative and qualitative approaches are utilised
and the results are compared. The analysis is based on a detailed and comprehensive
description of the trade and investment context underlying the future agreement’s
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implementation and of trade measures to be included in the agreement. In particular, it
includes an analysis of:
•

The trade flows (goods, services (with modes/sectors features) and investment flows.

•

The existing tariff and non-tariff barriers.

•

The sensitivity of sectors involved, including services and rules issues.

•

A detailed characterisation of each trade and investment measure to be negotiated.

•

A description of the market conditions.

For all cross-cutting issues, such as investment, an analysis of the potential economic
and policy implications and the sustainability impacts is presented.

2.2.

CONSULTATION PROCESS

There are several consultation processes in the EU-Korea TSIA. There are consultation
meetings arranged in Brussels with various European stakeholder groups including
representatives of member states, industry associations and civil society. A workshop
was organised with a wide range of stakeholder groups in Korea. The TSIA team has
received comments and input including detailed submissions through email to the TSIA
website, mail@eu-korea-sia.org. Finally the team members in both Europe and Korea
have actively contacted various stakeholders including industry groups and civil society
organisations.

FIRST CONSULTATION MEETING IN BRUSSELS
On November 30, 2007, a public consultation meeting was held in Brussels to present the
preliminary findings of the Phase1 Global Analysis Report. Members of the team
conducting the SIA and a number of EC staff were present. Among the institutions and
organisations represented were the Embassy of Japan, European Pharmaceuticals
Federation, Information and Communications Technology (ICT) Federation, European
Satellite Operators Association, European Automobile Manufacturers Association
(ACEA), Eurochambres, European Economic and Social Committee, Korean International
Trade Association (KITA) Brussels Office, Korean Mission to the EU, Toyota, Europe,
Volkswagen Europe, and UK Government, BERR-DFID.

SEOUL WORKSHOP
As presented in the Draft GAR, the major dimension of the SIA is to “provide a deeper
understanding of the sustainability impacts of the trade and investment aspects of the
Free Trade Agreement and of the mechanisms through which they might affect both the
EU and Korea”. In line with the methodological guidelines for SIAs, this is achieved
through a participatory process that strives to include as broad a spectrum of relevant
stakeholders as possible. Despite constraints of time, this was achieved through a
th
workshop conducted in Seoul on Friday, December 14 .
th

The workshop was organised back to back with the consultations held in Brussels on 30
of November 2007 and was structured against the draft GAR which was made available
on the EU-Korea SIA web site, so as to allow and elicit comments.

The workshop took place in the prestigious COEX international centre and exhibit hall of
Seoul, thereby providing high visibility to the event, and to the EU, through a large display
of guiding banners from the public access points in the street through the entire COEX
building.
The event had been prepared with a mail invitation letter disseminated to over 1500
potential participants of academic research centres, think tanks, advocacy groups, public
administration representatives and civil society organisations. Member states were invited
through the EU Delegation in Korea.
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A flyer, printed in Korean and English, recapitulated the details of the event, and provided
a detailed schedule of the workshop and the list of the main interventions and
commentators.
At the workshop, participants were presented with a bound copy of various Korean and
English translations of presentations, a full English version of the draft GAR, and a
Korean version of an executive summary of the Draft GAR.
The workshop was structured around 4 main sessions each with the following focus:
A) EU-Korea Relations in a global context
B) Comments and discussion on the three dimensions or pillars (economic, social and
environmental) of the impact assessment of the EU-Korea FTA
C) Sectoral impacts and issues for the EU-Korea FTA
D) Horizontal issues for the EU-Korea FTA
Each session included a series of presentations flagging the main issues, within the broad
perspective of the session. The four presentation sessions were complemented by a
smaller round table where participants could interview the consultants and open debate
on points of particular interest.
Introductory remarks were made by Mr Gareth Steel, from the Trade and Sustainable
Development Unit in the EC DG trade in Brussels, who summarised the main features of
SIAs and their participatory approach, and by the Korean International Trade Association
(KITA) board Director Lee Joong Ho.
The first session was a presentation by the Team of consultants of the methodological
approach and of some of the main findings as encapsulated in the draft GAR. It detailed
in particular the varying levels of convergence between the EU and Korea in terms of
economic development (GDP) and in terms of human development index (HDI). It also
presented asymmetries, in particular in services, between the EU and Korea. It also
insisted on the transformations at work and on the importance of sectoral and behind the
border issues above strict tariff issues.
Another presentation was centred on the SIA of the FTA and more specifically on the
social dimensions and challenges facing the prospective partners of the FTA .
Professor Inkyo Cheong, of the Inha University, and specialist of FTAs, devoted his
intervention to the impacts of the FTA on Korea’s manufacturing sectors. His presentation
made reference to environmental regulatory concerns in relation to REACH and generally
environmental standards.
The second session was structured around Korean views on the FTA. It offered a broad
scope panel of speakers including a journalist from the Korean Economic Daily, the
coordinator of the Korean Federation for Environmental Movement, a representative of
the Office of Health and Environment, and various academic authorities and researchers.
Among the points in discussion, the timing of the SIA came into question, as being late
compared to the negotiations. The simultaneity of the negotiations between EU and
Korea and the implementation of the US and Korea FTA was underlined. The Korean side
offered various interpretations for the EU motivations to enter the FTA.
Particular focus was put on the perceived contradiction between the EU and Korea
regarding environmental standards, whereby the EU would try and strengthen
environmental standards while Korea would rather try and ease regulations. The need
and level to which services should be considered under the FTA also was reviewed, as
well as issues of realistic timeframes.
The SIA exercise as such was declared a very positive best practice by the representative
of the civic group, as it was claimed that apart from this EU supported activity social and
environmental impacts were neither researched nor costed. The specific case of the
Korea US-FTA was cited as a comparison.
The discussion also brought forward the need to differentiate and tailor the details of the
agreement to respond to the needs of small-scale farmers.
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The topics covered also included the consequences of the potential privatisation of the
government procurement market, in particular in reference to utilities such as water, and
stated the Korean SMEs constraints in applying strict environmental regulations. The
issue of gradual and optimal timeframe for implementation of the FTA came under
discussion. One intervention presented the perspective of the consumer and the need to
have the consumer feel benefits from lower tariffs. References were made to the need to
diversify the economy and not have it rest so heavily on so few exports. Currency issues
were reviewed, and the appreciation of the won was assessed as a constraint to
competitiveness.
The third session was devoted to the sectors that have been screened for detailed
review under Phase II of the SIA. Interventions were sector specific.
The choice of the agriculture sector was broadly validated, and the EU developed
methodology of the SIA was again praised as a best practice, and a useful tool to monitor
the FTA. Main focus was on determining “mutually beneficial” mechanisms. The
intervention insisted on the discrepancy in size of the EU (12M) and Korea (1,1M)
agricultural populations.
Regarding the automobile sector, main features of the intervention included stressing that
the EU has high tariffs and that Korea wishes a rapid lowering of the tariffs. As regards
NTBs, issues regarding technology standards were raised and the need to reach mutual
recognition was stressed. The position of the EU on safeguard measures and rules of
origin was considered as too strict.
The Financial sector was assessed as fragmented and therefore needing a grace period,
to allow the Korean services to build up capacity. It was recommended to pay particular
attention to cross border transactions. Finally liberalisation of the financial sector was
viewed as a balancing exercise between the EU and the US.
The sector of environmental goods and services, selected in line with the DDA,
underscored the low level of environmental services in Korea. The sub-themes of water
management and of renewable energy were found of high value for the SIA. The GAR
was criticised for being too narrow in scope, and the intervention concluded with the need
for a staged negotiation.
The fourth session was structured around the cross-cutting themes defined in the GAR.
Main issues regarding the rules of origin related to the value-addition mechanisms and
ratios; it used comparative data with the US to seek a lowering of ratios to identify goods
under the rule of origin. The comparison with the US was also made in relation to
remanufactured products, with the specific case of medical products made with other
products and related health considerations.
Regarding IP, main considerations related to the need to prioritise Geographical
Indications (GIs) to be protected and to select standards and scope of IP protection. The
need to register IPRs with each EU country and the attendant language constraints were
viewed as a major drawback by the Korean side. Finally issues related to the organisation
of the attorney profession were discussed.
Regarding TBT and SPS, main issues related to the lengthy Korean certification process;
the changes in environmental standards were also discussed and the insistence of the
EU on animal welfare.
The final intervention was devoted to investments and services, and touched upon issues
related to visa, and professions such as the legal profession.
Round-table:
The four sessions were complemented by a closing round table session where the
consultants took questions from the participants who wanted to take the issues previously
treated a step further and there was opportunity for wider discussion.
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The round table picked up on the issue of mutual recognition in the case of legal services,
and architects indicating that professional standards and accreditation were an important
issue in opening trade in services.
The discussion included a critical assessment of the Korea-Chile FTA in consideration of
the lack of positive benefits reaped by the Korean consumer. In the view of one consumer
NGO representative there was not sufficient increase in trade and competition as a result
of the Korea Chile FTA in order to provide real benefits to consumers. Some concerns
were expressed that the EU had a hidden agenda in using the FTA as a beachhead
towards other Asian Markets.
A leading representative of the business community voiced the wish that the FTA be
coupled with cooperation agreements, possibly covering sensitisation campaigns among
business and consumers.
The implementation of the EU Korea FTA was also linked politically with the tentative
2012 deadline for the successor to the Kyoto protocol and greater cooperation on clean
technologies. It was felt that cooperation on environmental technologies was a promising
avenue to pursue.

Key Points for Consideration:
- The workshop provided an overall validation of the choice of sectors such as foreseen in
the GAR for in-depth exploration for Phase II of the SIA.
- The SIA process is broadly considered a welcome participative tool on the Korean side
to enhance the public-private dialogue on the social and environmental issues framing the
economic dimension of the FTA. The EU approach to Sustainability Impact Assessment
of potential FTAs was recognised as providing an otherwise not existing forum to examine
environmental concerns in particular, and the EU is globally credited for adopting an
integrated approach to the Sustainability Impact of the FTA, with emphasis on the social
and environmental dimensions.
- There is plenty of room to deepen knowledge of EU institutions and functioning among
Korean society and stakeholders of the FTA. There is in particular an unmet demand on
the part of the Korean stakeholders to clarify the articulation of national economic data,
policies and interests of the EU members, with the overall mandate of the EU and the
particular focus of the DGs in terms of economic policies and external relations.
- The specific role of the European Commission and the implications of the common
external trade policy of the European Union were not well understood by some
participants. Some participants believed it would be necessary for Korea to negotiate and
to sign agreements with all the 27 EU member states in a manner analogous to Korea
ASEAN, where Korea has bilateral FTAs with nine of ten ASEAN members.
- There is awareness of the need for Korea to open its economy, but there are many
fears, including that the services sector in particular is not ready and needs time to adjust.
- The EU is positively viewed as a balancing weight in the global trade system, and the
simultaneity of the EU and US Korea FTA is seen as unique in Asia and fraught with
opportunities and challenges.
- While Korea has acquired experience with FTAs through its negotiations with Chile,
ASEAN, EFTA and the US, there is still a rather weak knowledge base in broader society
about economic social and environmental impacts.

PARTICIPATION IN THE WORKSHOP
The workshop offered simultaneous translation services of high quality throughout.
The registration for the workshop with 93 participants indicates that the event successfully
reached a wide spectrum of stakeholders and included representatives of business,
academic and research institutes, agricultural and fisheries, labour unions, environmental
organisations and consume and civil society organisations. See the table below.
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Table 2.3: Participants in the Seoul Workshop
Business Representatives

25

Industry Associations

21

Academic and Research Institutes

19

Labour Unions

4

Government and Diplomats

6

Environmental NGOs

5

Agriculture and Fishing

6

Consumer and Other NGO

7

Total

93

SECOND CONSULTATION MEETING IN BRUSSELS
A second consultation meeting was held in Brussels on 21 February to review the draft
Phase Two report. Participants came from European industry and agriculture, civil society
and labour unions. A number of representatives of EU trading partners participated as
well. Issues discussed included the rule of origin and duty drawback arrangement for
automotive trade, the potential scope and role of a sustainable development chapter in
the EU Korea FTA, and the impact of the EU Korea FTA on agricultural trade.

THIRD CONSULTATION MEETING IN BRUSSELS
A third Consultation Meeting was held in Brussels to review the Draft Final Report on 14
March 2008. Among the participants were representatives of European industry,
agriculture, civil society, staff of the European Parliament, European institutions, industry
representatives from EU trading partners and academic research institutes. Among the
issues discussed were the potential implications for EU Korea automotive trade and
investment, the implications for investment, the implications of the global turbulence in
credit markets for financial services, and the implications for labour markets and the
implications for agricultural trade of the EU Korea FTA.

OTHER CONSULTATIONS
In addition to the public consultations meeting in Brussels and the workshop in Seoul, the
team has received input and submissions from interested stakeholders in the EU and in
Korea through the website, www.eu-korea-sia.org. In addition in the EU and in Korea the
team has actively contacted some key stakeholder representatives. The following table
summarises some of the stakeholder consultations and input.
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Table 2.4: Summary of Contributions from, and Consultations with, Stakeholder Groups to the Sustainability Impact Assessment of the EU Korea FTA*

Organisation
ACEA European Automobile
Manufacturers Association

An Bord Bia – Irish Food Board Export
Agency
CAOBISCO EU Chocolate, biscuits and
confectionary association
CEA European insurance and
reinsurance federation

Centre for Automotive Industry Research
at Cardiff University

Issue or Issues Raised
•
Competitiveness of Korean carmakers in
Europe, their market share potential;
•
Tariff phase-out suggestions;
•
Identification of barriers to EU car
exports to Korea (e.g. tariffs and technical
standards);
•
Rules of Origin issues (e.g. China
inputs);
•
General discussion of studies analytic
approach.
•
General comments on access and
opportunities in the Korean market for agrifood exports.
•
General expressions of support for the
FTA initiative;
•
Identification of market access priorities.
•
Overall capacities of EU insurance
companies to operate in Korea;
•
Maximum equity participation in local
insurance company;
•
Regulatory transparency, uncertainty
about consolidation of financial variables at
world-wide levels.
•
Cited in Economist magazine 2006
survey of structural change in the automobile
industry, follow-up discussion’
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Addressed
Automobile and rules of origin chapters of
Phase 2 and final reports

Agriculture and food chapter of Phase 2

Agriculture and food chapter of Phase 2
and final reports
Financial services chapter of Phase 2 and
final reports

Automobile chapter of Phase 2 and final
reports
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CEPS The European Spirits Organisation

CIAA Confederation of the Food and
Drink Industries of Europe

COLIPA
The European Cosmetic,
Toiletry and Perfumery Association

EBF European Banking Federation

EFAMA European Fund and Asset
Management Association

•
Identification of attractiveness of Korean
market and specific NTBs impeding access –
e.g. warehousing and labelling restrictions
and tax preferences favouring local spirits.
•
General industry overview; review of the
FTA initiative, and
•
identification of opportunity areas, e.g.
pork, spirits and particularly processed food
products.
•
Assistance in clarifying detailed trade
and market analysis data.
•
Experience with the trade dispute with
Korea since 1997 on cosmetics related to
burdensome labelling
regulations and
technical regulations which are Technical
Barriers to Trade;
•
Recommendations for resolving the
dispute;
•
Recommendations for the FTA including
acceptance of international standards and
mutual recognition.
•
Overall capacities of EU banks to
operate in Korea;
•
Maximum equity participation and
regulatory obstacles for acquisitions;
•
Impact of the current policy changes on
capital markets operations in relation with the
Government objective of making Seoul a
financial hub for the region;
•
Regulatory transparency and move to a
“negative “list for defining activities not
allowed or regulated.
•
Overall
capacities
of
EU
asset
management companies to operate in Korea;
•
No “critical” issue was raised as
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Agriculture and food chapter of Phase 2
and final reports

Agriculture and food chapter of Phase 2
and final reports

Technical Regulations and Standards
chapter

Financial services chapter
and final reports

of Phase 2

Financial services chapter of Phase 2 and
final reports
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EFPIA
European
Federation
Pharmaceutical
Industries
Associations
Environmental
Korea

Movement

Alliance

of
and
in

obstacles for EU firms;
•
Tax discrimination of non-Korean funds
vis-a-vis locally domiciled funds with regard
to capital gains tax related to the decision to
eliminate capital gains tax on locally
domiciled funds).
•
Identification of intellectual property
related impediments to accessing and
servicing the Korean market.

Intellectual property chapter of Phase 2
and Final Reports

•
EU-Korea FTA less disruptive for Korean
agriculture than KORUS.
•
Cooperation on Animal Welfare is
positive.
•
Priorities for market access and tariff
phasing.

Agriculture and food chapter and
Technical regulations and standards
chapter of Phase 2 and final reports

•
Expression of support for the FTA
initiative and assistance in identifying
representative industry contacts.

Phase 2 and final report

European Federation for Transport &
Environment

•
Provision of
emissions data.

producers

Automobile chapter in Phase 2 and
Environmental Impacts

European Industrial Relations
Observatory

•
Provision of background studies on
industrial relations, employment levels, and
union-management structures in the car
industry in individual European countries.
•
Background data and information on
restructuring
and
competitiveness
of
European automobile industry.
•
Issue of core labour standards;
•
Labour rights in Kaesang Industrial
Complex;
•
Occupational health and safety issues.
•
Rules of origin should not be too

Automobile chapter of Phase 2 and
Social chapter of the Phase 1 Report and
the final report

Eucofel Brussels
EUROCHAMBRES
Association of European Chambers of
Commerce and Industry

European Partnership for the Anticipation
of Change in the Automotive Sector
European Trade Union Confederation

Ewha Woman’s Univ.

recent

car
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Agriculture and food chapter of Phase 2
and final reports

Automobile chapter of Phase 2 and final
reports
Social chapter of the Revised Phase 1
Report and the Final Report

Rules of origin chapter of the Phase 2
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FRESHFEL EUROPE

International Trade Union Confederation

Irish Business and Employers
Confederation – Meat and Dairy Sections
JRI (Inha University)

KAMA Korean Automobile Manufacturers
Association

KBDFA Korean Beef and Dairy Farmers
Association
KISDI
Korea
Information
Development Institute

Korea Economic Daily

Society

restrictive due to the structure of Korean
economy.
•
Receipt of Association memorandum on
FTA with Korea, comparative impact of
KORUS FTA, provision of trade data for
specific fruit and vegetable categories,
appraisal of potential of ROK market, and
identification of trade irritants (e.g. high
tariffs), specific tariff phasing.
•
Issue of core labour standards;
•
Labour rights in Kaesong Industrial
Complex;
•
Occupational health and safety issues.
•
Confirmation of importance of Korea
market broadly for pork and dairy, and for
non-assisted beef cuts (e.g. offal).
•
Specialisation will result from FTA with
increased intra-industry trade, and net gains
for Korea in automobiles and EU in
processed foods.
•
Tariffs should be reduced quickly and
rules of origin should be transparent and
simple;
•
Emissions controls should be technology
neutral.
•
Cattle sector is very sensitive to import
competition due to many small holdings.
•
CE certification poses challenges for
Korean manufacturers;
•
Mutual Recognition Agreement should
be part of the EU Korea FTA.
•
Increased competition and higher
technical standards will stimulate innovation
and improve sustainability eg emission
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and Final Report
Agriculture and food chapter of Phase 2
and final reports

Social chapter of the Global Analysis
Report and the final report

Agriculture chapters of the Phase 2 and
Final Reports
Global Analysis Report

Automobile chapter of Phase 2 and final
reports

Agriculture and food chapter of Phase 2
and final reports
Technical Regulations and Standards
chapter of Phase 2 and Final Report

Global Analysis and Final Report
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Korea Environmental Council in Europe
Korea International Trade Association

Korean Advanced Farmers Federation
Korean Automobile Industry Research
Institute

standards for automobiles.
•
Significance of environmental goods and
services sector.
•
Rules of origin need to be clear
transparent and liberal for benefits to industry
and to consumers.
•
Tariffs should be eliminated quickly.
•
Geographical Indications are a concern
to Korean agri-food sector.

Environment
Chapter
and
Sector
Selection of the Global Analysis Report
Rules of origin chapter in the Phase 2
and Final Reports

Agriculture and food chapter of Phase 2
and final reports
Automobile and rules of origin chapters of
Phase 2 and final reports

•
More cooperative work needs to be done
before common automotive standards can be
implemented based on UNECE.
•
Supports liberalisation of environmental
goods and services;
•
High tariffs and border protection for
agriculture lead to unsustainable agricultural
practices affecting soil and water;
•
There is a need for appropriate policies
to foster renewable energy development.
•
Expressed concerns about liberalisation
of the agricultural sector.

Agriculture and food chapter of Phase 2
and final reports

KREI Korea Rural Economic Institute

•
Small farms are important to the rural
economy in Korea.

Agriculture and food chapter of Phase 2
and final reports

LGERI LG Economic Research Institute

•
Expansion
of
regional
production
networks in East Asia should stimulate EU
FDI with the FTA.
•
Provided analysis on environment and
natural resources.

Global Analysis Report and Final Report

Korean Environmental Policy Research
Institute

Korean National Federation of Farmers
Associations

MMAF Korean Ministry
Affairs and Fisheries

of

Maritime

MOCIE Korean Ministry of Commerce,
Industry, and Energy

•

Myongji University

•
Liberalisation of Services and Investment
in Korea could enhance economic growth.

Provided background on energy sector.
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Environment chapter of Phase 1,
Environmental Goods and Services
Chapter of the Phase 2 and Final Reports

Environmental
Chapter

Goods

and

Services

Environmental Goods and
chapter of Phase 2 Reports

Services

Global Analysis Report
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Final Report
OEITFL
Organisation of European Fruit and
Vegetable Processing Industries
Office of David Martin MEP

RSPCA Royal Society for the Prevention
of Cruelty to Animals, WSPA, CIWF,
Eurogroup for Animals

SungChang PA's & PE's

United
Kingdom
Department
for
Business, Enterprise and Regulatory
Reform

•
Potential of Korean market for EU
canned peach exports if tariff parity with Chile
could be achieved’
•
Importance of this to Greece and Spain
in particular.
•
The issue of labour rights and labour
standards;
•
The consumer impact of services
liberalisation especially for basic public
services’
•
Gender impacts of FTA;
•
Impact of agricultural liberalisation on the
rural economy.
•
Impact of FTA on Animal Welfare;
•
Links between intensive agriculture and
animal welfare;
•
Role of animal welfare in SPS and other
standards.
•
Korea has limited experience with
Geographical Indications and their scope
needs to be defined clearly.
•
The issue of sector selection for the
Phase 2 analysis.

Agriculture and food chapter of Phase 2
and final reports

Social chapter of the Revised Global
Analysis Report, Several chapters of the
Phase 2 and Final Reports.

Agriculture and food chapter and
Technical regulations and standards
chapter of Phase 2 and Final Reports

Intellectual Property Chapter of Phase 2
and Final Report.
Selection of sectors for analysis in the
Phase 2 report

* Contributions included written briefs, participation in workshops and consultation meetings and individual meetings and interviews.
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3.

ECONOMIC CONTEXT
In this chapter, a brief overview is presented of the overall trade patterns and
performance by the European Union and the Republic of Korea, followed by a review of
bilateral trade investment and economic relations. The chapter provides a brief
comparison of the trade regimes and summarises various regional trade initiatives
underway by the EU and Korea.

3.1.

OVERVIEW OF TRADE PERFORMANCE

OVERVIEW OF EUROPEAN UNION TRADE
The European Union is the largest global trader. In 2006, the combined extra EU trade in
goods (exports and imports for the EU-25) exceeded $3.2 trillion, which was about thirty
percent greater than the extra-NAFTA trade for North America. The EU-25 is also the
largest exporter and importer of commercial services accounting for about 20 percent of
world trade when internal EU transactions are excluded. Overall the EU-25 ran a deficit of
about 4 percent of total trade in goods or $116 billion which was partially offset by a
surplus of $84 billion on commercial services.8 The increase in energy prices in recent
years has increased the deficit in energy trade for the EU.
The following maps present an overview of the global pattern of EU-25 trade in goods for
exports and imports in 2006.

Figure 3.1: EU Exports of Goods by Region

EU-25 Trade in goods: Exports by region
(2006, billion euro)

EFTA
128.7
CIS 53.1
NAFTA
313.5

China &
Hong Kong
84.9

MED10
63.5
GCC6
53.9
Andean
5.0

SAARC
30.5

Japan &
Korea
67.4

ASEAN
48.4

ACP
55.5
MERCOSUR
27.0

Australia &
New Zealand
24.1

Although the EU is a global trader, trading with all regions of the world, trade flows with
contiguous EFTA countries, Iceland, Liechtenstein, Norway and Switzerland, are more
Note that this data are derived from the World Trade Organization, International Trade Statistics
2007, Geneva, 2007 and are presented in US dollars for comparative purposes.

8
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significant than trade with other more populous regions due to proximity and the degree of
economic integration. EFTA countries are the second largest export market for the EU
after NAFTA. The EU does have a trade deficit with EFTA principally due to energy
imports from Norway.

Figure 3.2: EU Imports of Goods by Region

EU-25 Trade in goods: Imports by region
(2006, billion euro)
EFTA
153.1
CIS 81.3
NAFTA
206.4

China &
Hong Kong
203.9
MED10
85.8
GCC6
36.3

Andean
8.7

SAARC
32.9

Japan &
Korea
114.2

ASEAN
78.1

ACP
58.9
MERCOSUR
40.5

Australia &
New Zealand
14.0

A few brief observations on the dynamics of EU trade patterns and the pattern of global
surpluses and deficits can be made. First, the United States has been traditionally a large
trading partner for the EU-25, but its share especially of EU-25 imports has declined in
recent years. As a result during 2006 the EU-25 ran a sizeable trade surplus with the
North American Free Trade Area (NAFTA). At the same time the exports of China have
surged in recent years since accession to the WTO and the EU trade deficit with East
Asia has expanded. Of course China has expanded its exports on a global basis. The
rapid expansion of the large trade surplus of China has raised questions of whether
macroeconomic policy settings are appropriate or whether policy adjustments are
required.
The current macroeconomic policy challenges are that the declines in the US dollar
exchange rate and slower growth in the US economy, -- which may be appropriate if not
yet sufficient as judged by the IMF to unwind the large trade and current account deficits
of the US economy in a more or less orderly manner--, may interact with the policies of
other countries. In particular, currencies of countries which are running large surpluses
relative to the size of their economy and which are pegged to the dollar such as the China
and the Gulf states may influence the international balance of payments adjustment
process.
Trade within the European Union has also expanded rapidly in recent years due to the
deepening of the Single Market and the enlargement from 15 to 25 with 10 New Member
States (NMS -10) in 2004 and the accession of Bulgaria and Romania at the start of
2007.
The growth surge in the NMS has been associated with a surge in FDI and sizeable trade
deficits for the group. The EU-15 group has had a significant trade surplus with the NMS
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during this growth spurt which started prior to EU accession and has continued up to the
present. The current IMF projections are that economic growth in the NMS will remain
vigorous in the near term.9
Korean exports to the EU NMS have increased rapidly since 2004 due in part to the
vigorous growth in these economies. In addition for the NMS 10 which joined the EU in
2004, on balance their trade regimes became more open on an MFN basis as these
economies implemented the common commercial policy of the European Union. Overall
the accession of the NMS resulted in a significant opening of their trade regimes on an
MFN basis.10
The Republic of Korea is a significant trade partner for the EU accounting for about 2.8
percent of imports and 2 percent of exports, but the relatively limited share of Korea in
overall EU external trade suggests that the impacts of the proposed EU-Korea FTA are
likely to be sector or industry specific and are unlikely to have overall macroeconomic
effects at least on the European side. Of course broader macroeconomic developments,
currency re-alignments and the evolution of global trade and payments flows could
influence the context for the negotiation and implementation of the EU-Korea FTA.

OVERVIEW OF THE RECENT TRADE AND ECONOMIC PERFORMANCE OF THE REPUBLIC OF KOREA
After rapid growth in per capita GDP during the 1970s to the 1990s with an emphasis on
export led growth, Korea has been transformed from a relatively poor developing country
into a high income economy which has become a member of the Organization of
Economic Cooperation and Development. After a strong recovery from the 1997-1998
financial crisis in 1999 and 2000, economic growth in Korea has been relatively strong but
at a more moderate pace than previously.

Table 3.1: Percentage Growth in Korean GDP on Annual Basis
2001

2002

2003

2004

2005

3.8

7.0

3.1

4.7

4.0

The Republic of Korea is a global trader with China, the EU, the USA and Japan being
the largest trading partners and the most important export destinations. However, Korea
also trades extensively with other partners in Asia and in other parts of the world as the
following table of export partners indicates. As the following table indicates the European
Union is an important export partner for Korea.

9

IMF, Regional Economic Outlook: Europe, November 2007.
The Baltic States which had recently acceded to the WTO had quite open trade regimes prior to EU
accession, but the larger economies in the NMS, notably Poland, had trade regimes that were much
more restrictive than the EU common commercial policy.
10
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Table 3.2: Export Trading Partners for Korea
Partners

China
EU
USA
Japan
Hong Kong
Singapore
Malaysia
Indonesia
Russia
India
Australia
Canada
Mexico
Thailand
Vietnam
Philippines
United Arab Emirates

Exports in billions
of euro
64.9
34.7
34.4
19.8
11.1
7.6
5.1
5.0
4.9
4.5
4.1
4.0
3.7
3.7
3.4
3.0
2.7

Share of Exports
(%)
25.8
13.8
13.7
7.9
4.4
3.0
2.0
2.0
1.9
1.8
1.6
1.6
1.5
1.5
1.5
1.2
1.0

Source: IMF DOTS trade data.

Table 3.3: Top Ten Import Partners for Korea \ (77% of total, in 2006)
Partner
Japan
China
USA
EU
Saudi Arabia
UAE
Indonesia
Australia
Singapore
Kuwait

€ million
43 904
38 900
28 334
21 798
16 070
9 996
8 166
8 020
7 627
5 964

% total
18.0
15.9
11.6
9.0
6.6
4.1
3.3
3.3
3.1
2.4

Source: IMF DOTS.
Despite continued strong export performance, concerns have been raised recently about
Korea’s competitiveness. Exports have recorded double-digit growth for the past four
years, benefiting from Asia’s growing trade and production links. At the same time, the
won has appreciated by 20 percent in real effective terms since end-2004, among the
highest in emerging Asia. Coupled with rising oil prices, this is squeezing the profit
margins of some Korean companies, including those in key export sectors. In addition,
competition with China and other low-cost countries is eroding Korea’s industrial base, as
companies are moving some of their operations overseas, resulting in stagnant
investment and lower employment in manufacturing. Korea is perceived by some as
being “sandwiched” between China, its key trading partner, which is catching up rapidly in
terms of product technology, and Japan, its major export competitor, which is still
technologically more advanced.
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The IMF has conducted a special study on the exchange rate policies and alignment of
the Korean Won.11 Whether the appreciation of the Won in real terms is appropriate is
matter for policy debate and discussion. As the following table indicates, Korean exports
have been growing strongly while the overall trade surplus has declined moderately in the
last two years.

Figure 3.3: Korea Total External Trade
S outh K orea T otal E x ternal T rade
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Source: DOTS.
According to the IMF, the exchange rate of the Won has appreciated steadily in recent
years, but overall export performance for Korea has remained strong. At the same time,
Korea is facing increasing competition from Japan and China and other low-cost
countries, while the prospects of a shrinking labour force and stagnant service sector
productivity threaten to limit its potential growth. To cope with these challenges and in
order to achieve sustainable growth over the long term, the IMF recommends that Korea
will need to continue to bolster its competitiveness by moving its manufacturing sector
further up the value chain; accelerating reforms aimed at improving the investment
climate; opening and deregulating the service sector; and enhancing labour market
flexibility.

EU-KOREA TRADE AND INVESTMENT LINKS
The following section reviews the key elements of EU-Korea trade and investment links.
As noted previously Korea accounts for less than 3 per cent of EU imports and 2 per cent
of EU exports. This share of Korea in EU imports and exports is depicted in the following
chart.

International Monetary Fund, Republic of Korea: Selected Issues, October 2007, IMF Country
Report No. 07/345.
11
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Figure 3.4: Share of Korea in EU Exports and Imports
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Source: IMF DOTS.
The European Union accounts for a much larger share of exports and imports for Korea
than is the case for Korea’s trade with the EU. This is evident from the chart below.

Figure 3.5: Share of EU in Korea’s Exports and Imports
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Source: IMF DOTS.

The bilateral trade flows for the EU and Korea are depicted in the following graph.
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Figure 3.6: EU-25 Trade with Korea
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As is evident from the table above, in the three years 2004-2006, exports of Korea to the
EU grew more rapidly than EU exports to Korea. In part as noted above this has been
stimulated by increased Korean exports to the NMS post accession to the EU. The trade
surplus of Korea with the EU contracted from 2000 until 2002 and has since expanded.
One should not attach too much significance to the bilateral trade balance between the
EU and Korea when both economies are roughly in balance in external accounts on a
global basis. There are many triangular trade flows that occur on a multilateral basis. For
example, Korea has a large trade deficit with the Persian Gulf economies due to energy
imports while the EU has a trade surplus with the Persian Gulf region. Of course the EU is
a net energy importer but does not source energy imports from the Persian Gulf in the
same proportion as Korea. Similarly Korea has a trade surplus with China while the EU
has a large trade deficit. Trade interactions through shifts in market share in third
countries are also important in addition to direct bilateral trade flows.
The following table presents EU-Korea bilateral trade by product groups. The most
important group for Korean exports and simultaneously for EU exports is machinery and
transport equipment. This sector is more dominant in Korean exports, accounting for
almost four fifths of exports and the sector has a large trade surplus in Korea’s favour.
However, the large trade volume in both directions within this sector suggests
complementary intra-industry trade and that there is potential for increased intra-industry
specialisation if the EU-Korea FTA is negotiated and implemented.
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Table 3.4: EU-Korea Trade by Product
EU - Korea Trade By Product (2006)
EU Imports from Korea

€ million

Machinery and transport equipment

% of total

30 261

78.9

3 087

8.1

Miscellaneous manufactured articles

2 747

7.2

Chemicals and related products

1 242

3.2

Mineral fuels, lubricants and related materials

456

1.2

Crude materials inedible, except fuels

280

0.7

Commodities and transactions

Manufactured goods classified by material

142

0.4

Food and live animals

87

0.2

Beverages and tobacco

10

0.0

-

-

€ million

% of total

Animal and vegetable oils, fats and waxes
EU Exports to Korea
Machinery and transport equipment

10 066

44.2

Miscellaneous manufactured articles

3 817

16.8

Chemicals and related products

3 789

16.6

Manufactured goods classified by material

2 698

11.8

Food and live animals

664

2.9

Crude materials inedible, except fuels

637

2.8

Commodities and transactions

355

1.6

Beverages and tobacco

312

1.4

Animal and vegetable oils, fats and waxes

86

0.4

Mineral fuels, lubricants and related materials

21

0.1

Source: Eurostat.
As is indicated in the following table, trade in Services has also expanded between the
EU and Korea, with an increase in EU exports and expansion of the positive trade
balance in this sector for the EU.

Figure 3.7: EU-25 Trade in Services with Korea
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The EU has been the largest source of Foreign Direct Investment into Korea in recent
years. During the years after the financial crisis the US was the largest source of FDI in
Korea. In the period before 1995, Japan was the largest source of FDI in Korea.

Figure 3.8: EU-Korea FDI Flows
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There has also been a shift of FDI into the services sector in recent years.

Figure 3.9: EU-Korea FDI Flows
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As the above table indicates, the stock of EU FDI in Korea and Korean FDI in the EU has
steadily increased. It is common for high income countries to have reciprocal two-way
flows of FDI as enterprises compete in integrated markets for goods and services.

3.2.

REGIONAL TRADE AND PRODUCTION NETWORKS IN ASIA

Dramatic changes in trade patterns among East Asian economies have occurred over the
last decade since the Asian financial crisis. Intraregional trade has expanded more rapidly
than extra-regional trade and accounts for over half of East Asia’s trade (49 percent of
exports and 55 percent of imports). This reflects the increasing specialisation within East
Asia as the region becomes a factory for the world. The following diagram depicts the
growing intensification of trade flows in Asia.
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Figure 3.10: Trade Flows in East and South East Asia

Source: Gill, Indermit et al East Asian Renaissance, World Bank, 2007.

All countries in the region have boosted their share of exports to China, and in some
cases very dramatically. Hong Kong (China), Korea, Taiwan (China), and Vietnam have
experienced large gains in the share of their exports going to China. At the same time,
almost all countries in the region have seen a fall in their export shares to Japan,
reflecting the slower growth of the Japanese economy over the last 10 years and
increased outsourcing by Japanese MNCs.
The exception to this trend is China. China’s exports to East Asia have fallen since the
country joined the World Trade Organization, and China has expanded exports to the
European Union and the United States. Nonetheless China still exports a large share to
other East Asian countries; almost half of its total exports went to East Asian trading
partners between 2000 and 2005.
Economic integration over the last two decades in East and South East Asia has
stimulated interest in the role of production networks and the increasing role of intraindustry trade as compared with inter-industry trade. European integration going back to
the 1960s also stimulated increased intra-industry trade, but production networks or
supply chains did not play the same role.
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Regional Trade Production networks in South East Asia and in East Asia were pioneered
12
by and are still dominated by Japanese MNCs.
However European and US
multinationals have also been involved. Now new multinationals are emerging in Korea
and other Asian economies. In the early stage of development, MNCs set up distribution networks
for their own products, which were exported from their headquarters in Japan. With the
accumulated experiences in overseas operation, MNCs then set up a production base overseas, to
benefit from locational advantage. Faced with the limited supply of parts locally, overseas affiliates of
Japanese MNCs imported parts from headquarters and assembled them to produce finished
products. Networks with local firms as well as affiliates of Japanese MNCs were created over
time, as local firms improved their production capability for producing parts, and as the number of
affiliates of Japanese MNCs increased. A large number of Japanese MNCs followed their business
customers to establish affiliates. This type of procurement network has been expanded and
extended to result in the regional production network in East Asia. In addition to production and
distribution networks, Japanese MNCs set up other types of network such as technology alliances
and outsourcing.
A notable characteristic of overseas affiliates of Japanese MNCs is the motive for their
establishment. These differ depending on the location of affiliates. Achieving low cost
production and exports, particularly exports to Japan, are important motives for establishing
affiliates in Asia, while expansion of local sales is the single most important motive for the
affiliates in Europe or North America.
Sales of overseas affiliates of Japanese MNCs increased 1.5 times in the period 1993 to
2001. The rate of increase was particularly high for machinery sectors and chemicals in
manufacturing. In 2001 among manufacturing sub-sectors transport machinery and IT equipment
had the largest shares in total sales of overseas sales of Japanese MNCs. As a result of increase in
sales of overseas affiliates of Japanese MNCs, the share of overseas sales in overall sales
(overseas production ratio), has increased over time. The overseas production ratio for Japanese
MNCs, which are defined to own overseas affiliates, increased from 18.3 percent in 1993 to 41
percent in 2002.
Overseas production ratios differ among the manufacturing sub-sectors remarkably. Machinery
sectors exhibit high values; with transport machinery having the highest ratio at 48 percent
and electric machinery at 27 percent. The rate of the increase in the overseas production ratio is
particularly high for transport machinery, as the ratio increased rapidly from 17 to 48 percent from
1993 to 2002.
There is a trend toward an increasing share of trade with countries in the same region. For
example, for the Asian affiliates’ sales the share of sales destined to other Asian countries
increased from 11.2 percent in 1992 to 18.3 percent in 2001. Increasing intra-regional trade by
the affiliates of Japanese MNCs appears to result from at least two forces. One is the reduction of
trade barriers. Another factor is the emergence of regional production and distribution network,
under which MNCs break up the production process into several sub-processes and locate a subprocess in a country, where that particular sub-process can be conducted most efficiently.
Such inter-process division of labour strategy, has been adopted by many MNCs in
electronics, transportation, precision machines as well as textiles, and has increased intraregional trade by MNCs. This can involve various types of intra-industry trade where parts and
components are traded back and forth in regional production networks.
Among Japanese MNC affiliates in different regions, the Asian affiliates show the highest
export orientation, with an export/sales ratio in 2001 of 52 percent, while the corresponding
figures for the North American and Latin American affiliates are 14 and 43 percent, respectively.
Japan has become an important destination of finished products for the Asian affiliates while
other Asian countries have become important destinations of parts and materials. These
developments, which emerged as a result of the establishment of regional production and
distribution network by Japanese MNCs, are particularly notable in the textiles and machinery
sectors.

12 Urata, Shujiro, ‘The Creation of Regional Production Networks in Asia-Pacific; the case of Japanese
Multinational Corporations’, Waseda University, June 2006.
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An increasingly large portion of affiliates’ transactions take the form of intra-firm trade. The
share of intra-firm transactions in overall transactions increased sharply from 1992 to 2001. In 1992
intra-firm trade was substantial for the affiliates’ trade with the home country, or Japan, indicating a
strong relationship with parent company in Japan. However, in 2001 intra-firm transactions amount
to a large part of affiliates’ transaction not only in their trade with home countries but also in their
transactions in the host countries and those with foreign countries. The increase in intra-firm
transaction by the affiliates of Japanese MNCs appear to indicate the emergence of regional
production network involving Japanese MNCs, which has been made possible by the increase in
the number of affiliates and by the expansion of their activities.
Two types of intra-industry trade may be identified. One is horizontal intra-industry trade,
where products of similar characteristics in quality and price but with different design and
other characteristics are traded. Such trade may occur between countries with similar income
levels, where consumers have similar taste but they also have a demand for variety. The other
type is vertical intra-industry trade, under which products of different quality and price are
traded. An example of such trade involves standard colour TVs and hi-definition TVs, which are of
different quality and price. Trade in parts and finished products can be another example of vertical
intra-industry trade. As such, vertical intra-industry trade tends to take place between developing
and developed countries, where factor prices are very different.
A large part of intra-industry trade in East Asia is of the vertical type. The share of intraindustry trade increased notably from 1990 to 2004. For intra-industry trade, a large
portion is vertical intra-industry trade, although both horizontal and vertical types increased
over time.
Although Japanese MNCs led the way in regional production networks, European and
North American enterprises in a number of sectors have established global supply chains
with significant involvement in Asian regional production networks. The difference in the
presence of Japanese MNCs as compared with European and North American
multinationals is the range of industries in SE Asia in which they are present. For example
in the automotive and transport equipment sectors Japanese MNCs have a stronger
presence in SE Asia and Korean MNCs are beginning to establish their presence.

3.3.

COMPARISON OF THE EU AND KOREAN TRADE REGIMES

In this section the EU and Korean trade regimes are compared. The comparison
examines both tariff and non-tariff barriers for trade in goods and for trade in services.

TRADE IN GOODS
The analysis of the trade regime for trade in goods is in two parts: the first part focuses
on the tariff structures of the European Union and Korea; and the second part focuses on
non-tariff measures affecting trade in both economies.
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Tariffs
The following two tables present a summary profile of the tariff structures of the EU and
Korea.

Table 3.5: European Communities Tariffs and Imports: Summary and Duty Ranges
Summary
Simple average final
bound
Simple average MFN
applied
Trade weighted
average
Imports in billion US$

Total
5.4

Ag
15.4

Non-Ag
3.9

2006

5.4

15.1

3.9

2005

3.4

12.3

2.9

2005

1,395.5

82.9

1,312.6

Dutyfree

0 <=
5

5 <=
10

WTO member since
Binding coverage:

1995
100

Total
NonAg

100

Ag: Tariff quotas (in %)

15.1

Ag: Special safeguards (in %)

29.2

10 <=
15

15 <=
25

25 <=
50

50 <=
100

>
100

NA
V
in
%

32.
0
31.
0
24.
5

Frequency distribution
Tariff lines and import values (in %)
Agricultural products
Final
bound
MFN
applied
Imports

32.5

9.1

15.1

11.7

10.1

10.9

7.6

0.9

2006

31.1

9.2

15.9

12.2

11.2

10.0

6.3

1.1

2005

43.2

12.4

13.8

9.2

4.8

9.4

6.6

0.7

6.9

0.9

0.0

0

0

0.6

6.8

0.8

0.0

0

0

0.6

7.8

0.8

0.0

0

0

0.5

Non-agricultural
products
Final
28.4
37.1
26.6
bound
MFN
2006
28.6
36.4
27.3
applied
Imports
2005
58.8
18.4
14.1
Source: ITC, UNCTAD, WTO, World Tariff Profiles, 2007.

Table 3.6: Republic of Korea Tariffs and Imports: Summary and Duty Ranges
Summary
Simple average final
bound
Simple average MFN
applied
Trade weighted
average
Imports in billion US$

Total
17.0

59.3

NonAg
10.1

2006

12.1

47.8

6.6

2005

8.0

101.9

4.0

2005

239.5

9.9

229.6

Dutyfree

Ag

0 <=
5

5 <=
10

WTO member since

1995

Binding coverage:

Total

94.5

NonAg

93.8

Ag: Tariff quotas (in %)

17.9

Ag: Special safeguards (in %)

10 <=
15

15 <=
25

25 <=
50

9.8

50 <=
100

>
100

NA
V
in
%

Frequency distribution
Tariff lines and import values (in %)
Agricultural products
Final
bound
MFN
applied
Imports

2.3

6.6

9.5

8.3

22.4

30.9

10.1

9.0

3.4

2006

2.3

20.1

26.7

1.2

12.5

27.3

2.0

8.0

2.7

2005

1.7

32.3

15.5

1.1

8.6

19.1

1.4

20.
3

6.1

35.7

5.9

6.2

0.0

0

0.1

7.3

1.6

0.0

0

0

0.1

1.7

0.4

0.0

0

0

0.1

Non-agricultural
products
Final
15.9
7.2
22.9
bound
MFN
2006
15.9
11.0
64.2
applied
Imports
2005
29.6
39.9
28.4
Source: ITC, UNCTAD, WTO, World Tariff Profiles, 2007.

It is evident from these sets of summary tables that the EU has on average lower tariffs
for agricultural and non-agricultural products than does Korea. In the case of Korea
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applied tariffs are lower than the bound rates for both agricultural and non-agricultural
products but the average of the applied rates is still significantly above the EU rates.
There is high dispersion in the tariff structure of Korea. Also, it is important to note that
Korea applies temporarily higher MFN duties, or flexible tariffs, within its WTO bindings.
These duties include adjustment, emergency, special emergency, and seasonal rates.
The gap is much greater on agricultural products where the average MFN bound rates
and simple average of MFN applied rates in Korea are much higher than the EU rates.
The trade weighted average of agricultural tariffs in 2005 was 101.9 percent in Korea and
12.3 percent in the EU. Also if one considers the frequency distribution of tariffs and trade
flows, more than twenty percent of Korean agricultural imports were at tariff rates above
100 percent.
For non-agricultural products, the gap between EU tariffs and Korean tariffs is smaller but
still significant. The simple average bound rate for the EU is 3.9 percent while it is 10.1
percent for Korea. The simple average applied rate is 3.9 per cent for the EU and 6.6
percent for Korea. On a trade weighted basis, the average tariff for the EU is 2.9 percent
and 4.0 percent for Korea. Also, about 65 percent of EU non-agricultural tariffs are below
5 percent, while only 27 percent of Korean non-agricultural tariffs are below 5 percent.

Table 3.7: European Communities Tariffs and Imports by Product Groups
Final bound duties
DutyMax
Binding
free
in %
in %
Animal products
26.7
20.6
219
100
Dairy products
56.9
0
264
100
Fruit, vegetables, plants
10.7
22.6
199
100
Coffee, tea
6.5
27.1
43
100
Cereals & preparations
29.1
6.3
139
100
Oilseeds, fats & oils
5.8
48.2
87
100
Sugars and confectionery
32.6
0
134
100
Beverages & tobacco
23.2
23.0
208
100
Cotton
0.0
100.0
0
100
Other agricultural products
5.1
66.4
125
100
Fish & fish products
11.2
10.7
26
100
Minerals & metals
2.0
49.5
12
100
Petroleum
2.0
50.0
5
100
Chemicals
4.6
20.0
13
100
Wood, paper, etc.
0.9
84.1
10
100
Textiles
6.5
3.4
12
100
Clothing
11.5
0
12
100
Leather, footwear, etc.
4.2
27.8
17
100
Non-electrical machinery
1.7
26.5
10
100
Electrical machinery
2.4
31.5
14
100
Transport equipment
4.1
15.7
22
100
Manufactures, n.e.s.
2.5
25.9
14
100
Source: ITC, UNCTAD, WTO, World Tariff Profiles, 2007.
Product groups

AVG
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MFN applied duties
AVG
DutyMax
free
in %
25.4
23.2
219
53.8
0
229
11.8
21.4
195
6.5
27.1
43
25.6
5.8
139
5.9
46.8
87
32.9
0
134
20.2
19.8
192
0.0
100.0
0
5.3
64.8
125
10.3
15.9
26
1.9
50.7
12
2.7
31.1
5
4.6
20.2
17
1.1
80.3
10
6.6
3.1
12
11.5
0
12
4.2
25.7
17
1.7
28.1
10
2.5
31.2
14
4.1
17.0
22
2.4
26.9
14

Imports
Shar Dutye
free
in %
in %
0.5
16.2
0.1
0
1.3
16.1
0.8
78.8
0.4
2.6
1.4
70.5
0.2
0
0.7
15.9
0.1 100.0
0.6
71.5
1.3
5.8
17.2
70.5
21.0
95.3
9.6
45.5
3.5
84.3
2.7
2.1
5.6
0
2.6
14.4
8.8
61.0
8.8
60.4
6.2
18.6
6.6
51.3
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Table 3.8: Republic of Korea Tariffs and Imports by Product Groups
Final bound duties
DutyMax
Binding
free
in %
in %
Animal products
27.3
0.4
89
100
Dairy products
69.8
0
176
100
Fruit, vegetables, plants
64.3
0
887
100
Coffee, tea
74.1
0
514
100
Cereals & preparations
179.7
0
800
92.7
Oilseeds, fats & oils
45.8
1.3
721
100
Sugars and confectionery
32.2
0
243
100
Beverages & tobacco
42.5
0
270
100
Cotton
2.0
0
2
100
Other agricultural products
21.4
9.4
754
100
Fish & fish products
15.0
0
32
54.2
Minerals & metals
7.6
22.0
35
96.0
Petroleum
12.3
0
13
50.0
Chemicals
5.8
6.6
54
97.4
Wood, paper, etc.
2.8
73.2
13
90.3
Textiles
15.9
0.3
30
98.5
Clothing
28.3
0
35
100
Leather, footwear, etc.
12.2
0.1
16
97.3
Non-electrical machinery
9.5
24.6
20
96.6
Electrical machinery
9.0
32.5
20
74.3
Transport equipment
8.2
26.0
20
82.0
Manufactures, n.e.s.
10.1
18.9
16
95.2
Source: ITC, UNCTAD, WTO, World Tariff Profiles, 2007.
Product groups

AVG

MFN applied duties
AVG
DutyMax
free
in %
22.1
0.4
89
67.5
0
176
57.2
0
887
53.9
0
514
134.3
0
800
37.6
2.6
721
19.0
0
243
31.7
0
270
1.0
0
1
15.9
9.3
754
16.1
0
30
4.8
21.1
8
5.1
0
8
5.8
6.8
50
2.4
63.8
8
9.2
0.3
13
12.6
0
13
7.9
0.1
16
6.0
23.4
13
6.0
23.2
13
5.4
26.8
10
6.4
19.4
13

Imports
Shar Dutye
free
in %
in %
0.5
0
0.1
0
0.5
0
0.1
0
1.1
0
0.7
2.8
0.2
0
0.2
0
0.1
0
0.6
9.1
1.0
0
23.0
22.8
20.8
0
9.2
13.8
2.2
57.5
1.8
0.5
1.1
0
1.1
0.0
9.7
45.1
18.2
72.0
2.0
49.9
5.8
36.7

Comparing the average MFN duties on an industry by industry basis for the European
Union and Korea there is a strong correlation in the tariff structure. The tariff peaks on an
industry basis tend to correspond even if the Korea has higher tariffs especially for certain
agricultural product groups.
Despite this correlation between EU and Korean tariffs there are some variations in the
relative structures. For example the EU tariffs for electrical and non-electrical machinery
are significantly lower than the average Korean tariff of 6.0 percent in these sectors.
Conversely the EU tariff for transport equipment averages 4.1 percent which is much
closer to the average applied tariff on 5.4 percent in this sector. Automobiles are one of
the few significant industries where EU tariffs are higher than Korean tariffs.
Non-Tariff Measures
The European Union has relatively few Non-tariff measures. The EU does maintain 91
tariff rate quotas in agricultural products and these require import administration. Among
the non-tariff measures identified in the recent Trade Policy Review by the WTO were the
agreed quota levels on textiles products from China which are due to expire soon and the
EU trade defence instruments.13
The following table is reproduced from the WTO Trade Policy Review summarising the
use of trade defence measures by the EU in recent years.

13

World Trade Organization, Trade Policy Review: European Communities, WT/TPR/S/177, January 2007.
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Table 3.9: EU Trade Defence Measures 1995-2006
Average
1995-99

2000

2001

2002

2003

2004

2005

2006a

Initiation of investigations
Definitive measures
Countervailing
Initiation of investigations

37
21

31
40

27
12

20
25

7
3

29
9

24
19

11

6

0

6

3

1

0

2

Definitive measures
Safeguards
Initiation of investigations

1

11

0

3

2

2

0

0
0

0

0

0

1

2

1

2

0

0

0

1

0

1

1

Anti-Dumping

Definitive measures

24

0
0

a/ Until September 2006.
Source: WTO, Trade Policy Review: European Communities, p. 56.
The EU TBT and SPS systems are transparent but some developing country exporters
find compliance to be costly.
On the Korean side, the study, Qualitative Analysis of a Potential Free Trade Agreement
between the European Union and Korea, indicated that technical regulations in the
automotive sector, pricing regulation in the pharmaceutical sector, testing requirements in
cosmetics and aspects of the SPS system in Korea were regarded as non-tariff barriers.
There has been some progress on resolving the testing and certification issues in
cosmetics on a bilateral basis.

TRADE IN SERVICES
Korea participated in the WTO negotiations on basic telecommunications and financial
services. It has an MFN exemption for computerized flight reservation services. The
Government submitted initial services offers under the current WTO negotiations in
March 2003, and would like to see meaningful liberalization in the maritime transport
14
sector.
The services sector in Korea is now the largest sector of the economy accounting for
more than three fifths of GDP in 2005. Korea has been a member of the WTO since 1995,
and has made its first DOHA Round GATS offer in March 2003 and its revised offer in
May of 2005 (see TN/S/O/Kor/Rev.1). Korea’s WTO GATS commitment covers 98
services sectors (compared to 115 services sectors in EU-27). The last revision covered
improvement on market access (mode 4) and horizontal commitments in the following
sectors:
• Mode 4 (Intra-corporate transferees, contractual service suppliers)
• Business services (Legal services, veterinary, services incidental to manufacturing)
• Communication services (telecommunication services)
• Distribution services
• Educational services
• Financial services and
• Transport services.
The Economic Impact Study indicated that much of the potential gains to the EU came
from Services liberalisation. According to the Study the value of the EU’s exports in
various services sectors increases between 40 to 60% of baseline values. On the other
hand, 53% of gains in real income in Korea in the Partial 1 scenario can be attributed to
the liberalisation of services. It is very important to emphasise that Korea’s losses are in
14

WTO document TN/S/W/11, 3 March 2003.
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the short term: besides there will be spill over effects (e.g. positive productivity gains)
from services liberalisation into the manufacturing sectors to the extent that manufactures
use services as intermediate inputs.
The Korea–Chile Free Trade Agreement (KCFTA) covers trade in services. Provisions
relate to foreign investment, cross-border trade in services, telecommunications, and
temporary entry for business persons, subject to negative lists of reservations for crossborder trade in services and foreign investment. Korea indicates that the coverage of
services liberalization in the KCFTA is broader than Korea's WTO commitments. For
example, it has made substantial concessions in educational and legal services, which
are not in its GATS undertakings. Also neither country may impose specific performance
requirements, such as on exports, as a condition for investment in services.

3.4.

WTO AND OTHER FTA NEGOTIATIONS

Both the European Union and Korea are actively engaged in the Doha Development
Agenda negotiations in the WTO. Also both entities are also engaged in other FTA
negotiations.

EU REGIONAL AND BILATERAL NEGOTIATIONS
The EU has bilateral or regional trading arrangements with Turkey, Euro Med partners,
Chile, Croatia and Mexico. Currently Economic Partnership Agreements (EPAS) are
being negotiated with ACP countries under the Cotonou Agreement and a number of
agreements have been concluded. Other FTA negotiations are at various stages with
ASEAN, India and Mercosur.

KOREAN FTA NEGOTIATIONS
Korea was one of the last major trading nations to pursue FTAs. In a manner similar to
Japan, Korea had focused exclusively on multilateral negotiations in the GATT and WTO
trade negotiations until the breakdown of the WTO ministerial meeting in Seattle in
December 1999. The resulting cloud over multilateral trade talks precipitated a sea
change in Japanese policies toward FTAs, which in turn led Korean policymakers to
adopt a more diversified negotiating strategy. Korea had previously explored bilateral
talks, at least with the United States. Since the conclusion of negotiations of the CanadaUS FTA in late 1987, and the subsequent expansion of the Canada-US FTA to the
NAFTA free trade regime to Mexico in 1993, Korea had at times considered the possibility
of seeking accession to NAFTA or negotiating a NAFTA-like bilateral FTA with the United
States. For a variety of reasons, however, such proposals were not considered politically
realistic presumably due to sensitivities over agricultural trade.
After the successful launch of the Doha WTO negotiations in 2001, the challenges at the
Cancun WTO Ministerial in 2003 presaged broader challenges in the WTO negotiations.
Subsequently, Korea has pursued an active strategy of negotiating FTAS with trading
partners in different regions of the world.
Today, after concluding an FTA with Chile in 2004, Korea has concluded FTAs with
Singapore, the European Free Trade Association (EFTA), nine of the ten members of the
Association of South East Asian Nations (ASEAN) (including Singapore) and the United
States. So far the Free Trade Agreements with Chile, Singapore, EFTA, and other
ASEAN have commenced implementation. Korea’s FTAs with Chile, Singapore, and
EFTA have been notified to the WTO under both Article XXIV of the GATT 1994 and
Article V of the GATS.
These initial FTAs have involved limited incremental amounts of trade but have not been
without controversy—especially the Chilean deal, which sparked a debate in the Korean
National Assembly over grapes and the broader issue of agricultural reform. Those talks
were pursued at least in part to prepare for more ambitious ventures with its major trading
partners, the European Union, Japan and the United States (and prospectively China as
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part of a Northeast Asian FTA). The Korea-US FTA has been concluded and signed, but
awaits ratification and implementation. The ratification debate in both Korea and the
United States has proved to be vocal with active opposition. Negotiations of an FTA with
Japan are still continuing and Korea has FTA negotiations underway with Canada, India
and Mexico.
Australia and New Zealand are possible partners for future FTA
negotiations. Together, current and prospective FTA partners represent more than half of
Korea’s total trade.
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4.

SOCIAL CONTEXT
The SIA methodology specifies indicators and themes of significance relating to the social
pillar of the assessments, with a two prong approach, distinguishing (i) general societal
themes from (ii) labour aspects.
The main themes to be considered under the (i) general societal themes heading are the
following:
•

Health,

•

Education, and

•

Equity.

The equity theme is to be further delineated under gender related topics also correlated
with the employment and labour theme. For this reason they will be addressed after the
section covering specifically the labour dimensions.
Regarding the broad (ii) labour aspects, the focal points of the SIA are the following:
•

Unemployment,

•

Productivity and quality of work,

•

Rights at work,

•

Employment opportunities, wage effects, self-employment,

•

Gender equality in employment and employment opportunities,

•

Gender equality in education,

•

Social protection,

•

Social dialogue.

Many of those themes are at the juncture between the agenda of DG Employment and
DG Trade. The Commission's 'decent work' Communication of 24 May 2006, in line with
core labour standards defined by the International Labour Organisation, covers
supporting the right to join a trade union, the freedom to collective bargaining, the fight
against forced labour, child labour and modern forms of slavery.
Moreover, the Commission’s Communication is striving to go beyond ensuring minimum
labour rights, by clearly setting out how to promote decent work and by linking
development to "values and principles of action and governance which combine economic
competitiveness with social justice".
Employment, Social Affairs and Equal Opportunities Commissioner Vladimír Špidla
said: "The concept of decent work for all is a way of tackling inequalities; higher economic
growth is no guarantee of better jobs or less poverty – economic and social progress
need to go hand in hand."
EU Trade Commissioner Peter Mandelson added: "Trade creates jobs and decent jobs
lift people out of poverty. But trade and social policies must work together to ensure that
economic growth is based on fairness and basic labour standards."

The specific social dimensions of the Korea- EU FTA are framed within a landscape
where political partisanship polarizes economical stands. Those lines of fractures were
quite apparent in the debates caused by the signing of the Korea-US FTA. The same
issues remain key in the simultaneous negotiations towards a Korea-EU FTA, with the
added political in-fighting stirred by the presidential elections, taking place on December
th
19 2007, where a major stake, overshadowing strict economic policies implications,
hinges around North-Korean relations.
The general perception in Korea is that the country is sandwiched between the fast-
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developing and advanced countries—not yet catching up with the advanced economies
while being chased closely by the rising ones (especially China). For example, a 2004
Korean Broadcasting System poll found that “more than half of Koreans feel that the
current economic situation is worse than it was in late 1997 when the financial crisis
shook the nation”.
In Korea it is commonly argued, and often linked to militant labour unions and regulations,
that the country’s international competitiveness is declining and is facing a crisis in
technology, profits, market share and lack of innovation in high-tech industries. As big
economies such as China and India expand rapidly and demand expands, acquiring
energy and other raw materials in a global market becomes more expensive and difficult.
This represents a serious challenge for resource-poor countries like Korea.
Korea is also experiencing problems common to post-industrial societies, such as a gap
between the rich and the poor, social polarization, social welfare issues, and
environmental degradation. Low fertility is the other serious challenge to the Korean
economy, as Korea is an aging society that will contribute to a slow down in economic
growth.
While Lee Baek-man, senior presidential secretary on public policy, argued on the
presidential website that FTAs “would bring about epoch impacts for our country in terms
of improving the growth rate, job creation and attraction of foreign capital” and eventually
“pull the nation into the ranks of advanced countries”, there are differing views inside the
political leaders, state institutions, the labour unions, farm groups and representative
institutions.
Reflecting the convergence in development levels of the EU and Korea, the social pillar of
the EU-Korea FTA SIA focuses on the crucial demographic factors, labour indicators, and
gender indicators, as these are the most relevant areas to build a mutually beneficial
agenda.

4.1.

GDP AND DEMOGRAPHIC FACTORS

The European Union comprises 27 Member States (EU-27) which cover a land area of
2
4.2 million km , and which have a combined population of 490 million, of which more than
three fifths reside in the euro area. Korea is a country with a population 48 million and a
2
territory of about 100,000 km . Korea is the most densely populated member of the
OECD.
In 2005, the EU-25 had a GDP of €10,844 billion, while its per capita income in nominal
terms amounted to €23,500. In terms of per capita income, Luxembourg ranks first,
15
followed by Ireland and Denmark as is evident from the following table. The following
table presents data for 2005 when the EU was 25 member states. Bulgaria and Romania
joined subsequently.

15

If measured in purchasing power standards, the Netherlands ranks third.
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Table 4.1: Selected Economic, Sectoral and Labour Force Indicators EU-25
Area

Population

('000
km2)

(million)

GDP per capita
Euro

PPSa

Share in gross value
added (2004) %
Industryb
Agriculture,
forestry and
fishing

EU (25)
3,894.3
459.5
23,500.8
23,500.8
2.1
EU (15)
3,154.0
385.4
26,584.1
25,468.1
2.0
Euro-zone
2,458.0
310.9
25,666.4
25,012.2
2.2
Austria
84.0
8.2
30,033.0
28,691.5
1.9
Belgium
31.0
10.4
28,545.2
27,544.6
1.0
Cyprus
9.0
0.7
17,909.1
19,549.8
3.1
Czech
Republic
79.0
10.2
9,629.3
17,142.4
3.3
Denmark
43.0
5.4
38,475.5
28,873.8
1.9
Estonia
45.0
1.3
7,824.9
13,048.6
4.3
Finland
305.0
5.2
29,660.5
26,374.4
3.1
France
544.0
60.6
28,236.3
26,341.8
2.5
Germany
357.0
82.5
27,240.9
25,279.9
1.1
Greece
132.0
11.1
16,350.0
19,565.5
5.7
Hungary
93.0
10.1
8,697.8
14,381.5
3.9
Ireland
70.0
4.1
39,015.4
32,649.9
2.5
Italy
301.0
58.5
24,241.9
24,246.4
2.5
Latvia
65.0
2.3
5,545.0
10,901.1
4.1
Lithuania
65.0
3.4
6,010.4
11,883.8
5.9
Luxembourg
3.0
0.5
64,449.5
56,987.0
0.6
Malta
0.3
0.4
11,131.6
16,292.5
2.5
Netherlands
34.0
16.3
30,782.3
28,940.2
2.1
Poland
313.0
38.2
6,301.2
11,620.8
5.1
Portugal
92.0
10.5
13,984.7
16,691.1
3.3
Slovak
Republic
49.0
5.4
6,927.1
12,949.3
3.9
Slovenia
20.0
2.0
13,702.9
18,938.0
2.5
Spain
505.0
43.0
21,012.2
23,068.4
3.5
Sweden
411.0
9.0
31,957.0
27,736.7
1.8
United
Kingdom
244.0
60.0
29,458.9
27,181.8
1.0
a
In euros, measured on the basis of purchasing power standards (PPS).
b
Including construction.
c
Employment in agriculture, hunting, fishing, and forestry.

Services

26.5
26.2
26.6
30.3
24.8
20.3

71.5
71.8
71.1
67.8
74.3
76.6

37.9
24.0
28.9
30.2
21.3
29.1
21.2
30.8
37.5
27.3
22.6
32.7
16.8
23.7
23.9
31.0
25.1

58.8
74.0
66.9
66.7
76.3
69.8
73.1
65.2
60.0
70.2
73.3
61.5
82.8
73.6
74.0
64.0
71.7

35.1
35.2
29.1
27.7

60.9
62.2
67.3
70.5

9.7
5.5
2.5

24.1

75.0

1.3

Source:
Eurostat (2005) Yearbook and DG Agriculture (2005), Key Agricultural
Statistics, Table 2.0.1.2, Brussels.
There has been a trend to income convergence between the EU-15 and NMS-10.
Growth rates in the NMS-10 have been higher than in the EC-15, although more volatile.
Thus, per capita incomes in NMS-10 and EU-15 are now much closer than they were in
the late 1990s; NMS-10 income increased to more than 50% of the EU-15 level, on
average, in 2005, from 44.3% in 1997, when enlargement process based on the 1995
White Paper was defined in the Commission's Agenda 2000. The catch-up process,
which is led by the manufacturing and services sectors, is particularly impressive in the
Baltic States, but also in Hungary and Slovenia. Similarly Bulgaria and Romania have
experienced strong growth contemporaneous with the EU accession.
The following table presents GDP per capita for OECD member countries. Note that
Korea is a member of the OECD while some of the smaller NMS are not members of the
OECD.
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Agriculture
employment
% of working
populationc
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Figure 4.1: GDP Per Capita OECD Members 2005 Purchasing Power Parity $US
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Source: OECD.
When we consider GDP per capita, it is evident from the table above that at $22,000
Korea is below the average of the EU-15 and the OECD average which are almost
identical at about $30,000 per capita. However, in 2005 Korea ranked above the NMS in
per capita income and is about half way between the average for the NMS and the
average for the EU-15 in GDP per capita. The reality of the GDP positioning of Korea as
compared to the EU27 is an element that is not realistically perceived whether in Europe
or in Korea itself. Koreans have not always taken full stock of the remarkable growth in
GDP they have achieved and keep mentally in a position of developing country when
dealing with the US or the EU. Similarly on the European side the awareness of Korea as
a developed country is not widespread.
Although growth in per capita GDP has slowed in Korea in recent years and there was a
sharp reversal as a result of the 1997-1998 financial crisis, Korea has the highest growth
rate among OECD countries on a per capita basis and the process of convergence will
continue.

EU DEMOGRAPHIC AND LABOUR FORCE PROJECTIONS
In the coming decades, Europe's population will undergo dramatic demographic changes
due to low fertility rates, continuous increases in life expectancy and the retirement of the
baby-boom generation. These changes will have profound economic and social
16
consequences. In particular there will be fiscal challenges. Ageing populations will pose
major economic, budgetary and social challenges. It is expected to have a significant
17
impact on growth and lead to significant pressures to increase public spending.
Assuming no change in work and retirement patterns, the ratio of older inactive persons
per worker will almost double from around 38% in the OECD area in 2000 to just over
70% in 2050. This will make it difficult for Member States to maintain sound and

16

European Commission-DG ECFIN, “The Long-Term Sustainability of Public Finances in the
European Union”, European Economy n° 4/2006.
17 See Economic Policy Committee and European Commission-DG ECFIN (2006) ‘The impact of
ageing on public expenditure: projections for the EU25 Member States on pensions, health-care, longterm care, education and unemployment transfers (2004-2050)’, European Economy, Special Reports No
1, 2006, henceforth called the 'Ageing Report'.
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sustainable public finances in the long-term. This is of particular importance in the
Economic and Monetary Union, as high deficits and rising debt in some countries leading
to unsustainable public finances might have an adverse impact on macro-economic
conditions for other EMU countries. Therefore, ensuring fiscal sustainability requires
forward looking and time-consistent policies. In turn this involves addressing budgetary
imbalances before the budgetary impact of ageing sets in and becomes entrenched.
Some potential implications of the ageing of European society for the labour force
population and employment rates are depicted in the following diagram drawn from the
Ageing Report.

Figure 4.2: Demographic and Employment Projections EU-25

Source: European Commission-DG ECFIN, Ageing Report, 2006.
This projection assumes that Lisbon Agenda objectives of achieving higher employment
rates are attained in the EU. Under the assumption of rising employment rates, total
employment rises until 2016 despite declines in the working age population commencing
in 2010. After 2016 total employment will start to fall and any aggregate economic output
growth will depend primarily on labour productivity rising faster than the decline in total
employment. Note that it will be about 2016 when the EU-Korea FTA would be almost
fully implemented is the agreement is concluded in 2008.

KOREAN DEMOGRAPHICS
As projected by the United Nations, Korea also faces a rapid demographic transition to an
ageing society with almost no population growth and increasing urbanisation. Of course
this projection assumes that migration flows in the Korean peninsular remain modest.
The following tables report the medium variant projection by the United Nations. The low
variant with lower fertility rates would accentuate the demographic changes.
As the following table demonstrates, in the last half century Korea has been transformed
from a predominantly rural society with relatively high fertility rates, into an urbanised
society with lower fertility rates which is in the midst of a rapid demographic transition to
an ageing society.
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Table 4.2: Republic of Korea Korean Population (Millions) and Urban Rural Distribution
Medium Variant Projection 2000-202518
Year
1950
1975
2000
2005
2010
2015
2020
2025

Population
millions
18.9
35.3
46.8
47.9
48.7
49.1
49.2
49.0

Percentage
urban
21.4
48.0
79.6
80.8
81.9
83.1
84.2
85.2

Percentage
rural
79.6
52.0
20.4
19.2
18.1
16.9
15.8
14.8

Source: UN Population Projections.

Table 4.3: Republic of Korea Demographic Profile Medium Variant 2000-2025
2010

2015

2020

2025

Population (thousands)

Indicator

2000
46.8

47.9

48.7

49.1

49.2

49.2

Male population (thousands)

23.4

23.90

24.3

24.4

24.4

24.2

Female population (thousands)

23.3

23.9

24.4

24.7

24.8

24.8

100.5

100.0

99.6

99.1

98.5

97.9

6.6

5.1

4.6

4.2

4.0

4.0

Percentage aged 5-14 (%)

14.3

13.5

11.3

9.5

8.7

8.3

Percentage aged 15-24 (%)

16.4

14.5

13.6

13.1

11.1

9.5

Percentage aged 60 or over (%)

11.4

13.7

16.0

18.8

23.1

27.4

Percentage aged 65 or over (%)

7.4

9.4

11.3

13.3

15.7

19.6

Percentage aged 80 or over (%)

1.0

1.4

1.9

2.7

3.6

4.4

Percentage of women aged 15-49 (%)

57.1

55.5

53.1

50.0

46.3

42.2

Median age (years)

32.0

35.0

38.0

40.8

43.4

45.8

Population density (population per sq.
km)

470

481

489

493

494

492

Population sex ratio (males per 100
females)
Percentage aged 0-4 (%)

2005

Source: UN Population Projections.
The table above presents clearly the demographic changes occurring in Korean society.
The percentage of young people in society is falling and the median age is steadily rising
from 35 years in 2005 to 45.8 years in 2025. From 2005 until the 2025 the proportion of
people over age sixty is projected to double from 13.7 percent to 27.4 percent. Thus the
population grows marginally and then starts to decline, but there is a dramatic change in
the age profile of the population. Currently, Korea has one of the youngest populations
out of all OECD countries but by the middle of this century it will have one of the oldest,
just behind Japan, Italy and Greece. In 2050, more than one-third of the population will be
over the age of 65 and around half of all workers will be aged 50 and over.
The following table presents the details of this demographic transition. Life expectancy is
expected to continue rising during the forecast period.

18 Source: Population Division of the Department of Economic and Social Affairs of the United
Nations Secretariat, World Population Prospects: The 2006 Revision and World Urbanization
Prospects: The 2005 Revision, http://esa.un.org/unpp.
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Table 4.4: Republic of Korea Demographic Profile Medium Variant 2000-2025
20002005

Indicator

20052010

20102015

20152020

20202025

Population change per year (thousands)

218

161

89

21

-40

Births per year, both sexes combined (thousands)

492

449

417

400

391

Deaths per year, both sexes combined (thousands)

258

282

322

374

426

Population growth rate (%)

0.46

0.33

0.18

0.04

-0.08

Crude birth rate (births per 1,000 population)

10.4

9.3

8.5

8.1

8.0

5.4

5.9

6.6

7.6

8.7

Total fertility (children per woman)

1.24

1.21

1.21

1.24

1.29

Net reproduction rate (daughters per woman)

0.61

Crude death rate (deaths per 1,000 population)

0.58

0.57

0.57

0.59

Infant mortality rate (infant deaths per 1,000 live births)

4.7

4.1

4.0

3.9

3.8

Life expectancy at birth, both sexes combined (years)

77.0

78.6

79.6

80.2

80.8

Life expectancy at birth, males (years)

73.5

75.0

75.9

76.6

77.2

Life expectancy at birth, females (years)

80.6

82.2

83.2

83.8

84.4

Source: UN Population Projections.
The data presented above shows Korea and the EU face similar challenges of managing
the transition to an ageing society. For both the EU and Korea this has implications for
fiscal policies since the debt path without fiscal adjustment is unsustainable. Although
Korea benefits from favourable initial conditions compared to the EU in facing age-related
fiscal pressures, the unprecedented speed of Korea’s demographic transition and the
confluence of long-term fiscal pressures that it faces leave a relatively narrow window of
opportunity. The impact of the ageing of the Korean labour force is tied to social
dimensions of the labour market and will vary according to trends in the participation rates
of older workers. This in turn is dependant on the age at which workers can enjoy
retirement, and globally on the compensation system.
The average age of retirement varies significantly in the EU 27, as is illustrated in the
following table which places Korea at the high end of the chart for the effective age at
which workers both male and females leave the work force, right behind Japan.
The 2005 statistics establishes that Korean men and women can officially retire at age 60.
However the effective age of retirement is 70.4 and 67.9 respectively, which actually
places Korean women in the absolute first place in terms of age of retirement. This in turn
is related to the structure of the labour market and to employment regimes that are
presented in more details below.
Addressing the age challenge will necessitate reform in a number of areas: the issue of
retirement funds is crucial in this regard: Older workers in Korea currently face a long but
rocky road to retirement. The National Pension System (NPS) has not yet reached
maturity and so many older people have little alternative but to continue working as a
source of income. Yet, employers appear reluctant to retain older workers beyond a
certain age, often as low as 55. It is common practice among firms in Korea to set a
mandatory age of retirement well below the age of 60, which is the norm, recommended
under the Aged Employment Promotion Act. Women tend to be more often selected out
than men, a significant factor of gender inequality.
Equally important in the wake of the ageing phenomenon, as larger cohorts of workers
move into the older age groups, it will become increasingly important to ensure that older
workers have up-to-date skills, good access to employment services and better working
conditions. Over the past decades, the frequency of work accidents in Korea in the
manufacturing sector has declined substantially. However, the severity of work accidents
rose over the 1990s, reflecting a rise in the incidence of fatal injury in manufacturing that
is substantially higher than in a number of EU countries.
In addition to pension reform, and adjustment of the mandatory retirement system, Korea,
with the high age of retirement of its work force, has an even greater need to strengthen
and expand training opportunities for mid-career and older workers.
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There is considerable scope for fiscal consolidation by increasing tax revenue, and some
room for raising spending efficiency and reducing non-age-related spending in tandem
with further improvements in debt management. A series of reports by the OECD, and the
EC have started elaborating on the needs for such reforms. Building consensus in Korea
for these reforms will not be easy, but the publication of a regular long-term fiscal report
as is done by the European Commission would help to communicate the underlying fiscal
pressures to the public.19

4.2.

LABOUR MARKET INDICATORS

Labour market indicators are relatively positive for Korea as indicated in the figures
below. The growth rate in the total employment rate is slightly above the OECD average.
Unemployment is low with Korea having the third lowest unemployment rate in the OECD
surpassed only by Luxembourg and Switzerland. It is noteworthy that Korea managed to
absorb the enormous shock of the 1997-1998 financial crisis without major increases in
unemployment but the price was significant volatility in real wages.
The following table gives an overview of the Korean labour market:

Table 4.5: Trends in Economic Participation and Employment (in thousand persons)
Year

Total
popula
tion

1995
2000
2005

46,860
47,008
48,294

Working
age
population
(15 or
above)
33,659
36,186
38,488

Economically active
Subtotal

Employed

Unemp
loyed

Economic
participate
-ion rate
(%)

20,845
22,069
23,743

20,414
21,156
22,856

430
913
887

61.9
61.0
62.0

Economically
inactive

Unemplo
yment
rate (%)

12,811
14,189
14,512

2.0
4.4
3.7

* Economically active people include both employed and unemployed people aged 15 or
older
* Economically inactive people are those aged 15 or older who are neither employed nor
unemployed (such as housewives, students, elderly, persons with physical or mental
disabilities, charity workers, and those engaged in religious organisations)
* Employed people are those who work 1 hour or longer a week in paid employment,
family workers who work 18 hours or longer a week or those who are in temporary leave
from work
* Unemployed people are those who do not work at all in a given week in paid
employment
Source: Lee, Wonbo (2007) “Understanding Korea’s Labour Relations,” Seoul: Korea
International Labor Foundation. mimeo.
The following two tables provide an indication of the changing structure of employment.
The proportions of permanent, self employed and family workers have declined while the
proportion of temporary workers has increased. The proportion of temporary workers
surged after the financial crisis but the proportion of permanent workers has rebounded
somewhat by 2005.
In table 4.7below the disruptive impacts of the financial crisis are strikingly evident with
real wages plunging almost 10 % in 1998 but rising at rates of 5-6 % per year thereafter.

19 International Monetary Fund, Republic of Korea: Selected Issues, October 2007, IMF Country Report
No. 07/345.

June 2008

Page 69 of 261

Reference: Trade 2007/349757/1
Trade Sustainability Impact Assessment of the Free Trade Agreement to be negotiated
between the European Community and the Republic of Korea

Table 4.6: Composition of the Employed, by Employment Status (in thousand persons; %)
Non-wage workers
Year

1995
2000
2005

Employed
20,414
(100.0)
21,156
(100.0)
23,025
(100.0)

Subtotal
7,515
(36.8)
7,795
(36.8)
7,663
(34.0)

Selfemployed
5,569
(27.8)
5,864
(27.7)
6,110
(27.1)

Wage workers
Family
workers
1,946
(9.5)
1,931
(9.1)
1,553
(7.4)

Subtotal
12,899
(63.2)
13,360
(63.1)
14,894
(66.0)

Permanent

Temporary

Daily

7,499
(58.1)
6,395
(47.9)
7,625
(51.2)

3,598
(27.9)
4,608
(34.5)
5,082
(34.1)

1,802
(14.0)
2,357
(17.6)
2,188
(14.7)

* Self-employed people include both business owners and self employed persons (for
example, farm business or store owners who don’t hire any paid workers and free lancers)
* Unpaid family people are those who work 18 hours or longer a week in a farm or
another form of business that is run by their own family, without being paid for such work
* Permanent workers are those who, without signing an employment contract, are
employed for a regular job and are entitled to bonus, allowances and retirement pay, or
who work on an employment for 1 year or longer
* Temporary workers are those who work on an employment contract for 1 month or
longer but shorter than 1 year
* Daily workers are those who work on a contract of employment for shorter than 1
month, or who are paid without being placed at a particular workplace.
Source: Lee, Wonbo (2007) “Understanding Korea’s Labor Relations,” Seoul: Korea
International Labor Foundation. mimeo.

Table 4.7: Wage and Other Working Conditions in Korea
Unit
Monthly average
nominal wage
Nominal wage growth
Consumer prices
growth
Real wage growth
Labour productivity
Monthly average
number of days
worked
Monthly average
number of hours
worked

1998

2000

2003

2005

1,426

1,668

2,127

2,404

-2.5

8.0

9.2

6.7

%

7.5

2.3

3.6

2.7

%

-9.3

6.2

4.9

5.2

12.2

9.1

6.4

8.2

Days

24.0

24.6

23.9

23.5

(All
industries)

199.2

204.8

198.2

195.1

KRW
1,000
%

%
(manufacturing)

KRW per
1,525
1,865
2,510
3,100
hour
Notes: 1. The above includes all the non-farming business employing 5 workers or more.
2. The growth rates of wage, consumer prices and labour productivity are on a year-on- year
basis.
Minimum wage

Source: Lee, Wonbo (2007) “Understanding Korea’s Labor Relations,” Seoul: Korea
International Labor Foundation. mimeo.
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The 2 following figures place Korea in the context of OECD country averages for
unemployment over the 1995-2005 period.

Figure 4.3: Employment Rates – Total 20 Average Annual Growth in Percentage, 1992-2005 or
Latest Available Year
4

3

2

1

0

-1

-2

-3

Source: OECD.

Figure 4.4: Unemployment Rates – Total as a Percentage of Civilian Labour Force, average 19952005 or Latest Period Available
20

15

10

5

0

Source: OECD.
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Source: http://stats.oecd.org/wbos/viewhtml.aspx?queryname=322&querytype=view&lang=en
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Korea has low unemployment rates both absolutely and relative to EU member states.
Furthermore the proportion of long term unemployment among the unemployed is
extremely low about 1 percent in 2006 compared to 74 % in Slovakia, 58 % in Germany,
55 % in Belgium, 54 % in the Czech Republic, 51 % in Italy and Portugal, 49 % in
Poland, 48 % in Greece, 47 % in Hungary and Netherlands, and 45 % in France.
Comparing the two tables above we see that Korea has a low unemployment rate but that
employment growth has been low over the last fifteen years reflecting the slow growth in
the population and stale participation rates. Moreover, there is a large gender imbalance
with the employment rate for women being significantly lower than for men. The gender
aspect and its implications are further discussed below.
Historical perspectives on the Korean Labour scene:

The democratic transition in Korea since 1987 greatly modified the terrain of the Korean
labour movement. Organized labour suddenly became empowered and emerged as a
major social force for democratic reform and social justice. Union membership increased
from 1,004,000 in 1985 to 1,932,000 in 1989 or from 12.4 percent of the labour force to
19.8 percent. The previously government-controlled Federation of Korean Trade Unions
(FKTU) was reformed to become an independent and representative union. But a more
significant development was the formation of an alternative radical national centre, the
Korean Confederation of Trade Unions (KCTU) in 1995, comprising many powerful
unions in the automobile, shipbuilding, health care and telecommunications industries, as
well as in education and various service sectors. Small numbers of workers are unionized
21
over time. According to the Korea Labor Institute, in the wake of the democratisation
wave and the simultaneous eruption of labour movement in 1987, the union density
increased from 15.7% as of end-June in 1987 to 18.5% at the end of the same year. The
union density rate peaked at 19.8% in 1989 and then took a downturn, recording about
12% in 1997~2001; about 11% in 2002 and 2003; and 10.3% in 2005. The declining
tendency is also found in the number of unionists: it began to slide after it peaked at
1,930,000 persons in 1989. Although the number of unionists showed a slight rebound in
the years shortly after the 1997-98 financial crisis, then it began to go down again in
2002.
If democratisation opened the political space for the labour movement, it can be said that
globalization functioned to undermine the economic base of the unionism. Globalization in
Korea brought new managerial practices aimed at creating a flexible labour force. The
major focus of labour-management conflicts in the first half of the 1990s was on labour
laws concerned with employer rights on utilization of labour and particularly on layoffs of
workers.
The Korean labour force was relatively homogeneous until the early 1990s. A turning
point occurred in 97: After the passing of controversial labour laws, which were to give
more power to employers to lay off workers, at a pre-dawn National Assembly session on
December 26, 1996, the newly formed KCTU and the old FKTU coordinated successfully
to mobilize millions of workers over a three-week period in January 1997. The strike was
about job security at a time when more and more people were experiencing job instability,
as well as about democratic procedures, so the public was fully supportive of the strike.
But serious internal differentiation has occurred in the past decade, especially after the
financial crisis in 1997. The financial crisis and the subsequent economic restructuring
brought on devastating consequences to Korean people, producing a staggering number
of business failures, a sharp increase in unemployment, frozen wages, decreased
income, curtailments of non-wage benefits, a growing number of homeless people, and
many other social problems. In February 1998, President Kim Dae-jung formed a labourmanagement-government tripartite body which succeeded in producing a Tripartite
Accord that, among other things, allowed employers to implement redundancy layoffs in

21 Korea International Labor Foundation (2007) “The Trends in Change of Unionization and Labor
Disputes since 1987,” Korea Labor Review, No.15, July-August.
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case of business failures. Subsequently to this historic compromise, the KCTU stepped
out of the Tripartite Commission, in a show of disagreement.

Current situation of the labour scene in Korea:

a) unions:
Today, the Korean union movement is beset with serious organisational, structural and
ideological problems.
The union members now represent less than 11 percent of the wage workers. Union
membership peaked at 19.8 percent in 1989 and has been falling ever since. It dropped
to 12.0 percent in 2000 and to 10.6 percent at the end of 2004. Not only is the
unionization rate low, it is limited largely to workers employed at large firms. Currently,
more than three quarters of union members are workers employed at large firms hiring
300 or more employees. Less than a quarter of union members are found in smaller
enterprises. Of enterprises with fewer than 300 employees, only 2.8 percent have unions
present, while 69 percent of enterprises with 300 or more workers have unions. Frequent
revelations of corruption and violence within union leadership have weakened public
support.
Globalization, the official policy since the early 1990s, had a deep impact on the labour
market structure: large-scale firms have carried out extensive industrial restructuring in
order to reduce their labour costs and increase labour market flexibility. As a
consequence, the number of regularly employed workers has noticeably declined while
that of irregular workers has increased sharply since the mid-1990s. On average, the
irregular workers receive about half of regular workers' wages and are typically not
covered by statutory welfare policies.
Recent economic trends in Korea produced an increasingly polarized business structure.
Large firms, especially chaebol firms, adapted to global competition relatively well, while
many small enterprises suffered serious problems. This polarised economic structure is
reflected in the labour force, sharply divided by the size of the firms they are employed at
and the terms of their employment. Union membership is correlated with these two
factors.
Institutionally, post-1987, the Korean labour movement kept the decentralized, enterprisebased union structure, inherited from the authoritarian government period. This constraint
was met with an effort to form industrial unions to overcome the limitations of enterprise
unions. Of several industrial unions formed in recent years, the metal worker union is the
most important one, with about 143,000 members and representing powerful local unions,
such as the Hyundai, Kia and Ssangyong automotive unions. But it is still not clear to
what extent these industrial unions are effective organs representing broader worker
interests and devising viable policies in the face of accelerating globalization. While there
seems to be consensus among Korean labour groups that building effective industrial
unions is the only solution to addressing the mounting problems of unprotected workers
and the increasing fragmentation of the Korean working class, the anti-FTA strike
organized by the Korean Metal Workers' Union (KMWU), illustrates the fact that the power
of the industrial union, let alone the national flagship union, over powerful local member
unions (in this case the Hyundai Motor's union) is very limited: Hyundai Motor workers'
union vehemently opposed to participating in what they considered a political strike. Yet
Hyundai Motor workers' union is known to be the most radical union in the nation,
conducting annual strikes for the past 13 years, and the KMWU is the most powerful
union at the industry level.
b) Labour market efficiency:
The labour market was graded at 49th place in 2006 WEF report due to strained relations
between labour and management. Compared with Korea’s global competitiveness, labour
market efficiency and labour relations are way behind other Asian competitors, such as
Singapore. However, substantial improvement in the evaluation of labour market
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efficiency, as reflected in the table below, implies that Korea’s labour market is changing
in favour of business activity.

Table 4.8: Korea’s Global Competitiveness (2007)
Index
Basic requirements
Institutions
Infrastructure
Macroeconomic stability
Health and primary
education

2007

2006
4
2

Index
Efficiency enhancers

26

2
3

Higher education
and training

8

5

27

3
4

Goods market
efficiency
Labour market
efficiency

7

1
7

Financial market
sophistication

14

2007

2006

12

21

6

28

16

47

24

49

27

12

Technological
7
12
readiness
Source: Information is taken from the World Economic Forum (2007) "The Global
Competitiveness Report 2007-2008".

c) The labour market in relation to attracting FDI
Korean economy has been recording a poor inflow of FDI, with substantial outflows since
2003. A recent report by the Minister of the Ministry of Finance and Economy (MOFE)
explains why Korea has recorded poor performance in the inflow of FDI, noting one of
22
main reasons is hostile labour relations, along with irrational regulations on investment.
According to Kwon, O-Kyu (2006), Deputy Prime Minister and the Minister of the MOFE,
“I am aware that industrial relations and regulations still remain major impediments to
shaping a favourable business environment”
At a forum on industrial strategies following the FTA on April 9, 2007, the Ministry of
Commerce, Industry, and Energy (MOCIE) announced a comprehensive strategy to
upgrade Korea's industrial structure following the conclusion of the Korus-FTA and to
become a business hub in Northeast Asia. One of four implementation tasks the MOCIE
also announced is attracting quality FDI by creating a world-class investment
environment.
The EU-Korea FTA, in conjunction with broader economic changes in the global economy
could be expected to have greater economic effects on Korean economy. In particular,
implementation of the FTA is likely to encourage the labour unions to be more adaptive to
the global business practices in dealing with labour issues with management, but if the
adverse labour management climate continues in Korea this will reduce the potential
benefits from greater exchange of investment and technology.

4.3.

THE HUMAN DEVELOPMENT INDEX - GOING BEYOND INCOME23

The Human Development Index is a broader measurement of welfare than per capita
income and takes account of a number of social indicators. The HDI for Korea of is
0.912, which gives Korea a rank of 26th out of 177 countries for which data are available
and are compiled by the UN – see the following table for a comparison.

22

The Minister of the Ministry of Finance and Economy (2007) “The recent trend of FDI and
reasons for poor inflow of FDI” October.
23 Source: http://hdrstats.undp.org/countries/country_fact_sheets/cty_fs_KOR.html
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Table 4.9: Korea’s Human Development Index 2004
HDI value

Life expectancy
at birth (years)

Adult literacy
rate (% ages 15
and older)

1. Norway (0.965)

1. Japan (82.2)

1. Georgia (100.0)

24. Greece
(0.921)
25. Singapore
(0.916)
26. Korea (0.912)

31. Portugal
(77.5)
32. Denmark
(77.3)
33. Korea (77.3)

20. Bulgaria (98.2)

22. Korea (98.0)

11. Slovenia
(95.4)
12. Korea (95.0)

27. Slovenia
(0.910)
28. Portugal
(0.904)
177. Niger (0.311)

34. Kuwait (77.1)

23. Spain (98.0)

13. Belgium (94.7)

35. Slovenia
(76.6)
177. Swaziland
(31.3)

24. Saint Kitts and
Nevis (97.8)
128. Mali (19.0)

14. Libyan Arab
Jamahiriya (94.4)
172. Niger (21.5)

21. Croatia (98.1)

Combined
primary,
secondary and
tertiary gross
enrolment
ratio (%)
1. Australia
(113.2)
10. Spain (96.1)

GDP per capita
(PPP US$)

1. Luxembourg
(69,961)
29. Bahrain
(20,758)
30. Equatorial
Guinea (20,510)
31. Korea
(20,499)
32. Qatar (19,844)
33. Portugal
(19,629)
172. Sierra Leone
(561)

Source: UN Human Development Report 2007.

The aggregate HDI for Korea ranks below 14 of the EU-15 countries, but ranks ahead of
Portugal and the EU NMS.
This year’s HDI from the 2007 report, which refers to 2004, highlights the very large gaps
in well-being and life chances among countries and regions that continue to divide our
increasingly interconnected world. By measuring important aspects of people’s lives and
opportunities the HDI provides a much more complete picture of a country’s development
than indicators such as GDP per capita. Figure 3.3 illustrates that countries on the same
level of HDI as Korea, can have very different levels of income and life expectancy. In fact
the figure suggests that Korea’s HDI is high relative to its GDP per capita when compared
with other countries due to other indicators such as life expectancy and high levels of
education.
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Figure 4.5: The Human Development Index Gives a More Complete Picture than Income

The Human Development Index trends tell an important story. Since the mid-1970s
almost all regions have been progressively increasing their HDI score (see Figure 3.4
below). East Asia and South Asia have accelerated progress since 1990. Central and
Eastern Europe and the Commonwealth of Independent States (CIS), following a
catastrophic decline in the first half of the 1990s, has also recovered to the level before
the reversal. The major exception is Sub-Saharan Africa. Since 1990 it has stagnated,
partly because of economic reversal but principally because of the catastrophic effect of
HIV/AIDS on life expectancy.

Figure 4.6: Human Development Indices for Different Regions of the World
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Figure 4.7: Same Country, Different Worlds — a Human Development Index by Income Group24

24 Source: Human Development Report 2006, Beyond scarcity: Power, poverty and the global water
crisis, p. 270.
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EDUCATION
The following figure demonstrates that Korea ranks just behind Iceland as the OECD with
the second highest spending on education at all levels as a proportion of GDP. A
significant proportion of the Korean spending is privately financed reflecting a high social
value on education.

Figure 4.8: Education25 Total Expenditure on Educational Institutions for all Levels of Education
as a Percentage of GDP
1995

2003

8

6

4

2

0

Furthermore, Figure 4.9 below shows that Korea has the third highest educational
attainment among the OECD countries in terms of tertiary education of the 25-34 age
cohort behind Canada and Japan. This figure confirms that Korea not only has higher
average years of schooling than Germany, Finland or France but also that it has
accumulated a highly-skilled labour force ahead of even the Nordic states.

25

Source: http://stats.oecd.org/wbos/viewhtml.aspx?queryname=322&querytype=view&lang=en
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Figure 4.9: Tertiary Attainment for Ages 25-34
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HEALTH
In terms of spending on health, Korea lags behind other OECD members in spending on
health on a per capita basis.

Figure 4.10: Public and Private Expenditure on Health26 US dollars per Capita, Calculated Using
PPPs, 2004 or Latest Available Year
P ublic health expenditure

P rivate health expenditure

7 000
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26

Source: http://stats.oecd.org/wbos/viewhtml.aspx?queryname=322&querytype=view&lang=en
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(1) For Denmark, the chart shows current expenditures rather than total. Source: OECD

In terms of health outcomes the results are relatively better for Korea as the following
figure shows. Korea is just below the OECD average in life expectancy and just below
the United States which has far greater expenditures on health on a per capita basis.

Figure 4.11: Life Expectancy at Birth (Total)
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4.4.

EQUITY DIMENSIONS

INCOME DISTRIBUTION
The following table reports on income distribution in EU member states, Korea and
selected other countries. Two measures are reported. One measure is the ratio of the
income of the richest twenty percent of the population compared to the poorest twenty
percent of the population. The lower the ratio the more equal is the distribution. The other
measure is the gini coefficient. The gini coefficient would be zero with a completely
equitable income distribution and approaches100 with a highly inequitable income
distribution. Thus the lower the gini coefficient the more equal is the income distribution.
Although there are some challenges in data availability reflecting the variation in the base
year for comparison, Korea has a degree of income inequality that is below the median in
the EU member states. Korea also has a much more equal distribution of income than
some other OECD member countries such as Mexico.
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Table 4.10:27 Measures of Income Inequality

HDI
Rank
HIGH HUMAN DEVELOPMENT
4
Ireland
5
Sweden
7
Japan
10
Netherlands
11
Finland
12
Luxembourg
13
Belgium
14
Austria
15
Denmark
16
France
17
Italy
18
United Kingdom
19
Spain
21
Germany
22
Hong Kong, China
(SAR)
24
Greece
26
Korea
27
Slovenia
28
29
30
32
35
37
40
41
42
45
53
54
60
61
69

Richest
20%
to poorest
a
20 %

Survey
year

Portugal
Cyprus
Czech Republic
Malta
Hungary
Poland
Estonia
Lithuania
Slovakia
Latvia
Mexico
Bulgaria
Romania
Malaysia
Brazil

Gini index

2000
c
2000
c
1993
c
1999
c
2000
..
c
2000
c
2000
c
1997
c
1995
c
2000
c
1999
c
2000
c
2000
c
1996

c

5.6
4.0
3.4
5.1
3.8
..
4.9
4.4
4.3
5.6
6.5
7.2
6.0
4.3
9.7

34.3
25.0
24.9
30.9
26.9
..
33.0
29.1
24.7
32.7
36.0
36.0
34.7
28.3
43.4

c

6.2
4.7
3.9

34.3
31.6
28.4

8.0
..
3.5
..
3.8
5.6
6.4
6.3
4.0
6.8
12.8
4.4
4.9
12.4
23.7

38.5
..
25.4
..
26.9
34.5
35.8
36.0
25.8
37.7
49.5
29.2
31.0
49.2
58.0

2000
c
1998
1998c
99
c
1997
..
c
1996
..
d
2002
d
2002
d
2003
d
2003
c
1996
d
2003
d
2002
d
2003
d
2003
c
1997
c
2003

b

Data show the ratio of the income or expenditure share of the richest group to that of the poorest. Because of
rounding, results may differ from ratios calculated using the income or expenditure shares in columns 2–5 in the
original table from which this is drawn.
b
A value of 0 represents perfect equality, and a value of 100 perfect inequality.
c
Data refer to income shares by percentiles of population, ranked by per capita income.
d
Data refer to expenditure shares by percentiles of population, ranked by per capita expenditure.
Note that countries not shaded are EU member states.
a

Source: United Nations Human Development Report 2006.
Based on the available data, Austria, Bulgaria, Czech Republic, Denmark, Finland,
Germany, Hungary, Slovakia, Slovenia, and Sweden have more equitable income
distributions while Romania has a degree of income inequality that is broadly comparable
to Korea. The other EU member states, for which data are available, Belgium, Estonia,
France, Greece, Ireland, Italy, Latvia, Lithuania, Netherlands, Portugal, Spain and the
United Kingdom have a higher degree of income inequality.

27 Source: Human Development Report 2006. Beyond scarcity: Power, poverty and the global water
crisis.
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GENDER ASPECTS
The HDI measures average achievements in a country, but it does not incorporate the
degree of gender imbalance in these achievements. The gender-related development
index (GDI), introduced in Human Development Report 1995, measures achievements in
the same dimensions using the same indicators as the HDI but captures inequalities in
achievement between women and men. It is simply the HDI adjusted downward for
gender inequality. The greater the gender disparity in basic human development, the
lower is a country's GDI relative to its HDI.
Korea’s GDI value, 0.905, should be compared to its HDI value of 0.912. Its GDI value is
99.2% of its HDI value. Out of the 136 countries with both HDI and GDI values, 74
countries have a better ratio than Korea's.
Table 4.11 shows how Korea’s ratio of GDI to HDI compares to other countries, and also
shows its values for selected underlying values in the calculation of the GDI.

Table 4.11: The GDI Compared to the HDI – a Measure of Gender Disparity
GDI as % of HDI

Life expectancy at birth
(years) 2004

Combined primary,
secondary and tertiary
gross enrolment ratio
2004

-

Female as % male

Female as % male

1. Luxembourg (100.4 %)

1. Russian Federation
(122.4 %)
31. Myanmar (109.9 %)
32. Armenia (109.9 %)
33. Korea (109.8 %)
34. Mauritius (109.8 %)

1. United Arab Emirates
(126.0 %)
154. Senegal (87.5 %)
155. India (86.9 %)
156. Korea (86.7 %)
157. Papua New Guinea
(86.7 %)
158. Angola (85.0 %)

73. Cambodia (99.2 %)
74. Uganda (99.2 %)
75. Korea (99.2 %)
76. Mozambique (99.2 %)
77. Kuwait (99.2 %)
136. Yemen (94.0 %)

35. Korea, Dem. Rep.
(109.8 %)
191. Kenya (95.8 %)

189. Afghanistan (40.9 %)

Source: UN Human Development Report.
The gender empowerment measure (GEM) reveals whether women take an active part in
economic and political life. It tracks the share of seats in parliament held by women; of
female legislators, senior officials and managers; and of female professional and
technical workers- and the gender disparity in earned income, reflecting economic
independence. Differing from the GDI, the GEM exposes inequality in opportunities in
selected areas.
Korea ranks 53rd out of 75 countries in the GEM, with a value of 0.502. Perhaps this is
the index most likely to change due to both economic and demographic developments.
Labour force participation by women in Korea is low compared to other OECD
economies. If participation rates remain at their current levels, the labour force would
decline by 23% by mid-century, thus increasing the burden of ageing. There is significant
scope to increase the labour force participation rate of prime-age women, which is one of
the lowest in the OECD area. One priority in this regard – ensuring an adequate supply of
high quality childcare facilities – could also tend to raise fertility. The government plans to
triple the proportion of children up to age five in public childcare facilities to 30%.
Furthermore attention must be giving to issues regarding the type of employment (sector
and level) in which women are most involved, as it contributes to occupational
segregation in the work place and mirrors gender sensitivity.
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In the last few years employment rates have been rising in Korea and this is associated
with an increased share of temporary employment, especially for women. Temporary
employment has increased from 17 per cent in 2000 to 29 percent in 2006.28
Although it is not evident that an EU-Korea FTA will have significant implications for
gender aspects of economic activity, this aspect, and particularly gender implications of
adaptation of the labour structures should be monitored carefully.

Overall framework for the social impact of the EU-Korea FTA:

The FTA can be expected to have impact on working conditions, health & safety
standards (via regulatory approximation) and quality of work along the lines of the “decent
work” indicators as identified by the EU and ILO. This effect can be both direct, due to the
need to adjust to and comply with EU standards for the sectors that are seeking market
access to the EU, or less tangible, more indirect, differed in time or even negative,
depending on the timeframe for implementation of the liberalisation and the structure of
the sector. On some social dimensions, such as gender opportunities for employment, the
impact might be limited to enhanced awareness of related issues of child care, family
supportive policies, etc…induced by the opening of the relatively closed Korean society
through increased exposure to EU social models, norms and values.
On a general principle, for both partners of the FTA, the domestic industries with higher
ex-ante levels of import protection are those expected to decrease as a result of
increased trade and thus competition. Therefore the effects of the FTA in Korea will
mirror the impact in the EU: a drop in merchandise production for the EU can be
anticipated in the automobile sector for instance, while the output for European services
will increase. Conversely, the Korean small farmers might be expected to suffer, while it
can be anticipated that the consumer will experience a drop in food prices due to
increased imports of agro-foods. The competition induced by the liberalisation of services
might however, lead – albeit in a longer time frame—to important productivity gains in
view of the fact that currently, labour productivity in services is around 60% of that in
manufacturing29.

The following table presents the share of men and women employed in different industry
sectors in Korea.

28 Lee, Jae-Kap, David Grubb, and Peter Tergeist, ADDRESSING LABOUR MARKET DUALITY
IN KOREA,OECD SOCIAL, EMPLOYMENT AND MIGRATION WORKING PAPERS No. 61,
October 2007.
29

see OECD (2004) p. 10, p. 34.
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Table 4.12: Employed Persons by Industry by Gender (Average) for 2007
(Unit: 1000 persons)

* By industry

No/%

Male

Female

Total

Average
Agriculture, forestry & fishing

A. Agriculture & forestry

B. Fishing

Mining & manufacturing

C. Mining & quarrying

D. Manufacturing

S.O.C. & other services

E. Electricity, gas & water supply

F. Construction

*Wholesale & retail trade, hotels & restaurants

*Business, personal, public service & others

*Electricity, transport, telecom. & finance

G. Wholesale & retail trade

June 2008

Number

914.00

812.42

1,726.42

Percent

52.94

47.06

100

Number

879.00

791.42

1,670.42

Percent

52.62

47.38

100

Number

34.92

21.33

56.25

Percent

62.07

37.93

100

Number

2,791.83

1,345.33

4,137.17

Percent

67.48

32.52

100

Number

17.83

1.25

19.08

Percent

93.45

6.55

100

Number

2,775.33

1,344.33

4,119.67

Percent

67.37

32.63

100

Number

9,901.08

7,668.17

17,569.25

Percent

56.35

43.65

100

Number

67.33

18.83

86.17

Percent

78.14

21.86

100

Number

1,678.17

172.17

1,850.33

Percent

90.70

9.30

100

Number

2,632.58

3,093.50

5,726.08

Percent

45.98

54.02

100

Number

3,817.50

3,782.33

7,599.83

Percent

50.23

49.77

100

Number

1,773.08

620.25

2,393.33

Percent

74.08

25.92

100

Number

1,999.67

1,677.25

3,676.92

Percent

54.38

45.62

100
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H. Hotels & restaurants

I. Transport

J. Post & telecommunications

K. Financial institutions & insurance

L. Real estate & renting & leasing

M. Business activities

N. Public adm. & defense, compulsory social
security

O. Education

P. Health & social work

Q. Recreational, cultural & sporting activities

R. Other community, repair and personal
service activities

S. Private households with employed persons

T. Extra-territorial organisations & bodies

Number

633.25

1,416.33

2,049.58

Percent

30.90

69.10

100

Number

1,096.92

117.67

1,214.58

Percent

90.31

9.69

100

Number

219.25

64.67

283.92

Percent

77.22

22.78

100

Number

390.08

419.33

809.42

Percent

48.19

51.81

100

Number

334.17

171.25

505.42

Percent

66.12

33.88

100

Number

1,187.83

657.00

1,844.83

Percent

64.39

35.61

100

Number

542.75

253.83

796.58

Percent

68.13

31.87

100

Number

544.00

1,143.08

1,687.08

Percent

32.24

67.76

100

Number

198.67

546.00

744.67

Percent

26.68

73.32

100

Number

305.92

187.08

493.00

Percent

62.05

37.95

100

Number

688.33

664.33

1,352.67

Percent

50.89

49.11

100

Number

3.75

156.83

160.58

Percent

2.34

97.66

100

Number

12.08

3.25

15.33

Percent

78.80

21.20

100

Source: Ministry of Labour, Republic of Korea.
The more general point that emerges from this detailed table is that women are employed
in much greater proportion than men in the Services industries. About 74 % of total
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employment of women is in Services while 59 % of the employment of men is in
Services.30

4.5.

SOCIAL DIMENSIONS OF THE POLITICAL DIVIDE

The Korean peninsula remains divided by the cold war schism of the post-World-War-Two
era. After decades of a frozen border, there have been tentative initial steps toward
détente and diplomatic efforts are focused on reducing the threat of nuclear weapons and
humanitarian assistance to people in the Northern side of the border. At some point in
the future more rapid change could occur if there is a transition in the regime in the
Democratic Peoples Republic of Korea, (DPRK or North Korea). Whether and when such
a transition might occur is inherently uncertain.
If is evident that if at some point in the future and perhaps in the distant future, a dramatic
regime change occurs in the Korea peninsula, analogous to the collapse of the Soviet
bloc and the reintegration of Western and Eastern Europe, that there will be considerable
challenges for the Korean people. The division of the Korean peninsula has endured
longer than did the division of Central Europe and the gap in the level of economic and
social development between the two Koreas is much greater than existed in Europe two
decades ago. Thus the overall economic and social challenges of any rapid integration
scenario are likely to greater for the Koreas than was the case in Europe.
The more specific challenge is the potential implications of a continued process of a slow
thaw of the frozen border analogous to how China and Vietnam had gradually
reintegrated into the world economy. A specific case in point is the development of the
Kaesong Industrial Complex (KIC).
The Kaesong Industrial Complex (KIC) is an industrial park located in the Democratic
People’s Republic of Korea just across the demilitarized zone from South Korea. As of
November 2007, over 50 medium-sized South Korean companies were using North
Korean labour to manufacture products there, employing around 20,000 workers. The
complex was planned, developed, and financed largely by South Korea, and it has
become a symbol of the growing level of engagement between the North and the South.
A longer discussion of the Kaesong complex was included in the Phase 1 Global Analysis
Report.

4.6.

CONCLUDING OBSERVATIONS

Of course the institutional arrangements for labour markets in the Republic of Korea have
been influenced by its history. In addition, macroeconomic disturbances such as the
Asian financial crisis in the late 1990s have had significant impacts on the trends in
wages for several years, which can lead to deviations from longer term trends. On the
European side, the shifts in exchange rates and global trade and payments flows can
cause transitory challenges in bilateral trade flows. Specifically the pressures for
unwinding the large US trade deficit imply that there are longer term pressures to
increase exports to third countries to offset potential declines in the EU trade surplus with
the US, but these adjustments can take several years and can have impacts on trade and
employment.
A critical part of the historical context of the Republic of Korea is the relationship with
North Korea, and undoubtedly there are important issues with respect to labour standards
in the specific situation of the Kaesong Industrial Complex (KIC). The specific issues of
rules of origin for qualifying products under the FTA are important in this respect. This is a
sensitive issue which requires balancing the concerns of various socio-economic groups
in the EU about unfair competition from imports against the goal of improving the
economic status of some portion of the population in North Korea and contributing to
30

UNDP, Human Development Report 2007-2008, Table 31, page 338.
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peace on the peninsula. Balancing these concerns involves questions of political
judgment and values which the SIA is not in position to make but we seek to inform the
choices.
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5.

ENVIRONMENTAL CONTEXT
th

In the last decades of the 20 century Korea was transformed from a rural agrarian
society to one of the most industrialised. Industry accounts for 42.5% of GDP (well above
the 29% OECD average). Manufacturing and energy-intensive industry remain
predominant (Korea has the world’s largest shipbuilding industry and the fifth largest steel
production) though information and communication technology are growing. With a
population of 48 million living in an area of just under 100 000 km2, Korea has the highest
population density (484 inhabitants per square kilometre) in the OECD 31 . The Seoul
megalopolis, with 48% of the population, produces 53% of the Korean GDP.

5.1.

POLLUTION CONTROL AND ENVIRONMENTAL QUALITY

Further to good environmental progress during 1990-97, a period marked by Korea’s
accession to the OECD, the review period (1997-2005) saw major progress in addressing
air, water and waste management issues, particularly in urban areas. During this period
Korea adopted new environmental legislation. However, indicators of carbon, energy and
some material utilisation intensities still remain among the highest in the OECD.32
The Ministry of Environment of Korea was established in 1990 and it was preceded by the
Environment Administration which was established in 1987.
During the last decade Korea has achieved striking progress with air quality management
(major cuts in SOx and particulate pollution), water infrastructure (massive investment in
sanitation, totalling about $US 20 billion since 1997), water management (establishment
of river basin management), waste management (recycling, incineration and sanitary
landfill infrastructure), and nature/biodiversity protection.
New environmental legislation was adopted (18 new acts) and more bills are pending in
the National Assembly. Korea is gradually changing its approach to environmental
management. New legislation has been enacted to foster the use of economic
instruments in environmental protection (e.g. Special Act on Metropolitan Air Quality
Improvement for the capital region) and to introduce mandatory public green procurement
(as part of the Act on Promoting the Purchase of Environmentally-Friendly Products).
To improve environmental management at the territorial level, river basin environmental
offices and a metropolitan air quality management office were established under the
supervision of the Ministry of Environment. Public private partnership platforms with
business and environmental non-governmental organisations (NGOs) have contributed to
addressing many environmental issues. Many firms have adopted environmental
management systems and industry is actively engaged in voluntary approaches, notably
in the areas of oil spill remediation, chemical management and energy saving. NGOs
have been allowed to participate in environmental inspections.
Continuous monitoring systems have been introduced, and monitoring by civilian groups
has increased. Environmental Impact Assessment (EIA) of projects has been
strengthened and reinforced to be more preventive through development of the prior
environmental review system (PERS) in 1999; the effectiveness and enforcement of both
EIA and PERS requires further attention. Integration of environmental concerns in landuse planning improved with a land-use reform and adoption of the principle “plan first,
develop later” supported by two new acts. Pollution abatement and control expenditure
increased in volume and remained at a robust rate of 1.6 to 1.9% of GDP. Environmental
expenditure (including also expenditure on water supply and nature protection) is well
over 2% of GDP. Overall, Korea has thus taken a range of actions to pursue
environmental protection together with economic development and institutional
decentralisation.

31
32

Korea acceded OECD in 1996.
OECD, Environmental Performance Review of Korea, 2005, www.oecd.org
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However, the sharing of environmental responsibilities (e.g. Ministry of Environment;
Ministry of Construction and Transportation; Ministry of Commerce, Industry and Energy;
Ministry of Maritime Affairs and Fisheries; Korean Forest Service) could be usefully
reviewed and revised. In addition, important challenges remain concerning water, nature
and air management. There are very high pressures associated with CO2 emissions and
with use of water, pesticides and fertilisers. The permitting and enforcement systems
have been weakened in recent years. Following the 2002 transfer of all enforcement
duties in the areas of air, water quality and municipal waste management to local
authorities, the number of inspections and the proportions leading to violations and
prosecutions have decreased. The permitting system is still single-media in approach,
and lacks regular renewal procedures. Integrated permits for large stationary sources
should be considered. There is a risk of environmental concerns being too often
superseded by development interests in local decision-making. The integration of
pollution and nature protection concerns in land-use plans varies greatly among
municipalities. Economic instruments should be reviewed to enhance their effectiveness
and efficiency (e.g. streamlining, increased rates to induce changes in behaviour and to
internalise externalities). The Framework Act on Environmental Policy of 1990 requires all
levels of government to prepare five- and ten-year environmental management plans.
Korea succeeded in the review period in strongly decoupling several environmental
pressures from GDP growth (e.g. SOx emissions, the use of pesticides and fertilisers in
agriculture); SOx and NOx emissions per unit of GDP are below the OECD average, as is
per-capita municipal waste generation. Although municipal waste generation has
continued to increase, it has risen at a lower rate than GDP due to an active recycling
policy, volume-based waste charging and, more broadly, Korea’s emphasis on a “3Rs”
(reduce, recycle, reuse) strategy for waste management. The introduction of cross
compliance in agricultural policy and of agri-environmental payments in 1996 brought
positive environmental outcomes.

NATURE AND BIODIVERSITY
Tourism and forestry sectoral plans have been prepared with due attention to
environmental concerns. As tourism accounts for 4.8% of Korea’s GDP, the second
tourism development plan (2002-11) aims to increase eco-tourism and strengthen
environmental impact assessment of tourism development projects.
Korea has designated the areas which have an excellent natural ecology and are rich in
biological diversity as protected areas including ecosystem and landscape conservation
area, and is taking measures to prevent ecosystem degradation of those areas. Ramsar
wetlands and UNESCO biosphere reserves are places that have been designated or
registered as international reservation areas. On the 30th of March, 2005, the Sinan Gun
Jangdo island moor were registered as a Ramsar Wetland according to the Ramsar
convention, the third designation after Yong moor of Mount Daeam and the Changnyong
Woopo wetland. In October 2004, Guweol Mountain was designated as the 4th UNESCO
Biosphere reserve in Korea, after Seorak Mountain, Baekdoo Mountain, and Hanla
Mountain in Chejudo. As of December, 2005, there are 76 natural parks in Korea (total
area 7,805km2): 20 national, 23 provincial, and 33 county natural parks. Together they
make up a land area which totals 5,125km2 (5.1% of the national land area), and surface
sea area of 2,889km2 (2.9% of the national land area). This takes up 7.8% of the total
territory of the nation.33
The government revised the Natural Environment Preservation Act in 1997, which
provided a framework for designating and managing endangered and protected wildlife,
and also substantially reinforced the penalties (up to 5 years in prison and a KRW 30
million fine) for illegal capture or gathering, thereby providing a legal system for the
protection of wildlife. In February 2004, each of the regulations regarding wildlife
protection in the Natural Environment Preservation Act and the Wildlife Protection and
Hunting Act were consolidated into the Wildlife Protection Act. The presidential and the

33

Source: Ministry of Environment of the Republic of Korea.
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ministerial decree were enacted and went into effect on the 10th of February, 2005. The
Wildlife Protection Act categorizes the previously endangered species and protected
wildlife into 221 species and classifies them into endangered species category I and II.
In the fisheries sector, a total allowable catch system was adopted in 1998 and the
doubling of budgetary transfers to fishery policies since 2000 was mainly to preserve the
marine environment. Adoption of the Coastal Zone Management Act (1999) was followed
by development of an integrated coastal zone management plan (2000).
There is no evidence of environmental progress affecting the overall competitiveness of
the Korean economy. On the contrary, environmental efficiency is enhancing the results
of a number of Korean firms in international markets. As regards institutional
arrangements, the Presidential Commission on Sustainable Development was created in
2000 (as an advisory body), and a sustainable development strategy was launched in
June 2005.
The number of biological species in Korea is estimated at about 100,000, but currently
only about 30,000 have been confirmed. In order to prepare for inter-state competition in
securing biological resources, and to preserve and manage systematically the biological
resources of the country, “Comprehensive Measures for the Conservation of National
Biological Resources” were established in January 2005.

AIR
With rapid economic growth and high population densities, Korea continues to face
challenging sustainable development issues. Its intensive use of energy, water, pesticide
and fertiliser as well as its CO2 emissions are among the highest in the OECD. High
priority should be given to further reducing the energy and CO2 intensities and material
intensities of the Korean economy. Further improvements in reducing air pollution should
bring health and related economic benefits.
Due to measures such as supplying clean fuel and making the use of low-sulphur fuel
mandatory, the level of SO2 has gone down since the mid-90s and has remained below
WHO recommended standards (0.019ppm) since 1997. The Ulsan region, where large
industrial emitters are concentrated, has shown relatively high levels of pollution, but the
average level of pollution in cities as a whole was 0.008ppm, which is lower than the
environmental standard of 0.02ppm.
The density of particulate matters in Seoul has been decreasing after peaking in 2002
3
when it reached 76 mg/m , but is still high compared to cities in other advanced countries
3
34
– 58 mg/m in 2005 . Particulate levels in the other large cities in Korea have also
demonstrated a trend toward lower levels, but density in Incheon, a city in the
Metropolitan area, has been increasing slightly.
A study of precipitation acidity in the major cities in 2005 shows a distribution between pH
4.4-5.3, and the level of acidity in Seoul is high. NO2 has adverse effects on the
respiratory organs and irritates the nose and throat. Together with hydrocarbons, it is also
a source of photochemical smog. In the major metropolitan cities, exhaust is the main
source, and Seoul has shown the highest pollution level. In the case of ozone, the
frequency of exceeding safety standards in the short-term is more important than the
average level over the year because exposure to high densities for a short time can have
adverse effects on the human body. A look at the current state of the frequency with
which ozone levels exceed standards in the short term shows that, since 2002, the
number of times per monitoring station when standard is not met has been increasing.
The reason for this is thought to be the rise in the number of cars.
In general, heavy metal contamination in all cities has remained level or is decreasing.
Lead in particular has decreased because of the supply of unleaded gasoline. In the case
of Cadmium, pollution levels are relatively higher in cities such as Ulsan and Incheon than
in Gwangju or Daejon due to the higher number of factories.

34

Source: Ministry of Environment, “Green Korea 2006”, http://eng.me.go.kr
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WATER
The overall water quality of the four major rivers is improving. The government has set
water quality improvement goals for 194 rivers nationwide, and has been enforcing water
quality management. The achievement ratio of water quality improvement (number of
goal achievements per number of goals established) went from 12.8% in 1991 to 37.6%
in 2002. It was 42.3% in 2005, showing a trend of continued improvement. The
achievement ratio for watersheds in 2005 was 54%, 45%, 45%, 17%, and 17% for the
Han, Nakdong, Geum, Yeongsan, and Seomjin rivers respectively. In terms of water
class, achievement ratio for class I is 34%, while it is 49%, 56%, 75%, and 75% for class
II, III, IV, and V respectively. Currently in Korea there are 18,797 lakes. Most are
agricultural reservoirs, which are man-made lakes that are formed when building dams.
The COD, instead of the BOD, is used for lakes that have a retention time of over 35
days, and the MOE also has set environmental standards for phosphorous and nitrogen.
Most lakes have the water quality of class II or III, and the number of days which exceed
the standards of the algae prediction system has been on the rise since 1994. As of
December 2004, 44.2 million (90.1% of the total population), in 1,015 water service areas,
3
benefit from waterworks. The daily capacity of waterworks is 23,156,000m . The supply
level per person is 365 litres and has dropped since 1996. This is attributed to the
installation of water saving devices and water saving campaigns.

Table 5.1: Waterworks Supply
Classification
Total
population
(thousands)
Population
benefiting from
waterworks
(thousands)
Supply
(%)

rate

1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

45,974

46,426

46,878

47,171

47,543

47,477

48,289

48,518

48,824

49,053

38,107

38,823

39,607

40,190

40,948

41,774

42,402

43,021

43,633

44,187

82.9

83.6

84.5

85.2

86.1

87.1

87.7

88.7

89.4

90.1

26,980

27,751

28,561

28,250

23,156

380

374

362

358

365

3

Capacity (10
22,000
22,902
23,695
25,695
26,590
3
m /day)
Water supply
409
409
395
388
amount (litres 398
day • person)
Source: Ministry of Environment, Republic of Korea.

As of late 2004, the supply rate of sewerage service (registered population divided by the
population in sewerage service regions) is 81.4%. The capacity of 268 sewage service
facilities across the nation is 21,535 thousand tons per day. The total length of sewer
pipelines was 82,215km as of late 2004. 47,225km (57.5%) were combined sewer system
pipelines, which simultaneously remove rain and sewage water, and 34,959km (42.5%)
were separate sewer system pipelines that remove rain and sewage water separately.
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Table 5.2: Sewerage Supply
Classification
Total
population
(thousands)
Population
benefiting from
sewerage
treatment
(thousands)
Sewerage
plants
(Number)
Supply
(%)

rate

Capacity
ton/day)

(10

3

1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

45.9

46.426

46.878

47.171

47.543

47.977

48.289

48.518

48.824

49.052

20.908

24.420

28.559

31.099

32.539

33.843

35.369

36.760

38.558

39.680

71

79

93

114

150

172

184

207

242

268

45.4

52.6

60.9

65.9

68.4

70.5

73.2

75.8

79.0

81.4

9.653

11.542

15.038

16.616

17.712

18.400

19.230

20.233

20.885

21.535

Source: Ministry of Environment, Republic of Korea.

In 1963 drinking water standards according to 29 substances were set for the first time
based on the Water Supply and Waterworks Installation Act. After 11 revisions, we now
manage drinking water quality standards according to 55 substances. Recently, viruses,
pathogenic microbes, and disinfection by-products have drawn attention as new
hazardous substances in drinking water. In response, the water treatment technique
standard has been implemented, which reinforces the filtration and disinfection in the
water purification process to eliminate viruses and pathogenic microbes to safe levels.
The MOE has also established new standards for inland water quality regarding
pathogenic microbes and five new disinfection by-products such as Haloacetic acid. In
order to guarantee safety, the MOE has also established water quality monitoring
systems that differentiate substances and cycles according to the type of drinking water
supply facility. According to the water quality test in 2005 by joint participation of public
and private sector, 0.9% of facilities tested exceeded the water quality standards, and a
high number of village-level waterworks in particular exceeded standards. Most of these
cases were due to bacteria, E-Coli, and nitrate nitrogen. This is deemed to be caused by
insufficient disinfection or negligence of facility maintenance, etc.

SOIL AND GROUNDWATER
The MOE established 250 stations nationwide in 1987 constituting the national soil
monitoring network and started routine measurements. Starting in 1997, it expanded this
to regional networks and by 1999 had 4,500 stations. In 2005, MOE ran soil monitoring
networks at 1,500 sites and carried out a soil contamination investigation at 2,402 sites.
Out of 3,902 sites, 56 sites (1.4%) exceeded soil contamination precautionary level and
22 sites (0.6%) soil contamination regulatory level. In the case of soil monitoring
networks, 4 sites (0.3%) exceeded “soil contamination precautionary level” of Ni, but there
are no sites exceeding soil contamination regulatory level. Meanwhile, 52 sites (2.2%)
from 2,402 soil contamination investigation sites didn’t meet the “soil contamination
precautionary level” and among them 22 sites (0.9%) exceeded “soil contamination
regulatory level.” Soil contamination investigation was changed in 2001 to a system that
rotated monitoring sites each year by focusing on contamination-prone areas. This was
due to the previous regional monitoring network not conforming to its purpose of
pinpointing contaminated areas. The investigation monitored eleven sites where concern
of contamination existed, such as factories and industrial sites, areas of waste water
inflow, and waste treatment facilities.
The supply of water had thus far relied mostly on inland water but pollution, limitations of
water supply by dams, and the rise in water consumption has led to more underground
water being used. As of late 2004, there were 1,234 underground water sources in use or
under construction. The total use of groundwater in 2004 was still only at 32.1% (3.7
billion m3/year) of the development potential (11.7 billion m3/year), which signifies that the
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value of groundwater as a alternative source of water is very high. A groundwater
monitoring network has also been put in place to regularly update the status of
groundwater quality and to monitor trends, so that basic data for policy formulation can be
assured.

WASTE
Of the materials that are no longer of use to people, the current Waste Management Act
differentiates between industrial waste and municipal waste. Industrial waste is further
divided into general industrial waste, construction waste, and designated waste. Total
waste generation is on the rise since 1993. Municipal waste, generated during everyday
life and economic activities, decreased substantially in 1995 when the volume based
waste fee system was implemented, but has been gradually increasing since 1999.
Municipal waste generation per person has decreased from 1.3kg/day in 1994 to 1.03
kg/day in 2004. On the other hand, industrial waste generation has been increasing by a
large margin each year because of expansion in industrial activities.

Table 5.3: Waste Generation Trend
1998

1999

2000

2001

2002

2003

2004

190.254

219.216

234.282

261.032

277.533

303.028

311.666

Total

44.583

45.614

46.438

48.499

49.902

50.739

50.007

Generation
per capita

0.96

0.97

0.98

1.01

1.04

1.05

1.03

212.533

227.631

252.292

261.659

Classification
Total

Municipal waste

145.671
173.602
187.844
Industrial waste
Source: Ministry of Environment, Republic of Korea.

Recycling of waste has increased rapidly, while the percentage of land filling has gone
down. Use of incinerators is gradually on the rise. In the case of municipal waste, 72.3%
went to landfills in 1995 and only 23.7% was recycled, but due to the volume-based waste
fee system and recycling polices, the recycling rate became 49.2% and land filling was
down to 36.4% by 2004. This change shows that the waste disposal structure is moving in
a positive direction.

Table 5.4: Municipal Waste Treatment
Classification
Generation

1998

1999

2000

2001

2002

2003

2004

44.583

45.614

46.438

48.499

49.902

50.739

50.007

25.074

23.544

21.831

21.000

20.724

20.450

18.195

(56.2%)

(51.6%)

(47.0%)

(43.3%)

(41.5%)

(40.3%)

(36.4%)

3.943

4.676

5.440

6.577

7.229

7.348

7.224

(8.9%)

(10.3%)

(11.7%)

(13.6%)

(14.5%)

(14.5%)

(14.4%)

Land filling

Incineration

June 2008

Page 93 of 261

Reference: Trade 2007/349757/1
Trade Sustainability Impact Assessment of the Free Trade Agreement to be negotiated
between the European Community and the Republic of Korea

15.566

17.394

19.167

20.922

21.949

21.938

24.588

(34.9%)

(38.1%)

(41.3%)

(43.1%)

(44.0%)

(45.2%)

(49.2%)

Recycling

Source: Ministry of Environment.

Similar to municipal waste, land-filling for industrial waste has decreased and the rate of
recycling is also continuously increasing. In 2004, the rate of recycling was at 81.3%.

Table 5.5: Industrial Waste Treatment
Classification
Generation

1998

1999

2000

2001

2002

2003

2004

145.671

173.602

187.844

212.533

227.631

252.292

261.659

36.752

30.573

29.904

32.677

34.303

29.377

26.043

(25.2%)

(17.6%)

(15.9%)

(15.3%)

(15.1%)

(11.6%)

(10.0%)

7.342

8.893

11.757

12.105

10.892

11.338

11.341

(5.1%)

(5.1%)

(6.3%)

(5.7%)

(4.8%)

(4.5%)

(4.3%)

96.351

125.990

138.035

158.842

172.323

200.829

21.728

(66.1%)

(72.6%)

(73.5%)

(74.7%)

(75.7%)

(79.6%)

(81.3%)

5.227

8.146

8.148

8.909

10.113

10.748

11.547

(3.6%)

(4.7%)

(4.3%)

(4.2%)

(4.4%)

(4.3%)

(4.4%)

Land filling

Incineration

Recycling

Others (dumping
storage etc.)

at

sea,

Source: Ministry of Environment.

Korea, because of its unique food and cooking style, generated a lot of food waste.
Various campaigns and policies have been implemented to decrease this kind of waste,
and as a result the amount of food waste has been declining. Thanks to the strong push
by the government to recycle food waste as livestock feed and compost, as of 2004 the
rate of recycling is 81.3%.
Due to the concentration of people in the Seoul megalopolis, and air quality issues in the
conurbation, Korea is developing innovative approaches to, and standards for, automotive
emissions.

5.2.

ENERGY AND NATURAL RESOURCES

Korea imports 97 percent of its primary energy. The energy and transport sectoral plans
have been prepared with little regard to environmental concerns. The second national
energy plan projected energy demand to grow by 3.1% a year over the period 2002-11
and envisaged only limited changes in the energy mix (with only 5% for renewables by
2011). The prices of electricity and natural gas for industry are kept low although being
higher than production costs. Electricity is largely produced from coal (with subsidies for
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domestic production) and from nuclear energy (with little provision to the fund for nuclear
waste management).
In the agricultural sector, border protection continues to be very high and with it the level
of market price support, thus creating incentives for unsustainable farm practices. Efforts
to decouple direct payments from production should be pursued. No sectoral policies or
plans have yet been subject to strategic environmental assessment and there is limited
use of cost-benefit analysis to support policy formulation. In the context of Korea’s low
overall tax burden (by OECD standards), in-depth thinking about environmental tax
reform is desirable. The pursuit of balanced territorial development, including the
construction of a new administrative capital city and of new transportation infrastructure,
will offer challenging opportunities to “green” the country’s physical development.
Natural gas has attracted attention as an energy source with a lower environmental load
than some of other conventional energy sources. In Korea Rep., with its high dependence
on oil, fuel conversion from oil to natural gas and atomic power, as an alternative energy
source, is advanced. It is expected that energy consumption will increase in Korea along
with its continuing high economic growth, as will the import of energy resources from
countries beyond the sub-regional border. In order to secure a stable energy supply to
meet the increasing demand for energy in the sub-region, it is and will become even more
crucial to develop concrete reliance and cooperation mechanisms both within and beyond
the sub-region among countries both rich and poor in energy resources. Coal is likely to
continue to serve as a major energy source in the future in Korea, although it is a
resource with a large environmental burden such as the discharge of SO2 created by
combustion. Therefore, the emission control of gases that result from coal use will remain
a priority issue in the future. Policies to effectively address and improve the dissemination
of desulphurisation equipment and renovation of outdated firms need to be further
elaborated.
Northeast Asia and its surrounding sub-region are rich in reserves of natural gas
resources. In order to take advantage of natural gas in terms of its lower environmental
load compared to other types of conventional energy sources, promoting its utilisation and
fuel conversion from other types of fossil fuel is necessary. Development of a natural gas
pipeline network covering a vast area to connect production and consumption sites will
play a key role, thus multilateral cooperation mechanisms should be established to
address obstacles ahead, such as fund-raising, sharing and utilising advanced
technologies, and establishing markets.
As for renewable energy, potential of such energy should be further explored and better
utilised where it is applicable. Sustainable use of all available renewable energy such as
solar, wind, biomass, geothermal and small-scale hydraulic power needs to be further
promoted to simultaneously address increasing demand for energy and climate change
mitigation. Advantage of small scale and off-grid power generators utilising such energy –
by and large, require less infrastructure – needs to be well considered and appropriate
investment should be made for their research and development as well as for their
dissemination. Korea has not attached a high priority to renewable energy development
but that could change in light of higher world oil prices and increased concerns about
global warming.

5.3.

GLOBAL ENVIRONMENTAL AGREEMENTS AND INTERNATIONAL
ENVIRONMENTAL COOPERATION

Korea has made impressive progress in projecting internationally its environmental
values, influence and leadership. This reflects Korea’s commitment to environmental
protection domestically and globally, as well as its recognition of the obligations and
capabilities associated with its rapid economic growth and its new responsibilities as a
member of the OECD community of industrialised nations. Korea has hosted numerous
major international environmental meetings (e.g. the 2005 UN-ESCAP Ministerial
Conference on Environment and Development in Asia and the Pacific, the 2004 UNEP
Special Session of the Governing Council and Global Ministerial Environment Forum),

June 2008

Page 95 of 261

Reference: Trade 2007/349757/1
Trade Sustainability Impact Assessment of the Free Trade Agreement to be negotiated
between the European Community and the Republic of Korea

participated much more extensively and actively in multilateral and regional organisations,
and played a lead role regionally in advancing environmental capacity-building and
programme initiatives. Ratification of global conventions on oil spills, wildlife conservation,
chemicals, hazardous wastes and climate change was followed up rapidly by
implementation of national legislation, reporting and public awareness campaigns.
Similarly, Korea fulfilled its commitment to adhere to the body of OECD Decisions and
Recommendations on environmental matters, following its accession to the Organisation
in 1996. Korea expanded its outreach systematically to now include memorandums of
understanding and technical exchanges with developing countries in Southeast Asia, the
Middle East and Africa. It provided leadership within the Northeast Asia region by
focusing attention and resources on trans-boundary problems of special interest to Korea,
including dust and sandstorms, acid rain, marine fisheries and migratory wildlife. A strong,
comprehensive national marine fisheries management regime was established. And the
Republic of Korea’s efforts to engage North Korea in protecting the unique ecological
resources of the Demilitarised Zone gained international attention and endorsement.
On the other hand, the absence of specific greenhouse gas reduction targets in Korea’s
three-year national action plans on climate change weakens pressures and incentives for
reducing greenhouse gas emissions meaningfully in the foreseeable future. Korea met its
initial 2005 commitment under the Montreal Protocol for the phase-out of CFC production,
after having been granted an extended phase-out schedule as a “developing country”
under the protocol; and it has prepared a 2005-10 CFC reduction plan. While Korea’s
official development assistance and its environmental component have been increasing,
the funding levels are well below those of other OECD donors and are not commensurate
with Korea’s economic status. Inspection and enforcement remain weak for ensuring
compliance with domestic laws and international commitments on the trans-boundary
movement of hazardous waste, trade in endangered species and chemicals, and shipbased marine pollution. Some progress has been made in reducing land-based sources
of marine pollution, including the dumping of sewage sludge and dredged spoils in coastal
waters, but this remains an issue. Concern about over-fishing has emerged. Overall, the
Korean economy is evolving from a developing country status towards convergence with
other OECD countries’ economies. In parallel, environmental convergence has advanced
with the adoption of the body of OECD environmentally related Council Acts and
engagement in regional and multilateral environmental co-operation. However, the road to
full environmental convergence will require strengthened efforts, particularly concerning
climate, stratospheric ozone, aid and marine issues.
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Table 5.6: International Environmental Conventions in which Korea Participates
International Conventions
Conventions
Date Signed

Date Entered
into Force

Korea
Date Signed in
Korea

Date Entered
into Force

Atmosphere/ Climate Change
United Nations Framework Convention on
May 9, 1992
Climate Change (UNFCCC)

Mar. 21, 1994

Dec. 14, 1993

Mar. 21, 1994

Vienna Convention for the Protection of the
Mar. 22, 1985
Ozone Layer

Sep. 22, 1988

Feb. 27, 1992

May 27, 1992

Montreal Protocol on Substances that Deplete
Sep. 16, 1987
the Ozone Layer

Jan. 1, 1989

Feb. 27, 1992

May 27, 1992

The London Amendment to the Montreal
Jun. 29, 1990
Protocol

Aug. 10, 1992

Dec. 10, 1992

Mar. 10, 1993

The Copenhagen Amendment of the Montreal
Nov. 25, 1992
Protocol

Jun. 14, 1994

Dec. 2, 1994

Mar.2, 1995

The Montreal Amendment to the Montreal
Sep. 17, 1997
Protocol

Nov. 10, 1999

Aug. 19, 1998

Nov. 10, 1999

International Convention for the Regulation of
Dec. 12, 1946
Whaling (ICRW)

Nov. 10, 1948

Dec. 29, 1978

Dec. 29, 1978

International Convention for the Conservation
May 14, 1966
of Atlantic Tunas (ICCAT)

Mar. 21, 1969

Aug. 28, 1970

Aug. 28, 1970

Convention of the Conservation of the Living
Oct. 23, 1969
Resources of the Southeast Atlantic

Oct. 24, 1971

Jan. 19, 1981

Feb. 19, 1981

Convention on the Conservation of Antarctic
May 20, 1980
Marine Living Resources (CCAMLR)

Apr. 7, 1982

Mar. 29, 1985

Mar.28, 1985

International Convention for the Prevention of May 12, 1854 July 26, 1958
Pollution of the Sea by Oil, 1954 (as amended Apr. 11, 1962 Jun. 28, 1967 July 31, 1978
in 1962 and 1969)
Oct. 21, 1969
Jan. 20, 1978

Oct. 31, 1978

Convention on the Prevention of Marine
Pollution by Dumping of Wastes and Other Dec. 29, 1972
Matter (London Convention)

Aug. 30, 1975

Dec. 21, 1993

Jan. 20, 1994

International Convention on Civil Liability for Oil
Nov. 29, 1969
Pollution Damage (CLC)

June 19, 1975

Dec. 18, 1978

Mar. 18, 1979

Protocol to the International Convention of Civil
Nov. 19, 1976
Liability for Oil Pollution Damage, 1969

Apr. 8, 1981

Dec. 8, 1992

Mar. 8, 1993

International Convention on the Establishment
of an International Fund for Compensation for Dec. 18, 1971
Oil Pollution Damage, 1971 (Fund Convention)

Oct. 16, 1978

Dec. 8, 1992

Mar. 8, 1993

International Convention for the Prevention of
Pollution from Ships, 1973 as Modified by the Nov. 2, 1973
Oct. 2, 1983
Protocol of 1978 relating thereto (MARPOL Feb. 17, 1978
73/78)

July 23, 1984

Oct. 23, 1984

Convention on Future Multilateral Cooperation
Oct. 24, 1978
in the Northwest Atlantic Fisheries

Jan. 1, 1979

Dec. 21, 1993

Dec. 21, 1993

United Nations Convention on the Law of the
Dec. 10, 1982
Sea

Nov. 16, 1994

Jan. 29, 1996

Feb. 28, 1996

Agreement Relating to the Implementation of
the Part XI of the United Nations Convention July 28, 1994
on the Law of the Sea of 10 December 1982

July 28, 1996

Jan. 29, 1996

July 28, 1996

May 5, 1992

Feb. 28, 1994

May 29, 1994

Maritime Affairs and Fisheries

Hazardous Waste Management
Basel Convention on the Control of
Transboundary Movements of Hazardous
Wastes and their Disposal (Basel Convention) Mar. 22, 1989
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Nature and Species Conservation
Convention
on
International
Trade
in
Endangered Species of Wild Fauna and Flora Mar. 3, 1973
(CITES)

July 1, 1975

July 9, 1993

Oct. 7, 1993

Convention on Biological Diversity

Dec. 29, 1993

Oct. 3, 1994

Jan. 1, 1995

Convention on Wetlands of International
Importance Especially as Waterfowl Habitat (as Feb. 2, 1971
amended in 1982 and 1987) (RAMSAR)

Dec. 21, 1975

Mar. 28, 1997

July 28, 1997

International
(IPPC)

Apr. 3, 1952

Dec. 8, 1953

Dec. 8, 1953

Plant Protection Agreement for the South East
Feb. 27, 1956
Asia and Pacific Region

July 2, 1956

Nov. 4, 1981

Nov. 4, 1981

International Tropical Timber Agreement, 1983
Nov. 18, 1983
(ITTA)

Apr. 1, 1985

July 25, 1985

July 25, 1985

International Tropical Timber Agreement 1994

Jan. 1, 1997

Sep. 12, 1995

Jan. 1, 1997

Treaty Banning Nuclear Weapons Tests in the
Aug. 5, 1963
Atmosphere, in Outer Space and Underwater

Oct. 10, 1963

July 24, 1964

July 24, 1964

Convention of the Physical Protection of
Mar. 3, 1980
Nuclear Material

Feb. 8, 1987

Feb. 7, 1982

Feb. 8, 1987

Convention on Early Notification of a Nuclear
Sep. 26, 1986
Accident (Notification Convention)

Oct. 27, 1986

June 8, 1990

July 9, 1990

Convention on Assistance in the Case of a
Nuclear Accident or Radiological Emergency Sep. 26, 1986
(Assistance Convention)

Feb. 26, 1987

June 8, 1990

July 9, 1990

Convention on Nuclear Safety

Sep. 20, 1994

Oct. 24, 1996

Sep. 19, 1995

Oct. 24, 1996

Treaty on the Prohibition of the Emplacement
of the Nuclear Weapons and Other Weapons
Feb. 11, 1971
of Mass Destruction on the Sea Bed and the
Ocean Floor and in the Subsoil Thereof

May 28, 1972

June 25, 1987

June 25, 1987

Dec. 1, 1959

June 23, 1961

Nov. 28, 1986

Nov. 28, 1986

Oct. 3, 1991

Jan. 14, 1998

Jan. 2, 1996

Jan. 14, 1998

United Nations Convention to Combat
Desertification
in
Those
Countries
June 17, 1994
Experiencing Serious Drought and /or
Desertification, Particularly in Africa

Dec. 26, 1996

Aug. 17, 1999

Nov. 15, 1999

Convention for the Protection of the World
Cultural and Natural Heritage (World Heritage Nov. 23, 1972
Convention)

Dec. 17, 1975

Sep. 14, 1988

Dec. 14, 1988

Treaty on Principles Governing the Activities of
States in the Exploration and Use of Outer
Jan. 27, 1967
Space, including the Moon and Other Celestial
Bodies

Oct. 10, 1967

Oct. 31, 1967

Oct. 31, 1967

Convention on the Prohibition of Military or Any
other
Hostile
Use
of
Environmental Dec. 10, 1976
Modification Techniques

Oct. 5, 1978

Dec. 2, 1986

Dec. 2, 1986

Convention on the Prohibition of the
Development, Production and Stockpilling of
Apr. 10, 1972
the Bacteriological (Biological) and Toxic
Weapons, and on their Destruction

Mar. 26, 1975

June 25, 1987

June 25, 1987

Plant

Protection

Mar. 22, 1992

Convention

Dec. 6, 1951

Jan. 26, 1994

Nuclear Safety

Others
The Antarctic Treaty
Protocol to the Antarctic
Environmental Protection

Treaty

on

Source: Ministry of Environment, Republic of Korea.
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5.4.

LOOKING TO THE FUTURE

Both the EU and Korea are dependent on the use of imported fossil fuels for energy
generation and transportation needs and face common challenges in supporting the
development of the United Nations Framework Convention on Climate Change
(UNFCCC) in the Post Kyoto phase beyond 2012. Energy policy is crucial when tackling
the challenge of climate change.
The EU has established a new integrated climate change and energy policy. Its targets
include:


Reducing greenhouse gas emissions in the EU by 20% by 2020, and by 30% if
international agreement is reached;



Improving energy efficiency by 20% by 2020;



Raising the share of renewable energy to 20% by 2020; and



Increasing the level of bio-fuels in transport fuel to 10% by 2020.

Korea has taken actions to implement the Clean Development Mechanism under the
Kyoto Protocol but lags in the reform of energy policy. Generally Korea shares EU
concerns about the future development of the UNFCC after the Bali conference and a
broader commitment to co-operation on multilateral environmental cooperation.
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6.

GLOBAL ANALYSIS

6.1.

METHODOLOGY

The analysis of the global impact of a potential FTA agreement between EU and Korea
has already been done by a number of actors: the KIEP (2005), Pukyong (2006),
Copenhagen Economics (March, 2007), the CEPS (November, 2007). Most of the times,
the overall gains are estimated to be quite low for Korea and very small for the EU.
This study is following a previous one written by Copenhagen Economics and the
professor François. They did many calculations in order to evaluate the overall economic
impact of an FTA over for Korea and EU, through a highly technical GTAP model. Again,
all the results that they obtain are calculated through the GTAP database 6 and general
equilibrium model (CGE model), a framework that is widely used to evaluate the impact of
such FTA agreements. This particular version of CGE model is a multi-country and multisector general equilibrium model with a very large database and a set of exogenous
variables on trade tariffs that allow testing various liberalisation assumptions. But when
Copenhagen Economics did their evaluation, the GTAP 7 was not yet available and all
the calculations were made by using the version 6 that is using very old data (data for
2001). Unfortunately the GTAP 7 database that was expected to be deliverable at the end
of 2007 and would allow a major update of the Copenhagen Economics results was not
ready in January 2008 and it should only be available in mid-2008. Consequently, the
reference database that is used in our simulations is the same as in the previous study
(the GTAP database version 6.2 with 2001 data).
It should be noted that if CGE models and particularly the GTAP model are widely used to
evaluate the global impact of FTA over regions are also widely criticized by many
academic researchers (Kehoe, 2002; McKitrick, 1998; Jorgenson, 1984). The main
criticism is usually about the parameters that are used in these models and on the fact
that the results should always be used with caution. As for econometric models, the
accuracy of such CGE models depends highly on the accuracy of the equation and
parameters. But, for example, the trade elasticities are not always estimated precisely
econometrically. Then any error or dynamic change of the parameter over the evaluation
period could have a great impact on the results (see Lucas Critique).
In the following section we will successively present the assumptions and guidelines that
we used to run our GTAP evaluation process, the results of the simulations and finally a
brief comparison with the results obtained in other studies.

6.2.

ASSUMPTIONS FOR THE MODELLING EXERCISE

The basic principle of this global modelling exercise is to evaluate the global impact of an
EU/Korea FTA through a GTAP framework. In order not to do again something that had
already been done, we start from the Copenhagen Economics study that had been done
in March 2007. Then, the idea is on one side to reproduce the results obtained on the
different scenarios tested by professor François and on the other side to try to understand
the impact of some parameters and finally to go further on various assumption and GTAP
model parameters.
As pointed out by the previous study there is a critical problem with the GTAP 6.2
database on services as all these tariff lines are equal to zero. Copenhagen Economics
are using their own estimated tariff in place of these “missing” figures. These new figures
were estimated by using a panel of countries and imports estimated through a simplified
Gravity Model. Then, any difference on imports that is not explained directly by a variable
in the model is implicitly assumed to represent a tariff barrier. All the calculations are done
by using a combination of GTAP elasticity of substitution and the results obtained from
the Gravity Model. On the basis of this model, the tariff barrier on services in Korea is
very high (46%) and much lower in EU25 (17%). Qualitative comments would suggest
that such levels of protection in services are much higher than considered by many
practitioners or academics.
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We would certainly argue that (1) the Gravity Model used in the Copenhagen Study is too
simple (with only GDP and Per Capita Income as explanatory variables and no attempt to
include either geographic / distance elements or “home bias” preferences as the recent
literature would suggest); and (2) that the critical importance of the expected gains which
are directly related to the impact of service liberalisation (83% of the total expected gain in
real income in both the EU and Korea under a full FTA assumption) leaves a major
question mark on the results derived from the Copenhagen Study
As in all simulation exercises, a baseline scenario is used as the “benchmark” and takes
into account the Doha tariff reduction assumptions: a tariff reduction of 40% on agriculture
and the Swiss formula on manufacturing and other primary product. From this baseline
scenario, three different assumptions have been tested, based on assumptions similar to
the Copenhagen Economics study scenarios.

Table 6.1: Assumptions used in the Copenhagen Scenarios
Scenarios on Trade Tariffs
between EU and Korea

Assumptions
on Food

Assumptions
on Non-Food

Assumptions
on Services

Partial Trade Agreement 1

-40%

-100%

-25%

Partial Trade Agreement 2

-40%

-100%

-50%

Full Trade Agreement (FTA)

-100%

-100%

-100%

Source: Copenhagen Economics.
Finally, we make no modification on the production functions of the GTAP model. This is
a main difference between our simulations and the Copenhagen Economics scenarios as
they use a modified version of the GTAP model with imperfect competition. They divide
the different sectors into three categories: perfect competition (Armington assumptions,
the standard GTAP case), monopolistic competition and those with scale economies.
To ensure that the results do not depend on any particular aggregation, two different
GTAP datasets are constructed. The first one on a reduced and aggregated list of four
products (agriculture, other primary, manufacturing and services) and the second one
including the whole list of GTAP products (57 products). These two databases were
created to ensure that any non-linear effect of a shock was not eliminated by any
aggregation scenario. The conclusion of the exercise indicates that the overall impact is
slightly reduced when moving from the aggregated to the disaggregated dataset, but not
significantly (the difference is a statistically insignificant 0.04% of global output).

6.3.

RESULTS OF SIMULATIONS

Using only the aggregated dataset on four different sectors, the simulations run by the
TSIA team include (1) a simple standard use of the GTAP model and (2) a use of the
GTAP model with reduced import substitution elasticities (which is supposed to take into
account the mature nature of Korean and EU markets and therefore the likely “corporate
reaction” to any entry of foreign competition).
The conclusion is that in all case, assuming the standard GTAP assumption, the overall
impact of FTA (partial or full) over the baseline scenario is very limited for both Korea and
EU25. The total estimated impact on GDP is always lower than 1% over the baseline
case: the impact on Korea’s GDP would be a meagre 0.2% using standard elasticities
included in the original GTAP model, and 0.6% using the reduced elasticities. The impact
on EU25 GDP would be much smaller, not different from zero in the first simulation and
0.1% in the simulation with adjusted elasticities.
These results would suggest an overall impact much lower than what has been estimated
by the Copenhagen Study. The two main reasons for these differences are on one side
the market structure assumptions made by Pr. François in the Copenhagen Study
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(imperfect competition and scale economies injected in the GTAP model through an addon specifically developed by Pr. François), and on the other side, the different
assumptions on Armington elasticities for the respective sectors.
McDaniel and Balistreri (2002) have shown that Armington trade elasticities can have a
great impact on CGE models and tend to be underestimated and are crucial when
evaluating the impact of trade liberalization. As shown in the following graph, the authors
explain that the impact of different elasticities on a welfare index can be non linear and
highly influences the FTA assessment.

Figure 6.1: Sensitivity Analysis to Armington Elasticity Specification

Source: McDaniel and Balistreri (2002).
In the Korea / EU case, when we investigate on these Armington elasticities assumptions,
we also find that they have a great impact on the overall results but it is difficult to
evaluate the right one. The following graph summarizes some of the stress test scenarios
than we ran to evaluate the sensitivity of gains to these Armington elasticities.
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Figure 6.2: Impact of Different Armington Trade Elasticities in Services on the GDP Gain in Korea
(Partial 2 FTA Assumptions)

Source: Consultant.
The results show again that in the case of an EU / Korea FTA, the overall economic
impact is expected to be low for both Korea and EU, and highly sensitive to the
assumptions on market structure (perfect competition or monopoly) and Armington trade
elasticities.

6.4.

COMPARISON WITH OTHER STUDIES

We first present the results provided by the Copenhagen Economics Study, as it has
been used as a benchmark for our analysis and is the most recent comprehensive
exercise dealing with the EU-Korea FTA.
The following table summarizes the macroeconomic changes related to the different trade
assumptions (compared to the baseline). For the EU, the positive effect on a trade
agreement is marginal. For instance, the positive effect of a trade agreement on EU’s
GDP hovers between 0.1% and 0.3%, the change in value of exports is less than 1% and
the unskilled/skilled worker wage change is negligible.
The positive impact on the Korean economy is significant higher than for EU with a
change in GDP between 0.6 and 1.6%. The value of Korean’s exports is projected to
increase by 20.8% (in the full FTA). The percentage changes in skilled and unskilled
worker wage should be respectively 1.6% and 3.4% in the case of a full FTA.
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Table 6.2: Copenhagen Results, Macroeconomic Changes
Partial 1 trade
agreement

Partial 2 trade
agreement

Full FTA

EU

Korea

EU

Kore
a

EU

Kore
a

0.1%

0.6%

0.1%

0.8%

0.3%

1.6%

0.3%

6.4%

0.5%

10.0
%

0.9%

20.8
%

Unskilled worker wage

0.0%

1.0%

0.0%

1.6%

0.0%

3.4%

Skilled worker wage

0.0%

0.6%

0.0%

0.8%

0.0%

1.6%

Change in GDP
Change
exports

in

value

of

Note: All results are reported as percentage change compared to baseline

Trade liberalization has positive net income effects on both economies, in all scenarios.
As could be expected, the gains from liberalization are higher the more trade barriers are
removed, i.e. economic gains in the two partial scenarios are smaller than for a full free
trade agreement.
As mentioned earlier, there are other studies that aimed at evaluating the potential
economic impact of an FTA between EU and Korea.
•

The first one, written by the KIEP in 2005 uses a standard GTAP model augmented
with capital accumulation effects. They define three scenarios, with a central one that
seem to the Partial 2 scenario developed by Copenhagen Economics.

•

The second one, written by Pukyong in 2006, is mentioned by the Centre for
European Policy Studies in their report on “Qualitative Analysis of a Potential Free
Trade Agreement between the European Union and Korea”, written in November
2007. They use a dynamic but more restrictive version of the GTAP model (GDyn).

The results of these two studies can be compared with the outcomes of the Copenhagen
Economics Study as well as to our own computation and modelling exercises, including
the different GTAP simulations and the investment model presented in a previous section
of the Report.
Here under is a table summarizing the overall impact estimated by all these studies.

Table 6.3: FTA Effects on GDP (% from the Base Case)
Model

Impact
on
Korea

Impact on
EU25

Pukyong (2006)

GTAP Armington /
Dynamic

2.3%

-

KIEP (2005)

GTAP Armington

2.0%

0%

Copenhagen Economics
(2007)

GTAP with Imperfect
Competition

2.4%

0%

SIA GTAP (2007)

GTAP Armington

0.2%

0.0%

SIA GTAP (2007)

GTAP Adjusted
Elasticities

0.6%

0.1%

SIA Investment Model (2007)

Econometric Panel
Estimation

2.1%

-
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So, if we measure the expected overall economic impact of an FTA between Korean and
EU through a CGE model, and more precisely by using a simple GTAP framework (with
Armington elasticities and CES functions with perfect competition), an dynamics GTAP
model (with capital accumulation) or a GTAP with model with imperfect competition and
scale effects, the overall potential effect of an FTA is always expected to be relatively low,
and between 0.5% and 2.5% of GDP.
The second important conclusion is that these overall economic effects seems to depend
substantially not only on the equations of the CGE model itself, but on the assumptions
on the market structure of the different sectors involved, especially the services sector
(that represent more than 2/3 of the total impact) and on the assumption on Armington
trade elasticities.

Results on GTAP
The aim of this part is to summarise a number of key results obtained with our simulation
on GTAP, notably on the aggregated GTAP and a more disaggregated version allowing
one to evaluate the impact on specific sectors.
The following table gives key information about a potential Full FTA between the
European Union and Korea. The Full FTA agreement includes a 100% barrier cut on
services between the EU and Korea and a full bilateral non food tariff reduction.

Table 6.4: Results on the Aggregated Version, Full FTA
Results on the Aggregated Version, Full FTA

EU

KOREA

Others

Change in GDP

0.01%

0.15%

0.03%

Change in value of exports

0.25%

1.68%

0.12%

Unskilled Labour

-0.02%

-0.45%

0.23%

Skilled Labour

-0.08%

-0.14%

0.26%

Source: SIA.
It clearly shows that the impact of the Full FTA is limited in term of change in GDP but the
change in the value of exports is higher with a positive effect in Korea (closely to 1.7%)
whereas the benefits in the European Union in term of exports are rather low (equal to
0.25%). The effects on unskilled and skilled labour that might be expected are not
confirmed because variations with a Full FTA are negligible or negative.

Based on the analysis that we have done with the GTAP 6.2 database and CGE model,
we disaggregate the manufacturing sector to allow evaluating the impact of a Full FTA
agreement on the manufacturing sectors.
Macroeconomic results on this model are summarized in the following table:

Table 6.5: Results on the Detailed Version, Full FTA
Results on the Detailed Version, Full FTA

Change in GDP

June 2008

EU

KOREA

Others

0.01%

0.10%

0.00%
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Change in value of exports

0.24%

0.97%

-0.01%

Source: SIA.

Although the impact of a FTA on quantity GDP index is low in Korea, negligible in the
European Union and also negligible on the employment, the following graph shows that
the changes in industry output after a FTA between Korea and the European Union would
be different.

Figure 6.3: Change in Industry Output with a FTA between EU25 and Korea

Change in industry output with a FTA between EU25 and Korea
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ο

Electronic machinery and other machinery

The chart confirms that the impact of a FTA between EU and Korea on services and
manufacturing sector would have an impact on other machinery and electronic
machinery, but that it would be much more important in Korea that in the European Union.
On the Korean side, changes in electronic machinery and other machinery would be
positive. The results confirm that the effects of a FTA on environmental goods could be
positive with potential increase in technological innovation.

ο

Textile and clothing sectors

In the EU, effects are broadly marginal and the higher effect of a FTA would be on textile
and clothing sector. In the Korean case, the effects would be widely higher that in EU on
these sectors. In this sense, the impact of a FTA on environmental goods is likely to be
negligible but there could be also some positive effects from increased scale effects and
increased product specialization.
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ο

Transport equipment and motor vehicles

The effects of a FTA in the transport equipment and motor vehicles would also be positive
in Korea but negligible in EU. Again, in Korea, the impact should be positive on output,
through the removal of barriers to trade in Environmental Goods, with again a potential
increase in technological innovation.
The last two charts show the impact on Skilled and Unskilled Labour after a FTA between
Korea and EU. What is interesting in these following charts is that the effect in EU is
always negligible whereas the impact in Korea is obviously positive in sectors with
positive changes in industry output.

Figure 6.4: Impact on the Skilled Labour with a FTA in EU25 and Korea
Impact on the Skilled Labour with a FTA in EU25 and Korea
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Figure 6.5: Impact on the Unskilled Labour with a FTA in EU25 and Korea
Impact on the Unskilled Labour with a FTA in EU25 and Korea
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6.5.

CONCLUDING OBSERVATIONS

In order to refine the analysis, we have examined in detail the impacts in key sectors such
as automobiles and financial services where the CGE studies suggest large impacts on
output of the EU Korea FTA. The reasons for the large trade effects are first that the
primary channel of integration in the CGE models is through trade and second that the
elasticities and model structure used in CGE models tend to exaggerate the significance
of inter-industry adjustments and underestimate or disregard intra-industry responses and
dynamic adjustments to economic integration.
The theory of intra-industry trade was developed initially by Grubel and Lloyd 1975, who
proposed it as an alternative to Hecksher-Ohlin or Vinerian types of theories emphasizing
inter-industry trade with constant costs, identical technologies and fungible products.
Based on their analysis of the creation of the European Community, Grubel and Lloyd
observed rapid growth in intra-EC two-way trade in differentiated products leading to
increased intra-industry specialization and less inter-industry shifts in output than some
observers had foreseen. The empirical observations about the growth of intra-industry
trade led to a consideration of monopolistic competition or oligopolistic industries
characterised by product differentiation. Thus firms competed by specialising in market
segments or niches in the whole EC market for the particular product range of brand they
produce. Not surprisingly, in the 1980s the scale economies argument has been
progressively linked to new models of international trade under imperfect competition,
drawing abundantly from industrial economics (Helpman and Krugman 1985, Smith and
Venables 1988).
A different but complementary line of analysis is the analysis based on Neo-Ricardian
perspectives emphasising differences in technology and endogenous technologies.
(Romer 1986, Aghion and Howitt 1998, and Lipsey, Carlaw and Beckar, 2006)
In either goods or services industries, if in the integration zone there are well developed
monopolistic competition or oligopolistic industries with differentiated products or services
(or bundles thereof), then when barriers to trade and investment are removed the result is
less of a flow response of shipping millions of tons of fungible products through trade
leading to large inter-industry shifts and instead the result is much more complex. There
are potential scale effects, product specialisation effects, pro-competitive pricing effects,
and induced direct investment and innovation effects occurring with less actual trade
effects. The increase in contestability becomes more important than the increased actual
trade flows.
There are two broad conclusions that can be made about the economic analysis of the
EU-Korea FTA. First the overall economic effects of the EU-Korea FTA are likely to be
modest whatever the metric or methodology used to analyse the potential economic
effects because both partners already have very open economies and highly integrated
into the world economy. Second, the emergence of Korea as a developed economy and
the degree of overlap that has developed in the industry structure for goods and for
services between the EU and Korea suggests that there are increased opportunities for
intra-industry specialisation, scale effects, pro-competitive effects and induced investment
and innovation effects.
These broad conclusions have implications for the assessment of the potential social and
environmental impacts of the EU Korea FTA. In terms of the Social Impacts, there are
unlikely to be large inter-industry shifts in output and employment that could lead to
disruption of labour markets at either a national or regional level. In the medium to longer
term both the EU and Korea face common challenges to increase productivity and labour
force participation and employment rates in order to sustain economic growth with a
stable and aging population.
In terms of Environmental Impacts, the convergence in economic development levels is
leading to greater commonality in concerns about protection of the environment. The
potential economic benefits of increased productivity and enhanced technology could
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translate into the development of, and the increased use and diffusion of clean
technologies.

6.6.
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7.

SCREENING AND SECTOR SELECTION

7.1.

CRITERIA FOR SCREENING

As outlined in the Handbook for Sustainability Impact Assessment, the screening and
selection of trade measures for their economic, social, or environmental impact (inside or
outside the EU), is a key part of the preliminary assessment process. Since trade
measures (e.g. tariffs, import licensing arrangements etc.) are sector specific, this implies
the screening of sectors and the likely impact under different negotiation scenarios.
Potential impacts can be assessed under different headings, the most important of which
we would suggest are the following:
a) Negotiations coverage; it stands to reason that impacts ought to be assessed only
for those measures or sectors that are likely to be part of the final agreement
package. In view of the intent of FTAs to achieve deep and comprehensive
coverage, only a small number of sectors would be excluded under this criterion.
b) Current levels of protection; the greater the current level of protection, the greater
the likely relative impact.
c) Current and potential future levels of trade or investment; the economic significance
of the bilateral trade and investment relationship is also an important factor, not least
because social and/or environmental impacts tend to be correlated with the
magnitude of economic impacts.
d) Outstanding social and/or environmental issues; there are a number of sectors
where social (e.g. agriculture) or environmental (e.g. automotives) considerations
are inseparable from general sector developments, and as a consequence
economic adjustments of almost any magnitude are significant from that
perspective.
e) Sector priorities as communicated through the consultations process.
We now assess potential sectors according to the criteria stated.

7.2.

SCREENING OF SECTORS

The scope and coverage of an EU-Korea FTA is intended to be comprehensive, in line
with the requirements under Article 24 of the GATT and Article V. The stated objectives
both of the EU and Korea, as well as the precedent of already concluded FTA
Agreements, in particular KORUS, are taken as a guide. On that basis, there are only a
small number of sectors that exclude themselves, either because they are ‘off the table’
entirely, such as rice, or are likely to be subject to such an extended phase-in period that
impacts are likely to be mitigated or deferred almost entirely.
On the basis of this criterion therefore, and in due consideration of the EU’s overall
ambitious agenda, only a very small number of sub-sectors, all within the agricultural
sector – in particular rice and grapes, can be excluded out of hand.

CURRENT LEVELS OF PROTECTION:
Current levels of protection have been estimated in the two baseline studies that
preceded this analysis, and to which we now refer.
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Tariff Protection
The most tangible measure of protection is the tariff. The tariff structure of Korea was
summarised in Table 3.1.5 of the Qualitative Analysis Report on a Korea-EU FTA carried
out by the Centre for European Policy Studies (CEPS). On the basis of that Table (which
is based on 2004 tariffs as per the WTO Trade Policy Review for Korea), the most highly
tariff protected sectors, in order, are:
•
•
•
•
•
•
•

Agricultural Products: Average Tariff Rate of 52.2%
Processed Foods: 21.3%
Chemicals: 11.8%
Textiles: 9.7%
Footwear: 9.7%
Motor Vehicles: 7.9%
Cement & Glass: 7.9%

Next in line are Wood Products (7.2%), Plastics (7%), Machinery & Equipment (6.9%),
Non ferrous Metals (6.7%), and Electrical & Electronics Equipment -including
Telecommunications Equipment - (5.8%). These together comprise the most likely
‘candidates’ in terms of impacts from a simple tariff protective perspective.
The EU’s average tariff is significantly lower than that of Korea, i.e. with an average of
16.5% for agricultural products, and 4.1% for non-agricultural products. Outside of
agriculture, there are a small number of significant tariff protected sectors, the most
notable of which is automobiles, which retains an average tariff of 10%.

COPENHAGEN ECONOMICS ESTIMATED IMPORT PROTECTION LEVELS35
As estimated by this study (using tariff equivalents for the Services sector), the following
are the most highly protected sectors (and hence those most likely to experience the
greatest impacts).

Korea
Agriculture: In Korea, the most highly protected sub-sectors according to this study are:
Grains and Horticulture (61-67%), Oil seeds and dairy products (42-46%), and sugar
(30%).
The most highly protected agri-food sectors are Processed Foods (35%), Beverages &
Tobacco (25%), and Fisheries (17%).
The highest import protection levels in manufacturing are for Textile and Clothing (1012%), followed by Motor Vehicles (8%).
An aggregated import protection measure (tariff equivalent) of 46% is reported for
Services.

European Union
Agriculture: The most highly protected sectors were estimated to be Grains (43.4%),
Horticulture (22.9%), Sugar (14.4%), Dairy products (12.4%), and Vegetable Oils (11.9%).
The agri-food sectors Processed Foods (12.4%) and Beverages and Tobacco (24.3%)
are also highly protected.
In manufacturing, the most protected sectors were estimated to be Textiles and Clothing
(8.6-11%), Leather Goods (9%), Motor Vehicles (10%), and Iron & Steel (7.4%).

35

See Table 2.6 op. cit.
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NON TARIFF PROTECTION
For a number of sectors, non-tariff protection is also an important issue. These sectors
were identified in the CEPS report as: Automobiles, Pharmaceuticals and Cosmetics,
Agricultural Products, Textiles, and Legal/Accounting Services, and Financial Services.
Key NTB issues were identified as follows:
Automobiles: The application of Korea’s Special Consumption and Vehicles Taxes with
respect to size of engine displacement, and the application of new Korean vehicle
emission and safety standards.
Pharmaceuticals and Cosmetics: NTB issues include the issue of the pricing and
reimbursement of pharmaceuticals, and intellectual property rights issues (e.g. regulatory
data protection and duration of patent periods related to the approval and testing period).
In Cosmetics, the main issue is the application of Korea’s functional cosmetics system,
and how it may be blocking EU product access. This has been a longstanding dispute
between the EC and Korea dating back to 1998.
Agricultural Products: The EU has a strong comparative advantage over Korea in the
area of agricultural trade (primary and processed), with annual exports averaging €1.3-1.5
billion in recent years. NTB issues include the coverage and application of Korean special
safeguard measures, and joint understandings/protocols on SPS measures.
Textiles: Korea has a comparative advantage over the EU in the textiles area, and
therefore EU barriers are the more significant issue. Foremost among these would be the
rules of origin applying to these products that are developed.

TRADE AND INVESTMENT LEVELS
Current levels of bilateral trade are one index of the possible scale of impacts arising
under an agreement.

EU imports from Korea are dominated by the Machinery and Transport Equipment Sector,
which (according to Copenhagen Economics) accounted for an estimated 81.5% of EU
imports in 2005. Major sub-categories were motor vehicles, and telecommunications and
IT equipment. The leading categories of EU exports to Korea were broadly similar (with
the addition of power generating machinery), indicating high levels of intra-industry trade.

Simulated Trade Liberalisation Impacts
One possible selection guide is the anticipated impact on sector outputs, as simulated in
the earlier Copenhagen Economics study36. Of the three scenarios considered in that
study, the so-called Partial 2 scenario, comprising 40% food tariff reductions, complete
non-food tariff elimination, and 50% reduction in services barriers, is the most plausible.
Broadly speaking however, overall rankings are relatively consistent as between the three
different scenarios.
Under the Partial 2 Scenario, the sectors identified as posing the greatest output impacts
are the following (these impacts are relative to a baseline that assumes a full Doha
agreement and implementation of other Korea FTAs). :

Table 7.1: Simulated Changes in Sectoral Output (% Change from Baseline)
36 ‘Economic Impact of a Potential FTA between the EU and South Korea’, Copenhagen Economics
and Prof. J.F. Francois, March 2007, pp 27-32.
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Sector

Simulated EU Impact

Simulated
Impact

Processed Foods

0.31

-5.23

Beef

-0.3

-2.32

Other Primary Agriculture

0.12

-1.9

Vegetable Oils

0.0

-1.6

Sugar

-0.06

-1.45

Oil Seeds

-0.08

-1.23

Beverages and Tobacco

-0.14

-0.74

Motor Vehicles

-1.08

18.93

Electrical Machinery

-0.63

11.58

Iron & Steel

-0.89

8.39

Other Machinery

-0.51

3.14

Non-Ferrous Metals

-0.34

3.00

Paper, Pulp & Publishing

-0.02

-2.88

Clothing

2.27

-0.8

Textiles

-0.35

1.25

Other Business Services

0.28

-9.91

Communications

0.16

-3.15

Trade

0.02

-1.01

Transport

0.15

0.91

0.05

-0.60

Korea

Agri-Foods

Manufacturing

Services

Financial
Services

and

Banking

Source: Copenhagen Economics.

Some of the simulated output impacts are, frankly, surprising to us (e.g. Sugar,
Beverages) while others, due to the highly aggregated sectoral combinations that were
used, and particular assumptions made in of the modelling process by Copenhagen
Economics, not particularly useful as a guide to real world impacts (Other Machinery,
Other Business Services). Others, e.g. Trade, Transport and Communications, are a
direct corollary to the anticipated expansion in trade volumes, and not particularly
interesting in their own right.
These qualifications aside, however, the results of this exercise do flag (as gauged by the
outer limits of the joint EU and Korea impacts) certain sectors for closer attention and
these are:

• Processed Foods, Beef, Motor Vehicles, Iron & Steel, Electrical and Other (i.e. non
Electrical Machinery), Clothing and Textiles, Other Business Services, and Financial and
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Banking Services. Processed Foods, Motor Vehicles, and Other Business Services, do
stand out most of all.
We should also mention a sector which is not highlighted in the above table, but which
has been raised in the consultations process, i.e. the pharmaceuticals sector.
Unfortunately, no focused simulation on this sector was undertaken, rather an aggregated
simulation for the chemicals, rubber, and plastics sector, which showed very minor output
effects both for the EU (-.016%), and for Korea (0.27%).

7.3.

SECTORS SELECTED

On the basis of the criteria and considerations referred to above therefore, four sectors
were selected for a detailed examination of economic, social, and environmental impacts.
The four are:

AUTOMOTIVE SECTOR
In terms of sector selection, the automotive sector ‘ticked all the boxes’. As shown above,
it ranks among the highest of manufacturing sectors in terms of tariff protection both in
Korea and the EU, it is regulated by a range of standards that have alleged non-tariff
barrier effects, and the output impacts of trade liberalisation as simulated by earlier
studies are among the highest. This sector is also seen by negotiators as one of the most
sensitive and also most crucial for negotiation, and was further the subject of submissions
by interested parties during the consultations process. Finally, the industry is a major
player in the whole environmental debate, and as a major employer both in the EU and in
Korea, the social impacts of any liberalisation are also potentially significant.

AGRI-FOODS
The agri-food sector was also identified as one most likely to be impacted in a significant
way across the three strands, economic, environmental, and social. This sector, in
particular primary agriculture, is the most highly protected of all sectors both in the EU
and in Korea, and hence significant economic impacts, as also corroborated by the earlier
simulations reported above, are to be anticipated. Of course these will vary by individual
sub-sector, and the provisions agreed for each. There are too many of these to examine
in detail, and final agreement (based on the likely negotiating scenarios) is still be needed
on precisely which ones should be covered. In both Korea and the EU, the social role of
farming is substantial and sensitive, and identifiable social impacts are therefore likely to
flow from any trade impacts likely to arise from the agreement, particularly in Korea. The
farming sector is also a crucial player from an environmental perspective, and impacts
there too are possible.
The related processed foods and beverages sector was also identified as
candidate. In part this is because of its linkage to the sensitive primary sector,
because of the identified trade expansion potential (i.e. for the EU) of this sector.
the tables above indicate, both the protection levels, and the simulated output
(particularly for Korea) are among the highest.

a study
but also
Also, as
impacts

ENVIRONMENTAL GOODS AND SERVICES
This is not a sector in the traditional industry classification (SIC or NACE sense), but as
an emerging sector, it overlaps (from a statistical point of view) with a number of
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traditional industry ‘sectors’. It would have a certain correlation with the Machinery, both
Electrical and Non-Electrical sectors, e.g. with items such as wind turbines, hybrid power
engines, water supply and treatment etc. Although the sector definitions used in the
earlier analyses are too broad to be really useful, the Machinery sectors as defined there
ranked among the highest both in terms of tariff protection and simulated output impacts,
and are therefore supportive of the choice. Trade agreements encompassing this sector
are increasingly seen as a means of developing closer synergies between trade
liberalisation and environmental protection. Other influential factors in choosing this sector
were a) the future trade potential in particular from an EU point of view, with its leadership
position in many of the emerging environmental technologies, and b) the opportunity it
creates to engage in a more complete way with the environmental dimension of an
agreement. Environmental protection has been placed at the forefront of Korean policy
formulation and this will create opportunities for European suppliers of high-end
technologies and services.

Financial Services
The selection of at least one services sector was also considered necessary. On that
basis, the Financial Services sector, which was ranked among the highest service sectors
in terms of simulated output impacts by Copenhagen Economics, was selected. If we
exclude the trade facilitating sectors of Trade, Communications and Transport, Financial
Services was ranked second only to the ‘Other Business Services’ category, which is a
highly diverse sector grouping covering accounting, management consulting, advertising,
legal services etc. Financial Services is also a priority negotiating sector for the EU, with
significant EU competitive strengths, and with improved access to a fairly restricted
Korean market providing the promise of significant impacts.

Other Sectors Considered
The above four sectors (or five allowing for the distinction within the Agri-Food Sector)
provided what we judged to be the strongest combination of criteria. In response to
suggestions from stakeholders, we considered a number of other sectors, but none, taken
in combination, provided as compelling a case. Of course even if a sector did not warrant
a sector study, the issues specific to the sector were analysed in a number of cases.
These other sectors and some of the considerations in the choice included:

Pharmaceuticals
Submissions made by the EFPIA (European Federation of Pharmaceutical Industries and
Associations) urged the inclusion of the Pharmaceuticals Sector for more detailed
analysis. The EFPIA submission referred to the NTBs faced by European companies in
doing business in the Korean market, and provided a detailed issue analysis which should
prove useful to EU negotiators. While we fully accept that such barriers exist however,
these were not, in our view a sufficient basis to include this sector. Current levels of EU
exports to Korea are estimated by the EFPIA at €1.6 billion, with Korean tariffs ranging
from zero to 8%. These are not insignificant levels of trade or of protection. However, as
compared to the sectors chosen, the environmental or social sustainability dimensions to
any increased trade are not as compelling, and these are the primary focus of the SIA
analysis. Nor were the simulated impacts, as generated by the Copenhagen study or
other model based studies, of a magnitude to flag this sector as a priority.

Legal Services
This sector was also proposed during the consultations process as a candidate. However,
the relatively small scale of this sector, as compared to those selected, and the absence
of any compelling social or environmental aspect led us not to consider it further.

Textiles and Clothing
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The textiles and clothing sector is a substantial sector, both in Korea and the EU, and one
that maintains relatively high levels of import protection both in the EU and in Korea. The
trade expansion potential of an FTA however is debatable; the comparative advantage
and export potential of this sector is shifting away from high income countries such as
Korea and toward developing countries, many of whom (e.g. under the GSP or EBA
initiative) enjoy much better access terms than Korea. In addition, the simulated impacts
(as generated by Copenhagen Economics and our own CGE modelling analysis) were
ranked toward the lower end of the scale. Further, whereas environmental and social
concerns (such as the decent work agenda) are a major issue in many of the countries
competing with Korea (e.g. China, Bangladesh, etc.), they are much less of an issue in
Korea, where working conditions and environmental compliance standards are
substantially higher and closer to EU norms.
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8.

AUTOMOTIVE SECTOR

8.1.

INTRODUCTION

STATISTICAL CLASSIFICATION
There are five sub-sectors in the automotive industry, and three classification systems for
sources of data (SITC, HS, and NACE).
The five sub-sectors are: Vehicles and
Engines; Bodies; Automotive Parts; Tyres; and Automotive Electrical Components. In the
classification system in common use in the EU, these are allocated to NACE 34
Manufacture of Motor Vehicles (MVs) (and trailers), which is further subdivided into 341 –
Manufacture of MVs, 342 – Manufacture of Bodies, and 343 – Manufacture of Parts and
Accessories.
These groupings are specific to the automotive industry, but there are many other areas
of manufacturing that contribute to the automotive sector, including metals and materials,
and processes such as forging and casting. However, it is not possible to separate out the
automotive elements within the NACE or SIC codes for these sectors. Use of a
classification such as NACE 34 therefore understates the proportion of the economy that
is dependent on the automotive manufacturing industry to a degree.
For international trade data, the classifications (SITC) for the auto industry are 781 –
Motor Vehicles, and 783 – Motor Parts. The HS data are more detailed and are the basis
for the EU tariff classification system. Trade data are available on both an SITC and HS
basis.

INDUSTRY AND GLOBAL WIDE DEVELOPMENTS
Capacity Growth in Developing Countries
A major global development, which will have a major impact on the industry in the coming
years, and against which any EU-Korea FTA adjustments need to be considered is the
expansion both in demand and in production capacity in developing countries. The
industry may be mature in markets such as North America, Europe and Japan, where
over-capacity continues to affect profitability. But globally the industry is set for huge
expansion with the motorisation of China and India. Within a few years China will replace
Japan as the second-largest national market after America. Some 180 new factories,
each producing an average of 300,000 vehicles, are set to double global annual
production, to 110m units a year over the next 5-10 years37. Many of these plants have
already been built or are in the process of being built in a wide range of countries, not just
China and India, but in countries such as Russia, Turkey, and Thailand. Their initial focus
will be not premium saloons, but basic vehicles selling for less than €10,000 ($13,000).
The most extreme example is that of Tata in India which is soon to launch a car for one
lakh rupees, i.e. for less than €2,000. Both European and Korean companies are part of
this wider development, with Fiat linking up with Tata and with Hyundai expanding its
China-based production capacity. Also as discussed below, European auto
manufacturers are investing in Russia and other emerging markets. The possibility of
these producers eventually moving up-market and challenging EU producers in
mainstream segments is a highly likely eventuality.
Today's established big producers, many of which have merged their way to giant status,
remain hampered by legacy costs and operating problems and could now be beaten by
new entrants. The new car industries springing up in China and India will account for most

37

Garel Rhys, director of the Centre for Automotive Industry Research at Cardiff University.
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of tomorrow's extra production. As their output starts to reach markets around the world,
the question is: which of today's big carmakers will be hurt the most?
This poses real strategic challenges for the established carmakers, for many of whom
small, cheap cars are not a natural market. Germany’s small-car subsidiaries, such as
BMW's Mini and Daimler's Smart car, are not cheap cars. For German carmakers in
particular, cost levels are too high and brands too valuable to compromise with lowbudget overtones.
The difficulty however with entirely abandoning the volume market and focusing
exclusively on the premium market, is that carmakers need to spread the costs of
research and development over as many vehicles as possible. For example, new
electronic fuel injection systems which can make fast cars more powerful also can be
used to improve fuel economy in budget models.
The dynamic ramifications of easier access for Korean carmakers in Europe will be
played out against this wider backdrop. That this could present strategic opportunities
(with Hyundai’s small car expertise and production base in China) as well as possible
threats should be borne in mind.

Industry Consolidation
Intense competition in the industry has lain behind the long wave of mergers, takeovers
and joint ventures, entered into as a way of holding down costs and benefiting from other
carmaker’s technological advances. In more recent years, the needs to develop cleaner
engines and manufacture less-profitable, lower-emission small cars have been the main
drivers of the matchmaking process in Europe.
Consolidation in cars may not be as obvious to the consumer as it is say, in personal
computers. Numerous badges still remain, as mergers and alliances between firms over
the years have simply bundled, rather than destroyed, brands. No fewer than 58 brands
survive among the ten largest manufacturers. Nevertheless the industry has experienced
a 20-year consolidation spree that has seen, for instance, GM swallow Saab and
Daewoo, while signing up Isuzu, Subaru and Suzuki in Japan, taking key stakes in them
in order to share their small-car expertise and gain access to the Asian market.
The strategy of consolidating behind the brands has not been entirely successful: indeed
there is an inverse correlation between the number of brands a firm possesses and
profitability (e.g. GM has twice the number of brands of its closest competitor, Ford, but is
second to last in the profitability league). Toyota, the industry's profitability champion, has
only four brands and a handful of models, but a huge range of variants
The Daimler-Chrysler deal, at the time the world's biggest industrial merger, was driven
by the growing cost of electronics systems in luxury cars. Mercedes was the world leader
in such sophisticated electronics, but it was not a volume car producer, which meant it
laboured with a higher cost base. Daimler's hope was that, by buying Chrysler, it could
enter the volume end of the car market in one step, and so spread the costs of new
technology over a much bigger output. It did not work out that way. After the merger
Daimler and Chrysler together were worth less in stock-market terms than Daimler alone
was before the merger. Subsequently, Chrysler has been divested.
In contrast, the other big recent merger, that of Renault and Nissan, was a success (at
least for Renault), as the French company gained global scale, and after the turnaround
at Nissan was supported by Nissan's earnings. The strategy of sharing overheads and
technology seems to be bearing fruit in this case.
Ford, the next biggest brand-acquirer, has taken over Jaguar, Aston Martin, Land Rover
and Volvo, while it has also bought heavily into Mazda. But Jaguar is still a loss-maker
after an investment topping $5 billion and Volvo has only recently moved into profit. Some
of these brands are in the process of divestiture.
Of the big carmakers, Toyota has avoided the consolidation game. Given the speed at
which it is growing (output has expanded by 1.5m vehicles in the past five years, half the
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total growth in world production) Toyota is expected to soon become the world’s largest
carmaker. Its market capitalisation, at $150 billion, is greater than that of GM, Ford and
Chrysler combined.
The Korean car industry has not been immune to the consolidation and globalisation
trends. The largest manufacturer, Hyundai, took over Kia ten years ago, while Renault
has a strategic stake in Renault Samsung and General Motors in Daewoo.
From an analysis point of view, one obvious implication of the whole process of
consolidation and mergers is that it greatly muddies the concept of ‘European’ versus
‘non-European’ or Korean versus non-Korean companies, since investment linkages can
be as significant as trade. European and Korean automotive producers both face many
similar challenges about how to respond to globalisation.

EU-Korea Negotiations
In the negotiations to date, the focus has been on removal or phase out of tariffs (10% for
the EU and 8% for Korea), and on NTBs such as standards. Generally, the EU has
offered to eliminate or phase out all its import tariffs on Korean goods within seven years,
and remove tariffs on 80 percent of the goods within three years after a deal comes into
force. The Korean offer would eliminate tariffs on a range of products over 5, 7, or 10
years. Korea is holding out for an improvement in Europe's offer to eliminate its 10
percent automotive tariff within seven years. The EU is also demanding that Korea match
the tariff offers on cars and other products it granted the U.S. in its FTA negotiations. In
addition to the FTA with the USA, Korea has also signed FTAs with Chile, Singapore,
EFTA and ASEAN.
Brussels is also asking Seoul to cut regulations for European carmakers by applying
international standards instead of different domestic rules. The EU is being asked to
exclude Korean cars from the EU’s regulations on emission control, but Brussels is
refusing this because the regulations must apply to all imported cars.

8.2.

INDUSTRY PROFILE: EU

MARKET TRENDS
European new car sales (EU 27 + EFTA38) in 2007 totalled 15,999,694 units, an increase
of 1.14% over 2006 sales. Excluding Bulgaria and Romania (no sales data for 2003), total
EU sales since 200339 have increased by 3.7% in number of units, or an average increase
in the number of units of approximately 0.9% a year. Contrary to some perceptions, sales
growth is not being driven by the NMS 10, where sales have actually fallen (by about 2%),
since 2003. The NMS 12 share of total 2007 sales was about 7.5% (1,207,551 units).
The pattern of sales growth varies hugely across national markets. The strongest
markets in recent years have been Denmark (+64% since 2003), Ireland (+28%), Sweden
(+17%), and Spain (+16%). It is hardly coincidental that these have also been among the
best performing economies in Europe in this time period. As a large country market,
Spain’s performance (and Italy’s, at 10.8%) stands in contrast to Germany (-2.8%),
France (+2.7%), and the UK (-6.8%). Within the larger NMS, only the Czech Republic has
shown significant growth (+14%), with both Poland (-18%) and Hungary (-18%) showing
sales declines.
Clearly, national market and economic conditions are a crucial sales determinant.
Germany remains the largest single market, with total new car registrations in 2007 of
3,148,163 units, and with the Volkswagen Golf being the best selling model. Italy is in
second place with 2,490,570 units, and the United Kingdom in third place with sales of

38
39

Iceland, Norway and Switzerland.
2003 is used as a base year as it is the first year for which NMS country data is available.
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2,404,009 units. The UK’s best selling model was the Ford Focus. The best selling model
overall was the Opel Astra40.

Table 8.1: Total European Sales (Passenger Cars) 2007
Country

Sales

Germany
Italy
UK
France
Spain
Belgium
Netherlands
Other EU 15+EFTA
NMS 12 (inc. Romania+ Bulgaria)
Total EU27+EFTA3
Source: ACEA.

3,148,163
2,490,570
2,404,009
2,064,543
1,614,835
525,194
505,674
2,039,155
1,207,551
15,999,694

Europe’s best performing brand (2006 data) is VW, followed by (in descending order)
Opel/Vauxhall, Renault, Ford, Peugeot, Citroen, Fiat, Toyota, Mercedes and BMW. If the
sales of Peugeot and Citroen were combined into the group sales of PSA Peugeot
Citroen, then it would rank as the largest selling ‘brand’. However each of these two
brands has its own identity and its own commercial policy.
Europe’s best performing models (2006 data) were the Opel Astra, Renault Clio, Ford
Focus, VW Golf, Fiat Punto, Ford Fiesta, VW Passat, Peugeot 307, VW Polo, and the
BMW 3. Clearly changes in the automotive market in Europe including the impact of
higher fuel prices as well as changes in the regulation of emissions could have
implications for the relative market position of different brands and for the companies who
manufacture them.

INDUSTRY AND ECONOMIC PROFILE
Direct employment in the European automotive sector is approximately 2.3 million41, with
additional indirect employment estimated at approximately 10 million.
The EU accounts for the largest share - 34% - of world automotive production, and the
industry accounts for approximately 7% of EU manufacturing output and approximately
3% of EU GDP.
The industry is the largest private R&D investor in Europe with over €20 billion invested
into innovation each year (4% of the turnover of the sector and 20% of the total European
manufacturing R&D). If we allow for intra-EU trade, exports are estimated at ca. €60
billion (ca. 4% of total EU manufacturing exports).
The industry is a crucial part of the manufacturing base of the larger EU states such as
Germany, the UK, France, Italy, and Spain, and more recently of the New Member
States.
For example, in the UK, notwithstanding many high profile plant closures over the years,
the industry accounts for just over 10% of overall manufacturing output, a higher figure

40
Opel is the main General Motors (GM) brand in Europe, except in the UK where GM’s other
European subsidiary, Vauxhall Motors, still uses its own brand name.
41
ACEA estimates. This direct employment estimate includes parts and components, while
indirect employment includes sales, distribution and repairs.
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than the 8% it accounted for in the mid-1990s. Also in the UK, the industry directly
employs 210-220,000 people, or 6.5% of the overall manufacturing workforce.
The car business accounts for one in seven manufacturing jobs in Germany, and these
are high-paying ‘good’ jobs. Germany is the world champion in taking out automotive
patents, and its car firms spend €16 billion a year on research and development (VDA).
But the industry faces major and diverse challenges, including growing international
competition, changing societal demands related to mobility, higher fuel costs,
environmental concerns and road safety, shifts in demand around the world and skills
shortages to replace an ageing workforce.
In addition to the 9 or 10 major industry players, the industry includes a substantial
number of independent suppliers to which about 2/3 of production is outsourced. The
overall industry output includes cars, light trucks and vans, buses and coaches, medium
and heavy trucks, motorcycles and agricultural and forestry tractors.
The industry has experienced significant consolidation through mergers and acquisitions.
Currently the main players in the EU car industry are:
•

Daimler AG (the ill fated merger with Chrysler was officially ended in May 2007
although a minority interest was retained);

•

Volkswagen;

•

BMW;

•

Fiat;

•

Renault;

•

PSA Peugeot Citroen;

•

Ford Europe;

•

GM/Opel;

•

Toyota; and

•

Porsche.

Toyota Europe was only admitted as a full member of ACEA in January 200842 although
Ford and GM which are based outside Europe have been members for years.
In addition to Toyota, which has 8 plants plus one soon to open in Russia, other
Japanese carmakers have a substantial manufacturing presence in Europe, i.e. Nissan
(Sunderland in the UK and Barcelona, Spain), Mitsubishi (the Netherlands and Turin,
Italy), Suzuki (Hungary) and Honda. Mazda is unique in having no manufacturing
presence in Europe.

THE INDUSTRY IN NEW MEMBER STATES (NMS)
Background
In almost all Central and Eastern European countries the car industry has represented a
priority area of Foreign Direct Investment. Western car firms have been the leading
investors in every country, ranging from Poland to Uzbekistan. No major independent car
producer has survived, and only a handful of truck and bus producers have survived.
International production networks have been developing in the region since the early
1990s. Vertically–integrated European car manufacturers were the first to extend their
production networks into Eastern Europe, using acquisitions as a means of opening
markets and gaining local market share. The Central European parts of these networks
were intended to assemble lower–end cars or to function as second– or third–tier
42
Toyota Europe employs 55,000 people directly and has five assembly plants that built 808,000
vehicles in 2007, and three parts plants that manufactured 864,000 engines and 564,000 transmissions.
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suppliers for western component suppliers that followed the core firm to the East. These
international production networks were also used to pressure domestic bargaining
partners, including trade unions and governments.43
While there is some trade of components and cars within the region itself, the networks
are primarily geared towards Western Europe. Luxury car producers and/or car producers
that have built up more open networks in their home base have been far less eager to
move into Eastern Europe in order to establish a production base.
Unlike the Japanese, South Korean car producers have relatively closed and vertically
integrated production networks, and as such they are not much different from the other
Western European vertically integrated car producers. Hyundai (and Daewoo before
them) have used their Eastern European production network as an entry strategy into the
Western European market in which they face significant entry barriers.
Today managers are handing their eastern factories more complex tasks. Volkswagen,
the German group that was among the first big industrial groups to move into the region,
initially saw its plants in the Czech Republic and Slovakia as a source of cheaper models
such as the Polo. Today, VW Slovakia's range includes the luxury Touareg SUV.

Current Situation in the New Member States (NMS)
Total production in the Czech Republic, Slovakia, Slovenia, Poland, and Romania in 2006
was 2.4 million, ahead of the UK (1.6 m.) and just behind Spain (2.8M.). The dominant
regional producer is the Czech Republic, which produced 850,000 units in 2006 (up from
450,000 in 2004), overtaking Poland. The Joint Venture there between Toyota and
Peugeot, which started up in 2005, created 3,000 jobs, and produces 300,000 cars a
year, 99% for export.
But the Czech Republic may soon be overhauled by Slovakia, which produced 295,000
cars in 2006, and which now hosts Kia, PSA Peugeot Citroën and Volkswagen. Some
experts believe that Slovakia, with a population of 5.4m, could become the world's leading
car-making country measured in output per capita. Kia's green-field factory in Zilina,
which started operating at the end of 2006, has the capacity to produce 300,000 cars a
year. Peugeot's factory has a similar capacity. And Volkswagen, which builds SUVs in
Slovakia for export, produced 238,000 cars last year.
All this has attracted a new wave of international suppliers. Many Korean firms have
followed Kia to Slovakia and will soon start to supply its parent company, Hyundai, which
has just started building a €1 billion ($1.3 billion) new factory over the border in the Czech
Republic, due to open in October 2008. (Hyundai and Kia have done something similar in
America, positioning their supplier base between their two manufacturing sites.) The
Czech government, which has provided around €200m in incentives, hopes this will
create a total of 12,000 new jobs in a region with high unemployment.
Central Europe is an attractive place to build cars for many reasons. Labour costs are
lower than elsewhere in Europe, many countries now have established car-parts
industries, and Japanese and Korean firms value the proximity to western European
customers. “If we try and do everything from Korea, we cannot know what exactly
European customers want,” Bae In-Kyu, the boss of Kia's Slovakian plant has been
quoted. Making cars in Slovakia also cuts delivery times and sidesteps import taxes.

43
In 1990–1992 Fiat took over FSM in Poland, Volkswagen acquired Skoda, General Motors (in
particular its German subsidiary Opel) acquired Eastern German Wartburg and Renault took a
controling interest in Revoz of Slovenia. The investments were targeted at capturing local market
shares and were also intended to further develop regional networks of production in which the Central
European parts of the network (primarily) assembles cars for the lower end of the market or functions
as second or even third tier supplier for western component suppliers that followed the core firm to
the East.
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Lower wages, combined with proximity to the big west European markets, help reduce
production costs. That is despite the extra cost of logistics—two or three times higher
than for cars built in Western Europe, says a study by the Fraunhofer group at Vienna's
University of Technology—and an inevitable loss of quality.
However, recruiting staff is getting harder, and infrastructure in the region is under strain.
For example, most of the roads that serve Renault's plant in Novo Mesto, 40 miles east of
Ljubljana, are only single carriageways.
VW has taken the lead among the German carmakers, in taking advantage of the
opportunity for lower costs offered by assembling cars in central Europe. VW builds
Audis, Seats and three types of Volkswagen at its plant in Slovakia. It also builds various
cars in Bosnia, the Czech Republic, Hungary and Poland. Opel (a subsidiary of GM)
builds cars in Hungary and Poland. BMW and Porsche have ventured only as far as
Leipzig in the former East Germany. Mercedes has no plants east of the Oder
Toyota is already making cars in Kolin, in the Czech Republic; Peugeots and Citroëns are
being assembled by agreement at the same plant. Renault/Nissan has operations in
Romania and Slovenia.

8.3.

INDUSTRY PROFILE KOREA

Korean automobile production in 2006 was 3.84 million units domestically and 960,000
units overseas. In 2007, domestic production increased to 4.06 million units and overseas
production reached 1.15 million (including new production at the Kia Slovakia plant).
Thus, local and international Korean automobile production reached 5.21 million units,
passing the 5 million mark for the first time. This is equivalent to just over 7% of world
production.
The Hyundai Kia Automotive Group is by far the largest. It was formed through the
merger of Korea’s first (Hyundai) and second (Kia) largest car companies in 1998, with
the Hyundai Motor Company regarded as the de facto representative of the group. The
third largest company is Daewoo, which is majority owned by GM, with other important
shareholders being Suzuki and the Korea Development Bank. The next largest is
SsangYong Motors, which specialises in SUVs and 4X4s. Majority control of it was
acquired by Shanghai Automotive Industry Corporation (SIAC) in 2004. Finally, there is
Renault Samsung; in 2000 Renault acquired the Samsung Groups Automobile Division,
and re-opened the plant at Busan (production in 2006 was 121,855 vehicles.

KOREAN IMPORT AND EXPORT MARKETS
An FTA agreement that liberalises access to the Korea market for EU automobiles needs
to be placed in context against an existing market share that, while small, is showing
rapid growth. Thus, according to KAMA (CEPS Study 2006), in 2006 EU MV sales in
Korea amounted to 29,404 units, equivalent to a 3.1% share of the overall MV market
(935,681 units), and a 72% share of the import market (40,530 units). Between 2001 and
2006, the market for MV imports in Korea has already increased five-fold, without any
improvements in market access.
The market share of imported cars in Korea exceeded 5% in 2007 for the first time, with
new registrations increasing by 27.4% from the previous year to 50,300 units. The import
market is continuing to increase despite stagnant domestic demand, with widening import
choice, particularly at the moderately priced (around 30 M. Won per unit) levels.
Imported vehicles tend to cluster in the larger size market segments, with 75% of imports
rated at 2000 cc or higher, and the great majority of these are European. Thus, in 2006,
five of the top ten best selling large cars were European (BMW, Audi, Mercedes Benz,
and Volkswagen) with the others being Japanese (Lexus and Honda) and American
(Ford). On the basis of this market profile, the most probable outcome of improved access
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for European models would be a displacement of large engine Japanese imports. Within
Europe, the most likely beneficiaries would appear to be, again based on the present
market profile, the German auto-makers, BMW, Mercedes-Benz, and Volkswagen.
However, imports of the smaller and medium-sized models, instead of the large-sized
(over 3,000cc) luxury sedans in the past, have increased, capturing 25% of the total
imported car market. Imported cars exceeding 3,000 cc account for one-third of the sales
of the same-class models in the domestic market. Sales of imported cars are expected to
further increase if the Korea-U.S. FTA and EUFTA are concluded. In the period JanuarySeptember 2007, sales of imported cars grew at a rate of 28.4%, compared to a rate of
6.7% for domestic models.
The projected doubling of Korean per capita incomes by 2010 is another factor that is
likely to sustain and grow domestic demand for larger, European car models with a
prestige brand. This income growth in itself would likely sustain market growth,
irrespective of any tariff reductions.
In 2007, Korean car exports exceeded 2.8 million units for the first time, an increase of
almost 9% from the previous year. North America and Western Europe accounted for just
fewer than 50% of this total, but this share is dropping as sales surge in emerging
markets (exports to Eastern Europe increased by 15%). Exports to Western Europe
sharply decreased due to the weakened price competitiveness of Korean cars caused by
Hyundai’s line-up adjustment; Kia’s expanded local production, Japanese firms’
strengthened price competitiveness, and European firms’ expansion of sales of small
cars.
CASE STUDY: Hyundai/KIA European Investment

The following case study reviews the investments undertaken by Hyundai/Kia in Europe,
which will materially affect the evolution of impacts under an EU-Korea FTA.

Hyundai
In April 2007 Hyundai began construction of its €1.1 billion manufacturing plant in
Nosovice, Czech Republic. When completed in March 2009, Hyundai Motor
Manufacturing Czech (HMMC) will have the capacity to build 200,000 vehicles annually
beginning with the i30 C-segment five-door hatchback and a yet-to-be-revealed compact
minivan. In the second phase, an additional 100,000 units per annum of capacity will be
added by 2011 to build a third model. Building awareness of the Hyundai brand, this plant
is aimed at helping Hyundai compete on an equal footing with other European-based
automakers. The Hyundai plant is expected to generate a total of 12,000 new jobs in a
region of high unemployment.
HMMC and the plant of its affiliate Kia Motors Slovakia located just 85km away stand to
benefit from synergies generated by their close proximity and the sharing of suppliers and
other support functions. Eleven key Korean-based suppliers to the Hyundai Kia
Automotive Group are already in operation serving the Kia Motors Slovakia plant. An
additional three have announced intentions to set up, bringing the total to 14. Slovakia’s
Kia plant has a capacity of 300,000 vehicles (Slovakia produced 295,000 in 2006; it also
has a PSA Peugeot plant (300,000 capacity), and a VW SUV plant (capacity 238,000).
Japanese and Korean firms value proximity to Western customers, which cuts delivery
times and import taxes. But staff recruitment is getting harder, and infrastructure in the
region is under strain.
Hyundai deemed a European manufacturing base essential in order to face the
intensifying competition in the European C-segment, which accounts for
approximately 30 percent of EU sales. Hyundai has also invested €50 million in a
European Design and Technical Centre which designed the i30 hatchback and wagon,
and in 2006 it opened a new European sales and marketing headquarters in Offenbach in
Germany to better support local sales. The Czech plant is the final link in the chain
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providing Hyundai with the full range of local capabilities to serve the European market
from design and engineering, to production, marketing, sales and after-service.
In the first phase, it is anticipated that 2,845 new jobs will be directly created, with an
additional 675 in the second phase expansion, bringing total employment at HMMC to
3,520 people. At the supplier level, it is anticipated a further 4,000 jobs will be created,
providing a significant impetus to the growth and development of the Czech economy. In
compliance with EU guidelines, Czech authorities extended incentives valued at 15
percent of the total investment, the maximum permissible under EU regulation.
A European manufacturing base was deemed essential in order to achieve Hyundai’s
long-term sales targets in Europe. With HMMC coming on-stream in 2009, Hyundai’s
European sales are forecast to grow from a current volume of approximately
360,000 units (2006) to 620,000 units in 2010 (these sales forecasts have been revised
upwards from earlier levels).
Hyundai Motor Europe GmbH (HME) was established in 2000. Located in Offenbach,
Germany, it coordinates all marketing, sales and after sales activities in all of Hyundai’s
26 European markets. Hyundai is the third largest Asian automobile brand in Europe. The
annual European sales volume reached 360,000 vehicles in 2006. Leading brands are
the small car B-segment models, the Getz (26% of sales in 2006), and the Atos (11%),
and the Sports Utility Vehicle market (the smaller Tucson – 19% of sales - and the larger
Santa Fe – 14% of sales), in which it ranked No. 3 in 2005. SUV sales increased by 40%
in 2006.
A European C-segment 5-door hatchback (codenamed FD), and a concept Crossover
Utility Vehicle (CUV) made of alternative materials that help save fuel and offer enhanced
pedestrian safety were unveiled by Hyundai at the 2007 Geneva Motor Show.
The Hyundai-Kia Automotive Group ranks as the sixth largest automotive manufacturer in
the world. In Automotive News’ survey of global automotive sales and production,
Hyundai Motor Co. and its subsidiary Kia Motors Corp. registered an 11.6 percent jump in
global sales in 2005 to 3,715,096 units 44 . It was the largest percentage gain of any
carmaker in the million-plus sales category. With it, Hyundai and Kia climbed one spot in
the global rankings.
Hyundai has enjoyed double digit sales gains in the Chinese, Indian and Russian markets
while in the more competitive North American and European markets, a more modest
pace of growth has been registered.

Table 8.2: World Rankings 2005
Ranking
Automaker
1
General Motors
2
Toyota Motor Corp.
3
Ford Motor Co.
4
Volkswagen AG
5
DaimlerChrysler AG
6
Hyundai-Kia Automotive Group
7
Nissan Motor Co.
8
PSA/Peugeot-Citroen SA
9
Honda Motor Co.
10
Renault SA
*Source: Automotive News June 5, 2006 Edition.

2005 Global Sales
8,381,805
8,120,000
6,208,700
5,242,793
4,854,700
3,715,095
3,597,748
3,390,000
3,365,000
2,533,428

In Europe, in 2006, (ACEA data), Hyundai-Kia drew even with Nissan to become the
second most popular import brand in Europe (EU 23 + EFTA). Hyundai has been gaining
additional market share - and image - with new models that attract customer groups

44

The survey results include sales of cars, light trucks, commercial vehicles and buses.
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interested in high-end products. Albeit not inexpensive, vehicles like the all-new Santa Fe,
the Sonata and Grandeur are more affordable than competitor models and this
constitutes a major growth opportunity. Hyundai’s new high-end D- and E-segment
sedans Sonata and Grandeur have also produced good sales results so far and the
company anticipates the new diesel versions to reach even more consumers. In addition,
the new Santa Fe European style SUV is expected to fortify Hyundai’s No 3 position in
the European SUV market.
Within six years Hyundai has managed to secure an 11.4 per cent share in the highly
competitive European SUV market. In 2005 Hyundai ranked as the third most popular
SUV brand in Europe, sales reaching close to 100,000 units. In some European countries
Hyundai has even taken the No. 1 position in SUV sales.

Kia
Kia was founded in 1944 and is Korea’s oldest carmaker. 13 manufacturing and
assembly operations in nine countries produce more than 1.3 million vehicles a year. Its
€1 billion investment in Slovakia will build 4 models – the cee’d 5 door HB, the cee’d
Sporty Wagon, Pro-cee’d 3 door, and the Sportage SUV. It will employ 2,600, and its aim
is to be the most productive car plant in Europe, producing 100 cars per employee per
year.
In the Czech Republic, the cee’d was the best selling imported car in 2006, while in
Finland it was no. 1 in its class – beating the Golf, Octavia, Auris, and Focus.
Other Kia brands selling in Europe are the Picanto A segment small car (leading seller),
Sorento mid size SUV (no. 2), the Sportage (no. 3), the Carnival MPV, and the Car-ens
compact MPV. Spain was Kia’s biggest market in 2006. Demand is also very strong in the
CEE market, with sales increasing by 42% in 2006. The Picanto mini is the second best
seller in its class.
Kia has been the fastest growing auto brand in Europe for the last 3 years – with
sales growing by 70% from 155,229 in 2003 to 264,872 in 2005. Kia sold only 80,000
cars in Europe in 2002.

Kia is targeting overall European sales of 500,000 by 2008, up from 300,000 in 2006.
The Cee’d is a bid to capture market share in the highly competitive compact sector. This
sector is dominated by the Golf and offers much better margins than smaller economy
cars. Kia builds diesel engines in Russelsheim, Germany – the backyard of GM’s Opel
unit. It also has a new design centre near Frankfurt.
The Japanese share of auto sales in Europe in 2005 was 13.5% - Kia’s share was 3.9%
as its sales soared by 40%.

EXISTING BILATERAL TRADE AND INVESTMENT PROFILE
The EU is Korea's second-largest trading partner after China, with bilateral trade reaching
approximately €60 billion in 2006. Unofficial estimates suggest a free trade agreement
would boost that figure by as much as 40 percent in the long run. If implemented, the free
trade pact would be the largest for Korea, surpassing the agreement signed in June with
the U.S. that is still under legislative review.
The EU is also the largest foreign investor in Korea.
Korea sold 740,000 autos worth $9.1 billion in Europe in 2006 while EU exports of autos
45
amounted to 15,000 vehicles worth $1.6 billion.
Korea’s tariff rate on cars is 8 percent, compared to 10 percent for the EU.

45
Based on Korean official figures quoted in EU communiqués on the talks. These numbers differ
from the KAMA numbers presented in the CEPS report.
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70% of Korean FDI into the EU in 2006 went into the New Members States (NMS). This
was accounted almost entirely by investment in the auto sector. Understanding the
motivation behind this FDI is important to analysing the likely dynamic of future Korean
direct exports to the EU, i.e. in the context of an agreement that removes the EU 10%
tariff on vehicles and 2.5% tariff on parts. It is debatable as to whether the Korean FDI
that has already occurred would have done so in the absence of that EU tariff; it seems to
conform to the classical form of FDI as a form of ‘tariff jumping’ to gain access to a large
protected market.

8.4.

EU AUTO TRADE

According to Euro Stat, imports of cars into the EU 25 in 2006 were valued at €7 billion
(€7,062,710,851), and have been increasing at an annual average rate of approximately
21% since 2003. Interestingly, whereas on a value basis imports have increased by 77%
since 2003, calculated on a volume basis imports have only increased by 50% - indicating
a trend among imports to larger vehicle sizes.
By comparison, EU 25 car exports for 2006 were valued at just over €1 billion (€1,019,
252, 117), and showed an average annual increase of 33% since 2003. Thus, the EU 25
shows a significant trade imbalance of almost 7:1 in this sector
The import market for auto parts was valued at €355 million in 2006, increasing at an
annual average rate of 21% since 2003. Exports of car parts were valued at €587 million
(€587, 354,608), and increased at an annual average rate of 13% since 2003.

JAPAN INDUSTRY SUMMARY (PRELIMINARY DATA):
Table 8.3: Major Japanese Manufacturers
Company

Toyota
Nissan

European Sales
2006
1,124,000
539,747

Honda

300,000

Mazda
Mitsubishi
Suzuki
Subaru
Approximate
Totals

303,600
277,815
306,000
70,000

Est. Production
2006
808,463
506,602
190,000
(270,000 ’07)
---------------80-100,000
181,000
----------

2,921,000

1,766-1,786,000

Net Balance

315,000
33,000
110,000
303,600
177-197,000
70,000
830-850,600

46

As the Table shows , based on 2006 data, we estimate a minimum net import
requirement for Japanese cars of between 800-900,000 vehicles. This is a lower bound
estimate, since it assumes that all European based production is absorbed within Europe,
which is not the case, some is exported. However, as a preliminary order of magnitude
estimate it serves to draw attention to the possible absorptive potential of this market
segment in the context of the potential for increased Korean car sales as reviewed above.

8.5.

SUSTAINABILITY IMPACT ASSESSMENT

METHODOLOGIES FOR IMPACT ANALYSIS
The TSIA utilises two different but complementary methodologies for analysing economic
impacts for the automotive sector. One methodology is based on an aggregate

46

Details in the Annex.
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computable general equilibrium (CGE) model based on the GTAP model, which focuses
on long run and on potential trade effects but does not capture FDI and production
location effects. The other methodological approach is a microeconomic partial
equilibrium analysis built up from the analysis of industry market segments and company
strategies. The partial equilibrium analysis focuses on shorter-term impacts and on the
impacts of FDI and plant location decisions. The two approaches are complementary and
provide different perspectives on the range of potential economic impacts over time.

CGE MODEL-BASED ANALYSIS OF ECONOMIC IMPACTS
A study conducted by Copenhagen Economics Economic Impact of a Potential FTA
between the EU and Korea examined the potential impacts on the automotive sector
utilising a Computable General Equilibrium Model—the GTAP model. The Copenhagen
Economics study indicated relatively large potential impacts of the EU-Korea FTA on
trade and production in automobiles, with Korean automotive production expanding 28
percent and EU automotive production contracting 1.7 percent in the longer term. As is
discussed in the Global Analysis chapter above, the Copenhagen Economics study
makes certain assumptions about the barriers to trade in services and the potential
impacts of removal of these barriers. As a result the Copenhagen Economics study
predicts large increases in net EU exports of services to Korea and large increases in net
exports of Korean manufactured goods to the EU.
This TSIA has conducted a comparable study using the GTAP model to examine the
economic impacts of the EU-Korea FTA. (For a fuller discussion of the assumptions and
results of the modelling analysis see the Global Analysis chapter above.) Our results
differ, because we do not make the same assumptions as Copenhagen Economics on the
magnitude of the barriers to trade in services and the nature of the response to the
removal of barriers to trade in service. Our approach recognises that much of the
expansion of trade in services involves expansion of FDI instead of large increases in
cross border trade in services. As a result the shifts in production for both goods
producing and services industries are much less. The broader issues in the differences in
the modelling approaches used by Copenhagen Economics and by the TSIA are
discussed in more length in the Global Analysis chapter below. Our focus here is on the
implications for the economic impacts in the automotive sector.
The results of our CGE analysis using the GTAP model of the automotive sector is that
Korean production expands about 6 per cent due to the EU-Korea FTA in the longer term
and that automotive production in Europe also expands but very modestly about .04
percent. The reasons for this result are that the removal of the automotive tariff on a
bilateral basis leads to lower automotive prices in both economies resulting in some
expansion of the demand for automobiles and that there is also some displacement of
third country imports since MFN tariffs are maintained at the level to be achieved with a
successful conclusion of the Doha negotiations in the WTO. The main effect of the EUKorea FTA is increased productivity in the automotive sector in both the EU and Korea.
This SIA CGE result is broadly compatible with the micro-based conclusions that follow.

MICROECONOMIC AND STRATEGIC ANALYSIS OF ECONOMIC IMPACTS
Economic Impacts
Increased competition from Korean car imports within the European car market resulting
from the (phased) elimination of the 10% EU tariff is the primary economic impact. A
secondary level impact will arise from the elimination of the Korean 8% tariff (and
agreement on standards issues) and the improved access for EU producers within the
Korean market. In terms of scale however, the EU market impact predominates.
The general economic context of the next few years will be an important factor
conditioning outcomes. One development that cannot be overlooked is the rising trend in
oil prices, but the net effect on the market is unclear; on the one hand while it may reduce
car traffic levels, it may also induce a trend to new, more fuel-efficient car replacement,
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thereby boosting new car sales. An appreciating euro is another potentially significant
macroeconomic factor (or for that mater an appreciating won), but again the net effect is
unclear, as virtually all car makers (the major exception being the German premium car
makers) have substantial non-euro based manufacturing and supply operations. In the
longer term exchange rate effects may be fully or partially reversed depending on global
financial markets and the evolution of global trade and payments flows. Nonetheless,
since exchange rates often “overshoot” the adjustment process can be more difficult in a
difficult macroeconomic environment.
Macro-economic factors aside, there are at least four other important conditioning factors:
•

Phase-In Period

•

Response by European Car Makers

•

General Market Growth

•

The extent of import (mainly Japanese) displacement

Overall effects will be mitigated, in the sense of being deferred, through the tariff phaseout period that is agreed to. A seven year phase-out is currently the offer under
consideration, and this length of phase–out would offer a substantial breathing space to
allow European producers to adjust.
Natural Market Growth
In the context of a phase in period of up to seven years, a provision for natural market
growth to absorb some of the anticipated increase in imports would seem reasonable.
However, as discussed above in Section 2.2 (Market Trends), recent market growth has
been sluggish, averaging only 0.9% in the EU25+EFTA over the last 4 years. While car
ownership levels in the NMS are less than in the EU15, new car registrations in that
market are increasing at a lower rate than in the EU 15, and are not providing any
significant sales boost to the industry (recent growth figures are distorted by the addition
of Bulgaria and Romania to the global figure).
The large variations in sales growth across national markets appear to be correlated to
the varying economic performance in national markets. With projections for EU economic
growth not showing any marked change from recent years (in fact with Spain, the
strongest large market weakening), there is no macroeconomic basis for assuming any
significant deviation from the slow sales growth trends of recent years. Hence, we
considered the most probable base case scenario to be one of minimal or zero overall
market growth, and hence no absorption from that source of any increased imports.
Although new car registrations in Russia and other transition states are growing strongly,
sales levels in these markets are still small in relative terms, and indigenous production
capacity is also increasing, so any sales expansion to these markets is unlikely to make a
material difference.
Concerns over environmental issues and higher oil prices also suggest a market
environment that is unlikely to be conducive to strong overall market growth.
The ‘Swing’ Factor of Czech/Slovak Production
Given the substantial investment that has occurred, the expanded European-based
production by Hyundai and Kia will certainly absorb some proportion of product that would
otherwise have been imported. Because these plants do not supply the full Hyundai/Kia
range however, imports will continue. But if Hyundai struggles to meet its sales targets,
there may be a drop in imports from 2006 levels, with the focus on maximising output
levels at the new plants. There is a precedent for this; in the USA, auto imports from
Korea have been falling since 2005, precisely at the time Hyundai began production in
Alabama.
European Industry Response
The auto industry is an intensely competitive industry; hence, notwithstanding the
Hyundai Group’s exceptionally strong performance in past years, there are no guarantees
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that it will meet its declared targets. European carmakers will unquestionably respond
with new designs, more innovative marketing campaigns, etc. in an attempt to maintain
market share. Hyundai’s new and larger model range is also moving into the traditionally
core European model range, and a strong reaction has to be expected.
In addition, the EU automotive industry is not one monolithic bloc, it is made up of a
mixture of producers and market segments, with strong product and brand differentiation.
The likely overall impact of tariff free Korean market access will be mitigated by this
market structure.
A primary feature of the industry is its division into corporate groupings. Product
differentiation by means of branding is a defining feature of the car industry, and
suppresses, to varying degrees, the impact of price-based competition. Through this
factor, the industry enjoys a level of competitive resilience to the overt threat that Korean
car imports may pose. While vehicles may be viewed as close substitutes within each
market segment, substitution across segments will be more limited.
The companies (and their employment base) that specialise in high performance and
large car production are likely to be most immune. These are predominantly German, i.e.
Mercedes, BMW, and Porsche. But Volkswagen, the maker of Audis and the closest
Germany as a full-range carmaker, is a different case and it combines the Volkswagen,
SEAT and Skoda brands which are all pitched to the mid-market range and compete with
each other.
Overall we would expect that European manufacturers will respond dynamically by
introducing new models, upgrading production technology, adjusting pricing strategies
and adjusting sourcing patterns. It is quite possible that net European output will rise in
the medium term due to these dynamic factors.
Base Case and FTA Impact Scenarios

Two FTA impact scenarios are evaluated, a low to medium impact scenario and a high
impact scenario. Each is evaluated in terms of FTA induced import impacts incremental to
the Base Case.
Base Case:

In developing the base case we focus on the medium term and longer term challenges for
the automotive sector. Both the EU-based and Korea-based industries face many
common challenges to respond to the volatility in energy prices and in financial markets
and exchange rates. Certainly, cyclical fluctuations in demand and the expansion of
productive capacity in emerging markets present common challenges. Longer term, there
are challenges to reduce carbon emissions and consumption of fossil fuels.
European Market:
The Base Case rests on the assumptions made with respect to a) the future level of
growth of Korean car sales, and b) the expansion in NMS production. For our Base Case
(no EU-Korea FTA), we assume full absorption of Kia plant production (300,000 units) in
years 2008-2010, but initially only absorption of Phase One of Hyundai plant production
(200,000 units in 2009 and 2010). We note that the Kia plant has a diversified output mix
of at least 4 models, hence should be easier to absorb. The Hyundai expansion displaces
the C segment imports that currently comprise approximately 30% of Hyundai imports
(100,000 units). Hyundai's imports become more concentrated in the B segment and
SUV ranges. Thus, we assume under the base case a gradual (by 2010/2011) ramp-up in
combined CEE production of 500,000 units.
Total Korean sales in Europe, all imports, amounted to 740,000 units in 2006. Korean car
sales have been averaging increases of 10-20% (well in excess of the overall market) in
recent years. With overall European annual market growth of 1% or less in recent years, it
is questionable as to whether the exceptional rate of sales expansion enjoyed by
Hyundai/Kia can be sustained. Even at an annual rate of 5%, Korean car sales would still
be exceeding the overall market growth by a factor of 5:1. Under this scenario, Korean
car sales would grow to 900,000 units by 2010/2011. If we allow for NMS output by
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2010/2011 as summarised above of 500,000 units, this rate of sales growth would equate
to imports of 400,000 units in 2010/2011, i.e. a drop of approximately 340,000 from
2006 levels. This is what we have taken as our base case, against which the incremental
FTA impacts are assessed.
Beyond 2010/2011, we would need to allow for the additional production of 100,000 units
at the new Hyundai plant. This would be predicated on market conditions as they evolve
in the intervening years. If it occurs, a temporary dip in imports in the years 2011-2012
would be likely. This would be temporary however and not materially alter the longer-term
outcome.
b) Korean Market: A second aspect of the Base Case is prospective developments in
the Korean market. The most decisive factors would be the implementation of the
KORUS FTA, and a possible Korea-Japan FTA, on which discussions are continuing. It is
noteworthy that a stated priority of Korea’s new president, Lee Myung-Bak, is to develop
better relations and reduce trade barriers with Japan. Since either or both of these FTAs
would provide preferential access to the Korean market from EU country competitors, we
have assumed for our base case a slowing in the recent expansion of EU car sales in that
market, and a decline in the market share of EU exports to Korea as a proportion of total
Korean automotive imports. Currently, EU car sales in Korea fall in the 30-40,000 range,
and have been growing at 10% or more a year. Under our Base Case Scenario, with no
EU-Korea FTA, but with KORUS and a Korea-Japan FTA, this rate of growth would
we assume not be sustained, but be halved, i.e. to the 2,000 unit a year level.

Market Displacement Effects and Japanese Imports:

From an EU economic and social perspective, the key question is whether the increased
Korean imports under an FTA displace EU production or non-Korean – i.e. Japanese –
imports. Since by far the bulk of European car imports are Japanese, with closely
competing models and market perceptions to Korean, which would continue to be subject
to the 10% tariff, it is that market segment that would appear to be most at risk. While an
EU-Japan FTA would alter this situation, we do not assume such a development, as the
level of bilateral EU-Japan trade is significantly greater than the level of EU-Korea trade,
and for that reason an FTA between the two parties is politically more challenging as it
would compromise the strong EU overall commitments to the integrity and primacy of the
multilateral system.
As shown in Table 8.3 above, we estimate that Japanese car imports to the EU are a
minimum of 830-850,000 vehicles. In actuality, Japanese imports are greater than this,
as our calculations assume that all EU based production is consumed within the EU,
which is not the case.
In 2006, Japanese car sales accounted for approximately 15% of overall EU sales. A
highly conservative and strictly proportional assumption therefore would be to assume
that this segment would absorb 15% of the net import increase. A less conservative
assumption of 30% is assumed under the Low Impact scenario.
Increased EU Exports to Korea
For the European automotive sector agreement on common international standards and
better co-operation on conformity assessment procedures are key issues. Achievement
of EU negotiating objectives in this area will be important to ensuring that some potential
economic benefits are realised from the EU-Korea FTA in terms of increased exports to
Korea in order to offset at least to some degree increased competitive challenges in the
EU market. The beneficiaries (in terms of employees and production location) of
increased exports however are different from those that feel the impact of displaced sales
in the European market.
Currently, EU car sales in Korea fall in the 30-40,000 range, and have been growing at
10% or more a year. Under our Base Case Scenario, with no EU-Korea FTA, but with
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KORUS and a Korea-Japan FTA, this rate of growth would we assume not be sustained,
but be halved, i.e. to the 2,000 unit a year level. With an EU-Korea FTA however, it is
plausible to assume that the current 10% a year growth rate would double, i.e. to 8,000
units a year, equivalent to an increase of 6,000 units over our Base Case.
FTA High Impact Scenario:

Under this high impact scenario we assume that the FTA agreement facilitates the
continuation of strong Korean car sales growth at 15% annually, which equates to total
sales of 1.3 million units by 2010/2011 (compared to 900,000 in the Base Case).
•

Korean car sales in Europe continue very strong, at 15% annually, from a
2006/07 base of 740,000, to a level of 1.3 million by 2011, equivalent to an
increase of 400,000 in imports over the Base Case described above.

•

The European industry response (pricing, marketing etc.) is less effective.

•

Japanese imports are displaced proportional to their current market share of
15%, equivalent to 60,000 units, giving a net import increase of 340,000 units.

•

Korea’s proposal under the ROO discussions of a minimum 35% Korean content
rule is accepted.

•

Continued euro strength.

•

There is a modest increase in EU car exports to Korea (over the Base Case), of
6,000 units annually.

A net import increase from the Base Case of 340,000 units, and, after allowance for
increased EU exports, a net EU production loss of 334,000 units is therefore projected
under this scenario. This is not one we consider most likely.
FTA Low Impact (Probable) Scenario:

Under this scenario, Korean sales growth is assumed to be less, at 8% a year, but still in
excess of the Base Case, thereby rising to approximately 1 million units by 2010/2011.
This is equivalent to an increase in imports of 100,000 units over the Base Case sales
level of 900,000 units. This is predicated on the following factors.
•

A decelerated tariff phase-out by the EU.

•

A strong EU industry response. A pro-competitive industry response is suggested
by the GTAP simulations summarised elsewhere in this report. This incorporates
improved efficiencies within EU industry leading to, among other things, better
retention of market share and a growth in exports to non EU markets.

•

A higher level of displacement, i.e. 30%, of Japanese imports. This equates to
30,000 units.

•

Acceptance of the EU proposal for 60% Korean content.

•

Agreement by Korea to eliminate or scale back their existing duty drawback
scheme on imports of parts from China, and

•

Escalating logistics costs to shipping cars from Korea.

•

Easing of the euro off current levels.

•

Stronger EU sales growth to Korea, of 10,000 units annually over the Base Case.

In this Low Impact Scenario therefore, the net EU production loss is 60,000 units (i.e.
increased Korean imports of 100,000 less displaced Japanese imports and increased EU
exports). This is a scenario that on balance we feel would be a more likely outcome.
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Social Impacts
Social impacts will arise essentially through the displacement of production at older and
less cost efficient plants. It is impossible to predict where exactly that will fall, so a
‘representative’ form of analysis is required.
As summarised above, our High Impact Scenario assumes net EU production
displacement of 334,000 units and our Low Impact Scenario net displacement of 60,000
units. In terms of direct employment impacts, based on the vehicle output range
prevailing at manufacturing plants across Europe (50-100 vehicles per assembly worker),
these suggest direct jobs at risk of a low of 800 (60,000/75) and a high of 4,450. Indirect
impacts (parts, components etc.) would be additional to this.
Any negative employment impacts would of course be absorbed over a period of years,
and the net impacts attributable to the FTA would still represent a small proportion of the
annual jobs turnover in the industry. The employment base in the industry is
overwhelmingly male, and this would constitute the primary gender based impact.
A more general aspect of the employment change overall is likely to be an increase in
demand for a more highly skilled labour force, i.e. across the industry. This could (or
should if appropriate policy measures are introduced) lead to an increased focus on skills
upgrading and re-training programmes. There may also be an accelerated migration of
employment growth to the NMS, as European carmakers adopt a more competitive
response. At the macroeconomic level, this would hasten the convergence process within
the EU 27 region.

Dispersion and Attrition versus Plant Closure
From a social impact perspective (i.e. as regards the possibility of plant closures), a key
question is whether any job losses would be absorbed e.g. by being dispersed among
different plants, or by being accommodated through the processes of attrition or early
retirement, through shorter working hours, reduced shifts, and fewer contract workers,
etc. Indeed the high cost of redundancies in some European countries while it can inhibit
new employment creation, also can inhibit plant closures and mass lay-offs through the
medium of these measures. This would comprise the more benign of the possible
scenarios.
A second scenario is that of a plant closure. It is of course impossible to predict which of
the dozens of car plants in Europe might be at risk of this, but there are some whose
history and model base could make them more vulnerable. One would need to be very
careful in attributing closure of any of these plants to an FTA, since a number have
hovered on the brink of closure for some years anyway and many other factors are
influencing the automotive market in the EU.
Regional social impacts would vary, depending on the employment policies and social
safety nets in operation at these plants/countries. The automobile industry operates a
high standard of safety net norms which would come into play in these circumstances.
Institutional Context
In terms of context, the European Commission and the main industry and workers'
organisations in the car sector recently announced a new partnership to help better
anticipate and manage change in the EU's automotive industry. The initiative brings
together the Commission and the European Automotive Manufacturers' Association
(ACEA), the European Association of Automotive Suppliers (CLEPA) and the European
Metalworkers Federation (EMF). It will monitor developments in the industry, while the
partners will exchange know-how on managing restructuring in a socially responsible
way.
The “European Partnership for the anticipation of change in the automotive industry”,
commits the partners (EU, governments, companies, trade unions and regions) to a
series of concrete actions, including:
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•

A new observatory on change in the automobile industry, including employment
and skills needs;

•

Collecting and exchange of best practice on socially responsible restructuring,
with a view to developing recommendations at a later stage;

•

Better use of funding (such as the European Social Fund and European
Globalisation Adjustment Fund) to support anticipation and adaptation to change.

Environmental Impacts
On the basis of the differences in fuel efficiency and environmental performance of
European versus Korean carmakers, the net environmental impact of an FTA would
appear to be negligible on balance. European carmakers occupy both the lower end
(PSA, Fiat), and the higher end (BMW) of the CO2 emissions rankings, with the Korean
carmakers holding down a mid-table ranking. This is in part a function of the average
model size, and in part a function of engine design.
Since Korean car imports compete more with the smaller European models, which on
balance post a superior emissions performance, it is arguable that the net increase in
Korean imports could result in a small increase in overall car emissions. Korean
carmakers are also targeting larger vehicle segments, which could aggravate that impact.
However, according to KAMA’s submission to the European Commission, KAMA has
reduced its fleet average co2 emission from 197g/km in 1995 to 167g/km in 2005, and
has confirmed its commitment to meet the 140g/km target by 2009. If this commitment is
met, then any negative impacts should be eliminated. This is part of a voluntary
agreement between the EU and car manufacturers (represented by ACEA for Europe and
KAMA for Korea) under which they committed themselves to cutting average CO2
emissions from new passenger cars to 140g by 2008 (2009 for Korea) as part of the
longer-term objective of achieving 120g CO2 per km by 2012. To date the strategy has
had only limited success, with ACEA members achieving 160g in 2006, and Korean
carmakers achieving 165g.
Data released by the European Federation for Transport and the Environment, an
environmental lobby group, showed European carmakers made little progress on fuel
efficiency or CO2 emissions in 2006. The European Automobile Manufacturers’
Association stalled at 160g/km. The figure for Japanese carmakers fell from 166 to 161
and that for Korean carmakers from 167 to 164, with Toyota leading the way.
PSA Peugeot Citroën of France topped the fuel efficiency table with 142g/km, ahead of
Italy’s Fiat on 144 and France’s Renault on 147. DaimlerChrysler was bottom with 188.

Table 8.4: Average CO2 Emissions of Major Car Manufacturing Groups in 2006
Position

Group

Fleet average CO2 emissions in 2006 (g/km)

1

PSA Peugeot Citroen

142

2

Fiat

144

3

Renault

147

4

Toyota

153

5

Honda

154

6

General Motors

157

7

Ford

162

8

Suzuki

166

9

Volkswagen

166

10

Hyundai

167
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11

Nissan

168

12

Mazda

173

13

BMW

184

14

DaimlerChrysler

188

Source: Federation for Transport and the Environment 2007.
The EU and Korean industry face similar challenges in reducing CO2 emissions and
achieving higher levels of fuel efficiency.
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Toyota
Toyota has a substantial manufacturing presence in Europe, with nine manufacturing
plants in seven countries. Toyota’s newest plant is in St. Petersburg, Russia, which
became operational in December 2007, assembling the Camry with a projected annual
capacity of 50,000 units. Toyota became a full member of ACEA as of January 2008.
Toyota’s European sales target for 2008 is 1.2 million vehicles. Toyota European
sales in 2006 totalled 1,124,000 units, while vehicle manufacture totalled 808,463 units
(plus 863,507 engines and 568,212 transmissions). Toyota’s European market share (as
of Jan-June 2007) is 5.8%, and is increasing rapidly – sales up 14% over 2006 and
market share up from 3.6% in 2000. Apart from its European manufacturing operations,
Toyota has also had a European Design Centre (in France) since 2000. The top selling
Corolla was designed and built in Europe – as was the Avensis, which was the first
‘European’ Toyota to be exported to Japan

Recent new Toyota models include the Auris – a C segment Hatchback, which was
launched in February 2007 and is being built in the UK and Turkey. There is also the new
concept minicar the Endo.
Toyota’s first European manufacturing plant was in the UK (1992), in Burnaston,
Derbyshire. It has a production capacity of 285,000 vehicles, and manufactures the Auris
– the new C-segment hatchback - and the Avensis. Employment is 4,100. Engines are
manufactured at another plant in Deeside, North Wales.
Toyota began production in Valenciennes, France in 2001, manufacturing the Yaris (1.3
and 1.4 litre engines) for sale within the EU. This plant has a capacity of 240,000
vehicles. The plant also produces diesel and petrol engines, and employment of
approximately 3,000..
A plant in Turkey was opened in 2002, producing the Corolla, with a capacity of almost
200,000 vehicles, for sales mainly to Europe. The new Auris is also being produced here.
A plant at Kolin in the Czech Republic was opened in 2005, in a joint venture with PSA
Peugeot Citroen, to produce a small, entry level vehicle with joint branding, and with a
production capacity of 300,000. Of this total, 100,000 will under the Toyota Avgo brand.
A diesel engine plant was opened in Jelcz-Laskowice Poland in 2005, with a capacity of
180,000 and employment of 1,100. Another plant producing transmissions and engines
opened in Walbryzych Poland in 2002, with employment of 2,000, and capacity of
250,000 transmissions.
An older plant in Caetano Portugal produces Dyna and Hiace vehicles, and employs 360
people.
Toyota is the market leader in the area of hybrid vehicles (Honda is no.2). Since hybrids
were first launched in Europe in 2000, Toyota’s sales levels surpassed the 100,000 level
in 2007. Uptake is now increasing rapidly, with more than 50% of Toyota’s cumulative
European sales achieved in the last 18 months. The Toyota Prius was the world’s first
mass-produced hybrid vehicle and is Toyota’s best selling hybrid, selling at the rate of
about 3:1 to the Lexus hybrid.

Mazda
Mazda has no European production facilities. All European car sales are imports from
Japan. Mazda sold 303,600 vehicles in Europe in 2006, a 13 percent increase on 2005.
Leading vehicle models were the Mazda3 (97,772 units), the Mazda 6 (89,940 units) amd
the Mazda5 (47,477 units).

Mitsubishi
Mitsubishi’s European sales (2006) totalled 277,815 units.
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The only Mitsubishi model produced in Europe is the Colt, which is manufactured at Born
in the Netherlands (the Colt) and under licence at Turin, in Italy. There is a design centre
in Germany. Other Mitsubishi models include the Lancer, the Galant, the Pajero, and the
Outlander.
The Colt is a B segment car with sales in 2006 of approximately 85,000 units. The Lancer
(75,000 units) is the second biggest selling car (especially in Russia).
The Colt CZC is a new cabriolet being designed and built in Italy under contract to
Pininfarina design and coach builders.
Currently plant in Holland produces only one vehicle, the Mitsubishi Colt 1.1-1.5 litre,
since 2004. It also produced the Colt’s sister vehicle, the Smart Forfour, for Daimler
Chrysler, until production ceased in mid-2006. The plant's long-term survival has been in
question since 2001, when then Mitsubishi Motors Chief Operating Officer Rolf Eckrodt
stated that its annual vehicle production capacity had to increase to 280,000 if it wished to
remain economically viable Following industrial action in 2005 protesting the
discontinuation of the Smart Forfour, Mitsubishi confirmed its commitment to keeping
the factory open, but only as far as the end of the current Colt's life cycle in 2009 In
September 2007 Mitsubishi announced that European market versions of the Mitsubishi
Outlander would be produced in the Netherlands from 2008, which unions said would
help secure the future of the plant.

Nissan
Nissan’s European sales in 2007 totalled 570,513 units (up 5.7% from 2006). Sales of
the new Qashqai model topped 100,000. The Russian market is very strong, accounting
for 120,000 units. Nissan will be opening a manufacturing plant in Russia in 2009.
In 2006, Nissan produced 506,602 vehicles in Europe, almost 80% of which is built at
Nissan plant in Sunderland in the UK. Its main product is the Micra, it also produces
Note, a 5 door Hatchback, and the new Qashqai HB/SUV crossover. Production of
Almera ended in 2006 and the Primera is being phased out. It is the most productive
plant in Europe and employs 4500 direct + 500 contract.

the
the
the
car

Nissan employs around 12,000 people in its European design, research and
development, manufacturing, logistics, and sales and marketing operations. Head Office
is in Trappes (Paris), France.
Nissan also has a manufacturing plant near Barcelona in Spain. It produces the Navara
(pickup truck), the Primastar (Van) and the Pathfinder – a large SUV. It laid off 450
people, 10% of its workforce in Jan 2008; production was transferred to Thailand. In 2004
the plant was threatened with closure. Capacity is just under 200,000 vehicles, mainly
SUVs, pickups, cars and light commercial vehicles.
Nissan expects its output at the plant to fall by 7 percent in 2008 to 179,000 vehicles this
year.

Honda
Honda’s European sales in 2007 sales expected at 380,000 – up 23% from 2006. The
target for 2008 is 420,000 sales. Sales are boosted by rising demand in Russia and CEE.
By 2010 10% of Honda sales are projected to be from hybrids.
Honda has a manufacturing plant at Swindon (opened in 1987) in the UK, which employs
4,900 (700 added in 2007). It manufactures the Civic range, and has added shifts and
increased capacity from 190,000 to 270,000 (in 2007). In 2007 it added manufacture of
the CRV to that of the Civic.

Suzuki
Suzuki had European sales of 306,000 units in 2006, with three models, the Swift, the SX
4, and the Grand Vitara. . It produced 181,000 units (Swift, SX4 and the Ignis which is
exported to Poland) at its plant in Esztergom in Hungary (established 1992). This plant
has surplus capacity, of up to 270,000.
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The prevalence of cross-overs in the industry is illustrated by the fact that Suzuki will be
using a new PSA Peugeot Citroen 1.6-litre turbo diesel for its Hungarian-built SX4
crossover. This supplements the Fiat Powertrain turbo diesel.

Subaru
Subaru’s European sales are about 70.000 (mainly the Impreza). Subaru and Nissan
have a close corporate relationship. In 2007, Subaru introduced the new 1.0 litre Justy
model for the European market; this is manufactured in Japan.
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9.

AGRICULTURE, FOOD AND BEVERAGES SECTOR

9.1.

INTRODUCTION

For both the EU and for Korea, the food processing and primary agriculture sectors are
vital industry sectors, providing substantial employment opportunities and livelihoods in
different regions and in rural areas. There are an estimated 11 million farmers within the
EU (4-5 million in the NMS), and over 60% of the EU 27 population still live in rural areas.
Another 3.8 million are employed in food processing. Farming is a key platform for
economic diversification in these areas. Because of its significant social dimension,
liberalisation of the farm sector has always proved challenging, but at the same time has
been necessary to respond to the changing global environment. Primary agriculture
accounts for approximately 8% of Korean employment, a proportionately much higher
figure than for the EU.
For both the EU, and for Korea, the impact of any trade liberalising agreement in terms of
the rural and social network requires careful evaluation. Much of the primary workforce (in
both regions) is relatively lower income and older and therefore susceptible to adjustment
impacts and challenges. Because of the more highly protected structure of Korean
agriculture, its smaller overall size and lower relative export potential (vis a vis the EU),
and the fact that it has not yet tackled structural reform, concern over potentially
disruptive impacts is greater on the Korean side.
Within the EU, the agri-food sector (including beverages) accounts for an estimated 3% of
GDP and almost 14% of manufacturing output, with turnover (EU15) valued at €836
million (2005). The EU is also a major world exporter of foodstuffs. The industry has a
substantial presence in all European countries, even in the most highly urbanised and
industrialised member states (such as the UK where farming covers ¾ of the land area
and employs over half a million people.)
R&D and technological innovation is a feature of the European industry, with the Korean
sector more focused on self-sufficiency objectives and less on market led product
innovation.
Improved EU market access on offer through the WTO requires balanced market
openings on the part of Europe’s trade partners. Increasing incomes and changing tastes
in Asia are also creating many new opportunities for European food producers. An FTA
with Korea would be part of that. Coherence with the WTO process and the agricultural
packages on the table would be required.
Farming accounts for approximately 3.5% of Korean GDP. Small-scale farming is
prevalent, and productivity levels in the farm sector are one third of the national average.
The OECD has calculated that producer supports (in terms of PSEs or Producer Support
Estimates), although declining, were still over 50% in 2005, double the OECD average.
Corresponding consumer support estimates (CSEs) are almost always strongly negative,
indicating an implicit tax on consumers caused by government programmes that support
producers; the implicit tax has been estimated at more than 50% of consumers’
expenditures on major foods. It is a politically sensitive sector, and food security concerns
are a priority. Achieving parity between rural and urban household incomes is another
major goal of Korean agricultural policy. The ‘multifunctionality’ of agriculture is
sometimes cited by Korean negotiators to request exemptions from market opening
measures. The industry has a wide geographic spread, and the goal of balanced national
development is pursued. Agricultural products comprise approximately 2.5% of Korean
exports, and 9% of imports. The sector is highly protected, with key sub-sectors, such as
rice, routinely exempted from market access concessions.
Statistically this covers NACE Group 15 – Processed Foods and Beverages, and NACE
Code 01 – Primary Agriculture.

June 2008

Page 139 of 261

Reference: Trade 2007/349757/1
Trade Sustainability Impact Assessment of the Free Trade Agreement to be negotiated
between the European Community and the Republic of Korea

9.2.

EU PROCESSED FOODS SECTOR PROFILE

The EU 27 is the largest food producing economy in the world.
According to the CIAA, the Industry association that represents 25 national federations,
32 EU sector associations, and 22 major food and drink companies, the following industry
statistics applied as of 2005:
Turnover: €836 billion, accounting for 13.6% of manufacturing activity in the EU15, and
3% of GDP, larger than the automotive and chemical industries. The industry has been
expanding at approximately 2% a year over the last ten years;
Employment: 3.8 million people, the leading employer (13%) in the EU manufacturing
sector. The industry has a relatively high proportion of part-time employment, and its
productivity and wage levels are below those of other EU manufacturing sectors;
Number of companies; Over 280,000 enterprises are in the sector. While large
companies (250 +employees) account for less than 1% of the number of enterprises, they
account for 52% of turnover and 38% of employment;
Exports: €57.9 billion (2006) with intra-EU trade totalling €146 billion (2005);
Global Market Share: 20%, and shrinking.

The industry is naturally largest in the larger Member States (France, Germany, etc.), but
an indication of its EU-wide regional and social significance is the fact that it is the largest
manufacturing industry in at least 10 Member States.
R&D and technological innovation is an important component of the sector. Much of this
arises in response to the demands of the marketplace (e.g. for convenience foods or
more healthy foods), but is also industry driven, with food research programmes a
common adjunct to many company operations.
The key segments of the industry are:
•

Meat and Meat Products – 20% of overall industry T/O (Turnover)

•

Beverages – 15.5% of T/O

•

Dairy Products – 15.3% of T/O

•

Animal Feeds – 6.5% of T/O

•

Processed Fruits and Vegetables – 6.3% of T/O

•

Oils and Fats – 4% of T/O

•

Grain mill and starch products – 3.9% of T/O

•

Fish products – 2.5% of T/O, and

•

Various Food Products, 26% of T/O. This category (NACE 15.8) includes bakery,
pastry, sugar, chocolate and confectionery, and pasta products.

The industry is challenged on a number of fronts, in particular:
•

competing in the international market place;

•

negotiating with an increasingly concentrated retail and distribution sector;

•

securing access to competitively priced raw materials and inputs; and

•

complying with new environmental guidelines.
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Labour productivity in the industry remains well below that of major developed country
competitors such as the USA, while at the same time it is growing much faster in
developing countries. Productivity increases in Brazil and China are being driven by a
shift to more value added products. This is increasing competition in world markets.

Table 9.1: Labour Productivity Food and Beverage Industry 2004
Country/Region

USA
Japan
Canada
Australia
EU 25
Brazil
China

$VA Per Employee

86,959
82,548
62,471
58,096
49,323
18,823
9,493

In overall terms, the food and drinks industry is characterised by relatively low overall
energy intensity, although major differences exist within its sub-sectors. In total, the food
and drinks industry accounts for about 8% of industrial energy use. Besides food
manufacturers, the actions of farmers, packaging suppliers, the transport sector, retailers,
etc. can all have a significant impact on the environmental life cycle of food products.

EXTERNAL TRADE PROFILE:
Extra-EU exports grew to €57.9 Billion in 2006, an increase of 11.4% over 2005, which in
turn showed a 7% increase over 2004. Exports had been broadly static in the period
since 2000. The USA is the leading export market (22%), followed by Russia (8%) and
Japan (7%).
Korea is an important market and ranked ninth in 2006, with sales of €946 million (26% of
the level of exports to Japan). Exports to Korea grew by 27% in the period 2000-2005;
with the exception of China (growth of 72%), this performance was better than that of the
other principal Asian markets of Thailand, Malaysia, and Indonesia. In the same period
(2000-2005) imports from Korea to the EU (€83 million in 2005) declined by 25%. The
EU maintains an 11:1 edge over Korea in terms of the trade balance in this sector.
In terms of global EU exports, spirits and wine are respectively the first and second
leading export categories.

Table 9.2: Leading EU Food and Drink Export Categories 2005
Category

Export Value 2005 €million

Spirits
Wine
Food Preparations
Cheese
Pork Meat
Beer
Concentrated Milk
Sugars
Malt Extract
Biscuits
Chocolate
Olive Oil

5,642
4,672
2,702
2,022
1,989
1,729
1,689
1,456
1,439
1,404
1,300
1,176

Source: CIAA Data and Trends 2006.

June 2008

Page 141 of 261

Reference: Trade 2007/349757/1
Trade Sustainability Impact Assessment of the Free Trade Agreement to be negotiated
between the European Community and the Republic of Korea

As the following Table shows, the EU is the world’s largest food exporter, with 20% of
global exports, followed by the USA in second place.

Table 9.3: World Leading Food Exporters 2005
Country/Region

Exports €B.

EU 25
USA
Brazil
China
Canada
Australia
Thailand
Argentina
New Zealand
Malaysia

47.2
25.8
16.3
13.9
12.5
9.9
9.8
9.5
7.9
6.7

Export Share

20%
10.5%
6.6%
5.6%
5.0%
4.0%
4.0%
3.9%
3.2
2.7%

Source: CIAA.

CASE STUDY: EU MEAT AND DAIRY EXPORTS
The meat and dairy sectors are socially vital across large areas of the EU. They are also
highly sensitive sectors within Korea. For decades the EU meat and dairy sectors were
characterised by over production and lack of competitiveness in world markets. In recent
years this over-production situation has been much reduced. The EU overall is now just
about self sufficient in meat, although the situation is different when you look at individual
countries, with Ireland (700% self sufficient in beef), Denmark (500% self sufficient in pig
meat), and the Netherlands (350% self sufficient in poultry), standing out. EU meat
exports overall are about 5% of overall production and an important sub-component of
this is the export of particular specialised products, such as pork bellies to Korea or
Japan.

EU total meat production in 2006 was 41.25 million tonnes, equivalent to approximately
15% of total world production of 272 million tons (FAO 2006). At 89 kg per head, meat
consumption in the EU is over double the world average of 40 kg per head. The general
future market environment is favourable, with world demand for meat predicted by the
FAO to increase to over 300 million tons by 2020. About half of the production and
consumption of meat in the EU is of pork.

While the process of agricultural policy reform in the EU including decoupling of
production and income support, and the phase out of export refunds, has intensified the
competitiveness challenges for the EU farmers, there are signs that the sectors are slowly
adjusting and positioning to succeed in the new global environment. The EU domestically
has attached priority to improvements in animal welfare. On the price and export side the
expansion of demand in Asia is proving to be a very important factor for higher food
prices on a global level. The following summarises the current position for the key
components of these sectors (this is not inclusive; there are numerous smaller subsectors the conditions and prospects for each of which would vary; for example, the
market for powdered milk products such as infant dairy-based nutritional products in Asia
and Korea would be seen as one with a lot of growth potential)
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Beef:
The EU’s importance as a beef exporter on the world market has diminished in recent
years, with exports declining from 438,000 MT in 2003 to 175,000 MT in 2007. Imports to
the EU are over 4 times exports, at 725,000 MT. Exports have been decreasing due to a
combination of increasing internal prices, an appreciating euro, and cuts in export refunds.
About a third of EU beef exports are destined for Russia which is geographically
proximate, but the EU share of that market is only 10%, with EU beef being displaced by
Brazilian beef. Other important markets for EU beef are countries in close proximity to
the EU, for example Norway and Switzerland.
The EU became a net importer of beef in 2003 as consumption rebounded from a BSE
induced decline while at the same time production decreased. Total beef production in
the EU has fallen below 8 million tons, as increases in the beef herds in the NMS have
not offset declines in dairy herds.
BSE outbreaks in 2003/04 led to a total ban on imports of US and Canadian beef into
Korea (and Japan). Beef demand in Korea subsequently plummeted (the USA supplied
68% of Korea’s beef supplies prior to the ban). The resulting sharp price increases led to
widespread substitution with pork and poultry, which registered price gains. Australian
and NZ beef producers also made significant inroads. The market was substantially reopened to US beef imports in 2008 as part of the KORUS FTA negotiations. According to
some projections 47, under the terms agreed in the KORUS FTA the US share of the
Korean import beef market should increase to 36% by 2016 (the indigenous and highly
priced Korean Hanwoo beef serves only a small, niche market). Other important
suppliers include Australia, New Zealand, and Canada. The EU has never been a
significant player in the Korean beef import market.
However, there is a strong consumer demand in Korea for various beef cuts, organs, and
offal that are less favoured by European consumers. Korea can therefore be a small but
valuable niche market outlet for European producers and the existence of another
market for such off-cuts increases the overall value of the animal for the European
producer.
Against this backdrop (i.e. limited EU export surpluses, a general decline in beef demand
in Korea, and US and Australian market domination) it is difficult to see how an FTA with
Korea (and appropriate concessions on the Korean side) would generate a significant
export increase, although as mentioned, in specific areas (such as offal), where market
opportunities in Europe are limited, there would be niche opportunities. Under this
scenario, the beef sector in Korea, which is the country’s most sensitive meat sub-sector
in Korea, would not face any major EU-Korea FTA related adjustments.

Pork:
About half of overall production and consumption of meat in Europe is of pork. EU pork
exports have shown a slight increase in the last 5 years, from 1,140,000 MT in 2003, to
1,270,000 MT in 2007. Imports to the EU are on a very minor scale. Exports are
challenged by higher feed prices and an appreciating euro. Currently, about one-third of
EU pork exports are shipped to Asian destinations with Japan as the main market. EU
exports hold about a third of the Japanese pork import market, with the United States and
Canada as the main competitors. Russia represents about twenty percent of the export
market for pork. EU pork exports are experiencing strong competition in the Asian market,
and export refunds for pork were recently re-introduced for a short period. Increasing
feed costs are a constraining factor. Unlike beef however, the context for export gains in
the pork sector under an FTA with Korea are more convincing. Traditionally the EU
countries have supplied up to one-half of Korean pork imports (ranging between 80140,000 MT a year), and Korea takes on average 5-10% of EU exports in any given year;
47 ‘Impact of the South Korea-US FTA on the US Livestock Sector’; Working Paper 07-WP 455,
Centre for Agricultural and Rural Development, Iowa State University, November 2007.
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supplies are dispersed among many EU countries but the leading supplier (almost 40% of
the EU total) is Denmark.
Pork is benefiting from its position as a substitute for animal protein when trade in beef or
poultry decline due to disease-related bans. Thus, while beef imports to Korea fell by
almost half following the 2004 ban on US beef, pork imports doubled (from 153,000 MT in
2003 to 300,000 MT in 2005). Pork consumption and pricing also increased subsequent
to the ban. The ban was substantially lifted in April 2008 in the context of the KORUS FTA
negotiations, although some restrictions remain. A slowing of the pork market gains is to
be expected as the market readjusts to renewed beef imports. Pork production in the EU
has been increasing and now exceeds 21 million tons. Pork production is soaring in
China, which is the dominant world producer at over 50 million tons. However, because of
strong internal demand Chinese export surpluses are not likely to be a recurrent market
factor.
Pork consumption in Korea continues to grow. Pork became the leading meat category in
Korea in part because beef was in short supply and expensive relative to pork. The BSE
related beef import ban exacerbated this trend. Since the mid 1990s the only barriers to
pork imports have been tariffs, which stand at 25% and 22.5% respectively for frozen and
chilled pork (2006). Almost all EU exports are of frozen pork.
Chilean pork producers gained improved market access (increased duty free quotas) as a
result of the Korea-Chile FTA which went into effect on 1 April 2004, with supplies
jumping approximately five-fold to the 20,000 MT level one year after the agreement went
into effect (this jump coincided with the US beef import ban). Chilean pork exporters will
have complete duty free access for most cuts by 2014.
Within Korea, pork (and poultry meats) is produced intensively, primarily using imported
feed. Output grew strongly in the 1980s and 1990s. Size of operations has also increased
and the trend continues to larger more efficient units. Traditionally the range of
differentiated cuts at the retail level has been much less than in Europe or the USA, and
this has limited the options of those wishing to sell into that market. This however is
changing, and the shift to a market in specific cuts will benefit importers, especially of
pork ribs and bellies, which tend to be in short supply.

Poultry:
EU poultry exports are on a slight declining trend, from 898,000 MT in 2003, to 810,000
MT which is expected to continue. This expectation is based on the fact that EU exports
face strong competition in world markets, while EU domestic consumption is expanding.
EU producers have difficulty competing due to relatively high feed prices. Furthermore,
export refunds for chicken parts were stopped in October 2006, and at the moment, only
refunds exist for the export of whole broilers. EU poultry exports are mostly destined to
Russia, the Middle East, and African destinations, with Asian destinations taking
about fifteen percent. Market opening under an FTA with Korea would probably
support some level of export expansion to the region.
EU poultry production has mostly recovered from the 2003 Avian Influenza and
nitrofuran outbreaks, and currently stands at between 7.5 - 8 million tons. With
increased overall consumption however, there is a growing import market within the
EU of almost 0.5 million tons.
Various disease related import bans by Korea (e.g. on poultry imports from China,
Thailand, and the USA, and beef imports from the USA) probably were a factor in
the sharp jump in imports from the EU from almost nothing in 2000 to 40% of
imports (26,000 MT) in 2005/06. Korea’s own poultry production was also much
disrupted by disease outbreaks. This has given EU producers a foothold in the
market that could be developed further under an FTA.
Chicken meat consumption was slow to grow in Korea, partly because of a relative
lack of recipes using chicken in the Korean diet. The introduction of fast-food fried
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chicken franchises in the 1990s however brought about an expansion in broiler
consumption in the 1980s and 1990s and continuing growth is expected. Similar to
pork, tariffs are the only significant imports restriction, standing at about 20%
(2006).

Dairy Products:
EU cheese production is on an increasing trend, in response to EU-wide growth in cheese
consumption. Higher cheese output is further enabled by an expected increased output
of raw milk and high export demand for dairy products. As the CAP continues to phase
out support for butter and milk powder, there is also a greater incentive to increase
cheese production. Europe’s dairy industry continues to invest in cheese production
capacity and believes that EU cheese will remain competitive on the world market.
Cheese production is increasing EU-wide in both EU-15 and NMS. At 600,000 MT,
exports in 2007 were just under 10% of output (6,975,000 MT), and six times imports.
Against this context, this sector could grow exports under an FTA.
The gradual liberalisation of the Korean dairy sector since the 1990s has generated
opportunities for outside suppliers. Locally produced items such as cheese and milk
powder are not as competitive as imported product, and local industry has instead
focused on drinking milk, leaving more opportunity for the importation of manufactured
dairy products. More than 75% of production is used for drinking milk and 25% for other
processing purposes, in inverse proportion to countries with advanced dairying industries.
There is a very limited variety of dairy products produced in Korea, and imports of
processed products such as cheese, casein, and milk powder preparations have shown
steady growth. Traditionally the EU has been more competitive in milk powder
preparations while Australia has led the cheese import market; an EU-Korea FTA would
thus offer EU cheese producers opportunities to gain market share at Australia’s expense.
However, the KORUS FTA will confer a strong advantage on US cheese (and butter)
suppliers, and their pre KORUS market share of approximately 13% is expected to grow
significantly at the expense of other suppliers, such as the EU and Australia, in the
absence of other FTA agreements.
Imports of cheese are growing strongly (at about 20% a year in volume terms, currently at
around 60,000 MT) and this trend is expected to continue. South Koreans are consuming
greater quantities of cheese as foods like pizza and cheeseburgers become more popular
among the younger generation. The demand for higher end gourmet cheese is also being
boosted by increasing wine consumption in Korea.
Opportunities exist in such areas as block cheddar cheese, natural cheese for high end
restaurants, milk powder preparations, and whey concentrate. Labelling standards, food
codes and import requirements can change frequently in Korea and are controlled by the
Korean FDA. Korean dairy manufacturers usually depend on trading agents to source
imported material and it is important for exporters to have a trading agent who has
established links with dairy manufacturers.

9.3.

EU-KOREA AGRICULTURAL TRADE

The USA has traditionally been Koreas’ principal source of agri-food imports, and 20% of
Korea’s agricultural imports come from the US, with 18% from China. With internal
demand strongly increasing however, the future export supply potential of China is
uncertain. The EU ranks third as a supplier to Korea, with a market share (in 2005) of
almost 10%. Leading imports from the EU are meat-based products, alcoholic beverages
(wine and spirits), vegetable oils, processed food and dairy products. The leading EU
exporter is the UK, with exports of over €200 million in 2006 (mainly whisky); in second
place is France, which mainly exports meat, dairy products and wine. Other significant
exporters are Netherlands (meat and dairy products), Spain (Vegetable oils), and
Denmark (pork products).
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Table 9.4: Leading Food Exporters to Korea 2005:
Country/region

Value $ Million

USA
China
EU 25
Australia
Canada
New Zealand
Indonesia
Brazil
Japan

3,353
2,996
1,616
1,488
939
726
693
651
594

Source: CEPS 2006.

Fisheries based products are Korea’s leading import of food products. Korea also imports
large amounts of cereals (maize, wheat and rice), meat and meat preparations, and fruits
and vegetables. Korean imports of feed grains, soybeans, wheat, cotton, and hides are
important as inputs to its livestock, flour milling, and textile, leather and garment
industries. Korea’s exports to the EU are much smaller than its imports, at just over €200
million. The main item is fish and sea products; farm-based products comprise only a
small share.

Table 9.5: EU 27 Food and Beverages Exports to Korea 2000-2006
SITC Grouping

2000 (€)

2006 (€)

0: Food and Live Animals
Total

478,700,220

668,399,240

00: Live Animals

28,856,672

5,560,337

01: Meat and Meat
Preparations

178,693,657

325,505,369

02: Dairy Products

38,445,065

57,759,283

03: Fisheries

29,236,676

32,196,077

04: Cereals & Cereals
Preparations

66,153,837

24,878,232

05: Vegetables & Fruit

18,672,378

27,256,066

06:Sugar and Sugar
Preparations

12,131,072

20,596,126

07: Coffee, Tea, Spices &
Manufactures

37,897,546

48,928,968

08: Animal Feed

29,260,969

33,392,805

09: Misc. Edible Products

65,376,840

92,325,742

11: Beverages

282,347,225

277,535,387

11217: Wine (nonsparkling)

18,433,205

39,667,643

11241: Whiskies

228,453,987

200,885,543

Food and Beverages Total

€761.047 million

€945.934 million

Source: Eurostat.

With a total value exceeding €945 million, the Korean market for EU exports of Food and
Beverages exceeds that of China, which was valued at €880 million in 2006. It was
equivalent to 26% of the Japanese import market of €3.67 billion.
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The national profile of EU food exporters to Korea is highly diversified, with 12 of the 27
member states exporting over €10 million each in 2006 (including Poland and Hungary
from the NMS). The top five national exporters are France, the Netherlands, Belgium,
Denmark, and Spain (all exporting over €50 million in 2006, with France and the
Netherlands exceeding €100 million). Although France accounts for approximately half of
Meat exports, this category is still quite diversified nationally. France dominates Wine
exports, and the UK dominates whiskey exports48.

9.4.

AGRI-FOOD SECTOR IN KOREA

The rapid industrialisation of Korea since the early 1960s has dramatically transformed its
economy, from one that was predominantly rural 30 years ago, to one that today is
predominantly industrial. One measure of this change is the decline in agriculture’s share
of GDP from more than 45% in the early 1960s to 3% today. In the same period, the
share of agriculture in employment fell from 65% to below 8%, and the share of the rural
population fell from almost 45% in 1970 to 7% today.
The labour force engaged in agriculture has been steadily declining, from over 3 million in
the early 1990s to less than 2 million today. With migration of the young to the cities, the
age profile of farming has dramatically increased. Currently 94% of total farm operators
are over 40 years old, and 53% are over 60 years old. The job mobility of these farmers is
very limited. This is one of the main factors behind the social and political sensitivity of
rice farming in Korea; rice cultivation is favoured by older farmers as they are accustomed
to the farming environment and rice farming requires less labour.
Rice is the most important food in Korea, accounting for about 28% of total agricultural
production. Rice consumption however has been falling due to changes in eating habits,
whereas consumption of fruits and vegetables has increased. These changes have led to
a continuous decrease in rice production, and to an increase in vegetables, fruits, and
livestock and poultry production. The major agricultural products are rice, pig, beef cattle,
milk, chicken, radish, soya beans, potatoes, watermelon, garlic, tomato, ginseng and
cabbage.
Korean agriculture is characterised by high government support levels. Most support is
provided through market price supports, largely for rice. Support to producers (% PSE)
has decreased from 74% in 1990 to 63% in 2005, but it is still more than double the
OECD average. Korean consumers pay on average two and a half times the world price
for agricultural commodities. The price of rice in Korea is more than three times that of the
average price of rice on the international market; consumers pay three times the average
world prices for beef, two times for pork and milk, and 3.5 times for garlic. Apart from
market price supports, import restrictions in the form of licences and quotas have been
the main instruments for controlling agricultural trade and prices. Combined policies of
production support and import restrictions kept agricultural prices above world levels.
Korea is a mountainous country with only 20% of arable land, and thus faces serious
limitations in its natural resource base. Combined with the shrinkage in the agricultural
economy, and increased food demand from urban areas, Korea has built up a heavy
reliance on agricultural imports. The process of globalisation and changes in consumption
habits has also increased the demand for new types of – imported - agricultural products.
This is contributing to a significant trade deficit, estimated at $11.5 billion (2005) annually,
according to the CEPS report49. According to this report, Korea’s imports of Food ($11.6
billion) and agricultural raw materials ($5.1 billion) totalled $16.7 billion in 2005, while
Korea’s exports of Food ($3 billion) and Agricultural raw materials ($2.3 billion) totalled
$5.3 billion in 2005. Food Imports have been increasing at an annual average of just over
8% since the year 2000.

48
Because of transhipment and possible reporting errors, the nationality of shipment reporting is
not 100% accurate.
49
Table A2.2 CEPS Report.
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REVIEW OF KOREAN AGRICULTURE
According to the most recent (2004) WTO TPR review, notwithstanding the general
liberalising trend in recent years, protection levels in agriculture, averaging 52.2% remain
very high in contrast to relatively low industrial tariffs averaging 6.7%. Out-of-quota tariffs
as high as 200% also apply to certain commodities.
Average tariffs are highest for vegetable products (HS section 2); at 100% and tariff
escalation is a feature of semi-processed food, beverages and tobacco. Tariff barriers
are very high on products that are important for the preparation of Korean specialty foods
and face potential competition especially from China. For example, the tariff is 630% for
sesame, 360% for garlic, and 270% for pepper. Tariffs for meat products, although still
very high by international standards, are lower: 40% for beef, 22.5% for pig meat and
18% for chicken.
Korea still has the “developing country” status in the WTO as far as agriculture is
concerned. This status mostly shelters Korean agriculture from radical reductions in
agricultural protection resulting from WTO agreements.
There was only slight liberalisation of agriculture under the Korea Chile FTA.
Tariff quotas for beef were replaced by a tariff (currently at 40%) in 2001.
Agricultural imports remain constrained by a variety of NTMs, such as administration of
tariff quotas by SOEs (State Owned Enterprises) and producer associations, and
ostensibly health-based import licensing systems. While standards and regulations in the
food sector are being increasingly harmonised with international norms, significant
differences, including in conformity testing, inspection, and acceptance of overseas
results, seemingly remain in food. Quarantine arrangements and SPS requirements are
noticeably strict for fruit imports.
In August 2003, the Korea Customs Service introduced more rigorous customs
inspections on agricultural products, including peppers, garlic, sesame seeds, onions,
carrots, and seasoning powders. The import sample inspected to check prices was also
raised to 20%. The authorities indicate that these measures were implemented not to
restrict imports, but to prevent illegal importation and duty evasion from under-invoicing,
and to meet the need for increased laboratory analysis under paperless customs
clearances. The sample size used for analysis was lowered for qualified importers with
good compliance records from March 2004.
Direct export subsidies to reduce marketing costs apply to several agricultural goods, and
the sector also benefits from substantial domestic financial support under the WTO Green
Box or the de minimis provisions.
In-quota tariff rates for agricultural imports ranged from zero to 50% in 2004. Above-quota
rates are generally very high; many are well over 100%. Some tariff quotas operate, in
effect, as quantitative restrictions, whereby prohibitively high out-of-quota tariffs prevent
above quota imports. The average fill rate of tariff quotas is around 70%. In 2003, fill
ratios were low for several product groupings, including evaporative milk (0%), whey
(15.3%), garlic (71.8%), red-peppers (70.2%) and ginger (47.1%). The consistently large
unfilled share of tariff quotas on some items, even with relatively low in-quota duties,
suggests that their administration and allocation may be restricting imports.
Tariff quotas, and the import quota on rice, are allocated or operated by designated statetrading enterprises, such as the MAF for rice and barley, or various producer
associations. State-trading enterprises impose additional mark-ups on top of the in-quota
tariff on certain items.
Legislative responsibility for regulating food safety and quality is diversified and overlaps
with several ministries. Responsibility for food safety, pharmaceuticals and cosmetics
rests with the Ministry of Health and Welfare (MHW) and its agency, the Korean Food and
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Drug Administration (KFDA).50 KFDA ensures that domestic and imported food products
(except meat, dairy and egg products, which are handled by the MAF) are sanitarily safe
and correctly labelled. The Ministry of Maritime Affairs and Fisheries (MMAF) is
responsible for fish products, and it’s National Fisheries and Products Inspection System
inspects fish imports (and exports). MOCIE inspects imported alcoholic beverages. The
Ministry of the Environment is responsible for the safety of bottled water.
The main laws affecting food standards are the Food Sanitation Act of 1986, the Food
Code and the Food Additive Code. KFDA is committed to aligning Korean food standards
to international norms, especially CODEX. To facilitate harmonization, the Food Code
and the Food Additives Code have been modified significantly, and further changes are
expected. All food additives require pre-approval. Korea's Food Code is claimed to fall
short of international standards, especially relating to food additives. 51 For example,
Korea seemingly prohibits certain ingredients, food colours, dyes, and food manufacturing
processes that are considered safe by international (e.g. CODEX) standards.
KFDA has facilitated food imports through two systems: "authorized overseas inspection
agencies", introduced in 1996, and has been extended to include 45 agencies in eight
countries. Certified imports from these agencies are not inspected in Korea. The "preconfirmation-based registration system of imported foods" was introduced in August 2002.
Foodstuffs pre-approved and registered based on advanced test certification and preinspection at the exporter's premises are exempt from import inspections. Such approval
is provided on a product-by-product basis; non-processed products are excluded.
According to the authorities, overseas test results submitted by foreign inspection
agencies are accepted by KFDA for imported food, which is therefore exempt from KFDA
testing. Korea has not joined the APEC MRA on Conformity Assessment of Foods and
Food Products.
KFDA plans to reform the inspection system for food imports by reducing inspections.
The quantity of imports inspected is to be eventually reduced by applying sophisticated
selective inspections.52 Imports are to be categorized to simplify inspections. Imports
with no past record of inspection violations, such as liquors and coffee beans, will only
require notification, while other items will be subject to only simplified "sensor"
inspections, mainly to determine freshness
Korea bans imports, for example, of live cattle, sheep and goats, and certain products
from countries where BSE and foot and mouth diseases are known to occur.
Food packaging standards to reduce domestic waste apply equally to domestic and
imported products. For example, the use of PVC packaging on certain food products
prohibited. Regulated shelf-life limits on livestock products (including milk) were
abolished from July 2003, and are now decided by processors.
Korea maintains export subsidies for certain farm products. In 2001, these totalled
W 25.95 billion, and covered fruit (W 7.73 million), flowers (W 6.97 million), vegetables
(W 8.59 million), kimchi (W 1.77 billion), ginseng (W 0.73 billion) and livestock (W 0.16
billion). The subsidies were used to reduce exporters' marketing costs, and are exempt
from WTO reduction commitments.
Korea's WTO commitments to date have provided only limited disciplines on domestic
agricultural support. This is in part because Korea benefits from the status as a
developing country at the WTO.

50
The Food Safety Bureau develops general policies on food safety management and provides
guidance to food-related businesses. It supervises the overall food hygiene according to CODEX
provisions, and manages import and export inspection and certification systems.
51
USTR (2003), p. 243-245.
52
Korea Information Service KOIS, 14 January 2004.
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KORUS FTA PROVISIONS:
The precise details of any EU-Korea agreement covering the food and agriculture sector
are still lacking. Because of the tremendous variety of product, and of tariff and non-tariff
measures, this makes any analysis of potential impacts somewhat conditional. A useful
guide to the broad parameters of what might emerge is the KORUS FTA, the details of
which are available (U.S. agricultural exports to Korea have averaged about $3 billion
annually in recent years, i.e. more than double EU exports. Korea is their sixth largest
agricultural export market). In a number of areas however, the EU will be seeking to
improve on the KORUS package.
The key agreements covering agriculture were as follows53:
Immediate duty free access for approximately two-thirds of US products, including wheat,
corn, soybeans for crushing, hides and skins and cotton, plus a broad range of high value
processed and horticultural products, such as almonds, pistachios, bourbon whiskey,
wine, raisins, grape juice, fresh cherries, frozen french fries, and frozen orange juice
concentrate.
For all beef products, Korea will eliminate its tariffs through a 15-year straight-line tariff
phase out with a safeguard that begins growing from 270,000 MT, a quantity that is 17%
larger than the largest historical US shipments. Korea’s tariffs on beef products range up
to 40%.
For pork, all frozen and processed pork products will be duty-free in 2014. Fresh and
chilled pork products will be phased out in 10 years, and subject to a 10-year safeguard
that is higher than historical trade and grows 6% annually.
For poultry, tariffs on most poultry cuts including legs will be eliminated in 10 years. Tariffs
on frozen breasts and wings will be eliminated in 12 years. Tariffs on egg and albumin
products will be eliminated over 5 to 12 years.
For dairy, Korea agreed to establish tariff-rate quotas (TRQs) that provide immediate
duty-free access on double current shipment volumes of U.S. dairy exports.
For soybeans, Korea will provide immediate duty free on beans for crushing. In addition,
Korea will establish a 25,000 Metric ton TRQ for high-value Identity Preserved food-grade
beans that for the first time can be sold outside of Korea’s State Trading Enterprise. That
State Trading Enterprise has been marking up food grade beans by as much as 80%.
For corn, tariffs will be immediately eliminated on feed corn.
For potatoes, Korea will grant immediate duty-free access on chipping potatoes during
the US shipping season, and significant immediate duty-free access on dehydrated
potatoes in a 5,000 MT TRQ.
For processed products, tariffs on most of the processed food tariff lines will be eliminated
in five years or less. Processed tomatoes and tomato paste will be duty-free immediately.
For wine, Korea will immediately eliminate all tariffs.
For tree nuts, with current duties range from 8% to 45%, Korea will immediately eliminate
the tariffs on almonds and pistachios, and will eliminate the tariffs on shelled walnuts in
six years.
For oranges, the FTA establishes front-loaded seasonal tariff cuts that benefit 70% of
exports through an immediate reduction from 50% down to 30% and a seven-year phase
out. Access for shipments earlier in the year is provided by a tariff rate-quota. Korea is the
4th largest export market for U.S. oranges. Tariffs on lemons will be eliminated in two
years; and tariffs on grapefruit will be eliminated in five years. For orange juice, tariffs on
frozen concentrate will be eliminated immediately;

53

Trade Facts; Office of the US Trade Representative May 2007.
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For table grapes, a five-year front-loaded tariff elimination schedule will benefit an
estimated 70% of U.S. grape exports to Korea. Tariffs on the remaining 30% of exports
will be eliminated over 17 years.
Tariffs on avocados and dried plums will be eliminated within two years.
Non-citrus juices: tariffs on cranberry and prune juices will be eliminated in five years.
Tariffs on grape juice will be eliminated immediately.
Tariffs on fresh strawberries will be eliminated in nine years.
Korea’s tariffs on apples (other than Fuji) will be eliminated within 10 years, and tariffs on
pears (other than Asian varieties) will be eliminated within 10 years. Tariffs on Fuji apples
and Asian pears will be eliminated within 20 years.
Fresh asparagus, eggplants, celery, cucumbers, and spinach will be duty-free
immediately.
Tariffs on fresh carrots, broccoli, cauliflower, and peas will be eliminated in five years.

9.5.

SUSTAINABILITY IMPACT ASSESSMENT

Despite the limited scope of the agreement, the Korea-Chile Free Trade Agreement has
already had implications for agricultural trade especially in processed products such as
wine, but also for pork. The KORUS FTA represents a very comprehensive undertaking
with respect to agricultural based trade. Given that the EU and the USA are major farm
trade competitors, the completion of an EU-Korea FTA against that backdrop has some
key implications:
•

Firstly, it will help maintain the competitiveness of a wide range of competing EU
products – such as wine, whiskey, processed foods -- in the Korean market place;

•

Secondly, it will mean that the adjustment impacts within Korea flowing from the EUKorea agreement taken in isolation are likely to be considerably reduced. This is
especially so for products where the EU and the USA are close competitors, or where
the EU and Chile are competitors such as wine or pork, and where the potential
increase in EU exports is significant.

ECONOMIC IMPACTS: EU
The primary economic impact of an EU-Korea Agreement is likely to be a relatively small
but nonetheless valuable expansion in European food exports. European food producers
are increasingly active in expanding exports and in establishing subsidiaries and joint
ventures in the wider region in recognition of its major market potential, driven by
population and income growth, changing tastes, and improved market access. But the EU
is facing stiff competition from other established food producers, and FTAs such as that
envisaged with Korea will be instrumental in securing European exporters position in the
region. Improved access to this additional and expanding market outlet will consolidate
and strengthen the industry, sustaining industry employment and profitability. This will be
the principal economic impact of an agreement.
Because the details of any agreement are still unknown, the areas of expansion cannot
be definitively identified. On the basis of previous Korea FTAs, e.g. with Chile and
particularly the USA, some contact with industry, and evaluation of the EU supply
position, the areas of improved market access and hence EU export expansion is likely to
include the following:
Alcoholic Beverages: Korea is already an attractive market for EU whisky and wine
producers, notwithstanding relatively high tariff barriers (bound rates of 30% on distilled
spirits and 15% on wine). While imported spirits make up only 1% by volume they make
up 15-20% by value of the Korean alcoholic beverages market.
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The removal or phase-out of tariffs will confer a significant pricing and marketing
advantage for the industry, and especially so relative to the market position of strong EU
competitors such as the USA and Chile (in wine) who are potential and present
beneficiaries of an FTA. Immediate tariff elimination would be needed to match the
KORUS offer. There are however many additional taxes and NTBs that could dilute this
effect, and the overall impact will be contingent on EU negotiating concessions in these
areas. Principal ones identified by CEPS54 include: preferential tax treatment of soju (the
leading domestic Korean spirit), restricted warehousing options for importers,
burdensome labelling requirements, and prevalence of look alike and counterfeit products
linked to forged certificates of origin. If there is negotiating success in these areas, then
the prospect for increased sales of EU spirits and wines looks good. More generally, with
rising incomes and a growing middle class, Asia generally is proving to be an important
growth market for EU whisky and wine producers, and they should be one of the prime
beneficiaries of any agreement.
Processed and Prepared Foods: The EU is home to a very strong base of
internationally competitive processed and prepared foods manufacturers (e.g. Tate &
Lyle, Danone, Nestle Europe, Ferrero, InBev SA, Diageo etc. plus dozens of mid-sized
companies), who already have established themselves, both in terms of export sales and
Asia-based production facilities, in the region. Elimination or reduction of the tariff on
prepared foods (averaging 30%), in the context of rising Korean incomes and changing
tastes will also boost sales of EU based companies in the market place. Based on the
KORUS precedent, a range of processed fruit and vegetable products (e.g. fruit juices,
tomato paste, nuts etc.) are likely to be beneficiaries of early tariff removal, and likely
gainers under an agreement.

A specific European industry interest identified in the consultations process is canned
peaches, a high priority export item for firstly Greece, and secondly Spain. South Korea
currently applies a prohibitive 50% tariff on canned peaches from Europe; this contrasts
with the 18.8% tariff applied to imports from Chile, which is scheduled to decline further,
to 6.3% by 2010. In addition, low priced Chinese canned peaches have been dominating
the Korean market for the last 2-3 years. The industry therefore 55 is requesting the
granting of immediate duty free access for this product category (CN code 2008 70) seen
as necessary to sustain and develop the market position of EU canned peaches.
Also, as covered below, if the issue of geographical indicators is effectively addressed in
the agreement, a wide range of Korean produced substitutes could be displaced by the
authentic European product, thus boosting EU export sales in these areas.
Primary Products: Because of the wide range of primary products, and the specific
sensitivities of Korean sub-sectors, it is difficult to generalise about this category. The
probable agreement terms for some items in this category are less certain, due to the
sensitivity of these sectors within Korea. The possible scenarios for the principal meatbased and dairy sectors were discussed above. Because the beef sector is highly
sensitive within Korea, and is likely to be granted an extended phase-in period (as per
KORUS), and because of competition from the USA, as well as the constrained surplus
supply position and improving EU domestic market, any export expansion increase for the
beef sector (other than for specialty cuts such as offal) is likely to be limited. The prospect
for an expansion in pork-based products appears more favourable, mainly because of the
more favourable EU supply position. However, there is (industry) concern that the
KORUS offer of tariff elimination on frozen pork products by 2014 and the tariff elimination
in the Chile Korea FTA might not be matched in the EU package (97% of EU pig meat
exports are frozen). In addition to pork, there also appears to be real opportunities for
certain dairy products, such as cheeses, butter, and powdered milk, if favourable
agreement terms are attained.

54 The European Spirits Organisation; summary of submission on Korea: Priority Issues for the
European Spirits Industry, 23/05/2006.
55 Communication from OEITFL, Organisation of European Industries Transforming Fruit and
Vegetables, Brussels, 19th March 2008, Suzanne Meyer, Director-General.
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In the area of fresh fruits and vegetables, the representative EU industry association,
Freshfel, is of the view that an FTA with Korea would be a big boost to exports. Currently,
EU exports to Korea are relatively small (mainly oranges). In contrast, Korea is the fourth
largest market for exports of US oranges, and the overall fruit and vegetables US Korea
export ratio is over 100 times that of the EU. Under KORUS, tariffs on oranges will be
phased out in five years with equivalent or more favourable phase-outs for other fruits.
The elimination under an EU-Korea FTA of high tariffs (45-50%) and negotiation of a
bilateral SPS protocol would, in the industry’s view, significantly increase EU exports, not
only of oranges, but of other citrus fruits and vegetables (e.g. onions).

ECONOMIC IMPACTS: KOREA
An EU-Korea FTA is not expected to have as much of an effect on the agriculture and
fishery industries of Korea as the KORUS FTA.
The EU is expected to concentrate on expanding exports of alcoholic beverages and
processed foodstuffs such as cheese. Any increase in the export of Korean food products
to the EU is expected to be small, and concentrated in non-sensitive specialty food areas
such as ramyon (instant noodle) and kimchi.
Korea’s imports of farm products from the EU are concentrated in a relatively small
number of items. Items in excess of $10 million annually imported from the EU are pork,
whisky, dairy products, olive oil, wine, starch, cigarettes, and chicken; these items
together account for 70% of total agricultural imports from the EU. Import items valued
between $3-10 million annually are chocolate, assorted feeds, grape juice, cheese, and
barley (malt), and these items account for 15% of total imports of agricultural products
from the EU. Thus, imports of agricultural products from the EU, unlike from the USA, are
currently concentrated on a smaller number of items.

Table 9.6: Major Agricultural Imports from EU (2004-2006, Average)
Number of tariff
lines (HS 10
digit)

Share of Imports
(%)

$10 million +

27

70.4

$3 – 10 million

42

15.3

Total

69

85.7

Value of Imports

Major items
Pork, whisky, olive oil,
chicken, wine, diary products,
leaf tobacco, potato starch etc.
Grape juice, chocolate, barley
etc.

Source: IM Jungbin (2007), “Major Issues of Agricultural Negotiation in the EU-Korea FTA”, GSnJ
Institute, September. Korean.

The EU is expected concentrate on a smaller number of items but to request the opening
up of the market to a greater extent than occurred in the Korea–US FTA negotiations.
Items that are considered export priorities of the EU and also sensitive items to Korea
are: livestock-based products (pork and chicken), dairy products (powdered milk and
cheese), barley (malt), and processed fruit products.
The EU is expected by the Korean side to stress the recognition of Geographical
Indications (GIs) for alcoholic beverages and dairy farm products, such as cheese.
Industry sources in Korea are fearful of the possible impact, with some industry estimates
placing the damage to Korean firms at hundreds of billions of won. Korean industry
associations have suggested that about 79 items in the areas of meat and milk
processing alone could suffer damage from GI or trademark enforcement, with the total
loss exceeding 100 billion won (about €70 million). Among the meat processing
companies, CJ has identified 15 items (e.g. Kentucky Franc Sausage and Hamsvill
Vienna), with Lotte Ham, Daelim Corporation, Daesang, and Dongwon also identifying
some items. Concerns raised by milk processing companies included Seoul Milk’s
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Cheddar Cheese, Namyang Dairy Products’ Rogenheim Cheese, Maeil Dairy Industry’s
Bulgaria, Namyang Dairy Products’ Bulgaris are also predicted to subject to attack.56
These fears are overstated. In fact Korea already has registration of Geographical
Indications under trademarks and also under the Agricultural Quality Products Act. The
rules could be clarified and enforcement could be improved in the future, but many of the
products cited by the Korean industry would not qualify as GIs. Indeed many of the so
called GIs would not qualify as such and any that would be valid could be protected under
existing law. This issue is discussed in more detail in the chapter on Intellectual Property
Rights below.
The Korean Advanced Farmers Federation predicts that FTA negotiations with the EU on
agriculture will not be easy due to the Geographical Indications issue and the
competitiveness of EU agri-food products. The EU’s global competitiveness in certain
livestock products, dairy products, various processed foods and wine are expected to
make significant inroads into Korea’s middle and high income food market. The concerns
expressed about GIs create negative perceptions from some agricultural and food
producers and processors but these concerns are not justified. The SIA finds that the
economic impacts of the EU-Korea FTA are likely to be modest for primary agricultural
products and producers of cereals or beef which are sensitive sectors in Korea. Much
greater adjustment will occur in these sectors as a result of the KORUS implementation
and the conclusion of the DDA negotiations in the WTO. The impacts from increased EU
exports of wines and spirits will mainly affect third country imports into Korea. Increased
EU exports of pork, some horticultural products and some processed EC food products
are likely to have modest impacts on the primary agricultural sector in Korea.

SOCIAL IMPACTS: EU
Farming and food-processing are vital sectors for the EU in terms of employment and
social impacts, which are regionally dispersed and nation wide. The industry has a
substantial presence in all European countries, even in the most highly urbanised and
industrialised member states (such as the UK where farming covers ¾ of the land area
and employs over half a million people.) There are an estimated 11-12 million farmers in
the EU (4-5 million in the NMS), and over 60% of the EU 27 population still live in rural
areas. Farming is a key platform for economic diversification in these areas. Because of
its huge social dimension, liberalisation of this sector will always prove difficult, but at the
same time is essential to respond to the changing global environment.
Because an EU-Korea FTA would secure enhanced market access for both primary and
processed EU farm products, the agreement should –at least in general terms - help to
secure this rural economy to a modest degree in Europe. With EU exports to Korea
currently accounting for only 1.5% of total exports, and 0.1% of total turnover, the positive
impacts arising from export gains are likely to be small when observed at the broad
community-wide level.
At the sub-aggregate level however, impacts will be more apparent. As observed earlier,
labour productivity within the EU food processing industry is at levels significantly below
those of its major developed country competitors. This FTA, and the expanded market
access it offers, should boost labour productivity in a small but not inconsequential way in
the industry, thereby helping to secure the industry’s employment base. The farming side
of the industry is a highly localised enterprise, and real social benefits in terms of
enhanced viability of operations, more secure income flows, retention of farm labour, and
so forth, are probable outcomes at that local level. Because of the range of sub-sectors
involved, and their dispersal throughout the community, these localised effects will also

56

Asia Economy(2007) “Substantial losses of Korean processed food industry in the Korea-EU
FTA” May 7 2007.
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be felt across all Member States and regions. There thus will be positive and regionally
dispersed impacts differentiated by the sector affected.
Of the sectors provisionally identified as beneficiaries from an agreement, some
examples of regional diffusion of benefits are likely to include:
•

Scotch whisky (and to a lesser extent Irish whisky), an industry with dozens of
operations in relatively remote regions where alternative employment
opportunities are limited.

•

The various national wine industries, whose operations are crucial to the social
economy of France, Italy, Spain and more, and who face intense competition in
domestic and international markets.

•

The dairy farming industry, which has a strong presence in Denmark, the
Netherlands, Ireland, and more, an industry that has only very recently begun to
consolidate itself after a long period of price and over-supply pressures.

•

Pork exports could expand which could be of benefit to a range of European
producers.

These sectors where Europe has export potential happen to be sectors where Chile and
the United States have competitive production. For example in the case of wine, Chile
has already expanded its market share in the Korea market. For products such as wine or
whiskey, improvements in market share by Chile or potentially the US could prove to be
persistent even if the EU subsequently obtains an equivalent degree of tariff free access.
Thus matching the sequencing and timing of tariff phase outs to those of Chile or the
United States is important to the EU exporters and the farm communities dependent upon
them.

SOCIAL IMPACTS: KOREA
As regards Korea, with its protected farming industry, the following are some likely social
and community impacts.
Rural Economy and Society Impacts
Because the EU stands to be a clear gainer in economic terms, and the biggest
beneficiary in terms of expanded exports from any agreement, the likelihood is that any
negative social impacts arising from the liberalisation of this sector will be concentrated in
Korea.
Because of its highly protected structure, it’s smaller size and lower export potential, and
the fact that it has not yet tackled structural reform; impacts are likely to be greater on the
Korean side. Primary agriculture accounts for approximately 8% of Korean employment,
and 3.5% of Korean GDP, a proportionately much higher figure than for the EU. Small
scale farming is prevalent, and productivity levels in the sector are one third of the
national average. Producer supports (in terms of PSEs), although declining, were almost
double the OECD average in 2003. It is a highly politically sensitive sector, and food
security concerns are a priority. The ‘multifunctionality’ of agriculture is commonly cited
by Korean negotiators in requesting exemptions to market liberalising measures.
A Korea-EU FTA therefore could potentially have negative impacts in terms of the Korean
rural economy. Much of the primary workforce is low income and elderly, and therefore
susceptible to impact along these lines. Off farm and self-employment options are limited,
and some mitigation measures might be necessary. On the other hand, the incremental
impact of any agreement with the EU is diminished in the context of the market
liberalisation that would in any event occur with the KORUS FTA and other FTAs
currently being implemented. Certainly the conclusion of the Doha negotiations would
have some implications for more competition in the Korean processed food market.
However, as mentioned above, the main impact of an agreement is expected to be at the
processing industry level, with relatively minor impacts at the primary level (due to
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extended protection phase-out for sensitive sectors, the differential impact of KORUS,
and strengthening market conditions in Europe etc.). There may be some small impacts
in sectors such as pork and dairy. However, Korea introduced a special assistance law
for Korea’s first FTA with Chile in order to support agricultural adjustment in 2004. The
government also made a law for supporting structural adjustment in the agricultural sector
in 2006. These programmes were designed to facilitate structural adjustment but without
guarantees of support for farmers. Nevertheless they function as partial social safety nets,
and in the context of overall relatively minor impacts, should help mitigate any negative
adjustments.

Cost of Living Benefits:
As already mentioned, Korean food prices are among the highest in the OECD, largely as
a result of the protection afforded Korean farmers. Yet Korea is a highly urbanised
country, and the share of incomes allocated to food is high. Increased and more
competitively priced food imports could have an important impact in terms of ameliorating
cost of living increases, which in turn would benefit the less well off and those for whom
food expenditures account for a larger share of the overall household budget.
According to the Korean Statistical Information System, a representative urban household
earned 3,070,000Won, and spent 520,000Won – or 17% - on food (95,000Won, or 18%
of total food spending was on processed food) in 2004. By comparison, 12.7% of the
average EU 25 household expenditure in 2004 was accounted for by food & beverages57.
Allowing for the slightly differing bases of calculation, it thus appears that on average,
food expenditures in Korea are around 50% higher per household than in the EU. The
impact of the agreement in increasing the supply of more competitively priced food
products in Korea therefore should have positive anti-poverty and cost of living effects.

ENVIRONMENTAL IMPACTS
Within the EU 27, rural areas account for 90% of the territory, hence the extent and type
of farming (e.g. use of nitrates, pesticides etc.) is crucial for land use, animal welfare, and
environmental quality overall. Since reform of the CAP, the EU Rural Development Policy
has become the key restructuring instrument and has been explicitly framed to support
sustainable farming measures and practices (e.g. enrolment of farmers in REPS
programmes). Similarly, within the processed foods sector, environmental issues abound,
such as disposal of effluent, waste packaging, etc. More recently the environmental
impact of global trade in food has arisen as a key issue.
The impact on environmental indicators, particularly biodiversity and environmental
quality, will ultimately depend on the depth and scale of the agreement, and the
production response it induces in the European farming sector. It is difficult to see, given
the relatively small scale of the potential export expansion and the associated production
response, that there would be any measurable impacts. EU exports to Korea currently
account for about 1.5% of the EU total, and about 0.1% of total industry turnover. At
these levels, it is difficult to see how any conceivable export increment would induce
production changes with identifiable environmental impacts.
The economic and social pressures on Korea agriculture that could flow from the
successful Doha negotiations, the Chile Korea FTA, and potentially the KorUS FTA could
lead to rural support measures in Korea that emphasise decoupled income support to
farmers. Not only would this lead to better social outcomes for farmers and their
communities, but it could support a less intensive approach to agriculture which has
environmental benefits.

57

Eurostat Household Expenditure Survey 2004.
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Certainly a shift to less intensive approach to agriculture could have environmental
benefits in terms of less use of fertilisers and pesticides. Furthermore, there could be
significant benefits in terms of animal welfare since intensive agriculture is often
associated with adverse consequences in animal welfare.
One potential channel for environmental benefit would be via the improved scale
economies of individual farm or processing operations that would flow from access to a
wider market. While not a significant factor at the economy wide level, the improved
profitability of individual operations would support expenditures by individual operators on
environmental upgrades and environmental compliance.
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10. FINANCIAL SERVICES
FINANCIAL ACTIVITIES WITHIN THE GLOBAL SERVICE SECTOR IN KOREA AND THE EU
In both Korea and the EU, the global service sector is by far the largest in the respective
economies.
In Korea, the services value added was 57.2% of GDP in 2006. This share stays above
50% since 1992, oscillating between 51% in 1992 and 57.5% in 2002. Employment in
services sector has steadily and sharply increased, from 46.7% of total employment in
1990 to 61.2% in 2000 and 65.1% in 2005, at the expense of a decline in the share of
agriculture and to a lesser extent of industry.

Figure 10.1: Korea – Employment by Sector
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Source: World Bank WDI

Over the period 2001-2005, services accounted for 14.5% of the overall Korean exports
(13.5% in 2005) and 18.6% of total imports (18.4% in 2005). Between 1990 and 2005,
exports and imports of services have been multiplied respectively by 4.7 and 5.7,
notwithstanding short periods of decline (1998 and 2001-2002), and they have continually
increased since 2002. Between 2001 and 2005, average growth was around 11.6% for
services exports and 15.6% for services imports. Over the last 15 years, Korean overall
service balance has always been negative, except in 1998, and this imbalance has
sharply increased over the latest years.
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Figure 10.2: Korea Total Trade in Services
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Whether it is Korean service imports or exports, transportation is the most significant
import (apart from “Other services” which summarizes several categories of business
services). Afterwards, the tourism sector in Korea has also a significant share: around
13% in service exports and 26% in service imports. Insurance and financial services have
lesser impact. By 2005, it account for 1.6% of the total imports of services. In comparison,
these services counted for 1% in 2000. In terms of exports, share of insurance and
financial services in total service exports increased from 2.5% in 2000 to 4% in 2005.

Table 10.1: Structure of Korean Trade in Services
Structure of Korean service imports

Structure of Korean service exports

(% of total services)

(% of total services)

Total services (million USD)

58 788

45 129

Total services (million USD)

Transportation

34.3

52.9

Transportation

Travel

26.2

12.9

Travel

1.6

4.0

Insurance & financial services

30.2

Other services (computer,
information,
communication
and
other
commercial
services)

Insurance
services

&

financial

Other services (computer,
information, communication
and
other
commercial
services)

37.9

Source: OECD.
The financial service sector in Korea produced a value added of EUR 53 billion (2006),
7.5% of the country’s total GDP, and the sector employed more than 750,000 persons.
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This figure reaches 2.9 million if real estate, renting and business activities in financial
services are added.
In the EU, activities in services amount to 71.6% of the total GDP in 2005, a steady
increase over the last decade (67.6% in 1995). Within services, the major contributor to
GDP is “Real estate, renting and business activities” (22%), followed by “Wholesale and
retail trade; repair of motor vehicles, motorcycles and personal and household
goods“(11.5%).

Figure 10.3: Share of Services and Financial Services in the EU25 GDP
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Employment in services has slightly increased between 2000 and 2005 (from 64.7% of
total employment to 67.9%). Looking at the EU15 over a longer term period, the share of
services has moved from 64.4% in 1995 to 69.7% in 2005. A very large majority of
women (82.3% of total female employment) in EU25 and 56.5% of men work in services
sector.
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Figure 10.4: EU25 – Employment by Sector
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The EU is the world’s largest trading block in services, accounting for 27% of the world
total in 2005. EU trade balance for services has hovered around zero during the late 90s,
before the emergence of a significant surplus (75 billion $ in 2005).
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Figure 10.5: European Trade in Services - EU15
European trade in services - EU15
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The financial service sector represented 5.6% of total GDP in 2005, i.e. a gross value
added of EUR 544 billion. The share of financial services in the total GDP has been more
unstable than other services, reflecting the growing cyclical nature of financial activities.
Considering the financial turbulences that occurred in most developed financial and
banking markets in 2007, it is unlikely that the share of financial services in GDP will
register the same increase that was registered since the early 2000s.
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Figure 10.6: Share of Financial Services in the EU25 GDP
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Over he period 2000-2005, the share of employment in financial intermediation has
remained stable (3.2% to 3.1%), and the number of people employed has increased by
100,000, from 6.05 million to 6.15 million.

10.1. GLOBAL FINANCIAL SERVICE DEVELOPMENTS
There have been many deep changes in the global financial industry over the past
decades, as the combination of a deeper international integration (implying much larger
cross-border financial flows and a growing need for products in new markets), of an
increasing concentration in the corporate sector (implying the need for such corporate
entities to have access to very large pools of funding on a world-scale basis, while
seeking advisory services for mergers and acquisition), of major technical and financial
innovations (real-time settlements through enhanced computer systems, derivative
instruments, etc.), and of regulatory changes (from the London Big Bang more than 20
years ago to the EC Directive on Markets in Financial Instruments, MiFID), has produced
a unique platform for established players to grow and diversify while new entrants in the
market have come to play a major role.
In strategic terms, these changes have induced multi-faceted transformation among
financial intermediation companies worldwide, with a growing differentiation between
institutions associated with blurred boundaries between activities.
•

On one side, many companies in the financial intermediation have set out a strategy
to become “global super financial houses”, which have the size and capital, the
geographic reach and the technology level to engage into all (or almost all) different
segments of the financial intermediation. Around a “core” institution (usually a
commercial bank) is built a dense network of related companies or new in-house
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departments dealing with investment banking (M&A, primary market activities),
brokerage (equity, fixed-income, money instruments, funds…), and payment systems
(credit cards, transfers, pooled treasury management …). Such a strategy is not yet
clear among the largest banks in the world, but Citigroup, HSBC, BNPP, Deutsche
Bank, BBVA or ING are probably the best examples of this world ambition in the
banking industry, and Axa, Allianz or AIG in the insurance industry. The development
of “bancassurance” is clearly a point in this type of strategy.
•

At the opposite side, there has been a massive development of “niche players”,
sometime very big in size, but specialising on one or a couple of market segments
where they aim for leadership. We find here asset management companies (Robeco,
Invesco, Fidelity,), specialised banks (State Street, Bank of New York), brokers or
specialist insurers. Here, a critical element has been the emergence of non-financial
companies in the financial sector (e.g. retailers, Internet based payment systems, …)

•

In between these two “extremes” remain a large array of institutions which usually
have kept an “historic” presence in a given market (typically the domestic retail
market for banks and insurance companies, or the retail investors for brokers) and
tried to expand in “targeted” activities, either in the same areas but in different
countries (e.g. leasing companies) or in different market segments (e.g. Société
Générale and equity derivatives).

•

Finally, it is essential to remember that the financial intermediation industry include a
large number of “particular” companies, ranging from mutual saving societies to
cooperative banks, postal services proposing financial products.

Such strategic and institutional changes in the structure of financial intermediation
companies have been accompanied by massive changes in the regulation and
supervision. The very long process of putting the Basel II capital adequacy regulation into
operation, as well as the new SEPA and MiFID directives are the most glaring examples
of the issues facing regulators and operators.
The current difficulties in financial and monetary markets in the US and in the EU,
triggered by the real estate problems in the US but clearly associated with the past
innovations in market instruments and trading, have been a healthy reminder of the
difficulties in finding an adequate balance between financial innovations and financial
supervision.

10.2.

THE FINANCIAL SERVICES SECTOR IN KOREA

Financial institutions in Korea are broadly grouped into banks, non-bank financial
institutions, insurance companies, securities companies and other financial institutions. All
of them are under the regulatory supervision of the FSC (Financial Supervisory
Committee) / FSS (Financial Supervisory Service). The table below gives the number of
registered companies in each category of financial institutions

June 2008

Page 164 of 261

Reference: Trade 2007/349757/1
Trade Sustainability Impact Assessment of the Free Trade Agreement to be negotiated
between the European Community and the Republic of Korea

Table 10.2: Financial Institutions under the Supervision of the FSC/FSS

Source: Financial Supervisory system in Korea 2006.

BANKING
Review of the Sector
There are two types of banks in Korea: commercial banks, which are incorporated in
accordance with the Banking Act and include nationwide commercial banks, regional
banks, and foreign bank branches; and specialized banks, which are not incorporated
under the Banking Act but under specific legislations.
Nationwide commercial banks conduct business throughout the country without regional
restrictions.
There was an increase up to 16 at the end of 1997 in the number of nationwide
commercial banks as a result of financial liberalization measures and the transformations
of some financial institutions into banks over the course of financial industry restructuring.
But the total number of nationwide commercial banks fell again to eight (as of December
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2006) as a result of bank closures and mergers in the aftermath of the 1997 financial
crisis.
Regional banks were first established in 1967 in an effort to better balance regional
economic development and provide greater access to financial services to the regional
and rural areas. There were ten regional banks that were operating at the end of 1997,
but the number fell to six as a result of closures and mergers in the wake of the 1997
financial crisis.
Foreign bank branches were first allowed into Korea in 1967 to encourage the inflow of
foreign capital and gain greater access to international capital markets. In 1984, the
government began to remove restrictions on foreign branches in an effort to "level the
playing field" for foreign banks, and in 1991 significantly eased regulations on foreign
banks to promote greater competition among the banks operating in Korea. More
specifically, the government allowed foreign banks to open multiple branches under the
same standards and procedures as those applied to domestic banks and to compete on
equal footing with domestic banks. As of December 2006, there were 40 foreign banks.
The main sources of funds for commercial banks in Korea are deposits in domestic
currency (53.4% as of December 2006) and bonds (12.2% as of December 2006). The
main uses of funds are lending in domestic currency (58.2% as of December 2006) and
securities investments (17.4% as of December 2006).
Specialized banks were established during the 1960s primarily to supplement the
commercial banks in areas where they could not supply sufficient funds due to limited
capital, profitability, and expertise and also to support specific industrial sectors that were
given priority by the government in its economic development plans. With changing
market conditions, however, specialized banks began to expand their businesses into
commercial banking. Nonetheless, their share of capital allocation to the specific sectors
they were originally intended to serve is still relatively high.
The following table provides descriptive information on the largest banks in Korea, with
figures for total assets, capital and the ratio of capital strength. For information, the ranks
of the Korean banks among Asian and world banks is indicated.

Table 10.3: Largest Commercial Banks in Korea (end-2006 Figures)
ranking Asia
(ranking
world)
7 (62)
10 (67)
15 (76)
16 (na)
17 (91)
21 (na)
24 (146)
36 (na)
69 (350)
71 (461)
109 554)
119 (594)
176 (934)

name

Kookmin Bank
Woori Bank
Shinhan Bank
Nat’l Agriculture Coop. Fed.
Hana Financial Group
Industrial Bank of Korea
KEB
SC First Bank
Pusan Bank
Daegu Bank
Kwangju Bank
Kyongnam Bank
Jeonbuk Bank

total
Source: The Banker.

Capital
$billion

Assets
$billion

14.3
10.7
9.5
8.8
8.2
6.1
5.1
2.8
1.3
1.2
0.7
0.6
0.3

213.9
228.0
190.3
154.7
124.8
111.4
76.9
61.5
23.3
24.8
14.9
13.8
6.1

69.5

1 244.4

Capital /
assets
ratio
6.7%
4.7%
5.0%
5.7%
6.6%
5.5%
6.6%
4.6%
5.6%
4.8%
4.5%
4.3%
4.3%

We can derive three points from the table:
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•

The largest Korean banks fare quite well in Asia, as the 7 biggest institutions are
among Asia’s 25 largest, with the large Chinese and Australian banks, and above
banks from Singapore, India or Taiwan.

•

However, none of them is among the largest players on a worldwide basis, with the
biggest Korean institution (Kookmin Bank) being ranked 62, and the combined assets
of all 13 banks listed above being lower than the assets of the world’s largest bank
(Citigroup, with assets of 1882 billion $).

•

There is a clear gap among Korean institutions between the 6 largest and the others.
The 6 largest have assets above 400 billion $ and their cumulative assets amount to
82% of the total. The smaller banks are mostly regional institutions, while the others
have both a nationwide reach and significant international operations.

KEY ISSUES AND CHALLENGES
Since the crisis of 1997, Korea banks have faced repeated periods of difficulties followed
by sharp positive reversal, after decades of steady development based mostly on large
credit distribution to the largest Korean groups. The excessive leverage in such groups
and the reliance on short-term borrowings was a major factor behind the transmission of
the currency shock of 1997 to a full blown banking crisis that has imposed massive
Government and international interventions.
The guarantee extended by the government to international borrowings by Korean banks
back in 1997-98 and the need to restore rapidly the normal functioning of the financial
system led authorities to engage in a forceful restructuring of the sector, combining the
sale of impaired assets to defeasance companies, recapitalisation of the banks, mergers
between weaker institutions and opening to foreign investors.
After a rapid recovery in the early 2000s, another form of bubble developed in the form of
extremely rapid growth of consumer credit and credit cards operations within Korea. Seen
as a critical diversification element away from the concentration on corporate lending, this
market segment was then under fierce competition, leading to market share strategies
that did not recognize the increasing risks taken. With a mild slowdown in economic
activity and household income, such a “blind run” competition strategy turned out into
another significant crisis for the financial industry, with massive losses and a renewed
need for market consolidation as soon as 2003-04.
Today, Korean banks face a couple of important challenges, many of which are also
related to the government strategy to make Korea the financial hub of East Asia:
•

Korean banks are still too small to compete on a global scale, notably with the rapid
emergence of new competitors in region (mostly from China) and the long-expected
recovery of Japanese banks.

•

Notwithstanding this relatively small size by international standards, Korean banks
are still dealing with an economy where the credit leverage is quite high; non-bank
financial intermediation remains limited, and most banks have yet to develop large
and efficient investment banking operations. The high credit leverage means that any
cyclical slowdown has a direct effect on bank profitability, with possible selfreinforcing mechanisms leading to potential periods of credit crunch and stronger
cyclical reversals.

•

The Korean government has embarked on a very ambitious strategy of making Korea
a financial hub for East Asia, in-between Japan (with a major domestic focus of banks
and many institutional / administrative rigidities) and China (with less sophisticated
institutions and the political premium related to the nature of the Chinese political
regime). To achieve this aim, authorities have enacted new regulations in 2007,
nicknamed “big bang” as a reference to the changes that occurred in Europe in the
late 70s and 80s, in order to pave the way for the creation of powerful and competitive
financial conglomerates operating in different segments of the financial industry. The
Capital Markets Integration act, to come into force in January 2009, will bring Korean
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regulation in line with global practices, lower barriers that compartmentalise financial
institutions and activities, and reinforce the supervisory regulations.
However, Korea faces much competition to get to this regional hub position, not least
from Japan, China, Hong Kong and Singapore, which have quite a large number of
advantages.
The City of London has recently published an updated analysis on the main financial
centres worldwide58, with a thorough examination of their respective advantages and
obstacles. Ranking 50 different locations, with London and New York coming way
above the others; among Asian locations, Hong Kong and Singapore are first (rank 3
th
and 4, immediately after the largest world centres), followed by Sydney (9 ) and
th
nd
Tokyo (10 ); Seoul comes at the 42 position, below Beijing and Osaka. This simply
shows that Korea will have to move forcefully towards a more open, internationalised
and multi-market financial centres to achieve the government’s aim of becoming a
financial hub.
The chart and comments next page are derived from this Report, and show that Seoul
is among the centres that are not yet highly rated, but which might be able to improve
rapidly if they can address their critical obstacles. The five major sets of factors that
support the development of an international financial centre include people and skills,
the financial business environment, financial market access, market and related
infrastructures and general competitiveness of the economy.

58

The Global Financial Centres Index, September 2007.
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Figure 10.7: The Top 50 Financial Centres GFCI Rating versus Sensitivity to Instrumental Factors

Source: City of London – Global Financial Centres Index, Sep.2007.
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INSURANCE
Insurance companies consist of life insurance companies and non-life insurance
companies. Insurance companies collect insurance premiums from policyholders, invest
and manage the funds in loans, securities and real estate, and disburse insurance claims.

Review of the Sector
Insurance businesses in Korea began to take root and develop in 1962 when three major
insurance-related laws were enacted. In particular, significant improvements in insurancerelated regulations were achieved through the consolidation of three insurance-related
acts into the Insurance Business Act in 1977.
•

Life insurance companies

The Korea Insurance Development Institute (KIDI) essentially set the insurance premium
rates until April 2000 when the insurance industry was fully deregulated.
At the end of the 1970s, there were only six life insurance companies in Korea. However,
with substantially lowered entry barriers amid market openings and deregulation, as of
December 2006 there were 22 life insurance companies in operation (14 domestic life
insurers including 7 foreign life insurers). Total assets of the 28 life-insurance companies
amounted to 240 trillion KRW at the end of 2005
•

Non life insurance companies

General non-life insurance companies in Korea include fire & marine, automobile, and
other casualty insurance businesses. The products and premium rates of non-life
insurance companies have been deregulated since 1998, although KIDI is responsible to
review the rates on an annual basis.
As of December 2006, there were 20 general non-life insurance companies, including 6
branches of foreign insurance companies.
Reinsurance companies, which function as “insurance companies for primary insurers”,
and Seoul Guarantee Insurance Company, providing guarantees to entrepreneurs and
individuals, are regarded as specialized non-life insurance companies.
As of December 2006, there were 9 specialized non-life insurance companies, including
two domestic companies and 7 branches of foreign insurance companies (one more than
at the end of 2005).
Total assets of the non-life insurance companies were 49 trillion KRW at the end of 2005,
17% of the total insurance sector’s assets.

Table 10.4: Largest Insurance Companies in Korea

Source: FSC.
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Key Issues and Challenges
The challenges facing Korea’s insurance sector are not very dissimilar to those faced by
banks, i.e. the prospects of global market consolidation and stiffer competition, higher
technical / technological content, and changing distribution channels.
The observation of two key characteristics of the insurance market, namely market
penetration ((insurance premium / GDP) and market density (insurance premium /
population) in Korea and on average in the OECD shows an atypical pattern of
comparable penetration but a lower density. A simplistic but still strong conclusion is that
future market expansion in Korea will be driven by marketing / distribution efficiency and
innovations, in a context of stiff price competition.

Figure 10.8: Insurance Market Maturity in Korea (2005)
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Korean insurance companies have strong advantages in this challenging environment, as
their knowledge of their consumer base as well as their brand penetration give them a
hedge over foreign insurance companies; however, in an already liberalized sector, they
have to move forcefully into new areas, in particular in long-term asset management as
well as large industrial risks; these new areas are usually more developed in the world’s
largest insurers, and can imply significant economies of scale or economies of scope. In
such a background, it is quite likely that the international expansion of Korean firms will be
a major development theme in the next decade.

OTHERS
Non-bank financial institutions gather mutual savings banks, merchant banking
corporations, credit-specialized financial companies and credit unions. Mutual savings
banks specialize in financial services to small businesses and households in the rural and
regional areas. Merchant banking corporations engage in numerous financing activities,
including short and long-term lending, investment trusts, and leasing. Credit-specialized
financial companies include credit card companies, leasing companies, factoring
companies, and new technology venture capital companies. Credit unions facilitate
financing for their members.
Securities-related companies include securities companies, asset
companies, investment advisory companies, and futures companies.

management

Non-bank Financial Institutions
Merchant banking corporations (MBCs) were first established in 1976 under the Merchant
Banking Corporation Act to help induce foreign capital and give business enterprises
better access to capital by allowing MBCs to provide a wide range of financial services.
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Since the financial crisis in 1997, the number of MBCs was sharply reduced, and as of
December 2006, there were two MBCs in operation.
Mutual savings banks (MSBs) were introduced under the Mutual Savings Banks Act in
1972 to provide credit access and other financial services to households and small
businesses in the rural and regional areas. As of December 2006, the numbers of MSBs
stood at 110, a significant drop from a peak of 350 just after the introduction of MSBs in
1972.
Credit unions are non-profit cooperative financial institutions, owned and controlled by the
members who use their services. As of December 2006, there were 1,024 credit unions.
Credit-specialized financial companies (CSFCs) consist of credit card companies, leasing
companies, instalment finance companies, and new technology venture capital
companies. As of December 2006, there were six credit card companies and 15 banks
operating credit card businesses, 20 leasing companies, 15 instalment finance companies
and 9 new technology venture capital companies.

Securities-sector Companies
Securities companies are established and regulated under the Securities and Exchange
Act (SEA) to carry on the securities business, dividing into three basic areas: brokerage,
dealing and underwriting. As of December 2006, there were 54 securities companies
operating in Korea, including 14 branches and 5 local firms (subsidiaries) of foreign
securities companies.
Futures companies were first introduced in 1997 under the Futures Trading Act, which
was enacted in 1996 in order to promote the growth of futures business as well as the
development of a futures market. As of December 2006, there were 14 futures companies
in operation.
Asset Management Companies are defined as operating indirect investment property as a
trustee of an investment trust or an investment company licensed by the FSC. As of
December 2006, 49 asset management companies were in business. Asset management
has enjoyed a very rapid growth as it opened up a very large range of saving instruments
at a moment when pension issues and ageing are favouring long-term savings.

Table 10.5: Largest Asset Management Companies in Korea (2005)

Source: FSC.
Investment advisory business was first introduced in 1987 with an amendment to the
Securities and Exchange Act. A further revision of the Securities Investment Trust
Business Act in 1995 separated the securities investment advisory business from the
investment trust business. The Act on Asset Management Business that covers asset
management and investment advisory companies was legislated in October 2003 and
was effective in January 2004.
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Financial Holding Companies
Financial holding companies (FHCs) are regulated business entities that hold and
exercise controlling interest in financial institutions and other companies whose business
is closely related to the business activities of financial institutions.
Financial holding companies (FHCs) were allowed for the first time in February 1999 with
an amendment to the Monopoly Regulation and Fair Trade Act and came under FSC/FSS
regulation and supervision with the passage of the Financial Holding Companies Act
(October 23, 2000) and supervisory regulations on FHCs (December 29, 2000).

10.3. REGULATION AND SUPERVISION IN KOREA
Regulation is a critical point in financial services, with major implications for the trade
issues. Indeed, regulatory and supervision authorities have the central objective of
avoiding systemic risks in the financial intermediation mechanisms, while avoiding moral
hazard phenomena. They need therefore to ensure a sufficient “protection” against
excessive risk taken by financial institutions without extending implicit blanket insurance
for all banking operations. In doing so, regulatory authorities apply rule on the types of
activities that banks can engage in, on the amount of capital / provisions that they have to
set aside to do so, on the reporting obligations (implying compliance costs that can be
significant), and on the use of financial information gathered by banks in their operations
with customers.
Despite worldwide efforts to develop a common regulatory framework (under the auspices
of the Bank for International Settlements, BIS), such national regulatory obligations can
have very large impact on trade in financial services, by putting restrictions on activities
not yet fully developed in Korea but well advanced in other countries / banking systems,
by applying different rules for the same types of activities according to the location /
origination of the deal / loan, and by defining more restrictive obligations for activities
cross-border or activities developed by foreign banks’ branches.
This section therefore provides a summary description of the current regulatory
framework, with a more detailed presentation for banking regulation. Korea has adopted a
UK-style type of regulation with one supervisory body overseeing all aspects of financial
regulation and supervision, the FSC (Financial Supervisory Committee).

REGULATORY ENVIRONMENT FOR BANKS
Entry Regulations
Banks are subject to specific regulations with respect to the ownership structure, and
entry into new banking business areas usually requires additional regulatory approval.
Individuals and business entities that seek entry to the banking business must receive
regulatory approval from the FSC/FSS. For new banking approval, the FSC/FSS
examines and takes into account the feasibility of the business plans for the proposed
bank, its capital adequacy (with the minimum legal capital requirements of 100 billion won
for a nationwide commercial bank and 25 billion won for a regional bank), the
shareholders, stock subscriptions, the integrity and managerial ability of the incorporators,
and its potential contribution to public interest.

Restrictions on ‘large’ Shareholders
Large shareholders (who hold more than 10% of the voting shares of a nationwide
commercial bank and 15% for a regional bank) are subject to certain restrictions. There is
a ceiling for the amount of credit provided to a large shareholder: 25% of the bank’s
equity capital or the shareholder’s capital contribution to the bank. The bank’s equity
capital used to acquire shares issued by a large shareholder of the bank also must be
less than 1%.
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Prudential Regulations
The principal objective of prudential regulations is to ensure sound bank management.
Each bank must respect the prudential regulations in respect of capital adequacy, loan
loss provisions, credit concentration, liquidity, risk management and internal controls.
o

Asset Classification And Provisioning

Banks are required to appropriately classify their assets and ensure their soundness.
First, borrower default risk is important in classifying assets. Since 1999, the Regulations
on Supervision of Banking Business has defined new asset classification standards
(called Forward Looking Criteria (FLC)) for banks in order to take into account the future
debt-servicing ability of the borrower as well as past debt service and credit history. The
post-FLC regulation relies much more on the banks’ own systems but with stricter
standards to be met in terms of provisioning and capital adequacy.
The Asset Classification Standards is described in Table 10.6.

Table 10.6: Changes in Asset Classification Standards in Korea

Source: FSC.
Banks assets are classified into fives categories: normal; precautionary; substandard;
doubtful and estimated loss. All banks are required to set aside loan-loss provisions in
excess of the minimum loan loss provision ratios.
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Table 10.7: Minimum Loan Loss Provision Ratios in Korea

Source: FSC.

o

Credit Restrictions

Credit restrictions were instituted after amendments to the Banking Act and the
Regulations on Banking Supervision in May 1999 in accordance with an agreement with
the IMF in an effort to bring Korea’s bank credit practices up to international best
practices. Hence, under the Banking Act, no bank may expose more than 20% of its total
capital in loans and credit guarantees to a single individual borrower or corporate
borrower or more than 25% of its total capital to an inter-linked business group in loans
and credit guarantees. In addition, the sum of the credit extended to single individuals or
inter-linked business groups that exceed 10% of the bank’s total capital must be less than
500% of the bank’s total capital. Moreover, the amount of credit provided to a large
shareholder is limited.
o

Liquidity Ratios

The FSC/FSS requires banks to keep the won-liquidity ratio (defined as the ratio of wondenominated assets with maturity of less than 3 months to won-denominated liabilities
with maturity of less than 3 months including merchant banking account) above 100%.
o

Financial Disclosure

Under the Banking Act, commercial banks must disclose their balance sheet as of the
book closing date, income statement for the fiscal year, and a consolidated financial
statement in the form prescribed by the FSC/FSS.
In order to ensure that the depositors, the shareholders, and other market participants are
adequately informed of the financial status of the banks, the FSC/FSS has also instituted
more rigorous mandatory disclosure of management performance. Domestic banks and
foreign bank branches are required to make periodic disclosures on the financial
soundness, profitability, productivity, sources and uses of funds, among others.

Management Evaluation System and Prompt Corrective Actions
o

Management Evaluation System

The FSC/FSS evaluates the management status of banks and assigns a rating for their
overall operations and a composite rating using the CAMELS (Capital adequacy, Asset
quality, Management, Earnings, Liquidity, and Sensitivity to market risk) bank rating
system for the head offices of domestic banks and overseas subsidiaries. The ROCA
(Risk management, Operational control, Compliance, and Asset quality) system is used
for overseas branches of domestic banks and domestic branches of foreign banks.
o

Prompt Corrective Actions

The FSC/FSS has adopted a concrete trigger system of prompt corrective actions (PCA)
for problematic banks. When the BIS capital ratio or the overall evaluation result of a bank
falls below the minimum criteria, the FSC/FSS takes the necessary prompt and
appropriate actions to correct the problem.
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Banks that receive a Management Improvement Recommendation or Management
Improvement Requirement must submit a management improvement plan to the
FSC/FSS within two months after receiving the FSC/FSS supervisory action, and those
that receive Management Improvement Orders may be subject to, in addition to the
measures from Management Improvement Requirement, capital write-down, suspension
of top management, appointment of a receiver, merger with another financial institution,
suspension of business within six months, or revocation of banking license.
The FSC/FSS may also take informal supervisory actions to force banks to exert
autonomous and preliminary efforts through an agreement between the FSC/FSS and the
banks to improve banking operations. Banks may be required to submit a management
improvement plan, a letter of commitment, or a memorandum of understanding with the
FSC/FSS in the likelihood of further deterioration in the CAMELS ratings or management
guidance ratios (BIS capital adequacy ratio, won liquidity ratio, etc.) of the banks.

REGULATORY ENVIRONMENT FOR INSURANCE COMPANIES
As for the banking sector, regulation of the insurance activities is a critical element in the
sector healthy development as well as the expansion of trade in insurance. The central
objective of the regulatory authorities is to ensure the protection of the insurers by making
sure that the level of risks taken in the management of the technical reserves of the
insurance companies is consistent with the future obligations of the insurers vis-à-vis
insured companies and persons, with a much higher level of uncertainty for life-insurance
because of the time-span of companies’ obligations to insured people, and for natural
disaster / very large industrial risks, because of the random nature of events and the
potential for very large claims if the insured event does occur.
The main aspects of the insurance regulation cover entry conditions, prudential
supervision, and management evaluation.

Entry Regulations
The minimum capital required for insurance business is 30 billion won. Given that, when
any insurer intends to engage in a single-line insurance business, the amount of the paidin capital or funds should be not less than 5 billion won (3 billion won for foreign insurer).
Insurers also are required to have adequate professional manpower and physical
facilities, and feasible and sound business plan. Moreover, major investors must be
financially able to make full investments and have a sound financial standing and social
credit.

Prudential Regulations
In order to ensure sound capital and asset ratios, insurers must maintain a solvency
margin ratio of 100% or greater. As a benchmark for financial soundness of insurers, the
FSC/FSS has adopted the EU-based solvency margin ratio, which is computed as a ratio
of actual solvency margin to statutory solvency margin.
o

Asset Classification

Insurers must also classify their assets (into five different classes: normal, precautionary,
substandard, doubtful, and estimated loss) according to their soundness and appropriate
mandatory allowances for bad assets.

Table 10.8: Asset Classification and Provisioning for Korean Insurance Companies

Source: FSC.
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o

Restrictions On Insurers’ Asset Management

Prudent and sound management of insurers’ assets are essential to protect the
policyholders. The FSS regulates insurers’ asset management to ensure safety, liquidity,
profitability, and public interest of the assets.
Insurance companies are prohibited from the following activities: acquisition of precious
metals & jewellery and antiques; acquisition of non-business-purpose real estate
holdings; lending intended for speculation in securities; lending intended for acquisition of
its own shares; lending intended to fund political activities; lending to the officers or
employees; and any activity that undermines the safety and soundness of the company
assets.

Management Evaluation System and Prompt Corrective Actions
o

Management Evaluation System

The evaluation criteria for insurers differ from those for banks with varying weights
assigned to each of the CAMEL evaluation components.
The FSS seeks to enhance the reliability of the evaluation system for insurance
companies by making all insurers that have operated continuously for 2 or more years
subject to an on-site evaluation. The results of this evaluation are not disclosed but used
as internal data by the FSS for supervisory purposes, including PCA for management
improvement recommendations, requirements, or orders depending on the outcome of
the evaluation.
We can remark that in addition to the on-site examinations, the FSS conducts off-site
surveillance of insurance companies through the existing surveillance system that
monitors the soundness of the insurance companies. The off-site surveillance may also
entail analysis of various business reports and documents. Off-site surveillance may used
for recommending or ordering management improvements, adjusting evaluation rating of
management status, or for making preparations for future examinations of problematic
insurers and their weaknesses.
o

Prompt Corrective Actions

The FSS may order management improvement plan from insurers under PCA, which may
include management improvement recommendations, management improvement
requirements, or management improvement orders to prevent insolvency and to ensure
sound management.

REGULATION OF NON-BANK FINANCIAL INSTITUTIONS
Non-bank financial institutions (NBFIs) are regulated by a set of rules akin to those
applied to banks. Here again, such rules have to combine the necessary prudential and
control elements, without having discriminatory effects and establishing undue barriers to
market access. The next paragraphs summarize these regulations.
o

Entry Regulations

The incorporation of NBFIs requires regulatory approval and license from the FSC/FSS,
and meet certain criteria (minimum legal capital requirement, sound business
infrastructure, etc.).
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Table 10.9: Minimum Legal Capital Requirements

Source: FSC.

o

Capital Adequacy

In addition to the minimum legal capital requirement, the FSC/FSS adopted consolidated
risk-adjusted capital standards as recommended by the Bank for International
Settlements (BIS).
MBCs are required to maintain a minimum BIS capital adequacy ratio of 8%. If BIS capital
adequacy ratio falls below the 8%, they are subject to PCA. For MSBs, the minimum BIS
capital adequacy ratio is 5%.
Credit unions & mutual credit facilities are required to maintain a “net equity capital ratio”
higher than 2%, while CSFCs are encouraged to maintain an “adjusted equity capital
ratio” higher than 8% for credit card companies (CCCs) and higher than 7% for other
CSFCs.
o

Asset Classification and Provisioning

NBFIs must classify their assets on a quarterly basis into one of the five categories:
normal; precautionary; substandard; doubtful and estimated loss. They must make
provisions for loan losses in excess of the minimum required ratio for each asset
classification category.
Furthermore, the criteria used by CSFCs to classify loan assets are much stricter for
credit card assets because this type of assets has higher risk profile.
o

Credit Restrictions and Connected Lending

Credit on single borrowers, borrowers’ groups and large shareholders on MBCs are
subject to restrictions: credit exposures to a single borrower (individual or business entity)
and to a single borrowers’ group are restricted to 20% and 25% of the total capital,
respectively. In addition, lending to a major shareholder who hold no less than 20% of the
outstanding shares, or an aggregated person must not exceed 15% of the total capital of
MBCs, and the total large exposures exceeding 10% of an MBC’s total capital must be
less than five times the company’s total capital.
The credit ceiling of Credit Unions and Mutual Credit Facilities extended to a single
borrower (individual or corporate entity) is set to larger amounts between 20% of equity
capital and 1% of total asset.
o

Liquidity and Holding of Reserve Requirement Assets

The FSS requires MBCs to maintain at least a 100% won-liquidity ratio. NBFIs must
maintain compulsory reserves in the form of cash, deposits, or securities as a proportion
of the deposits or savings.
o

Restrictions on Acquisition of Real Estate and Securities Investment
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The NBFIs are prohibited from investing in real estate for non-operating purpose, and the
MBCs, CSFCs and Credit Unions are restricted to purchasing within less than 100% of
their total capital if they acquire real estate for operating purpose.
MBCs and MSBs also are prohibited from investing in securities such as stocks or longterm bonds in excess of 100% of their equity capital. However, government bonds and
Monetary Stabilization Bonds issued by the Bank of Korea are exempted from this
requirement. On the other hand, Credit Unions are not allowed to invest in high-risk
securities, such as stocks, nonguaranteed corporate bonds or corporate bonds with lower
than BBB+ rating.
o

Financial Disclosures

The NBFIs are required to disclose their annual reports, including the balance sheets and
the income statements for each fiscal year. They must also disclose consolidated
financial statements in the form prescribed by the FSS.
In order to ensure that the general public (in particular the depositors and shareholders) is
adequately informed of the NBFIs, the FSS enforces the mandatory disclosure rules to.
The disclosure must cover financial information relating to the asset soundness,
profitability, productivity, and the sources and uses of their capital.
o

Management Evaluation System

The FSC/FSS adopted CAMEL evaluation system for NBFIs. The primary purpose of the
evaluation system is to identify and respond to credit distress and other problems at an
early stage. The FSC/FSS takes into account the results of the management evaluation
and ratings for its supervisory and examination measures, and an NBFI with a rating
worse than the critical criteria may be subject to PCAs.
o

Prompt Corrective Actions

When the BIS capital adequacy ratio or the overall evaluation result of MBCs and MSBs
falls below the minimum criteria, the FSC/FSS may take actions to correct the problems,
and MBCs and MSBs receiving PCA measures must submit rehabilitation plan to the FSS
within one month from the date of the PCA. Also, PCA is applied to CSFCs.
Credit Unions also are subject to PCA but FSC/FSS the FSC/FSS delegated the authority
to regulate Credit Unions and issue Request for Improvement on Financial Status (RIFS)
to the National Credit Union Federation of Korea (NACUFOK). The NACUFOK may take
actions against Credit unions that fail to comply with the minimum criteria. Credit unions
that receive a RIFS must submit a rehabilitation plan to the NACUFOK within one month
from the date of issuing a RIFS.

10.4.

THE FINANCIAL SERVICES SECTOR IN THE EU

BANKING
Banking industry and banking activities are highly developed in the EU, with many of the
largest worldwide institutions, highly efficient credit mechanisms and a strong regulatory
framework.

Table 10.10: General Statistics on the European Banking Sector as at 31.12.2005
1

Banks

Branch
1
offices

Staff

Total
assets

Loans

Securiti
es
acquire
4
d

bn €

Total,
bn €

Total,
bn €

2

mn
EU27

7 071

206 143

2.98

33 267

3

14 370

6 172

Deposit
5
s

Debt
securiti
es
6
issues

Capital
&
reserve
s

Total,
bn €

bn €

bn €

13 618

5 453

Source: European Banking Federation.
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By construction, European banks are therefore at the centre of the global transformation
that was summarized before in the Report.
•

European banks have embarked on a new round of consolidation; after a period
when it was mostly domestic mergers and acquisitions, the last few years have seen
the beginning of the “true” pan-European consolidation phase, with cross-border
acquisition not limited to minor institutions. Purchases of banks in the UK, in France,
in Italy and lately the RBS/Santander/Fortis successful bid for the Dutch giant
AbnAmro are clear indications of this trend. It is expected that the current financial
turbulences may accelerate the process through a growing differentiation in shortterm performances by banks.

•

Simultaneously, the EU banking (and financial industry) is witnessing a wave of new
entrants, either by non-bank getting into some segments of the “universal banking”
business of traditional players, or by commercial banks that had traditionally focused
on a limited / domestic / retail operations and moving to other business segments.
This has been accompanied by the creation of many specialised subsidiaries by the
leading institutions, with the objective of combining the global strength of a large
group and the flexibility of smaller units.

•

Banks are facing major change sin the distribution channels, both for retail customers
(Internet banking, mobile phone banking, distribution of financial services by large
retail groups, etc.) and for the larger corporate or financial customers (electronic
platform for investors, Internet based treasury management for corporates, etc). This
is occurring a a moment when banks are still in the process of restructuring and
adapting their network of branches.

•

Banks in the EU are also in a challenging environment of deep change sin regulation
(move from Basel I to Basel II; capital requirements and the objective, by leading
players, to use their Internal Risk measurement tools has imposed massive skill and
computer investment; considering that the recent financial turbulences have shed an
unfavourable light on this “internal” ability to correctly measure and price the risks,
and the number of EC-initiated directives (MiFID, SEPA: see below) it is likely that the
“regulatory challenges” will remain acute in the next few years.

•

This overall context suggests that the combination of apparently intense competition
between banks and the ability to generate very high return on equity by most banks is
coming to an end. This will add impetus to the sector’s consolidation phase.

Table 10.11: Largest EU Banks (2006)
ranki
ng
world

3
4
8
10
11
12
13
17
19
20
23
24
25
26

cou
ntry

name

HSBC Holdings
Crédit Agricole Group
Royal Bank of Scotland
Santander Central Hispano
BNP Paribas
Barclays Bank
HBOS
UniCredit
Rabobank Group
ING Bank
Deutsche Bank
ABN AMRO Bank
Crédit Mutuel
Société Générale
June 2008

UK
FR
UK
SP
FR
UK
UK
IT
NE
NE
GE
NE
FR
FR

Tier
One
capital
$bn
87.8
84.9
59.0
46.8
45.3
45.2
44.0
38.7
34.8
34.0
32.3
31.2
29.8
29.4

Asset
$bn

Capital
assets
ratio

1860.8
1818.3
1710.7
1098.2
1896.9
1956.8
1160.2
1084.3
732.7
1178.7
1483.2
1300.0
635.7
1260.2

4.72
4.67
3.45
4.26
2.39
2.31
3.79
3.57
4.74
2.88
2.18
2.4
4.69
2.33
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28
29
30
31
32
34

Banco Bilbao Vizcaya
Argentaria
Lloyds TSB Group
Groupe Caisse d’Epargne
Groupe Banques Populaires
Fortis Bank
Commerzbank

TOTAL
Source: The Banker.

SP
UK
FR
FR
BE
GE

25.8
25.2
24.2
22.3
22.3
20.4

542.5
674.5
710.8
402.1
888.6
801.2

4.75
3.73
3.4
5.54
2.5
2.55

783

23 196

3.4%

10.5. INSURANCE
Here again, EU insurance groups and companies are among the world leaders, and have
undoubtedly a global reach, in terms of activities as well as geographic coverage. The
threshold for critical size has increased in parallel with the rise in the individual size of
large risks and the internationalisation of the insurance markets.
The key challenges faced by the EU insurance sector include:
•

The increasing technical content of insurance coverage, with cross-market
instruments and technical triggers that imply a substantial improvement in skills.

•

The persistence of significant uncertainties regarding the level of risks either
embedded in contracts or materialised in specific market or areas: for life-insurance,
the current financial markets’ environment is clearly suggesting that performances will
be affected and the asset-liability balance, including on contingent off-balance sheet
items, may be more difficult. For non-life insurance, the markets are probably more
stable ands less subjected to financial turbulences, but the largest companies are
facing critical uncertainties on some of the “largest” industrial, catastrophic or
weather-related risks.

The overall insurance market in the EU has registered a strong growth over the past
years, with an increase of 70% in total grow premium between 2001 and 2005. The
acceleration has been visible for both life and non-life insurance activities, albeit non-life
premium appear to stabilize in 2005.
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Figure 10.9: Insurance Premium in EU15 (1994-2005)
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Source: OECD

In this growing market, large European insurance companies have enjoyed a rapid growth
in turnover. The observation of the most important insurers reveal a three-tier structure:
there are clear “worldwide giants” (Axa, Allianz), with an annual turnover above 80 bn €
and a large share of their activities generated abroad (25% or more generated outside
Europe); to this group can probably be added two slightly smaller institutions, but which
have an even more aggressive international expansion strategy (Prudential and ING,
which have both more than 60% of their premium generated outside Europe).
A second tier of company include large or very large insurers, present in many different
segments of the insurance business, but still predominantly concentrated on their
domestic (or European) markets: a typical example is Generali, with an annual 2005
turnover of 61 bn € but less than 5% generated outside Europe. and Prudential) having
annual turnovers above 60 bn € in 2005;
The third tier of insurance companies includes the “smaller” players, in many instances
related to another financial group (notably the French banks, which have all created their
insurance subsidiaries). In most instances, these companies are mostly operating on their
domestic markets, and many of them would be concentrated on a smaller number of
activities, typically retail business for life and non-life products.
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Table 10.12: Insurance Groups in European Business

10.6. OVERVIEW OF THE EU REGULATION
The financial systems are regulated and supervised in the different ways in the EU’s
member countries. Financial markets regulation also is affected by the structure and the
evolution of the domestic financial system as well as by the legal system in place. These
institutional differences are an important barrier to further financial integration. However,
there are many institutional arrangements for the regulation and supervision of the
financial sector at the EU level. The Lamfalussy process (defined as an approach used in
order to develop financial service industry regulations applied by the European Union)
also leads to more coordination. However, the EU is still quite far away from a fully
homogenised operating and regulatory environment for financial institutions; supervisory
functions are at the national level with member states, and the coexistence of the Euro
zone and non-Euro member states makes the difficulties in separating monetary policy
from supervision (and remedial) functions more complex..

BANKS
There are many efforts towards harmonization in the EU regulation.

Basle Accord
The authorities in the different countries are required to implement the rules on capital
adequacy. The need to revise the requirements is the result of an important gap that
exists between the present rules and banks’ risk management practices. The average
bank of 1988, when the Basel Accord was adopted, is a very different animal compared
with the average bank today. Globalisation, the shift towards market-based financing and
the speed of financial innovation have all significantly changed banks’ risk profile. The
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current Accord, which is based on a simple scheme of very broad risk categories, hence
needed to be revised. Moreover, the current Accord applies in a uniform way to all types
of credit institutions, from the smallest local savings banks to the largest global players,
regardless of the quality of their risk management.

The Markets in Financial Instruments Directive (MIFID)
The MIFID (that formed part of the European Financial Services Plan (EFSP) identifying a
series of measures considered necessary to complete the European single financial
market) has important effect on the regulatory environment affecting financial services in
EU.
According to MIFID, investment firms can offer their services across borders, and stock
exchanges will face direct competition from banks in trading both equities and bonds.
Indeed, MiFID should allow financial institutions to offer their service in the EU’s member
countries with a single permission of their country’s supervisor authority. However, this
new opportunity generates new series of obligations on transparency (about defining a
clear execution policy, documenting it and informing the client of all the policy’s details).

The Single Euro Payment Area (SEPA)
Harmonising and unifying the financial infrastructure across, the SEPA will open up new
business opportunities.
The SEPA seeks to unify payments infrastructure across the EU to achieve lower costs
and greater transactional efficiency. Hence, it should improve inter-bank efficiency within
the EU.
Finally, it will promote global change. It provides a common framework, language and
standards as the banking industry uses and evolves in response to the prevailing market
forces, compelling fundamental change to how we conduct business and deliver services
to our customers around the world.

INSURANCE COMPANIES
Although supervisory issues have moved high on the agenda of European policy makers,
in the context of the Financial Services Action Plan (FSAP) and the Lamfalussy report,
the insurance sector has been the least regarded.
The Committee of European Insurance and Occupational Pensions Supervisors
(CEIOPS), consisting of representatives from the European supervisory authorities, has
been developed and implemented the new Solvency II regulations. The draft directives for
Solvency II should lead to a more efficient European insurance market that would better
serve the needs of both policyholders and shareholders.
Solvency II is the EU’s project to reform prudential regulation of insurance, providing a
safety net for policyholders and supporting market stability. In order to meet commitment
to economic reform in Europe, Solvency II must take insurance sector’s vital economic
functions of risk management and capital allocation, and the challenges EU companies
are facing in the global economy.

Solvency Requirements
Solvency II can contribute by creating a level playing field in prudential requirements for
insurers, fostering a deeper single market in insurance services, with benefits for users as
well as providers, and more efficient allocation of capital.
Solvency II should set capital requirements which are capable of providing early warning
that triggers increased supervision or intervention. This requires a higher (for some firms)
and far more risk sensitive capital requirement than under Solvency I. This is achievable
and compatible with safeguarding the competitiveness of the EU insurance sector as long
as Solvency II takes into account the total capital available across the sector.
Capital requirements represent regulators’ views about the minimum level of capital that
firms should hold to have a reasonable expectation of being able to continue to meet their
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obligations to policyholders. Firms may hold capital in excess of regulatory requirements
for various reasons including capacity to deliver their business strategy and to achieve a
certain credit rating.
The Solvency Capital Requirement (SCR) should be a risk-based capital requirement
which guarantees the minimum capital strength to maintain appropriate policyholder
protection and market stability in Solvency II; it is therefore the key solvency control level
for regulators and firms. When a firm does not meet the SCR, it will be required to reestablish capital to the level of the SCR, based on a concrete plan with a realistic
timeframe submitted to the supervisor for approval.
Finally, Solvency II allows firms to calculate their SCR using a “standardised approach” or
an internal model. The standardised approach will apply a relatively simple formula, which
will relate capital requirements to key risk categories. In this context, all firms also have
the option of using their internal models in place of all or parts of the standardised
approach. However, regulatory approval will be required to help ensure that it is
reasonable to rely on a firm’s model for regulatory capital purposes.

Risk Management in Practice
The current EU directives governing solvency focus on capital requirements (including
“prudent” estimation of liabilities) to provide policyholder protection rather than on the
quality of risk management. Under the existing directives two firms with the same
liabilities and asset profile may have the same capital requirement notwithstanding the
fact that one may have higher quality risk management.
The use of increasingly sophisticated quantitative tools and integrated firm-wide
approaches to risk management is developing through the industry. The Solvency II
framework should be designed to foster these changes by:
- providing adequate incentives for firms to use company-specific internal models which
provide estimates of capital requirements that capture the company’s risk profile better
than a standardised approach;
- designing an approach to the supervisory review process which encourages firms’ to
engage in substantive assessment of risks rather than just compliance with the letter of
regulatory requirements;
- providing an appropriate treatment of reinsurance and other forms of risk mitigation.

10.7.

EU-KOREA TRADE IN FINANCIAL SERVICES

The EU and Korea are leading trading nations for financial services and insurance. The
EU25, excluding intra-EU trade is the world’s largest exporter of both insurance and other
financial services.
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For trade in insurance services extra-EU25 exports account for 26% of the total accounted for by the 15 largest exporters59 and 14% of imports. Korea is
th
not among the largest exporters of insurance, but is the world’s 13 largest importer.

Table 10.13: Largest Trading Nations in Insurance Services (2005)

Rank
1

Exporters

Value

Share
in 15
econo
mies

EU25

Annual
percen
tage
chang
e

Rank

Importers

Value

Share
in 15
econo
mies

Annual
percen
tage
chang
e

24349

52.7

-27

1

United States

28482

32.1

-2

EU25 ex intra EU

7982

17.3

-42

2

EU25

26754

30.2

-3

2

United States

6831

14.8

0

EU25 ex intra EU

10208

11.5

-5

3

Switzerland

4503

9.7

12

3

Mexico

8714

9.8

14

4

Canada

3211

6.9

12

4

China

7200

8.1

18

5

Mexico

1550

3.4

79

5

Canada

4591

5.2

3

6

Singapore

1122

2.4

-15

6

India

2391

2.7

...

7

India

919

2.0

...

7

Singapore

2240

2.5

2

8

Japan

873

1.9

-18

8

Japan

1894

2.1

-45

1656

1.9

28

967

1.1

-20

9

China

549

1.2

44

9

Thailand

10

Australia

530

1.1

5

10

Taipei

11

Hong Kong

414

0.9

1

11

Turkey

891

1.0

6

12

Taipei

365

0.8

-4

12

Egypt

781

0.9

33

13

Norway

341

0.7

2

13

Korea

733

0.8

59

14

Russia

323

0.7

34

14

Brazil

702

0.8

8

15

Turkey

323

0.7

18

15

Russia

698

0.8

-40

46205

100.0

-

88695

100.0

-

Above 15

Above 15

Source: WTO.

59

Total excluding intra-EU trade: this explains the difference with the table.
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For the other financial services, the extra-EU25 has an almost 40% share of the total trade registered for the 15 largest trading nations, 10 percentage
th
points above the US share. Korea is already the world’s 7 exporter, but does not appear in the list of the largest importers.

Table 10.14: Largest Trading Nations in Financial Services Excluding Insurance (2005)
(Million dollars and percentage)
Exporters

Value

Share in
15
economies

EU25

96001

58.3

19

EU25 ex intra EU

44070

26.8

19

2

United States

34081

20.7

13

3

Switzerland

10402

6.3

10

4

Hong Kong

6322

3.8

39

5

Japan

5044

3.1

14

6

Singapore

3695

2.2

50

7

Korea

1651

1.0

52

8

Canada

1590

1.0

40

9

Taipei

1517

0.9

33

10

India

1468

0.9

...

11

Australia

764

0.5

3

12

Norway

733

0.4

Rank

1

Rank

Importers

Value

Share in
15
economies

1

EU25)

46721

62.9

21

EU25 ex intra EU

17709

23.8

19

2

United States

12349

16.6

7

3

Japan

2687

3.6

1

4

Canada

2356

3.2

9

5

Hong Kong

1406

1.9

21

6

Taipei

1370

1.8

55

7

Norway

1237

1.7

5

8

India

1227

1.7

...

9

Switzerland

1023

1.4

19

10

Russia

892

1.2

28

11

Singapore

788

1.1

18

23

12

Brazil

737

1.0

48

Annual %
change

Annual %
change

13

South Africa

534

0.3

26

13

Mexico

550

0.7

33

14

Brazil

507

0.3

20

14

Indonesia

539

0.7

-9

15

Russia

390

0.2

44

15

164700

100.0

-

Above 15

Australia

408

0.5

2

Above 15

74290

100.0

-

Source: WTO.
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OVERALL TRADE IN FINANCIAL SERVICES FOR KOREA AND THE EU
Korea’s trade in financial services has remained limited until the Asian Crisis of 1997 and
the turn of the 90s, when both exports and imports started to grow more rapidly. The
annual growth of exports of financial services was 32.4% over the period 2001-2005,
while the same for imports was 20.6%. During this period 2001-2005, financial services
(including insurance) accounted for 0.4% of the total Korean exports of merchandises
(1.8 billion $, i.e. 0.55% in 2005) and 2.9% of total services exports (4% in 2005). On the
imports side, insurance and financial services accounted for 0.3% of Korean merchandise
imports and 1.4% of total services imports (0.96 billion $, i.e. 1.6% in 2005).

Figure 10.10: Korea Trade in Insurance and Financial Services
mn USD
2 000

Exports
1 500

Imports

1 000

500
Net
0
1990

1995

2000

-500
Source: OECD

Exports have indeed increased much faster than imports, and the financial service
balance turned positive in 1999 and has remained so ever since, notwithstanding a
compression of the surplus in 2001-02. The surplus reached 852 million $ in 2005.
Interestingly, this overall surplus is the result of a large deficit for insurance services and a
larger surplus for the other financial services.

Table 10.15: Korean Exports and Imports of Financial Services, 2005 (million $)
Exports
169
Source: OECD.

Insurance
Imports
733

balance
-564

Other financial services
Exports
Imports
balance
1 651
235
1416

The EU has also enjoyed very fast development in its trade in financial services over the
recent years, with total trade (for EU15, including intra EU) increasing by more than 115
billion $ over the past ten years. Exports of financial services amounted to 117 billion $
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and imports to 69 billion $ in 200560. The positive balance was therefore 32 billion $, and
26 billion $ when using the WTO data (EU25 ex. Intra EU), very significant figures when
put alongside the overall current account position of the EU.

Figure 10.11: European Trade Insurance and Financial Services – EU15
mn USD
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Source: OECD

As for Korea, the EU15 is enjoying a hefty trade surplus for non-insurance financial
services (almost 50 billion $), while trade in insurance shows a marginal negative balance
(-1.4 billion $).

Table 10.16: EU15 Exports and Imports of Financial Services, 2005 (million $)
Exports
23 789
Source: OECD.

Insurance
Imports
25 252

balance
-1463

Other financial services
Exports
Imports
balance
49110
93 216
44 106

Precise bilateral trade statistics are not readily available for analysis. Details for the EU
exports by destinations provide however a valid picture of the bilateral relations. In 2005,
EU25 exports of financial services to Korea reached 417 million $ (0.43% of its total
financial services exports). In the same time, exports of insurance services were equal to
109 million $ (0.45% of EU25 total insurance services exports). In comparison, US
exports of financial services to Korea reached 344 million $ (1.01% of US total financial
services exports) and exports of insurance services was equal to 74 million $ (1.08% of
US total insurance services exports).

60 The OECD figures are different from the WTO data because they deal with the EU15 and not the
EU25, and they include intra-EU trade in financial services. The OECD figures for 2005 and the
EU25 are 118 bn $ for exports and 72.6 bn $ for imports.
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FOREIGN PRESENCE & INVESTMENT IN THE EU AND KOREAN FINANCIAL SERVICE SECTORS
The foreign banks’ total market share, measured in terms of outstanding assets, has
increased from 10% to 21.4%; it has more than doubled in between 2001 and 2005. This
increase is explained by the market share of domestic banks purchased by foreigners,
which rose by 10.7% over the period; the market share of foreign branches remaining
almost unchanged from 6.8% in 2001 to 7.5% in 2005. Accordingly, the total market share
of foreign banks rose from 10.0% in 2000 to 21.4% in 2005. According to the European
Union Chamber of Commerce in Korea, there are 60 foreign banks with either branches
or representative offices which are members of the Seoul Foreign Bankers Group. 22 of
those banks are European representing 42% of total assets of foreign banks in Korea, the
highest ratio compared to other countries in the region.

Table 10.17: Foreign Bank’s Market Share of Korean Banking Sector
Type of bank

2001

2002

2003

2004

2005

Foreign Branches
(a)

58 (6.8)

64 (6.3)

79 (6.7)

88 (7.1)

96 (7.5)

KEB, Citibank, SC
First Bank (b)

27 (3.2)

30 (3.0)

103
(8.8)

171
(13.9)

177
(13.9)

Foreign-owned
Banks (a+b)

85
(10.0)

94 (9.3)

182
(15.5)

259
(21.0)

273
(21.4)

Industry Total

854
(100)

1 008
(100)

1 169
(100)

1 230
(100)

1 278
(100)

Note: Values in parentheses are percentage shares of total outstanding assets in the
Korean banking sector
Source: Financial Supervisory Service.

Banks and insurance companies are not very present in European Union. In 2006, 31
Korean financial institutions had branches established in Europe, 18 were banks and 6
were insurance companies. Most of the Korean branches were located in Asia, 60% of
the branches.

Table 10.18: Number of Overseas Branches of Domestic Financial Institutions
Banks

Securities
companies

Insurance
companies

Others

Total

North
America

16

8

17

2

43

Europe

18

7

6

-

31

Asia

68

23

33

4

128

Others

11

-

-

-

11

Total

113

38

56

6

213

Source: Financial Supervisory Service, Annual report 2006.

KEY OBSTACLES TO ENHANCED TRADE AND INVESTMENT IN THE FINANCIAL SERVICE SECTOR
There are different sort of obstacles to look at in terms of access to the Korean financial
service market, even though their exact intensity is subject to heavy uncertainties. Trade
in financial services is not affected by direct tariff protection, but by a set of other policy
and regulatory measures that influence the capacity of international financial institutions
to trade with, and operate in foreign countries. Factors that are critical include the facility
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to establish or acquire institutions in Korea and the definition of the establishment (as a
branch or subsidiary), the exhaustive form of the list of services excluded from the
agreement, the regional integration of data processing, the supervision / prudential
regulations that may be discriminatory towards foreign institutions and limit cross-border
supply of financial services, as well as the overall quality of investment protections.
As far as obstacles in Korea are concerned, a simple list of key obstacles can be derived
from the elements contained in the Korea-US FTA:
o

Unrestricted possibilities for establishment and domestic market access (level of
equity participation in domestic firms, choice between the various legal forms of
establishment, etc.)

o

Transparency of policy decisions and guidance
establishment of a negative-list based regulation)

o

Restriction on regional integration of data processing as well as on delegations of
functions to affiliates both inside and outside Korea

o

Full national treatment and level playing field, implying reforms of the Korea Post
and cooperative segments of the financial sector

o

Change in insurance regulation regarding foreign currency reserves and
distribution channels for insurance products

o

Restrictions on cross-border supply of asset management services

(notification

process,

Considering the obstacles faced by Korea institutions in the EU, the most important points
are related to the still fragmented European financial markets, and more importantly the
absence of unified regulatory and supervision regimes, associated with intense
scrutinising process. However, the small number of branches of Korean financial
institutions located in Europe and the relative size of Korean financial institutions
compared to RU institutions suggest that financial sector trade liberalisation is unlikely to
have a significant impact on the European competitive market.

10.8.

SUSTAINABILITY IMPACT ASSESSMENT

ECONOMIC IMPACT
The more efficient credit allocation is, the more it is that economic activities achieving the
best risk / return equilibrium will find the funding they require for their development at the
best price: this implies both lower costs of intermediation and more efficient utilisation of
capital, thereby raising the potential for economic growth. The better is risk assessment
and management and the better-regulated is the financial sector, the more secure is the
economy to external shocks.
Financial intermediation and risk management therefore play a crucial role in the global
economy. As an economy grows in size and complexity, the financial sector grows with it,
in terms of size and complexity also. Financial service liberalisation can thus have
significant positive effect compared to restricted, constrained and compartmentalised
financial sectors, but can also have negative effects in relation with the increased
sophistication and complexity and the deeper inter-relations between various segments of
the financial intermediation, suggesting potential for higher financial volatility and
therefore pointing towards the need for enhanced prudential supervision when
liberalisation takes place.
In principle both the EU and Korea would gain from the liberalisation of financial services,
but through different channels since the size and sophistication of the sector is different in
the two areas. Indeed, one can argue that the potential positive impact on Korea will
come through a more intense competition from foreign providers of financial services
triggering the global macroeconomic effects of a more efficient global financial
intermediation; the “direct” mechanic impact may however be negative because of the
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competitive pressure on domestic financial institutions in Korea. For the EU, the positive
impact would probably more direct through increased exports of financial and insurance
services and growing international activities by large European financial firms.
Indeed, the modelling exercises run through the GTAP model in the Copenhagen Study
show patterns where EU European financial service output will increase (+0.17% from
baseline, with the full FTA assumptions), while the effects of trade are expected to be
negative for Korea’s financial service output (-2.17% from baseline). Conversely,
expected changes in output are negative for both the EU and Korea for insurance
activities (respectively -0.21% and -0.19%).

Table 10.19: Changes in Sectoral Output in EU (% Change from Baseline)
Scenario
Financial sector

Partial1

Partial2

Full FTA

Share of sector in total output

Financial and banking services

0.02

0.05

0.17

3.3

Insurance

-0.05

-0.08

-0.21

1.1

Note: All results are reported as percentage change compared to baseline
Source: Copenhagen Economics.

Table 10.20: Changes in Sectoral Output in Korea (% Change from Baseline)
Scenario
Financial sector

Partial1

Partial2

Full FTA

Share of sector in total output

Financial and banking services

-0.23

-0.6

-2.17

5.9

Insurance

-0.28

-0.28

-0.19

1.3

Note: All results are reported as percentage change compared to baseline
Source: Copenhagen Economics.

Such potential effects of the FTA on financial / insurance services can be detailed, first by
looking at the expected impact on trade flows and employment, and second by analyzing
the mechanisms or origin of the expected gains / losses.
The following table gives information about Korean import value in baseline and different
assumptions regarding the FTA, and the EU25 share of total Korean Imports in financial
and banking services and in the insurance sector.
In the baseline situation, the EU25 share of total Korean imports in the financial and
banking services is about 32%. In the case of a full FTA, Korean imports of financial
services coming from EU25 would expand at least two fold and EU market share in such
imports would increase to 72.4% (though we have serious doubts about this market share
since there is a parallel US-Korea free trade agreement waiting to be implemented, and
which would probably limit the gains in EU market share).
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Table 10.21: Copenhagen Results, Import Changes in Korea
Baseline

Partial 1
FTA

Partial 2
FTA

Full
FTA

Korean Import Value in baseline and FTA assumptions million $

Financial and banking services

1092

1362

1685

2742

Insurance

397

440

482

596

Financial and banking services

31.7%

43.0%

54.2%

72.4%

Insurance

31.2%

42.5%

54.0%

72.4%

EU25 share of total Korean Imports %

Source: Copenhagen Economics.

As can be seen from the next two tables, channels for the expected changes in output
differ across the two sectors (financial services on one side, insurance on the other) and
across the two regions.
The Copenhagen Study distinguishes between the impact of reduced import protection on
manufacturing and agriculture goods, and the liberalisation of services. The change in
financial sector output in the EU25 (both for the positive impact on financial services and
the negative impact for insurance) is attributable almost exclusively to the direct
liberalisation assumed in the services sector. For Korea, the (negative) change in
financial services is also attributable mostly to the liberalisation assumption for services,
but for insurance, the pattern is different: the liberalisation in services would induce a
positive impact for Korean output, but this would be more than compensated by a
deterioration induced by the reductions in import protection in the other sectors and their
transmission mechanisms to the insurance sector, which is more sensitive to import
protection.

Table 10.22: Copenhagen Results, % Change in Output by Sector in EU25 and Korea
Percent change in Output by sector
Scenarios, 2001 post-Doha baseline, with other Korean FTAs
EU25

Financial and banking
services

Insurance

Import protection

services

TOTAL

Partial 1

0

0.01

0.02

Partial 2

0

0.04

0.05

Full FTA

0.01

0.16

0.17

Partial 1

-0.02

-0.03

-0.05

Partial 2

-0.02

-0.06

-0.08

Full FTA

-0.02

-0.18

-0.21

Import protection

services

TOTAL

Partial 1

-0.03

-0.2

-0.23

Partial 2

-0.04

-0.56

-0.6

Full FTA

-0.08

-2.08

-2.17

Korea

Financial and banking
services
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Insurance

Partial 1

-0.26

-0.02

-0.28

Partial 2

-0.27

-0.02

-0.28

Full FTA

-0.28

0.12

-0.19

Source: Copenhagen Economics.

However, we believe that such results may be misleading: as pointed out in other
sections of this Report, the GTAP 6.2 database on services used in the Copenhagen
Study puts import protection in all different service sectors at zero. Copenhagen
Economics are therefore using their own estimated tariff in place of these “missing”
figures. These estimations were made by using a panel of countries and service imports
estimated through a simple Gravity Model. This Gravity Model relates imports to constant
coefficients (one for each sector and one for each country included in the panel) and to
GDP and income per capita. The tariff equivalent of protection in services is then derived
from the country-specific coefficient and the import substitution elasticity. We believe that
this is a massive simplification on trade in services and can therefore lead to significant
mistakes in the computation of the effective level of protection in trade in services.
Otherwise, it is very difficult to reconstruct the exact level of “effective” protection for
financial services and insurance as made by Copenhagen Economics, but constant
coefficient by service sector would suggest that the protection, in all countries, is much
lower in financial activities than in other services like trade, transport and other business
services (this constant coefficient is estimated in the Copenhagen Study at 1.37 for both
financial services and insurance, against 3.81 for transport or 3.54 for other business
services). Symmetrically, the constant coefficients for Korea and for the EU25 suggest a
much higher level of protection in Korea (coefficient of -2.87 implying an effective
protection of 46% across all services) than in the EU25 (coefficient of -1.21 implying a
tariff equivalent of 17% for all services).
Conversely, it is important to take note that liberalisation of financial services is also likely
to lead to increased foreign direct investment while the Copenhagen study presumes that
most of the impact occurs through increased trade flows. Experience with financial
services liberalisation in many countries indicates that FDI flows into the country, (in the
efficiency of the sector improves as measured by spreads or other indicators, and the
overall output of the sector increases due to output enhancing effects of increased
efficiency offsetting the substitution effects of fewer input per unit of output. Thus the
liberalisation of financial services in the EU Korea FTA will lead to improved efficiency in
financial services with broader benefits for the economy as a whole, there will be
increased FDI from the EU in Korea (and the reverse to some extent) and the overall
output of the sector is likely to expand and not to contract as predicted by the
Copenhagen study.

SOCIAL IMPACT
Overall, social impacts are closely linked to the economic impacts, which imply
employment increases for both economies and wage increases.
Labour-intensive sectors with increased output growth imply significant job creation. Skills
and wages imply a higher increase in income. These general trends are reinforced with
international institutions where wages are usually higher and gender balance more
pronounced.
To illustrate these results, the following table presents Copenhagen findings, even though
questionable, about change in unskilled and skilled labour employment in the full FTA.
Other scenarios, partial 1 and 2, are not introduced because the impact of trade
liberalization on employment is very small, even in a full FTA. Indeed, although a positive
impact is expected, mostly in Korea, because of the economic impact, change on the
financial sector due to FTA trade liberalization is equal to zero or negative.
Notwithstanding, change (positive or negative) in Korea is much higher than in EU25 and
employment in Korea is obviously more sensitive to measures taken to liberalise trade in
services. Therefore, the focus of this social impact assessment of the full FTA is
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concentrated on Korea. The positive effects in the financial sector on skilled labour
employment are in the insurance sector in Korea and the financial and banking services
in EU25.

Table 10.23: Labour Employment in the Full FTA, % Change in Korea and EU25
Unskilled Labour Employment in the Full FTA, % change

Trade
Import
facilitation protection

services

TOTAL

Korea

Financial and banking services

0

-0.3

-2.2

-2.5

-0.1

-0.5

-0.1

-0.5

Financial and banking services

0

0

0.3

0.3

Insurance

0

0

-0.1

-0.1

Insurance
EU25

Skilled Labour Employment in the Full FTA, % change

Trade
facilitation

Import
protection

services

TOTAL

Korea

Financial and banking services

0

0

-0.3

-0.3

Insurance

0

0

0.5

0.4

Financial and banking services

0

0

0.1

0.1

Insurance

0

0

-0.1

-0.1

EU25

Source: Copenhagen Economics.

The FTA is also expected to encourage an overall improvement of working conditions,
health and safety standards (via regulatory approximation) and quality of work. This effect
will be both direct, due to the need to adjust to and comply with EU standards and more
indirect, through the fact that the FTA will further encourage and speed up ongoing
restructuring and modernisation in the financial sector which still use out-dated
technologies. Notwithstanding, in our case, the social impact with a full FTA is very
negligible on the financial and banking services, as well as insurance sector, especially
for the EU.
Yet as we have already noted, the effect of liberalisation of financial services is very likely
going to lead to increased FDI, --perhaps in both directions, -- but most likely for EU
financial services providers in Korea.
As indicated above, if FDI is taken into account then the effects of Korean financial
services liberalisation are likely to be an increase in efficiency and in output and economic
activity. This will lead to increased demand for skilled labour in the financial services
sector in Korea. Certain elements of financial services such as investment banking tend
to be male dominated, but financial services providers are significant employers of
women. Overall employment and compensation levels in financial services in Korea are
likely to rise, but the net effects for women are more uncertain depending on their skill
levels and the opportunity to upgrade skills. Nonetheless, the financial services sector in
Korea employs more than 50 percent women in the labour force and we expect that the
effect of increased FDI in the financial services sector in Korea will be increased output
and employment with increased employment for women.
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ENVIRONMENTAL IMPACT
The effect of financial liberalisation on environment is ambiguous since the liberalisation
has environment impacts through many channels.
Direct environmental impact is extremely difficult to assess as financial services are
typically low-energy consumption and low-CO2 emitters industries. Thus, expansion of
the share of financial services in the economy can be said to have a positive
environmental impact.
However, indirect positive environmental impact of a stronger and more open financial
service sector is through two channels:
-

Technical financial products enhancing a market-driven environmental policy (e.g.
creation of financial derivatives covering climate change risks or the markets for CO2
emission permits).

-

Overall “sustainable development” approach of the largest international banks,
notably for project finance operations (Equator Principles).

As the largest EU financial institutions are key players and leaders in many of these
different elements (market trading for environmental structured products, and the Equator
Principles), a more significant level of activity of such banks in Korea would probably
induce a faster adaptation and rapid catch-up by domestic Korean institutions,
accelerating the application of sustainable development practices in the financial industry
as well as the provision of environment ^protection related financial products for Korean
manufacturers, including in industries that are more environment-sensitive (e.g.
chemicals).
When financial liberalisation leads to higher economic growth and employment, it may
have negative impacts on environment. The increase of the production (notably in
manufactured and chemical industries) could have potentially negative impact on air
quality, biodiversity, land use, water and other environmental quality. Moreover, we can
identify two opposite effects of production on environmental sustainability. The first effect
is the scale effect: the increase of industrialisation implies a higher output, and
considering that technologies remain the same, this is detrimental to environment.
However, the implementation of new techniques and cleaner technologies may improve
the environmental situation. This second opposite effect is the clean technology effect,
and financial liberalisation will affect positively environmental quality through this effect.
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11. ENVIRONMENTAL GOODS AND SERVICES
11.1.

BACKGROUND AND SECTOR DEFINITION

Environmental Goods and Services is a unique sector in the sense that it does not refer to
a narrowly defined economic sector or sub sector of the economy based on traditional
definitions. Instead the focus on the environmental goods and services sector has come
from international negotiations in the WTO. The focus on negotiations on environmental
goods and services were mandated in the Ministerial declaration launching the Doha
negotiations in the WTO. The reason that environmental goods services were included in
the Doha negotiations is that it was considered a useful way to reinforce synergies
between trade liberalisation and environmental protection and sustainability objectives.
Indeed the definition and scope of the Environmental Goods and Services Sector has
become a substantial issue both in the context of the Doha negotiations and in the
broader context of the global debate about sustainable development including but not
limited to the recent discussions and negotiation about climate change.
In passing it is worth noting that there have been other agreements in the WTO which
have encompassed quite broad or diverse sectors of the economy. For example the Civil
Aircraft agreement which is a plurilateral agreement under the WTO covers a broad array
of industrial activities and products. Indeed when we examine some of the detailed
products classified as environmental goods we will note that there are special tariff lines
of zero duty for products utilised for civil aircraft. Similarly the Information Technology
Agreement covers a broad array of tariff lines and a relatively diverse array of products.
It is necessary to have a review of these definitional issues but as we shall see after
reviewing the Doha negotiations, the definitional issues are less problematic for the EU
and Korea in the context of the FTA negotiations for both Environmental Goods and
Services than is the case in the Doha negotiations.
Definitions of Environmental Goods
Environmental goods could be conceptualized in a number of ways. One is to distinguish
between "end use" and "environmentally preferable technologies and products". The first
is the conventional conception that focuses on treating a specific environmental problem
through the end use of a particular good or service. This characterizes the traditional
classification of EGs and includes goods such as wastewater treatment or air-pollutioncontrol equipment that have an environmental end use; that is, they directly address an
environmental problem or provide environmental amelioration. This is the focus of lists
that have been developed by the OECD and APEC.61
The second conceptualization includes environmentally preferable products (EPPs),
which includes clean technologies. 62 The United Nations Conference on Trade and
Development defines EPPs as products that cause significantly less “environmental
harm” at some stage of their life cycle than alternative products that serve the same
purpose, or products whose production and sale contribute significantly to the
preservation of the environment (UNCTAD 1995). In this case, the primary purpose of the
product or service is usually not to remedy an environmental problem. The environmental
benefits may arise during and as a result of the production method, during the course of
its use, or during the disposal stage of the product (Clare and others 2007). A wide array
of products such as renewable energy and energy efficient technologies could

61

These lists have been analysed and compared by Steenblik, “Environmental Goods: Comparison of
the APEC and OECD Lists.”
62 This approach has been emphasized in the discussions related to climate change. See for example,
The World Bank, “International Trade and Climate Change Economic, Legal, and Institutional
Perspectives”, 2008. A draft of this study was circulated in 2007 and received considerable attention.
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conceivably be classified as EPPs. However not all renewable energy technologies or
products would necessarily be regarded as environmentally preferable products.
The negotiations of environmental goods in the WTO have covered both categories of
environmental goods. A number of countries introduced proposals for environmental
goods since 2005. Among those countries were the EU and Korea along with Canada,
Japan, New Zealand, United States and Chinese Taipei. The resulting list was very long
covering more than 400 HS codes. In April 2007, a consolidated proposal was made by a
group consisting of Canada, European Communities, Japan, Korea, New Zealand,
Norway, Separate Customs Territory of Taiwan, Penghu, Kinmen and Matsu, Switzerland,
and the United States. The so-called “Friends” group reviewed the lists of products
proposed on the basis of environmental and customs workability criteria and produced a
selected set of products that, in their view, offers the potential for a high degree of
convergence among Members. The revised list has resulted in a sharpened focus on
items with particular environmental relevance and interest across the wider membership.
The cosponsors presented this "Potential Convergence Set" of products in an effort to
encourage a more focused engagement on products of interest and to spur further
momentum in these important negotiations.
Many developing countries have been sceptical about the list approach in the Doha
negotiations in the Committee on Trade and Environment Special Session (CTESS). India
and other developing countries have emphasised the products covered by the relevant
HS codes also have other uses than environmental applications and that the approach
should be based on end-use including the environmental project approach.63 The nonpaper of India and others focused on the identification of environmental activities that
could be agreeable to Members, with a view to achieving environmental and
developmental goals. 64 In the co-sponsors' view, developing country Members could
select some environmental activities, depending on their priorities, as subject to possible
special and differential (S&D) treatment.
The divergence between developed and developing countries on the definition of
environmental goods in the Doha negotiations has proved to be a serious difficulty in the
negotiations.
Definition of Environmental Services
Within the services dimension, WTO negotiations towards further liberalisation of
environmental (and other) services began before Doha as part of the so-called ‘built-in
agenda’ agreed during the Uruguay Round. According to Article XIX of the GATS, the socalled “built-in agenda”, Members started discussions on negotiating formats and
procedures in 2000.
Although issues related to environmental services have been raised in the CTESS, the
Services aspects of the negotiations on Environmental Goods and Services have been
handled primarily in the Services negotiations.
On 28 February 2006, the EU, Australia, Canada, Japan, Korea, New Zealand, Norway,
Singapore, Switzerland, Chinese Taipei, and the United States circulated a collective (or
plurilateral) request to 23 members, mainly advanced developing countries, with a view to
bind the existing level of openness for environmental services and in some cases provide
new market access opportunities for foreign services providers. Specifically, the request
covers waste water, waste management, protection of ambient air and climate, noise and
vibration, remediation and clean up services, nature and landscape protection; and other
environmental protection services. However, it explicitly excludes any request for water
for human use (i.e. the collection, purification and distribution of natural water) that

63

WTO, TN/TE/W/51, 54, 60, 62, 67.
WTO, "Integrated Approach to Paragraph 31(iii)", Submission by Argentina and India, JOB(07)/77,
6 June 2007.
64
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formerly proved controversial among many developed and developing countries and civil
society groups.
The request covered all Modes of delivery. Members are free to choose the classification
under which commitments will be made using UN CPC codes, on the basis of the W/120
list or subsequent revised classification headings.

Table 11.1: Environmental Service Sectors Subject to Plurilateral Request

Source: WTO and ICTSD.

Environmental Goods and Service will contribute to the exchange of best practice
technologies and stimulate innovation.
Both the EU and Korea have common challenges to identify cost-effective policies and
mitigation technologies that contribute to long-term low-carbon growth paths. Since both
the EU and Korea are substantial importers of fossil fuels, investment and innovation are
critical in clean technologies and renewable energy such as solar and wind power
generation. There are significant opportunities for the EU and Korea to collaborate in the
development and diffusion of clean technologies, which offer significant promise in the
longer term.

11.2.

SECTOR OVERVIEW

As was discussed above the various definitions of the environmental goods and services
do not correspond to a strict sector or sub-sector of the economy. Instead environmental
goods and services encompass a relatively diverse array of industrial and service
activities. This has proved a challenge in the definition of the sector in the Doha
Development Agenda negotiations in the WTO.
In the Annex to the chapter in mid term report the bilateral trade patterns and trade
barriers and the tariff barriers between the EU and Korea are analysed for a variety of
environmental goods based on both the lists proposed in the Doha negotiations and on
selected products according to the clean technologies approach.
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A few summary observations can be made on the basis of this detailed analysis of trade
patterns. Now in many cases the EU has a trade surplus in specific products, but in some
cases Korea has a trade surplus. The overall trade balance is not so significant. More
important than the trade balance it is striking that there is significant two way trade in
most products and furthermore there is significant trade between Korea and a number of
EU member states within these different product groupings.
This pattern of intra-industry trade suggests a high degree of complementary and further
liberalisation is like to result in expanded intra-industry trade between the EU and Korea.
This is likely to stimulate innovation as well as facilitating more efficient utilisation of the
products and better use of technology. Expansion of trade in the products and the
services will offer both static and dynamic efficiency benefits with little likelihood of
adverse social impacts or adjustment challenges.

11.3.

SUSTAINABILITY IMPACT ASSESSMENT

ECONOMIC IMPACTS
For the base case analysis we are assuming a successful outcome of the Doha
Development Agenda. Yet it is not very clear at this point what might be the scope of a
potential Doha outcome in Environmental Goods and Services. However, as the
discussion of the Doha negotiations on the Environmental Goods and Services might
suggest, it seems likely that even with a successful Doha outcome there would be
significant scope for additional removal of trade barriers between the EU and Korean for
Environmental Goods and Services.
If in the alternative, a successful outcome of the Doha negotiations is delayed yet again,
the negotiation of a comprehensive approach to EGS by the EU and Korea could send a
positive signal for the multilateral negotiations.
The pattern of intra-industry trade that we observe in various environmental goods
suggests that the pattern of adjustment is likely to positive involving further intra-industry
specialisation on detailed product basis. The trade flows of environmental products would
increase in both directions between the EU and Korea reflecting increased specialisation.
The stimulus to innovation and the likely response of increased FDI including crosshauling of FDI with FDI increasing in both directions would be an additional source of
dynamism in the sector.
As was noted above, the Environmental Goods Sector is very diverse and comprises
many different product groupings. It is useful to distinguish Environmental Goods in a
policy context related to considering the environmental impacts of liberalisation, but the
Environmental Goods are drawn from a large number of machinery industries.
For the purposes of assessing the economic impacts of liberalising Environmental Goods
we examine the impact for the electrical machinery and other machinery sectors within
which these products are included.

Economic Impact on Korea
Based on the analysis with the GTAP model reported by the study by Copenhagen
Economics, the other machinery and electrical machinery sectors have in Korea are
projected to have substantial increases in output due to the EU-Korea FTA. In particular
electrical machinery output increases 27 percent, the second largest increase after
automobiles, and other machinery output increases 10 percent. (Copenhagen Economics,
p59). In contrast the analysis conducted by SIA with the GTAP model yielded positive but
less dramatic results with electrical machinery increasing output by 1.5 percent and other
machinery increasing output by 1 percent in Korea. Thus Korea is likely to benefit from
positive output effects as well as increased scale effects and dynamic benefits through
product specialisation and induced innovation through the removal of barriers to trade in
Environmental Goods in the EU-Korea FTA. Since EC tariffs on environmental goods
tend to be lower than other machinery products the effects may be somewhat less in
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terms of aggregate output effects, but the scale, specialisation and innovation effects
would still be likely to be generated.
Liberalisation of environmental services is likely to lead to increased FDI in the sector and
enhanced diffusion of technologies. Output of the sector is likely to increase modestly due
to lower costs and better technologies.

Economic Impact on the European Union
Based on the analysis with the GTAP model reported by the study by Copenhagen
Economics, the other machinery and electrical machinery sectors have in the EU 25
have decreases in output due to the EU-Korea FTA. In particular other machinery output
decreases 1.7 percent and electrical machinery output decreases .7 percent.
(Copenhagen Economics, p59) In contrast our analysis for the SIA conducted with the
GTAP model found little net change in output for these industries in the EU and modest
increases in productivity. Thus if Environmental Goods share the output response of the
other elements of machinery then there are likely to be negative or neutral output effects
in the EU but some positive impacts will come from increased scale effects at the product
level, increased product specialisation and dynamic benefits through induced innovation
through the removal of barriers to trade in Environmental Goods in the EU-Korea FTA.
Since EC tariffs on environmental goods tend to be lower than other machinery products
and the GSP rate is zero for most environmental goods and EU has good technological
capacity in production of environmental goods, the effects may be somewhat less in
terms of negative aggregate output effects and output effects and indeed are more likely
to be positive for EU producers, but the scale, specialisation and innovation effects would
still be likely to be generated.
Liberalisation of Environmental Services in the FTA is likely to lead to increased EU
investment in the sector enhancing the capabilities of EU based service providers in
Korea. Reverse Korean investment in Europe may also occur but this will also contribute
to the exchange of best practice technologies and stimulate innovation.

SOCIAL IMPACTS
Social Impacts on Korea
In terms of Social Impacts, in the Copenhagen Economics study, in the full liberalisation
scenario Korea experiences rising employment of 24 percent for electrical machinery and
10 percent for other machinery for unskilled labour and employment increases of 8.7
percent for electrical machinery and 4.7 percent for other machinery in the case of skilled
labour. The increase in employment is likely to be less pronounced for Environmental
Goods in Korea than for other elements in these sectors since the EC tariffs for
Environmental Goods are relatively lower and the GSP tariff for environmental goods is
zero in most cases.

Social Impacts on the EU
In terms of the Social Impacts on the EU, the employment of unskilled workers contracts
1.8 percent for electrical machinery and .5 percent for other machinery according to the
Copenhagen Economics study. For skilled workers, employment contracts .7 percent in
electrical machinery and contracts .2 percent for skilled workers in other machinery in the
EU. Our analysis with the GTAP model shows a modest contraction of about .1 percent
of demand for unskilled labour due to higher productivity for the EU.
This is a maximum potential impact on the EU and the impact is likely to be less for
Environmental Goods since the EU tariff on environmental products tends to be low and
the GSP tariff is zero in most cases. The overall pattern of a shift to skilled workers from
low skilled workers as a result of liberalisation of Environmental Goods and Services is
likely to be valid for the EU.
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ENVIRONMENTAL IMPACTS
The environmental impacts are likely to be strongly positive for both the EU and Korea
from liberalisation of Environmental Goods and Services. Korea, especially as the smaller
partner, will benefit in terms of technology enhancement. There are significant potential
benefits from the lower costs of environmental goods and services and the stimulus to the
adoption and diffusion of clean technologies. The World Bank study on Climate Change
cited earlier suggests that adoption of clean technologies or environmentally preferable
products offers significant promise in achieving environmental objectives. Liberalisation of
Environmental Goods and Service will contribute to the exchange of best practice
technologies and stimulate innovation.
In Phase 2 report, a case study was presented on the challenges with renewable energy
in Korea. Developing renewable energy will require that there is an appropriate regulatory
framework and that the pricing of renewable energy reflects the full economic and
environmental costs of fossil fuels, which remain an important source of electricity supply.
Both the EU and Korea have common challenges to identify cost-effective policies and
mitigation technologies that contribute to long-term low-carbon growth paths. Since both
the EU and Korea are substantial importers of fossil fuels, investment and innovation are
critical in clean technologies and renewable energy such as solar and wind power
generation. There are significant opportunities for the EU and Korea to collaborate in the
development and diffusion of clean technologies, which offer significant promise in the
longer term.
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12. RULES OF ORIGIN
12.1.

INTRODUCTION

Countries form free-trade areas with the objective of enhancing trade in goods
"originating" amongst themselves. This is compatible with Article XXIV of the GATT 1994
under the WTO which permits the creation of customs unions and free trade areas when
“substantially all the trade …in products originating in such territories”.65 Members of a
FTA retain control of their trade policies towards the rest of the world and have separate
tariff schedules and independent commercial policies for the trade with third countries. In
contrast in a customs union, the members have a common external tariff and a common
commercial policy.66
Within any free-trade area, duty-free trade is limited to goods "originating" within it. Rules
of origin therefore lie at the heart of every FTA. In their narrowest form they could exclude
goods containing any third country content. In practice, however, FTAs often permit
varying degrees of third country content levels. The policy and practical questions involve
how much third country content is allowed and under what conditions.

PURPOSE OF RULES OF ORIGIN
The legal purpose of rules of origin is to determine which products are “originating” and
thus qualify for preferential tariff treatment. One of the economic and trade policy
objectives that is served by rules of origin is to limit trade deflection. If there were no rules
of origin then traders would arbitrage differences in the external tariff structure in a Free
Trade Agreement by redirecting trade in order to obtain better market access.67 This is the
simplest form of trade deflection, but products can also be incorporated in other products
and this can create deflections in production as there are incentives to relocate production
due to discrepancies in the external trade regime either due to differences in the MFN
trade regime or due to different third country FTA partners.
Any FTA gives preferential access to products originating in the partner country or
countries. If the partner has a zero duty on an important component such as for example,
textile fabrics which are utilised in the manufacturing of clothing while the other member
of the FTA has high tariffs on the import of textiles, then in the absence of rules of origin,
there will be incentive to tranship the fabric through the partner country in order to qualify
for the preferential tariff access. This is referred to as trade deflection; one of trade policy
objectives of rules of origin is to limit trade deflection where goods are simply rerouted to
take advantage of tariff preferences. Such deflection of trade clearly does not involve
originating products. More complex is when the fabric is imported into the partner country
and then cut and assembled into clothing in the partner country. This is considered to be
a deflection of production if the differences in the external tariff structures and commercial
policies of the FTA partners create significant incentives for this relocation of the
production activity.
Rules of origin fall into two main categories:1. Wholly obtained products: Natural resources, agricultural and fish products, as well as
other products are considered to be originating if they are produced within the territory
of the FTA partner with no intervention of third parties components.
2. Sufficiently transformed products: There are different methods applied to define a
product as sufficiently transformed:

65 The quote is from Article XXIV 8(b) referring to FTAs in the GATT 1994. Almost identical
language is contained in Article XXIV 8(a) referring to customs unions.
66 The European Union represents a very advanced and integrated customs union with a common
commercial policy, but the EU has FTAs with a number of partner countries or regional groupings.
67 Such activity is not costless since both transport costs and trading costs are likely to be involved.
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Percentage or value added rules: A product is considered originating if
the cost of materials and components imported from outside a free-trade
area does not exceed a specified percentage of its ex-works price or the
FOB price.



Change of Tariff Heading: A product is considered to be "sufficiently
transformed", and therefore originating, if its tariff heading (a four digit
code) under the Harmonised System of the World Customs Organisation
is different from those of its imported contents. These types of rules can
be very specific indicating which changes of tariff heading are sufficient to
qualify and which are not.



Processing requirements: A product is considered originating if specific
processing operations have been carried out within the exporting country.

CUMULATION
Cumulation is when the value added or degree of processing of the product is cumulated
among inputs at different stages of production. For example if a circuit board for a
computer is sent from one FTA partner to another FTA partner and then assembled into a
computer with other components then the rule of origin determination may take into
account the value added or the change in tariff heading of the imported input.
The rules for cumulation of content can be significant in influencing the trade effects of a
rule of origin. The Pan-European Cumulation System, as this innovative scheme was
widely known, was introduced in 1997 to link the various external free trade agreements
that the EU had developed with the European Free Trade Association (EFTA) and with
Central and Eastern European countries through the Europe Agreements. The result was
effective creation of a Pan-European free trade zone in industrial goods. Turkey, which
had been in customs union with the EU since 1996, joined the Pan European Cumulation
system in 1999. Of course the countries of Central and Eastern Europe, which were
signatory to the Europe Agreements subsequently joined the European Union.
The current system of Pan-Euro-Med cumulation of origin is an extension of the previous
system of Pan-European cumulation. It therefore operates between the EC and the
Member States of the EFTA (Iceland, Liechtenstein, Norway and Switzerland) and Turkey
and countries which signed the Barcelona Declaration, namely Algeria, Egypt, Israel,
Jordan, Lebanon, Morocco, Syria, Tunisia and the Palestinian Authority of the West Bank
and Gaza Strip. Faroe Islands have been added to the system as well.
Cumulation is often permitted in an FTA so that products produced in one partner which
are exported to the other partner, and are processed or assembled in the other partner
can be re-exported to the another FTA partner regardless of whether the processing or
assembly was sufficient to confer origin on the product.

12.2.

RULES OF ORIGIN IN OTHER FTAS

In this section we review briefly the treatment of rules of origin in other FTAs in East Asia
and in the Korea US FTA (KORUS).

EAST ASIAN FTAS
Two economists from the Asian Development Bank have prepared recently a
comprehensive survey of ROO in East Asian FTA. 68 Rules of origin (ROO are a
particularly interesting aspect of East Asian FTAs. For manufactured goods, ROOs may
be of three types: (i) a change in tariff classification (CTC) rule defined at a detailed
68 Kawai, Masahiro and Ganeshan Wignaraja, “ASEAN+3 or ASEAN+6: Which Way Forward?”
WTO/HEI conference Multilateralizing Regionalism, Geneva, September 2007.
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Harmonized System (HS) level; (ii) a regional (or local) value content (VC) rule which
means that a product must satisfy a minimum regional (or local) value in the exporting
country or region of an FTA; and (iii) a specific process (SP) rule which requires a specific
production process for an item.
In the Annex Table 9 reproduced from the Masahiro and Wignaraja paper provides an
overview of the main ROOs adopted by 30 concluded FTAs in East Asia for which
information on ROO was available. Strikingly, the majority of FTAs in East Asia (20) have
adopted a combination of the three ROOs rather than applying a single rule. Of the
remaining FTAs, 3 use the value added rule only, another 3 use value added and/or CTC
rule, and another 4 use value added and/or SP rule. The simplest ROO can be found in
the AFTA and the ASEAN-PRC FTA, which specifies a 40 % regional value content
across all tariffs. Meanwhile many agreements involving Japan, Korea and Singapore
tend to use a combination of ROOs. The latter introduces complexity and additional costs
for business.
Additional insights can be obtained through examination of the ROOs applied to the major
auto and auto parts products in selected major concluded FTAs. ASEAN’s FTAs vary
somewhat in their ROOs. For instance, the 40% value content rules applies for AFTA and
for the ASEAN-PRC FTA but more stringent ROOs for some products (e.g. 45% value
content applies for HS 8703, 8704 and 8708) are found in the ASEAN-Korea FTA.
Furthermore, as Kawai and Wignaraja note, the ROOs for the same products are different
in bilateral FTAs involving the same major economy.69 In the Japan-Malaysia FTA, the
value content requirement for HS8703 and 8711 is 60% while in the Japan-Thailand FTA,
it is 40% for the same two products. Similarly differences can be found in the case of
Singapore-Australia FTA and Thailand-Australia FTA.

KOREA-US FTA
In terms of the determination of the application of preferential tariff rates, Korea and the
US agreed to detailed specific rules of origin for applying the preferential tariffs in order to
limit trade deflection.70 There was common agreement that a product wholly obtained or
produced entirely in the territory of one or both of the countries is an originating good.
Detailed rules were agreed in the Korea US FTA to the application of the specific rules for
determining the relevant criteria for determining the rule of origin on product by product
basis, utilising the change in tariff schedule criteria, value added criteria, or substantial
transformation based on an important operation or process criteria.
As for the value or price for determining rules of origin, Korea and the US agreed to use
the FOB price rather than ex-work price, similar to the cases of NAFTA, Korea-Chile FTA,
and Korea-Singapore FTA. This is different from the cases of EFTA, EEA, EFTASingapore and EFTA-Mexico FTAs, which adopted ex-work price criterion.
In the KORUS, it was agreed to cumulate the raw materials from the territory of one party,
used in the production of a good in the territory of the other party - as originating materials
in order to facilitate trade in primary materials. In addition, it was agreed that a good that
does not undergo a change in tariff classification pursuant to the annex is nonetheless an
originating good if the value of all non-originating materials used in the production of the
good does not exceed 10 % of the adjusted value of the good, which is the same ‘De
Minimis’ clause as that of the Korea-EFTA FTA. In case of textile and apparel products,
however, a different rule from that of the Korea-EFTA FTA is applied; A textile or apparel
good that is not an originating good, shall nonetheless be considered to be an originating
good if the total weight of all such fibers or yarns in that component is not more than
seven percent of the total weight of that component. In the Korea-EFTA FTA, ten percent
rule of the total weight was applied.

69

Ibid. p.16.
The Rules of Origin chapter in the Korea US FTA is 105 pages and there are additional related
provisions in other chapters such as that related to Clothing.
70
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As for fungible goods and materials, Korea and the US agreed that the determination of
whether fungible goods or materials such as grain, coal, scrap iron are originating goods,
shall be made the use of inventory management method such as last-in, first-out, or firstin first-out in order to simplify the determination of rules of origin and to increase
convenience.

12.3.

KEY ANALYTICAL AND POLICY ISSUES

Analysing different approaches to rules of origin requires consideration of the policy
objectives being served and the trade offs among serving these different objectives. One
such objective is limiting trade deflection or limiting deflections of production which may
require a relatively restrictive rule of origin with high content or multiple stages of
processing requirements depending on the structure of the external trade regimes of the
FTA partners. Rules of origin which are less restrictive will maximize the expansion of
trade and may increase the economic gains from a FTA. Yet if rules of origin set low
content or processing requirements then the incentive for trade deflection or deflections of
production increase if there are differences in the external trade regimes of the partner
countries. Some commentators have concluded that the EU’s Pan-Euro-Med rules of
71
origin are among the most restrictive rules of origin. However, this conclusion overlooks
the role of cumulation in reducing the potential trade restrictive effects of rules of origin in
a set of Free Trade Agreements such as in the Pan Euro Med.
Let us consider the example of Estonia under the bilateral Europe Agreement in the
1990s. If the rule of origin for a specific manufactured product is set at 50 percent then
very few or perhaps no manufactured product produced in Estonia would have qualified
under the FTA since the economy was small and the number of vertically integrated
industries was few. If cumulation on a bilateral basis is permitted then Estonian
manufacturers would have been more likely to qualify for reduced duties only if
components or inputs from the EU were used in the production process. The advantage
of the Pan European rules was that Estonian could source components from partners in
the Baltic States or from Central Europe as well as from EU sources and still qualify for
the preferential tariff treatment.
These are several analytical and policy aspects, some of which have offsetting effects on
or implications for the design of rules of origin.
First rules of origin in sectors such as textiles and clothing or automobiles, where third
country MFN tariffs are higher on the final product and where there are some divergences
in tariff structures vis a vis third countries, need to be relatively strict in order to limit the
scope for deflections of trade or deflections of production due to divergences in the
external tariff structure of the EU and Korea. Both the EU and Korea have FTAs with third
countries. Thus products such as textile yarn or fabrics or automotive parts might be
imported duty free from third counties because MFN duties are not applied to these
products from these partners. As a result of using the imported products as an input into
production the final product the result could be deflections of trade and production. It is
not uncommon to observe “restrictive” rules of origin for textiles and apparel in the form of
high value added percentage requirements or requirements that product is processed
from yarn to fabric to finished product in a processing requirement (known as a “yarn
forward” rule of origin).
Second Korea proposes rules of origin with lower content requirements, which are lower
than the normal European Rules of Origin. At least in some sectors, (depending on the
structure of external tariffs and the incentives for deflection of trade or production), there
is a rationale for lower content requirements for the EU-Korea FTA than the normal
European rules. Since due to its geographic location, Korea is unable to benefit from Pan
Euro Med Cumulation through sourcing of components from other countries with FTAs

71

Regarding the comparison of the restrictiveness of rules of origin, refer to Estevadeordal, Antoni and
Kati Suominen (2004) "Rules of Origin in FTAs in Europe and in the Americas: Issues and Implications
for the EU-Mercosur Inter-Regional Association Agreement". INTAL-ITD. (http://www.iadb.org/intal).
June 2008

Page 207 of 261

Reference: Trade 2007/349757/1
Trade Sustainability Impact Assessment of the Free Trade Agreement to be negotiated
between the European Community and the Republic of Korea

with the EU even if Korea were to be made eligible for the Pan Euro Med rules. The more
natural sourcing partners for Korean enterprises are in East or Southeast Asia.
Since deflections of trade or production are more likely when MFN trade barriers are
higher for the final product and when there is more variation in the external trade regimes
in terms of differences in the barriers to imported inputs it follows that some flexibility in
rules of origin for the EU-Korea FTA is more appropriate for sectors where there are lower
MFN barriers and less dispersion in third country tariff structures. For example, for sectors
characterised by uniformly lower MFN barriers such as Information and Communications
Technology products, especially those covered by the International Technology
Agreement in the WTO, the content requirements for products to be treated as originating
products could be relaxed.
There should be cumulation permitted within the EU-Korea FTA. For example industrial
components produced in Europe could be exported to Korea and incorporated into
products exported back to Europe and vice verse. Permitting cumulation within the FTA is
quite common and encourages the development of intra-industry trade and industry
specialisation.
There are, however, issues to be considered with respect to trade involving the products
from the Democratic Republic of Korea or North Korea. A critical part of the historical
context of the Republic of Korea is the relationship with North Korea, and undoubtedly
there are important issues with respect to labour standards in the specific situation of the
Kaesong Industrial Complex (KIC). The specific issues of rules of origin for qualifying
products under the FTA are important in this respect. This is a sensitive issue which
requires balancing the concerns of various socio-economic groups in the EU about unfair
competition from imports produced by workers who have very limited choices and are
subject to various forms of social controls in the Kaesong; against the goals of improving
the economic status of some portion of the population in North Korea and contributing to
peace on the peninsula. Balancing these concerns involves questions of political
judgment and values which the SIA is not in position to make.
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12.5.

ANNEX: SUMMARY OF EAST ASIAN FTAS72

Table 12.1: Rules of Origin of Concluded FTAs in East Asia, 2007

72 Source Kawai, Masahiro and Ganeshan Wignaraja, “ASEAN+3 or ASEAN+6: Which Way
Forward?” WTO/HEI conference Multilateralizing Regionalism, Geneva, September 2007.
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13. TECHNICAL REGULATIONS AND STANDARDS
The Qualitative Analysis study and other studies have emphasised the importance of
addressing effectively the issues related to all aspects of TBT and SPS issues. Certainly
for industries such as automobiles common approaches to technical regulations and
standards including those related to pollution, fuel economy and carbon loadings could
help to resolve some EU-Korea trade frictions and ensure broader benefits of the EUKorea FTA. It is interesting to note that the Korea US negotiations devoted considerable
effort to TBT and SPS issues but the response from US industry groups was sceptical.
Most of FTAs concluded by the EU address the issues of technical regulations and
standards superficially. For example, the common approach in the FTAs with the MED
countries is to include norms obliging the EU trading partners to promote the use of the
EU technical rules and standards for industrial and agri-food products and certification
procedures. However, no specific measures and timelines are defined regarding
implementation of the FTA articles. Provisions relating to TBT in the EU-Chile FTA are
more detailed. However, they also lack specificity, making the respective part of the
agreement a kind of declaration rather than a binding document. One of the important
issues under the EU-Chile agreement is the establishment of a Committee on Standards,
Technical Regulations and Conformity assessment in order to create a forum for
discussions of issues relating to reforms in technical regulations sphere.
Technical regulation provisions within the European Association Agreements (EAA)
signed between the EU and candidate countries in the 1990s were the most far reaching
in terms of stated goals. In particular, the candidate countries were obliged to fully
implement rules and procedures equivalent to those applied in the EU. Later all the
candidate countries signed Protocols on European Conformity Assessment and
Acceptance of Industrial Products (PECA). The protocols provided for mutual recognition
on the basis of the acquis communautaire. Although PECAs are relevant to candidate
countries only and were part of the pre-accession strategy, their successful
implementation led the EU to initiate inclusion of similar agreements with the countries of
the Mediterranean region and the CIS. From the point of view of the EU, an important
issue is to improve the process for cooperation and adoption by the Parties of common
standards and approaches in key sectors of technical regulation.

13.1.

TECHNICAL BARRIERS TO TRADE

Non-tariff barriers that are in the form of standards and technical regulations can be
tackled by regulatory cooperation. The TBT (Technical Barriers to Trade) agreement in
the WTO establishes a presumption that countries should use international norms as a
basis for technical regulations. However, under the TBT agreement in the countries may
establish different standards if there are fundamental climactic or technological factors
which make it necessary to have different national standards. Like many countries, Korea
has its own standards-setting procedures which tend to favour domestic producers.
If Korea adopts or harmonises its technical regulations and standards with another
country’s standards (e.g. US standards), which are different from international standards,
then EU exporters will be placed at a disadvantage in the Korean market.
According to the KORUS, both Korea and the US affirm their commitment to comply with
the WTO TBT agreement and in particular with the WTO TBT Committee Decision to
promote reliance on international standards that are consensus based. There are
commitments to co-operate in the development of standards, technical regulations and
conformity-assessment procedures. The KORUS also provides for more transparency
and procedural guidelines for new technical regulations and standards (publication,
timing, possibility to make written comments). Moreover, KORUS will establish a bilateral
committee to strengthen FTA and WTO commitments on TBTs. Many of these
arrangements (such as national treatment) are based on the TBT agreement and could
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be expected of all WTO members to be normal good practice. Some of the provisions go
beyond WTO commitments (i.e. the provision to allow 60 days for written comments on
proposals for new rules and regulations).
Under the special sub-heading of Automotive Standards (Article 9.7) in Chapter 9 on
technical barriers to trade in KORUS, the parties agreed to cooperate in the World Forum
for Harmonization of Vehicle Regulations of the United Nations Economic Commission for
Europe standards for motor vehicle environmental performance and safety.
Although the KORUS approach to TBT has some utility, the TBT provisions of the
KORUS have been criticised by the US industry advisory group. The report of the US
Industry Trade Advisory Committee on Standards and Technical Trade Barriers (ITAC 16)
states:
“The Committee finds that the objectives and priorities it has recommended
to U.S. negotiators have only been partially addressed. KORUS contains
several important improvements in the TBT provisions over previously
negotiated free trade agreements, notably with regard to transparency in
the development of standards, technical regulations, national treatment and
conformity assessment procedures. The Committee commends U.S.
negotiators for achieving these advances.
Nonetheless, the Committee still has serious concerns about the
effectiveness of the TBT provisions in enabling the United States to address
a wide range of technical trade barriers that continue to limit Korean market
access to U.S. industry.”73

EU-KOREA BILATERAL EXPERIENCE
There has been some experience with the Joint Committee between the EU and Korea
seeking to address bilateral issues in the field of technical regulations and standards.
Some progress has been made on issues related to technical regulations and standards
for cosmetics, but issues are still outstanding for automobiles and electronics. Enhanced
mechanisms to deal with technical regulations and standards as well as conformity
assessment procedures are important issues for a number of industry groups in the EU.

13.2.

SUSTAINABILITY IMPACT ASSESSMENT

ECONOMIC IMPACTS
Economic Impact on Korea
For Korea, the greater use of international standards in technical regulations and
standards will involve some competitive challenges for a range of products in the Korean
market place, but there are potential benefits in terms of lowering the cost of effective
access to international markets.

Economic Impact on the EU
For some industries in the EU such as automobiles and the electronics sector, agreement
on common international standards and better co-operation on conformity assessment
procedures are key issues.

73 USTR, Report of the Industry Trade Advisory Committee on Standards and Technical Trade Barriers (ITAC 16),
April 25, 2007.
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SOCIAL IMPACTS
Social Impact on Korea
The direct social impacts on Korea from greater use of international standards are likely
to be very modest. There will be some indirect effects from increased import market
shares in selected industries such as automobiles but this is likely to be offset or more
than offset by increased exports.
Cooperation on voluntary standards such as Corporate Social Responsibility and
ensuring protection of animal welfare could have positive implications for the social
impacts of Korean producers in a range of industries.

Social Impact on the EU
For the EU enterprises and for their workers involved in a number of important industries
such as automobiles and electrical and electronic products, more effective cooperation on
technical regulations and standards are important to ensuring that potential economic
benefits are realised from the EU-Korea FTA in order to offset at least to some degree
increased competitive challenges in the EU market.

ENVIRONMENTAL IMPACT
The connection between technical regulation and standards and the protection of the
environment is not widely recognised, but it is important none the less. As the World Bank
study on International Trade and Climate Change 2008 indicates, the development and
diffusion of clean technologies and environmentally preferred products are the most
effective means to address environmental challenges such as climate change.
Cooperation on voluntary standards, such as Corporate Social Responsibility, protection
of animal welfare and ecolabels could bring environmental benefits from diffusion of best
practice among producers in Korea.
Greater use of international standards for technical regulations and standards and
cooperation in the development of new standards can contribute to the development and
diffusion of clean technologies and environmentally preferred products.
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14. INTELLECTUAL PROPERTY PROTECTION
14.1.

INTRODUCTION

Although there has been progress in recent years, intellectual property issues in the EUKorea FTA negotiations are a sensitive and important set of issues of concern to
European traders and investors and to Korean traders and investors.

14.2.

EUROPEAN UNION: RECENT DEVELOPMENTS

The intellectual property rights (IPR) regime in the EU is governed by both Communitywide legislation and legislation in the Member States, Member States' legislation takes
into account Community legislation, and commitments under international agreements,
including the European Patent Convention, World Intellectual Property Organization
(WIPO) conventions and treaties, and the WTO TRIPS Agreement. Intellectual property
legislation is considered fundamental to the achievement of the Lisbon objectives.
Trade Marks and Industrial Designs
The accession of the EC to the Madrid Protocol took effect on 1 October 2004. Trade
mark owners from Member countries of the Madrid Protocol are able to designate the EC
in their application for international trade mark registration. If not refused by the Office for
Harmonization in the Internal Market (OHIM), protection is effective in all 25 EC Member
States as if it had been applied for or registered directly with OHIM. The owners may also
use a trade mark application filed or registered at OHIM as the basis for an international
74
application under the Madrid Protocol. The Commission also enacted a Regulation to
amend rules for the implementation of existing EC trade-mark legislation with the
objective of clarifying the registration procedures and the challenge or opposition
75
procedure and to facilitate electronic filing.
Patents
76

Procedures for filing patents can be carried out at the national and international levels.
The Commission has launched a review of its patent policy, as part of a general effort to
harmonize the internal market, by focusing on three main issues: possible introduction of
a Community patent, improvements to the current system, and the determination of
77
possible areas for harmonization.
Further to a comprehensive consultation exercise
launched on 16 January 2006, a public hearing on the contemplated reforms was held on
12 July 2006. More than 2,500 submissions were received.
The proposal for a single EC patent was originally presented in 2000 and a common
78
political approach was reached in 2003. Disagreement over translation requirements
and jurisdictional issues has so far prevented final agreement on the introduction of the
EC patent. Another pending issue was the reform of the European Patent Convention, to
which the EC is not party, while all of its Member States are. Some of these Member
States have been engaged in the establishment of a European Patent Litigation
79
Agreement (EPLA). EC legislation covers some of the areas under consideration in the
ongoing EPLA negotiations, e.g. Council Regulation No. 44/2001 on recognition and
enforcement of judgements, and Directive No. 2004/48/EC on enforcement of intellectual
property rights through civil procedures.

74

For further details on the EC's accession to the Madrid Protocol, see WTO (2004).
Commission Regulation No. 1041/2005 of 29 June 2005.
76 See WTO (2004), for a description of the procedures at these levels.
77 Commission, Press Release IP/06/38 of 16 January 2006.
78 See WTO (2004), for further details.
79 European Commission European Commission (2006f), Questionnaire on the Patent System in Europe, 9
January 2006, Brussels.
75
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Regulation No. 816/2006 on compulsory licensing of patents relating to the manufacture
of pharmaceutical products for export to countries with public health problems was
adopted on 27 May 2006. With this Regulation, the EC has created a legal basis for the
granting of compulsory licences for export purposes, as foreseen by the WTO General
80
Council Decisions of 30 August 2003 and 6 December 2005.
Geographical Indications
Council Regulation No. 510/2006 of 20 March 2006 repealed Council Regulation N°
2081/92 on the protection of geographical indications and designations of origin for
agricultural products and foodstuffs. The new legislation, i.e. Council Regulation No.
510/2006, addressed the following issues:
•

clarification and simplification of the registration procedure;

•

a better definition of responsibilities between Member States and the Commission;

• clarifying that GIs corresponding to geographical areas located in other WTO
Members may apply for registration in the EC;
• opening registration directly to producer groups in third countries and not through their
national administration; and
• clarifying the procedures concerning amendments to specifications, objections, or
81
cancellation in the event of failure to respect specifications.

Enforcement
Commission Regulation No. 1891/2004 of 21 October 2004 lays down provisions to
implement Council Regulation No. 1383/2003, which concerns IPR enforcement at the
EC's external borders.
In November 2004, the Commission adopted a strategy to improve IPR enforcement in
82
third countries.
The strategy proposed the identification of priority countries and the
implementation of measures such as technical assistance, awareness raising, and
political dialogue. The EC is also reviewing the IPR chapter of its bilateral agreements to
address enforcement concerns, and has appointed IPR experts in the EC delegations in
various third countries. In 2005, it launched a survey covering IPR enforcement in some
83
40 countries; the results of the survey were announced in October 2006. The results of
the increased seizures of counterfeit goods and the survey of European business has
reinforced EU interest in strengthening collaboration with partner countries on
enforcement of Intellectual Property rights especially in the area of counterfeit goods.

14.3. REVIEW OF THE LEGAL FRAMEWORK FOR PROTECTION OF INTELLECTUAL
PROPERTY RIGHTS IN KOREA
Korea's extensive range of intellectual property legislation has been largely brought into
compliance with WTO requirements under TRIPs and Korea has joined a number of
international conventions. Korea joined the Madrid Protocol on 10 April 2003 and the
Trademark Law Treaty on 25 February 2003. Korea now participates in eleven out of
21 treaties administered by the World Intellectual Property Organization (WIPO). It also
accepted the Amendment to Article 9(3) of the WIPO Convention on 20 April 2000 and is
a signatory to the Patent Law Treaty. Korea has implemented IPR legislation that the
authorities believe complies fully with the WTO TRIPS Agreement. The TRIPS Council
reviewed Korea's IPR legislation in 2000. Korea's accession to the WIPO Copyright
Treaty took effect on 24 June 2004.

80

European Commission, Press Release IP/06/550 of 28 April 2006.
COM(2005) 698 final/2. Brussels.
82 Commission Press release IP/04/1352 of 10 November 2004.
83 The survey was viewed at: http://ec.europa.eu/trade/issues/sectoral/intell_property/survey2006_
en.htm.
81
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Below is a brief review of selected key elements of the legal framework for protection of
intellectual property rights in Korea.
Patents and utility models
Revisions in 2001 to the Patent Act of 1947 strengthened the application process, and
covered disclosure of patents by electronic means (e.g. the Internet). The Korean
Intellectual Property Office (KIPO) may grant on request a compulsory non-exclusive
licence to work a patent if the holder has not worked it for more than three consecutive
years.84 To date, no compulsory licences have been issued. Patent protection is for 20
years from the date of filing (extendable for up to five years for pharmaceuticals and
agricultural chemicals undergoing certain market-approval procedures). Both product and
process patents may be granted.
The Utility Model Act (1961, last amended in 2001 to expand the scope of utility models)
protects utility models for ten years from the date of filing the application. Commercial
acts of manufacturing, assigning, leasing or importing are deemed to infringe the
exclusive right of the registered or licensed holder.
Trade marks
Legislation was changed in to reflect the Madrid Protocol and the Trademark Law Treaty.
These revisions affected the procedures for transforming an international registered trade
mark into a national application, and simplified the formalities for preparing requests and
submitting various petitions and certificates. Clarifications of the trade mark law were
brought into effect in January 2005 and included provisions for collective management as
well as revisions to the formalities for registration.
Copyright and related rights
The Ministry of Culture and Tourism (MOCT) handles copyright protection. Changes have
mainly incorporated internet and digital technology developments. The production or
provision of devices or services for circumventing copy control technology was prohibited,
and a "notice and takedown system" was introduced to provide legal incentives for online
service providers to promptly close down infringing materials at the right-holders' request.
Non-original databases also became protected sui generis. Legislative amendments are
intended shortly to provide performers and phonogram producers with interactive
transmission rights in accordance with the WIPO Performances and Phonogram Treaty
1996 (WPPT).
Copyright protection for authors is life plus 50 years. Neighbouring rights are also
extended for 50 years for performances, sound recordings, and broadcasts. Databases,
including compilation of data in machine-readable form, can be protected by copyright.
Compulsory licences may be granted under strict procedural conditions: five (one on
foreign works) have been granted. Copyright also applies to "interactive transmissions"
for authors.85 The Online Digital Contents Industry Development Act, passed in 2002,
protects intellectual property rights on online digital material.
Computer programs are protected under separate legislation (the Computer Program
Protection Act of 1986, administered by the Ministry of Information and Communication
(MIC)). Transmission rights were introduced in December 1998. Revisions from 1 July
2003 tightened liability of internet service providers for copyright infringements. The right
holder has the exclusive right to copy computer programs, excluding temporary copies.
Protection of programs is for 50 years from the year following its publication.

84

Except for semi-conductor technology, this is only possible after four years of the patent period,
and when consultations with the patent holder or exclusive licensee were not impossible or enabled no
agreement.
85 The Copyright Act is to be amended in 2004 to extend this right to performers and phonogram
producers.
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Amendments to the Sound Records, Video Products and Game Software Act in January
2004 sought to eliminate loopholes concerning illegal importation and distribution of
videos by requiring applicants for rate classification to present documentary evidence of
the due right to produce or distribute videos.
Trade secrets
The Unfair Competition Prevention and Trade Secrets Protection Act (1961) protects
trade secrets. These are infringed when such information is acquired by an "act of
improper acquisition" (e.g. theft, deception or coercion), or subsequently used or
disclosed. Injunctions against disclosure may be obtained, and damages awarded for
infringement. Legislative amendments in 2003 introduced compensation payments to the
aggrieved party of two to ten times the unfairly gained profit; broadened the scope of
trade secrets to include operational secrets (e.g. business strategies); and extended the
coverage to include not only individuals but also relevant organisations and businesses
that infringe trade secrets.
Confidential data submitted to authorities for marketing approval of pharmaceuticals and
agricultural chemicals are prohibited from public disclosure unless the authorities see
such a need (Agrochemicals Control Act and the Pharmaceuticals Affairs Act). Penalties
are up to three years imprisonment or fines of up to W 10 million for pharmaceuticals and
W 15 million for agro-chemicals. Unfair commercial use of such data is also prohibited.
Similarly, officials involved in registering lay-out designs for semi-conductor integrated
circuits must maintain confidentiality (Act on Lay-out Designs of Semi-conductor
Integrated Circuits). Imprisonment of up to two years or fines of up to W 5 million apply.
Geographical Indications
Korea protects geographical indications (GIs) under different legal provisions. The Unfair
Competition Prevention and Trade Secrets Protection Act prohibits, as unfair competition,
use of marks identical or similar to another person's name, trade name, emblem or any
other well known mark, including selling, distributing, importing or exporting goods so
marked, that would mislead the public on the place of production. The Fair Labelling and
Advertising Act also prevents deceptive labelling and advertising, including any vague or
false labelling or advertising that may mislead consumers on the product's origin.
Trade marks legislation prevents registration of trade marks consisting of a "conspicuous
geographical name". Imports or exports with false origin indications or infringing GIs are
prohibited (Foreign Trade Act).
The Agro-Fisheries Product Quality Management Act (1999) specifies GIs for agricultural
and fish products.
These must be registered with the Geographical Indication
Registration Council of the National Agricultural Products Quality Management Service or
of the National Fishery Products Quality Management Service. Foreign GIs registered
according to the same procedures and criteria as for domestic goods are protected in
Korea under several laws, such as the Trademarks Act and the Unfair Competition
Prevention and Trade Secrets Protection Act. Using a false mark of a registered GI on
agricultural or fishery products is subject to imprisonment of up to three years or a
maximum fine of W 30 million.
Any trade mark containing geographical indications for wines or spirits originating in any
WTO Member cannot be registered (Trademark Act, Article 7(1)(xiv)). The use of GIs to
identify wines or spirits that do not originate in the place indicated by the GI is prohibited,
even if the true origin is given or the GI uses expressions like "kind", "type", "style", or
"imitation".

14.4.

EU-KOREA ISSUES IN INTELLECTUAL PROPERTY RIGHTS

In the Korea-EU Joint Committee meetings, the protection of IPR has been one of the
main issues of interest for the EU. During consultation with the EUCCK, it became clear
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that, the status of Korean legislation has improved, but mainly the problems were focused
on implementation and enforcement. To give an example, under the current Korean law,
a person found guilty of trademark infringement may be sentenced up to maximum of 7
years imprisonment or up to 100,000,000 KRW (approximately 80,000 euros) in fines. In
reality, the Korean courts are very reluctant to sentence actual jail terms. Furthermore,
the fines issued by the courts are nominal. Thus, there is a lack of deterrent effect on the
infringers of intellectual property rights. For example, to a counterfeiter whose net yearly
profit is more than 80,000 euros, a modest 400 euros fine once or twice a year is just a
cost of doing business, not a deterrent.86
Despite the general lack of will by the government enforcement agencies, there are other
enforcement bodies who work towards improving IPR enforcement. The Korea Customs
Service, for example, applies innovative methods and modern working tools to control
goods, allowing for an efficient risk management, also in relation to IPR infringing goods,
which should be continuously optimised. Customs competences to control goods at the
border (incl. IPR enforcement) should apply to all customs procedures or regimes.87 For
domestic issues, the National Police Agency and/or the Prosecutors Office have the
jurisdiction and authority and they are less proactive.
Another issue with IPR implementation is lack of capacity to deal with a large number of
IPR cases. According to Ministry of Justice, currently there are 35 prosecutors assigned
to IPR related cases. However, the problem is that although these prosecutors are
assigned to IPR department, not all of their workload is related to IPR issues. EUCCK
was often informed that the prosecutors are overburdened because they have to handle
“other criminal matters.”
Another area of IPR implementation problem that is fast expanding is in the e-commerce.
Korea is very strong on e-commerce, thus internet has become a popular business tool
for counterfeiters. In terms of trademark infringement enforcement by the Korean
government, again, there is a lack of will power and effort to enforce. The National Police
Agency has a special force called the “Cyber Police,” however very little enforcement
actions are actually conducted for IPR infringement matters. This is a systematic problem.
Internet enforcement is difficult and time consuming because the criminal is not readily
apparent. Most internet-based offenders also do not carry a large quantity of inventory (it
is the nature of the internet based business). Furthermore, due to the courts’ ‘weak’
punishment, many internet offenders receive little or no punishment, thus further
demoralizing the enforcement agencies.
In Korea, most cases of IPR infringements suffered by European right holders relate to
registered trade marks, designs, copyright and related rights. These infringements affect
mainly the sectors of fashion and luxury goods, as well as music industry and video
games (in particular online piracy).
There are also issues with aspects of intellectual property rights in the pharmaceuticals
sector. Regulatory data protection (RDP) needs to be improved. The implementation of
RDP legislation for an effective period, in accordance with EU standards, is an essential
component of Korea’s compliance with the intellectual property protection norms.88
In terms of patent protection, the European Pharmaceutical industry contends that Korea
should modify its Supplementary Protection Certificate mechanism which is meant to
extend the patent protection to reflect the time lost between filing of the patent and actual
marketing approval of the pharmaceutical product. The current system in Korea takes into
account in the calculation of the supplementary protection period only the delays between
filing of the patent and grant of the marketing authorisation involving trials conducted in

86

CEPS & KIEP, A Qualitative Assessment of the Potential Free Trade Agreement between the
European Union and South Korea, DG Trade, November 2007, p 37.
87

In particular, customs powers should include control of goods in transit or transhipment.
European Federation of Pharmaceutical Industries and Associations, (EFPIA), EU-Korea FTA;
Pharmaceutical Sector Summary of Priority Issues.
88
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Korea - effectively discriminating against foreign products. The system does not provide
the same type of protection as the EU system which does not make such distinction.
Other issues include the need to implement procedures for reversing the burden of proof
in cases in which a patent owner asserts infringement based on a product being made
from a patented process, and the introduction of a mechanism linking the drug registration
to patent protection (so-called “patent-linkage”).
Estimates indicate that the counterfeiting sector represents a revenue of 800 million € for
the Korean economy, corresponding mainly to local production, even though there is a
trend of relocating manufacturing of counterfeit goods in China. For trademarks and
designs, one important problem is the large number of locally produced counterfeit goods
that can be found in retail shops and markets. But many of such goods are also for export
(in particular to Japan); Korean fakes are famous for their quality.
Copyright piracy (books, entertainment software and domestically copied optical discs) is
widespread in South Korea as well as Internet piracy. Broadband access is at 80%
household’s penetration (the highest in the world). Downloads from unauthorised sources
have increased sharply over recent years resulting in that legitimate music sales have
fallen by more than 55% since 2001.
Enforcement mechanisms are available and effective in a number of sectors, but still
unable to tackle the problems listed above. On certain sectors, such as entertainment
software, the situation has worsened over the last years and should be seriously
addressed by Korean authorities.
Authorities are generally only willing to take enforcement action where low quality
counterfeits are found; high quality counterfeits are not perceived as a priority to target.
Recent positive initiatives include:





14.5.

Some actions taken in order to address the vast problem of music piracy
(international and domestic recording industry) , in particular amendments to the
Copyright law or proposal of creation of a “Joint Enforcement Agency”;
The recent creation of an Investigation Centre on IPR Violations in the Supreme
Public Prosecutor’s Office and in major district public prosecutor’s offices; and
The activities undertaken by the Korean Intellectual Property Office (KIPO) against
IPR infringements (provides information to public agencies, assist in conducting
crackdown activities, etc.).

INTELLECTUAL PROPERTY RIGHTS IN OTHER FTAS

We review briefly how intellectual property rights have been addressed in other FTAs that
have been negotiated by the EU or by Korea.

EU-CHILE FTA
The EU-Chile FTA contains an intellectual property rights chapter but it contains few
substantive provisions essentially reaffirming the multilateral commitments and
obligations under the WTO and various intellectual property conventions.

EFTA-KOREA FTA
The EFTA-Korea FTA is analogous to the EU-Chile FTA and reaffirms multilateral
commitments under the WTO and intellectual property conventions.

KOREA- US FTA
In the Korea-US FTA, the major issues covered by the Agreements on Protection of
Intellectual Property Rights were copyrights, trademarks and patents, followed by its
enforcement. The Korea-US FTA revises and elaborates the substantive provisions for
protection of intellectual property rights in legislation and provides detailed measures for
strengthening the enforcement processes.
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Copyrights
As for copyrights, first, both parties agreed on extending the terms of protection until the
death of the author or 70 years, with a grace-period of 2 years after becoming effective.
Second, claims for broadcast compensation were set as an exception to national
treatment. Third, ‘temporary’ copies are allowed, such as temporary storing in the
computer RAM drive, with an exception made for ‘fair use’. Fifth, circumvention of
technical safeguards is prohibited, with the possibility of discussing additional exceptions.
Sixth, there were agreements reinforcing liabilities of Internet Service Providers for
copyright infringement. Seventh, prohibition of receiving or distributing encrypted satellite
signals was agreed upon. Eighth, government agencies are required to use legitimate
computer software.

Trademarks
The coverage of exclusive validity of trademarks is limited to designated products and
‘identical, similar’ products. Trademarks are granted as ‘first-in-time, first-in-right principle’
to trademarks and geographical indications (GIs), which needs improvement in the
Korean system. That is, the Korean government promised to revise its domestic rules on
GIs. Both sides will abolish requirements for license recording and provide protection for
sound marks, scent marks, and certification marks.

Patents
Both countries will introduce compensation for delays in granting patents when the
registration is delayed 4 years after application and 3 years after judgment. The extended
patent terms to 20 years after application. Also, the grace-period for publication will be
extended from 6-months to 12-months as well as reinforcing standards for patent
invalidations by abolishing conditions not in use.

Enforcement
For uniform enforcement, both countries worked on the system of compensation for
damages on infringements of trademarks and patents, in order to decide the maximum
and minimum compensation beforehand, not interfering with the principles of actual
compensation for damages. The court of justice will prohibit exporting products which
infringe intellectual property rights, while the judicial authorities will prosecute
infringements of intellectual property rights without accusation. Moreover, both sides will
introduce a report system on suspicious products infringing copyrights that will
automatically suspend export and inform the owner.
In the further negotiation completed in 30 June, the United States and Korea, both
agreed to provide a waiver on disputes for eighteen month after the launch of the FTA in
the fields of the violation of IPRs of the pharmaceuticals.
The Korean government has become more active in the protection of IPRs, as it observes
rapidly growing cases of the violation of the protection of trademarks and copyrights of
Korean companies and rights holders in China.

14.6.

CURRENT ISSUES

ENFORCEMENT
As indicated above the most pressing issue in Korea with respect to protection of
Intellectual Property Rights is enforcement. Some recent progress has been made but
much more needs to be done.

LEGAL FRAMEWORK
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Copyright
Currently, Korean law does not extend the reproduction right to cover copies made in the
temporary memory of a computer, a significant and still growing manner for use of
copyrighted works. The Copyright Act and Computer Program Protection Act, Korea’s two
principal copyright laws, should be strengthened by revising the laws to clarify that the
copyright owner has the exclusive right to make copies, temporary or permanent, of a
work or phonogram.
While certain provisions of the Copyright Act defining Internet Service Provider liability
were harmonised with the Computer Program Protection Act (CPPA) in 2003, further
clarification could be appropriate. The Copyright Act amendments still leave unclear the
scope of the underlying liability of service providers and the limitations on and exceptions
from liability. Private copy exceptions in Articles 27 and 71 of the Copyright Act should be
re-examined in light of the growth of digital technologies. These exceptions generally
should not be applicable to the Internet environment, which by its very nature extends far
beyond private home use.
Korea currently provides copyright protection for the life of the author plus 50 years. In
line with international trends, Korea could extend the term of copyright protection for
works and sound recordings to the life of the author plus 70 years or 95 years from date
of first publication where the author is a legal entity.
Data Protection
KFDA decided on March 31, 2005 that different versions of original drugs undergoing
post-marketing surveillance (PMS) in Korea are subject to Korea's data protection
regulations. This means that manufacturers have to supply a full portfolio of clinical data
in order to obtain market approval if they intend to market their drug while the original
drug is still under PMS, as required by Article 39.3 of the WTO TRIPS Agreement.
Book and Video-DVD Piracy
The "Publication and Printing Business Promotion Act" allows private sector involvement
in enforcement measures against book piracy. Pirated audio-visual DVDs, sold on the
street by informal vendors, continue to be a problem in Korea. This type of piracy in Korea
is increasing due to the growing sophistication of illegal production facilities and advanced
distribution technologies. Meeting this digital piracy challenge requires stronger
enforcement efforts and deterrent penalties.
Patent and Trademark Acts, and Trade Secrets
There is a lack of coordination between KIPO and the Korean Food and Drug
Administration, which results in the granting of marketing approval for products that may
infringe on existing patents. A related problem is that foreign firms have also pointed to
the Korean Patent Court's apparent unwillingness to provide injunctive relief in cases
where a right holder's patent has been infringed upon, allowing the infringing products to
remain on the market until a final determination has been made. Although the Patent
Court has the authority to issue injunctive relief, in practice it never does.
Korea's Trademark Act has been amended over the years to strengthen provisions that
prohibit the registration of trademarks without the authorization of foreign trademark
holders, by allowing examiners to reject any registrations made in "bad faith." Despite this
change, the complex legal procedures that EU companies must follow to seek
cancellation discourages EU companies from pursuing legal remedies. In particular these
problems still arise with respect to "sleeper" trademark registrations filed and registered in
Korea without authorization in the late 1980s and early 1990s, when KIPO was still
developing a more effective and accurate trademark examination and screening process.
These registrations are not challenged and removed even though Korea is a party to the
Madrid Protocol, an international trademark application system and appear to be clear
infringements of the rights of legitimate trademark owners.
Korean laws on unfair competition and trade secrets provide a basic level of trade secret
protection in Korea, but are insufficient in some instances. For example, some foreign
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firms, particularly certain manufacturers of chemicals, pet food, and chocolate, face
continuing problems with government regulations requiring submission of very detailed
product information, such as formulae or blueprints, as part of registration or certification
procedures. Although the release of business confidential information is forbidden by
Korean law, in some instances, government officials do not sufficiently protect this
proprietary information and the trade secrets were made available to Korean competitors
or to their trade associations.
Because Korea has one of the highest levels of broadband Internet penetration in the
world, there are challenges to develop an effective response to the challenges posed by
the changing nature of digital copyright piracy. New legal tools should be adopted and
existing laws should be amended to adapt to the changes brought about by technological
innovation so that on-line piracy rates do not grow and affect the revenues of both
domestic and foreign recording industries.

14.7.

SUSTAINABILITY IMPACT ASSESSMENT

ECONOMIC IMPACTS
Economic Impact on Korea
The key economic issues for Korea are the challenge of moving from an economy where
intellectual property enforcement has been weak to an economy with better protection of
intellectual property rights. Korean enterprises and consumers will have costs from
foregoing infringing products, but the Korean economy will benefit from improved
incentives for investment and innovation with better protection of intellectual property
rights.
While FDI is the most important means of transferring technology, weak intellectual
property rights (IPR) regimes (or regimes perceived as weak) often inhibit diffusion of
specific technologies. The response of European based multinational enterprises as with
other developed country firms, which are subject domestically to much stronger IPRs, is
often to transfer little knowledge along with the product or to engage in only a limited
range of manufacturing or processing activities, thus impeding widespread dissemination
of innovative technologies. Increased FDI is one of the important potential benefits of the
EU-Korea FTA, but the stimulus to FDI will be influenced by the extent to which IPRs can
be more effectively implemented and enforced.
One issue that is challenging or is perceived as challenging on the Korean side is the
protection of Geographical Indications. As the analysis in the Agriculture Chapter above
indicates a number local food products in Korea use geographic designations in their
branding. In fact many of these terms are not actually protected as Geographic
Indications and if they were would be subject to Korean laws at present. Among the
examples cited as sources of concern were names that were sufficiently generic as to not
be protected by GI. As an example Camembert Cheese would not be protected but
“Camembert de Normandie” would be protected under the European approach. These
issues can be clarified in the negotiations of the FTA.

Economic Impact on the EU
For a variety of enterprises and traders in the EU the effective protection of intellectual
property rights is an important issue in the EU-Korea FTA. Certainly for producers of
luxury products, for audio visual products and for chemicals and pharmaceuticals, among
others, more effective protection of intellectual property rights is a key issue. Potential
benefits from increased trade and from FDI of the EU-Korea FTA will depend upon the
extent to which there is better enforcement of intellectual property rights.
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SOCIAL IMPACTS
Social Impact on Korea
The social impacts on Korea stem from challenges to manage the adjustment and
transition costs of better and more effective enforcement of intellectual property rights.
The most concentrated social impact could be on enterprises in the food sector that use
Geographical Indications in their branding. The enterprises and their employees using
geographical designations, which could be protected and which are not currently
enforced, could be adversely affected by the costs involved in re-branding these products.
However, as is discussed above the actual number of such cases is likely to be small
since many of the items cited as a source of concern by Korean enterprises would not be
protected as Geographical Indications and if they are Geographical Indications could be
subject to action under existing legislation.

Social Impact on the EU
For the EU enterprises and for their workers involved in a number of important export
industries such as luxury goods, audiovisual products, pharmaceuticals and diversified
manufacturing industries, more effective protection of intellectual property rights is critical
to ensuring that potential economic benefits are realised from the EU-Korea FTA.

ENVIRONMENTAL IMPACT
The connection between protection of intellectual property rights and the protection of the
environment is not widely recognised, but it is important none the less. As the World Bank
study on International Trade and Climate Change 2008 indicates, the development and
diffusion of clean technologies and environmentally preferred products are the most
effective means to address environmental challenges such as climate changes if
Malthusian outcomes are to be avoided.
Just as the development of effective property rights systems for common property
resources such as fisheries can contribute to better and more sustainable resource
management, the protection of intellectual property rights can contribute to FDI and to the
development and diffusion of clean technologies and environmentally preferred products.
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15. INVESTMENT AND ECONOMY WIDE EFFECTS
15.1.

THEORETICAL BACKGROUND

As both Korea and the EU are large and mature economies already very open to
international trade, theory would suggest that a significant part of the overall impact of an
EU-Korea FTA will come through increased investment and larger capital accumulation.
Increased investment in a context of free trade agreements between mature economies
comes mostly through three inter-dependant ways: one is an expected increase in foreign
direct investment, from both the signatories to the FTA and from other trading partners
willing to take advantage of the benefits offered by the FTA; the second is an expected
increase in domestic investment because of competitive reaction by local producers, the
third one is through the expected increase in technology content of investment
accelerating the convergence process between the FTA signatories.
Economic growth literature has repeatedly analysed the effect of investment and foreign
direct investment on growth. Results show that investment has positive effect on growth,
although the impact of FDI is more ambiguous. The following sections provide a short
reminder of the main theoretical elements of the discussion.

INVESTMENT AND GROWTH
According to economic literature, equipment investment can promote economic growth.
The purchase and the use of machines embodying the most advanced technological
knowledge allow increasing the GDP. According to De Long and Summer (1991),
Economic historians note that mechanization played a central role in the economic growth
and that the richest countries are those that were first in inventing and applying capital
intensive technologies (Pollard, 1982). The history of economic growth is often written as
if nations and industries either seized the opportunity to intensify their specialization in
manufactures and grew rapidly, or failed to seize such opportunities and stagnated
(Rostow, 1958; Gerschenkron, 1962).
Second, new growth theories consider that equipment investment affects economic
growth through positive spillovers (Romer, 1986). It is natural to think that spillovers are
larger in some sectors than others. Manufacturing accounts for 95% of private-sector
research and development in America, and within manufacturing the equipment sector
accounts for more than half of research and development (Summers, 1990). Exploring the
possible special role of equipment investment seems worthwhile: it is a natural place to
expect external economies and linkages to be important.
Korea has a high growth and a high rate of capital accumulation. Several empirical
studies show also that the growth of the East Asian developing countries can be
explained by the accumulation of factors of production, especially physical capital (Young,
1995; Collins and Bosworth, 2003).

FDI AND GROWTH
Many economists show that FDI plays positive role in economic growth. FDI can increase
the domestic investment. The economic benefits of FDI result from positive spill-over from
the presence of foreign firms that:
•

trigger transfers of technology

•

facilitate the restructuring of firms

•

promote international trade

•

strengthen competition

•

support human capital formation
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According to Maddison (1984) and Abramovitz (1986), the greatest advantage latecomers have in economic development vis-à-vis front-runners is the technological gap
between them. Late-comers can increase the productivity by adopting advanced
technology so that they can catch up with front-runners. The foreign direct investment
allows this technological transfer. Thus, it generates positive spillovers on domestic
investment.
However, the results of empirical studies on the positive spillovers generated by FDI for
host countries are ambiguous at both the micro and macro levels (Alfaro, 2003). For
example, positive effects of FDI spillovers are revealed by Caves (1974) in Australia and
by Kokko (1994) in Mexico. However, Haddad and Harrison’s (1993) findings in Morocco
and Aitken and Harrison’s (1999) in Venezuela do not support the positive spillovers
hypothesis.
In a recent survey of the literature, Hanson (2001) argues that evidence that FDI
generates positive spillovers for host countries is weak. In a review of micro data on
spillovers from foreign-owned to domestically owned firms, Gorg and Greenwood (2002)
conclude that the effects are mostly negative.
Reviewing the micro literature Lipsey (2002) argues that there is evidence of positive
effects of FDI (Alfaro, 2003). However, surveying the macro empirical research led Lipsey
to conclude that there is no consistent relation between the size of inward FDI stocks or
flows and the economic growth. Moreover, there is need for more consideration of the
different circumstances that obstruct or promote spillovers. Borensztein et al. (1998), Xu
(2000), and Alfaro et al. (2003) suggest that educational level, development of local
financial markets, and other local conditions play an important role in allowing the positive
effects of FDI to materialize. The growth performance of Korea, as other East Asian
developing economies, depends also on the ability to acquire and adapt foreign
technology (Harvie and Lee, 2003).
The effect of FDI in host country may depend on the sector. Alfaro (2003) shows that
foreign direct investments in the primary sector tend to have a negative effect on growth,
while investments in manufacturing have a positive one.
Finally, many empirical studies have linked FDI with innovation and technology catch-up.
Innovation is a complex and poorly understood phenomenon, but according to OECD
(2006), among measures promoting growth, openness to foreign investment is important
because foreign-performed R&D has a significant effect on domestic multifactor
productivity growth. FDI also is a source of extra capital, encourages efficient production,
stimulates technology transfer and fosters the exchange of managerial know-how (EU
foreign direct investment yearbook 2007). Thus, it can improve the productivity of
business and to make economies more competitive.

15.2.

OVERVIEW OF INVESTMENT IN KOREA

MACROECONOMIC REVIEW
In 2006, Korea remains one of the fastest growing economies in the OECD as its GDP
growth accelerated to its fastest rate in four years, reaching now a rate at 5%. This
acceleration spurred by a recovery in domestic demand and strong exports. In 2007, a
continued expansion in investment, particularly in manufacturing, and a recovery in
construction have underpinned a rebound in domestic demand over the year.
The following chart introduces this section by showing the contributions of each GDP
components since 2002. It clearly shows that the high GDP growth in 2006 is mostly
explained by higher contributions of private consumption and net exports but also by the
increasing contribution of investment. Indeed, the increase in total investment contributed
1.0 percentage point to overall GDP growth.
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Figure 15.1: Role of Investment in Economic Growth in Korea
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The total investment in Korea is considered as a driver of the economy because the ratio
of total investment over GDP remains very high over a long period. Moreover, this ratio is
stable since the end of the Asian financial crisis, at around 30%.
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Figure 15.2: Long-term Evolution of Investment Spending in Korea
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To have a global investment overview, the table below gives an international comparison
on few indicators related to GDP and investment. It shows that Korea has still a very high
share of GDP devoted to capital accumulation despite the maturity of the country in terms
of global levels of development: only China, in our short sample, has a (much) higher
investment ratio than Korea, and the Korean ratio is significantly above the average for
the OECD.

Table 15.1: Comparison of Investment Effort in Various Economies
2005-2006

GDP growth

Investment
growth

Korea

5.0

3.2

Total
investment
(% GDP)
29.0

China

11.1

14.8

41.5

Indonesia

5.5

5.8

24.0

India

9.4

15.3

29.5

Brazil

3.7

8.7

16.8

Russia

6.7

9.7

17.8

OECD
average

2.8

4.8

20.7

Source: World Bank, OECD.

The breakdown of total investment by component reveals the very large share of nonresidential construction (44% in 2006), which includes fixed structures for companies
expanding their production facilities, but also commercial investment (e.g. shopping
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centres) and spending on infrastructures (e.g. roads, ports, etc.) Investment in nontransport equipment (machinery, identified in Korean statistics as “metal products and
machinery”) has a relatively stable share in total investment, hovering between 15% and
20%.

Figure 15.3: Breakdown by Type of Investment
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As suggested in our short review of the theoretical discussion on FDI, investment and
growth, the relationship between these three variables is highly dependent on the overall
“business environment” in which companies operate. Anecdotal evidence also suggests
that improvements in this business environment made to attract further FDI have a
strongly positive effect on the total investment performances.
The qualities of Korea’s business environment are therefore critical in assessing the
potential impact of higher FDI and higher investment induced by the FTA.
There are many different ways to analyze the business environment, and there are
identically many different sources with specific methods or particular angles.
Here, we first use the World Bank’s Governance Indicators, separated into six
dimensions: political stability, government effectiveness, regulatory quality, voice and
accountability, rule of law and control of corruption. We use TAC’s statistical
harmonization of the indicators in order to allow an easier comparison, between indicators
and across countries. This statistical harmonization brings all indicators on a scale from 1
(best possible measure) and 100 (worst possible measure). The tables below provide the
comparison between Korea on one side, other developing countries in Asia and some EU
member states on the other. The chart after the table illustrates Korea’s relative
performances against the averages for the emerging and developed markets. It shows
that improvement are still possible to bring Korea’s environment closer to the situation in
the large EU member states, notably for the Rule of Law, Regulatory quality and Control
of corruption.
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Table 15.2: Business Environment and Governance Indicators
KOREA
INDONESIA THAILAND MALAYSIA PHILIPPINES
2000 2006 2000 2006 2000 2006 2000 2006 2000 2006
Voice and Accountability
Political Stability
Government Effectiveness
Regulatory Quality
Rule of Law
Control of Corruption

28
33
33
31
29
52

25
26
28
27
29
52

56
77
61
50
66
78

49
61
60
47
63
77

31
27
48
33
36
58

55
57
45
34
44
65

53
31
32
35
38
46

51
28
28
27
32
51

39
54
55
40
59
67

47
63
51
43
55
75

FRANCE
GERMANY
SPAIN
UK
ITALY
2000 2006 2000 2006 2000 2006 2000 2006 2000 2006
Voice and Accountability
Political Stability
Government Effectiveness
Regulatory Quality
Rule of Law
Control of Corruption

15
16
33
23
14
20

8
25
24
19
16
26

9
8
61
11
6
8

6
17
17
12
6
18

11
18
48
15
14
21

17
28
28
19
20
32

10
12
32
7
5
5

8
25
10
4
7
16

17
19
55
25
26
32

15
29
43
24
36
52

Figure 15.4: Business Environment and Governance Indicators
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Source: World Bank, TAC.
More detailed items that are relevant to assess the business environment and therefore
the potential improvement related to higher investment and larger foreign investments are
provided by the World Bank again in its annual survey “Doing Business In…”.
Here again, Korea exhibits favourable readings for most items, but we observe a very
th
wide range of rankings: while the ease of doing business puts Korea at the 30 position in
the global analysis of the World Bank, and despite the very positive performance for
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trade-related items, starting a business, employing workers, protecting investors, paying
taxes, and to a lesser extent getting credit are much poorer: the implication of the signing
of FTAs with developed economies like the US and the EU should lead to a significant
improvement in most of these “poor” indicators.

Table 15.3: Korea's Ranking in Doing Business 2008
Rank
Ease of Doing Business

30

Starting a business

110

Dealing with Licenses

22

Employing Workers

131

Registering Property

68

Getting Credit

36

Protecting Investors

64

Paying Taxes

106

Trading Across Borders

13

Enforcing Contracts

10

Closing a Business

11

Source: World Bank.
The last angle through which the analysis of investment has to be conducted is related to
the technological content of capital accumulation. In most countries, governments use tax
incentives, grants, or a combination of both to encourage technology-intensive
investments and research spending by corporations. Korea mostly uses financial market
interventions to encourage firms to pursue R&D, including directed credit schemes.
The simplest way to assess the situation in Korea is to look at some of the key
characteristics of R&D, including expenditures and human resources.
th

The ratio of R&D investment to GDP was 2.85% which puts Korea as the 10 mostresearch intensive country in the world, even though the size of the Korean economy
implies that the absolute amounts spent are way below the spending registered in the
largest economies like the US or even China. The dominant share of this R&D spending
is financed by companies.

Figure 15.5: R&D Investment (2005)
R&D spending as a % of GDP
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The observation of the number of researchers (divided by the population) points towards
the same positive R&D position of Korea, even though with more nuances (for instance,
the Korean figure is identical to the OECD average, while it is notably above the average
for R&D spending).

Table 15.4: Human Resources in R&D (2005)
number of researchers (per
1000 persons)
9.6
10.4
6.9
6.1
6.9
1.2
1
7.2

US
Japan
Korea
EU15
average OECD
China
Brazil
Russia
Source: OECD.

The lower ratios observed for the EU15, compared to Korean R&D efforts, could suggest
that the technological spill-over expected from increased investment from the EU would
not be very significant. However, the remark about absolute size of the economies, added
to the stronger interest of high-tech companies for investing in mature markets (as
opposed to commodity-driven foreign investment) lead us to believe that cross-corporate
cooperation in technology and research, intra-industry developments and the mutual
attraction of a large pool of highly skilled researchers would support Korea’s “full
convergence” with the most technology-intensive economies.

FOREIGN DIRECT INVESTMENT
Korea has long been regarded as a country with significant restriction on foreign
investment inflows and control of domestic companies by foreign investors.
After the Asian financial crisis of 1997 however, the Korean government launched an
aggressive policy to establish an open FDI regime, recognizing that FDI would play an
essential role for Korea’s recovery from the financial crisis and sustained economic
growth and development. The Foreign Investment Promotion Act (FIPA), enacted in 1998,
provides for FDI liberalization and protection. It also provides for various kinds of
incentives and measures to improve the business and living conditions for foreign
investors.
As of June 2004, 99.8 percent of all business sectors classified under the Korean
Standard Industrial Classification have been liberalized for foreign direct investment. Out
of 1,058 business sectors, only two – radio broadcasting and television broadcasting –
remain wholly restricted, and 26 other sectors are partially restricted to FDI. All types of
FDI are currently allowed including company establishment, mergers and acquisitons
(M&As), acquisition of stocks, and long-term loan. Various kinds of investment incentives
have been put in place. For example, with the revision of FIPA in December 2003, site
supports were expanded to cover not only the sites of foreign-invested companies, but
also various foreign investor facilities such as schools, hospitals, drugstores and
residence. Furthermore, foreign-invested enterprises are allowed to take advantage of
free land and various tax breaks in the Foreign Investment Zones and Free Economic
Zones.
Efforts have been made to improve the business environment by simplifying
administrative procedures and establishing cooperative industrial relations. The Foreign
Investment Service Centre, whose main function was to provide investment support
services for foreign investors, was reorganized into Invest KOREA in 2004. Invest
KOREA provides a project-oriented one-stop service where a Project Manager supports
foreign investors through the entire range of investment procedures. Furthermore, the
Office of Investment Ombudsman (OIO) within Invest KOREA designates a Home Doctor
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who helps foreign-invested companies resolve any grievances or difficulties they may
come across while operating in Korea. In addition, a special support team for labour
relations was organized at Invest KOREA in 2004 to help foreign-invested enterprises
address labour issues. At the same time, establishing more multi-language schools,
facilitating visa extensions, and improving medical services have improved the living
conditions for foreign investors.
The 46.5 billion $ of FDI inflows into Korea between 1998 and 2005 were more than
double the amount received during the previous 35 years, and much larger than the $10
billion received between 1991 and 1997. As a result, the stock of inward FDI rose from
2% of GDP in 1990 to 8% in 2005, according to UNCTAD (2006).
While the global investment boom during the second half of the 1990s explains some of
the increase, a number of factors encouraged the surge in FDI flows to Korea. First, the
extensive restructuring in the financial and corporate sectors in the wake of the crisis
created a large market for cross-border M&As. More than half of the 30 largest business
groups in 1998 either went bankrupt or entered workout programmes Second, the
government removed many restrictions on FDI while making vigorous efforts to attract
foreign investors. Third, a significant decline in stock and land prices made investment
more attractive for foreign investors. Increased FDI inflows played a pivotal role in Korea’s
strong recovery following the 1997 crisis by providing significant capital, technology and
management skills. Foreign affiliates in Korea accounted for almost a quarter of the
increase in manufacturing turnover between 1997 and 2003 and their labour productivity
in the manufacturing sector is estimated to be 25% higher than in domestic firms (MOCIE,
2005). However, the role of foreign-affiliated firms in the service sector has been less
important.
However, despite these successes, Korea still has a reputation and an image of a
“difficult” country for foreign investors. The past few years have seen a steady exit flow
from world leaders (Wal-Mart and Carrefour in the retail distribution, Pfizer or Nestlé in
manufacturing). The rationale for such exits is not clear, except that these multinationals
viewed their potential profit growth and returns as inadequate. The low expectations for
future profits have been attributed to a strong “home bias” for consumer and corporate
buying behaviour, to the stiff competition by large and medium-sized Korean corporations,
and occasionally by a restrictive administrative guidance or regulations.
FDI into Korea were concentrated on a limited number of sectors, with a broad balance
between manufacturing (40% of the cumulative flows over 1980-2005) and services
(49%). The largest recipient sectors were financial services (23% of total) and electronics
(16%).
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Figure 15.6: Breakdown of FDI in Korea by Sector (Cumulative Flows 1980-2005)
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The multi-track approach to FTA pursued by the Korean government is heralding a new
trade environment. Even though the total global FDI volume is on a steady increase,
much of these flows are concentrated on several countries such as China and the United
Kingdom. The UNCTAD’s World Investment Report 2006 also confirms this trend in FDI
flows. China’s share in the total global FDI rose from 2.9% in 2000 to 5.4% in 2005.
During 2002-2004, 885 R&D investments made in Asia and 723 of them went to China
and India.
Against this backdrop, a mid to long term FDI vision and strategy was announced by the
Ministry of Commerce Industry and Energy in 2006. The purport of the vision and strategy
is to properly address changes in FDI environment, to enhance awareness of FDI and to
set up a direction toward FDI attraction. The FDI policy is also focusing on integration with
economic policies and actual contribution to the Korean economy.
The universe of international investment agreements (IIAs) continues to grow in number
and complexity. In 2006, 73 bilateral investment treaties (BITs), 83 double taxation
treaties (DTTs) were concluded in the world. The role of developing countries in
international investment rule-making is growing. At the end of 2006, they were party to
76% of all BITs, 61% of all DTTs, and 81% of all other IIAs. For the first time, Republic of
Korea takes part in the top 10 signatories of BITs worldwide (with two others developing
countries: China and Egypt).
As the following chart shows, the number of BITs and DTTs concluded steadily increases
since the 1990s in Korea and European Union. What we could also mostly observe is the
high increase in treaties since 2000s in Korea.
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Figure 15.7: Number of BITs and DTTs Concluded and Cumulated between 1980 and 2006
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The largest foreign investors in Korea are the EU taken as a whole, the US and Japan:
altogether, these three regions account for 77% of the cumulative FDI inflows into Korea
over the period 1962-2006. The leading position of the EU as a foreign investor in Korea
is related to an average size of investment significantly larger than for the other investors.
Indeed, the total number of investment operations from EU countries, over the period
1962-2006, was less than 5,000 against 7,400 operations from the US and 9,350 from
Japan, but the average (current) amount of investment per operation was 8.6 million $ for
EU investment, against 4.8 million $ for US investments, 2.1 million $ for Japanese, and
1.9 million $ for all other investors.

Figure 15.8: Foreign Investment in Korea by Investing Country
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Source: MOFE.
Among EU investing countries, the Netherlands have a particular place (35% of all EU
FDI in Korea), in relation with the very large investments and co-operations in the
electronics industry. The other large investing European countries are Germany (18%),
the UK (16%) and France (12%).
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15.3.

OVERVIEW OF INVESTMENT IN THE EUROPEAN UNION

MACROECONOMIC OVERVIEW
The EU economy has enjoyed a cyclical rebound since 2004, with however quite different
growth and employment performance within the EU itself. Employment has risen, and the
decline in the EU sustainable growth rate seems to have halted.
The cyclical movements of the EU economy are closely related to changes in capital
formation. Changes in real investment are larger than for GDP, and the pick up observed
since 2003-04 has been a major factor in the EU growth acceleration.

Figure 15.9: Investment and GDP Growth in the EU
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However, the global investment effort in the EU is still modest, even after the rebound
since 2003-04. Indeed, the investment-to-GDP ratio is just below 22% in 2006. Moreover,
real estate developments in some EU countries have induced a faster increase in
construction investment (+24%, at current prices, during the period 2004-2006); while
growth has been lower for equipment and machinery (+17%). Investment in construction
(housing, non-residential construction and infrastructure) amounts to more than 50% of
total investment in 2006.
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Figure 15.10: Breakdown of EU Investment by Type of Investment (2006)
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There is a strong relationship between investment and export performances; the EU has
maintained its share in world exports, and these exports are more concentrated in
medium-high technology exports while the new member states have more weight on
medium-low and low-technology products. However, the EU’s export share in the hightech goods (especially ICT products) is smaller than for Japan and the United States. As
globalisation shifts the comparative advantage of developed countries towards the
innovation intensive end of the production chain, innovation is the centrepiece of the EU’s
Lisbon strategy for growth and jobs which in 2000 set the goal to make the EU “the most
competitive and dynamic knowledge driven economy by 2010”.
While it has made some progress, the EU is falling short of that vision, lagging behind the
United States and Japan in a number of indicators of innovation performance. For
example, according to European Innovation Scoreboard 2006, the US and Japan are still
ahead of the EU25 in terms of innovation performance. Nevertheless, the gap between
the US and the EU has decreased from 2002 to 2006, as illustrated by the Summary
Innovation Index (SII). Moreover, the EU is a world leader in some areas such as
aerospace, mobile phones and parts of the engineering industry. However, the gap in
business R&D expenditure has not decrease and there is evidence that firms in the US
extract greater returns from their R&D expenditure (Rincon and Vecchi, 2003).
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Figure 15.11: Innovation Gap between the EU and Japan by Indicator

Source: European Commission, 2006.

Figure 15.12: Overall Innovation Gap between the EU and Japan, 2002-06

Source: European Commission, 2006.
Many developed countries, notably in the EU, have adopted policies to improve their
attractiveness for FDI to benefit from the relationship between innovation and foreign
investment.

FOREIGN DIRECT INVESTMENT IN THE EU
Developed-country’s multinational companies remained the leading sources of FDI,
accounting for 84% of global outflows in 2006 (According to World Investment Report,
2007). About half of world outflows originated from European Union (EU) countries,
notably the UK, France and Spain.
EU inward FDI (excluding intra-EU FDI) declined by 24% between 2001 and 2004, but
registered a sharp increase of 77% between 2004 and 2005, from EUR 53 billion to EUR
94 billion.
In terms of stock of inward FDI in the EU, the US is by far the largest investing country
(44% of the total), with Switzerland, Japan and Canada amounting to a cumulative share
of 23%. The total share of Asian countries in the EU inward FDI stock (figures for the end
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of 2004) was a modest 8.2%, and Korea’s share was only 0.3%, far below that of Hong
Kong (0.8%) and Singapore (1.3%).
Being driven by large operations, Korean FDI inflows have been highly volatile over the
recent period, with a range of 195-2,100 million $ over 2001-2006. One of the most
significant changes in Korea’s FDI into the EU is the very rapidly growing number and
size of operations in the new member states, which have offered a relatively low-cost
production platform within the single market for the large Korean industrial groups.

Table 15.5: Korean FDI in the EU (2003-2005)
million $
total
new member states
(NMS)
EU15
NMS as % of total
Source: Korea ExIm Bank.

2003
193.9

2004
680.6

2005
558.6

2006
1069.9

36
157.9
18.6%

130
550.6
19.1%

335.9
222.7
60.1%

745.8
324.1
69.7%

FDI outflows from the EU25 declined modestly in 2006 after two successive years of rapid
acceleration. Observed over a longer time period, EU outward FDI have followed two very
clear waves, mostly driven by the accession process initiated at the end of the 90s and by
a strong increase in FDI to China since 2003-04.

Figure 15.13: Developed Countries: FDI Outflows, 1995-2006 (Billions of Dollars)

Source: UNCTAD, 2007.
According to the World Development Report (2007), services continued to dominate FDI
flows between developed countries in 2006.
The importance of manufacturing increased in terms of both target and acquiring firms,
while the importance of the primary sector declined compared to 2005. Cross-border
M&As in the manufacturing sector of developed countries rose by 45% in terms of sales
and by 57% in terms of purchases, led by a significant increase in the metals and metal
product, printing and publishing and electrical and electronic equipment industries. M&As
in chemicals and chemical products remained the same as in 2005, while the metal
industry was the largest recipient in the manufacturing sector in 2006, due to the fact that
the largest cross-border M&A deal in 2006 was the acquisition of Arcelor by Mittal.
Finally, services continued to be the main target and acquiring sector for cross-border
M&As in developed countries. M&A activity was particularly intense in financial services,
mainly due to ongoing financial deregulation and restructuring. M&As also increased
significantly in telecommunications and tourism. There was a significant increase in FDI in
R&D activities, especially in the pharmaceutical and automotive industries in 2006.
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15.4.

POTENTIAL IMPACT OF THE EU-KOREA FTA

The starting point of this quantitative exercise is dual: on one side, there is a shared
recognition that bilateral trade agreements between two mature and open economies will
have positive effects mostly through corporate adjustment, increased cross-border
investment between the signatories and between them and third countries, and a more
efficient economy. On the other side, most modelling exercises used to test the impact of
free trade agreements pay a very limited attention to the impact of investment and FDI.
Indeed, the GTAP models do not have any explicit relationship between FTAs, tariffs or
other trade barriers and foreign investment; the impact of FTAs on global capital
accumulation is only through sectoral production functions combining capital and labour.
Changes in demand and production factor costs have their implications on investment
and production, but the explicit link between the existence of the FTA and the expected
interest of companies to invest specifically because of the FTA is not explicit. The study
made by Copenhagen Economics in 2007 using a large static GTAP model with imperfect
competition does not make explicit the results concerning investment.

MACRO-MODELLING OF THE IMPACT OF FDI IN THE CONTEXT OF THE EU-KOREA FTA
Methodology
For this research, our quantitative exercise aims at focusing only on the relationship
between FDI, total investment and GDP growth in Korea. The logic is to test various
assumptions regarding the potential impact of higher FDI (from the EU as well as from
other investing countries seeking to benefit from the EU-Korea FTA) on the aggregate
GDP growth of the country.
The exercise is based on two sets of quantitative instruments, with a “manual” relation
between them. The objective is to quantify the elasticity between foreign direct investment
and the total investment in a first step, and to assess the medium- to long-term impact of
such changes on the total GDP in a second step. The results can also be used in a
parallel exercise by re-injecting new assumptions on capital accumulation in a GTAP
exercise.
The first model is a Dynamic Panel Estimate Model (DPEM) allowing capturing the
relationship between FDI and the total accumulation path of a country. The DPEM uses
both a time-span (here, 2000 to 2005) and a cross section of countries (here, 20
emerging markets). The combination of time and countries allow having a large enough
dataset still concentrated on the most recent period, and therefore have robust estimates.
The second model is a traditional GDP estimation based on the combination of labour,
capital and technical progress/productivity. This model is estimated through an Error
Correction Model, which enable to separate the trends from cyclical movements, and
incorporate a well defined time-dynamic.
The key features of the GDP model are presenting in the following table:
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Table 15.6: Key Features of the GDP Model
GOAL(S)

KEY METHODOLOGICAL FEATURES

Estimation of a Cobb-Douglas production function,
with incorporation of a technical progress factor

Long-run
Output with
cyclical
movements

Representation of GDP growth
[supply side]

Basic form of the model

Co integration for long-run dynamics
Application of an Error-Correction Model (ECM) to
capture short-run growth dynamics

log(gdp) = a + b * log(capital) +
c * log(population15-64 * technology improvement)

Source : T-A-C.
The assumptions are concentrated on the level of investment, which determines the
amount of productive capital available, and the technological improvement, since
demographic movement are much better anticipated.
The statistical qualities of both models are quite satisfactory (see appendix). Since they
are not controversial (neither in terms of technique nor in terms of fundamental economic
analysis), we believe that the results are solid.

Results
The first interesting result of our modelling exercise is derived from the DPEM equation
relating investment-to-GDP ratio to the flows of FDI. Indeed, as our review of the literature
has already indicated, there is a debate about the potential crowding-out effects of foreign
investment on domestic investment, and the equation gives an interesting insight into the
issue.
In a DPEM, we are able to obtain a common coefficient relating the explanatory variable
(here the 3-year cumulative FDI inflow) to the explained variable (here, the ratio of total
investment to GDP) and a constant coefficient for each country included in the sample.
The table below gives the value of these constants for individual countries:
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Table 15.7: Estimates of Country-specific Coefficient in the Investment Model
Country

Coefficients for the Constant
in the DPEM

Korea
Argentina
Bangladesh
Brazil
Chile
China
Colombia
Egypt
Hungary
Indonesia
Israel
Malaysia
Morocco
Peru
Philippines
Poland
Thailand
Uruguay
Jordan
Mexico
Source: TAC.

0.086
-0.022
0.048
-0.072
-0.007
0.084
-0.019
-0.026
0.018
0.018
-0.035
0.008
0.046
-0.017
-0.041
-0.027
0.052
-0.078
0.030
-0.044

We can make the following observations:
•

The constant coefficients can be positive or negative, de facto feeding the debate on
crowding-out versus crowding-in effects of FDI on total investment in emerging
economies. In our sample of 20 countries, 9 have positive coefficients suggesting that
the entry of foreign investors is enhancing the total accumulation effort, while 11 have
negative coefficients indicating the presence of crowding-out effects.

•

Almost all negative coefficients are concentrated in Latin American countries, while all
Asian countries within the sample, except the Philippines, have a positive coefficient.
The situation is more ambivalent for Central and Eastern European as well as
Mediterranean countries (positive for Hungary and Morocco, negative for Israel, Egypt
and Poland).

•

Last but not least, the highest constant coefficient in the sample is for Korea,
marginally above the estimate for China but significantly above those of other Asian
countries. This points towards a strong crowding-in effect of FDI in Korea, to be
related to the strength of the largest corporate (probably more directly in competition
with foreign invested companies) and their competitive reaction when confronted with
higher competition in the domestic market.

Starting from there, we need to make assumptions on the likely impact of the EU-Korea
FTA on total FDI into Korea. There is no model or magic formula that can be used here,
but we can test different hypotheses.
Taken as a 3-year average (2003-05), total FDI inflows in Korea were 6.8 billion $, of
which 3.3 billion $ came from the EU. The fundamental assumption behind the FTA,
especially a “deep FTA” is that (1) cross-border investment between the two signatories
will increase and (2) that third countries will also invest (in Korea) to benefit from the
improved EU market access. Taking these two elements and observing the time-profile of
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FDI in Korea, it seems reasonable to test (1) the impact of a rise in FDI equivalent to 30%
of the EU investment flow into Korea (Hyp-1), i.e. an increase slightly below 1 billion $ per
year, and (2) alternatively a more “aggressive” assumption of a 60% increase (Hyp-2),
leading to an annual increase of total FDI slightly below 2 billion $.

Table 15.8: Results of the Investment Model
Actual
FDI -increase equivalent to
30% of EU FDI in Korea
FDI -increase equivalent to
Hyp-2
60% of EU FDI in Korea
Source: TAC.
Hyp-1

I/GDP
29.5%

Difference

%change

29.9%

0.37%

1.25%

30.1%

0.58%

1.96%

The investment ratio would therefore increase visibly in both scenarios, from 29.5% to
around 30%. The “crowding-in” effect can be noted again by comparing the changes
obtained above with the simple addition of the supplementary FDI to the existing
investment: without the crowding-in effect, the investment ratio would move from 29.5% to
29.6% in our first scenario, to 29.8% in the second.
The DPEM results provide one of the critical assumptions for running the GDP model,
through the potential increase in investment. Demographic changes are assumed to be
identical in all scenarios and projections are based on the UN demographic projections for
the population in working age (15-64 year-old). The last assumption is related to
technological progress and the associated productivity gains. Traditionally, FDI are
assumed to have higher technology content than most investments in developing
countries, but the assumption may not be as strong in a case of a mature industrialised
country like Korea. Here again, we distinguish between the two sets of assumptions: in
the case of a FDI increase equivalent to 30% of EU FDI in Korea, we simply assume that
the annual growth rate in our variable measuring the technological progress stops the
declining trend observed during the past decade and stabilises roughly around the
average growth observed during 1994-2004; in the more aggressive second scenario, we
assume that the growth rate of our variable increases slightly compared to this mediumterm average.
The chart below illustrates this last set of assumptions.
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Figure 15.14: Technology Progress Variable: Historic Growth Rate and Projections
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Source: SIA.
Incorporating these different assumptions in the GDP model, and focusing on the trend
results and not on the cyclical movements, we obtain a rather significant macroeconomic
impact on Korea: the average annual real GDP growth rate over the period 2008-2015 is
0.20% higher in our scenario 1, and almost 0.4% higher in the second scenario.
Cumulated over the 8-year period, this results in an absolute difference in the levels of
real GDP in 2015 of 2.1% and 3.9% respectively.
The results suggest an aggregate impact significantly higher than other estimates trying
to assess the total effect of the EU-Korea FTA: in the full-FTA scenario developed by
Copenhagen Economics, the increase in real income is 2.3% and only 1% in the “partial1” scenario, which assumes a partial liberalisation in agriculture and a 50% reduction in
the protection in services, alongside with a complete elimination of tariffs for
manufacturing goods.
Finally, another result from the GDP model is the observation of lower growth volatility in
the scenarios including a higher FDI than our base case. Observed over the period 20082015, the standard deviation of annual GDP growth (as a percentage of the mean)
declines from 7% in the base case to 4.6% in our first scenario and 4.4% in the second.
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Table 15.9: Results of the GDP Model – Differences with a Base Case over the Period
2008-2015
%

Average annual
real GDP growth

End-of-period
difference in real
GDP

Volatility of GDP
growth

0.2

2.1

-2.4

0.4

3.9

-2.6

Hyp-1 – FDI increase
equivalent to 30% of EU
FDI
Hyp-1 – FDI increase
equivalent to 60% of EU
FDI

Source: TAC.
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16. CONCLUSIONS AND RECOMMENDATIONS
16.1.

OVERVIEW

The SIA has utilised a range of methodologies to analyse the potential economic, social
and environmental impacts of the prospective EU-Korea FTA. All existing studies using
both qualitative and quantitative models have been reviewed, the SIA has undertaken
CGE modelling using the GTAP model, some dynamic effects have been analysed
associated with potential induced investment flows, and detailed disaggregated partial
equilibrium analysis has been undertaken incorporating investment effects and
incorporating analysis of non-tariff barriers and potential dynamic responses in industrial
structure.
The analysis of the global impact of a potential FTA agreement between EU and Korea
has already been done by a number of studies: KIEP (2005), Pukyong (2006),
Copenhagen Economics (March, 2007), and CEPS (November, 2007). In most of the
studies, the overall gains are estimated to be significant but not large for Korea and
modest for the EU relative to the size of the economy.
It should be noted that CGE models and particularly the GTAP model are widely used to
evaluate the global impact of FTA over regions but some of the limitations of the
analytical tools need to be considered. Also some of the potential effects of an FTA such
as reduction of non-tariff barriers, increased direct investment flows, pro-competitive
effects and induced innovation effects are not easily captured in these models.
The SIA has conducted model based studies using the GTAP model and has undertaken
economy-wide quantitative analysis to examine some of the potential effects of increased
investment flows in order to analyse effects not captured in most of the previous studies.
At the same time more detailed case studies have been conducted in selected industries
or sectors in order to analyse in more depth detailed beyond the border issues. For
example, the effects of clearer rule and disciplines for technical regulations, standards,
and Sanitary and Phytosanitary measures; business and investment regulation: and
protection of intellectual property rights have been examined for individual industries. The
microeconomic analysis has considered the potential implications for changes in industry
structure and market segments, of shifts in direct investment and potential procompetitive and innovation responses on a disaggregated basis.
The SIA has conducted consultations with stakeholder groups including enterprises,
industry associations, research institutes, labour union, and civil society organisations in
both Korea and the European Union. Workshops have been held in Korea and in the EU
and members of the SIA team have met representatives and discussed issues with them.
In addition, various groups have written to the SIA on the email address on the SIA
website and have submitted detailed briefs to the SIA. These consultations and the inputs
from stakeholders in the EU and Korea have enriched the analysis and served to inform
the conclusions and recommendations.

16.2.

SUSTAINABILITY IMPACT ASSESSMENT

ECONOMIC IMPACTS
In conjunction with the CGE modelling and in order to complement economy-wide
modelling, we have examined in detail the impacts in key sectors such as automobiles
and financial services where some of the CGE studies suggest relatively large impacts on
output of the EU-Korea FTA. The reasons for the large trade effects are first that the
primary channel of integration in the CGE models is through trade and second that the
elasticities and model structure used in CGE models tend to exaggerate the significance
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of inter-industry adjustments and underestimate or disregard intra-industry responses and
dynamic adjustments to economic integration.
The theory of intra-industry trade was developed initially by Grubel and Lloyd (1975), who
proposed it as an alternative to Hecksher-Ohlin or Vinerian types of theories emphasising
inter-industry trade with constant costs, identical technologies and fungible products.
Based on their analysis of the empirical evidence of trade and industry adjustment from
the creation of the European Community in the 1960s, Grubel and Lloyd observed rapid
growth in intra-EC two-way trade in differentiated products leading to increased intraindustry specialization and simultaneously less inter-industry shifts in output than some
observers had foreseen. Subsequently the empirical observations about the growth of
intra-industry trade with the EC or among developed countries led to a consideration of
monopolistic competition or oligopolistic industries characterised by product
differentiation. Thus firms competed by specialising in market segments or niches in the
whole EC market for the particular product range of brand they produce.
The experience with European integration has lead to a deepening of the theories of
economic integration. The introduction of imperfect competition and scale economies has
been linked to new models of international trade under imperfect competition, drawing
abundantly from industrial organisation economics (Helpman and Krugman 1985, Smith
and Venables 1988). A different but complementary line of analysis is the analysis based
on Neo-Ricardian perspectives emphasising differences in technology and endogenous
technologies. (Romer 1986, Aghion and Howitt 1998, and Lipsey, Carlaw and Beckar,
2006)
In either goods or services industries, if in the integration zone there are well developed
monopolistic competition or oligopolistic industries with differentiated products or services
(or bundles thereof), then when barriers to trade and investment are removed the result is
less of a flow response of shipping millions of tons of fungible products through trade
leading to large inter-industry shifts and instead the result is much more complex
involving intra-industry adjustments. There are potential scale effects, product
specialisation effects, pro-competitive pricing effects, and induced direct investment and
innovation effects occurring with less actual trade effects. The increase in contestability
becomes more important than the increased actual trade flows.

Analysis of the “Base Case”
An important issue in the analysis of the economic, as well as the social and
environmental impacts, is proper understanding of the base case for the analysis. If we
are to answer the counterfactual question of what is the potential impact of the EU-Korea
FTA, we must understand how the world will evolve in the absence of such an agreement.
Korea has already concluded and commenced implementation of FTAs with Chile,
Singapore, the European Free Trade Association (EFTA) and now ASEAN. An
agreement has been negotiated with the United States, the Korea-US FTA, but not yet
implemented. Korea is also engaged in discussions with Canada and Japan about
bilateral Free Trade Agreements.
Similarly the EU has a number of bilateral Free Trade agreements in place including with
Chile, Croatia, and Mexico as well as a customs union with Turkey. The EU has recently
concluded the Economic Partnership Agreements with groups of ACP countries, is
deepening its economic arrangements with countries in Mediterranean region and is also
negotiating FTAs or exploring the negotiations of FTAS with ASEAN, the Gulf
Cooperation Council India, and Mercosur.
Thus the potential impact of the EU-Korea FTA must be assessed in the context that if the
bilateral FTA is not concluded, that both partners will continue to develop bilateral trade
agreements with other partners. The analysis also assumes that there is an agreement
reached in the near future to conclude the Doha Development Agenda negotiations in the
WTO.
There are two broad conclusions that can be made about the economic analysis of the
EU-Korea FTA in the context of this baseline scenario. First the overall economic effects
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of the EU-Korea FTA are likely to be modest whatever the metric or methodology used to
analyse the potential economic effects because both partners already have very open or
relatively open economies and are relatively highly integrated into the world economy and
the integration of both potential partners into the world economy is likely to continue even
if the bilateral FTA is not concluded. 89 We have used a number of complementary
methodologies to confirm this result.
Second, the emergence of Korea as a developed economy and the degree of overlap and
complementarity that has developed in the industry structure for goods and for services
between the EU and Korea suggests that there are further opportunities for intra-industry
specialisation, scale effects, pro-competitive effects and induced investment and
innovation effects.
The overall economic impacts, which with one exception are based on a CGE or modified
CGE modelling framework, are summarised in the following table:

Table 16.1: FTA Effects on GDP (% from the Base Case)
Study

Model

Impact
on
Korea

Impact on
EU25

Pukyong (2006)

GTAP Armington /
Dynamic

2.3%

-

KIEP (2005)

GTAP Armington

2.0%

0%

GTAP with Imperfect
Competition

2.4%

0%

SIA GTAP (2007)

GTAP Armington

0.4%

0%

SIA GTAP (2007)

GTAP Adjusted
Elasticities

0.7%

0%

SIA Investment Model (2007)

Econometric Panel
Estimation

2.1%

-

Copenhagen
(2007)

Economics

The more dynamic effects are partially reflected in the analysis of potential investment
effects that the SIA has undertaken. The last line of the table above reports the analysis
undertaken by the SIA to estimate the dynamic effects of investment on economic growth
and productivity. Much of the modelling work does not incorporate FDI effects and does
not take dynamic growth effects into account.
These broad conclusions have implications for the assessment of the potential social and
environmental impacts of the EU-Korea FTA.

89

Some commentators note that while Korea has relatively modest formal trade barriers, the overall
degree of openness of the economy is lower than might be expected. There can be a debate about the
extent to which the apparent lower level of de facto openness of the Korean economy can be
explained by geographic cum gravity factors and to what extent it is due to non-tariff barriers on
products, market structure reflecting persistence of the chaebols or restrictions on investment in
goods and services industries. Regardless of the relative significance of these explanatory factors,
policy changes that address non-tariff barriers, improve the regulatory environment, or provide a more
open environment for investment, or more generally, measures that enhance all aspects of
contestability, will lead to structural changes over time.
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SOCIAL IMPACTS
In terms of the Social Impacts, there are unlikely to be large inter-industry shifts in output
and employment that could lead to disruption of labour markets at either a national or
regional level in either the EU or Korea as a result of the implementation of the FTA.
Although it is a challenge to distinguish the effects on the EU-Korean FTA from broader
changes in the economy and society associated with globalisation and technological
change, at the margin there will be a modest net shift in demand to skilled workers from
unskilled workers especially in the EU. Now some of the studies that have been reviewed
show increased demand for unskilled workers in some industries in Korea due to the EUKorea FTA, but in our view this reflects an unduly static approach to the competitive
challenges for Korea, due to the global trend of integration of economies including China,
India, ASEAN and other emerging economies.
Although there are differences in the institutional framework for labour markets between
the EU and Korea, (and among EU member states) there are no serious issues with core
labour standards and efforts to support the decent work agenda. There are some
challenges in Korea to support fuller participation of women in the economy as there are
challenges in the EU to reduce structural unemployment among selected socio-economic
groups.
Our detailed analysis of the potential sector specific impacts indicates that there are
unlikely to be major sectoral shifts or displacement of workers that will cause significant
dislocations of labour markets for specific socioeconomic groups and/or for particular
regions. In the agricultural sector, the impact of liberalisation between the EU and Korea
is unlikely to have a significant effect on primary agricultural producers in Korea in sectors
such as beef producers and cereals relative to the impacts foreseen from the
implementation of the KORUS. It is anticipated that the EU will expand its exports of agrifood products to Korea after the implementation of the FTA, but this will involve only
limited impacts on selected food processing industries in Korea. Yet in some agri-food
products such as wine and spirits the adjustment impacts in Korea will be limited and the
main effect will be for EU exporters to retain or regain market share from other exporters
gaining preferred access to the Korean market.
In contrast, in the automotive sector, Korea is expected to be a significant gainer through
increased exports to the EU while there is less potential for increased exports from the
EU to Korea of automobiles. In our analysis, under the most likely scenario, the
incremental impacts on overall employment levels in automotive producers in the EU
market are likely to be limited if a number of industry concerns are addressed in the
negotiations.
Our analysis of the per capita income levels and the structure of income distribution in the
EU and in Korea show that there is convergence in per capita incomes on a purchasing
power parity basis and the structure of income distribution are broadly similar on both
sides. In both aspects there is considerable variation among EU member states, but
Korea is relatively close to the median.
As a result of this relative convergence in both income levels and the structure of income
distribution, there are relatively few issues with respect to the potential impacts of relative
prices on the incomes of disadvantaged groups in society. Thus better and more effective
protection of intellectual property rights could be disadvantageous to certain low income
groups in Korean society, but the impacts should be relatively easily absorbed and the
additional net wealth creation in the Korean economy provides the potential for some
compensation for any disadvantaged groups. On the other hand the expansion of exports
of processed agricultural products from the EU to Korea could have modest positive
effects on low income urban consumers who allocate a significant share of income to food
and beverage consumption.
In the medium to longer term both the EU and Korea face common challenges to increase
productivity and labour force participation and employment rates in order to sustain
economic growth with a stable and aging population. Encouraging the retention of older
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workers in the labour force and ensuring skills development and retraining is a common
concern. Korea has extensive educational and training programmes available for younger
workers but enhancing skills of older workers and encouraging labour force participation
by women are key challenges.
No significant adverse effects on gender are foreseen from the EU-Korea FTA, but
improved educational and employment opportunities for women would support
addressing the longer term social challenges of aging societies.

ENVIRONMENTAL IMPACTS
In terms of Environmental Impacts, the convergence in economic development levels is
leading to greater commonality in societal concerns about protection of the environment
between the EU and Korea. The implementation of the EU-Korea FTA is not foreseen to
have significant adverse environmental effects since the projected expansion of trade is
not predicted to utilise resources that are poorly managed or increase production that will
lead to expansion of pollution or other negative environmental externalities that are
unregulated.
The only significant mitigation challenge identified by the SIA in the environmental sphere
is that the modest increase in economic growth and the associated increases in
production and trade flows will tend to increase energy use in both the EU and Korea and
to increase use of energy in transportation. However, the challenges for energy supplies
and policies and related challenges with respect to climate change are of much broader
significance and of greater common interest than the specific effects of the bilateral FTA.
The potential economic benefits of increased productivity and enhanced technology
especially in the sphere of environmental goods and services could translate into the
development of, and the increased use and diffusion of clean technologies. Improving the
investment climate and enhancing protection of intellectual property rights will provide
benefits in terms of investment and innovation in clean technologies.
Both the EU and Korea are dependent on the use of imported fossil fuels for energy
generation and transportation needs and face common challenges in implementing the
United Nations Framework Convention on Climate Change (UNFCCC). Energy policy is
crucial when tackling the challenge of climate change.
The EU has established a new integrated climate change and energy policy. Its targets
include:


Reducing greenhouse gas emissions in the EU by 20% by 2020, and by 30% if
international agreement is reached;



Improving energy efficiency by 20% by 2020;



Raising the share of renewable energy to 20% by 2020; and



Increasing the level of bio-fuels in transport fuel to 10% by 2020.

Korea has taken actions to implement the Clean Development Mechanism under the
Kyoto Protocol but lags in the reform of energy policy. Generally Korea shares EU
concerns about the future development of the UNFCC after the Bali conference and a
broader commitment to co-operation on multilateral environmental cooperation.

16.3.

RECOMMENDATIONS AND POLICY PROPOSALS

The Terms of Reference for the EU-Korea TSIA state:
“The study should make policy proposals (both trade and non-trade
related) for optimising the outcome of the negotiations, preventing
and/or mitigating possible negative impacts and enhancing positive
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ones including through the identification of flanking measures in the
EU 27 and Korea.”
Furthermore the ToRs state:
“Phase 3 - Final overview and recommendations concerning the
EU’s negotiating positions as well as accompanying measures in
order to achieve the sustainable development objectives of the FTA
The recommendations should include policy proposals concerning
EU’s negotiation positions, e.g. in relation to trade policy vis-a-vis
sensitive sectors. It should also propose enhancement and
prevention/mitigation measures which may be needed to reinforce
any positive and address possible any negative sustainability
impacts. They may suggest priorities to be given to specific sectors
and specific actions on horizontal issues.”
The SIA has conducted extensive and in-depth analysis of the overall potential economic,
social and environmental impacts of the prospective EU-Korea FTA. Many people, and
the EU and Korean economies in aggregate, will benefit, but some individuals or interest
groups could experience adverse effects. The focus of the analysis in the SIA has been
to identify potential adverse effects in order to improve risk management and to mitigate
any anticipated adverse effects as well as to enhance positive effects.
We have sought to identify and to analyse the stronger potential impact outcomes of FTA
in all three dimensions of the SIA, both positive and negative. From an economic
viewpoint, the social and environmental effects are positive or negative externalities that
should be enhanced or mitigated in order to reach the sustainability goals set at the
outset of the FTA. This analysis will provide some sustainable policy recommendations
flanking the FTA outcomes.
Given the SIA structure, we start by looking at what is an optimal set of policies or more
aptly what types of policies can offer improved outcomes relative both to the base case of
no FTA or the implementation of the FTA with no consideration of sustainable
development considerations.
In the following we consider possible policy measures, both mitigating and enhancing,
that could be addressed within the EU-Korea FTA negotiations or in complementary
policy responses involving governments, private sector actors or civil society on both
sides.
While negotiating and subsequently implementing the FTA – including flanking measures
– both the EU and Korea need to be aware of the political pressures and geographical or
socio-economic distribution effects the FTA and its mitigating and enhancing measures
could have in the future. It is important to keep the broader economic, social and
environmental context in which they are being implemented in mind.

16.4.

FTA RELATED POLICY MEASURES

Following the Terms of Reference, to make “policy proposals concerning EU’s negotiation
positions,” the SIA has the following policy observations and recommendations for the
negotiation of the FTA.

PHASING OF REDUCTIONS IN BARRIERS
One obvious recommendation is to phase in more slowly policy changes which might lead
to greater economic adjustments or social and environmental impacts in order that the
labour markets can adjust with lower costs and in order to ensure that complementary
policies are in place. Specific recommendations are:
1. Tariff reductions on automobiles and some of the more sensitive processed agri-food
products could be phased out more slowly to address potential adjustment concerns
on the EU and Korean sides;
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2. Reductions to barriers to trade in environmental goods and services, some agri-food
products such as wines and spirits, and pharmaceutical products should be phased
out more quickly.

RULES OF ORIGIN:
The following are recommendations for Rules of Origin:
1. For sectors with higher external MFN tariffs and greater dispersion in tariff structures,
such as automobiles and textiles and apparel, it is recommended that higher content
requirements for Rules of Origin be retained at least to a significant degree in these
sectors. Maintaining a stricter content requirement offsets to some extent concerns
about the possible retention of duty drawback on imported inputs on products that
qualify for preferred duty rates under the FTA.
2. Since the Korean economy is characterised due to its location and extensive trade
with non-EU partners by greater reliance on imported inputs, it follows that some
flexibility in rules of origin is appropriate for sectors where there are lower MFN
barriers and less dispersion in third country tariff structures. For example, for sectors
characterised by uniformly lower MFN barriers such as Information and
Communications Technology products, especially those covered by the International
Technology Agreement in the WTO, the content requirements for products to be
treated as originating products could be relaxed.
3. In addition, there should be cumulation of content for the purposes of Rules of Origin
between the EU and Korea in order to facilitate intra-industry trade within the FTA.

SANITARY AND PHYTOSANITARY MEASURES, TECHNICAL REGULATIONS AND STANDARDS:
Regulations on product labelling, sanitary and phytosanitary measures, technical
regulations and standards are significant for market access for EU and Korean suppliers
alike. These measures may serve legitimate purposes but in some cases their
implementation can have disproportionate effects on trade. Greater effort needs to be
made to utilise international standards for SPS measures and technical regulations
building on WTO rules. The utilisation of international standards for SPS and mandatory
technical regulations are important in sectors including automobiles, food products,
electronics, and cosmetics.
Seven complementary recommendations are proposed:
1. As far as possible relevant international standards should be used as the basis for
SPS measures and mandatory technical regulations. This is a presumption under the
WTO but the disciplines could be strengthened.
2. There should be a greater emphasis on transparency in the development and
promulgation of technical regulations and standards with opportunities to comment
prior to implementation and to incorporate regulatory best practice.
3. Develop common approaches to registration procedures for listing for accredited
suppliers under SPS measures and develop a common understanding for SPS
implementation of some provisions such as recognition of regionalization/zoning.
4. Every effort should be made to enhance the bilateral approach to SPS issues within
the FTA including with effective dispute settlement procedures. At the same time
recourse to WTO dispute settlement should be retained.
5. For technical regulations and standards, mutual recognition of conformity assessment
and accreditation procedures should be an objective.
6. Every effort should be made to enhance the bilateral approach to technical
regulations and standards within the FTA including with effective dispute settlement
procedures. At the same time recourse to WTO dispute settlement should be
retained.
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7. Cooperative approaches should be developed for the development of standards in
areas such as animal welfare and environmental ecolabels.

INTELLECTUAL PROPERTY RIGHTS (IPR).
Some previous EU bilateral FTAs such as with Chile have simply incorporated common
multilateral commitments for protection of intellectual property rights under the WTO
TRIPS agreement. A number of industries on the European side including the
pharmaceutical industry, agri-food producers, luxury products manufacturers and audiovisual industries have proposed improvements in the substantive protection of intellectual
property rights in the EU-Korea FTA.
In light of the level of development of Korea and the positive role that intellectual property
protection can play in improving the investment climate and enhancing innovation and
diffusion of technologies, notably with environmental technologies, the EU-Korea should
go further in elaborating or clarifying substantive intellectual property rights and in
creating detailed standards for enforcement of intellectual property rights.
1. Protection of Geographical Indications should be strengthened and enforcement
improved.
2. The protection of copyrights including audio-visual and digital property should be
elaborated.
3. Regulatory data protection for patent applications should be strengthened.
4. Enhanced enforcement of intellectual property rights especially for audio visual and
counterfeit goods is a particular priority.
5. Enforcement procedures need to be elaborated allowing effective recourse to rights
holders.

INVESTMENT
Foreign Direct Investment is an important vehicle for promoting economic growth and the
diffusion of technology. The FTA should encourage FDI in both directions between the EU
and Korea. Limits or controls on the level of equity participation by EU investors in Korean
companies or of Korean investors in EU companies should be reduced and become more
transparent. Specific recommendations include:
1. The use of negative list defining restricted activities should be utilised instead of
positive lists, notably in financial services, in order to enhance coverage.
2. Transparency in all aspects of regulatory policy is a key objective and there should be
dialogue about regulatory best practises.
3. The Free Trade agreement should incorporate a commitment not to use the
relaxation of environmental regulations or labour standards as an investment
incentive.

SUSTAINABLE DEVELOPMENT
In light of the convergence in development levels between Korea and the EU, and the
degree of commonality in economic, social and environmental issues, it should be
possible to agree on a Sustainable Development Chapter that incorporates the following
elements:
1. Agreement to cooperate on core labour standards and the decent work agenda
including in areas where core ILO conventions are not yet ratified.
2. Common commitments to multilateral environmental conventions and international
labour standards should be reaffirmed.
3. Also in the environmental and social areas and as discussed above with respect to
investment, the relaxation of environmental standards or labour standards should not
be used as an investment incentive or as a trade distorting measure.
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4. Complementary efforts to co-operate in the sphere of the development of multilateral
environmental challenges. The Bali Road Map is an obvious example.
5. Development of a Sustainable Development Council or Forum representing a range
of stakeholders in the EU and Korea which can review any issues or concerns raised
with respect to social or environmental matters; which can ensure transparency
about the policies and practices related to environmental and social issues; can
undertake studies of potential trade or investment effects of any measures related to
social or environmental issues; or provide advice on cooperation to achieve
sustainable development goals.

16.5.

FLANKING MEASURES

The main focus is on flanking and enhancing measures to complement the
implementation of the FTA since relatively few mitigation challenges have been identified.

ECONOMIC
The main flanking policy measures addressing economic impacts should be aimed at
enhancing the positive effects of investment flows, supporting better awareness among
SMEs in Europe and in Korea, and encouraging networking:
1. Improvement of the Investment Climate and investment promotion. Policy measures
to achieve this objective include promoting macro-economic stability and reducing the
cost of doing business. More specific measures that could be considered include:
•

reduction of red-tape, cost of setting up a business, obtaining licenses,

•

creating an enabling environment for SMEs, and

•

a transparent and predictable regulatory framework for investment.

2. Encourage business-to-business contacts between the EU and Korea especially for
SMES in order to be able to exchange best practices, and develop business links that
facilitate production and international trade.
3. Enhanced co-operation on regulatory policies such as horizontal competition policies
and in a variety of sectoral regulatory frameworks including prudential regulation for
the financial services sector.
4. Encourage measures to facilitate long-term assignments of EU skilled professionals
in Korea, and Korean skilled professionals in the EU, notably in financial services.
5. Encourage collaboration in research and development and encourage the exchange
of researchers.

SOCIAL
The main flanking policy measures to mitigate negative and enhance positive social FTA
impacts relate to the improvement of employment options, core labour standards and
decent work principles, promoting employment participation, and promoting gender
equality. Generally speaking, the involvement of social partners and civil society in the
design and implementation of social policies is recommended.
Specific policy measures include:
1. Encourage employment creation and promote improvement of labour conditions. The
FTA is expected to have an overall positive impact on employment and on labour
circumstances in terms of health and safety standards. These effects could be further
enhanced through a number of flanking policy measures including the following:
•

Promotion of SME development and entrepreneurship as new sources of
employment creation;
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•

Experiences in EU New Member States also illustrate the importance of the
involvement of key stakeholders in the different steps of this process; and

•

Encouraging and facilitating labour force entry by younger workers, promoting
lifelong learning, encouraging labour force participation, and facilitating labour
market participation, re-entry and retooling for older workers.

2. Promoting cooperation between the EU and Korean education systems and
promotion of educational exchanges; and increased emphasis on professional
training and education (addition of curricula on entrepreneurship in higher education,
vocational and professional training schools, business administration, etc.) in order to
encourage entrepreneurship and to facilitate modernisation of different sectors.
3. Active labour market measures to improve economic opportunities for women and
older workers with an emphasis on supporting skills development and flexible
working arrangements.

ENVIRONMENT
As was discussed above the SIA sees few mitigation requirements for the environmental
impacts arising from the potential implementation of the EU-Korea FTA apart from
potential increased energy use and limited effects on climate change. The SIA foresees
potential benefits to be derived from increased co-operation on environmental regulation
and policy and from the rapid liberalisation of environmental goods and services. The
European Union has recently launched major new initiatives to support more efficient
energy use, to achieve greater use of renewable energy and to reduce CO2 emissions in
order to respond to global climate change challenges.90 Korea has been constructively
engaged in the United Nations Framework Convention on Climate Change and the EU
and Korea could cooperate in the process under the “Bali Roadmap” to develop the next
phase of commitments for global action.

Enhancing the Investment Climate and Supporting Innovation in Clean Technologies
1. Liberalising trade in environmental goods and services, improving the investment
climate and protecting intellectual property rights will all serve to support the
development and diffusion of clean technologies. In particular the policy framework
and regulatory process for environmental policy and regulation needs to be open,
transparent and predictable in order that private sector actors have appropriate
market signals and incentives to make long term investments in clean technologies.

Support Energy Efficiency and Environment
Key recommendations are to make energy efficiency a high priority and to strengthen
energy efficiency policy through various measures including:
1. Ensure that energy pricing reflects economic costs and environmental impacts in
order that there are appropriate incentives for long term investment in energy
efficiency and innovation.
2. Promote cooperation between the EU and Korea on the development of standards
and technical regulation and ensure standards and energy efficiency norms comply
with best international practice for energy efficiency in products including transport
equipment and infrastructure.
3. Cooperation in the development of further energy efficiency policies as part of the
effort to reduce greenhouse gas emissions.
4. Consider increasing public support for in public-private partnerships for R&D
technology projects for renewable energy.
90

Communication from the European Commission, 20 20 by 2020: Europe's climate change opportunity,
COM(2008) 13 final,COM(2008) 16 final,COM(2008) 17 final, COM(2008) 18 final, COM(2008) 19
final, and Moving Forward Together on Energy Efficiency COM(2008) 11 final, Brussels, 23.1.2008.
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5. Promoting renewable power generation using market mechanisms such as tradable
certificates for emissions or pricing regimes that reflect environmental costs.

Greater Cooperation on Multilateral Environmental Challenges
1. Develop common approaches to international environmental conventions and
international environmental responsibilities, including under the United Nations
Framework Convention on Climate Change (UNFCCC) and the Bali Roadmap.
2. More generally to strengthen bilateral and multilateral co-operation to enhance global
efforts on tackling climate change.

16.6.

CONCLUDING OBSERVATIONS

The overall economic impacts of the prospective EU-Korea FTA will not be large. This is
confirmed by a variety of studies using complementary methodologies. The SIA has made
a thorough effort to identify specific sectors or sub-sectors where the economic
adjustment challenges could be greater or where there could be significant social or
environmental impacts. Since the implementation of the agreement will be phased in over
several years, the economic adjustment challenges are unlikely to be significant for either
Korea or the EU even in the most sensitive sectors. This is especially the case since both
sides will continue to integrate into the global economies even if the EU-Korea FTA is not
implemented and the bilateral trade and investment relationship will be attenuated by
preferential arrangements with other partners.
The convergence in development levels and the broad similarity in the distribution of
income between the EU and Korea tend to limit significant social impacts. Similarly the
expansion of trade, production and investment that is foreseen is unlikely to have
significant net adverse environmental effects since an adequate framework for
environmental regulation and protection exists on both sides. Both sides face common
global challenges in protecting the environment and especially in improving energy
efficiency, the use of renewable energy sources and in addressing the challenges of
climate change.
The most significant effects of the EU-Korea FTA are likely to be increased productivity
and efficiency and technological innovation in a number of sectors. These productivity
and innovation effects could be useful in address the social challenges confronting both
Korea and the EU with an aging population and contribute to addressing common global
environmental challenges.

16.7.
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