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I. Introduction

In 2015, Korean export to Russia contracted by 54%. The decrease was



HXGMUEAT ==& 1: 2{Alo}- RELA|OF, E7| - SRE

observed in all major manufacturing categories of the Korean export like
chemicals, machinery, electronics, automobiles. Prospects for the revival of
the former vibrancy in bilateral cooperation remains uncertain as it might take
the Russia economy long enough to regain dynamics similar to the country
demonstrated in early 2000s. Other challenges like lingering uncertainty in
the world economy and accumulation of various structural problems in the
Korean domestic economy are yet other serious issues that can influence trade
relations between the two countries. Under the circumstances any serious
discussion on Korean-Russian cooperation might seem untimely. But on the
other hand, today there is a good chance to re-consider past developments of
the bilateral relation to be more prepared for the future. This research
attempts to analyse Korea’s trade policy from the perspective of international
trade in goods and services and locate a place of bilateral trade with Russia
in it

In the 2000s, the rapid growth of Korea-Russian trade specialists belonging
to government and academic circles in both countries made a large contribution
to analysis on the Korea-Russia cooperation. They focused predominantly on
the bilateral issues in relations between the two partners, and discussions
rarely went beyond the bilateral dimension. However, considering the growing
complexity and interconnectedness of countries in the world economy, it is
hardly possible to proceed without careful observation of global tendencies.
What are those tendencies? We would like to point out just a few.

In the first place, we should mention the expanding importance of trade
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policy and its use to solve development challenges. As a constantly important
element in the arsenal of a national government, trade policy once again
attracts a lot of attention as the impact that trade has on various aspects of the
social life is becoming widely acknowledged. Both developing and advanced
countries are adopting a more pro-active attitude towards optimisation of trade
rules and regulations that would allow freer trade and facilitate development.
One of the consequences of such efforts has been a surge in the number of
various regional and preferential trade agreements. Another important tendency
is linked to the growth of trade in services. Many states, both advanced and
developing ones, started to include commitments for trade in services into
their trade policies and further into texts of trade agreements they negotiate.

Because Korea and Russia are important players in the world trade, it is
necessary to have a look at their trade relations in such a global context since
this can produce new insights and help to facilitate the process of policy-
making. In a certain aspect Korea has been a forerunner in following the
global trend, and examination of the country’s trade policy and the policy’s
potential impact on the national development can give more information and
facilitate discussion on issues in Korea-Russia trade relations. Consequently,
the goal of this research is to study Korea’s trade policy with regard to trade
in goods and trade in services in order to identify issues that hinder or, on
the contrary, facilitate development of the Korean economy. Based on these
results, the report further aims to explore where Korea and Russia stand from

the perspective of trade in goods and trade and services and make suggestions
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on issues that can contribute to the development of trade between them.

Within this report, discourse is divided into several themes, these being
Korea’s trade in goods and Korea’s trade in services as they have developed
during the period of 2005-2014. By following these themes, the authors
attempt to find characteristic patterns and problematic zones in Korea’s trade.
Each theme also contains a part on Korea’s trade in the relevant field with
Russia. The issue that unites the different themes raised in this report is trade
policy and particularly multilateral and regional liberalization of trade under
the WTO and various FTAs.

It should be made clear that this report does not aim to, nor can it when
considering its limited volume, discuss all the possible issues that may arise
in relation to Korea’s trade or trade policy. Rather, the goal of the report lies
in an attempt to present several ideas that may be developed further in the
future, particularly in the course of discussion about Korea-Russia trade relations.
This report can help the process of policy formulation by introducing a broad
discussion about various related issues.

The report has the following structure. After the introduction, the second
section discusses some theoretical issues regarding trade liberalization. It
particularly focuses on how liberalization is pursued through trade policy.
Sections three and four analyse Korea’s trade in goods and services trying to
find problematic fields that can be regarded as obstacles for further development.
Both parts also consider Korea’s trade relations with Russia and point out in

what way more active trade in goods and services can be pursued. Then
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follows the fifth section that overviews patterns of Korean FDI in Russia,
which is followed by the sixth section presenting Russia’s perception of

Korea’s trade policy. Section seven concludes.

II. Theoretical discussions on trade liberalisation

Liberalisation of national trade regimes and diminishing barriers to trade
have been the central theme for the international trading system starting from
the second half of the 20th century. The answer to the question why countries
liberalize differs largely depending on the type of liberalisation that has been
opted for. Currently, governments can choose from the three available formats,
namely unilateral, regional, and multilateral (global) liberalization. These
formats are associated with certain types of benefits. A detailed analysis of
all the benefits is hardly conceivable in this paper. Therefore, we will limit
ourselves to highlighting only certain relevant points.

Traditional mainstream economic theory originating in works by Adam
Smith and David Ricardo claims that it is the unilateral liberalization that
constitutes the “first-best” type of trade policy. This could also be a preferable
option because it does not involve any cumbersome negotiations with trading
partners, hence allowing the economization of valuable resources, in particular

extremely scarce human ones. A large number of modern publications based
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upon empirical research also provide evidence that unilateral liberalization
tends to generate higher and more diverse gains from trade than any other
alternatives, either bilateral or multilateral types of liberalisation (see Finger and
Winters 2002). But unilateral liberalisation is not without its own drawbacks.
It is associated with a very high probability (if not an inevitability) of
expansion of mutual protectionism in in the absence of a well-designed and
sufficiently enforced liberal international trading system.

Regional liberalization, represented by various forms of bilateral and plurilateral
regional and preferential trade agreements (RTAs and PTAs), provides an
excellent opportunity to focus negotiations and to “customize” trade policy to
a limited number of major trading partners. More than that, it provides a
discussion framework and enforces certain obligatory commitments on the
partners involved. However, the main line of criticism against regionalism
claims that, as is the case with unilateral liberalization, it leads to a gradual
emergence of self-sufficient trade blocs isolated from the rest of the globe
and stimulates “intra-group” protectionism (Bhagwati 1997). Bhagwati (1995,
p- 2, p. 7) described RTAs as “inherently preferential and discriminatory.” In
addition to that, since various existing RTAs/PTAs differ substantially in their
scale and scope of trade liberalization, this creates the so-called situation of
a “spaghetti bowl.” The phenomenon of “spaghetti bowl” —*“noodle bowl” in the
East-Asian context —complicates trade administration and leads to substantial
additional transaction costs.

Despite the extensively criticized drawbacks of the existing multilateral
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trading system (like large number of members and agenda questions, lengthy
and complicated negotiation process, etc.), its basic principles, in particular the
most favoured nation (MFN) treatment, have promoted international commerce.
It is not by chance that currently more than 90% of world trade is carried
out between WTO members (WTO 2014). Regardless of all its deficiencies,
the international trading system governed by the WTO represents a truly
valuable “global public good” (Sutyrin 2007, p. 5) while the WTO itself is
the only institution that has the capacity to generate the regulatory framework
for international trade. Official membership in the organization provides
respective economies with sizeable benefits, including direct participation in
rule-making and law enforcement.

Among the three above-mentioned options for trade liberalization the first
one is, perhaps, the least implemented. Major developments are currently
being observed in the “regional track,” which during the last couple of decades
is becoming a competitive alternative to the GATT-WTO multilateralism that
has dominated since 1947. Korea is among the world’s leaders in regionalisation
of its trade policy despite it being a member of the multilateral trading
system for several decades who has benefited from the GATT/WTO regime.
So far Korea has been the only country that managed to sign FTAs with the
largest economies in the world — the USA, EU and China. How this change
in policy affected Korea’s trade and whether or not it helped to resolve some
of the very important development challenges are the issues explored in the

following sections.
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. Trade in goods

1. Sectoral and geographic structure of Korean trade

The sectoral and geographic composition of a country’s trade matters for
a variety of reasons (UNCTAD-WTO 2012). For instance, sectoral composition
can help to identify industries and clusters that are leading technological
improvement and may bring economic growth in future. Moreover, according
to UNCTAD, it can help to identify constraints to growth at the sectoral level
(Ibid)). Geographic composition, in its turn, captures linkages to dynamic
regions of the world (or the absence thereof) and helps to think about
export-promotion strategies (/bid.).

In 2014, Korean trade in goods was dominated by advanced economies and
emerging developing Asian countries. The first group of countries made up
41% of its total export and 42% of imports; the second group accounted for
40% of its exports and 27% of imports (Figure 1). However, comparison with
the data for 2010 shows a clear trend towards falling significance of the
advanced countries both as a source of demand for Korean products and as
source of imports, as at that time their share in export and import of Korea
was higher—41% for export and 47% for import. Decrease in the relative
significance of developed countries was offset by the increasing presence of

the emerging and developing Asia. The share of Asian countries has particularly
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grown for export, but for import it fell by 1% (Figure 1). The fact that the
share of emerging Asia decreased 1% compared to 5% for the advanced
economies implies the presence of a more dynamic relationship between

Korea and this region.

Figure 1. Geography of Korea’s trade in 2010 and 2014
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Source: constructed by authors from UNCTAD database.

Changes in Korea’s trade pattern, explicated in declining share of advanced

countries and growing shares of emerging markets, come as a result of a
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longer term fall in the shares of the US, Japan and EU in Korea’s export and
the growing presence of China and South-East Asia (Table 1). Shares of other
regions in Korea’s trade varied little. Europe, which also includes Russia and
CIS, showed a slight increase in the percentage of Korean import from 3% to

4%, and it continued to be a destination for 5% of Korean exports (Figure 1).

Table 1. Long—term trends in the geographic composition of Korean trade by
export and import flows, 1989—-2014

(Unit: %)
Korean Export Korean Import
1989 1995 | 2005 | 2014 | 1989 1995 | 2005 | 2014
USA 33.1 19.3 14.5 12.3 259 225 11.7 8.6
Japan 21.6 13.6 8.4 5.6 284 24.1 18.5 102
EU 13.5 14.3 154 9.0 11.6 13.7 10.4 11.9

Asian NIEs* 10.0 17.0 11.9 11.5 4.2 4.1 5.9 55

China - 7.3 21.8 25.4 - 5.5 14.8 17.1
South-East
. 6.5 14.4 9.6 14.8 6.8 75 10.0 10.2
Asia/ASEAN

Other countries | 15.4 14.1 184 214 232 225 28.6 36.5

Note: Includes Hong Kong, Singapore and Taiwan.
Source: constructed by authors from KITA database.

The trade geography that Korea has demonstrated over time reveals several
important features about the overall pattern. One of the salient features relates
to strong links both to traditional consumer markets in the West and to

dynamically developing Asian economies. Secondly, Korea showed a good
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flexibility to re-distribute its export flows to markets where incomes and
consumer spending are on the rise. Export growth to Asia was possible
thanks to an outward-oriented domestic manufacturing sector. Industrial
production data (Figure 2) show robust growth in 2010-2014 after a sharp
contraction in 2009 and as a result the pre-crises level was quickly outgrown.
Such a quick rebound in the Korean manufacturing industry points to its
internal mobility and existing potential to increase production. The question that
evolves here is whether this expansion was driven by technology-side factors
or resulted from extensive ones. Trends in productivity (Figure 3) on average
were high but quite unstable. This can be a result of uneven performance in

different sectors and, therefore, uneven productivity levels in the economy.

Figure 2. Real industrial production and real exports in Korea*(2007—2015)
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Source: OECD (2016b), “Economic Survey of Korea.”
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Longer-term trend demonstrates similar spikes in productivity levels expressed
as gross value added per hour worked happened in 1996. At that time preceding
the Asian financial crisis, Korean manufacturing was creating excessive production
facilities that were the major reason of the severity of the downturn in Korea
in 1998. This time too uneven productivity growth points towards the presence

of the excessive capacity problem although its scale may be smaller than in

the past.

Figure 3. Productivity trends in Korea(1995-2014)
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Product composition of Korea's export

The below Figure 4 shows trends in the shares of major exported product

groups during 1979-2014. Two lines particularly stand out in this chart: one
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is the line for miscellaneous manufactured articles and the other one is for
machinery and transport equipment. Both these groups enjoyed robust growth
in export shipments since the 1990s and into the 2000s until the recent world
financial crisis produced a negative impact in 2008. After that, export
performance in these two sectors remained at a two-digit level but did not

reach the pre-crisis level.

Figure 4. Trends in product composition of Korean exports(1995—2014)

(Unit: %)
40.0%
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25.0%
20.0%
15.0%
10.0%
5.0%
0.0%
1995 2004 2008 2014
food and live animals e chemicals and realted products
- = = = beverages and tobacco — = manufactured goods classified chiefly by material
crude materials, inedible, except fuels ——— machinery and transport equipment
===« mineral fuels, lubricants and related materals =~ «xeeee miscellaneovs manufactured articles
animal and vegetable oils, fats and waxes e commoditied, transactions not classified

Note: Based on SITC 2-digit classification.
Source: constructed by authors from KITA database.

To explore further the pattern of changes in the product structure of export,
we visualize the data with radar diagrams (Figure 5). They reveal that during
the last ten and even twenty years Korean export was concentrating more and

more on two groups of products, these being machinery and transport equipment
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and miscellaneous manufactured items. The fact that the share of the latter
went down while that of the former grew indicates the increased importance
of machinery and transport equipment industries for Korean exports and the
economy on the whole. Data disaggregated by 2-digit HSK codes help to
identify that more than half of Korea’s export during the last two decades has
consisted of electronics (HS 85), automobile (HS87), machinery (HS84) and
petrochemical products (HS27). In particular, in 2013 their share was as high
as 57%. Together products under these categories made up 50% of Korean

export during 2010-2014, and in 2013 their share was as high as 57%.

Figure 5. Trends in the product structure of Korean export(1995, 2005, 2014)
(Unit: %)
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Figure 5. continued
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When reviewing data for the product structure of Korean export with
earlier discussion on the geography of trade and particularly dominant position
of China, it becomes clear that a large portion of products in Korean
electronics, auto, machinery and petrochemical sector has flown to China.
This represents the risks of overexposure of the Korean export to a single
market. Under an adverse scenario where export to China starts falling, these
industries can experience difficulties with excessive facilities that will lead to
domino effect across sector and economy on the whole.

Already now Korea’s export show signs of reaching the limits of expansion

into emerging markets (Figure 6). This conclusion comes as a result of

Figure 6. Korea's export performance*
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Note: * Actual growth in exports relative to the growth of the country’s export market, which
is calculated as the weighted average of import growth in Korea’s 48 major trading
partners. Export performance improves if Korea’s export growth exceeds import growth
in its 48 trading partners.

Source: OECD (2016b), “Economic Survey of Korea.”
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comparison between the potential of main export destination market to absorb
foreign imports and actual growth of Korean export to them.

In order to verify this data obtained from the recent OECD report on Korea,
we performed our own analysis. By using a simple methodology proposed by
the UNCTAD-WTO (2012), we estimate to what extent a country’s export
orientation is favorable, i.e. to what extent the country exports to partners that
have experienced faster import growth. To do so, we construct a scatter plot
with export shares of 30 major trading partners of Korea on the horizontal
axis and overall import growth in these markets on the vertical axis. The
results are presented in Figure 7-1. It suggests that Korea’s geographic export
orientation during the last ten years in 2005-2014 has not been favorable,
with the country’s major export markets reaching their limit and failure to
increase the demand of made-in-Korea products. Because analysis in this
figure included all the products listed in the SITC nomenclature, it could be
the case that the presence of not very important products influenced the
results in Figure 7-2. At the same time they reveal the same trend as results
from the previous chart. From this we can conclude that the current
geographical structure of Korean exports can no longer provide high rates of
export expansion, which could lead to problems in the outward oriented
domestic economy.

Another question here relates to the reason behind abovementioned negative
tendency. Explanations for this can be found in a combined effect of global

factors and policy choices, for example, measures for trade liberalisation.
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Figure 7—1. Korea's overall export orientation
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Figure 7—2. Korea’s manufacturing export orientation
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Source: constructed by authors.
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In Korea’s case, such factors as instability in the world economy after 2008 or
a high share of developed but slowly growing countries could have influenced
the results. Another issue is a potential ability of the country’s trade policy
provide equal opportunities for different products in gaining access to other
markets and implicit bias in favor of certain products that it may contain.

An underlining idea that comes out from this analysis of geographic and
product composition of Korea’s trade and mainly export is a high concentration
on a few markets and a few types of products. As uncertainty over the world
economy and China does not subside, and as Korea’s traditional markets
become more competitive and saturated, the country needs to diversify its
export structure, and new markets can provide it with excellent opportunities
for this. Exporting to less saturated markets will also give time to the Korean
manufacturing industry to deal with excessive capacities and restructure.
Simultaneously Korea needs to put effort into improving terms of market
access. Lower tariff and non-tariff barriers can improve cost structure for
Korea and give its businesses a competitive edge over manufacturers from
developing and emerging markets. For resolution of such issues, trade policy

could be an increasingly important and helpful tool.

2. Korea’'s trade with Russia

Korea’s trade with Russia has seen a rapid expansion during the period of
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2005 to 2014. The value grew from USD 7.8 billion to USD 25.8 billion
(Figure 8) during this period. On average, annual rates of export growth were
23%, although figures ranged from -56% to 86% depending on the reporting
year; annual rates of import growth were 18.7% ranging from -30.6% to
52.6%. The main factor that contributed to expansion of cooperation with
Russia growth of Russian population living standards. In one of our previous
studies (Korgun 2016) on the investment patterns of Korean companies in
Russia, we found that increased purchasing power of the Russian consumers
made Korean businesses seek entrance to the Russian market, more actively

stimulating trade growth.

Figure 8. Korea's export to and import from Russia
(Unit: thousand USD)
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Source: constructed by authors from UNCTAD database.

As is the case with Korea’s exports in general, export to Russia was
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comprised mainly of the manufactured goods, the share of which stood at
95% in the total structure of export. Chemical products and machinery and
transport equipment dominated the flows, accounting for 8% and 73%,
respectively, as of 2014. Over time, machinery and transport equipment have
become particularly important for Korea’s trade with Russia as their share
went from 57% in 2005 to 73% in 2014. If compared with data for the overall
export presented above, this share is twice larger.

The following table presents a more detailed product composition of
Korean export to Russia and its change during 2005-2014. In 2014, main
exported items were plastics (14.6%), metals (7.5%), telecommunication
(7.6%) and road vehicles (31%). However, gradually, automobiles and other
machinery gradually came to occupy a larger share of the shipments. In 2014,

they accounted for 50% of Korean exports.

Table 2. Changes in the product composition of Korean export to Russia(2005—2014)

2005 2008 2010 2014

Plastics in primary forms 0.145807 | 0.064924 | 0.059254 | 0.042595
Iron and steel 0.024845 | 0.014746 | 0.025286 | 0.027066
Manufactures of metal 0.075196 | 0.010504 | 0.017466 | 0.026493

Telecommunication and sound recording apparatus | 0.076231 | 0.107725 | 0.096034 | 0.05723
Electrical machinery, apparatus and appliances | 0.036736 | 0.032424 | 0.052033 | 0.047399

Road vehicles 0.311771 | 0.538617 | 0.364194 | 0.396907
Other transport equipment 0.078117 | 0.022219 | 0.078981 | 0.098592
Total 0.748704 | 0.791158 | 0.693248 | 0.696281

Source: constructed by authors from UNCTAD database.

29 -



MEX|ANBAT =27 I 20 R2AI0}, E7] - SREY

Overall, growth of machinery and transport equipment category made
Korean export more oriented towards “medium-skill and technology- intensive
manufactures.” According to UNCTAD, the share of high-skill and technology-
intensive manufactures went down from 27.7% in 2005 to 17.7% in 2014.
This means that, in terms of technological composition of Korean exports to
Russia, its structure has deteriorated and become excessively concentrated on
products belonging to the same technology level. Thus, the technological
diversity of Korean shipments to Russia might become one of major future
challenges.

In order to check whether the growth orientation of Korean export to
Russia is positive or not, we applied the same methodology as was in the case

of the general Korean export. Figure 9 presents the outcome of this analysis.

Figure 9. Product orientation of Korea's export to Russia(2014)
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This is a reverse result in comparison with the previous one, i.e. Korea was
exporting those types of products that were in high demand in Russia. This is
direct evidence for the unsaturated demand.

Korea’s import from Russia is characterized by an even lower degree of
diversity than its export. In 2014, fuels dominated the import structure with
the share of 79%. Other important items were primary commodities (mainly
coal and mineral ores) —15%, manufactured goods of which chemicals (1.89%)
and iron and steel (3%) made up the largest shares among all categories. This
structure of imports persisted for more than ten years with the only difference
that in 2005 shares of non-fuels imports were observably higher (Table 3) but
they fell after 2010. In September of 2010, Russia increased export of gas
and petroleum to Korea, and taking into account price factor, the share of en-

ergy resources quickly jumped to the current level.

Table 3. Product composition of Korea's import from Russia(1995—2014)
(Unit: %)

2005 | 2008 | 2010 2014
Primary commodities, excluding fuels(SITC 0+1+2+4+68) | 48.82% | 27.76% | 17.38% | 15.07%

Fuels (SITC 3) 24.08% | 47.90% | 66.37% | 79.00%
Manufactured goods(SITC 5 to 8 less 667 and 68) 27.01% | 24.32% | 15.93% | 5.83%
Chemical products (SITC 5) 531%| 4.50%| 2.33%| 1.89%
Machinery and transport equipment (SITC 7) 290% | 1.24%| 5.16%| 0.49%

Other machinery and transport equipment (SITC 7 -
(751+752+761+762+763+775+759+764+772+776))

Iron and steel (SITC 67) 13.91% | 17.92% | 8.05% | 3.02%

2.67%| 0.99% | 437%| 0.38%

Source: built by authors with data from UNCTAD database.
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Decrease in the shares of other imports occurred not only in relative terms.
Unstable growth rates of import of manufactures from Russia, often falling
to the negative, contributed to the concentration of imports on raw materials.

The current structure of trade between Korea and Russia can hardly be
viewed as sustainable or adequate for the proclaimed strategic nature of
economic cooperation between the two countries. One of the major issues is
high concentration of export and import flows on a few product categories.
This makes bilateral trade sensitive to fluctuations (or) fluctuations(Korgun,
Popova, Sutyrin 2015). But more importantly, already for a long time structure
of trade did not show signs of diversification. Another matter that deserves
more attention is the low presence of Russia in Korean products market, the
fact that may reduce potential for economic exchanges. So, some of the most
problematic issues concerning trade relations between Korea and Russia are:

* low diversification of trade flows

* limited number of economic agents involved in bilateral trade

* trade flows remaining focused on several product groups for a

considerable number of years

* inequalities in mutual market penetration, which may lower motivation

for future cooperation.
In liberalized capitalist economies, the government is limited in its ability

to step in directly in order to resolve business- related issues. But still,

governments have resources to facilitate business activity and trade policy is
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one of them. In recent years, the WTO and FTAs influenced choice of the
policy tools, and by using them, they could create a favorable environment
for national companies to internationalise. In the next section we look at

Korea’s WTO and FTA-related trade policy issues.

3. Korea’s trade policy towards trade in goods

What role did trade policy play in developing the current pattern of trade
that is characterized by high structural concentration? To what extent does
Korea’s trade policy reflect such challenges as negative growth orientation of
export, productivity, diversification opportunities? This chapter tries to seek
answers to these questions by discussing two main dimensions of Korea’s trade
policy —multilateralism and regionalism. Viewed by many as two contradictory
approaches towards liberalization of trade, they have served as complementary

pillars of Korea’s trade strategy for the past two decades.

Multilateralism of GATT/WTO

The multilateral dimension of Korea’s trade policy originates in the country’s
GATT membership. Joining GATT in 1967 as a developing member, Korea
was able to export goods to developed countries’ markets meeting no
substantial tariff and non-tariff barriers. Generalized System of Preferences

made this possible. At the same time developing status allowed Korea to
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apply measures for protecting its domestic market and support industries with
various schemes like subsidies, preferential finance and others. The most
distinctive feature of Korea’s trade policy at that time was its very clear goals
with regard to the structure of its trade. Because the Korean government was
highly concerned about diversification of export structure, it promoted the
export of various products at different periods of time.

After the WTO officially commenced in 1995, this practice had to be
abandoned. One reason for doing so related to the fact the WTO rules
prohibited direct support for industrial development (WTO 1996). But a
deeper reason perhaps lay in the fact that by 1995 Korea has already finalized
formation of its traditional industries (electronics, automobiles, chemicals and
oil refinery(, which gained strong positions within the domestic economy.
Companies in these sectors became more and more internationally
competitive, and tried to influence trade policy in direction that would
facilitate their expansion overseas. In order to help their expansion, Korea
committed to liberalize some sectors of its economy as part of negotiations
in the WTO.

As of 2014, tariff binding!) by Korea stood at 94.6% (WTO 2016), which
is 3% higher than in 1996. But even with this progress, Korea’s level of

binding is below tariff binding coverage of developed countries, Russia and

1) In the WTO terminology, tariff binding is a commitment not to increase a rate of duty be-
yond an agreed level. Once a rate of duty is bound, it may not be raised without compen-
sating the affected parties (wWww.wto.org).
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China (Table 4). A bit more restrictive character of tariff regime in Korea is
supported by a substantial difference in the MFN applied rate between
different sectors. For example, an average applied rate for non-agricultural
goods is 6.8%, while for agricultural it equals to 52.7% (WTO 2015).

This gap is the most profound among all OECD countries including Japan,
say nothing about EU or USA. It is also much higher than in Taiwan and
Russian Federation (Table 4). In addition, the gap between MFN bound and
applied rates can be used by the government if needed to raise import duties
within the level of binding to protect domestic companies without infringing
existing commitments (Sutyrin, S. F., Korgun, 1. 2008). According to the
WTO, Korea has indeed used this possibility (WTO 2012, p. 58).

Table 4. Import duty ranges between Korea and Taiwan, Japan, EU, US and
Russia, bound and applied(2014)

(Unit: %)
Korea Taiwan Japan EU Us Russia
Tariff binding 94.6 100 99,7 100 100 100
coverage
Averagerate | 2 | 2 | 1 2 |1 2 |1 2 |1 2
for:

all products | 16.6 | 133 | 64 | 65| 46 |42 | 5 |53 |35 |35| 76| 84
agriculture | 56.1 | 52.7 | 173 167|182 | 143 | 125|122 | 48 | 5.1 | 11.2|1L.6

industrial

products 10.8| 6.8 | 47 | 48 | 2525|3942 (33|32 |71|79

Note: 1—simple average bound rate
2—simple average applied MFN rate
Source: compiled by authors from WTO (2015); World Tariff Profiles 2015.
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An extra comment should be made comparing both Korean and Russian
tariffs with that of EU and USA. One might argue that that both Russian and
Korean markets remain relatively protected. Thus, from the perspective of
bilateral cooperation, companies from the two countries are disadvantaged
when trying to gain market access.

Meanwhile expectations of further trade liberalization—that would allow
further export expansion of Korean export—on a basis of the WTO Doha
Development Agenda negotiations didn’t materialize. This led Korea in the
2000s to adopt a strategy with more focus on safeguard instruments. WTO
rules allow members to protect national producers by using in particular the
so-called anti-dumping procedures. Statistics on the number of anti-dumping
investigations and measures is published by the WTO and can be useful in
order to understand how much the trade policy of its members resorts to
protectionist measures. In some cases, it can also implicitly convey information
on the potential influence of the business sector on the government trade
policy. So far, Korea has initiated 127 anti-dumping investigations, but only
82 of these resulted in actual measures. Considering that the ratio of actual
measures to initiations stands at 65% (Table 5), application of anti-dumping
policies by Korea is not used very effectively. Other countries often have
much higher ratios. For example, while China joined WTO later than Korea,
it has already managed to initiate 218 investigations with 176 (or 81%)
resulting in actual measures. After its accession in 2011, Russia applied 28

measures out of 38 initiated cases, which makes the ratio of actual measures
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to initiations 74%. Still, because such investigations are launched at the
request from national business, high activity of either Russia or Korea in this
domain implies that certain businesses are keen to take active measures

against competitors.

Table 5. Antidumping initiations and measures by reporting members 01/01/1995

- 31/12/2014
Anti—dumping Anti—dumping AD measures / AD
Initiations Measures initiations (%%)
Korea, Republic of 127 82 65
China 218 176 81
Russian Federation 38 28 74
Total 4757 3058 64

Source: constructed by authors from WTO statistical database.

One should take under consideration the fact that neither Korea nor Russia
has a history of anti-dumping initiations/measure with regard to each other.
This could be a positive sign of low trade frictions, an important issue for
consideration of bilateral trade talks. The same cannot be said, for example,
about Korea and China. Both countries have quite a few cases against each
other. Korea initiated 26 cases against China, with 80% of them resulting in
anti-dumping measures. China, in its turn, initiated 32 cases against Korea
with 27, or 84%, leading to anti-dumping tariffs.

Korean products often come under anti-dumping investigations initiated by

stronger economic partners like the USA, EU or Japan. Statistics provided by
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the WTO reports that over the period 1994-2014, antidumping initiation
against Korea stood at 349, which is 7.3% of the total recorded in WTO.
Number of anti-dumping measures actually applied to Korean products stood
at 213, or 7% of the total (WTO 2016). In most cases such groups of products
as chemicals, plastic, metal and wood suffered. This is a relatively high number
especially when taking into account that a very small range of industries was
affected. Interestingly enough, in the case of Russia the same groups of
products, with the exception of wood, become an object of anti-dumping
measures.

Notwithstanding its relatively recent accession, measures adopted against
Russia and its products are already half the number of Korea’s, i.e. 106.
Likewise, the same groups of products were affected in majority of cases.

Perhaps Korea and Russia could collaborate on this issue in WTO.

Regionalism and FTA policy

With the importance of multilateralism decreasing, FTAs embarked on playing
the major role in Korea’s trade policy. This role was secured because Korean
policy makers and businesses believed in its power to help Korea to expand
export of the fast growing national industries to new markets (©]5=2 2012).
Between 2003, a year when the first FTA with Chile came into effect, and
June 2016, Korea ratified fourteen agreements. Currently there is one signed

agreement pending for ratification, six FTAs in the process of negotiation,
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and another four FTAs in the process of preparation to launch negotiations.
With two partners Korea has formed joint groups to study the feasibility of
preferential agreement (FTA Korea: www.fta.go.kr). This very high activity
partially reflects that the desired goals were more or less achieved. But at the
same time, as will be argued below, FTAs enable the current pattern of
Korea’s trade, characterized by high product concentration.

However, before going into that, it should be mentioned why so many
countries, including Korea, preferred regionalism to the WTO, why Korea
departed from its traditional focus on multilateral trading system (Koo, 2008;
Schott, 2011). In Korea’s case, the role of business has been particularly
important for the regionalization of the country’s trade policy. FTAs gave
companies the chance to utilize economy of scale through extending their
operations to international markets (Park and Moon 2006, pp. 8-9). Unlike Japan,
whose domestic market of almost 130 million relatively wealthy inhabitants
is large enough to allow business expansion, Korea is very dependent on
foreign markets for growth. Korean companies have to rely more on foreign
markets because a 50 million domestic market cannot be a sustainable base
for their growth (Yoshimatsu 2012, pp. 193-212). So, export-oriented businesses
often have lobbied for FTAs (Park and Koo 2008, pp. 32-34; Rhyu 2011, p. 82).
Business also showed interest in optimisation opportunities offered by FTAs.
Optimisation mainly came through greater mobility of factors of production
between different markets (Bae ef al. 2012, p. 22).

From the Korean government’s perspective, FTAs presented an opportunity
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to build economic alliances with a minimal pressure on the possible losers
of trade liberalization (Armstrong 2012) and get fair trade deals even when
negotiating with “partners of unequal or asymmetric bargaining powers’ (Koo
2010, p. 106). In other words, it could help to reconcile proponents and
opponents to liberalisation of trade inside the country. According to Sohn and
Koo (2011, pp. 444-449) “President Roh regarded FTAs as strategic tools to
retain Korean interest in the evolving geopolitical and geo-economic
environments.” In fact, some scholars take political factors as main drivers
of the spread of FTAs, naming it as ‘a political domino effect’ (Ravenhill
2010).

All in all, regarded largely as success in promoting trade in goods, FTA
strategy at the same time has contributed to the formation of the current
structure of Korean trade, i.e. concentration of exports. FTAs were supported
by large industrial groups operation in such sectors as automobiles, machinery
and electronics. The Korean government following a logic of ‘protection-for-
exporters’ as defined by Baccini and Dur (2012) supported business in order
to avoid losses of foreign market access. Indeed, access to mobile, machinery
and electronics sector was the major issue on agenda of Korean negotiators
in talks with India, Canada, New Zealand, US, EU, etc. But as a result of
this policy, other sectors may not have received the same amount of benefits.

An analysis done by Lee (©]5=5 2012) shows that majority of Korea’s
FTA were structured in accordance with WTO agreements, they have same

chapters, discuss same problems and even utilise same approach to tariff
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reduction as WTO. Such alignment between FTA provisions and WTO is due
to the fact that ‘certain provisions of RTA emanate from multilateral
discussions and, thus, deepen existing multilateral commitments’ (Lejarraga
2013, p 7-8). But this very fact leads to criticism of Korea’s FTAs by some
foreign scholars who claim that they are constructed in such a way so that
they have a minimal transformational influence on the domestic economy
(Armstrong 2012) promoting only already strong national sectors and having
an overall defensive nature. Statistics on the effective use of the FTAs
provisions also captures that for leading exporting sectors (chemical industry,
automobile, machinery) rate of FTA utilisation is 80% and over while for
others it is often lower than 50% (http://kosis.kr). Thus, only a handful of
industries actually enjoys the benefits of the regional dimension of the policy.
It is difficult to talk about efficiency gains, discussed by some scholars with
regard to FTA, for the whole national economy.

The only difference in the overall picture of FTAs could be with FTAs
concluded with the USA, EU and to some extent China. The first two FTAs
have higher level of ambition in a larger number of sectors while the FTA
with China considers issues of SMEs export development. Because of its
comprehensive nature, there may be more leeway to work on productivity

issues. But results will take some years.
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4. Outlook

During the past two decades Korea’s trade policy has created winners of
freer trade that helped to drive its economy. But on the negative side of this
was concentration in the product structure of its exports on several industries,
falling productivity and efficiency issues economy-wide. The country’s
leadership will have to resolve these accumulated challenges. As was the case
in the past decades, trade policy can be an important tool to find new
solutions. The problem, however, is that in its current state trade policy seems
to be not always suited for this. First and foremost, the majority of Korea’s
trade partners are already part of its FTA network. It is difficult to expect
a similar effect of expansion to new markets as was seen during the previous
decade. The Doha Development Agenda negotiated by WTO members
potentially could become a new driver for Korea’s trade growth but the
process has not seen much progress due to large discrepancy in views on
trade liberalization held by developing and developed countries.

Second, Korea’s trade policy was formulated during the period when its
traditional industries like machinery, electronics, chemical and automobile had
only started to grow internationally and the government was concerned with
their promotion and largely neglected other sectors of its economy.

The situation turned to be “winner-takes-it-all” as mostly big business

benefited from liberal policies meanwhile other sectors continued to accumulate
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inefficiencies. FTAs did not improve the situation. As discussed before, they
are rather traditional in the sense that instead of being comprehensive and
envisioning future changes they are focused on the current issues of
promoting exports for the mentioned industries. As a result, FTAs can hardly
serve as a guideline to develop new industries and diversify exports. In
addition, there are more global issues like low margins of preference that
FTAs generate in general. Baldwin (2014, pp. 7-9) writes that “around half
of world imports are covered by an RTA. However, only 16.7% of world
trade is eligible for preferences-- tariff preferences are now rather small from
a global perspective.”

In the coming years one of the major challenges for Korea will be improvement
of its trade policy network to sustain national exporters. This work will include
a broad range of methods among which special governmental programs for
development of new industries or promoting export of SMEs will occupy an
important place. However, such programs are not without their own problems,
and there is a risk that they will create additional levels of regulations that
often do not correspond to the already existing ones. Efficiency of results is
closely linked to cohesiveness, therefore unless developmental challenges are
reflected in a broader context of the trade policy, they will be hard to
achieve. Thus, trade policy that is clearly oriented to overcome the “narrow
spots” of Korea’s trade and, more generally, economy is an advisable option.
More active trade policy towards Russia can offer certain solutions in the

form of export expansion.
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Until recently trade with Russia has not been a large part of Korea’s trade
policy. Russia’s accession to WTO has created some basis for alignment of
trade rules but it can hardly be considered sufficient enough for sustainable
cooperation. Bilateral trade agreements are important for bringing trade
relations to new levels. Agreement with Russia?) can serve to minimize existing
asymmetries in trade between the two countries; in addition, it can help to
support traditional industries of the Korean economy, while transition to new
industries takes place in Korea. An important thing, however, is that such an
agreement should utilize a more comprehensive and balanced approach and
provide opportunities for diversification of trade product-wise as well as
agent-wise, creating windows of opportunities for businesses of all sizes from
different sectors.

The realities of the current economic situation in Russia may be duly
regarded as unfavorable for negotiating any type of agreement. Data for 2015
show sharp contraction of Korea’s export in all major categories. However,
the issue of a Korea-Russia preferential agreement should not be considered
based only on the mid-term prospects. Instead, it should be viewed from a
broader longer-term perspective. The current situation will end sooner or

later, and it is better to start a new chapter of trade relationship with a clear

2) One should take under consideration that being a member of Eurasian Economic Union
(EAEU) Russia is unable to participate individually in FTA with Korea (as well as with
any other country). From that point of view there is just one possible option FTA between
Korea and EAEU.
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framework that provides clear vision and understandable regulation for the
business sector. Last but not least, weak trade policy towards Russia can put
Korea and its companies in an advantageous position in the Russian market
in comparison with other East Asian countries. As time passes, a trade deal

with Russia will be more difficult to reach.

IV. Trade in services

“Services” refers to a growing range of economic activities, such as
audiovisual; construction; computer and related services; energy; express delivery;
e-commerce; financial; professional (such as accounting and legal services);
retail and wholesaling; transportation; tourism; and telecommunications.
Rapid advances in information technology and the related growth of global
value and supply chains are making an expanding range of services tradable
across national borders (Fefer 2015). As a result, many governments, including
the Korean government, show high interest in developing export of services.

This section looks into Korea’s balance of trade in services in order to
understand whether the existing pattern trade in services is beneficial for

Korea or not. The analysis also tries to pinpoint some problem zones.

45



HXGMUEAT ==& 1: 2{Alo}- RELA|OF, E7| - SRE

1. Major trends in Korea's trade in services

How important is the service industry for Korea? According to the OECD
(2016a), “services account for almost 17% of Korea’s gross exports, but they
make up 43% of the country’s value added exports, indicating that Korea’s
exports of goods rely intensively on services inputs.” Therefore, the international
competitiveness of Korean products heavily relies on cost efficiency of its
service sector and calls for more active measures to support the industry. In
fact, the service sector is the largest sole contributor to employment, providing
jobs to more than a half of Korean workforce. Trade in services as a share
of Korean GDP surged during the last decade; it reached the highest point
of 19% in 2009 and stabilized at 15% afterwards (Figure 10). This is higher

than the world average 13% or than in Russia — close to 10%.

Figure 10. Comparison of trade in services for Korea, Russia and the World
(Unit: %)
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Source: World Development Indicators.
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In 2014, Korea exported services worth USD 106.9 billion and its services
imports amounted to USD 115.0 billion (Figure 11). Since 2006, the value
of export of services almost doubled but remained lower than that of import.
In 2006, its deficit in trade was USD 13 billion while this shrank to USD
8 billion in 2014 (Bank of Korea 2016). Negative balance became a

persisting problem.

Figure 11. Korea's trade in services
(Unit: min USD)
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Source: made by authors with data from the Bank of Korea database.

International statistics differentiates between several types of services; these
types are given in Figure 12 below. Transport is the largest exporting sector
for Korea, with maritime freight being the main area, followed by
construction, travel and technical and trade-related business services. The

share of transport has decreased some 10% to 33% in 2014 compared to its
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2006 level, reflecting a continuing slump in the international maritime logistics
industry. A positive sign came as a slight increase in the category “Use of
intellectual property.” At the same time, there was almost no development in
the category “licenses for the use of outcomes of R&D.” This is a surprising
fact because Korea is among the biggest spenders on R&D in the world, with
gross domestic spending accounting for 4.2% of GDP, while the average for

OECD is 2.4%.

Figure 12. Composition of Korea’s services export
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Source: made by authors with data from UNCTAD database.

On the import side, the three main service sectors are transportation, travel
and technical, trade related and other business services. The share of the latter
in the total volume of imported services increased 5% since 2006 to 19%.

Additionally, licenses for the use of outcomes of R&D and use of intellectual
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property accounted for the increase in imports, while the shares of each grew
2-3% so that the former made up 6% and the latter 9% in the total value
of imported services in 2014.

The Bank of Korea also provides various statistics on the balance of trade
in services, including geography of trade. This data is available mostly in the
form of balance by region. The most recent data (Figure 13) reveal a high
dependence of Korea on three regions — the USA, the EU and China. The
difference between these three regions lies in the nature of the balance: it is
negative in case of the USA and EU, and positive in case of China. In fact,
trade with China turned to positive balance only recently after 2012. Over the
years, the biggest source of revenues was and remains the Middle East, where

Korean companies have operated construction projects since the 1970s.

Figure 13, Korea's balance in services trade by country
(Unit: min USD)
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As of 2014, China was the largest provider of manufacturing services to
Korea, with the value of manufacturing services rendered by China standing
at USD 5.6 billion. The main source of income for Korea in services trade
with China was the travel industry, where the balance of trade stood at USD
7.8 billion. Two other categories with positive balance were the transportation
industry (USD 3.7 billion) and charges for the use of intellectual property
(USD 1.9 billion). The EU and US dominate Korea’s services trade mainly
due to the travel industry; the balance of trade in this category amounted to
USD 4.5 billion with the USA and USD 2.6 billion with the EU. The dominant
position of these two regions in Korea’s balance of service trade also relies
on the charges for the use of intellectual property rights. The balance of trade
with the USA in this category is negative and amounts to USD 5.25 billion,
while with EU it was minus USD 2.5 billion in 2014. Trade in the category
“other business services” has been contributing to the negative trade balance
with these countries as well. In the case of USA it was minus USD 1.5
billion and in the case of EU it was larger-minus USD 2 billion.

From statistical data we can see that Korea has developed a very particular
pattern of trade in services. Trade in services is closely connected to its
manufacturing services, which is dependent on China for manufacturing, and
the EU and USA for intellectual inputs in its production processes. On the
one hand, this shows the high connectivity of the Korean economy to global
services markets but at the same it is one of the weak aspects of Korea’s

development model. To re-balance the negative balance in the services and
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break from dependence, Korea has to develop various categories and promote

them in other markets through trade policy.

2. Trade in services with Russia

The lack of statistical data on bilateral trade in services between Korea and
Russia complicates the analysis. These sectors have only recently started to
attract wider attention as a source of export gains in Korea, and so far they
have not been able to obtain an importance equal to the manufacturing sector
in Russia. Still, it is possible to offer a few thoughts based on Korea’s
balance of trade in services that we used above. First of all, bilateral trade
in services between Russia and Korea is very limited. The OECD reports that
in 2014 Russia exported to Korea USD 604 million of services and imported
from Korea USD 907 million worth of services. In the case of export of
services, an increase from 2010 levels, that stood at USD 571 million, was
negligible, but on the import side the progress occurred. In 2010, Russia
imported USD 699 million of services from Korea. Travel and other
commercial services were the two largest categories imported by Russia from
Korea in 2014 — USD 338 and USD 378 million, respectively (OECD 2016).

One of the reasons is that limiting cooperation relates to narrow manufacturing
ties between the countries. Medical tourism from Russia started to develop

from before 2014. In 2013 alone, the number of people who came from
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Russia to Korea to seek medical help stood at 24 thousand people. Another
development worth mentioning was the launch of Korea’s first sputnik “Naro
1” that was constructed with the help of Russian engineers. These projects
can also be seen as part of the service trade. But such large scale projects
are still very rare between Russia and Korea. Perhaps this is one of the
reasons why trade in services has not been discussed in a substantial manner.
But as this very brief discussion shows, there is potential for development.
Services could be an important link between Russia and Korea and deserve
more attention in bilateral relations. The geographical proximity of the two

countries is an advantage.

3. Korea's policy towards trade in services

As is the case with trade in goods, Korea negotiates issues of trade in

services in WTO and as a part of its FTA strategy.

First, let's consider the multilateral dimension.

Trade in services in the WTO

Korea used to oppose liberalisation of trade in services within the WTO
because of its weak international competitiveness in the domestic service
industry. This attitude changed during the past decade as more sectors developed

and their internationalisation became more compelling. Currently, Korea
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applies restrictions for provision of national treatment in sectors like postal,
audiovisual, education, avia- and cargo, which are still considered weak
(WTO 2012, p. 136). At the same time, such sectors as shipping and logistics,
construction, mobile communications, goods distribution and financial services
are less protected and lead trade that is more active on a global scale.
OECD estimates that overall 9 out of 12 service sectors have “trade-friendly”
regulation. These sectors are engineering, rail freight transport, road freight
transport, distribution, insurance, logistics storage and warehouse, logistics
custom brokerage, construction, computer. But even here there are certain
restrictions on a foreign equity, the procedures to obtain a building permit or
requirements to take local exams in the insurance sector. One sector in which
the strictest regulations remain appears to be air transportation, while regulation
is considered average in the areas of accounting, architecture, motion pictures,
broadcasting, sound recording, telecom, maritime transport, courier, commercial
banking, logistics cargo-handling, logistics freight transport. Here, restrictions
are maintained for ownership, obtaining a licence to practice and others.
Some of these regulations can hinder the internationalisation of the Korean

service sector, which may be necessary for its international expansion.

Services in Korea's FTAs

Initially Korea was guided by its WTO commitments in negotiating liberal-
ization of services in its FTAs. Therefore, the scope of openness in most

FTAs regarding trade in services was limited and concentrated around inter-
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nationally strong sectors like telecommunications, construction and maritime
transportation. But Korea was not the only country to follow such policies.
Fink and Jansen (2009) showed that services-related provisions in preferential
trade agreements “have not created a tangle of preference, as happened with
the 20th century RTAs” (Baldwin 2014, p. 30). World Bank also provides
evidence that “barriers to trade in services in both high-income and developing
countries remain high, and that emerging markets have barriers that are on
average substantially higher than OECD countries” (Borchert, Gootiiz, and
Mattoo 2012). For the first time in any trade agreement, Korea and the US
included a broader range of services (Fefer 2015). Under this agreement
Korea removed many restrictions in financial, insurance and professional
services (including legal and business services), more completion in the sector.
In telecommunications services, South Korea agreed to “reduce government
restrictions on foreign ownership of South Korean telecommunications
companies” (Fefer 2015).

In addition to its KORUS commitments, Korea has also committed to high
liberalization standards of market opening in its free trade agreements with
the EU, the UK, Australia, and Canada. The agreement with EU includes
provisions in areas such as competition policy, government procurement,
intellectual property rights, and transparency in regulation (www.ec.europa.eu).
However, these FTAs focused on opening Korea’s service market for the
entry of foreign firms, and it still remains uncertain how big a positive effect

they will have on exports of services by Korea. So far, negative balance of
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trade in services continues to grow in all of these regions. Up to date, the
FTA with China has been the most effective in promoting and diversifying
export of services by Korea. Particularly, companies in the entertainment

sector and medical industry are experiencing accelerated growth.

4, Outlook

The results of Korea’s trade policy in promotion of the service sector’s
import remain mixed. During the period of 2005-2014, the share of Korea in
the world’s trade in services increased slightly from 1.91% in 2005 to 2.18%
in 2014, although it went down to 2.03% in 2015 affected by the sluggish
growth in the international economy (Table 6). The growth was mainly due
to expansion in the construction industry, which so far has obtained the
strongest international presence. But there were also positive dynamics in the
sectors of insurance, telecommunication and personal and recreational categories,
and charges for the use of intellectual property. Still, these developments did
not lessen Korea’s dependence on the USA or EU in services trade, as shown
by the negative balance persisting. According to a study done by Korea’s
Institute for International Trade(7]<EH, A3t 2015), Korea’s services
industry struggles to increase its productivity, international competitiveness
and provide more employment opportunities. Generally speaking, arrangements

for trade in services remain fragmented and vary much between themselves.

55 .



HXGMUEAT ==& 1: 2{Alot- RELAIOF, E7|- &

o 2
=

Also, despite recent progress, they are still not free from a defensive trade

policy dominated by Korea’s WTO commitments.

Table 6. Korea's place in international trade in services

(Unit: %)
2005 2014 2015

Services 1.91% | 2.18% | 2.03%
Goods-related services 2.27% 1.89% | 2.10%
Transport 414% | 3.94% | 3.73%
Travel 0.84% 1.38% 1.24%
Other services 1.45% 1.95% 1.82%
Construction 10.28% | 18.45% | 15.14%
Insurance and pension services 0.26% | 0.60% | 0.56%
Financial services 0.36% | 0.34% 0.38%
Charges for the use of intellectual property 1.23% 1.68% | 2.09%
Telecommunications, computer, and information services | 0.14% 0.62% 0.77%
Other business services 1.83% 1.89% 1.85%
Personal, cultural, and recreational services 0.42% 2.10% 2.25%
Government goods and services 2.48% 1.52% 1.44%
Memo item: Commercial services 1.90% | 2.19% | 2.04%

Source: constructed by authors from UNCTAD database.

Korean policy-advising institutions like KITA and KIEP point out that a

more active position towards services trade could contribute to the expansion

of Korea’s service sector(Z]-2-171 2010; 715tl, A% 2015) and we agree

with this. An important issue is that all FTAs provide a clear and consistent
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vision for the development and internationalization of Korea’s service
industry and include necessary support measures. Provision in Korea’s trade
policy should be beneficial for both large businesses and SMEs. Additionally,
because many service categories have a direct link with the manufacturing
industries, trade policy needs to consider promotion of trade in those
categories in connection to the trade in related goods rather than taking a
fragmented approach. In this respect, a targeted approach towards implicit
barriers to trade could be helpful.

In its cooperation with Russia, Korea will benefit from discussion about
trade in services. While precise measures need to be carefully studied and
discussed by the two countries, some basic recommendations can be suggested
at this moment.

* One of the most important aspects, in our opinion, is regulation. Considering
the large differences existing between Korea and Russia in the structures
of their national service markets, harmonization of certain standards is
inevitable. As a starting point, WTO rules can be laid as a foundation
of the talks but complemented with arrangements in other international
organizations like the OECD.

* Recent trends in discussion of the service trade issues under FTA should
not be neglected either.

* Inclusion of Central Asian countries and access to their national services
markets are the questions to be taken into consideration. For Russia, these

countries represent a core interest in terms of regional dimension in its
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trade policy. Korea, too, will benefit if Central Asia becomes a part of
negotiations, since larger coverage will multiply the effect of any
agreement, increase efficiency and contribute to cost saving because no

resource will be sent on a by-country approach.

Of course, visibility of such an agreement depends on the precise structure
of the document, gains and obligations of each party. Countries with lower
development levels can be very cautious about any strict obligations out
of the fear of losing their domestic market. Perhaps Korea’s agreement
on services with APEC can help to establish a type of deal that benefits

all partners notwithstanding their development level.

Provisions for trade in services should include infrastructure, because for
all countries in Eurasia infrastructure is important for the development

concerns.

Like the case with the traditional trade in goods, issues of finance
availability and risk insurance are quite important. Without them, business

will be reluctant to undertake projects.

V. Korean FDI in Russia: implications for the trade
policy

Since Korea’s trade policy making was liberalized in the 1990s, large

business evolved as an important and powerful stakeholder in these policies.
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A full analysis of issues concerning the role of Korean businesses in the
national trade policy would hardly be possible given the limited size of this
study, but leaving such an important issue out of the study completely does
not seem right either. In order to give some idea of investment activities that
Korean companies have in Russia and what their potential interest in trade
policy with regard to Russia could be, this section will make a brief review
of Korean foreign direct investment (FDI) in Russia.

Some of the largest Korean corporations, like Samsung or LG, have been
active in the Russian market from the start of the Russia-Korea diplomatic
relations in 1990. But on the whole, activity of Korean business remained
very low until the 2000s. The major obstacles were the unstable political and
economic situation in Russia during first decade of transition, as well as the
low (by international standards) income of the Russian population.

In 2000, Russia’s per capita GDP was USD 1,770 (UNCTAD 2016). Put
differently, the market for the Korean companies in Russia was very small
and risky. Expectations for cooperation in the resource sector, which was and
still is regarded as the most promising sphere for bilateral development, were
not realized. Economic difficulties in Korea after the Asian financial crisis,
as well as political tensions, also influenced the outcomes of cooperation in
the 1990s.

The situation looked completely different in the 2000s when Russia experi-
enced a surge in the inflow of Korean FDI. From 2006-2009, Russia was

among the top 20 destinations for Korea’s outward foreign direct investments
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as the annual value of Korean FDI went from USD 30-40 million to over
USD 100 million until it reached a historic mark of USD 430 million in 2009
(Korea Export-Import Bank 2016).

Starting from the mid-2000s, Korean companies were attracted by the op-
portunities in the Russian industrial sector (Figure 14). Projects in manufacturing
industries took from 50% to 70% of the total annual inflow of FDI, while
among them automobile, electronics, machinery and food and beverages made
up the largest share. Combined, these four sectors accounted for 80% of
Korean FDI in the Russian industrial sector.

Regionally, investments trended to concentrate in the Central Federal
District®) of Russia. According to Rosstat (Rosstat 2016), the share of Moscow,
Kaluga and other regions in the Central Federal District was between 54-72
percent in 2008-2013. Another important destination was St. Petersburg,
where Korean automaker Hyundai set up one of the largest automobile
manufacturing plants in Russia, and in the Russian Far East. The share of the
latter dropped to around 1% in the geographic composition of Korean FDI
in Russia when Hyundai’s project in St. Petersburg was under construction,
but afterward the share of the Far East was restored to 6-8%, reflecting its

importance for the Korean investors.

3) Territory of the Russian federation consists of 85 administrative regions grouped into 9
Federal Districts. The Central Federal District has the largest number of administrative re-
gions and includes the capital city, Moscow.
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Figure 14. Structure of Korean FDI in Russia
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In an earlier study (Korgun 2016), we reported results obtained by empirical
testing that the major factor that spurred growth of Korean FDI to Russia in
the 2000s has been a marked improvement in the level of income of the
Russian population that stood at USD 9,047 in 2007, i.e. a more- than-four-
times improvement compared with 2000. Korean companies saw the potential
of the Russian market and started to expand their activity despite the fact that
by and large administrative procedures, tax and financial regulation in Russia
were still regarded as rather unfavorable by various international reviews (for
example, Doing Business published by World Bank). Our results comply with
a survey done by Lee ef al. (2008), that found that more than 73% of Korean
investment projects in Russia in the latter part of the 2000s were market-

seeking. In Moscow, the host region for majority of the projects, more than
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90% of FDI was market-oriented and in Vladivostok=70%.

Because the presence of Russian business in the Korean market is extremely
small, overall it is possible to say that development of the Russian-Korean
relations was done by the Korean conglomerates, especially in regard to business
aspects. From what was mentioned above, it is possible to conclude that
positive economic dynamics and higher levels of Russian people’s welfare are
the two biggest factors that determine their decisions to invest. In years with
stable and positive economic dynamics they will possibly diminish the
importance of other predominantly negative factors. But under the current
economic situation in Russia, when income growth has stopped and business
activity remains weak, it is important to address the negative issues of the
investment climate.

* Some of the problematic areas include complex and cumbersome tax,
financial and trade regulation that may incur additional costs for the
business.

* Another important problem is infrastructure, which has been previously
mentioned in relation to other issues. Due to its large territory and
infrastructural bottlenecks, it becomes difficult and costly to expand
business activity in Russia.

* The financial system provides business with very limited solutions.
Often, existing market conditions are unfavorable.

* The legal system often cannot provide clear answers on questions of

business protection, bankruptcy procedures and the like.
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The list could go further but in our opinion these four are the most urgent
issues that have a serious influence on the Russian Korean cooperation. It is
true that their resolution remains a prerogative for the national government.

However, they could also be addressed in bilateral relations.

VI. Russia’s attitude towards Korea’s policy changes

It would be fair to say that, all in all, both the Russian business community
and political elite share positive perspectives on the trade policy of Korea.
These perspectives largely result from as well as corresponds with a generally
positive attitude towards Korea and relatively high assessment of bilateral
collaboration. Interviews conducted by the authors some time ago revealed
that more than 90% of Russian respondents regarded Russian-Korean
relations as either “fair” or “good.” In spite of a certain gap in assessment
of political and economic dimensions of cooperation, 57.1% of Russian
experts claimed that the latter was “good.”

At the same time, we might argue that in most cases Russian public
opinion does not pay any serious attention to the specific shifts in the Korean
trade policy. There is a whole set of various reasons explaining the situation.
Any attempts to define what the priorities are among these reasons would

require a special analysis going beyond the scope of the current project. As
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we will just name them in a free order.

The substantial majority of business people, academia, journalists, and
politicians are simply not aware of the specific developments in the
trade policy of Korea. They are not highlighted and actively debated
in the mass media.

In many instances those who get information on developments under
review tend to underestimate their significance. This largely results
from the fact that the whole issue of factors, motives, and possible
options of trade policy changes originates from a relatively sophisticated
theoretical problem beyond the proper appreciation of many actual
stakeholders.

During the most part of post-Soviet history Russian elites had focused
on the “West.” In particular, in the case of economic cooperation
“West” mainly had meant Western Europe. Under the circumstances,
other regions of the globe were frequently perceived as something
residual in comparison with the “Western core.”

Even within the framework of a current reorientation of the Russian
foreign policy in general, economic and trade policies in particular “to
the East.” it is China that attracts the bulk of attention. There is a
certain obvious logic behind that. Indeed, for the last several years
China has been the number-one trading partner of the Russian
Federation, accounting in 2014 and 2015 for 11-12% of the overall RF

foreign trade turnover. In its focus on China, Russia follows some kind
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of a trend typical nowadays for USA, EU and many other countries on
the globe that tend to associate with the PRC their hopes as well as
concerns. Against this background, Korea (being with its = 3% share
in overall Russian foreign trade turnover the third trading partner of the
RF in Eastern Asia), while not clearly fitting the notorious “shrimp
between two whales” image, is still partly lost in the “Chinese shadow.”

® At least since negotiations on Russia’s accession to the WTO reached
the practical stage, the country is trying to find and to secure certain
optimal balance between regional and multilateral modes of trade
liberalization. Even from a purely theoretical point of view they are
only partly complementary to each other. As for actual developments in
international trading systems for the last couple of decades, they rather
demonstrated alternative patterns of regionalism and multilateralism.
Taking this into account, one could sensibly argue that finding and
securing of the abovementioned balance is really a difficult task. An
article written by Vladimir Putin on the eve of APEC summit 2015
(Kremlin 2015) clearly demonstrates that Russia is looking for a way
to reconcile various regional integration projects under an umbrella as
wide and comprehensive as possible. Some general framework of the
latter is ultimately presented by existing rules and procedures of the
WTO.

b5

® With respect to the “regional track” of trade liberalization per se,

Russia currently is first and foremost focused on the promotion of the
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Eurasian Economic Union (EAEU). Under the circumstances one should
not be really surprised by the relatively reserved reaction of the Russian
side on a respective initiative from Korea, in particular suggested by
President Park Geun-hye during the recent 2nd Eastern Economic
Forum in Vladivostok. In addition to some other factors already discussed
above, this certain “lack of much enthusiasm” might be attributed to:
a) the fact that participating in the EAEU means Russia cannot have
its own individual FTAs and has to negotiate the issue with other
EAEU member-states; b) a relatively large number of the candidates
(about 40 countries) that revealed their interest in establishing free trade
agreements with the EAEU; and c) some concerns that Russia has

regarding the TTP.
Nevertheless, there is nothing fatal in the abovementioned relative
“non-sensitivity” of the Russian Federation to developments in the Korean

trade policy. The situation could change, in particular as a result of certain

political impulses.

VI. Concluding remarks and questions for the future

This report considered a general pattern of Korea’s trade in goods, with

special attention given to export and services. The country’s trade in goods
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is geographically dispersed between developed and developing countries,
which reflects the deep links to world markets that the Korean economy has
developed. Recently, a worrisome sign has been a large share—more than
30%—of China in Korea’s trade. Such concentration in a single market
creates a risk of overexposure and difficulty to balance trade flows.

Some other issues in Korea’s trade result from the specific characteristics
of its economy, including unstable productivity levels, hinting at the presence
of inefficiency and, perhaps, overproduction. However, the biggest concern
that Korea has to overcome is represented by the falling export potential of
its major manufacturing sectors. Trade policy is an important tool that can
help to solve these challenges. Existing policies regulating trade in goods
through multilateral commitments of the WTO and regional agreements in the
form of FTAs are not sufficient to resolve such issues. Not only are current
policies fragmented and oriented more toward protection of the domestic
market, allowing for very little transformation inside the economy, they are
also biased towards several industries. Representatives of those industries
benefited from better access to consumer markets but questions linger about
other industries and efficiency economy-wide.

In various agreements, provisions for trade in services, which is the sector
that so far remains one of the weakest points in Korea’s trade balance, are
even more multi-layered than those for trade in goods. Members of the WTO
have not yet agreed on new regulations for access to services markets, and

not all of Korea’s FTAs include clearly defined and detailed chapters on
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services. Having a strategy for development of trade in services and adequate
trade policy should become a priority for the Korean policy makers. In order
for the policy to be helpful in resolving some of the most urgent development
challenges, it is advisable that it:
* has clear and coherent development goals to provide vision for the
national manufacturers of goods and services;
* has consistent goals that are reflected in various types of agreement in
order to avoid confusion in business circles;
* provides equal opportunities for international market access to different
industries as it will help to develop new export products;
» creates links between Korean service and manufacturing industries that
will pave the way for their parallel internationalization;
* encompasses discussion on issues of finance and administrative support,
particularly for SMEs who tend to be more vulnerable in the complex

and competitive global environment.

All the points mentioned above are also relevant topics for discussion
between Korea and Russia, and perhaps even more so. So far both countries
have not had trade policies that considered each other’s place in their trade
networks. Most of the agreements discussed by Korea and Russia up to now
lacked in detail; in most of the cases they set a very broad picture which was
not reflected in actual trade policies. Thus, both countries will benefit from

the following:
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*a more detailed agreement that provides a clear and comprehensible
framework for policymakers and business;

* an agreement that includes the development issues of both countries;

* an agreement that not only promotes Korean goods and services in
Russia but also involves Russia in the Korean market, which will generate
more flows, working places and create other opportunities for cooperation;

* including problems of small and medium size business, as the geo-
graphical proximity of Russia makes it convenient for the operation of
SMEs;

* an agreement that includes issues of business risk insurance and finance.

In the end it is necessary to observe that the process of making all the
mentioned initiatives come to life will take a significant amount of time and
perhaps now is not the best moment to do business in Russia. But it would
also be wrong to conclude that because economic conditions in Russia are
not favorable for business thus nothing should be done. When negative ten-
dencies subside and growth resumes, swift actions, balanced and accurate
measures will have to be taken to ensure the success of the new phase in
Korean-Russian cooperation. Such measures are impossible without hard pre-
paratory work. Korea and Russia do not share a long history of cooperation
with each other so far, therefore, during the new stage of cooperation they
will hardly be able to bring in past experiences as a foundation. This is also

true for the regulatory framework of the cooperation: currently countries have
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more than 20 various agreements but they cannot serve as a solid base,
particularly for business. A very sensible solution at this moment would be
to commence preparatory work as soon as possible to create a strong
foundation for future cooperation through trade policy.

There is always the risk that approaches to Korean policy will change in
the future and this would affect work on trade policies for the Korea-Russia
cooperation. For example, the Korean government might no longer consider
FTAs as a priority. Also, there could be re-adjustment in the multilateral
commitments if new deals are reached in WTO negotiations. It is also very
likely that these new commitments will find their way into the texts of future
FTAs. But in a certain sense some harmonisation between rules reflected in
various agreements is a necessary contribution into the process of solving
Korea’s development needs. There is a chance that an agreement with Russia,
either an FTA or another comprehensive agreement, could be formulated
within such a new approach.

Another question is what Russia’s interests would be in establishing such
an agreement. Will such an agreement, or any other comprehensive
agreement, be in line with its policy priorities? Development of the Russian
Far East has been declared as the major national priority for the 21st century.
Current objectives focus on the development of the energy systems in this
region, fish industries and port infrastructures. But scarcity of investment
capital poses a major problem. Korea’s geographical proximity and economic

strength make it a desirable partner for Russia. But a major factor for the
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Russian government will be whether its Korean counterpart displays the
readiness to put forward long-term commitments backed by investments.
From this perspective, an agreement that clearly sets the rules and spheres of
cooperation, and which is result-oriented and has a solid legal framework,
will have all the chances to be received favorably. If such an agreement
would include sections devoted to environment and green growth, this will
be a strong point as well because various green initiatives are slowly finding
their way into high-level discussions in Russia. Korea, who was an initiator
of the green growth agenda at the G-20 summit held in Seoul could share
its experience on the issue.

Summing up what was said in the main text, a comprehensive agreement
will, firstly, create opportunities to address asymmetry in the market access
between Russia and Korea. Secondly, an agreement will make trade policy
more predictable for the business sector in both countries. Thirdly, agreement
with Russia will contribute to realization of such goals as development of
services and infrastructure. A detailed agreement will become an important
basis for large infrastructure projects in the railway sector, which have been
discussed by Russia and Korea for a number of years. Fourthly, a deal will
also facilitate the participation of small and medium size companies. Finally,
a trade deal will help various regional development initiatives existing in
Asia. It will go in line with various initiatives to develop inside the Eurasian
space.

Opverall, trade policy is a powerful tool that can help to promote interna-
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tional cooperation without harnessing but promoting national development,

and it can and should be used more extensively in Korea-Russia cooperation.
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