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INTRODUCTION'

It is difficult to think of a country that has prospered as much from global trade as Korea.
Its post-war development is a textbook example of successful economic transformation. Al-
most forty years of medium-to-high growth has turned Korea into one of the world’s most
prosperous economies, despite a difficult geopolitical situation and adverse circumstances
at the end of the Korean War. This great accomplishment has drawn admiration from the
rest of the world, and recent history is not short of attempts by other countries to mimic the
Korean example. Yet the past is not always a good guide for the future. With increasing global
competition, Korea - as other countries — needs to gear up its competitiveness to remain suc-
cessful in international trade. How can this be achieved?

This paper concerns the EU-Korea Free Trade Agreement (FTA), due for ratification in Seoul
and Brussels this autumn, and why responsible policymakers on both sides should give their
support. It is not a campaign brochure for the Korea-EU FTA,; this trade agreement, like all
other trade agreements, fails to deliver as many free trade benefits to Europe as would be
desirable. Yet there should not be any doubts that both parties stand to gain from the agree-
ment. The purpose of the paper is to give a dispassionate account of the agreement that is of
relevance primarily to Korean policymakers.

In this paper, we will look at the context of the Korea-EU FTA - its role for Korea’s economic
development in the current economic climate and generally rising global competition, espe-
cially vis-a-vis its neighbours in East and Southeast Asia. Short and long-term gains for Korea
will be analysed, and we aim to analyse them in the context of Korean productivity. Finally,
we will look at the geopolitical implications of a strengthened integration with the EU.

KOREA IN A POST-CRISIS WORLD

Korea’s exceptional economic transformation was made possible thanks to international
trade. Korea, with only 0.7 percent of the world’s population, accounts for 2.6 percent of
world’s merchandise trade, thus carrying almost four times its weight in world trade.? Korea
has a trade-to-GDP ratio of 96 percent, making it one of the most trade-dependent econo-
mies in the developed world.? The economic integration in Asia has also turned two former
rivals and adversaries, namely China and Japan, into important economic partners. Korea
skilfully capitalised on open trade regimes.

As the World Trade Organization (WTO) negotiations in the Doha round has fallen into
stalemate, impetus for new reciprocal trade liberalisation comes from bilateral FTAs. Yet
few bilateral trade agreements have been struck between the top ten largest economies in
the world, suggesting there are larger potentials to be unleashed from bilateral trade liber-
alisation.* The next chapter of global trade liberalisation will start with Korea’s FTAs with
the US and the EU - and ambitious economic integration with two of the world’s largest
economies. These two FTAs are important; they form the basis for the new global drive
towards bilateral trade deals. Furthermore, they will set the standard for what in future will
be achieved through this route of trade liberalisation. Hence, Korea is now at the centre for
global trade policy.

But the open trading system, the foundation of Korean export-led growth, is also under re-
newed threat. Pascal Lamy, the Director-General of the WTO once remarked that interna-
tional trade was “a casualty of the crisis”.° This is an understatement: international trade has
been the casualty of two recent crises. Firstly, a massive readjustment of global demand in
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key industrial sectors, inter alia automotives and electronics; secondly, the financial crisis
that affected access to trade financing, foreign direct investments (FDIs) and rippled through
world’s exchange rates. Export-led economies like Korea, Vietnam, China and Japan were
overexposed to these problems and suffered more than others from the trade contraction.
While the depreciation of the Korean Won initially cushioned some of the effects, overca-
pacities have led to restructuring of key export sectors in these economies.

Furthermore, Korea’s trading partners are currently under great pressure from those who
advocate mercantilist policies (exports are good and imports are bad). China has embarked
on promoting indigenous innovations aimed to substitute imports from abroad. The EU and
the US have passed stimulus packages to support selected domestic industries; voices are
raised about keeping the manufacturing “jobs at home”. Such notions are misleading and
ignore the fact that trade no longer works as it did in the 1970s - today, geographical borders
are almost an alien concept to modern global firms. They are dependent on global markets,
and have production facilities in many parts of the world. In this context, future industrial
prowess requires trade openness, and not traditional protectionism. Economies have also be-
come more specialised in certain technologies or aspects of the production, which resulted in
an increasingly fragmented supply chain - for example, components in a mobile phone have
crossed more than 100 borders before the final assembly; intra-industry trade (countries im-
port and export in the same sector ) accounts for 70 percent of Korea’s external trade.® In this
world of sophisticated global supply chains, protectionism is more likely to hurt domestic
than foreign industries by limiting variety and increasing the cost of input goods.

FROM EXPORT-DRIVEN GROWTH TO AN OPEN, DYNAMIC ECONOMY

KOREA’S FOCUS ON building up trade surpluses in few, selected manufacturing sectors started
with textiles in the 1960s, and have continued to autos and electronics (such as semiconduc-
tors, mobile phones and flat screens) of today. Perhaps this is a strategy that served Korea
well, but its future success is not given.

First, Korea’s export model is sensitive to the rising competition in Asia. Korea has still a
significant share of its export, approximately 40 percent,” in final goods - finalised and as-
sembled consumer and capital goods, rather than the technologically advanced components
that go into them, which are referred to as intermediate goods. As a comparison, Taiwan has
only 26 percent of its exports in assembled finalised goods while 71 percent of its exports
are attributed to technologically advanced intermediate goods.® High concentration on final
goods has had negative effects on value-added in Korean exports, which historically has
been lower than Japan and Taiwan.® Also, this makes Korean exports more price-sensitive
and open to direct competition from new entrants to the world economy, like China and
countries in South-East Asia. Korea’s export structure has also been reinforced by China’s
emergence as its primary export market. There is now a ‘triangular trade’ where final goods
destined for China is made in Korea, often using intermediate goods from abroad, e.g. Japan.
Korea relies heavily on inputs from Japan - and Japanese exports to Korea in intermediate
goods are 3.5 times larger than intermediate exports going in the other direction (table 1).1°
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TABLE 1: KOREA'S TRADE IN INTERMEDIATE GOODS (2009 YEARS DATA IN $ 000)

JAPAN CHINA
Exports 5935 600 27 714 795
Imports 22 118 009 13939 181
Trade balance -16 182 409 13775614

Source: COMTRADE

Second, the growth in Korean productivity, essential to export prowess, is slowing down.
Growth in Korea’s total factor productivity in the manufacturing sector is high in comparison
with Japan’s, but the long-run trend is declining (table 2). Furthermore, Korea is still depend-
ent on increasing labour productivity due to its focus on finalised goods while Korean output
from labour (measured in GDP per hour worked) is currently only 44 percent of equivalent
figure for US.!

TABLE 2: COMPARISON OF TOTAL FACTOR PRODUCTIVITY GROWTH IN MANUFACTURING (1985-2004)

1990-1995 1995-2000 2000-2004
Korea 5,62 -0,75 2,73
Japan 0,59 1,58 1,77
China n/a n/a 6,98

Source: Fukao, Inui, Kabe, Liu, 2008, An International Comparison of the TFP Levels of Japanese,
Korean and Chinese Listed Firms. Japan Center for Economic Research.

Given the developments in factor efficiencies and the structure of the Korean exports, it is
clear that the future growth effects from export cannot be taken for granted; either factor
productivities must increase or Korea needs to diversify into more value-adding activities in
order to maintain growth.

THE TRADE-OFFS IN THE KOREA-EU FTA

The EU-Korea FTA (and the equivalent agreement with the US) is not only a free trade agree-
ment with world’s largest economy by size. It also differs greatly from typical Asian FTAs
that stop short at tariffs and avoid sensitive sectors altogether. It is a departure from previous
FTAs that Korea has concluded. This is not only because of the sheer size of the counterpart,
but also the level of ambition. The negotiation parties had different or asymmetrical of-
fensive interests — and the agreement is more ambitious than Korea’s previously concluded
FTAs with EFTA and ASEAN by going beyond tariffs, especially by harmonising the domes-
tic regulatory framework with a clear depressing effect on non-tariff barriers (NTBs). These
barriers have the same protection effect as a tariff at 76 percent in Korea and 46 percent in
the EU.22 Meanwhile, the average tariff is “only” 12.2 percent in Korea and 5.6 percent in the
EU.B Thus, trade liberalisation through tariff reductions suffers from diminishing returns.

Prominent research institutes in both Korea and Europe have published studies on the gains
from establishing. It is clear that the biggest gains are to be found in “deep-integration”
measures for both Korea and the EU. These studies suggest increases of €23 bn for Korean
exports (an increase by 38 percent) while EU exports are estimated to increase by €33-41bn
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(anincrease by 84 percent)."* The effects on Korean GDP will be significant. The lowest esti-
mates start at a 0.8 percent increase in GDP,"* which is a comparatively high GDP effect from
an FTA, and up to 3.08 percent.! It is also worth to note that the CGE modelling employed
by economists tend to understate rather than exaggerate the effects from trade liberalisation,
especially as many studies are not capturing the full dynamic effects. The agreement with
the EU dwarfs other agreements that are in the works for Korea, and is estimated by some
to have at least 2.4 times bigger impact on GDP compared to the agreement with the US."

The EU on the other hand will gain from better market access for its services, food and agri-
cultural products. Yet, understandably, market access to Korea amounts to modest gains for
the EU, which is an economy eighteen times larger than its counterpart. GDP is predicted
to increase by just 0.08 percent, and the FTA is expected to have no measurable effects on
employment or. At first glance, Korea-EU FTA may seem to have little gains (or costs) for
the EU.” But such an assertion omits the importance of the inclusions of NTBs in the agree-
ment, and other reforms that Korea undertakes as part of the agreement. Korea will lower
its regulatory hurdles for European goods and services, in many cases by automatically ac-
cepting them as Korean equivalents. This is the preferred mode for the EU and how it has
achieved most of its growth: through accession or integration with other territories, and by
harmonising the regulatory framework between them. Bilateral trade negotiations are by
no means different. In the European trade debate, the phrase “levelling the playing field”
is often repeated in the context of bilateral market access — and EU policymakers perceive
Korea as exceedingly closed for its products and services. For example, Italy (who threatened
to veto the agreement in September this year) appears not to have exported a single car to
Korea in the last five years.”

THE COSTS OF THE AGREEMENT FOR KOREA: AGRICULTURE

Inarguably, Korea will get much of its welfare gains from improved market access to world’s
largest market. However, there is seldom such a thing as unconditional market access. This
FTA is fairly modest in the use of exemptions for politically sensitive goods. The EU has cho-
sen to make transition arrangements for sectors in which Korean firms have already invested
in factories and jobs inside the EU, notably automotives and electronics. Meanwhile, Korea’s
political sensitivities and exceptions from the agreement are focused on agricultural prod-
ucts that enjoy extensive transition arrangements up to 15 years, while rice and its derivative
products are exempted entirely. Yet, some have voiced concerns whether these transitional
agreements are adequate.

To begin with, Korea has approximately the same amount of agricultural area per capita
as Japan (hence even less in total), at about 0.04 hectares, which is constantly decreasing,.
Despite the significant efficiency gains that have resulted in an increase of real output, the
share of agriculture in Korean GDP has decreased by 60 percent to less than 3 percent of
Korean GDP. The agricultural sector has not shrunk but services and manufacturing have
simply outrun it.?°
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TABLE 3: AGRICULTURAL INDICATORS COMPARED

Agriculture Product Agricultural
Agriculture products Imports Agricultural Area Area A (Ha)
Imports, $'000 ('000 Ha)
per capita $'000 per capita
UK 53 544 127 0,86 17 647 0,28
Germany 70 340 429 0,86 29 418 0,36
France 44 515 058 0,68 29 418 0,45
Italy 39 634 362 0,66 13 888 0,23
Canada 22 442 284 0,66 67 600 1,97
Spain 26 752 324 0,58 28 004 0,61
Japan 46 042 272 0,36 4 650 0,04
Korea 14 894 786 0,30 1840 0,04

Source: COMTRADE; FAO statistics

Despite these developments, Korean agriculture is still modest compared to other econo-
mies. The Korean agricultural sector is characterised by relatively small farms with an aging
workforce and labour shortages, making it vulnerable to fluctuations.” Therefore, self-suf-
ficiency is impossible except for a few selected base crops. Nor is it desirable.

TABLE 4: AGRICULTURAL PRODUCTION PER WORKER

Production Agricultural Prodgction per Productilon

($'000) employment('000) a\g,;vr(;?lt:(latrug I peé,g%%ta
Korea 8595814 1693 5078 0,173
Japan 15 449 896 3216 4804 0,119
Canada 24 279 910 372 65 198 0,681
UK 15385 812 485 31723 0,243
France 35 140 967 824 42 657 0,546
Germany 30510 704 860 35 478 0,379
Italy 24 997 273 993 25 168 0,411

Source: FAQ Statistics; OECD statistics 2009

Despite these conditions, Korea has very low agricultural imports per capita. Korea imports
even less per capita than one of the most restricted agricultural markets: Japan ($378 per
person and year, compared to Korea’s $308).22 It appears clear that self-sufficiency and im-
port restrictions do not provide food security or stable prices. Korea had in fact the fastest
surge in food prices over the past decade amongst the OECD countries. But the key question
is whether cheap European imports will crowd out Korean farmers at home? The answer is
most likely no.

Firstly, agricultural products are not generic goods. Food is a perishable, non-generic good.
Characteristics, such as taste, country of origin and transport distances are closely inter-
linked, and there is a strong preference for local produce almost everywhere in the world.
Also, all food is not interchangeable. European leeks does not look anything like Korean
leeks, to take one example.
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Such differences in preference continue to play an important factor after the trade restriction
on agriculture are scaled down. Furthermore, the current protection can be severe in some
products but less in others with little implications (estimates typically vary between 2 to 61
percent),? especially if they are phased in over a period of fifteen years.

Secondly, each country tends to specialise in a few crops and products, and the conditions for
trade in these goods are politically sensitive. Predictably, they are either exempted or covered
by transition periods. Furthermore, specialisation will increase competitiveness of that crop
or produce, which will help to sustain Korean agriculture in the long run. These two points
bring us to a third point, namely that European imports would most likely increase product
variety, rather than accelerate agricultural reform in Korea.

TABLE 5: CONSUMER PRICE INDEX (BASE YEAR, 2005 = 100)

2000 2005 2009 gg'&':‘g%;” %

Korea 80,4 100 116,2 44,53%
Japan 102,2 100 104 1,76%

Canada 88,1 100 115,1 30,65%
UK 925 100 123,2 33,19%
France 89,6 100 1085 21,09%
Germany | 95,3 100 110, 16,37%
ltaly 88 100 112,3 27,61%
Spain 807 100 113,1 40,15%

Source: OECD Statistics

LEVERAGING TRADE LIBERALISATION

WE STATED INITIALLY that gains from trade rarely come without costs. However, one of the
biggest misconceptions of trade negotiations is that they are zero-sum games, suggesting
that a gain for one side is a loss for the other. Nothing could be further from the truth. It is
true that significant gains are expected to come from improved terms of trade and capital
accumulation.?* But such a conclusion is incomplete, and the CGE modelling used to assess
effects from FTAs tends to underplay the dynamic role played by imports, and it is here that
the biggest dynamic gains from trade are to be found. Imports give access to larger variety
of goods and services, contribute to better use of internal resources and improve allocative
efficiency. More importantly, import exposes domestic production to competition, forcing
firms to behave more productively.

Several empirical studies on Korea have already demonstrated the important role of imports.
Lawrence and Weinstein (1999) went as far as calling into question whether the Japanese
and Korean growth in the 60s and 70s were export-led.?® According to their study, imports
and increased competition - and learning from foreign competitors - contributed more to
productivity growth than exports. In a more recent Korean study, a positive link between
imports and total factor productivity was confirmed in Korea,?® which suggests that imports
underpin productivity and competitiveness. This is also confirmed by OECD research on
Korea that suggests that regulatory reforms and dismantling of trade barriers will stimulate
innovation and investment, thereby promoting productivity.” Hence, imports are good for
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Korea - and for Korean exports. More openness helps to diversify the Korean economy,
which is necessary to move away from its current export-led model and face rising competi-
tion from other Asian economies.

As an example of how vulnerable that an overreliance on old export-led growth models can
be, one only needs to look to Japan. Its growth is anaemic at mere 4.38 percent over the entire
past decade (less than the annual growth for China).?® At least parts of this are attributable
to Japan’s lukewarm embrace of the opportunities presented by globalisation. Furthermore,
Japan was notoriously late to jump up on the bandwagon of bilateral trade agreements. It
is also engaging in severe forms of import substitution, mainly through regulatory barriers
(like mandatory testing and licences for foreign goods, or national technical standards) for
the sake of protecting some less competitive firms. This comes at the price of loss in com-
petitiveness, which in turn has resulted in diminishing exports for Japanese firms. Over time,
they became overspecialised on the Japanese domestic market, which is not large enough to
sustain capacities dimensioned for world exports. Korea should, and could, avoid a similar
scenario. Yet it means that improved markets access to big foreign markets becomes more
important. Protectionism leads to a dead-end and a vicious circle leading to diminishing
exports.

Another source of improved efficiency is investments. The Korea-EU FTA has a uniform
bearing on investments in both manufacturing and services sectors where the agreement
applies. It removes existing restriction on Korean capital and proscribes future use of quo-
tas, monopolies and economic needs-test (so-called ENTSs, applied by the EU to protect its
market from overcrowding) on both sides. A significant share of Korea’s trade with the rest
of the world has historically been driven by intra-firm trade, and such trade is dependent
on continued investments by multinational enterprises.? Investments have also a leverag-
ing effect on Korea’s exports, perhaps most notably automotives that do not travel lightly.
The automotive sector is heavily dependent on building up distribution, service centres and
auxiliary financial services. Increasingly, the sector is also investing in manufacturing abroad
to succumb the transportation costs. In conclusion, Korea’s concessions to the EU will also
contribute positively towards sustained growth and exports; imports will lead to better fac-
tor productivity, while investments will leverage its market shares it holds abroad.

KOREA TAKING THE LEAD

2010 WILL MARK another year of Doha round impasse. Nor does it look to be concluded any
time soon. In addition, the crisis have incapacitated many trade policy agendas and stalled
several negotiations for FTAs. In this context, Korea has found itself in a unique position to
be able to strike a deal with both the US and the EU, something most of its neighbours are
not likely to do. FTAs are sensitive issues for the EU. Ideas for big-economy FTAs have in the
past been rejected as they could render the WTO obsolete. Europe maintains its ideological
objective to promote the multilateral system. This takes at least China off the FTA agenda.
Furthermore, past EU-China trade talks (although not in the form of an FTA but a High Level
Dialogue) have led nowhere. There will be many years still before there is even a talk of an
FTA with China on the part of the EU. It is uncertain if a bilateral investment treaty (BIT)
is feasible.

Japan, on the other hand, seems incapable of living up to the standards set by the Korea-EU
FTA as its business and regulators have a strong preference for old-style tariff-only agree-
ments without the inclusion of non-tariff barriers. This effectively renders Japan uninter-
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esting as a negotiation partner for the EU.3° EU initiatives with Taiwan have been held up by
possible hostile reactions from China. Finally, FTAs with individual ASEAN countries pose
various difficulties.

TABLE 6: CURRENT STATE OF PLAY FOR OTHER FTA NEGOTIATIONS WITH EU, US

EU us
Japan Qngomg consultations, but no nego- No negotiations currently announced
tiations planned
Singapore Negotiations started in March 2010 Entered into force in 2004
Malaysia fo|0|al negotiations expeoted to start Negotiations started in June 2006
in 2010
China No negotiations currently announced No negotiations currently announced
Vietnam Negotiations announced in March Trade & Investment Framework Agre-
2010 ement (TIFA) concluded in 2007
Taiwan No negotiations currently announced No negotiations currently announced
Thailand
No negotiations currently announced FTA talks suspended in 2006

Source: European Commission, DG Trade; US Trade Representative

A NEW CHINA - AND NEW EUROPEAN UNION

IN THE INTERDEPENDENT world economy, Korea is increasingly affected by its relation to
its neighbours. In particular, it enjoys strong integration with Asia’s new centre of gravity,
China. There are plenty of economies that have developed strong economic ties with their
larger neighbours (many examples can be found along the borders of the EU) and are politi-
cally influenced by them. But the rise of China has not only re-drawn the regional economic
order, but also poses new strategic challenges. It highlights the new nexus between trade
and geopolitics, and recent developments in China show that Beijing is tightening its grip
over the state-run market economy. It is no longer shying away from playing an activist role
at home or the world markets. Moreover, China has extended its economic network in order
to secure the supply of resources it requires. As a realist world power, China is willing to ex-
pand its sphere of influence that comes with its new economic power. This will not happen
without friction, especially in the east. China is increasingly at odds with Japan with territo-
rial disputes between them. China still exercise influence over North Korea and chooses to
sustain the regime.

Meanwhile, China has very rapidly overtaken the US to become Korea’s most important
trading partner - and the most important destination for outward investments (see Figure
1). It works like triangular trade, where Korean multinationals exports goods manufactured
in China, or made out of components imported from China, to a third country like the US or
the EU.
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FIGURE 1: KOREA'S OUTWARD INVESTMENT (FLOW) - A COMPARISON
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FIGURE 2: KOREA'S TRADE VOLUMES US, EU AND CHINA
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These rapid developments on the trade arena take place as the US security umbrella in the
Pacific region is gradually diminishing. The US economic projections for the coming decade
make at least a partial withdrawal from North-East Asia a plausible scenario.* China is uni-
fied, centrally governed and largely unopposed for the first time in several centuries. The
importance of China to the Korea’s economy show that Korea has been able to tap into its
growth — but it presents, if not a risk so a new political reality that Korea needs to address.
Economic integration with the EU will inevitably diversify the Korean economy, but the FTA
will also introduce a new actor onto this scene. While it is true that there have been European
interests in the Far-East in the past, the European Union largely lacks a geopolitical footprint
in Asia. The agreement is not going to change this fact - the EU is first and foremost an eco-
nomic union, driven by economic interests and not by geopolitical ambitions elsewhere in
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the world. Nor are the larger member states like Germany, France or the UK likely to leverage
the EU to advance their own national interests. But the sheer presence of a deep-integration
trade agreement between the EU and Korea will increase the political and economic costs for
China to interfere in Korea’s interests in an unfriendly and uncooperative fashion.

Meanwhile, the entry of the Lisbon Treaty in late 2009 has given the EU new powers in
foreign policy. The contours of this new political union are still blurred, and it is far from
certain what role it will play - or be allowed to play by its member states. However, some of
the priorities of the new EU are already given: EU will continue to be an economic union that
uses economic instruments, such as FTAs, to advance its economic interests. Furthermore,
its future trade strategy will still be based on the need to tap into growth markets overseas,
particularly in Asia. With the exception of EU’s partnerships with the least developed coun-
tries, FTAs are not about rewarding friends, but promoting business. Whenever it pushes
for any values, there is strong emphasis on fair and predictable rules - trade rules based on
universal principles of non-discrimination and non-intervention.

FINAL REMARKS - A COUNTRY AT THE CROSSROADS

HIsTORICALLY, KOREA’S SIZE, location and links to its neighbours have been the cause of the
deep tragedies that have been inflicted upon the Korean peninsula and people. It is therefore
ironic that these conditions have now come to provide an opportunity where Korea stands
as the only agile actor amongst unable neighbours. It is not a coincidence that the EU has
chosen Korea as its first partner, and given the political situation with its competitors, Korea
may enjoy the benefit of having the first-mover advantage for many years ahead.

Access to the world’s largest market will come at a price. But FTAs are not zero-sum games
where one side wins and the other loses. In this context, we have concluded that Korea’s
trade-offs are largely correct — and the concessions done will improve Korean competitive-
ness and stability. Many comparisons have been drawn with the development of Japan and
we have now reached the end that analogy: Korea’s future cannot be Japan of the present
state. It simply cannot survive long zero-growth periods. Recent history shows that the Ko-
rean economy cannot accumulate similar levels of debt ratios as Japan. Neither does it have
to, if it exploits the gains from globalisation.

Korea’s economic link with China is a beneficial and symbiotic one, and also one of the rea-
sons why the EU is interested in having an FTA with Korea. Neither the EU nor the US will
seek, or be able to, replace China’s role in the region — but they want to complement it, and
defuse relationships with China of their political risks. The presence of the EU will change
the regional dynamics in favour of stability and a reciprocal rule-based system, at a time
when some observers have started to mark Korea as a country lost into China’s sphere of
influence.?

This is why the Korea-EU Free Trade Agreement is strategically important. It is a choice
between grasping the opportunities or missing the train — between past and its future.
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