Expectations and Concerns for
Korea-China FTA

The unexplored but inescapable path. This is what an FTA with China means
for Korea. Its influence will be unprecedented and greater than that of any
other FTA that Seoul has concluded so far. With Korea’s trade dependence on
China reaching over 25%, it’s fair to say that the success of the Korean econo-
my depends on how well it adapts to the new FTA paradigm. Since the 1980s,
China has always been at the center of the changing international trade envi-
ronment. Having recently emerged as the world’s second-largest economy,
China has provided boundless opportunity as well as occasional threats to the
Korean economy. That is why Korea should prepare itself well before setting
out on a new path.
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Will the FTA Help Korea Emerge
as an East Asian Trading Hub and
Unlock China’s Domestic Market?
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The winds of economic integration are blowing hard
in East Asia. Talks on various “mega” free trade
agreements (FTAS) are being undertaken simultane-
ously within the region, including the Korea-China-
Japan FTA and the Regional Comprehensive Eco-
nomic Partnership (RCEP) which comprises the 10
member states of ASEAN and six countries—South
Korea, China, Japan, Australia, New Zealand, and In-
dia. Under the trade strategy to become a “linchpin”
for regional economic integration in East Asia, Korea
has joined the trend toward accelerating regional
economic integration. At the center of this strategy
lies the Korea-China FTA.

Two years have passed since South Korea and
China launched FTA negotiations in May 2012. After
13 rounds spanning more than two years, the two
countries have agreed on the overall level of market
liberalization and made some progress on several
areas such as norms and cooperation, services and
investment. At a summit meeting held in early July
between Chinese President Xi Jinping and his South
Korean counterpart President Park Geun-hye, the
two leaders expressed their will to finalize the stalled
trade talks. Despite their strong determination, how-
ever, with conflicting views on key areas including
the level of liberalization of sensitive industries, it’s
uncertain whether the two countries will be able to
conclude their trade talks within the year.

Current status of Korea-China FTA

negotiations

With economic interdependence continuously in-
creasing between Korea and China since they es-
tablished diplomatic relations in 1992, a consensus
has developed on the necessity of a bilateral FTA.
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The two countries agreed to begin private-level
joint research on the Korea-China FTA during high-
level talks held in September 2004. After eight years
of joint research and bilateral consultations, the
two countries launched official FTA negotiations in
May 2012 and have completed 13 rounds thus far.
Korea adopted a “request/offer” approach to
negotiations for its free trade agreements with the
U.S. and EU, whereby the two sides exchanged
concession requests first before kicking off actual
negotiations. Unlike these more conventional
FTAs, the Korea-China FTA adopted a so-called
“modality” approach that identifies the modality in
the first stage of negotiations, such as the level of
liberalization for sensitive products, in an effort to
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1st Stage of Negotiations

Normal Track Sensitive Track
Immediate elimination - Tariff Tariff elimination within
elimination within 10 years 10-20 years

90% of Items, 85% of Value

Level of Market Opening by FTA

KORUS Korea-EU

protect sensitive sectors, and enter into negotia-
tions in the second stage on the basis of these mo-
dalities. The two countries agreed to liberalize or
eliminate import tariffs on 90% of tariff lines (85%
of import value) at the seventh round of FTA ne-
gotiations held in early September last year in Chi-
na, finalizing the first stage of negotiations that last-
ed one year and four months. From Korea’'s
perspective, the bilateral FTA has a lower level
and slower pace of liberalization than any other
FTA it has concluded; however, China sees it as
having a relatively high level of trade liberalization.

Currently, the two countries are in the second
stage of negotiations on exchanged requests and
offers for their respective areas of interest. Negotia-

Highly Sensitive Track

Exclusion from concessions, quotas,
seasonal duties, partial reductions, etc

10% of Items, 15% of Value

Source: Korean Ministry of Trade, Industry and Energy (MOTIE)

M Market opening (Tariff elimination)
[ Non-opening (Exclusion from concessions)
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Korea-ASEAN

Korea-China

Source: POSRI

From Korea’s perspective,

the bilateral FTA has a lower degree
and slower pace of liberalization
than any other FTA; however, China
sees it as having a relatively high
level of trade liberalization.
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tions are underway in various areas such as ser-
vices, investment, and norms and cooperation.
The two parties made some progress on norms
and other areas so far, but they could only reaf-
firm their differences on major areas such as
goods. As a result, the negotiations have remained
at a standstill. While Korea wants early tariff reduc-
tion for high value-added industries, including pet-
rochemicals, steel, machinery, and displays, China
is reluctant to open its doors earlier to Korea’s ma-
jor export items due to competitiveness concerns.
In addition, China wants Korea to open its agricul-
tural and fisheries markets wider. Due to such dif-
ferences, the Korea-China FTA negotiations are
facing rough waters ahead.
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Why the Korea-China FTA?

As Korea’s No. 1 trading partner, China has tre-
mendous influence on the Korean economy.
Since the two countries established diplomatic ties
in 1992, their two-way trade has rapidly increased.
Korea’s trade with China recorded a deficit of al-
most USD 1 billion in 1992, but went into the black
in 1993, recording a surplus of USD 62.8 billion in
2013. Korea’s export dependence on China has
doubled from 12.1% in 2001 to 26% in 2013. Mean-
while, the U.S. share of Korea’s total exports has
plunged from 21% more than ten years ago, when
the U.S. was Korea’s largest trade destination, to
nearly 10% this year. And the gap between the U.S.
and China is getting increasingly wider. China is
now an important partner for Korea not only in
trade but also investment. As of the end of March
this year, the three leading destinations for Korea’s
overseas investment at the industrial level were
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Source: Korean Ministry of Trade, Industry and Energy (MOTIE)

the U.S. (19.6%), Japan (19.1%), and China (18.1%),
but China accounted for almost 40% in the manu-
facturing sector.

Seeking to transform itself from a trade-oriented
economy to one oriented toward domestic de-
mand, China is emerging as an attractive consum-
er market. Although the Chinese economy has
been slowing since the 2008 global financial crisis,
its real GDP growth rate is projected to reach up
to mid-7% in 2014-15 according to the International
Monetary Fund (IMF). As China transitions from
being the “world’s factory” to the “world’s market,”
the Korea-China FTA is drawing attention as a key
to unlocking the country’s domestic market.

The Korea-China FTA is important for other
reasons: the fluctuating global economic environ-
ment and the emergence of “the era of Northeast
Asia.” With the diminished international standing
of the U.S. and the EU and the rise of China in the
aftermath of the 2008 global financial crisis and the
Eurozone crisis, the Northeast Asian economic

sphere is playing an increasingly important role as
a new driving force for the global economy.
Through their bilateral FTA, Korea and China wish
to solidify their cooperative system within the re-
gion and improve their complementary roles with
a view to responding actively to external change.
Korea wants to take an upper hand in the industri-
al division of labor among Northeast Asian coun-
tries and improve its level of cooperation with Chi-
na in order to maximize benefits. Meanwhile,
China hopes to improve its industrial competitive-
ness through the bilateral FTA by forestalling the
widening of U.S. and Japanese influence in East
Asia, and by closing the technology gap.

Expectations for market expansion and
fierce competition raise concern

Asymmetry in trade barriers between Korea and
China is relatively high. In other words, China has
higher tariffs and trade barriers than Korea. Ko-
rea’s average nominal tariff rate on manufacturing
is 3.3%, while China’s is 5.4%. Tariff differences are
especially large for autos, steel, and shipbuilding.
In the investment sector, China also has high barri-
ers to entry to and exit from the country, as evi-
denced by investment and ownership restrictions,
additional requirements for investment, and other
administrative procedures. If such biased terms of
trade can be eased across-the-board upon conclu-
sion of the Korea-China FTA, it would have greater
ripple effects than any other FTA concluded by
Korea. Taking into consideration China’s econom-
ic size and market potential, Korea is expected to
enjoy expanded opportunities for exports to and
investment in China. Moreover, the overall trade
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As China transitions from being
the “world’s factory” to the
“world’s market,” the Korea-China
FTA is drawing attention as a key
to unlocking China’s domestic
market.

environment is expected to improve thanks to
higher price competitiveness following tariff reduc-
tions; the opening, liberalization and expansion of
the investment and service sectors; reduced tech-
nical barriers to trade (TBTs) and non-tariff barri-
ers to trade (NTBs); and reduced risk of trade fric-
tion due to the improved trade environment and
enhanced transparency.

Meanwhile, concerns are mounting that Korea’s
economic dependence on China would become
even higher, exacerbating external vulnerability.
Their bilateral trade structure has been comple-
mentary so far, but China has recently gained
competitiveness in line with its improved technol-
ogy and policies aimed at enhancing industrial so-
phistication. Korea’s exports to China, currently
dominated by processing trade of intermediate
goods and capital goods, are losing steam as Chi-
nese technology advances rapidly.

It's also worrisome that vulnerable industries
could face pressure to restructure if the Korean
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market, which already has a high degree of open-
ness, opens further and wider. In the case of the
agricultural and fisheries industries, the Korean
market is already being threatened by cheap Chi-
nese products, and Korea’s trade deficits with Chi-
na continue to increase, leading the industry to
speak up against the Korea-China FTA. The Korean
government has pledged to include as many as ag-
ricultural and fisheries products on the Highly Sen-
sitive Track (HST) list of items to be excluded from
tariff concessions in order to minimize damage, but
China is also maintaining a tough stance in order

to secure wider opening of the Korean agriculture
and fisheries markets. A bumpy road clearly lies
ahead for the Korea-China FTA negotiations.

Korea-China FTA, a touchstone for

East Asian economic integration

As it embodies both opportunity and risk, the Ko-
rea-China FTA holds high significance, for not only
will it greatly influence the Korean economy, it
will also become a barometer for the overall direc-
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tion of Korea’s trade policies and future strategies.

The focus of the global economy is shifting
from advanced countries such as the U.S. and
those in Europe, to Asia and other emerging coun-
tries, with Asia emerging as the axis of global eco-
nomic growth. In competition between China and
the U.S, economic integration in the East Asian re-
gion is being discussed on a multilayer basis. Chi-
na is spearheading the RCEP to restrain the expan-
sion of U.S. influence, while the U.S. is seeking to
expand its reach in East Asia through the Trans-
Pacific Partnership (TPP) initiative, which will in-
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clude the participation of 12 countries throughout
the Asia-Pacific region.

Korea has placed highest priority on conclud-
ing the Korea-China FTA, and thus has been active
in negotiations for the Korea-China-Japan FTA and
the RCEP. Although Korea had previously taken a
vague stance toward participation in the TPP in
consideration of its relations with China, it has re-
cently changed its tune and entered into separate
negotiations with member countries to join the
TPP. In an effort to respond effectively to the
changing global trade environment and improve
its standing in the international community, the
Korean government is implementing strategic
FTAs and playing a pivotal role in the move to-
ward regional integration while it also seeks a par-
adigm shift in trade policies. In particular, Korea,
which has already concluded FTAs with mega
economic zones, such as the U.S., the EU and
ASEAN, hopes the FTA with China—a new axis for
the world economy—would help the country
emerge as a hub for economic integration in the
Asia-Pacific region.

The Korea-China FTA could be an opportunity
for Korea to take the upper hand not only in nego-
tiations for bilateral trade liberalization, but also in
discussions for regional integration, signifying how
important and complicated the Korea-China FTA
is. However, Korea must prepare measures to
minimize damage to vulnerable industries in the
upcoming negotiations and devise policies to sup-
port damaged industries to ease worries about the
bilateral FTA and maximize economic benefits. |
hope the Korea-China FTA would serve as a
springboard for Korea to strengthen its coopera-
tion with China and solidify its position as a trade
hub in East Asia from the long-term perspective. ®

POSRI Chindia Plus Quarterly 21



Cover story I Korea-China FTAvs. TPP POSCO Research Institute

With Policy Flexibility, Korea Should
Balance Korea-China FTA and TPP fim Han-sung - Proescer offconomce Collese o et Seiencee e e

22 AUTUMN2014 VOL.16 POSRI Chindia Plus Quarterly 23



Cover Story | Korea-China FTAvs. TPP

In recent years, meaningful changes have taken
place in the global trading system. First, in the
wake of the 2008 global financial crisis China has
clearly taken its place in the international commu-
nity as one of the G2. Since then, China and the
U.S. have maintained uneasy relations in East Asia.
A subtle competition between the U.S., which
seeks to restrain Beijing’s expanding influence in
the region, and China, which feels uneasy about
Washington’s intentions, has greatly influenced the
East Asian competition landscape.

Second, China, which emerged as Korea’s larg-
est trading partner in the 2000s, has rapidly
changed its industrial strategies and policies. In
particular, as China has nurtured domestic industry
as one of its major economic policies, its process-
ing industry and related trade have taken a plunge.

Third, with the WTO Doha Round remaining at
a standstill, discussions for unprecedented “mega”
free trade agreements have begun. Traditionally,
the EU and the U.S. have preferred multilateral
trade liberalization approaches within the WTO
framework over bilateral ones, but they have also
initiated negotiations for the Trans-Atlantic Trade
and Investment Partnership (TTIP). Even Japan,
which has been sensitive to FTAs that might pres-
sure it to open its agro-fishery market, is now ac-
tively engaged in FTA talks at the bilateral and
multilateral levels.

These are three major changes in the interna-
tional trade environment in the aftermath of the
2008 global financial crisis. In short, competition
between countries in the global market has be-
come fierce and the trade environment is rapidly
changing. Korea is also facing the consequences
of such changes. The Korea-China FTA, the Korea-
China-Japan FTA, the Regional Comprehensive
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Economic Partnership (RCEP) conducted by ASE-
AN+6, and the Trans-Pacific Economic Partnership
(TPP) are all part of a process that shows Korea is
responding to such changes.

Korea-China FTA, a hot-button issue

for Korean trade policy

For Korea, three of the four FTAs mentioned
above—the Korea-China FTA, the Korea-China-Ja-
pan FTA, and the RCEP—are all about concluding
FTAs with China. The only difference is whether
they are bilateral or multilateral. Amid both expec-
tations and anxieties, free trade agreements with
China—Korea’s No. 1 trading partner since the mid-
2000s—have become a hot-button issue in Korean
trade policies.

Korea’s trade with China has increased expo-
nentially over the past two decades. Exports to its
larger Asian neighbor reached USD 145.9 billion
last year, accounting for more than one-fourth of
all Korean exports. However, the country’s China-
bound exports remain stagnant in qualitative
terms. Because they are concentrated in process-
ing trade, Korea’s exports to China have a bleak
future. With China implementing policies aimed at
nurturing domestic industries, the share of pro-
cessing trade in China’s total imports fell from 39%
in 2007 to 25% in 2013.

In reality, Korea still depends heavily on pro-
cessing trade in its exports to China. Last year,
processing trade accounted for 48% of Korea’s
China-bound exports, much higher than Japan’s
34.8% and Hong Kong’s 36.1%—Korea’s competi-
tors in the Chinese market. This suggests that Ko-
rea is failing to respond flexibly to the Asian giant’s
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Negotiations for Economic Integration Involving East Asia

RCEP f§ Korea-China-Japan

10 ASEAN countries:
Korea, China, Japan,
India, Australia,
New Zealand

TPP

Japan, Australia, New Zealand,
Singapore,Vietnam, Malaysia,
Canada, Mexico, Chile, Peru

Japan China Korea U.S.

transition. In order to maintain benefits from its ex-
ports to China, Korea should devise strategies to
boost its share in the Chinese domestic market.
Bearing this goal in mind, Korea must implement
the Korea-China FTA.

Diplomatic benefits — A factor in
joining the TPP

Recently, the U.S.-led TPP has seen rapid growth.
The US. is actively seeking to sign the trade pact
with Asian-Pacific countries, not just because the
East Asian market’s importance has been under-
scored in the wake of the global financial crisis,
but because the U.S. has the political intent to
check China’s economic influence in East Asia.
Korea has already sealed FTA deals with nine

Source: Korean Ministry of Trade, Industry and Energy (MOTIE)

of the twelve TPP member countries, except Ja-
pan, Mexico, and New Zealand. It is also in free
trade talks with Japan through the Korea-China-Ja-
pan FTA and the RCEP. And it is nearing conclu-
sion of FTA talks with New Zealand, which were
initiated in 2009. This suggests that the TPP may
have a limited economic impact on Korea. At the
same time, however, there are negative views on
the TPP, because it could give Japan, which wants
a free trade agreement with Korea, a way to by-
pass a Korea-Japan FTA.

On the other hand, some people also believe
that Korea would lag behind in a regional produc-
tion network if it does not participate in the TPP.
They argue that Korea should decide its stance to-
ward participating in the TPP, while also consider-
ing non-economic factors such as political and
diplomatic relations.
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Not a matter of choice,
but a matter of balance

Changes, particularly competition between the U.S.
and China in East Asia, are reflected in regional in-
tegration in East Asia, such as the U.S.-led TPP,
China-led RCEP, Korea-China-Japan FTA, and Ko-
rea-China FTA, as well as competition to conclude
FTAs with countries in East Asia. Paradoxically,
FTAs initiated through competition between China
and the U.S. may very well complement each oth-
er. Just as the U.S.-led TPP has facilitated China’s
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The TPP and the Korea-China FTA
are not about choosing the right
answer. They should be part of a
process aimed at striking a balance

and leveraging mutual relationships.

taking of a more active approach to the Korea-Chi-
na-Japan FTA or RCEP, progress in the TPP could
provide a boost for the RCEP and Korea-China
FTA. On the contrary, progress in Korea-China
FTA talks is expected to exert positive exogenous
effects on the Korea-China-Japan FTA, RCEP, and
TPP. If the TPP and FTAs among East Asian coun-
tries could create complementary synergies, it
would facilitate a breakthrough in Korea’s FTAs
with China and Japan, countries which Korea has
had difficulty with in regional trade liberalization
talks for diplomatic reasons, including historical
and territorial conflicts.
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A Tokyo citizen, holding up a placard against the TPP,

participating in a protest last April.

The TPP, the Korea-China FTA, and other FTAs
involving East Asian countries are not about
choosing the right answer. They should be part of
a process aimed at striking a balance and leverag-
ing mutual relationships. Should Korea find itself
in negotiations for more than two FTAs with any
one country, it should think hard about how it will
direct such competitive but complementary rela-
tionships to yield significant results. While clarify-
ing the goals of each negotiation, Korea should be
equipped with the policy flexibility and the ability
to respond swiftly to the rapidly changing interna-
tional trade order. @
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Korea-China FTA Should Level
Terms of Trade for Steel
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The global steel industry is experiencing an un-
precedented slump due to oversupply and high
raw material prices. It's a slump that is affecting
not only the steel industry, but also other indus-
tries in Korea that are now seriously considering
new business models as they face new limits on
growth under a shifting global competition para-
digm. In the midst of transition, the steel industry
cannot help but pay close attention to the possible
impact of the Korea-China FTA.

A brewing crisis amid rising high-end
steel imports from China

Having emerged as the world’s leading steel pro-
ducer in the mid-2000s, China accounted for 47%
of global steel output as of last year. This means
that out of the nearly 1.5 billion tons of steel pro-
duced worldwide in 2013, more than 700 million
tons came from China. In contrast, Korea’s steel
production is only one-tenth of China’s. Until the
mid-2000s, Korea maintained a trade surplus in
steel with China as one of its leading export items.
However, Korea’s steel imports from China have
outstripped exports to its Asian neighbor since
2005. Last year, Korea’s trade imbalance in steel
with China reached USD 33.51 million or a volume
of 5.37 million tons. About half of Korea’s steel im-
ports come from China, whereas its steel exports
to China have plunged to 14%. Moreover, the im-
port structure has shifted focus from flat steel
products such as hot-rolled and thick plates to
high-end steel products such as galvanized iron
and cold-rolled products. More than ever, a sense
of urgency is running rampant through the Korean
steel industry in its competition with China.
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Let’s look at the bilateral terms of trade in steel.
Since 2004, Korea has applied no tariffs to steel
imports from China, except certain products des-
ignated for Korean small and medium-sized enter-
prises such as iron alloys (5% import duty), cast
iron pipes (8%), and steel casting products and in-
gots (8%). However, China has maintained import
duties on Korean steel products that ranged from
2% to 10%. In particular, an import duty of about 5%
has been applied to high-end automotive steel in-
cluding galvanized iron and cold-rolled products.
Although China imposes no tariffs on raw steel
materials imported from Korea for export produc-
tion. In order to qualify for tax benefits, companies
that use such raw materials must undergo strin-
gent administrative procedures to verify their ex-
ports of finished goods. And they must also bear
additional cost burdens as scraps produced in the
process of manufacturing finished goods are re-
garded as sold in China and thus subject to tariffs.
Furthermore, Chinese steel companies are ex-
panding high-end steel production through large
investments, mergers with advanced companies,
and technological innovation. China’s overproduc-
tion of high-end steel products, such as automo-
tive steel, magnetic steel, high carbon steel, and
high-alloy steel, has begun to spill over to neigh-
boring countries.

Leveling uneven terms of trade for steel
industry

Given that Korea has suffered a trade deficit in
steel with China for more than ten years, it's hard
to understand how Beijing could list steel prod-
ucts as sensitive in its FTA negotiations with
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A steel plant operated by Tangshan Iron & Steel Group [JoongAng Photol

Seoul. Facing China’s price undercutting, many
South Korean companies that handle wire rods,
secondary wire rod processing, and thick plates
have faltered and ultimately collapsed. By desig-
nating steel as a sensitive item, China may want
to solve its domestic overproduction problems
through the raising of protective barriers against
high-end steel products for autos, machinery, and
heavy equipment that have great potential for
growth.

However, from the steel industry’s perspective,
the Korea-China FTA should at least aim to level
terms of trade that have been uneven so far. In the
Korea-ASEAN FTA and the Korea-India Compre-

hensive Economic Partnership Agreement
(CEPA), the steel industry, which has been labeled
as a beneficiary item, has been relatively disad-
vantaged. During a grace period to reduce tariffs
on Korean steel products, Japan has been able to
eliminate many of the tariffs on its high-end steel
products. That is why Japanese brand cars are
nearly ubiquitous in India and Japanese steel ma-
terials are imported tariff-free and used in gas
pipeline and heavy equipment production in Indo-
nesia. As Korean steel products continue to strug-
gle in an uphill battle in global competition, expec-
tations run high for the results of the Korea-China
FTA negotiations. ®
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Korean Auto Makers Aim at Further
Localization in China
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Korea and China opened their 11th round of
FTA negotiations in late May this year, with the
two countries beginning in earnest to discuss their
requests for concessions on various goods. When
they launched the negotiations two years ago, the
Korean government set basic principles for the
Korea-China FTA, such as pushing for a compre-
hensive free trade agreement and consideration of
sensitive areas. The Korean automobile industry is
paying close attention to how such principles are
reflected in the ongoing negotiations.

Chinese overcapacity is a serious
concern to Korea

Since China became the world’s largest auto pro-
ducer and market in 2009, the Chinese auto mar-
ket is massive. The country recorded auto sales of
nearly 22 million units last year, surpassing both
the U.S. and the EU. This amounts to about one-
third of global demand. Experts predict that Chi-
nese demand for new vehicles could reach 35 mil-
lion units by 2025 and 40 million units by 2030.

But China is by no means an easy target. Global
carmakers are jockeying to expand investments in
the country for local production, but China also
has as many as 150 indigenous carmakers. Not
only local governments, but also the central gov-
ernment have spared no effort to support the auto
industry. And Chinese local carmakers such as
BYD have already produced and are selling elec-
tric vehicles.

The problem is that overly ambitious invest-
ments have led to overcapacity. As of the end of
last year, China had recorded a surplus capacity
of 8 million vehicles, and that is projected to in-
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crease to 20 million units over the medium-to-long
term. If the Chinese economy stalls and domestic
demand shrinks, neighboring Korea will become
the first destination for such a surplus.

China’s leap-up in auto sector is
quite threatening

China’s major local carmakers, such as Chery,
Geely, Great Wall, and BYD, are showing fast
growth in their capabilities and technologies—so
fast as to be seen as threatening. Chinese compa-
nies previously lacking in technologies have ab-
sorbed high tech through mergers and acquisi-
tions of advanced foreign companies, such as the
cases with Korea’s Ssangyong Motor and Britain’s
MG Rover. More recently, Geely Automobile
bought Sweden’s Volvo in 2010. China is also eye-
ing U.S. companies involved in the electric car
business, as exemplified by the acquisition of A123
Systems, a U.S. electric car battery manufacturer.
Leading foreign companies in financial distress
have fallen into the ready hands of Chinese com-
panies, one after another. Under the banner of
“Going Global,” Chinese car makers are now rap-
idly expanding investments in and exports to
emerging countries in Latin America, Asia, and Af-
rica that are out of the reach of advanced coun-
tries. Now it’s fair to say that China is not just a
massive neighboring market for Korea, but one
that also presents a threat.

So far, Korean companies have expanded pro-
duction in China through localization strategies.
Hyundai Motor has expanded its production ca-
pacity to 1.05 million units per year at three plants
in Beijing, while Kia Motors has built three plants
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Aworker is about to assemble a vehicle at Volvo's Chengdu plant [JoongAng Photo]

in Jiangsu Province with a view to producing a to-
tal of 740,000 units a year. But under their respec-
tive localization strategies, Hyundai and Kia ex-
ported only 48,000 vehicles in 2013, mainly for
large vehicles that were not locally produced.
Such strategies will not be changed much in the
future.

The Korea-China FTA talks are now in their
second stage. The Korean government plans to
conclude a deal within the year. But a bumpy
road lies ahead for the upcoming item-by-item ne-
gotiations. From Beijing’s perspective, the Korea-
China FTA is the first such deal with a car produc-
ing country. But for Seoul, it is about concluding

negotiations with a big power that poses a possi-
ble threat and an opportunity at the same time.
China opposes opening its auto market in order to
protect local companies, and it will not easily give
in on non-tariff barriers, such as its 50% ownership
restriction on joint ventures in auto production
and its aggressive government intervention on for-
eign projection to establish plants in China. Market
opening should be carried out on the same level
for both Korea and China while taking into ac-
count China’s sensitivity to liberalization and its in-
fluence on Korea. | hope that the Korean govern-
ment will fully demonstrate its negotiating power
during its FTA talks with China. ®
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Despite Price Competitiveness,
Some Korea Companies to Suffer
from Influx of Chinese Products

The petrochemical industry has been drawing at-
tention as one of the leading potential beneficiaries
of the Korea-China FTA. Petrochemicals are one of
Korea’s major export items to China, accounting
for 47% of total petrochemical exports (USD 23.5
billion out of USD 48.4 billion) and a trade surplus
of USD 21.7 billion in 2013. With China’s demand
for petrochemical products increasing sharply in
tandem with high economic growth, Korea has
continued to expand its exports to China.

Recently, Korean petrochemical products have
had to deal with a dual threat in the Chinese mar-
ket: their price competitiveness is lower than that
of cheaper materials, such as shale gas from North
America and ethane from the Middle East, while
their import duties are higher than those of com-
petitors such as Taiwan and ASEAN. China al-
ready imposes no tariffs on almost all petrochemi-
cals, except certain sensitive products—ten items
including polyethylene (PE)—under the China-
ASEAN FTA which entered into force in July 2005,
and on some products under the China-Taiwan
Economic Cooperation Framework Agreement

(ECFA) which took effect in January 2011.

Exports to rise in the short term,
benefits to fall in the long term

The China-Korea FTA is expected to yield a break-
through for Korea's petrochemical exports to Chi-
na. From the short-term perspective, tariff elimina-
tion under the bilateral FTA would boost the price
competitiveness of Korea’'s polypropylene homo
polymer (homo PP) and increase exports. China’s
self-sufficiency rate in petrochemicals is only 75%
(based on synthetic resin, synthetic fiber, and syn-
thetic rubber); therefore, China inevitably must
rely on imports. If tariffs on petrochemicals, e.g.,
6.5% on synthetic resin, are eliminated under the
China-Korea FTA, Korean petrochemicals would
be able to gain price competitiveness. In the case
of homo PP, which is widely used in China, the
average price of Korean imports was USD 1,601
per ton in 2013, with an additional USD 104 per ton
in tariff charges at a rate of 6.5%. As PPs are similar
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in quality, price is the most important determining
factor for imports especially when market condi-
tions are bad.

From the long-term perspective, the benefits
of the bilateral FTA will diminish slightly.
Through capacity building and expansion, China
is seeking to achieve price competitiveness by
increasing its overall self-sufficiency rate and di-
versifying its use of raw materials to include coal
and shale gas. Over the three-year period from
2011 to 2013, China’s self-sufficiency rate for three
major petrochemicals (synthetic resin, synthetic
fiber, and synthetic rubber) increased by 4%,
while its import growth remained stagnant at 1.3%
(38-39 mt). Against this background, an influx of
Chinese products to Korea has increased to such
an extent that it may damage the Korean petro-
chemical industry. Competition is expected to
become even fiercer than before, as cheap pet-
rochemicals from the Middle East and North
America command an increasing share of Chi-
na’s import market.

This is well supported by a survey of Korean
petrochemical companies conducted in Septem-
ber 2013. In that survey, respondents predicted
that Korean petrochemicals’ local production and
exports to China would rise in the short term, but
become weaker in the long term (0.2% in local
production and 0.4% in exports to China) if the Ko-
rea-China FTA were to take effect in 2013.

Korean petrochemicals industry
in turbulent times

Korea’s petrochemicals industry is in fierce com-
petition for PP with China and emerging coun-
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A new BTX plant operated by Hyundai Cosmo Petrochemical, a subsidiary of Hyundai Oilbank [JoongAng Photo]

tries, and it is also facing turbulent times due to
diversification of raw materials available on the
market, such as shale gas. Korean petrochemicals
companies should expand facilities and boost
cost competitiveness, and increase investment in
China while taking advantage of local investment
regulations, such as those outlined in the Cata-
logue for the Guidance of Foreign Investment In-
dustries. The industry must also shift its produc-

tion structure from PP products to high-quality
and high value-added products (key materials for
electronics, energy, automobiles). It should also
expand R&D investment at the global level with a
view to securing key technologies. Now the pet-
rochemical industry desperately needs Korean
government R&D subsidies and tax benefits in or-
der to develop high valued-added, high-perfor-
mance products. @
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On May 26th, Korea and China held their 11th
round of FTA negotiations in Sichuan Province,
China, to discuss sticking points ahead of the next
round scheduled for July in Korea. South Korean
President Park Geun-hye and Chinese President Xi
Jinping had already agreed to finalize the China-
Korea FTA by the end of the year at their summit
meeting in March.

On opposite ends of the equation

Korea produced USD 302.6 billion worth of elec-
tronics and IT goods in 2012, an amount equal to
18.4% of China’s output—the Asian giant accounted
for 31% of global production the same year. Chi-
nese companies sell a full range of products from
cheap products to premium ones, while Korean
companies mainly sell premium products to Chi-
na. Under such circumstances, Korean companies
face an uphill battle in areas other than smart
phone sales, particularly in China’s general home
appliance market. Chinese companies such as
Haier, Midea, and TCL make up 60-80% of the TV,
refrigerator, and washing machine markets,
whereas Korean companies hold only about a 10%
market share.

Samsung Electronics’ production in China is
concentrated in 11 cities, including Beijing, Tianjin,
and Suzhou, while LG Electronics is focused on 14
cities, including Shenyang and Shanghai. Korean
exporters shipped USD 67.6 billion worth of elec-
tronics and IT to China last year, accounting for
40% of Korea’s total exports. With a surplus of USD
40.9 billion, Korea registered the world’s largest
surplus in electronics and IT, spurred by rising ex-
ports of components for smart phones, semicon-
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ductors, and displays.

Exports of these three items are expected to in-
crease once the Korea-China FTA is concluded.
By contrast, large household appliances such as
TVs, washing machines, and refrigerators, and
small appliances such as mixers, vacuum clean-
ers, and sound equipment such as microphones
and speakers are expected to fight heavy odds.

Non-tanff barriers and other obstacles

More than 80% of electronics and IT items, a total
of 203, are already tariff-free under the Information
Technology Agreement (ITA) among WTO mem-
ber states. In this regard, the conclusion of the Ko-
rea-China FTA is not expected to significantly im-
pact Korea’s electronics and IT industries. Due to
the tariff effect, however, exports of non-ITA pre-
mium appliances are expected to increase, while
imports of small appliances, heating equipment,
sound equipment, and accessories are likely to
drop.

In July last year, the Korean government out-
lined its strategy to promote premium smart small
appliances with a view to developing Korean
small appliance companies into lean but powerful
global players. To realize this strategy, the govern-
ment should negotiate for the longest grace period
possible for tariff concessions on small appliances.

It's also an urgent task to address China’s non-
tariff barriers to trade. Currently, China has no sub-
stantive examinations for registration of utility
models. Without thorough preparation, Korean
companies are highly likely to get involved in pat-
ent lawsuits in China. Procedures to meet global
standards on certification of origin, customs clear-
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Electronic and IT Exports to and Imports from China (unit:UsD 1 mition)

20m 2012 2013
Export Import Export Import Export Import
Total 56,159 29,268 61,412 26,180 67,632 26,755
Semiconductors 15,777 6,642 17878 6,051 21,670 6,520
Displays 19,759 3,565 19,972 3,059 18,039 2,570
Mobile phones 4127 3,580 3848 2,036 5,033 2,601
TVs 594 93 459 128 659 100
Sound equipment parts 288 19 293 99 324 80
Washing machines 30 35 73 50 131 55
Refrigerators 81 27 66 37 90 26
Air-conditioners 3 34 1 56 1 68

ance, and safety standard certificates should also
be prepared. These should be stipulated in detail
in the Korea-China FTA.

Korean electronics and IT companies should
be given more opportunities to expand their entry
to China. To this end, the government must ex-
pand opportunities for exhibitions and export ex-
pos in China, and establish a “one-stop” system to
offer various consulting services, such as conduct-
ing prior patent examinations, resolving patent
conflicts, responding to environmental restrictions,

Note: Based on MTI
Source: Korea International Trade Association (KITA)

obtaining safety standard certificates, issuing cer-
tificates of origin, and verification.

An underdeveloped Korea-China FTA could
become a threat to Korean companies. In order to
use the agreement as a springboard for an eco-
nomic stimulus, the Korean government should
consider carefully the concerns of Korean compa-
nies. The government, industry, and the research
community must make the most of their experi-
ences with the KORUS FTA and KOR-EU FTA to
prepare themselves for the Korea-China FTA. @
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It would seem strange to describe China today as
“the world’s factory.” Once the world leader in
manufacturing due to its cheap labor, China has
lost competitiveness because of wage hikes and
stringent environmental regulations, and its pro-
duction activity has been moving into Vietham, In-
donesia, and other Southeast Asian countries
since the mid-2000s. The “move toward globaliza-
tion of manufacturing for cheaper production op-
portunities” has been led by the textile industry,
mainly by apparel makers. China, which has
grown rapidly thanks to apparel exports, is seek-
ing to implement change by improving textile pro-
duction technologies, nurturing fashion brands,
and developing industrial textiles. With cheap tex-
tile knockoffs, China used to hold sway over the
global market, but it is now following in the foot-
steps of Korea, Taiwan, and Japan toward “differ-
entiation and higher added value.”

Korea sees record-high trade deficits in
textile trade with China

China is now the world’s largest textile producer,
accounting for 70.1% of global chemical fiber pro-
duction and 40.7% of global textile exports in 2012.
The annual production of chemical fibers per
company in China exceeds Korea’s entire annual
chemical fiber output. Korea’s chemical fiber in-
dustry is paltry compared to China’s. As of 2011,
Korea’'s chemical fiber industry workforce (in
firms with at least ten employees) amounted to
only 1.7% of China’s 10,175,000 workers, while its
output accounted for only 4.8% of China’s RMB 5.3
trillion, and its global exports amounted to merely
5.0% of China’s USD 284.2 billion.
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A textile plant in Jimo, Qingdao [JoongAng Photo]

China’s textile industry has grown exponential-
ly with government support since China’s acces-
sion to the World Trade Organization in 2002 and
the abolition of textile quotas in 2005. Meanwhile,
Korea’s trade deficit in textiles with China has con-
tinued to increase, hitting an all-time record of
USD 3.6 billion in 2013. Korea’s exports of textiles
to China totaled USD 2.73 billion, accounting for
17.5% of the country’s total textile exports, while its
imports of Chinese textiles reached USD 5.8 billion
or 48.6% of Korea’s total textile imports. The Kore-
an textile industry expects imports from China to
increase if the Korea-China FTA is concluded and
opens the domestic market wider.
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Korea-China FTA, a shock to Korea’s

textile industry ecosystem

There are more than 40,000 textile companies in
Korea. Most of these are micro-enterprises, or
small or medium-sized businesses that maintain a
symbiotic relationship in various fields, from tex-
tiles to apparel and fashion products for the do-
mestic market and overseas exports. If textile im-
ports surge under the Korea-China FTA, the
damage arising from such an increase would not
be limited to certain business sectors, but spread
throughout the textile industry. If both countries
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experience rapid market expansion, the textile in-
dustry would undergo accelerated restructuring.
Some sectors are even worried about the collapse
of the domestic production base.

Korea’s textile exports to China mainly in-
volve processing before re-exportation, rather
than domestic sales. Therefore, exports are not
likely to increase significantly in the short term
even if tariffs are eliminated under the FTA. In
the case of raw materials for the processing
trade, import duties are exempted when goods
are exported to China or tariffs are refunded af-
ter exportation.

China deserves attention as the
“world’s market”

Despite the significant risks involved, one should
not ignore the possibility that the Korea-China FTA
could serve as an opportunity to transform the Ko-
rean textile industry. With China becoming the
“world’s market” in just ten years, keywords like “a
population of 1.3 billion,” “geographical proximi-
ty,” and “the Korean Wave” will have continued
relevance to Korean textile industry growth. The
first step to growth starts from introspection rather
than external factors. Industries are no exception.
Strengthening industrial competitiveness is a fun-
damental solution that could mitigate damage
from the FTA. At the same time, the textile indus-
try faces many challenges: not only differentiation
and high value-added, areas where it has focused
its efforts thus far, but also creating global fashion
brands and generating demand through develop-
ment of high-tech textiles and convergence with
other industries. @
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In the two years since Korea and China launched
FTA negotiations on May 2, 2012, the two sides
have held eleven rounds of talks that are now
nearing their final phase. However, industries re-
main sharply divided in their views on the ongo-
ing FTA negotiations, with the agricultural sector
perhaps worried the most.

Korea’s farming households face
a threat to their existence

Once the Korea-China FTA is finalized, how will it
influence Korean agriculture? In a nutshell, the
agreement will yield both positive and negative
impacts for Korea. One negative impact is that Ko-
rean agriculture could be threatened by rising Chi-
nese agricultural imports. The impact of the Korea-
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China FTA could not compare to that of other free
trade pacts. Without even mentioning geographi-
cal proximity or similarity in food culture, it's obvi-
ous that Chinese agricultural imports would rise
once the FTA takes effect.

But China is also a net agricultural importer.
Since the country transitioned from net agricultur-
al exporter to net agricultural importer in 2004, its
farm sector trade deficits have increased each
year. Meanwhile, Chinese agricultural experts
have offered the slightly comforting analysis that
any additional increase in Chinese agricultural ex-
ports to Korea will be limited even when the Ko-
rea-China FTA goes into effect.

However, agricultural trade by item and region
is more meaningful to Korea than it is in the aggre-
gate. Garden produce, such as chili peppers, gar-
lic, onions, carrots, radish, and Korean cabbage,
are the economic lifeblood for Korea’s farm
households. These products are generally cultivat-
ed in China’s Shandong Province, which has a cli-
mate, soil, and overall agricultural environment
similar to Korea’s. As such agricultural produce
from China is not inferior in price or quality to pro-
duce grown in Korea, it is feared that the bilateral
FTA would have profound ripple effects on the
Korean farm sector. And while fruits and livestock
products will not be affected immediately by the
FTA, these products will ultimately fall under its
direct influence in the medium-to-long term.

Opportunities for China’s changing
food consumption patterns

One positive impact is that Korean agricultural ex-
ports to China are expected to rise. The melamine
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milk scandal of 2008 has sparked Chinese distrust
of their own country’s agricultural produce. As a
series of small and large food safety scandals have
broken out since, Chinese consumers’ trust in lo-
cal agricultural produce has plunged. By contrast,
they regard imported agricultural products as safe
and of good quality; therefore, demand for agricul-
tural imports is rising rapidly. According to media
reports, the value of China’s agricultural imports
increased by 21.8% on average each year over the
past five years, while the average annual increase
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of Korea’s agricultural exports to China reached
26.6% over the same period. Thanks to the spread
of the Korean Wave, Chinese consumers’ aware-
ness of and preference for Korean farm products
are rapidly growing. Such a change in China’s
food consumption environment is regarded as a
positive sign for Korean agricultural exports to
China. Once the Korea-China FTA takes effect, it
could provide a fair boost to China-bound agricul-
tural products.

As the Chinese government continues to tight-
en food safety oversight and inspections, Korea
should fully understand China’s food safety regula-
tions and maintain respect for the law. The Chi-
nese government has recently declared its com-
mitment to realize a stringent management and
supervision system to control all processes from
production and processing to distribution and
consumption, and impose strict punishments on
violators. By making clear that it would prevent
poison from reaching the dinner table and effec-
tively protect the “safety on the tip of the tongue
(ke E9Z24),” Beijing has reiterated its sol-
emn pledge to resolve the food safety issue.

Korea must take different approaches to each
stage of the Korea-China FTA. First, it should draw
negotiation results most favorable to its farm sec-
tor in order to minimize damage. It is also an ur-
gent task to include in the sensitive track as many
agricultural items as possible that have a relatively
low competitiveness. Second, Korea should maxi-
mize benefits by devising and implementing a sys-
tematic plan to increase exports. Finally, it should
prepare measures for damage compensation to
sustain and develop agriculture. Korea should pre-
pare more thoroughly for the Korea-China FTA
than any other FTA in the past. @
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