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By Françoise Nicolas

Abstract
  
  
  
  

as  one  of  the  best-integrated  economies  in  the  region,  Korea  provides  an  interesting  case  study.  An  analysis  of  Korea’s  reactions  
to  the  recent  changes  suggests  that  the  importance  of  vertically-integrated  production  networks  is  likely  to  be  shrinking  in  parallel  
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Introduction
It   is  now  a  well-established  fact   that   intraregional   trade  has  

not   necessarily  mean   that   the   region   is   getting   increasingly  
inward-oriented1 -
ments   to   that  end.  Dynamic  intraregional   trade  accounts  for  
the  strong  rate  of  economic  growth  in  a  number  of  countries  
in  the  region,  with  Korea  as  a  case  in  point.  In  the  wake  of  

economy  managed  to  recover  swiftly  thanks  to  its  exports  to  
rapidly  growing  China.  

de   facto   
de   jure   

  
de   jure   integration   through   its    

since  it  is  one  of  the  best-integrated  economies  in  the  region,  it    
provides  an  interesting  case  study.  

play  and  the  future  prospects  of  regional  economic  integration  
de  facto  as  well  as  from  a  de  jure  perspec-

Korea’s   participation   in   the   regional   production   networks  
as   well   as   its   contribution   to   the   institution-based   regional    
cooperative   efforts.   The   second   section   starts   by   highlight-
ing  several  developments  which  are  likely  to  deeply  modify    

impacts  on  Korea’s  regional  strategy  and  on  the  future  organi-
zation  of  the  region  as  a  whole.  

Korea’s Economic Integration in East Asia
Korea  is  Increasingly  Integrated  with  East  Asia  …  

leading  to  a  sharp  decline  in  the  relative  importance  of  its  other  

combined  shares  of  these  two  partners  dropped  from  close  to  
40  percent  in  1990  to  about  20  percent  in  2010.  In  contrast,  the  

48.2  percent  over  the  same  period  of  time.  Its  exports  to  the  rest  

share  of  its  imports  coming  from  the  same  partners  rose  from  
33.5  percent  to  44.4  percent  over  the  past  twenty  years.  

the  increase  in  China’s  share  as  an  export  destination  as  well  

Trade   between   China   and   Korea   has   been   growing   at   an    
astoundingly  average  annual   rate  of  close   to  19  percent  over  
the   period   1993-2010,   leading   to   deepening   economic   inter-  
dependence  and  the  trend  is  still  ongoing,  with  two-way  trade  

2011.  As  a  result  the  share  of  Korea’s  exports  going  to  China  
more   than   doubled,   rising   from  about   10   percent   in   2000   to  
close  to  25  percent  in  2010,  while  the  share  of  its  imports  from  

The  dynamism  in  Sino-Korean  trade  has  obviously  to  do  with    
China’s  stellar  economic  growth  and  hence  with  its  rising  im-
portance  as  a  trade  powerhouse  and  as  an  expanding  market.    

Figure  1   
1990-2010Figure 1 Korea's Exports By Destination, 1990-2010
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Figure  2 Korea’s  Imports  by  Country  of  Origin,  
1990-2010Figure 2 Korea's Imports By Country of Origin, 1990-2010
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However,   the   calculation   of   Korea’s   export   bias   with   re-
spect   to   China2   suggests   that   exports   to   this   country   were    
exceptionally   dynamic,   at   least   until   recently.  Although   still  
high,   the   indicator   has   been   dropping   lately   after   reaching  
a   peak   in   2005.  This   suggests   that  Korea’s   exports   to  China    

  

-
metry   in  Sino-Koran   trade,  with  greater   than  expected  Kore-
an  exports  to  China,  while  its  imports  are  more  or  less  in  line    
with  expectations.

Another   way   of   gauging   whether   a   trade   relationship   is    
greater   than  expected   is   to  resort   to  a  gravity  equation.  The    
estimation  helps  determine  what  can  be  seen  as   the  “poten-
tial”  trade  between  a  given  pair  of  countries.  As  a  next  step,  

whether  there  is  still  an  untapped  potential  or  not.  The  evolu-

equation   estimated   for  Korea’s   exports   over   the   period   ex-
tending  until  2007.3  The  estimation  suggests  that  Korea  tends  
to  over-export  to  China,  while  the  reverse  is  not  true.  These  
various  elements  suggest  that  the  China-Korea  trade  relation  

  

greater  than  expected  with  very  little  untapped  potential.  

  …  Through  Regional  Production  Networks  …  

A  detailed  analysis  of  the  structure  of  Korean  exports  to,  and  

picture  of  the  way  the  various  economies  are  interlinked.  

4  commodities  are  aggregated  by  

-

  

The   bulk   of   Korea’s   exports   to   China   are   intermediate    
  

of  these  intermediate  products  may  be  used  to  produce  goods  to    
be   sold   on   the   Chinese   market,   but   this   share   is   small.    
Most   intermediate   products   are   processed   in   China   and    

  
  
  
  
  

  
for  less  than  3  percent  of  Korea’s  exports  to  China.

Korea’s   imports   from   China   also   had   a   large   portion   of    
  
  

than  what  is  observed  for  Korea’s  exports  to  China.  As  a  result,  
  

in  intermediate  goods.

5  These  exports  are  
-

machinery,  while  its  imports  from  Southeast  Asia  are  mainly  
oil  and  gas,  coal,  paper,  rubber,  wood  products  and  garments.

All   these   observations   suggest   that   Korea,   China   and   a    
  

networks.   The   existence   of   a   strong   correlation   between    
Korea’s   exports   to   China   and  China’s   exports   to   the  U.S.    
provides  further  evidence  that  Korea  and  China  are  parts  of  
the  same  production  chain.  

  
relations  in  1992,  Korea’s  FDI  to  China  has  grown  dramati-
cally.  Korea  invested  massively  in  China  in  the  early-2000s,  

Figure  3 Korea’s  Trade  Bias
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making  it  one  of  the  most  important  sources  of  FDI  in  China.  
However,  according  to  the  latest  Mofcom  statistics,  Korea’s  

has  been  shrinking  ever  since  to  drop  below  3  percent  of  total  

China  accounted  for  close  to  40  percent  of  Korea’s  total  ODI  
-

ing   years   and   accounted   for  merely   14   percent   in   2011.   In  
  

Singapore   and   the   United   States.   These   various   observa-
tions   suggest   that  Korea  may  be   losing  ground   in   the  com-
petition  with  other  economies  in  the  region  which  are  closely    
connected  to  China,  namely  Hong  Kong  and  Taiwan.  

Next  to  China,  Southeast  Asia  accounts  for  a  non-negligible    
  

as   a  whole   ranks   as   the   second   largest   investment   destina-

been   particularly   dynamic   over   the   past   few   years,  making  
  

investments  are  in  labor  intensive  and  export-oriented  indus-
tries  like  footwear,  garments,  electronic  and  electrical  goods    
and  chemicals.

…  With  Institutional  Arrangements  Playing  a    
Marginal  Role  

Interestingly   Korea’s   dynamic   trade   with   a   number   of   its  
neighbors  cannot  be  accounted  for  by  the  existence  of  prefer-
ential  arrangements.  As  explained,  Korea’s  trade  is  particular-
ly  dynamic  with  China  but  the  two  partners  have  not  engaged  
in  any  preferential  arrangement.  

In  contrast,  Korea  has  an  FTA  with  its  second  largest  trading  

has   only   been   in   effect   since   2007   for   goods   and   2009   for    
services  and  the  sharp  rise  in  bilateral  trade  predates  the  signing  
of  the  agreement  and  cannot  thus  be  accounted  for  by  the  FTA.  

The   logic   underlying   Korea’s   FTA   strategy   is   pragmatic.    
  

trading  partners,   be   they  neighbors  or  not.  Today,  Korea  has  
  

and  India.  It  has  also  been  trying  to  reach  an  agreement  with  
  

champion   of   bilateral   agreements   rather   than   a   champion   of    
regional  trade  agreements.  

So   far,   there   has   been   a   proliferation   of   FTAs   in   the   region    

  
establishment   of   the  Chiang  Mai   Initiative   in   2000   followed  

Free  Trade  Area  for  instance  is  still  to  take  place.  

Looking Ahead: Changing Conditions and 
Their Implications for Korea 

developments  are  likely  to  impact  the  economic  environment  

integration  and  the  way  Korea  interacts  with  its  regional  part-
ners,  in  particular  China.  The  following  section  examines  three  

the   full   implementation   of   the   economic   partnership   agree-
  

Major  Factors  of  Change

China’s  Economic  Strategy  Shift  

In  China,   the  GFC  has   led   to   the   conclusion   that   the   devel-

it  was  as   a   result  necessary   to   reduce   the  economy’s  vulner-
ability  to  external  demand  shocks  and  to  move  away  from  too    
exclusive   a   strategy   of   export-orientation   by   rebalancing    
growth,   especially   through   the   promotion   of   domestic    
consumption.  Although  the  awareness  of  the  need  to  enhance    
the   expansion   of   domestic   consumption   is   nothing   new   in  
China   and   although   it   had   already   inspired   the   eleventh    

  
  
  

the   Chinese   Government   now   seeks   to   deeply   reform   its    
economic   strategy   beyond   the   mere   promotion   of   domestic    

  

moving   away   from   exclusive   export-orientation   towards    
developing   the   domestic   market,   and   secondly   to   move   the    
economy   up   the   value   chain   in   the   coming   years   so   as   to    
enhance  its  technological  independence.   

As  a  result  of  these  strategy  shifts  in  China,  the  existing  form  of  
cooperation  and  interconnections  between  China  and  the  rest  of  

on  differences  in  technologies  and  the  labor  productivity  of  the  
various  countries.  This  division  of  labor  will  change  as  China  
continues   to   develop   technologies   and   improve   productivity,  

developing  new  technologies  and  new  products.  

Full  Implementation  of  the  ECFA  between  Taiwan  and  China

with  potentially  important  implications  pertains  to  the  coming  
-
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across  the  straits,  in  particular  by  putting  an  end  to  the  numer-
ous  restrictions  imposed  by  Taiwan  so  far  on  imports  from  the    
mainland.  As  the  name  indicates  the  agreement  merely  provides  
a  framework  that  outlines  the  main  content  of  the  future  FTA,  

  

2013.   Further   follow-up   talks   are   expected   in   the   coming  
years.   For   the   time   being,   the   liberalization   has   been   rather    
asymmetrical   with   higher   commitment   level   on   the   part   of  
mainland  China.  This  agreement  is  no  doubt  of  importance  to  
Korea  since  Taiwan  and  Korea  share  a  number  of  similarities  
in  their  specialization  patterns  and  in  particular  in  their  export  
structures  to  China.  The  two  countries  are  export  competitors  in  
China  which  is  their  largest  export  market.  Although  the  agree-
ment   is   far   from  being   complete,   rising   competition  may  be  

more  favorable  terms.

TPP  Project  

is  likely  to  bring  about  further  changes  in  the  way  the  region  
  

currently   under   negotiation   between   nine   countries   in   three  
continents,  including  Australia,  Brunei,  Chile,  Malaysia,  New  

8  

aims   to   establish   an   ambitious   high-quality   trade   agreement    
encompassing  issues  which  are  not  often  part  of  a  FTA,  such    
as   intellectual   property   rights,   government   procurement,    
environmental   protection   regulations,   labor   issues   as  well   as  
small  and  medium  enterprises.9  

  
go   ahead   and   whether   it   may   sideline   other   competing    
schemes.   From   Korea’s   perspective   the   importance   of   the    

  
  
  

Korea’s  Renewed  Contribution  to  East  Asian  Integration  

the  de  facto  kind  rather  than  de  jure  because  the  need  for  trade  

have   reached   its   limits.  China   is   seeking   to   develop   its   own    

market   rather   than  being  exclusively  a  production  base.  This    
poses   a   challenge   for   its   trading   partners   which   need   to    

  
also   require   a   change   in   the   institutional   setting   with   better  
structured  regional  trade  liberalization.  Korea  has  to  face  these  
two  challenges.  

Korea’s  Approach  to  China  Revisited  

If   China   manages   to   reduce   its   dependence   on   the   export    
manufacturing   sector   and   increase   its   domestic   consumption    

  
will  provide  Korea  with  an  opportunity  for  more  stable  growth  

  
Korea   proves   able   to   seize   this   opportunity.   In   the   wake   of    
the  GFC,   the  share  of   intermediate  goods   in  Korea’s  exports  
has  tended  to  decline  slightly,  while  the  share  of  capital  goods  

  
to  also  cater   to  Chinese  needs  as  a  market  rather   than  exclu-
sively  as  an  exporting  engine  but  it  may  alternatively  merely    

simple   and   labor-intensive   goods   to   more   complicated   and    
capital  intensive  goods.  

For   the   time   being   Korea   may   not   be   particularly   well-  
positioned  to  take  advantage  of  the  Chinese  market,  compared    
to   Taiwan.   Already   Korea’s   apparent   loss   of   competitive-
ness  vis-à-vis  Taiwan  suggests   that   it   is   time  for  a  rethink  of    
Korea’s  expansion  strategy  in  China.  The  challenge  for  Korea    

  
  

Korea   should   focus   its   investments   in   China’s   domestic    
market   and   try   to   shift   its   processing   trade   with   China   to    

  
markets  of  South  Korea,  China,  and  third  countries.  It  should    
also  move  away  from  simple  manufacturing  toward  complex  
manufacturing,   which   offers   a   combination   of   manufactur-
ing   and   services.   Moreover,   South   Korea   needs   to   expand    
its  business  areas  to  include  logistics,  science  and  technology,  
medical  science,  education,  and  other  services.”10  All  this  means  

  
are  to  make  the  best  of  the  Chinese  market,  with  a  particularly  
important  role  played  by  tertiary  activities.  

Korea’s  Regional  FTA  Strategy  

step  forward.  The  past  few  years  have  seen  a  renewed  interest  in  

countries   and  possibly   some  other   partners.   In  August   2009,  

-



92 - KOREA’S ECONOMY 2012      

being,   opening   such   an   ambitious   negotiation   still   seems   to    
be  out  of  the  question.  However,  the  aforementioned  develop-

The   establishment   of   a   trilateral   agreement   between   China,    
  

Korea  and  China  may  contribute  to  pave  the  way  to  a  broader  

expanding   Chinese   market.   Korea   may   thus   emerge   as   an    
de  jure  

In   the   wake   of   the   GFC,   Korea’s   attitude   toward   a   Korea-
China  FTA  has  indeed  changed  and  it  is  seriously  considering  
pushing  for  such  an  FTA11  in  order  to  move  into  the  Chinese    
domestic   market   further,   improve   the   trade   structure,   and    
establish   a   stable   framework   for   economic   cooperation.    
In  October   2009,   the  Ministers   of  Trade   of   the   two   countries  
signed  an  agreement  to  increase  bilateral  economic  cooperation,  

  
negotiating  a  FTA.12   
position   is   the   need   to   respond   to   China’s   FTA   activism,   as    

  
  

is   in  direct   competition  with  Taiwan  on   the  Chinese  market;;  

the  China  market  possibly  at  Korea’s  expense,   the  case  for  a  
China-Korea  FTA  is  made  more  compelling  than  ever.  

It  is  worth  stressing  at  this  stage  that  an  FTA  with  China  was  
so  far  not  really  deemed  necessary  because  the  level  of  tariffs  

in   particular   consumption   goods.   Going   ahead   with   tariff    
liberalization   will   thus   facilitate   the   further   expansion   of    

  
intermediate  goods.  

-
  

being  envisaged.  The  three  Northeast  Asian  countries  agreed  
in   October   2009   to   examine   the   feasibility   of   a   trilateral    

  
on   this   issue.13  The   feasibility   study  was   completed   by   the  
end  of  2011.  On  May  14,  2012,   the   three  parties  concluded  

  

for   a   three-way  FTA  by   the   end  of   the   year.  China’s   deter-
mination  to  go  ahead  with  this  trilateral  FTA  has  no  doubt  to    

which   involves   a   number   of   countries   on   both   sides   of   the  

A   trilateral   agreement   is   widely   believed   to   be   instrumental  
in   strengthening   trilateral   relations,  hence  contributing   to   the  

milestone  in  regional  integration,  fostering  prosperity  not  only  
for  the  region  but  for  the  world  as  a  whole.  According  to  some  
estimates,  a  trilateral  deal  may  be  the  most  promising  scenario  
in   terms  of  gains,  but  as   it   is  certainly  not   the  easiest  one   to  
negotiate  it  is  not  the  most  likely.  

Whatever  the  means,  Korea  can  be  expected  to  play  a  key  role  
and  contribute  to  the  deepening  of  economic  integration  at  the  

Concluding Remarks 

opening   up   strategy   and   this   explains   to   a   large   extent   the    
  
  

capacities   to   China,   also   contributing   to   the   tightening   of    
regional   production   networks.   Recent   developments   call   for  
changes  in  this  so  far  successful  strategy.  The  challenge  for  Ko-

Korea   is   probably   illustrative   of   the   possible   changes   in   the  

years,   with   a   shrinking   importance   of   vertically-integrated  
production  networks  and  a  rising  role  of  institutional  arrange-

as   a   production   base   requires   substantial   changes   in   the    
specialization  and  trade  patterns  of  the  countries  in  the  region  

de   facto   and  de   jure  
dimensions  are  likely  to  be  increasingly  mutually  reinforcing,  
with  Korea  as  a  key  player  in  both  areas.  

Françoise  Nicolas  is  the  Director  of  the  Ifri  Center  for  Asian  
Studies   (Paris)   and   assistant   professor,   Paris-Est   University  
(Marne-la  Vallée).
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