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On February 2, 2006, United States Trade Representative
(USTR) Robert Portman and South Korean Trade Minister Kim
Hyun-chong announced their two countries= intention to negotiate a
free trade agreement (FTA). The announcement came after many
years of official and unofficial discussions of the feasibility of
concluding an FTA. The climate for launching the negotiations
improved following South Korean willingness to address four areas
of concern to the United States: beef, automobiles, pharmaceuticals,
and Ascreen quotas.@ (Screen quotas limit the amount of screen
time that foreign films can be shown.)

The U.S. Congress would have to approve an FTA before it
could enter into force. The U.S.-South Korea FTA (KORUSFTA)
negotiations have been conducted under the trade promotion
authority (TPA) that the Congress granted to the President under the
Bipartisan Trade Promotion Act of 2002 (P.L. 107-210). The
authority allows the President to negotiate trade agreements to
expedite congressional consideration (no amendments and limited
debate). However, the executive branch must fulfill a number of
criteria in order to exercise the authority, including specified
negotiating objectives in the final agreement and consultation with
the Congress prior to and during the negotiations.

The launching of negotiations comes with a high degree of
political risk for both South Korea and the United States. The
United States and South Korea have been allies since the United
States intervened on the Korean Peninsula in 1950 and fought to
repel a North Korean takeover of South Korea. Over 33,000 U.S.
troops were killed and over 100,000 were wounded during the
three-year conflict.” Although the alliance remains strong, it has
shown signs of fraying. Some observers argue that the FTA would
help to strengthen the alliance.
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U.S.-South Korean trade friction has diminished over the last
decade and a half as political leaders have been forced to give
higher priority to foreign policy and national security concerns, and
the United States and South Korea have increasingly used the
multilateral dispute settlement mechanism of the World Trade
Organization (WTO) and other forums to address bilateral trade
problems. In addition, South Korea has introduced a number of
reforms to open its economy to foreign competition and investment
to address some of the U.S. complaints. Yet, even though tensions
have diminished, a number of long-standing, deep-seated
differences in trade and investment relations have remained below
the surface. The FTA negotiations could be risky as these fissures
are likely to be exposed. If South Korean and U.S. negotiators can
successfully address them, the relationship will be strengthened. If
not and negotiations fail, the bilateral relationship could be seriously
harmed for some time as failure may be a sign of the lack of trust.

The timing of the negotiations also presents a challenge. They
began during the week of June 5, 2006, with the first round, just 13
months before the President=s TPA is scheduled to expire on July 1,
2007; that is, an agreement must be signed before July 1, 2007, if it
is to receive expedited congressional consideration under that
authority. In addition, the TPA requires a 90-day presidential
notification to Congress of infent to sign the agreement; therefore,
the KORUS FTA would have to be completed before April 2, 2007,
giving the negotiators a 10-month window in which to complete the
negotiations. Some U.S. FTA agreements have been completed
within a year; others have taken more than a year. While
reauthorization of TPA in 2007 is a possibility, it is widely
considered remote at this time, given the highly charged partisan
environment in Congress on trade.

A number of members of Congress from both political parties
have expressed strong support for undertaking an FTA with South
Korea. Others have expressed skepticism that an FTA can bridge
the differences between the two countries on trade. Still others
oppose the effort outright. In the coming months, the Congress will
likely monitor the negotiations closely, thus exercising its
responsibilities of oversight over the executive branch as well as
participating in the consultation process mandated by the TPA. In
South Korea, the FTA negotiations have been watched even more
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closely than in the United States. While many members of the
National Assembly have expressed their support for an FTA in
principle, other members — most notably some members of the
ruling Uri Party — have expressed skepticism if not outright
opposition to the FTA and/or the way the government of Roh Moo-
hyun has handled the consultation process.

An Overview of the U.S.-South Korean Economic
Relationship

South Korea is a major economic partner for the United States.
In 2005, two-way trade between the two countries was nearly $70
billion, making South Korea the United States=s seventh-largest
trading partner, ahead of France and Italy. (See Table 1 and Table
2.) South Korea is among the United States=s largest markets for
agricultural products. For some western states and U.S. sectors, the
South Korean market is even more important, ranking number five
for California=s exporters (in 2004), number two for Oregon=s
exporters, and number four for all U.S. agricultural exporters.
Major U.S. exports to South Korea include semiconductors,
machinery (particularly semiconductor production machinery),
aircraft, and agricultural products.

Table 1.
Annual U.S.-South Korea Merchandise Trade, Selected Years
(Billions of U.S. Dollars)

International Journal of Korean Studies
Spring/Summer 2006 ¢ Vol. X, No. 1

Major U.S. Cellular phones; cars, semiconductor circuits;
Import televisions and flat panel screens; construction
Ttems vehicles (See Appendix A for more details)

Sources: 1990 & 1995 data from Global Trade Information Services.
Data from the 2000-2005 U.S. International Trade Commission.

South Korea is far more dependent economically on the United
States than the United States is on South Korea. In 2005, the
United States was Korea=s third-largest trading partner, second-
largest export market, third-largest source of imports, and its largest
supplier of foreign direct investment (FDI). In 2003, China for the
first time displaced the United States from its perennial place as
South Korea=s number one trading partner. Two years later, Japan
overtook the United States to become South Korea=s second-largest
trade partner.

Table 2.
Asymmetrical Economic Interdependence (2005)

Total Export Source of | Source
Trade Market Imports of FDI

For the U.S., #7 #7 #7 #28
South Korea ranks (2004)

For South Korea,

the U.S. ranks #3 #2 #3 #l

Year U.S. U.s. Trade Total
Exports Imports balance trade

1990 14.4 18.5 4.1 329
1995 254 242 1.2 49.6
2000 26.3 39.8 -13.5 66.1
2003 22.5 36.9 -14.4 59.5
2004 25.0 45.1 -20.1 70.1
2005 26.2 432 -16.9 69.4

Major U.S. | Semiconductor chips and manufacturing

Export equipment; aircraft; corn and wheat; plastics.

Items (See Appendix A for more details)
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Sources: U.S. Department of Commerce C Bureau of the Census and
Bureau of Economic Analysis. Bank of Korea.

Increased economic interaction between the United States and
South Korea has been accompanied by numerous disagreements
over trade policies. Most of the disputes have consisted of U.S.
complaints, though South Korea has its own (smaller) list of
grievances. In general, U.S. exporters and trade negotiators
identify the lack of transparency of South Korea=s trading and
regulatory systems as the most significant barriers to trade with
South Korea in almost every major product sector. Many U.S.
government officials also complain that Seoul continues to use

104




International Journal of Korean Studies
Spring/Summer 2006 ¢ Vol. X, No. 1

government regulations and standard-setting powers to discriminate
against foreign firms in politically sensitive industries, such as
automobiles and telecommunications. Another major cross-sectoral
complaint is that rigidities in the South Korean labor market, such
as mandatory severance pay, raise the cost of investing and doing
business. Finally, the United States and other countries have
pressed South Korea to open further its agricultural market, which is
considered one of the most closed among members of the
Organization of Economic Cooperation and Development (OECD).*

The intensity of these disputes has diminished considerably
since the late 1980s and early 1990s, in part because South Korea
has enacted a set of sweeping market-oriented reforms as a quid pro
quo for receiving a $58 billion package from the International
Monetary Fund (IMF) following the near collapse of the South
Korean economy in 1997. In particular, as a result of the reforms,
South Korea has opened its doors to foreign investors, ushering in
billions of dollars of foreign portfolio and foreign direct investment
(FDI). The result is that foreign companies, including U.S. firms,
now are significant shareholders in many prominent industrial
conglomerates (chaebol), own an estimated 40% of the value of the
shares traded on South Korea=s stock exchange, and at one point
have owned about one-third of the South Korean banking industry.
Since the 1997 crisis, FDI commitments by U.S. companies have
totaled approximately $20 billion.

Additionally, the United States and South Korea appear to have
become more adept at managing their trade disputes. This may be
partly due to the quarterly, working-level Atrade action agenda@
trade meetings that were initiated in early 2001. Both sides credit
the meetings, which appear to be unique to the U.S.-South Korean
trade relationship, with creating a more constructive dialogue that
helped pave the way for the two sides to feel sufficiently confident
to launch FTA negotiations.

The Possible Structure of the FTA

A limited definition of an FTA is a pact between or among two
or more countries under which tariffs and non-tariff border
restrictions (for example quotas) are eliminated in trade in goods
among the parties to the agreement. However, FTAs in which the
United States participates have been more complex, reflecting the

105

International Journal of Korean Studies
Spring/Summer 2006 ¢ Vol. X, No. 1

increasing complexity of bilateral and regional economic
relationships in which tariffs and quotas are among the least critical
issues. These FTAs cover regulations, policies, and practices that
affect a broad range of economic activities.

While the final shape and content of the KORUS FTA, if
achieved, will be the product of the bilateral negotiations that began
on June 5, 2006, previous U.S. FTAs have some generic elements
that will probably be part of an agreement with South Korea.
Specifically, the FTA would likely include provisions on market
access for manufactured and agricultural goods, including schedules
for the phase-out of tariffs and nontariff barriers and special
provisions for longer phase-in periods for sensitive products, such as
rice, beef, autos, and textiles and apparel. The length of the phase-
out periods will probably be a major focus of the negotiations.

The agreement will likely also contain provisions on trade in
services. The United States has insisted FTAs in which it
participates use the negative list approach in scheduling treatment of
services. In other words, the agreement covers barriers to trade in
all services sectors and subsectors unless specifically listed as to be
excluded in the agreements= schedule of commitments. In contrast,
the WTO employs the more cumbersome positive list approach that
requires that a service sector or subsector must be identified in a
schedule of commitments in order to covered under the General
Agreement on Trade in Services (GATS).

In addition to provisions on trade in manufactured goods,
agricultural goods, and services, an FTA would probably include
provisions on intellectual property rights (IPR) protection, foreign
investment, trade-related labor and environment issues, government
procurement policies and practices, and competition policy. An
important element of any FTA is rules of origin: How will the
agreement partners define which products are to be considered
eligible for duty-free or other preferential treatment provided under
the agreement, if they include parts from third countries. Another
important provision would indicate how disputes on issues covered
by the agreement will be handled. The agreement would also
include a provision providing the date on which the FTA would
enter into force.

U.S. Interests and FTA Negotiating Objectives
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An FTA with South Korea would have immediate economic
and foreign policy implications for U.S. relations with South Korea
specifically, but could also have broader implications for U.S.
economic and foreign policy interests in East Asia and beyond. The
United States has entered the negotiations with a number of issues
and objectives.

Why an FTA?

As indicated earlier, South Korea is the seventh largest U.S.
trading partner overall. It is also the third largest U.S. trading
partner in East Asia (behind China and Japan). Many supporters
view an FTA as a logical extension of the bilateral economic
relationship that would provide a means by which the two trading
partners could address and resolve fundamental issues and, thereby,
raise the relationship to a higher level. The FTA could also stand as
a symbolic indication of the firmer relationship.

An FTA may also be viewed by some as a means to reassert the
importance of a critical foreign policy and national security alliance
by rising above differences that have caused the U.S.-South Korean
alliance to fray recently. For example, the Bush Administration and
South Korean leaders have differed over how to manage relations
with North Korea. Specifically, South Korea=s Asunshine policy@
of emphasizing bilateral reconciliation with North Korea generally
has meant that Seoul has not supported U.S. diplomatic and
rhetorical efforts to pressure North Korea, especially on North
Korea=s nuclear weapons programs. The re-positioning of U.S.
troops in South Korea has also generated some friction between the
two allies.’

Some experts have suggested that a KORUS FTA could curb
the rising tide of China=s economic and political influence in East
Asia. China has surpassed the United States as the most important
export market for South Korea and the second most important
source of imports into Korea (behind Japan). China is also forging
ties with the 10-member Association of Southeast Asian Nations
(ASEAN) in an ASEAN+3 arrangement (China, Japan and South
Korea), arrangements from which the United States is excluded. An
FTA could ensure that the United States has an institutional
presence in East Asia. In addition, trade expert Claude Barfield of
the American Enterprise Institute suggests that a KORUS FTA
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could generate a Adomino effect@ that leads to other countries, such
as Japan, entering into similar arrangements with the United States.’®
All of this would come as the discussions within the Asian-Pacific
Economic Cooperation (APEC) forum have stalemated.

In terms of broader U.S. trade policy, an FTA with Korea would
build on the policy first introduced by then-USTR Robert Zoellick,
Acompetitive liberalization@ that uses free trade agreements and
multilateral trade agreements to encourage trading partners to
remove trade and investment barriers and be a model for others. In
that sense, the KORUS FTA would be a major step forward in
policy. It would be the largest U.S. FTA in terms of mutual trade
and investment, since the North American Free Trade Agreement
(NAFTA) went into effect in 1994. It would also respond to some
critics of Bush Administration trade policy who argue that the FTAs
that the United States has entered into since NAFTA account for
very little trade and yield relatively little in commercial benefits.

South Korea has entered into FTAs with Chile, Singapore, the
European Free Trade Association (EFTA), the Association of
Southeast Asian Nations (ASEAN), and is negotiating with other
countries, including Japan.” A U.S. FTA could help prevent U.S.
exporters from being placed at a competitive disadvantage with
these other countries in the South Korean market.

U.S. Issues and Negotiating Objectives

The launching of U.S.-South Korea negotiations has by and
large met with bipartisan support in the Congress and broad
approval in the U.S. business community, the members of which see
the agreement as an opportunity to obtain the removal of long-
standing South Korean tariff and non-tariff barriers to trade and
investment.® Some groups oppose the negotiations because they
doubt that an FTA can address their problems of doing business in
South Korea. For example, organized labor has raised concerns
about workers= rights issues in South Korea and about the
possibility of products that North Korean workers produce in the
Kaesong industrial complex could be transshipped duty free to the
United States through South Korea.” The U.S.-based auto
manufacturers may also oppose the FTA, if South Korea does not
show signs of improving market access to their exports.
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The issues that the United States will likely raise during the
negotiations cut across many sectors and other areas of interest.

Agriculture

Agriculture is high on the U.S. agenda and is an area expected
to be among the most contentious in the negotiations. Agriculture is
an important sector in U.S. trade as a whole and in trade with South
Korea. It is also an area that has generated a great deal of bilateral
trade friction because of Korea=s highly protectionist agricultural
policies.

Negotiations pertaining accessing Korea=s domestic rice market
will likely be among the most contentious, pitting a diminishing but,
nevertheless, highly vocal community of South Korean rice farmers
against an equally influential community of U.S. rice growers who
are also major exporters. Although agriculture accounts for around
7% of South Korean employment, strong cultural ties to rural areas
still makes the agriculture sector a formidable political force that is
manifested in very strict controls on imports of agricultural
products, including rice.

As the South Korean economy has become more dependent on
exports of manufactured goods, South Korea=s trading partners,
including the United States, have demanded that South Korea
reduce restrictions on agricultural imports in exchange for greater
access for South Korea=s exports of manufactured goods. As part
of the WTO Uruguay Round Agreements that went into effect on
January 1, 1995, South Korea opened its rice markets to imports but
was given Aspecial treatment@ by being allowed to do so under an
import quota system that gradually increased the volume of rice
imports. The program was due to expire at the end of 2004, but
South Korea reached an agreement with major rice-exporting
countries to continue importing rice under a growing, but restrictive,
quota that is in effect through 2014.

U.S. rice producers have expressed support for the U.S.-South
Korean FTA negotiations. However, they want the FTA to include
completely free trade in rice, requiring Korea to remove the quotas
completely. Furthermore, they want the quotas and tariffs to be
phased out faster than the United States agreed to in the DR-
CAFTA, and in FT As with Peru and Colombia. U.S. rice producers
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also oppose emergency safeguards measures for Korean rice imports
beyond the phase-out period."

In addition to restrictions on rice, the USTR and agriculture
trade groups have indicated the following among U.S. priorities in
the negotiations:"'

e climinate Aunnecessary@ and unscientific South
Korean sanitary and phyto-sanitary (SPS) regulations,
with Korea reaffirming its commitment to the WTO
SPS agreement that requires SPS regulations to be
Ascience-based;@

e ensure that the phase-out periods for agricultural tariffs
and quotas will not be unnecessarily long and eliminate
non-tariff barriers, including permit and licensing
requirements;

e climinate unnecessary restrictions on perishable
imports and cyclical agricultural products;

e provide special rules of origin for U.S. beef shipments
to South Korea to include a Aborn, raised, and
slaughtered rule@ giving preferential treatment to U.S.
beef producers;12 and,

e climinate export subsidies on all South Korean
agricultural products.

Autos and Auto Parts

Negotiations on trade in some manufactured goods are also
likely to be intense, particularly in cars and auto parts. After a false
start in the 1980s and 1990s, South Korean manufactured passenger
cars have been achieving competitive success in the U.S. market,
especially as soaring gasoline prices have increased demand for
smaller, gas-efficient vehicles. However, U.S.-based car
manufacturers have been much less successful in gaining shares of
the Korean domestic car market. South Korean imports of foreign
automobiles totaled fewer than 31,000 in 2005 C including about
5,800 U.S. vehicles C just over 3% of total car sales in the South
Korean market. In contrast, South Korean auto manufacturers
exported over 730,000 cars to the United States in 2005, capturing
over 4% of the U.S. market.
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U.S.-based auto producers have blamed various Korean
regulations for the limiting U.S. market share. In 1998, the United
States and South Korea signed a Memorandum of Understanding
(MOU) in which the Korean government agreed to take steps to
address the U.S. issues. While the Office of the USTR reports that
South Korea has fulfilled many of the commitments, it asserts that
other steps should be taken to prevent discrimination toward U.S.
auto exporters. Among them are to reduce or eliminate the 8%
tariff on car imports and to revise the domestic taxes that are applied
to the full price (including tariffs) of imported cars, and car taxes
that are based on engine displacement that allegedly disadvantage
U.S.-made cars, which tend to be larger than domestically-produced
Korean cars.” An indication of the importance of the issue in the
negotiations is that a special working group on the auto issue will be
part of the structure of the negotiations.

Charles Ulthus, vice-president of the Automotive Trade Policy
Council, complaining about past South Korean anti-import policies
on autos, laid out the U.S. auto industry position stating:

Given Korea=s status as a major global player, its closed

market to imports, and [the] long history of unsuccessful

U.S. efforts to dismantle Korea=s nontariff barriers, we are

advocating for a comprehensive dismantling of Korea=s

nontariff barriers and we are asking that Korea demonstrate

up front that its market is open before we unilaterally

provide it with preferential access to the U.S. market. . .

[W]e are looking for something more than just promises

that the market will open, more than just commitments to

address one tariff barrier, which very well could be
circumvented at a later date.@ "

Other Manufactured Goods
In addition, U.S. exporters of manufactured goods have
indicated that they would like to see the following objectives,
among others, included a final U.S.-South Korea FTA:
e climinate tariffs and other barriers to reciprocal access
to the South Korean market for U.S. textile and apparel
products with reasonable phase-in periods;
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e climinate immediately tariffs on 99% of imported
manufactured goods (as is the case in the U.S.-
Australia FTA);

e remove non-tariff barriers and prevent new ones from
emerging; for example, health and safety requirements
that differ widely from accepted practices in other
countries; unnecessarily burdensome technical
standards; duplicative testing requirements for foreign
products; and requirements to submit proprietary
manufacturing information;

e provide access to U.S. exporters in the development of
South Korean domestic regulations; and

e address the use of adjustable border taxes, adjustment
taxes, domestic taxes, and indirect government support
for local industries that adversely affect U.S. exports."

An issue that has arisen since the negotiations were launched in
February pertains to the change in the South Korean government=s
policy on reimbursements for costs for pharmaceuticals. The
government announced on May 3 that it was changing its approach
from a negative list to a positive list. In other words, only those
products specifically listed as eligible for reimbursement would be
covered, making non-coverage the default. U.S. pharmaceutical
representatives and U.S. negotiators have been pressing the South
Korean government to reverse its decision.'® South Korea
announced at the beginning of the second round of negotiations on
July 10 that it intended to go ahead with the change. As a result,
lead U.S. negotiator, Assistant USTR Wendy Cutler, suspended the
work of the pharmaceuticals working group, stating that South
Korea=s decision to implement the decision was Ainconsistent with
both the mandate of the pharmaceuticals group and the market
opening spirit of the KORUS FTA.@ To Aensure continued balance
in the overall negotiations, the U.S. suspended work in the trade
remedies and services groups, two areas of particular importance to
South Korea."”

Intellectual Property Rights (IPR) Protection
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U.S. negotiators will strive to secure South Korean agreement to
strengthen enforcement of intellectual property rights, including
controls over unauthorized online transmission and distribution of
copyrighted works, the seizure of pirated goods and equipment to
make and transmit pirated goods, and proper compensation to
victims of IPR violations."® The U.S. business community has
targeted specific Korean policies and practices in intellectual
property issues. For example, the Korean Food and Drug
Administration (KFDA) requires that proprietary data on
pharmaceutical manufacturing processes be submitted for new
drugs; in addition, the South Korean government has, in some
cases, approved the marketing of some pharmaceuticals before it has
determined that the applicant is the rightful owner of the patent and
trademark.' The USTR has continued to place South Korea on the
special 301 AWatch List.@ The USTR indicated that the South
Korean government has strengthened its enforcement of copyright
laws but still needs to go further.”

Services

The United States likely will press South Korea to reduce
barriers to sales on U.S.-origin media in South Korea. South Korea
took a major step in this direction, leading up to the launching of
negotiations, by reducing by half the to 46 days per year as the
number of days that South Korean cinemas had to show South
Korean films. U.S. movie producers and distributors will likely
push for a further reduction. U.S. providers in telecommunications,
financial services, professional services, and other services sectors
want to see greater market access in South Korea, and the United
States will be pushing for improved transparency and predictability
of South Korean government regulatory procedures in all services
sectors.

Foreign Investment

In the area of South Korean foreign investment policies and
regulations, U.S. negotiators will generally push South Korea to:
remove trade distorting barriers (export and local content
requirements) to U.S. investment; provide timely resolution of
disputes between U.S. investors and South Korean authorities; and
extend national treatment for U.S. investors in Korea, so that U.S.

113

International Journal of Korean Studies
Spring/Summer 2006 ¢ Vol. X, No. 1

investors would be treated no less favorably than domestic South
Korean investors. U.S. negotiators will aim to obtain other rights
for U.S. investors comparable to their rights in the United States but
make sure that South Korean investors in the United States are not
accorded rights that are more favorable than U.S. domestic
investors.”'

Competition Policy

The United States wants to encourage discussion, in the areas of
competition policy, anti-competitive business conduct, designated
monopolies, state enterprises, and other competition-related issues
as appropriate. It also wants to prevent the application of South
Korean competition laws and regulations in a discriminatory manner
and apply anti-trust laws effectively against South Korean firms.
U.S. businesses have complained that the chaebols, the family-
owned business conglomerates that dominate the South Korean
economy, have made it difficult for foreign companies to compete in
the Korean market.”> U.S. and other foreign businesses also have
complained that the opacity of the chaebols= ownership structure
makes it difficult, if not impossible, for foreigners to acquire
majority stakes in major South Korean companies. Additionally, the
relationship between major chaebol and the South Korean
government occasionally has led to trade disputes between the two
governments. In 2003, for instance, the United States and the
European Union assessed punitive countervailing duties tariffs
against Hynix Semiconductor, then the world=s third-largest
producer of dynamic random access memory (DRAM)
semiconductor chips, for allegedly receiving subsidies from the
South Korean government. South Korea challenged the rulings in
the WTO, which eventually upheld the U.S. duties. Hynix formerly
was part of the Hyundai chaebol.

Other U.S. Objectives
In addition to the above, the USTR has indicated that the
following will be among U.S. goals in the negotiations:>
e ensure that South Korea does not discriminate in e-
commerce trade.
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e get South Korea to reaffirm its commitments under the
WTO Agreement on Technical Barriers to Trade.

e press South Korea to expand its commitments under
the WTO Agreement on Government Procurement to
cover more government agencies and at lower contract-
value thresholds.

e provide safeguards measures in the form of temporary
revocation of tariff preferences during a transition
period to protect against import surges.

e encourage South Korea to pursue policies that limit
currency intervention and allow the won/dollar
exchange rate to be set by the market.**

e promote trade and environment policies that are
mutually supportive and ensure South Korean
commitment to enforcing labor rights.

South Korean Interests and FTA Negotiating Objectives

Why an FTA?

Entering an FTA with the United States meshes with a number
of South Korean President Roh Moo-hyun=s long term economic
and strategic goals. Roh apparently has made the signing of an
FTA, along with reducing income inequality, the top economic
priority for the remainder of his tenure, which expires in February
2008.% Soon after his election in 2002, Roh committed himself to
raising South Korea=s per capita gross domestic product (GDP) to
$20,000 by the end of the decade and to transforming South Korea
into a major Aeconomic hub@ in Northeast Asia by expanding the
economic reforms begun by his predecessor following the 1997
Asian financial crisis. Ongoing competitive pressure from Japanese
firms, increased competition from Chinese enterprises, and the rapid
ageing of the South Korean workforce have heightened the sense of
urgency about boosting national competitiveness. Continuing along
this line of argument, Han Duk-soo, South Korea=s Deputy Prime
Minister and Minister of Finance, has said that a failure to adopt
significant economic changes will mean that AKorea=s long term
growth potential is likely to deteriorate. @

During a televised debate over the proposed FTA in March
2006, Han linked the KORUS FTA to this broader economic reform
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agenda, arguing that a trade agreement with the United States is
essential for South Korea=s survival.”’ To accelerate Korea=s
reform efforts C and also to avoid being left out from other FTAs
being created globally and in Asia C President Roh has pursued an
aggressive effort to negotiate FT As, the first of which South Korea
signed with Chile in 2004. Convincing the United States to launch
an FTA became a part of this larger effort.”®

South Korea=s FTA Drive

Completed FTAs:

e Chile (entered into force April 2004)

¢ Singapore (entered into force March 2006)

e EFTA (signed December 2005)

e ASFEAN (final agreement on goods reached May
2006; excludes Thailand due in part to South
Korea=s exemption of rice from the agreement)

FTAs being negotiated:

e  United States (launched February 2006)

Mexico (launched September 2005)

Canada (launched July 2005)

Japan (launched December 2003; negotiations

currently stalled)

FTAs under consideration:

¢ India (joint study concluded January 2006)

South Korean officials and other South Korean proponents of
the KORUS FTA have tended not to focus on the increased access
to the U.S. market that South Korean firms presumably would
receive, despite the predictions that South Korean manufacturing
exports would increase significantly. Rather, they emphasize the
medium and long-term gains that would stem from increased
allocative efficiency of the South Korean economy, particularly in
the services industries. This would presumably be brought about by
an influx of U.S. investment and technology into South Korea and
by the spur of increased competition with U.S. firms.” The
President and other senior officials in particular have emphasized
the need to boost the competitiveness of South Korean service
industries. An FTA with the United States, they argue, will help
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address South Korea=s increased economic polarization by spurring
job creation in fields such as medical, legal, education, and
accounting services in a free trade agreement.”® Some, however, say
an FTA will worsen South Korea=s income gap.”'

Strategically, some in South Korea and the United States also
see the FTA as a means for boosting the U.S.-South Korean
alliance. In announcing the start of the FTA, for instance, Trade
Minister Kim stated that the FTA launch was Athe most important
event@ in the history of the alliance, one that would take the U.S.-
South Korean relationship Ato the next tier, the next level.@*> Some
in Korea and the United States feel a need to boost the relationship
because of bilateral strains over major alliance issues, primarily
brought about by different views about how to handle North Korea
and China. Since the late 1990s, even as Americans have come to
feel that the danger from North Korea has increased, South
Koreans= perception of a threat from North Korea has declined
markedly. This has led some to question the purpose of the U.S.-
South Korea alliance, which is predicated upon deterring an attack
by North Korea. Additionally, South Korea=s policy of
emphasizing bilateral reconciliation with North Korea generally has
meant that South Korea has not supported U.S. efforts to pressure
North Korea. Another major difference between Seoul and
Washington is that many South Korean officials, including
President Roh, oppose the deployment of U.S. forces based in South
Korea to other areas in Asia without South Korean consent; South
Korean leaders generally do not wish to antagonize China over the
Taiwan issue. In the face of these growing questions about the
utility of the alliance to Seoul, many argue that an FTA will provide
a counterweight to help balance areas of difference and help provide
a Anew basis@ for the alliance with something to Astand for@ rather
than Astand against.@>

There is an expectation among some Koreans that a U.S.-South
Korea FTA will have even broader strategic effects. Some analysts
in Seoul believe that an FTA will improve South Korea=s standing
in Northeast Asia by boosting its status as a middle power.
President Roh has spoken vaguely of South Korea’s asserting a
future role as a Abalancer@ among the major powers in the region.
An FTA conceivably might help South Korea play this role, not
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only by boosting South Korea=s economic performance, but also by
ensuring that the United States remains a strategic and economic
counterbalance to China and Japan.** Some South Koreans have
turned this argument on its head, positing that China might consider
a U.S.-South Korean FTA a threat to its interests.* Additionally,
some South Korean proponents of an FTA believe that successfully
negotiating an agreement could lessen disagreements between
Washington and Seoul over North Korea policy, by compelling
Apoliticians and officials in each nation toward a deeper
understanding of the broad forces at play in the other.@** Given the
importance of North Korea in the foreign policies of both countries,
however, it is unlikely that an FTA will have much impact.

Criticism of the FTA within South Korea

The launching of FTA negotiations with the United States has
generated much debate in South Korea. Numerous news articles
have analyzed the benefits and costs of an agreement, and a number
of televised debates about the FTA have been held. Criticism of the
decision to launch an FTA with the United States intensified in the
early spring of 2006, fanned in part by public opposition by some
former senior members of Roh=s ruling camp. Opposition to the
FTA occasionally has been intense. In February, farmers= groups
blocked the South Korean government=s initial public hearing in
Seoul regarding the FTA. At least one major umbrella group, the
Pan-national Movement Headquarters to Frustrate the South
Korea-U.S. FTA, comprising over a dozen organizations, has been
formed to rally opposition to the agreement. In mid-April 2006, one
Korean information technology union announced it had mobilized
thousands of its members to try to shut down the White House=s
website by flooding it with e-mails.”’

One reason for the intensity of the opposition to a proposed
FTA with the United States is that the negotiations have merged a
number of forces in the Korean polity, including anti-American
forces on the far left of Korea=s political spectrum and traditional
trade liberalization opponents, such as farmers and trade unions.
The latter groups also have opposed other trade deals. South
Korean farmers engaged in occasionally violent protests during the
December 2005 multilateral Doha Development Agenda (DDA)
ministerial meetings in Hong Kong, and one Korean farmer
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committed suicide outside the meetings in the 2003 Cancun DDA
Ministerial Meeting. After the Roh government signed Korea=s
first FTA with Chile in 2003, it took South Korea=s National
Assembly nearly a year to ratify the agreement because of the
strength of the opposition, particularly from farm groups and rural
legislators.38 Some Koreans argue that an FTA with the United
States will primarily benefit Korean chaebol (conglomerates),
thereby widening economic disparities inside South Korea.”
Barring a dramatic reversal in Roh=s political fortune, the South
Korean President is likely to be in a fairly weak political position to
try to sell an FTA to the National Assembly if South Korea and the
United States successfully reach an agreement in late 2006 or early
2007. In 2007, the full force of the Alame duck@ phenomenon is
expected to hit Roh; South Korea will hold its presidential election
in December of that year and by law Roh cannot run for a second
term. Roh generally is regarded as an unpopular president, and his
Uri party lost control of the National Assembly in 2005, when it was
routed in successive bi-elections by the main opposition group, the
conservative Grand National Party (GNP). Complicating the
political difficulties for President Roh is that, as a left-of-center
politician, his natural base consists of many of the groups that
oppose the KORUS FTA. Indeed, many of these groups have
turned lukewarm toward Roh since his election in 2002, as a result
of his support for continued market-opening measures and his
periodic efforts to cooperate with the United States, particularly his
dispatch of over 3,000 Korean troops to Iraq after the U.S. invasion.

South Korean Issues and Negotiating Objectives

With some important exceptions, in the FTA talks, South Korea
is likely to be the demandeur on fewer issues compared to the
United States. Not only is South Korea far more economically
dependent on the United States, but the United States also has lower
and fewer tariff and non-tariff barriers than Korea. Also, as
discussed above, top South Korean officials believe the FTA=s
primary economic benefits will derive not from the short-term
reductions in U.S. trade barriers, but rather from the medium-to-
long term effects of improving the dynamism and efficiency of the
South Korean economy. Thus, as in the overall bilateral economic
relationship, South Korea=s basic stance in the FTA talks by
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definition is likely to be defensive and reactive in nature. In
general, South Korea is expected to adopt a traditional
Acustomized @ negotiating strategy of seeking higher protections and
longer phase-in periods for particularly sensitive products and
sectors such as medical services. Korean officials reportedly will
push for a general safeguard system to guard against a surge in
imports, including the most sensitive sector, agriculture.*’

Agriculture

A net importer of food, South Korea is among the United
States=s largest export markets for agricultural products.41 South
Korea=s farmers, while shrinking in terms of population and
contribution to GDP, remain a politically powerful force in South
Korea. This political power is reflected in the protection South
Korea=s farm sector has been able to gain from Seoul; South
Korean agricultural tariffs are particularly high compared to the
United States and most OECD members. According to United
States Trade Representative (USTR), South Korea=s average
applied agricultural tariff is 52%, more than four times the U.S.
average.”” South Korean exports of agricultural products to the
United States in 2005 were just over $200 million, representing
approximately 0.5% of total South Korean bilateral exports.43

When asked about opening Korea=s farm market at the
February 2, 2006, launch of the FTA, Trade Minister Kim said that
while South Korea is ready to make Atough decisions,@ he added
that AI don=t know a single free trade agreement whereby there are
no exceptions, or a staged implementation period. . . .@** South
Korea=s chief negotiator in the KORUS FTA has said that Seoul
will try to obtain a phase-in period of more than ten years for certain
sensitive products, particularly rice.” An outline of the South
Korean government=s goals presented to the National Assembly in
May 2006 by the South Korean Ministry of Foreign Affairs and
Trade (MOFAT) mentions excluding some highly sensitive
agricultural goods. For other items, the draft envisioned long-term
tariff reductions, tariff rate quotas, and special safeguards.*® In May
2006, South Korea and the ASEAN announced an FTA that
excluded a number of agricultural items, including rice. Thailand, a
major rice exporter, did not join in the agreement.
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Seoul plans to spend over $100 million in adjustment assistance
to South Korean farmers and rural areas over the coming decade.
The package was first unveiled during the debate over the South
Korea-Chile FTA.

The Kaesong Industrial Complex

A potentially contentious issue in the FTA talks is the status of
the Kaesong Industrial Complex (KIC). Located near the North
Korean city of Kaesong (also spelled AGaesong(@), 40 miles north of
Seoul, the KIC is designed for South Korean companies to employ
North Korean workers. A pilot site at Kaesong, housing the
factories of over ten South Korean firms, opened in 2004, and as of
early spring 2006 employed over 6,000 North Korean workers. In
2005, firms in the complex produced nearly $15 million in
manufactured goods, mostly light industrial products such as textiles
and electronic goods.”” There are plans to expand the zone
dramatically C to 300 tenant South Korean companies employing
about 70,000 North Koreans C by the end of 2007, though South
Korean officials say the pace and scope of the expansion is
contingent upon the status of negotiations over North Korea=s
nuclear programs.”® Further expansion is contemplated between
2007 and 2012. The United States officially supports the KIC. In
2004 and 2005, the United States approved several export controls
clearances that were required by U.S. law for South Korean firms to
bring items C such as computer and telecommunications equipment
C to Kaesong.”

Since the KIC opened, it has been South Korean policy to
request that its FTA partners allow exports from Kaesong to be
considered as AMade in Korea@ (meaning South Korea), thereby
enabling these products to receive the preferential status conferred
by the FTA. The Korea-Singapore, Korea-EFTA, and Korea-
ASEAN FTAs contain such a provision. In May, the South
Korean government reported to the National Assembly that it would
seek treatment comparable to that provided in the South Korea=s
FTA with EFTA.”" That agreement lists a specific set of products
that will receive FTA treatment if the KIC=s contribution to the
final product is no more than 40%, if final production takes place in
South Korea, and if the final product is exported from South Korea.
When questioned about this policy during the February 2, 2006
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launch of the FTA, USTR Portman stated that the FTA would cover
only products made in South Korea. At an economic press
roundtable in Seoul on February 8, 2006, an unnamed official with
the U.S. embassy said A. . . the provisions of the FTA in our view
will apply to goods originating within the territories of the two
parties . . . what qualifies as an originating good is something that
will be settled in the chapter [of the FTA] called Rules of Origin. @™
Senator Max Baucus, ranking member of the Senate Finance
Committee, stated that including Kaesong-origin products in an
FTA could Asink@ the negotiations.”

Two important issues for the United States in considering South
Korea=s demand are the conditions for North Korean workers and
the income the KIC provides for the North Korean government.
Some U.S. labor and human rights advocates have argued that North
Korean workers in Kaesong are being exploited. South Korean
officials, as well as other analysts, counter by saying that conditions

C including wage conditions C at Kaesong are far better than those
in the rest of North Korea.

The North Korean government derives hard currency from
several sources in the KIC project, including leasing fees and
surcharges levied on North Korean workers= wages, which are paid
to an arm of the North Korean government agency before being
passed on to employees (in the form of North Korean won).>* To
date, according to information provided by the South Korean
government, these streams likely total less than $20 million in hard
currency. However, if the South Korean government realizes its
most ambitious goals for the Kaesong project, by the middle of the
next decade the North Korean government will likely derive
hundreds of millions of dollars annually from tax revenues and its
slice of North Korean workers= wages, assuming the KIC=s current
tax and wage structures remain in place.”> Some South Koreans
caution that the uncertainties over the future course of the KIC
project make such projections highly speculative.

The KIC arguably has become the centerpiece for South
Korea=s Asunshine policy@ of engaging North Korea. The South
Korean government envisions the complex, which has broad support
inside South Korea, as a way to ensure stability on the Korean
Peninsula and ease the presumed costs of an eventual North-South
reunification by introducing global economic standards to North
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Korea and linking North Korea to the global economy. The
complex is also designed to encourage legitimate North Korean
economic activity. Additionally, the worsened economic situation
for many South Korean small and medium sized enterprises has led
many in South Korea to see cheaper North Korean labor as a way to
compete against lower-cost Chinese firms.

Many South Korean officials appear to view the U.S. position
on including Kaesong in the KORUS FTA as a litmus test for the
U.S. approach toward Seoul=s entire sunshine policy. To some in
the United States, however, the South Korean push to include
Kaesong in the FTA may appear to be an attempt to move U.S.
policy from not opposing the KIC to promoting it.

The U.S. Visa Waiver Program

Although South Korea=s status in the U.S. Visa Waiver
Program (VWP) is not formally part of the FTA negotiations, itis a
priority the South Korean government is pursuing with the United
States.® Any changes made by the United States in this area are
likely to play a political role in selling the agreement in Seoul. For
years, South Korean officials, Korean businesses, the American
Chamber of Commerce in South Korea, Korean-Americans, and
others have questioned why South Korea is not a participant in the
VWP, under which foreigners traveling from certain countries are
permitted to travel to the United States for up to 90 days without
obtaining a visa. Since the United States put in place new visa
procedures after the September 11, 2001 terrorist attacks, almost all
South Koreans who want to visit the United States must interview
for a visa at the U.S. Embassy in Seoul. Reportedly, the U.S.
consular section in Seoul has become among the busiest and largest
U.S. nonimmigrant visa processing posts in the world, processing an
average of almost 2,000 visas per day. During his November 2005
summit with President Roh in South Korea, President Bush
announced that the United States would work with Seoul to develop
a Aroadmap to assist South Korea in meeting the requirements for
membership@ in the Visa Waiver Program.”” H.R. 4304, introduced
in November 2005 by Representative James Moran, would
designate South Korea as a program country under the VWP.

Among the statutory requirements for countries to participate in
the VWP is that the country must have a nonimmigrant visa refusal

123

International Journal of Korean Studies
Spring/Summer 2006 ¢ Vol. X, No. 1

rate of below 3%.”® According to State Department officials, South
Korea=s visa refusal rates have consistently been over this
threshold. The FY2004 rate was 3.6% and according to one repott,
in early 2005 the rate again was below 4%.” Meeting the refusal
rate is not the only requirement. A country=s participation in the
VWP must also be deemed to be in the economic, law enforcement,
and security interests of the United States. Since the late 1990s, no
country has been added to the VWP, an indication of the difficulty
in meeting the participation requirements. For South Korea to
become a participant would likely require significant attention from
the White House.

U.S. Antidumping Practices

For over a decade, South Korea has chafed at the U.S. use of
antidumping (AD) and countervailing duty (CVD) laws that raise
tariffs on South Korean exports. According to one study, in July
2000 the five CVD and 18 AD orders against South Korean exports
covered approximately $2.5 billion, or over 7%, of the U.S. imports
from South Korea in 1999. Moreover, these tariff hikes have tended
to be concentrated in a handful of South Korean industries C
semiconductors, steel, televisions, and telecommunications
equipment C that have considerable political influence in Seoul.
MOFAT=s May 2006 draft FTA contains provisions that would
constrain U.S. use of AD measures.”’ South Korea is specifically
concerned about the U.S. practice of zeroing in determining
antidumping margins and cumulation in determining material injury
in antidumping and countervailing duty determinations. It is also
concerned about U.S. sunset reviews of countervailing duty and
antidumping cases, which South Korea alleges results in
antidumping and countervailing duty orders being extended
unnecessarily. In the multilateral Doha Development Agenda talks,
South Korea is one of several countries demanding revisions to
global antidumping rules, changes the United States opposes.’'

Other Issues for South Korea

Kim Jong-hoon, the lead South Korean negotiator in the
KORUS FTA, reportedly has said that his delegation will take the
Aoffensive@ in areas such as autos and textiles/clothing items to
promote South Korean exports to the United States.*” South Korea
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also may ask the United States to eliminate its 25% tariff on light
trucks. In services trade, South Korea plans to encourage the United
States to open its domestic market to services delivered by so-called
mode-4 delivery, that is by the temporary movement of South
Korean service providers to the United States, and to maritime
services.” South Korea has promoted these issues in the Doha
Development Agenda round of WTO negotiations currently
underway. However, they are issues that would likely meet with
strong U.S. resistance.** Another set of issues South Korea plans to
present deal with U.S. customs procedures, which many South
Korean exporters believe are inefficient.*®

The Potential Economic Effects of a U.S.-South Korean FTA

A KORUS FTA would likely have important direct and indirect
effects on the bilateral economic relationship as well as on U.S.
economic relations throughout East Asia. South Korean tariffs are
much higher than U.S. tariffs, so U.S. exporters, especially of
agricultural goods, could realize gains in trade. South Korea=s
average applied tariff is 11.2%, and the average U.S. applied tariff
is 3.7%. South Korea=s average applied tariff on agricultural goods
is 52%, while the U.S. average applied tariff is 12%.%

At this point a more general assessment of the impact can only
be circumscribed since the contours of an agreement, especially in
such sensitive areas as agriculture and autos, would take shape only
after negotiators have reached agreement. Nevertheless, informed,
albeit speculative, analyses provide some insights that could be
helpful to the Congress as it oversees the negotiations.

Economists usually base their analysis of the impact of FTAs on
the concepts of trade creation and trade diversion. These concepts
were first developed by economist Jacob Viner in 1950.°" Viner
focused his work on the economic effects of customs unions, but his
conclusions have been largely applied to FTAs and other
preferential trade arrangements. His analysis was also confined to
static (one-time) effects of these arrangements.

Trade creation occurs when a member of an FTA replaces
domestic production of a good with imports of the good from
another member of the FTA, because the formation of the FTA has
made it cheaper to import rather than produce domestically. The
creation of the trade is said to improve economic welfare within the
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group because resources are being shifted to more efficient uses.
Trade diversion occurs when a member of an FTA switches its
import of a good from an efficient nonmember to a less efficient
FTA member because the removal of tariffs within the group and
the continuation of tariffs on imports from nonmembers, make it
cheaper to do so. Trade diversion is said to reduce economic
welfare because resources are being diverted from an efficient
producer to a less efficient producer.

In most cases, it appears that FT'As lead to both trade diversion
and creation with the net effects determined by the structure of the
FTA. Therefore, even if two or more countries are moving toward
freer trade among themselves in an FTA, the FTA could make those
countries and the world as a whole worse off if the FTA diverts
more trade than it creates, according to economic theory.*®

U.S.-based analysts have conducted some comprehensive
estimates of the direct economic impact of an FTA on the U.S. and
South Korean economies. The United States International Trade
Commission (USITC) conducted a study published in 2001 that the
Senate Finance Committee requested.” The non-partisan Institute
for International Economics (IIE) produced a study in 2001 that it
updated in 2004.” Both studies concentrated on the static economic
effects, that is, the direct economic effects resulting from the
elimination of tariffs and quotas on all bilateral trade, including
agricultural trade. These analyses do not take into account the
dynamic effects of trade liberalization, that is, the indirect longer-
term economic effects on other parts of the economy. They also do
not take into account the economic effects which result from
changes in non-tariff and non-quotas barriers, such as sanitary and
phyto-sanitary regulations, intellectual property rights protection,
trade-related foreign investment regulations, a services-related
barriers, all of which are difficult to quantify. Therefore, the
eventual impact of an FTA would likely be greater than the static
estimates that the two studies present.

The two studies draw very similar conclusions. A U.S.-South
Korean FTA=s economic impact on South Korea would be
relatively much greater than the impact on the U.S. economy. This
is a logical conclusion, since the South Korean economy is much
smaller, is more protected, and is much more dependent on foreign
trade than is the U.S. economy. The IIE study predicts that the FTA
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would increase South Korean GDP between 0.38% and 2.41%, and
the USITC study estimates the growth at about 0.7%. The two
studies predict very small effects on the U.S. GDP: the IIE study
estimates an increase of 0.02% to 0.13% while the USITC study
estimates the growth at 0.2%.

Regarding the impact on bilateral trade flows, the IIE and
USITC studies draw similar conclusions. According to both studies,
U.S. exports to South Korea would rise more than U.S. imports
from South Korea. U.S. exports to South Korea would rise by 54%
and U.S. imports from South Korea would rise by 21%, according
to the USITC. The IIE estimates that U.S. exports to South Korea
would increase 46% to 49%, while imports from Korea would
increase 26% to 30%. As might be expected, the largest trade-flow
impact of an FTA would occur in the most sensitive, and therefore
the most-protected, sectors. These are the areas that are expected to
present the greatest negotiating challenges. Thus, the largest gains
for U.S. exports would be in agricultural exports. USITC has
estimated that U.S. exports to South Korea of beef and cheese could
increase as much as 60% and exports of beer by as much as 100%.
The largest gains in South Korean exports to the United States
would be in manufactured goods, especially in textiles and apparel,
leather goods, chemicals and allied products, electronic products,
and cars, according to the USITC. The USITC also concludes that
at least some of the increase in U.S.-South Korean bilateral trade
would be as the result of the diversion of trade from other U.S. and
South Korean trade partners. For example, increased U.S. exports
to South Korea would be at the expense of German and Japanese
exports to South Korea. Increased South Korean exports to the
United States would be partially at the expense of exports from
Taiwan, Japan, and Mexico to the United States.

In December 2005, the Korea Institute for International
Economic Policy (KIEP) published a study measuring the potential
economic impact of an FTA on South Korea alone. The study
estimated some of the dynamic economic effects in addition to the
static effects of the FTA on South Korea. The KIEP study
estimated that the FTA would eventually lead to a 0.42% to 0.59%
increase in South Korea=s GDP according to a static analysis, and
1.99% to 2.27% according to a dynamic analysis.”'
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Not captured by these studies would be the non-trade economic
effects as a comprehensive FTA would be expected to promote a
more efficient allocation of economic resources, especially in South
Korea, the smaller and more regulated of the two economies. South
Korea would likely realize welfare gains in the long term by
reducing protection for agriculture and opening up its services
sectors to foreign competition. On the other hand, the South Korean
government would probably have to provide some type of
transitional income programs to help those adversely affected by the
increased competition and to obtain political support for the FTA.

Prospects and Potential Implications

The first round of U.S.-South Korea negotiations began the
week of June 5, 2006, in Washington. That week of talks reportedly
went well with few surprises and the two sides exchanging their
respective versions of draft agreement texts. Presumably, the
negotiations could become more challenging as the two sides face
the more difficult issues. The second round, held the week of July
10 in Seoul, was considerably more difficult, with the United States
suspending work in the pharmaceuticals, trade remedies, and
services working groups to protest a South Korean decision — over
U.S. opposition -- to go ahead with a proposed change in its
pharmaceutical reimbursement program. Additional rounds are
scheduled to occur approximately every six to eight weeks. The
negotiators are striving to complete the negotiation by the end of
2006. The stakes are high for both countries, perhaps more for
South Korea given its high dependency on the United States in
trade. To consider the prospects for the negotiations, one might
examine those factors that promote success and those that could
prove problematic.

Factors Promoting Success

Among the factors promoting success is the political
commitment of the U.S. and South Korean leaders as demonstrated
by their decision to undertake the negotiations in the first place.
The February 2, 2006 announcement to negotiate occurred after
many years of discussions and studies on the feasibility of such an
endeavor and presumably a clear understanding of its potential
pitfalls. The joint political commitment implies a sense of mutual
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trust that could carry negotiators through the rough periods of
negotiations.

Another factor dictating success is that the KORUS FTA
negotiations will take place on the foundation of an already strong
bilateral economic relationship. Each country is an important trade
and investment partner of the other and views an FTA as preserving,
if not strengthening, the relationship. Furthermore, a KORUS FTA
conforms to each country=s current trade policy of pursuing
regional and bilateral agreements with critical partners.

The emergence of China as an economic power in East Asia
provides another incentive for success. The rise of China is an
ambiguous phenomenon for both South Korea and the United
States. Each sees China as both an increasingly important economic
partner and a challenger. Each country sees the KORUS FTA as a
hedge against the threat of China as a challenger. The FTA could
be seen as of symbolic importance. When all factors are taken into
account, the impression is that these negotiations are too important
to fail.

Factors that Could Inhibit the Negotiations

If the factors that are pulling the United States and South Korea
toward reaching an FTA are substantial, so are those that could
inhibit the negotiations. One factor is the tight deadline under
which the FTA must be negotiated. The United States faces the
expiration of trade promotion authority on July 1, 2007, and South
Korea faces the conclusion of President Roh=s term in 2007.
Moreover, because 2007 is a presidential election year in South
Korea, a completed FTA could come up for ratification in the South
Korean National Assembly at the height of the political season,
giving the deal’s opponents maximum publicity and, possibly,
leverage.

The complexity of the issues to be negotiated, especially those
that go to policies and practices behind national borders (not just at
borders) present another challenge. For example, competition
policy will likely be on the agenda as the United States will want
South Korea to go further in reducing the influence of the chaebols
and make government regulatory procedures more transparent. In
addition, the United States will raise its concern about domestic
taxation of autos in South Korea.
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Some issues will be politically sensitive. South Korean rice
farmers are demanding that they be protected from trade
liberalization and South Korean negotiators have already indicated
they will seek special treatment for rice under the FTA. South
Korea has also indicated that it will seek the inclusion of products
from the Kaesong industrial zone inside North Korea under the FTA
C an objective that has met with strong resistence from U.S. labor
and other sources. South Korea has indicated that antidumping and
countervailing duty rules should be part of the negotiations, an idea
that would likely meet with strong resistence from the U.S.
Congress.

Furthermore, the imbalance in U.S.-South Korean economic
relationship will probably be reflected in the manner the countries
conduct the negotiations and could create some tension. The U.S.
economy is much larger, less dependent, and more open than the
South Korean economy; therefore, U.S. negotiators will be the
primary demandeur in the negotiations, placing South Korean
negotiators on the defensive. This could make it more difficult for
South Korean President Roh=s administration to sell a deal to the
South Korean National Assembly even though reductions in trade
barriers would benefit the domestic economy as a whole.

Additionally, developments with North Korea are likely to
affect the fate of the KORUS FTA because events on the Peninsula
will influence Americans= and South Koreans= views of the value
of the U.S.-ROK alliance. Much is likely to hinge on the status of
the Six-Party Talks on North Korea=s nuclear program, which
appear to have stagnated. If the talks produce a breakthrough or
appear to be developing some forward momentum, then U.S. and
South Korean differences over North Korea policy are less likely to
spill into the trade realm. However, if the talks collapse completely
or appear to stagnate, more Americans and Koreans may begin to
question the benefit of the alliance, particularly if it leads the Bush
Administration to increase economic and other pressures on North
Korea. In such a scenario, more U.S. policymakers are likely to
view South Korea=s Apeace and prosperity policy@ of emphasizing
bilateral reconciliation with North Korea as undermining U.S.
policy. Likewise, more South Koreans would be likely to view the
United States as blocking their paramount foreign policy goal of
pursuing North-South reconciliation. Such an atmosphere could
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make it difficult for leaders in both capitals to make the concessions
necessary to produce a final free trade agreement.
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Potential Implications

The outcome of the negotiations could have broad implications
for the U.S.-South Korean bilateral relationship. If the two sides
successfully resolve the fundamental issues that have caused
friction, the bilateral relationship could be stronger in the long term.
If they fail, the relationship could be damaged for some time. Also,
the KORUS FTA would be the second largest FTA in which the
United States is a participant and the largest in which South Korea
is a participant, representing a major step for both countries in their
pursuit of their respective trade strategies.

The U.S. and South Korean FTA negotiations could have
repercussions beyond the bilateral relationship. For example, some
of the issues that the two sides will address, such as agriculture and
competition policy, are similar to issues confronting the U.S.-Japan
economic relationship. If U.S. and South Korean negotiators can
successfully address these issues, the outcome could serve as a
model for the U.S.-Japan relationship. Indeed, the KORUS FTA
negotiations have already stimulated discussion of a U.S.-Japan
FTA.

Appendix A.
Top 10 U.S. Exports to and Imports from South Korea, 2005
(Billions of U.S. Dollars)

U.S. Exports U.S. Imports
Total 27.7 | Total 43.8
Electrical Machinery 6.9 | Electrical Machinery 13.6
Non-electrical Machinery 4.6 | Vehicles 10.2
Optical Equipment 2.2 | Non-electrical 6.7
Machinery
Organic Chemicals 2.0 | Mineral Fuels 1.8
Aircraft 1.9 | Iron and steel products 1.1
Plastic 0.9 | Plastic 1.0
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Vehicles 0.7 | Rubber 0.9
Mineral Fuels 0.6 | Iron and steel 0.9
Cereals 0.4 | Knit Apparel 0.7
Misc. Chemical Products 0.4 | Special category 0.7

Source: Two-digit HS categories. U.S. Department of Commerce data
compiled by Global Trade Information Systems, Inc.
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