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World Trade Organization

Express Delivery and Logistics Association

U.S. Trade Advisory Groups

ACTPN
APAC
ATAC
IGPAC
ITAC
ITAC 1
ITAC?2
ITAC3

ITAC4
ITAC 5
ITAC6
ITAC7
ITAC8

ITACY
ITAC 10
ITAC 11
ITAC 12
ITAC 13
ITAC 14
ITAC 15
ITAC 16
LAC
TEPAC

Advisory Committee for Trade Policy and Negotiations
Agricultural Policy Advisory Committee for Trade
Agricultural Technical Advisory Committee
Intergovernmental Policy Advisory Committee
Industry Trade Advisory Committee
Industry Trade Advisory Committee for Aerospace Equipment
Industry Trade Advisory Committee on Automotive Equipment and Capital Goods
Industry Trade Advisory Committee for Chemicals, Pharmaceuticals,
Health/Science Products and Services
Industry Trade Advisory Committee on Consumer Goods
Industry Trade Advisory Committee on Distribution Services for Trade Policy Matters
Industry Trade Advisory Committee on Energy and Energy Services
Industry Trade Advisory Committee on Forest Products
Industry Trade Advisory Committee for Information and
Communications Technologies, Services and Electronic Commerce
Industry Trade Advisory Committee on Non-Ferrous Metals and Building Materials
Industry Trade Advisory Committee on Services and Finance Industries
Industry Trade Advisory Committee on Small and Minority Business
Industry Trade Advisory Committee on Steel
Industry Trade Advisory Committee on Textiles and Clothing
Industry Trade Advisory Committee on Customs Matters and Trade Facilitation
Industry Trade Advisory Committee on Intellectual Property Rights
Industry Trade Advisory Committee on Standards and Technical Barriers to Trade
Labor Advisory Committee
Trade and Environment Policy Advisory Committee
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Executive Summarz

Overview

If fully implemented, the U.S.-Korea Free Trade Agreement (FTA) is expected to affect the
U.S.-Korea trade and investment relationship substantially, including bilateral trade in goods
and services, procedures governing trade and investment, and the regulatory environment.
Tariffs and TRQs applied to U.S. exports to Korea are, on average, substantially larger than
those applied to U.S. imports from Korea. Although Korea's average ad valorem equivalent
tariffs (AVE tariffs) for manufacturing imports from the United States are typically less than
10 percent, tariffs and TRQs on many U.S. agricultural and food products exceed
30 percent. In contrast, most of the U.S. average AVEs for imports from Korea are less than
5 percent, with a few agricultural products exceeding 5 percent. The Commission estimates
that the FTA would result in the following effects:

+ U.S. GDP would likely increase by $10.1-11.9 billion as a result of tariff and
tariff-rate quota (TRQ) provisions related to goods market access.

*  Merchandise exports to Korea would likely increase by an estimated
$9.7-10.9 billion as a result of tariff and TRQ provisions.

*  Merchandise imports from Korea would likely increase by an estimated
$6.4-6.9 billion as a result of tariff and TRQ provisions.

* U.S. services exports would likely increase as a result of the FTA, given the
increase in levels of market access, national treatment, and regulatory
transparency that would be afforded by the FTA in excess of the current General
Agreement on Trade in Services (GATS) regime.

* Aggregate U.S. output and employment changes would likely be negligible,
primarily because of the size of the U.S. economy relative to that of the Korean
economy.

Sector-specific exports: Agricultural exports to Korea that would be likely to increase
primarily because of the removal of high tariffs and TRQs, include grains, oilseeds, animal
feeds, fruit (especially oranges, apples, and pears), vegetables (such as potatoes, tomatoes,
sweet corn, and lettuce), nuts, dairy products, meat products (beef, pork, and poultry),
seafood, and various processed foods and nonalcoholic beverages. These increases are
expected to lead to relatively small increases in output and employment, with the largest
increase of as much as 2 percent for the meat sector (beef, pork, and poultry) and sectors
supplying it. Exports of machinery, electronics, and transportation equipment and of motor
vehicles and parts would likely experience relatively large increases, primarily as a result
of small tariff changes to large pre-existing trade flows. Certain high technology products,
such as pharmaceuticals and medical devices, would likely also experience increased
exports as a result of FTA-induced improvements in the regulatory environment in Korea.

Sector-specific imports: Imports of textiles, apparel, leather products, and footwear from
Korea would likely increase due to a reduction in the relatively high U.S. tariffs. Potential
increases in U.S. imports of machinery, electronics, and transportation equipment, including
passenger vehicles, would be driven by small tariff changes to pre-existing large import
volumes. For some of these sectors, however, much of the import increase (e.g.,
approximately 85-90 percent for textiles and apparel and 55-57 percent for passenger
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vehicles) would likely be diverted from other import sources. For this reason, declines in
output or employment for textiles and apparel and the broader passenger vehicles and parts
sector would likely be negligible (less than 1 percent).

Services sector: Services sector exports to Korea would likely increase as a result of the
FTA, because Korea has agreed to provide levels of market access, national treatment, and
regulatory transparency that would exceed levels currently afforded the United States by
Korea under GATS obligations. A primary benefit of the FTA is the implementation of a
“negative list” approach, whereby all disciplines included in the FTA would automatically
cover all services industries and industry segments except for those specifically exempted
in FTA. Although increases in market access would vary by industry, the FTA would expand
access to Korea's services market and would provide substantial opportunities for financial,
telecommunications, professional, and audiovisual services. No significant change in U.S.
output is likely given the small size of U.S. services exports to, and imports from, Korea
relative to the size of the U.S. services market.

Regulatory environment: Changes in trade facilitation and the regulatory environment
provisions could substantially increase U.S.-Korea trade and investment by reducing
transaction costs, increasing transparency, and improving the regulatory environment. For
example, a more secure and stable investment environment and enhanced implementation
of intellectual property rights enforcement would likely increase trade and investment in a
wide array of goods and services.
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Summary of Findings

Goods Market Access

Tariff commitments: Thirty-eight percent of U.S. tarifflines and 13 percent of Korean tariff
lines currently have free rates of duty. Upon implementation of the FTA, more than 82
percent of U.S. tariff lines and more than 80 percent of Korean tariff lines would have free
rates of duty for their FTA partner. Approximately 99 percent of U.S. tariff lines and 98
percent of Korean tariff lines would have free rates of duty by year 10.

Impact of Tariff- and Tariff-rate Quota-related Provisions on the
U.S. Economy

The Commission's simulation of the economy-wide impact of tariff and TRQ elimination
under the FTA estimates that upon full implementation U.S. GDP would likely increase by
$10.1-11.9 billion (approximately 0.1 percent). This increase reflects higher U.S. export
prices as the removal of relatively large Korean tariffs and TRQs, primarily in the agriculture
sector, increases demand for U.S. exports. Without a full quantitative analysis of services
trade and international investment patterns, however, these simulation results should not be
interpreted as changes in total imports and exports, or as implying meaningful information
about the balance of trade impact of the entire U.S.-Korea FTA.

U.S. exportsto Korea: Based on the results of the economy-wide model simulation, U.S.
exports to Korea are estimated to be $9.7-10.9 billion higher once the FTA is fully
implemented. The largest estimated increases in U.S. exports, by percent, would likely be
in dairy products, other meat products (primarily pork and poultry), wearing apparel, and
bovine meat products (beef). The largest estimated increases in U.S. exports, by value, would
likely be in various machinery and equipment; chemical, rubber, and plastic products; bovine
meat products; other meat products; and certain other food products.

U.S. imports from Korea: Based on the results of the economy-wide model simulation,
U.S. imports from Korea are estimated to be $6.4—6.9 billion higher once the FTA is fully
implemented. The largest estimated increases in U.S. imports, by percent, are in dairy
products, wearing apparel, and footwear and leather products. The largest estimated
increases in imports, by value, are in textiles, motor vehicles and parts, and wearing apparel.

U.S. industries: The FTA would likely result in a small to negligible impact on output or
employment for most sectors of the U.S. economy, as expected losses in output and
employment in contracting sectors are expected to be offset by gains in expanding sectors.
The bovine meat products sector; the upstream cattle, sheep, goats, and horses sector; and
the other meat products sector are estimated to experience the largest percentage increases
(up to 2.0 percent) in output and employment. Textiles, wheat, wearing apparel, and
electronic equipment are anticipated to experience the greatest declines, although generally
less than 1 percent. The modest declines in some industries, such as wheat, are primarily
driven by the reallocation of resources to higher value products.
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Sector-specific Assessments

The U.S.-Korea FTA would likely increase U.S. exports to Korea substantially for specific
products, particularly in the agricultural sector, where Korea maintains relatively high tariffs
and TRQs. The potential increases in exports would likely occur gradually, with much of the
impact back-loaded as a result of interim TRQs and safeguard measures. In general, no
significant changes in total U.S. output or employment are likely given the small size of
Korea’s market relative to that of the United States (Korean GDP is less than 10 percent of
U.S. GDP). In addition, the extent to which the FTA addresses nontariff measures
(NTMs)—for example, sanitary and phytosanitary (SPS) measures for many agricultural
products and regulatory measures for pharmaceuticals and medical devices and for passenger
vehicles—could substantially affect the ability of U.S. exporters to take advantage of
increased market access. The FTA chapters addressing, for example, SPS, technical barriers
to trade (TBT), customs administration, and transparency would likely further support
increased trade and investment across numerous products.

Given current very low U.S. tariff rates, it is not expected that substantial increases in
imports to the United States would occur for more than a few products. Potential increases
in imports of general machinery, electronics, and transportation equipment and of passenger
vehicles would be largely a result of small tariff changes to pre-existing large import
volumes, whereas potential increases in imports of leather goods, footwear, textiles and
apparel would be largely a result of reductions in relatively high U.S. tariff rates.

Key Commission findings for specific sectors are:

Grains: The FTA would likely increase U.S. exports of grain to Korea, particularly exports
of corn. Tariff reductions should increase U.S. competitiveness in the Korean market,
especially relative to Brazil and China. Substantial freight costs and remaining TRQs,
however, would likely limit substantial market shifts in favor of the United States. In
addition, increases in grains exports could be dampened by decreasing demand from the
Korean cattle sector for U.S. feed grain as a result of increased U.S. exports of meat to
Korea.

Oilseed products: The FTA would likely substantially increase U.S. oilseeds exports to
Korea. This increase would likely result from tariff elimination and the expansion of TRQ
in-quota quantities, as well as the shift of some purchasing from the state-owned enterprise
to the private sector. The remaining, although increasing, TRQs, however, would likely
hamper long-term increases in market access.

Animal feeds: Although tariff reductions resulting from the FTA may modestly increase
animal feeds exports to Korea, the tariff reductions are unlikely to increase U.S. price
competitiveness significantly relative to other suppliers of soybean meal, such as Argentina,
Brazil, and India. Of greater potential importance is the indirect upstream effect of increased
market access for U.S. meat exports to Korea as a result of the FTA. Increased meat
production in the United States and exports to Korea would likely increase the domestic
usage of soybean meal, as livestock feed accounts for the majority of the soybean meal
consumption in the United States.

Starches: The FTA would likely increase U.S. exports of unmodified starches, such as corn

starch to Korea, in the long term after the elimination of Korea’s TRQs and safeguard
measures. Although U.S. exports of dextrins and other modified starches could benefit from
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increased market access after the elimination of tariffs and safeguard measures, the relatively
small Korean market for these products would limit increased exports to Korea in the short
term.

Citrus fruit: Tariff reductions, in-quota quantity increases, and NTM reductions would
likely result in increased U.S. exports of citrus fruit, especially lemons and grapefruit, to
Korea. Long-term increased exports of oranges to Korea would likely be limited by the
permanent, though increasing, duty-free seasonal TRQ on orange exports.

Noncitrusfruit: Tariffreductions, quota reduction or elimination, and provisions to address
SPS measures would likely result in increased U.S. exports to Korea of noncitrus fruit such
as apples, peaches, pears, cherries, grapes, raisins, and strawberries and the increased
competitiveness of U.S. exports in the Korean market, especially relative to Chile. The
potential resolution of SPS issues by the committee established by the SPS chapter of the
FTA would be key to the potential increases in U.S. exports.

Potato products: U.S. exports of potato products to Korea are expected to increase
substantially, primarily as a result of the elimination of relatively high duties and the
subsequent increase in U.S. price competitiveness in the Korean market. Increased exports
would likely be tempered, however, by the remaining, though increasing, TRQs.

Other vegetables: U.S. producers of various fresh and processed vegetables would likely
increase exports to Korea as a result of the FTA. This increase would likely be driven
primarily by the elimination of relatively high tariffs facing U.S. exporters. Although
expected gains vary by product, substantial increases are expected for canned tomato
products, canned sweet corn, and fresh vegetables such as lettuce. NTMs could, however,
continue to hamper U.S. market access.

Treenuts: The FTA would likely increase U.S. exports of tree nuts, especially pistachios,
almonds, and walnuts to Korea as a result of immediate tariff eliminations. The FTA could
also bolster U.S. competitiveness with respect to other foreign suppliers such as China and
Iran that have recently increased their market share in Korea.

Dairy products: Despite relatively long phaseout periods for tariffs and TRQs, the eventual
elimination of tariffs and removal of almost all TRQs under the FTA is expected to increase
U.S. dairy exports to Korea substantially. Increased exports would consist primarily of
cheese, whey, lactose, and infant formula.

Meat: Assuming the resolution of SPS issues facing U.S. beef exports to Korea, the FTA is
expected to increase U.S. exports substantially as a result of the elimination of relatively high
tariff rates after the removal of safeguard measures. U.S. pork and poultry exports, which
also face relatively high tariff rates, are expected to increase when the tariffs are eventually
eliminated. Increased access to the Korean market is particularly attractive for U.S. meat
exporters, as Korea provides a large market for many products that are less popular in the
United States.

Seafood: The eventual elimination of Korean tariffs and TRQs is expected to increase U.S.
seafood exports to Korea, especially flatfish and Alaska pollack. Exports of frozen fish fillets
such as salmon, Pacific cod, and halibut to Korea would likely increase. Despite the
relatively high U.S. tariff and TRQ on tuna imports that would be eliminated under the FTA,
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total increased fish imports from Korea would be limited by the generally low U.S. tariff
rates on other fish imports.

Selected processed foods: U.S. exports of selected processed foods are expected to increase
in the medium to long term as tariffs are eventually phased out. This increased market access
should increase U.S. competitiveness with respect to other suppliers such as China, the EU,
and Japan. The U.S. processed food industry, however, has noted the full realization of
market access opportunities would depend upon how the SPS and TBT provisions of the
FTA are interpreted and implemented.

Nonalcoholic beverage products: The reduction of tariffs on nonalcoholic beverages is
expected to increase exports of numerous products, including grape juice, orange juice,
frozen juice concentrates, vegetable juices, and other beverage products such as carbonated
soft drinks and bottled water. The potential resolution of NTM-related issues, such as SPS
measures and TBTs, would further facilitate the export of nonalcoholic beverage products.

Textiles and apparel: The elimination of U.S. tariffs on Korean exports of textiles and
apparel would likely increase U.S. imports of such products from Korea, especially for man-
made fibers and man-made fiber goods for which Korea is a competitive and major supplier
and for which the United States maintains relatively high tariffs. Approximately 85-90
percent of the estimated increase in U.S. imports from Korea would be diverted from other
import sources. U.S. exports of textiles and apparel to Korea may experience a relatively
large percentage increase, although the increase in value would be small. Both the potential
increase in U.S. imports from and exports to Korea would be tempered by the general decline
in competitiveness of both countries’ industries, especially with respect to China, the major
foreign supplier of textiles and apparel in both countries’ markets.

L eather goodsand footwear : Despite the FTA’s elimination of relatively high U.S. tariffs
on leather goods and footwear, the increase in U.S. imports from Korea is expected to be
limited given Korea’s decline in production and exports to the United States of such
products, as well as the dominance of China in the U.S. market for leather goods and
footwear.

Phar maceuticals: U.S. exports of pharmaceuticals to Korea are likely to increase because
of the more rigorous intellectual property standards to be applied to pharmaceutical products
in Korea. The FTA would also provide a more facilitating environment in Korea for U.S.
pharmaceutical companies by emphasizing the importance of innovative pharmaceutical
products, promoting ethical business practices, and improving the transparency of the
Korean national health care system. The FTA would also eliminate Korean tariffs on
pharmaceutical products either immediately or within 3 years of implementation of the
agreement.

Machinery, electronics, and transportation equipment: The FTA is likely to increase
U.S. exports of machinery, electronics, and transportation equipment to Korea. U.S.
suppliers of these products would likely benefit from the immediate or phased elimination
of Korean tariffs, as well as from provisions of the FTA that would address NTMs, such as
those on intellectual property rights and TBTs. Although many electronic products, such as
semiconductors, telecommunications equipment, and computer equipment currently receive
duty-free access to the Korean market under the World Trade Organization’s Information
Technology Agreement, they are also expected to benefit from the FTA’s NTM-related
provisions.
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Passenger vehicles: U.S. exports of passenger vehicles to Korea could experience a large
percentage increase; however, given the current small U.S. market share and regulatory
environment issues, short- to medium-term increases would likely be small by value. The
long-term impact on U.S. exports of passenger vehicles to Korea depends on the
implementation of FTA provisions addressing NTMs, for example, burdensome standards
and certification requirements, taxes, and the opaque regulatory environment. Addressing
these NTMs could increase U.S. exports, whereas shortfalls in their elimination could reduce
the estimated impact. An increase in U.S. imports of passenger vehicles from Korea would
likely be large in value terms, but small in percentage terms, because of the current relatively
small U.S. tariff and the large pre-existing trade value of passenger vehicles from Korea.
Approximately 55-57 percent of this estimated increase in U.S. imports from Korea would
be diverted from other import sources.

Medical devices: The FTA would likely result in increased exports of medical devices to
Korea by reducing or eliminating a number of tariffs and NTMs. By eliminating tariffs, the
FTA is expected to make U.S.-made medical devices more competitive with those of Korean
and foreign competitors. The FTA's pharmaceuticals and medical devices chapter would
address Korea's NTMs and encourage ethical business practices. U.S. medical device
manufacturers would likely also benefit from provisions of the FTA's TBT chapter, which
would provide increased regulatory transparency and reduced bureaucratic duplication, and
encourage the use of international standards in Korea's regulatory approval process.

I mpact of Market Access Provisionsfor Services

The U.S.-Korea FTA would provide U.S. services firms with levels of market access,
national treatment, and regulatory transparency that generally exceed those currently
afforded by Korea’s commitments under the GATS. Korea’s services market is large and the
FTA would likely increase total U.S. services exports to Korea, although the impact would
vary by industry. Improved access for U.S. services firms in Korea is partly attributable to
the “negative list” approach in the agreement. This approach extends the trade disciplines
found in the services chapters of the FTA to services for which Korea made limited or no
commitments under GATS, such as sporting and other recreational services. Substantial trade
impediments could remain, however, after the FTA enters into force. The FTA is not likely
to have a substantial impact on U.S. imports of services from Korea because the U.S.
services market is already generally open to foreign firms.

Financial services: Sector liberalizations and resulting reforms offered by the FTA would
likely result in sizable new cross-border exports of financial services and investment by U.S.
firms. Significant new imports of financial services from Korea are not expected in the near
term due to the relatively open nature of the U.S. financial services market. Based on the
Commission’s quantitative analysis, the tariff equivalents (TEs) of Korea’s nontariff
impediments to banking services decline significantly under the FTA, as compared to
Korea’s GATS commitments.

Telecommunications: The FTA's investment provisions would likely benefit U.S. firms
seeking to offer corporate data, virtual private network, and Internet Protocol-based services
to multinational customers. High levels of competition, market maturation in some segments,
and certain FTA exclusions, however, would likely deter U.S. firms from entering the
domestic Korean market for both wireline and wireless services. In addition,
competition-induced price declines for international calls between the United States and
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Korea would likely limit the impact of the FTA on cross-border imports and exports of
telecommunication services.

Professional services: Although the FTA would likely have only a small positive impact on
professional services trade in the near term, as Korea’s market for such services would open
only gradually and for a limited range of services, the medium-to long-term impact would
likely be larger.

Audiovisual services: U.S. firms’ access to the Korean audiovisual services market would
likely increase significantly in the medium to long term due to the reduction of a number of
content quotas. The impact of FTA provisions on U.S. cross-border exports is likely to be
modest in the short term, however, as a result of Korea’s relatively mature and domestically
oriented audiovisual services market.

I mpact of Trade Facilitation Provisions

The U.S.-Korea FTA provisions on trade facilitation are designed to expedite the movement
of goods and the provision of services between the United States and Korea through specific
improvements in customs administration, SPS measures, TBTs, and rules governing
electronic commerce.

A summary of the key findings are presented as follows:

Customs administration and trade facilitation. U.S. industries that export to and invest
in Korea would likely benefit from the customs administration and trade facilitation
provisions of the FTA. The chapter’s provisions are likely to benefit U.S. industry through
reduced transaction costs and an enhanced investment climate in Korea. Benefits from the
FTA provisions would likely be realized more quickly than with previous agreements
because of the Korean Customs Service’s greater capacity to implement its FTA obligations.

Sanitary and phytosanitary measur es(SPS). The SPS provisions of the FTA would likely
have a positive impact on U.S. agricultural producers and exporters over the lifetime of the
agreement, although the agreement does not mandate any changes in SPS rules. While the
FTA does not contain any commodity-specific SPS provisions, the FTA does establish a
bilateral standing committee to address relevant SPS issues. The effectiveness of this
committee would potentially have a substantial, though varying, impact on a large number
of products.

Technical barriersto trade (TBT). The TBT chapter of the FTA would benefit U.S.
companies in a wide range of industries—such as processed food products, passenger
vehicles, and medical devices—by (1) reinforcing transparency obligations in rulemaking,
(2) increasing opportunities for direct participation on a nondiscriminatory basis in Korea’s
standards development activities, (3) establishing informal mechanisms for rapid resolution
of disputes, and (4) reinforcing the WTO TBT obligations. For the first time in the TBT
chapter of a U.S. FTA, standards and regulatory provisions are included that specifically
address TBTs with respect to a specific industry—the automotive industry.

Electronic commerce (e-commerce). The FTA provisions on e-commerce would likely

promote e-commerce activity between the United States and Korea. E-commerce is well
established in Korea, and Korea has a relatively advanced IT infrastructure, along with one
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of the most comprehensive policy frameworks for e-commerce in Asia. The FTA introduces
new principles not included in previous FTAs that (1) are intended to promote consumer
access to the Internet to conduct e-commerce, and (2) emphasize the importance of
maintaining unrestricted cross-border information flows.

I mpact of Regulatory Provisions

The impact of regulatory provisions of the FTA on U.S. companies is often difficult to
quantify. Itis likely, however, that the FT A regulatory-related provisions would improve the
overall regulatory climate for bilateral trade and investment between the United States and
Korea, benefitting U.S. companies conducting business in Korea. While some provisions are
likely to have a greater impact than others, for example intellectual property rights and
regulatory transparency, U.S. firms would likely benefit overall from the provisions stated
in these nine sections.

Traderemedies: The FTA provisions of this chapter provide a bilateral safeguard provision
similar to bilateral safeguard provisions in other U.S. FTAs. The chapter authorizes the
application of a safeguard measure if a competent authority finds that as a result of the
reduction or elimination of a duty under the agreement, imports of a good are in such
increased quantities as to be a substantial cause of serious injury or threat to a domestic
industry producing a like or directly competitive good. The FTA does not mandate changes
to U.S. antidumping and countervailing duty (AD-CVD) laws, or alter domestic processes
for making such changes. The chapter does, for the first time, provide for the establishment
of a Committee on Trade Remedies, the opportunity for certain consultations in the course
of AD-CVD investigations, and the exchange of information concerning AD-CVD practice.
These provisions, however, are not likely to have a significant effect on current U.S. trade
remedy and AD-CVD procedures due to the limited nature of the consultations and the
limited scope and mandate of the committee.

Investment: The FTA chapter on investment would likely provide a more secure and stable
investment environment for U.S. investors in Korea. While the list of nonconforming
measures taken by Korea is significantly longer than for previous U.S. bilateral FTA
partners, the FTA is expected to lead to increased bilateral investment flows and provide
significant gains for U.S. investors.

Competition-related matters: U.S. firms seeking to invest in Korea would likely benefit
from greater regulatory transparency and improved due-process procedures regarding the
competition policy provisions of the FTA. The FTA provisions on competition policy seek
to address business concerns regarding the administration and enforcement of Korean
competition laws, transparency in antitrust investigations, and inconsistency in the
application of competition laws and regulations. The FTA provisions are likely to affect
trade and investment with Korea in general rather than in a sector-specific manner.

Government procurement: The government procurement provisions of the FTA are likely
to provide improved opportunities for U.S. firms seeking to bid on government procurement
contracts in Korea. The FTA would increase the number of Korean government agencies for
which U.S. companies could bid on contracts, reduce by nearly one-half the contract
thresholds available to bid on, and address in a broad manner procedural concerns such as
inefficient and nontransparent procurement procedures.
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Intellectual property rights(I PR): Full and effective implementation of the IPR provisions
ofthe FTA would likely benefit U.S. industries that rely on intellectual property by reducing
their losses from infringement and increasing export and foreign sales opportunities for their
products. For example, U.S. copyright industries have reported substantial losses in Korea,
and U.S. pharmaceutical industries have noted that generic drugs are approved for marketing
in Korea in violation of patent and data protections. The IPR provisions of the FTA would
address these and other problems identified by U.S. industries conducting business in Korea.

Labor and environment: The labor and environment provisions of the FTA are expected
to have little impact on the U.S. economy or U.S. trade with Korea because the FTA
provisions focus on the enforcement of existing regulations. Unlike some previous FTAs,
however, there are additional provisions allowing parties to challenge the failure to enforce
labor and environment laws through consultations or dispute settlement procedures.

Transparency: The FTA’s provisions on regulatory transparency would likely enhance the
security of business transactions and promote potential U.S.-Korea trade and investment by
offering substantial improvements over the current policies and practices.

Dispute settlement: The dispute settlement chapter of the FTA would provide guidelines
for developing a conducive environment for dispute settlement. The FTA provisions would
provide a formalized way to settle disputes concerning major obligations of the FTA by
requiring that hearings be open and public, that the public has access to the legal
submissions, and that interested persons have the opportunity to submit views to the panel.

Literature Review

Consensus: Regardless of the model used, the base year selected, or the liberalization
scenario, all studies covered in the literature review estimate that agricultural and
manufacturing liberalization under a U.S.-Korea FTA would result in a modest increase in
U.S. welfare. Studies also conclude that U.S. exports to Korea would increase by more than
imports from Korea, in both percentage and value terms. Results for individual U.S. sectors
are also generally consistent across studies—much of the increase in U.S. exports would be
for agricultural products. The largest import increase would be for textiles. In two studies,
researchers estimated the effect of removal of U.S. and Korean service barriers. These
studies estimated larger welfare gains than the other studies reviewed because of increased
bilateral trade in service sectors, but reported that the removal of services-sector barriers
would have little overall effect on output in that sector.

The Commission’s findings resulting from its analysis of a fully implemented FTA are
broadly consistent with those identified in other studies employing a similar model and
scenario assumptions. The main differences are that the Commission’s analysis is based on
the negotiated FTA rather than a proposed or hypothetical FTA, and the Commission's
analysis incorporates more recent trade and production data.
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CHAPTER 1
| ntroduction

Scope and Approach of the Report

This report assesses the likely impact of the U.S.-Korea Free Trade Agreement (FTA) on the
U.S. economy as a whole and on specific industry sectors, including the impact the FTA
would have on the U.S. gross domestic product (GDP); exports and imports; aggregate
employment and employment opportunities; the production, employment, and competitive
position of industries likely to be significantly affected by the FTA; and the interests of U.S.
consumers.' The assessment is based on a review of all 24 chapters of the text of the
U.S.-Korea FTA, including its annexes and associated side letters.> A chapter-by-chapter
summary of the FTA provisions is presented in appendix D of this report.

To assess the impact of tariff and tariff-rate quota (TRQ) liberalization under the FTA on the
U.S. economy, the U.S. International Trade Commission (USITC, Commission) employed
a global computable general equilibrium (CGE) model.* The model permits the Commission
to estimate the possible effects of the negotiated liberalization of tariffs and TRQs in the
FTA. The static nature of the model assumes that the FTA will be fully implemented on
January 1, 2008, and not phased in over time;* therefore, the estimated impact reflects
long-term adjustments to a fully implemented FTA. Other policy assumptions of the model
are described in chapter 2 and in appendix F of this report.

The Commission supplemented the CGE model-based analysis with sector-specific analysis
of the economic impact of specific market access provisions, including the impact of the
staged reductions of certain tariffs and TRQs. The U.S. product sectors analyzed were grains;
oilseeds; animal feeds; starches; citrus fruit; noncitrus fruit; potatoes; other vegetables; tree
nuts; dairy products; meat; seafood; selected processed foods; nonalcoholic beverages;
textiles and apparel; footwear and leather products; pharmaceuticals; machinery, electronics,
and transportation products; passenger vehicles; and medical devices.

U.S. services sectors analyzed were cross-border services, financial services,
telecommunications, professional services, and audiovisual services. With the exception of
financial (specifically, banking) services, the impact on these service sectors was not
quantified because of limited data availability on the ad valorem equivalent value of service

' A copy of the request letter from United States Trade Representative (USTR) is in app. A of this report.
These components may not be assessed in every chapter of this report for every product or sector, although
all are assessed, where applicable and feasible, throughout this report.

% This assessment is primarily based on the text of the U.S.-Korea FTA available at
http://www.ustr.gov/Trade Agreements/Bilateral/Republic_of Korea FTA/Draft Text/Section Index.html
as of July 5, 2007.

* The Global Trade Analysis Project (GTAP) model and database were used in this investigation. GTAP is
a multicountry CGE model with economy-wide coverage of merchandise and service sectors. The GTAP
model framework is described in app. F of this report.

* Under this FTA, duty elimination on some tariff lines is to be phased in over a period of up to 20 years,
with some TRQs phased out over a period of up to 18 years for U.S. exports and 10 years for U.S. imports;
some TRQs on U.S. exports are subject to in-quota growth rates of 3 percent per year, compounded annually
in perpetuity. Information on the tariff commitments of the United States and Korea is provided in chap. 2 of
this report.
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sector barriers.” These merchandise and service sectors were selected for analysis based on
anumber of criteria, including the extent of trade liberalization under the FTA, the potential
for increased bilateral trade as a result of the FTA, the importance of the sector or key sector
components in terms of bilateral trade, and industry and Commission views regarding the
FTA commitments or the U.S.-Korea trade relationship in that sector.

At the conclusion of each section of the report is a short section that summarizes the views
of interested parties. The views summarized include those provided directly to the
Commission in the form of written statements or in the form of testimony at the
Commission’s public hearing. Also included as views of interested parties are summaries of
the Industry Trade Advisory Committee and Agricultural Technical Advisory Committee
reports, summaries of relevant recent testimony on the FTA before the Office of the U.S.
Trade Representative and before the House Committee on Ways and Means, and, where
appropriate, summaries of recent positions on the FTA of industry and other groups posted
on Web sites or otherwise publicly available.

The Commission also assessed the impact of the FTA’s trade facilitation provisions (e.g.,
customs administration, technical barriers to trade, and electronic commerce) and regulatory
environment provisions (e.g., government procurement, investment, competition policy,
intellectual property rights, labor, and dispute settlement). The impact of these provisions
were not quantified because of limited data availability; however, these provisions can affect
U.S. GDP, exports and imports, employment, production, and consumers, by reducing costs,
increasing the variety of goods and services, or improving producers’ competitiveness.

Data and other information for the study were obtained from a number of sources, including
written submissions received in response to the Commission’s Federal Register notices
announcing institution of the investigation and the public hearing,® testimony at the public
hearing held by the Commission in connection with this investigation,” industry reports,
official reports of the trade advisory committees, interviews with government and industry
contacts, and studies conducted by research institutions. Other sources include the U.S.
Department of Agriculture, the U.S. Department of Commerce, the U.S. Department of State,
the Office of the United States Trade Representative, the World Trade Organization (WTO),
the Global Trade Analysis Project (GTAP) database, and the Global Trade Information
Services database.

U.S.-Korea FTA Overview

Like other free trade agreements (FTAs) to which the United States is a party,® the proposed
agreement with the Republic of Korea (Korea) would create a bilateral preferential regime

* The Commission estimated the tariff rate equivalent in Korea’s banking sector consistent with
commitments under the FTA. This analysis is described in chap. 4 and in app. H of this report.

¢ Copies of the Federal Register notices are in app. B of this report.

7 The Commission held a public hearing for this investigation on June 20, 2007. A calendar of the hearing
is included in app. C of this report, and a summary of hearing testimony and written submissions is provided
in chap. 7 of this report.

8 To date, the United States has implemented FTAs with Israel, Canada, Mexico, Jordan, Singapore,
Chile, Australia, Morocco, Central America and Dominican Republic (as of the date of this report, Costa
Rica has not implemented CAFTA-DR), and Bahrain. The U.S. Congress has approved implementing
legislation for an FTA with Oman, but the agreement has not entered into force. FTAs between the United
States and Peru, Colombia, and Panama have been signed but not yet approved by Congress.
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with a specific, negotiated range of goods and services measures and with commitments
covering other trade-related matters. Under this FTA, duties on categories of originating
goods would be phased out over periods of up to 20 years, with certain goods not afforded
any duty reduction.’ It would also reiterate existing commitments on matters covered by the
WTO regime or by other international agreements, while setting new disciplines in a few
areas. The FTA would not cover every aspect of bilateral trade or give preferences to all
goods covered by any single tariff category, but would accord benefits to originating goods
as provided under chapter 6 of the agreement (Rules of Origin and Origin Procedures) upon
importer claim. This chapter’s rules of origin indicate the range of goods that would be
provided special tariff treatment, while other goods would continue to be covered by
ordinary tariff provisions. Certain agricultural products would be subject to TRQs
controlling duty-free access for specific time periods; volume-based agricultural safeguards
would be allowed under set procedures. Certain goods are subject to TRQs that are not
eliminated, but rather the in-quota, duty-free quantities would be increased by 3 percent per
year.'” Among the FTA’s objectives, the preamble states that a free trade area will create an
expanded and secure market for goods and services, set clear and mutually advantageous
rules to govern trade and investment, end barriers to trade and investment, and achieve labor
and environmental objectives.

The text of the FTA is largely modeled on other recent U.S. FTAs, such as the U.S.-Central
America-Dominican Republic and U.S.-Singapore FTAs. The agreement sets out general
disciplines that apply to the parties and contains separate commitments of each party set
forth in schedules of concessions and various annexes on market access, rules of origin,
services, and procurement. Some provisions draw upon multilateral instruments of the WTO
or other international agreements, or state that the same obligations apply under this FTA.
Such obligations would exist separately and would apply between the parties even if the
corresponding provisions of the WTO or other agreement were eliminated. Some FTA
commitments relate to specific aspects of trade relations between the parties, and
confirmation letters provide the parties’ mutual statement of understanding on particular
matters. Appendix D provides a chapter-by-chapter summary of the text of the U.S.-Korea
FTA. Table 1.1 identifies the chapters of the FTA and where they are analyzed in this
report."!

U.S.-Korea Trade Overview

Korea is the United States’ seventh-largest trading partner based on total trade. The U.S.
merchandise trade balance with Korea moved from a $2.9 billion surplus in 1996 to a
$20.1 billion deficit in 2004 before the deficit decreased to $13.9 billion in 2006.'* In 2005
(latest year available), U.S. service exports to Korea were approximately $10.3 billion, and

° Information on the tariff commitments of the United States and Korea is available in chap. 2 of this
report.

1 These quantity increases would be compounded annually in perpetuity.

" Summaries are not intended to interpret the text or to identify the negotiators’ intent. Chapters of the
FTA that address primarily administrative and legal matters (FTA chaps. 1, 23, and 24) are not further
analyzed in this report other than in app. D. Other chapters of the FTA are summarized and/or analyzed in
chaps. 2—6 of this report.

12 Compiled from official statistics of the U.S. Department of Commerce.
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Table 1.1 U.S.-Korea FTA: Location of analysis of FTA chapters in the Commission’s report®

FTA Chapter Chapter of Commission’s report where primarily
analyzed or summarized

1. Initial Provisions and Definitions Appendix D

2. National Treatment and Market Access for Goods Chapters 2 and 3

3. Agriculture Chapters 2 and 3

4. Textiles and Apparel Chapters 2 and 3

5. Pharmaceuticals and Medical Devices Chapters 2 and 3

6. Rules of Origin and Origin Procedures Chapters 2 and 3

7. Customs Administration and Trade Facilitation Chapter 5

8. Sanitary and Phytosanitary Measures Chapter 5

9. Technical Barriers to Trade Chapter 5

10. Trade Remedies Chapter 6

11. Investment Chapter 6

12. Cross-Border Trade in Services Chapter 4

13. Financial Services Chapter 4

14. Telecommunications Chapter 4

15. Electronic Commerce Chapter 5

16. Competition-Related Matters Chapter 6

17. Government Procurement Chapter 6

18. Intellectual Property Rights Chapter 6

19. Labor Chapter 6

20. Environment Chapter 6

21. Transparency Chapter 6

22. Institutional Provisions and Dispute Settlement Chapter 6

23. Exceptions Appendix D

24. Final Provisions Appendix D

Annex |: Nonconforming Measures for Services and
Investment

Chapters 4 and 6

Annex Il: Nonconforming Measures for Services and
Investment

Chapters 4 and 6

Annex IlI: Nonconforming Measures for Financial
Services

Chapters 4 and 6

aChaps. 1, 23, and 24 of the U.S.-Korea FTA address primarily administrative and legal matters with respect to

the agreement, and, hence, are summarized in app. D, but not analyzed in this report.
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U.S. service imports from Korea were $6.3 billion. Total bilateral services trade increased 39 percent
from 2000 to 2005.'

U.S. Merchandise Exports

U.S. merchandise exports to Korea were valued at $30.8 billion in 2006, and Korea
accounted for 3.3 percent of total U.S. exports of $929.5 billion in 2006. U.S. exports to
Korea have increased at a compound annual rate of approximately 2 percent since 1996, and
at a compound annual rate of approximately 8 percent since 2001 (figure 1.1). Appendix
table E.1 shows the leading U.S. exports to Korea in 2006. Digital integrated circuits ranked
as the single largest U.S. export to Korea in 2006, with exports valued at $3.2 billion. Other
leading exports to Korea were large civil aircraft, certain miscellaneous appliances and
machinery, aircraft parts, and corn (other than seed corn). Table 1.2 summarizes Korea’s
most favored nation (MFN) ad valorem tariff rates faced by imports from the United States.
This table shows that only 13 percent of tariff lines have free rates of duty, and the majority
of tariff lines have rates ranging from 5 to 10 percent ad valorem. Approximately 14 percent
have rates greater than 10 percent, with a small number (approximately 1 percent) having
rates in excess of 100 percent.

Figure 1.1 U.S. merchandise trade with Korea, 1996-2006
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[ ] U.S. Exports to Korea B u.s. Imports from Korea B Trade Balance

Source: Compiled from official statistics of the U.S. Department of Commerce.

' USDOC, BEA, Survey of Current Business, October 2006, Table 2: Summary data for private service trade by area and

country.
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Table 1.2 Korean tariff rates on imports from the United States

MFN ad valorem rate o Share of total tariff lines
(percent) Number of tariff lines (percent)
0 1,498 13.3
>0to5 1,267 11.2
>5t0 10 6,905 61.3
>10 to 25 1,013 9.0
>25to 100 451 4.0
>100 to 500 82 0.7
>500 46 0.4
Total 11,262 100.0

Source: USTR, “Final - United States - Korea FTA Texts,” 2007, Korean Tariff
Schedule; and USITC staff calculations.

Note: Does not include tariff lines with missing data (less than 1 percent of tariff
lines). If both percent values and specific rates were included, percent rates
were used. Values may not sum to totals shown because of rounding.

U.S. Merchandise | mports

U.S. merchandise imports from Korea were valued at $44.7 billion in 2006, ranking Korea
as the seventh-largest U.S. import source. Korea accounted for approximately 2.4 percent
of the $1.8 trillion in total U.S. imports in 2006. U.S. imports from Korea have increased at
a compound annual rate of approximately 7 percent since 1996, and at a compound annual
rate of approximately 5 percent since 2001. In 2006, approximately one-half of U.S. imports
from Korea (51 percent, by value) entered the United States free of duty. The trade-weighted
average duty on all U.S. imports from Korea was 1.8 percent (3.7 percent on dutiable
imports only). Appendix table E.2 shows the leading U.S. imports from Korea in 2006.
Gas-powered passenger vehicles with engines between 1,500 and 3,000 cc ranked as the
single largest U.S. import from Korea in 2006, with imports valued at $6.1 billion. Other
leading imports from Korea were “transmission apparatus incorporating reception”
(including transceivers and cell phones), integrated circuits, certain computer parts, and
distillate and residual fuel oils. Table 1.3 summarizes U.S. tariff rates on imports from
Korea. Almost 30 percent of tariff lines have free rates of duty; 61 percent have rates of duty
less than 5 percent; and less than 4 percent have rates that exceed 25 percent.
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Table 1.3 U.S. tariff rates on imports from Korea

MFN ad valorem rate (percent) Number of tariff lines  Percent of total tariff lines
0 7,255 28.6
>0to 5 8,199 324
>5t0 10 6,571 25.9
>10to 25 2,421 9.6
>25 891 3.5
Total 25,337 100.0

Source: Compiled from official statistics of the U.S. Department of Commerce; and
USITC staff calculations.

Note: Does not include tariff lines without AVE percent values (approximately
7 percent of tariff lines). Values may not sum to totals shown because of rounding.

FTA Tariff Commitments

The FTA will eliminate duties on a wide range of the partner countries’ originating goods
immediately, while phasing out duties on other originating goods over differing transition
periods and providing for preferential TRQs on certain sensitive (primarily agricultural)
goods. The U.S. and Korean tariff schedules (with annexes and notes) cover all goods.
Table 1.4 summarizes the U.S. and Korean tariff commitments."> Whereas 38 percent (based
on data different from table 1.3) of the U.S. tariff lines are already free of duty,'* only
13 percent are so for Korea. Of the more than 10,600 U.S. and 11,200 Korean tariff lines,
approximately 82 percent of U.S. tariff lines and approximately 80 percent of Korean tariff
lines would have free rates of duty (currently and immediately free of duty) upon entry into
force of the FTA. Approximately 93 percent of U.S. tariff lines and 92 percent of Korean
tariff lines would have free rates of duty after 5 years; and approximately 99 percent of U.S.
tariff lines and 98 percent of Korean tariff lines would have free rates of duty by year 10.

13 The market access provisions of the FTA—chap. 2 (national treatment and market access for goods),
chap. 3 (agriculture), chap. 4 (textiles and apparel), chap. 5 (pharmaceuticals and medical devices), and chap.
6 (rules of origin)—are summarized in app. D of this report.

4 Whereas table 1.3 is based on tariff schedules and information from the U.S. Department of Commerce,
which include MFN ad valorem duty rates, table 1.4 is based on the U.S. tariff schedule included in the U.S.-
Korea FTA, which does not contain MFN ad valorem rates for every tariff line. These different sources of
tariff rate data also result in a differing total number of tariff lines.
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Table 1.4 U.S.-Korea FTA: Summary of tariff commitments

Staging U.S. commitments Korea commitments
Number of lines Percent® Number of lines Percent®
Already duty free 3,990 included in 97 HS chapters 37.5 | 1,498 included in 30 HS chapters 13.3
(MFN)
Immediately duty 4,761 included in 90 HS chapters 44.7 | 7,572 included in 92 HS chapters 67.1
free
2-year linear 10 included in HS chapters 08, 15, 17, 0.1 | 6 included in HS chapters 08, 12, 0.1
19, 20, 21, and 24 and 21 (avocados, lemons, prunes,
sunflower seeds, and dairy)
3-year linear 360 included in 27 HS chapters 3.4 | 760 included in 48 HS chapters 6.7
5-year linear 746 included in 52 HS chapters 7.0 | 511 included in 48 HS chapters 4.5
6-year linear 1 included in HS chapter 08 (walnuts) 0.0 | 2 included in HS chapters 08 and 0.0
15 (walnuts and vegetable oil)
7-year linear 91 included in 11 HS chapters 0.9 | 41 included in 13 HS chapters 0.4
9-year linear None — | 1 included in HS chapter 08 0.0
(strawberries)
10-year linear and | 561 included in 42 HS chapters 5.3 | 657 included in 42 HS chapters 5.8
nonlinear
Duty free in year None — | 21 included in HS chapters 02 and 0.2
2014 16 (meat and meat products)
Duty free in year 1 included in HS chapter 98 (articles of 0.0 | None —
10 metal processed in the United States,
exported for further processing, and re-
exported to the United States)
12-year linear and | 17 included in HS chapter 64 (footwear) 0.2 | 35included in 35 HS chapters 0.3
nonlinear
15-year linear 65 included in HS chapters 02, 04, 10, 0.6 | 100 included in 17 HS chapters 0.9
and 19 (bovine meat, milk and cream,
buttermilk, whey, cheese, rice, and malt
extract)
16-year nonlinear | None — | 2included in HS chapter 17 0.0
(sugar)
18-year linear None — | 3included in HS chapter 12 0.0
(ginseng products)
20-year linear None — | 2included in HS chapter 08 0.0
(apples and pears)
Seasonal None — | 2included in HS chapters 07 and 0.0
08 (potatoes and grapes — up to
17 years)
Free without bond | 17 included in HS chapter 98 0.2 | None —
Tariff-rate quotas 26 included in HS chapters 04, 15, 17, 0.2 | 50 included in HS chapters 03, 04, 0.4
18, 19, 21, and 22 (dairy products) 07, 08, 10, 11, 12, 19, 23, and 35
(fish, dairy products, honey,
potatoes, oranges, barley, corn
starch, soybeans, ginseng, fodder,
animal feeds, and dextrins)
No change in None — | 16 included in HS chapters 10, 11, 0.1
treatment 18, and 19 (rice and rice products)
Total tariff lines 10,646 100.0 | 11,279 100.0

Source: USTR, “Final - United States - Korea FTA Texts,” 2007, “U.S. Tariff Schedule” and “Korea Tariff Schedule.”

Note: Percent figures may not sum to 100 because of rounding. “Free without bond” means the items now duty-free under bond
become duty-free without bond; i.e., importers are no longer required to post a bond for goods that will be re-exported (e.g., items
imported for samples, repair, or exhibit).

#0.0” indicates value less than 0.05 percent.

1-8



CHAPTER 2
|mpact of Tariff- and Tariff-rate Quota-
related Provisions on the U.S. Economy

This chapter provides an estimate of the quantifiable impact of the fully-implemented
U.S.-Korea FTA on the U.S. economy, exports, imports, and aggregate agriculture and
manufacturing sectors.' To illustrate the likely impact of the U.S.-Korea FTA on the United
States, an analysis was performed implementing the agreement’s tariff and tariff-rate quota
(TRQ) reductions in a computational simulation of the U.S. economy. To assess the relative
importance of those products subject to immediate liberalization under the FTA, a separate
analysis was performed for those products that are liberalized fully and immediately upon
implementation of the FTA.

Analytical Framework

The Commission’s analysis of the possible economy-wide effects of the removal of tariffs
and TRQs under the FTA includes a number of measures of U.S. economic activity,
including the possible impact on U.S. exports, imports, production, and employment. The
lack of necessary data precludes the quantification of the impact of the FTA provisions
relating to services, investment, labor, and environment. A qualitative assessment of the
impact of these provisions is provided in chapters 4 to 6 of this report. The method chosen
for the quantitative analysis is a computable general equilibrium (CGE) simulation. The
specific CGE model used for this analysis is the Global Trade Analysis Project (GTAP)
model, described more fully in appendix F.> The model includes domestic economic activity
and trade patterns for the United States and Korea, as well as for multiple regions® of the
world economy and for multiple products produced in those regional economies. The model
describes production and trade in 54 aggregate industry sectors, including 40 merchandise
sectors and 14 service sectors.*

The use of a CGE model permits the Commission to measure the possible incremental effect
of the negotiated U.S.-Korea FTA tariff and quota reductions on exports and imports,
aggregate economic sectors, and labor markets. The model estimates the effects of tariff- and
TRQ-related provisions of the agreement on an economy that resembles the U.S. economy
in 2008, when the agreement is anticipated to enter into effect. The standard GTAP model
begins with data reflecting conditions in 2001; for the present analysis the standard model
has been updated in two steps to reflect the 2008 economy. The model was first updated to
reflect the state of the economy in 2005 (e.g., reflecting U.S. trade with major partners and

! The analysis in this chapter is primarily based on chapters 2—5 of the U.S.-Korea FTA.

2 The model variant employed in this report is similar to that used by other researchers who also use the
GTAP model to assess the impact of the U.S.-Korea FTA on the U.S. economy. There are important
differences in simulation structure between studies, however. This report analyzes the negotiated FTA, in
contrast to other studies, which analyze a proposed or hypothetical FTA. The baseline data used in the
Commission’s model also more accurately reflect current data. See chap. 7 for a review of the literature.

> GTAP regions were aggregated to include, in addition to the United States and Korea, Canada, Chile,
China, the EU, Japan, the Rest of Asia, Mexico, and the Rest of World.

* Chap. 3 provides an assessment of the effects at a more disaggregated level for selected sectors/products.
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observed GDP for model regions). These 2005 values were then projected to 2008, when the
FTA is estimated to take effect, based on current economic trends as described in appendix
F. Consequently, the simulation results discussed below are relative to the estimated 2008
base, measured in 2005 dollars.

This analysis ties together many of the interrelated effects of the agreement. It shows, among
other things, how prices of U.S. exports and imports change because of tariff and TRQ
liberalization, how increased U.S. exports to Korea of some commodities are linked to
increased U.S. imports, how industries that grow in response to increased export
opportunities draw resources from other industries, and how all of these effects can be
summarized in a measure of the net benefit (i.e., welfare) to the U.S. economy resulting from
the agreement.

The model results are not intended as a forecast of what will happen to trade and output in
2008, or after full implementation of the FTA’s tariff and TRQ liberalization schedules.’
Rather, they are estimates of the marginal effect on the economy, relative to the constructed
baseline, of the removal or reduction of tariffs and TRQs as specified in the FTA. For
example, a negative effect, such as a decrease in a commodity price or decrease in a sector’s
output, does not imply that the overall value will be negative as a result of the FTA. Rather
the marginal effect of the FTA would buttress or suppress existing economic trends, which
may be positive or negative.® Additional information for interpreting the model results is
presented in box 2.1. It is also important to note that model results reflect long-term
adjustments of supply, demand, and resource allocations to the FTA. The model does not
consider interim or phased effects that might be felt as different provisions of the agreement
enter into force, nor does it consider various adjustment costs (such as temporary
unemployment or changes in asset prices) that may occur over time.” The simulation results
presented in this report are given as ranges.®

Korea’s average ad valorem equivalent tariffs (AVE tariffs)’ for manufacturing imports from
the United States are typically less than 10 percent, although tariffs and TRQs on many U.S.
agricultural and food products exceed 30 percent (figure 2.1). In contrast, most of the U.S.
average AVEs for imports from Korea are less than 5 percent, with five sectors—dairy
products (16.8 percent), wearing apparel (16.5 percent), textiles (11.0 percent), sugar
(8.8 percent), and paddy and processed rice (7.5 percent)—exceeding 5 percent.

* For a summary of the tariff and TRQ liberalization schedules, see chap. 1 of this report.

¢ In addition, the model results presented in the discussion below depend on a wide array of assumptions
about the economic structure and relationship of variables (parameters that reflect how consumers and
producers respond to price changes) in the model. Altering these variables, and the underlying assumptions
they reflect, changes the resulting estimated effects accordingly, as shown by the sensitivity analysis
conducted in this report.

7 See chap. 3 of this report, which discusses short- and medium-term effects for certain selected products.

8 These ranges are established by conducting systematic sensitivity analysis using the simulation
framework and information from the econometric estimates of a key model parameter, the elasticity of
substitution between foreign and domestic varieties, also known as the Armington elasticity. This technique
yields estimates of the mean and standard deviation for reported model statistics. Ranges are established as
+2 standard deviations of each reported result. A full discussion of this technique is found in app. F.

° The U.S. AVE tariffs for some Korean products such as vegetables, fruits, and dairy products include the
estimated effects of TRQs. Korean AVE tariffs on some U.S. agricultural products include the effects of
agricultural price support programs. Table 2.2 reports current average AVEs for aggregate industry sectors.

2-2



Figure 2.1 U.S.-Korea FTA: Bilateral GTAP sector benchmark ad valorem equivalent tariffs (percent)
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Box 2.1 Interpreting the model results

The analysis uses an economic model that compares a depiction of a world in equilibrium withouta U.S..-
Korea FTA to a world in equilibrium with the FTA. The latter situation is a world in which the removal of
tariffs and TRQs under the FTA is fully implemented, all markets have fully adjusted to it, and all other
things are held equal.

The Commission employs a comparative static model that does not show the adjustment path the
economy might take in moving from the pre-FTA condition to the post-FTA condition, but that portrays
the effects of full tariff and TRQ liberalization under the FTA relative to the projected state of the
economy before liberalization in 2008. It maintains a balance in the factors of production—Ilabor, capital,
and natural resources—so that if some sectors expand and need more labor, other sectors must contract
and release that much labor. In contrast, in the real world there is a dynamic process of adjustment to
the policy changes inherent in a trade agreement. In growing economies, the expansion of certain
sectors does not require the absolute contractions of other sectors, and the overall supply of labor may
increase or resources may remain unemployed.

In addition, the model’s depiction of industry sectors is highly aggregated—for example, it does not
portray sufficient detail to show the man-made fiber fabrics industry (which is part of “textiles”). Nor does
itincorporate the myriad of world events or economic trends that could counter or enhance the estimated
effects of this analysis. For instance, it does not take into account the effect of increasing demand on
commodity markets, changes in interest rates, or other factors that may affect the expansion or
contraction of sectors.

Results identified in the analysis are illustrative. They are useful for showing the direction of sectoral
change and factor movement in a world in which trade policy changes and in which these changes work
their way through the interlinked sectors of the economy. The results are not a forecast of what will
actually occur. They are best interpreted in the context of actual domestic and international economic
trends. For example, the reduction of Korean tariffs on U.S. goods means Korea will import more from
the United States. To pay for this, Korea must acquire more foreign exchange. It must either borrow
more (or receive more foreign investment) or it must export more to earn foreign currency. The
simulation model, focused on trade, assumes most of the foreign exchange comes from increased
exports. Furthermore, much of the increase in Korea’s imports from the United States comes as imports
are diverted from other countries that do not receive the preferential liberalization of duties on their
products in the Korean market. These products, formerly imported by Korea, must find new buyers in
the world market and exert downward pressure on their world market prices. The model captures this
price effect and, untouched by actual global trends, calculates the effect of a drop in world prices on U.S.
imports.

The effect of removing import barriers related to services was not estimated in this simulation due to the
lack of necessary data. The reported changes in trade and output in services arise from secondary
(general equilibrium) effects, including trade balance effects, changes in demand for services by other
sectors, and changes in supply of services resulting from the reallocation of labor and capital resources
to other sectors that are growing more strongly as a result of the policy changes. Thus, while the
reported results for service sectors reflect effects of some parts of the FTA, they are indirect effects, and
do not result from FTA-negotiated policy changes in services trade. A detailed discussion of the changes
in trade in services that might be expected from provisions of the FTA is presented in chapter 4 of this
report. Similarly, the model analysis presented in this section does not consider effects of all provisions
of the FTA discussed elsewhere in this report; for example, it does not consider changes in the
investment or regulatory environments in Korea because of the lack of data on the scope of these
changes that can be incorporated into the model. Hence, a qualitative assessment of these chapters of
the FTA is provided in chapters 5 and 6 of this report.
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The specific policy assumptions are that the bilateral AVEs' are all reduced to zero (i.e., free
of duty), with certain exceptions. No change in quantity traded is anticipated in products that
fall within the rice sector, the raw milk sector, the sugarcane and sugar beet sector, or the
manufactured sugar sector.'' In addition, as U.S. exports of oranges to Korea do not
experience full liberalization because of the ongoing seasonal orange TRQ in the FTA, the
Korea AVE tariffs in the vegetable, fruits, and nuts sector declines from an initial
38.5 percent to 6.7 percent rather than to zero. To isolate the effect of FTA tariff reductions
on beef trade from the effects of SPS issues, U.S.-Korea beef trade is based on 2003 data,
the most recent year of normalized trade prior to the Korean ban on beef imports from the
United States. This assumption allows for an estimate that measures the potential changes
in trade based solely on the removal of tariffs resulting from implementation of the FTA, and
assumes no significant SPS measures that would restrict access to the Korean market."
Lastly, Korean liberalization with respect to motor vehicles also includes the reduction of
the excise tax on automobiles with an engine displacement over 2,000 cubic centimeters
(cc).”® The tax, currently 10 percent, is expected to decline to 5 percent. Although the
reduction is included in the FTA, it would apply to all producers; consequently, this change
is implemented for all suppliers to the Korean market, including the United States and
domestic Korean producers, prorated based on market share across the motor vehicles and
parts sector. '*

Simulation Results'®

Table 2.1 presents the simulated gross domestic gross product (GDP) and welfare effects of
tariff and TRQ elimination or liberalization under the fully implemented FTA relative to the
projected 2008 baseline economy.'® As a result of tariff and TRQ removal or liberalizations,
U.S. GDP is expected to be higher by approximately $10.1-11.9 billion (or by about

1 See table 2.2 for a list of the AVE tariffs.

' The agreement provides for no change in the treatment of rice and rice products; products within the
model’s raw milk sector and within the sugarcane and sugar beet sector are effectively not traded between
the United States and Korea, and Commission staff have determined that no substantial change in
manufactured sugar trade is expected as a result of the agreement.

12 See the analysis of meat products in chap. 3 for additional information on U.S.-Korea beef trade and
related SPS issues. The ability of the industry to quickly attain 2003 export levels was confirmed by industry
representatives. Truitt, testimony before the USITC, June 20, 2007, 223.

13 See the analysis of passenger vehicles in chap. 3 for additional information on the implications of the
agreement.

14 See app. F for a full description of the model assumptions, updates, and modifications.

' Findings of the Commission’s analysis are broadly consistent with those identified in other studies
employing a similar model and scenario assumptions. See chap. 7 of this report for a literature review of
relevant studies.

' GDP, the measure of all economic activity within a country, consists of private consumption,
investment, government consumption, and net exports. GDP here is defined as nominal GDP, which takes
into account both the price and quantity changes of its components. Welfare, on the other hand, summarizes
the real (i.e., exclusive of price effects) value of present and deferred consumption. Welfare may be
expressed as the sum of real private consumption, real government consumption, and real net savings.
Increases in the prices of consumption or investment will lead to an increase in GDP, but not in welfare. A
decline in the depreciation rate of capital with no corresponding change in current investment will cause no
change in nominal GDP, but will increase welfare as net savings (real current investment less depreciation)
increases. These examples emphasize the difference in these two measures: GDP captures the nominal value
of all economic activity within the country, while welfare measures consumers’ benefit from economic
activity at constant real prices.
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Table 2.1 U.S.-Korea FTA: Simulated effects of trade liberalization on U.S. GDP and welfare from a projected 2008

baseline
Indicator Change from 2008 baseline
Million dollars Percent of GDP
GDP 10,092 to 11,883 0.1t0 0.1
Payments to factors
Land 409 to 692 0.6t0 1.0
Unskilled labor 2,674 to 3,119 0.1t0 0.1
Skilled labor 1,785 to 2,027 0.1t0 0.1
Capital 3,932 to 4,497 0.1t0 0.1
Natural resources -71to 0 -0.0t0 0.0
Welfare 1,785 to 2,070 0.0t0 0.0
Efficiency 44 to 67 0.0t0 0.0
Changes in the price of capital goods 450 to 528 0.0t0 0.0
Terms of trade (relative price of imports to exports) 1,282 to 1,483 0.0t0 0.0

Source: Commission calculations and GTAP version 6.1.

Note: Zero values indicate values less than 0.05 percent in absolute value. The difference between the sum of
payments to factors and GDP is due to changes in net tax payments.

0.1 percent).'” As shown in table 2.1, this increase in GDP represents primarily the increase
in the returns to capital and labor. Payments in the United States to land owners are higher
by $409-692 million than in the 2008 baseline, an increase of about 0.6—1.0 percent (mainly
reflecting the increase in agricultural production, shown below, especially cattle, bovine
meat products, and other animal products, which use land more intensively directly and
indirectly in their demand for various cereal and grain products). Payments to unskilled labor
and skilled labor are higher by $2.7-3.1 billion and $1.8-2.0 billion, respectively. The
agricultural sectors that are favored by the agreement use proportionately greater amounts
of unskilled labor, hence contributing to the relatively greater gains. Payments to capital
owners are higher by $3.9—4.5 billion. Payments to natural resource owners are lower by
$71 million to near zero, reflecting a slight decline in output for oil and gas.'®

The change in economic welfare provides a measure of the comprehensive effect of the
simulated FTA. It summarizes the benefits to consumers, as well as the effects on households
in their roles as providers of labor, owners of capital, and taxpayers. The Commission
simulation estimates the welfare value to the United States of tariff and TRQ elimination or
liberalization under the FTA to be $1.8-2.1 billion, less than 0.05 percent of projected U.S.
GDP. This effect can be interpreted as stating that, when fully implemented, the removal of
tariffs and TRQs specified in the FTA will provide annual benefits to U.S. consumers worth
$1.8-2.1 billion in the economy of 2008."" The analysis decomposes the change in welfare
into changes resulting from efficiency gains, changes in the price of capital goods, and
changes resulting from the relative price of imports and exports.”’ Efficiency gains are the
gains to the economy as a result of removing distortions imposed by taxes, tariffs, or
subsidies on particular activities, which cause those activities to be engaged in or avoided

"7 The difference between GDP and welfare estimates reflects the substantial component of price changes
in the GDP measure. Real GDP change is equal to allocative efficiency; the remainder of the difference is
attributable to changes in the prices of components of GDP.

'® The factor of production “natural resources” is employed in five sectors of the model: forestry, fishing,
coal, oil and gas, and other mineral products.

' This welfare measure is often referred to as the “equivalent variation.”

2 This effect is known as a “terms-of-trade effect.”
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in ways that are economically inefficient. The model finds a small allocative efficiency gain,
a relatively larger gain due to appreciation of U.S. capital goods, and the largest gain due to
improvement in U.S. terms of trade.

The model estimates an approximate total welfare gain of $1.3—1.5 billion stemming from
changes in the relative prices of total U.S. exports and imports. A gain means that the trade-
weighted average price of a country’s exports increases relative to the trade-weighted
average price of its imports. In this case, this effect is a result of a slight upward pressure on
the prices of products exported by the United States, as a result of increased demand from
Korea. Three sectors—machinery and equipment not elsewhere classified (n.e.c.); chemical,
rubber, and plastic products; and business services n.e.c.—represent one-third of terms-of-
trade gains. The sourcing shift of the United States and Korea toward one another and away
from the rest of the world as a result of the FTA places downward pressure on rest of world
export prices due to the reduced demand for rest of world exports, hence reducing U.S.
import prices and improving the U.S. terms of trade.

Estimated Changesin Trade Flows

The tariff asymmetry between the United States and Korea suggests that the FTA is likely
to result in a greater percentage increase in U.S. exports to Korea (because of the effect of
lowering Korea’s relatively higher trade barriers) than in U.S. imports from Korea (because
the U.S. economy is relatively more open to Korea’s imports).

Table 2.2 and figure 2.2 show the simulated changes in U.S. exports (free-on-board basis
[f.0.b.]) to Korea as a result of the immediate removal of the tariffs and TRQs specified in
the FTA. The trade effects are reported relative to the projected 2008 base, which is
exclusive of any Korean tariffs. In general, the sectors facing the highest Korean tariffs (such
as dairy; meat products; bovine meat products (beef); textiles and apparel; and vegetables,
fruit, and nuts) or having large pre-existing trade volumes (such as machinery and
equipment; chemical, rubber, and plastic products; electronic equipment; and transport
equipment) are the ones that would experience the greatest percentage and value changes
from the elimination of tariffs and TRQs under the FTA.
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Table 2.2 U.S.-Korea FTA: Simulated effects on U.S.-Korea bilateral trade from a projected 2008 baseline

GTAP sector

U.S. exports to Korea (f.o0.b.)*

U.S. imports from Korea (LDP)*®

Benchm

ark

Base before Korean AVE

FTA tariff

Change after FTA

Base before
FTA

Benchma

rk

U.S. AVE tariff

Change after FTA

Paddy and processed rice”
Wheat

Cereal grains n.e.c.
Vegetables, fruit, nuts
Oilseeds

Sugarcane, sugar beet
Plant-based fibers

Crops n.e.c.

Cattle, sheep, goats, and horses
Animal products n.e.c.
Raw milk

Wool, silkworm cocoons
Forestry

Fishing

Coal

Qil and gas

Minerals n.e.c.

Bovine meat products®
Meat products n.e.c.
Vegetable oils and fats
Dairy products

Sugar

Food products n.e.c.
Beverages and tobacco products
Textiles

Wearing apparel

Leather products

Wood products

Paper products, publishing
Petroleum, coal products

Chemical, rubber, plastic products

Mineral products n.e.c.
Ferrous metals

Metals n.e.c.

Metal products

Motor vehicles and parts

See footnote(s) at end of table.

Million dollars Percent

16
191
291
285
236

0
195
137

2
464

0

0
144

24
739
10
250

1,084

301
19
70

903
42
153
31
113
99
647
545
6,552
323
667
798
222
647

n/a
1.0
2.2
38.5
2.5
3.0
1.0
5.6
5.9
3.3
0.0
1.0
2.0
19.6
0.0
0.0
1.9
38.0
24.8
5.4
39.6
43.5
10.0
35.1
8.3
12.4
6.2
4.8
2.4
5.6
6.7
7.8
1.2
3.7
6.8
7.9

Million dollars

Low
0

-5
-4
150
12
0

11
37

175
0
333
26
130
39
60
33
79

2,725
155
39
234
122
294

High
0

9

18
248
25

0

26
51

1

72

0

0

16
20

1

0

10
1,792
763

336

377
55
140
45
71
38
91

2,926
183
48
292
139
381

Percent
Low High
0.1 0.1
-2.9 4.9
-1.5 6.1
52.7 87.2
49 105
0.2 0.3
56 131
27.2 371
9.1 26.5
119 155
0.1 0.2
119 225
6.0 10.9
222 827
0.1 0.2
-0.2 0.0
1.8 3.9
57.9 165.3
151.4 253.5
19.5 326
2491 477.6
-1.9 -0.8
36.9 41.7
62.4 129.8
85.2 91.7
125.0 146.5
52.8 629
33.5 38.3
12.2  14.0
0.0 0.1
41.6 447
48.0 56.6
5.8 7.2
29.3 36.6
55.2 62.8
455 589

Million dollars

IN
co -~ 200

N
N

= N
A 2O NOODOOO®GWOONO

IS

257
75
1,958
700
78
136
1,127
931
3,890
212
1,812
284
1,471
14,495

Percent

7.5
0.0
1.1
0.7
0.0
0.0
0.5
1.1
0.0
0.5
0.0
0.0
0.2
0.0
0.0
0.0
0.0
0.4
2.4
4.1
16.8
8.8
4.6
3.3
11.0
16.5
8.8
0.5
0.3
21
3.0
2.1
0.2
2.4
2.4
2.4

Million dollars

Low

w
NOOPRMROPMODOOODODODOOOONMNOOONOOO

1,692
1,012
81

3

8

19
693
19

2

47
201
1,324

High Low
0 0.0

0 -0.6

0 -1.3

4 4.0

0 3.8

0 -0.1

0 -0.6

4 10.9

0 3.0

0 2.2

0 0.1

0 4.7

0 1.6

1 0.3

0 -0.3

0 -0.1

0 0.0

2 2.1

8 24 .4

0 25.6

11 107.1

0 0.0

44 14.7
5 2.4
1,842 86.4
1,222 1446
104 103.7
3 2.1

11 0.7
109 2.0
753 17.8
22 8.8

5 0.1
60 16.6
230 13.7
1,737 9.1

Percent
High
0.1
23.9
12.1
9.8
11.7
-0.1
14.0
17.4
10.6
5.3
0.1
13.5
3.9
2.7
-0.1
0.0
0.0
26.3
47.6
46.6
258.0
0.0
17.2
6.8
94 .1
174.6
132.6
2.5
0.9
11.7
19.3
10.5
0.2
2141
15.6
12.0
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Table 2.2 U.S.-Korea FTA: Simulated effects on U.S.-Korea bilateral trade from a projected 2008 baseline—Continued

U.S. exports to Korea (f.o0.b.)*

U.S. imports from Korea (LDP)*®

Benchmark
Base before Korean AVE Base before Benchmark
GTAP sector FTA Change after FTA FTA U.S. AVE tariff Change after FTA
Million dollars Percent Million dollars Percent Million dollars Percent Million dollars Percent
Low High Low High Low High Low High
Transport equipment n.e.c. 2,582 0.9 140 167 5.4 6.5 1,439 0.1 -16 -1 -1.1 -0.7
Electronic equipment 5,529 0.6 212 231 3.8 4.2 17,900 0.2 182 229 1.0 1.3
Machinery and equipment n.e.c. 7,786 5.2 2,774 2,939 35.6 37.7 8,501 1.3 715 769 8.4 9.0
Manufactures n.e.c. 190 5.3 78 88 409 46.2 518 3.4 109 125 2141 241
Other sectors 10,898 0.0 14 23 0.1 0.2 8,673 0.0 -86 -73 -1.0 -0.8
Total’ 43,186 4.4 9,741 10,909 226253 64,596 1.7 6,399 6,874 9.9 10.6

Source: Commission calculations and GTAP version 6.1.

Notes: Zero values for million dollars indicate values less than $500,000. Zero values for percent indicate values less than +0.05 percent. The abbreviation “n.e.c.” stands for “not

elsewhere classified.” Differences in low and high percent values may be less than 0.05 percent.

*Exports from the United States are on a free-on-board basis (f.0.b.). Imports into the United States are on a landed, duty-paid (LDP) basis.
"There is no change in treatment for the paddy and processed rice sector under the U.S.-Korea FTA.
‘Base value for U.S. beef exports to Korea assumes full resumption of U.S. beef exports to Korea, based on 2003 (pre-bovine spongiform encephalopathy) values projected to

2008.

“Totals for ranges have been separately calculated and are not a summation of sectoral ranges. The ranges reflect statistically likely outcomes, and it is not likely that sector
estimates will be simultaneously low or high.
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As shown in figure 2.2, the largest increases in U.S. exports to Korea, by percentage, are in
dairy products (249—-478 percent), other meat products (151-254 percent), wearing apparel
(125-147 percent), bovine meat products (58—165 percent), and beverages and tobacco
products (62—130 percent). These leading five sectors by percent change have Korean AVE
tariffs ranging from 12.4 percent to 39.6 percent. The largest increases in U.S. exports to
Korea, by value, are in machinery and equipment ($2.8-2.9 billion); chemical, rubber, and
plastic products ($2.7-2.9 billion); bovine meat products ($0.6—1.8 billion); other meat
products ($456—763 million); and food products n.e.c. ($333-377 million). These leading
five sectors by value change have base export values ranging from $301 million to
$7.8 billion. As has been noted, in general, the high level of tariff and TRQ protection on
many of Korea’s agricultural products suggests that the removal of tariffs under the FTA
would have relatively large effects on U.S. exports to Korea of these products. In addition,
the indirect impacts from product markets are the dominant component of change in some
sectors. For example, the Korean tariff on U.S. wheat declines by 1.0 percent, but U.S. wheat
exports to Korea could fall rather than rise, as other U.S. sectors benefitting from
proportionately greater liberalization compete for land, labor, and capital, pulling these
resources away from U.S. wheat producers.”'

Table 2.2 and figure 2.3 show that the largest increases in U.S. imports (landed duty paid
[LDP]) from Korea in percent terms would be dairy products (107-258 percent), wearing
apparel (145—175 percent), leather products (104—133 percent), textiles (86—94 percent), and
vegetable oils and fats (26—47 percent). These leading five sectors by percent change have
U.S. AVE tariffs ranging from 4.1 percent to 16.8 percent. The largest increases in U.S.
imports from Korea, by value, would be in textiles ($1.7—1.8 billion); motor vehicles and
parts ($1.3—1.7 billion; predominantly motor vehicles);** wearing apparel ($1.0—1.2 billion);
machinery and equipment ($715-769 million); and chemical, rubber, and plastic products
($693-753 million). These leading five sectors by value change have pre-existing export
base values ranging from $700 million to $14.5 billion. The substantial percentage and value
increases in U.S. imports of textiles and wearing apparel from Korea are driven by the
removal of relatively high tariffs (11.0 percent and 16.5 percent, respectively) on initial
imports of $2.0 billion of textiles and $700 million of wearing apparel. The large value
increases in imports of Korean motor vehicles and parts and Korean machinery and
equipment stem from the removal of relatively small tariffs (2.4 percent and 1.3 percent,
respectively) applied to much larger pre-existing trade flows ($14.5 billion and $8.5 billion,
respectively).

The effect of the removal of the tariffs and TRQs specified in the U.S.-Korea FTA on U.S.
global trade by sector is reported in table 2.3. For many sectors, a large portion of the
increase in imports from Korea is the result of trade diversion from other countries. For
example, total U.S. imports from Korea increase by $1.7-1.8 billion for textiles and by
$1.0-1.2 billion for apparel under the FTA (table 2.2). Approximately 85 percent of the
increase in textiles imports and approximately 91 percent of the increase in apparel imports
from Korea represent imports diverted from other trade partners.” Similarly, total U.S.
imports of motor vehicles and parts from Korea increase by $1.3—1.7 billion (table 2.2), of
which approximately 55-57 percent is represented by diverted imports from other trade
partners.

2! For additional sector-specific analysis, see chap. 3 of this report.

2 See chap. 3 of this report for additional analysis of U.S.-Korea passenger vehicles trade.

2 Calculated from data in tables 2.2 and 2.3; [(change in U.S. sector imports from Korea - change in U.S.
sector imports from world) / change in U.S. sector imports from Korea].
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Aggregate U.S. trade with the world may increase somewhat as a result of the increased
market access under the U.S.-Korea FTA. The last row in table 2.3 reports the simulated
changes in total U.S. trade in sectors analyzed in this simulation. Total U.S. exports of these
commodities is expected to be higher by $4.8—5.3 billion, and total imports of commodities
in this analysis is expected to be higher by $5.1-5.7 billion, an increase of about 0.4 percent
for exports and 0.3 percent for imports. As a result of the U.S.-Korea FTA, factors of
production in the United States become more efficient within the simulation, thus attracting
increased investment, which in turn is financed through changes in the trade balance. It
should be noted that, without a full quantitative analysis of services trade** and international
investment patterns, these simulation results should not be interpreted as changes in total
imports and exports, or as implying meaningful information about the balance of trade
impact of the entire U.S.-Korea FTA.

U.S. Gross Output and Employment Effects

Full implementation of tariff and TRQ elimination or liberalization under the FTA may
result in expansion of those U.S. industries that experience higher export demand as a result
of Korea’s removal of tariffs and reduction of TRQs on imports from the United States. In
addition, the reallocation of resources and direct competition from Korean goods that are
given preferential import treatment into the United States may cause the output of other U.S.
industries to be lower. As is suggested by the percentage changes for total U.S. sectoral trade
in table 2.4, these marginal changes, whether positive or negative, are likely to be very small
in most sectors and modestly positive in bovine meat products, cattle, meat products n.e.c.,
and animal products n.e.c.

According to the model estimates, there is likely to be only a modest effect on output or
employment for most sectors in the U.S. economy. The sectors exhibiting the largest
increases in output (quantity or revenue) relative to the 2008 baseline are bovine meat
products (0.7-2.0 percent), cattle (0.7-2.0 percent), meat products n.e.c. (0.5-0.9 percent),
cereal grains n.e.c. (0.2—0.7 percent), dairy products (0.2—0.5 percent), and animal products
n.e.c. (0.4-0.8 percent). Eight sectors show a decline of more than 0.1 percent in output,
revenue, or employment—paddy and processed rice, oilseeds, plant-based fibers,
manufactures n.e.c., electronic equipment, wearing apparel, wheat, and textiles. Most of
these changes are due to the direct effects of removal of Korean tariffs and TRQs, while
other effects are induced by liberalization in related sectors. For example, although the
output contraction in some sectors is driven primarily by increased imports from Korea (such
as textiles and wearing apparel), in other sectors (such as wheat and rice), output contraction
is driven primarily by the reallocation of resources toward sectors experiencing relatively
greater liberalization. In addition, the raw milk sector is not liberalized in the simulation;
rather, the 0.1-0.5 percent increase in output is due to Korea's liberalization of the dairy
products sector. A similar explanation holds for the live cattle sector, which expands to
supply the downstream bovine meat products sector.

?* See literature review in chap. 7 of this report for a description of other studies that include assumptions
regarding service sector liberalization in the context of a U.S.-Korea FTA.
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Table 2.3 U.S.-Korea FTA: Simulated effects on U.S. global trade from a projected 2008 baseline

U.S. exports to the world (f.0.b.)*

U.S. imports from the world (LDP)?

GTAP sector Base before FTA Change after FTA Base before FTA Change after FTA
Million dollars Percent Million dollars Percent

Low High Low High Low High Low High
Paddy and processed rice” 1,283 -20 2 -1.5 0.1 304 0 3 0.0 1.1
Wheat 5,326 -68 -12 -1.3 -0.2 200 1 2 0.3 1.0
Cereal grains n.e.c. 6,654 -18 6 -0.3 0.1 470 2 4 0.3 0.9
Vegetables, fruit, nuts 12,782 110 170 0.9 1.3 9,671 26 47 0.3 0.5
Oilseeds 8,476 -37 -15 -0.4 -0.2 479 2 3 0.3 0.6
Sugarcane, sugar beet 9 0 0 -1.1 -0.8 10 0 0 0.0 0.0
Plant-based fibers 4,743 -20 8 -0.4 0.2 23 0 0 0.0 0.5
Crops n.e.c. 2,640 -4 14 -0.2 0.5 7,813 44 67 0.6 0.9
Cattle, sheep, goats, and horses 610 -4 -1 -0.7 -0.2 1,513 16 36 1.1 2.4
Animal products n.e.c. 3,311 48 59 1.4 1.8 1,923 9 14 0.5 0.7
Raw milk 4 0 0 -1.6 -1.2 24 0 0 0.9 1.4
Wool, silkworm cocoons 57 -1 -1 2.2 -0.9 24 0 0 0.8 1.7
Forestry 1,872 5 8 0.3 0.4 661 1 1 0.1 0.2
Fishing 775 6 17 0.7 2.2 2,031 3 9 0.1 0.4
Coal 16,441 1 8 0.0 0.0 3,114 3 4 0.1 0.1
Oil and gas 2,532 -6 -4 -0.2 -0.1 215,037 123 229 0.1 0.1
Minerals n.e.c. 5,188 2 3 0.0 0.1 8,414 3 8 0.0 0.1
Bovine meat products 2,002 624 1,773 31.2 88.5 4,583 19 67 0.4 1.5
Meat products n.e.c. 6,086 406 682 6.7 11.2 2,142 12 21 0.6 1.0
Vegetable oils and fats 2,668 -16 -9 -0.6 -0.3 2,996 12 17 0.4 0.6
Dairy products 1,989 163 316 8.2 15.9 2,521 11 22 0.4 0.9
Sugar 159 -2 0 -1.0 -0.1 1,583 2 9 0.1 0.6
Food products n.e.c. 18,381 275 312 1.5 1.7 30,730 79 99 0.3 0.3
Beverages and tobacco products 3,969 21 44 0.5 1.1 15,258 9 21 0.1 0.1
Textiles 14,108 74 87 0.5 0.6 55,988 243 277 0.4 0.5
Wearing apparel 2,779 30 36 1.1 1.3 70,991 86 110 0.1 0.2
Leather products 2,202 35 43 1.6 2.0 35,123 45 57 0.1 0.2
Wood products 8,776 -12 -7 -0.1 -0.1 67,492 159 188 0.2 0.3
Paper products, publishing 24,647 -17 -5 -0.1 0.0 29,315 79 95 0.3 0.3
Petroleum, coal products 26,901 -12 0 0.0 0.0 100,848 40 95 0.0 0.1
Chemical, rubber, plastic products 163,394 2,027 2,192 1.2 1.3 198,767 667 748 0.3 0.4
Mineral products n.e.c. 9,292 115 137 1.2 1.5 24,140 63 75 0.3 0.3
Ferrous metals 17,410 -14 -7 -0.1 0.0 34,376 51 68 0.1 0.2
Metals n.e.c. 24,518 108 138 0.4 0.6 38,347 84 111 0.2 0.3
Metal products 18,387 27 41 0.1 0.2 41,387 196 228 0.5 0.6
Motor vehicles and parts 85,120 34 72 0.0 0.1 238,751 565 780 0.2 0.3
Transport equipment n.e.c. 67,233 -220 -143 -0.3 -0.2 42,323 120 150 0.3 0.4
Electronic equipment 81,620 -381 -293 -0.5 -0.4 269,162 409 469 0.2 0.2
Machinery and equipment n.e.c. 185,072 1,636 1,812 0.9 1.0 280,718 1,075 1,200 0.4 0.4
Manufactures n.e.c. 11,941 -9 2 -0.1 0.0 79,454 152 180 0.2 0.2
Other sectors 358,367 -1,114 -978 -0.3 -0.3 277,346 401 466 0.1 0.2
0.3

Total® 1,209,727 4,792 5,276 0.4 0.4 2,196,054 5,100 5,692 0.2

Source: Commission calculations and GTAP version 6.1.

Note: The abbreviation “n.e.c.” stands for “not elsewhere classified.” Zero values for million dollars indicate values less than $500,000. Zero values for percent indicate values less than
+0.05 percent. Zero values represent rounded numbers. Differences in low and high percent values may be less than 0.05 percent.

:Export_s from the United States are on a free-on-board (f.o.bg basis. Imports to the United States are on a landed, duty-paid (LDP) basis.
There is no change in treatment for the paddy and processe

rice sector under the FTA.

‘Ranges for totals have been separately calculated and are not a summation of sectoral ranges. The ranges reflect statistically likely outcomes, and it is not likely that sector

estimates will be simultaneously low or high.



SI-C

Table 2.4 U.S.-Korea FTA: Simulated effects on U.S. output and employment from a projected 2008 baseline

Output Labor guantity
GTAP sector Quantity Revenue Skilled Unskilled
Percent changes

Low High Low High Low High Low High
Paddy and processed rice® -0.5 0.1 -0.4 0.2 -0.5 0.1 -0.5 0.1
Wheat -0.7 -0.2 -0.6 0.0 -0.7 -0.1 -0.7 -0.1
Cereal grains n.e.c. 0.2 0.4 0.4 0.7 0.2 0.5 0.2 0.5
Vegetables, fruit, nuts 0.1 0.2 0.4 0.5 0.2 0.3 0.2 0.3
Oilseeds -0.3 -0.2 -0.1 0.0 -0.3 -0.1 -0.3 -0.1
Sugarcane, sugar beet 0.0 0.1 0.2 0.3 0.1 0.1 0.1 0.1
Plant-based fibers -0.4 -0.1 -0.2 0.1 -0.3 -0.1 -0.4 -0.1
Crops n.e.c. -0.2 -0.1 0.1 0.1 -0.1 0.0 -0.1 0.0
Cattle, sheep, goats, and horses 0.7 1.6 0.9 2.0 0.7 1.8 0.7 1.8
Animal products n.e.c. 0.4 0.6 0.6 0.8 0.5 0.7 0.5 0.7
Raw milk 0.1 0.3 0.3 0.5 0.2 0.4 0.2 0.4
Wool, silkworm cocoons -0.1 0.3 0.0 0.4 0.0 0.4 0.0 0.4
Forestry 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.0
Fishing 0.1 0.1 0.3 0.4 0.1 0.2 0.1 0.2
Coal 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.0
Oil and gas 0.0 0.0 0.0 0.0 -0.1 0.0 -0.1 0.0
Minerals n.e.c. 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.0
Bovine meat products 0.7 1.8 0.8 2.0 0.7 1.8 0.7 1.8
Meat products n.e.c. 0.5 0.8 0.6 0.9 0.5 0.8 0.5 0.8
Vegetable oils and fats 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.0
Dairy products 0.2 0.3 0.3 0.5 0.2 0.4 0.2 0.3
Sugar 0.0 0.1 0.1 0.2 0.0 0.1 0.0 0.1
Food products n.e.c. 0.1 0.1 0.2 0.2 0.1 0.1 0.1 0.1
Beverages and tobacco products 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.0
Textiles -0.8 -0.7 -0.8 -0.7 -0.8 -0.7 -0.8 -0.7
Wearing apparel -0.5 -0.4 -0.5 -0.4 -0.5 -0.4 -0.5 -0.4
Leather products -0.2 -0.1 -0.1 -0.1 -0.1 -0.1 -0.2 -0.1
Wood products -0.1 -0.1 0.0 0.0 -0.1 -0.1 -0.1 -0.1
Paper products, publishing 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.0
Petroleum, coal products 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Chemical, rubber, and plastic products 0.1 0.2 0.2 0.2 0.2 0.2 0.1 0.2
Mineral products n.e.c. 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.0
Ferrous metals -0.1 -0.1 0.0 0.0 -0.1 -0.1 -0.1 -0.1
Metals n.e.c. -0.1 -0.1 0.0 0.0 -0.1 0.0 -0.1 -0.1
Metal products -0.1 -0.1 0.0 0.0 -0.1 -0.1 -0.1 -0.1
Motor vehicles and parts -0.2 -0.1 -0.1 -0.1 -0.2 -0.1 -0.2 -0.1
Transport equipment n.e.c. -0.2 -0.1 -0.1 -0.1 -0.2 -0.1 -0.2 -0.1
Electronic equipment -0.4 -0.3 -0.3 -0.2 -0.4 -0.3 -0.4 -0.3
Machinery and equipment n.e.c. 0.0 0.1 0.1 0.1 0.0 0.1 0.0 0.1
Manufactures n.e.c. -0.3 -0.2 -0.2 -0.1 -0.2 -0.2 -0.3 -0.2

Source: Commission calculations and GTAP version 6.1.

Notes: The abbreviation “n.e.c.” stands for “not elsewhere classified.” Zero values for percent indicate values less than +0.05 percent; differences in low and high percent values may

be less than 0.05 percent.

*There is no change in treatment for the paddy and processed rice sector under the FTA.



Economy-wide | mpact of | mplementing the | mmediate Duty-Free
Tariff Lines

Under the terms of the U.S.-Korea FTA, the phase-in period for liberalization ranges from
immediate duty-free access to 15 years or more, with some products subject to temporary-
or permanent-growth TRQs. In order to assess the relative importance of those products
subject to immediate liberalization under the terms of the agreement, a separate simulation
was conducted for only those products that are liberalized fully and immediately (i.e., subject
to immediate duty-free treatment in the U.S. and Korean FTA tariff schedules).
Approximately 65 percent by value of U.S. exports to Korea will be subject to immediate
duty-free treatment, whereas approximately 55 percent by value of U.S. imports from Korea
will benefit from immediate duty-free treatment. Because of Korea’s higher pre-existing
tariffs, the average level of protection remaining after the implementation of tariffs subject
to immediate duty-free treatment will still be higher for Korea than for the United States. The
average AVE tariff on U.S. imports from Korea falls from 1.8 percent to 1 percent in the
simulation, while the average AVE tariff on Korean imports from the United States declines
from 5.9 percent to 3.4 percent.

In the resulting economy-wide simulation of the elimination of duty for this subset of tariff
lines, U.S. welfare increases by 45—55 percent of full liberalization levels. U.S. imports from
Korea increase by 30—40 percent of the levels observed under full liberalization, and exports
to Korea increase by 45—55 percent of the levels observed under full liberalization. U.S. total
imports from and exports to the world rise by 45-55 percent of the levels observed under full
liberalization. On a sectoral basis, the greatest value increases in U.S. imports from Korea
occur in machinery and equipment n.e.c. (70-80 percent of full liberalization), in motor
vehicles and parts (65-75 percent), and in chemical, rubber, and plastic products
(20-30 percent). These increases are a reflection of the percentage of each sector that is
subject to immediate liberalization: about 70 percent for machinery and equipment n.e.c.;
about 70 percent for motor vehicles and parts; and about 20 percent for chemical, rubber, and
plastic products. U.S. exports to Korea follow a similar pattern, with the machinery and
equipment n.e.c. sector leading in value increase (65—75 percent of full liberalization);
followed by chemical, rubber, and plastic products (50—60 percent of full liberalization); and
motor vehicles and parts (90—-100 percent of full liberalization). These increases are also a
reflection of the proportion of each sector that is subject to immediate liberalization taking
place in these sectors—about 65 percent, 60 percent, and almost 100 percent, respectively.

Much of the gain from immediate liberalization is attributable to manufacturing sectors and,
in particular, to those goods with relatively low pre-existing tariffs and relatively significant
trade flows. The rate of liberalization in food and agriculture is, by comparison, relatively
more gradual. Among U.S. agricultural and food sectors, none are expected to see increases
in exports to Korea above $40 million as a result of immediate duty-free treatment. Gains
in these sectors are more gradually spread out, as tariffs are phased out and TRQs expand.
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CHAPTER 3
Sector -specific Assessments

This chapter provides an assessment of the likely impact of the market access provisions of
the U.S.-Korea FTA on specific U.S. sectors. It builds on the economy-wide analysis in the
previous chapter by analyzing the impact of both the immediate and the phased elimination
of tariffs and TRQs on more narrowly defined sectors. The chapter focuses on grain; oilseed
products; animal feeds; starches; citrus fruit; noncitrus fruit; potatoes; other vegetables; tree
nuts; dairy products; meat (beef, pork, and poultry); seafood; selected processed foods;
nonalcoholic beverage products; textiles and apparel; leather goods and footwear;
pharmaceuticals; machinery, electronics, and transportation equipment; passenger vehicles;
and medical devices.' Certain selected sectors overlap significantly with sectors used in the
model employed in the Commission’s economy-wide analysis described in chapter 2 of this
report. For these selected sectors, assessments in this chapter incorporate the results from the
Commission’s economy-wide analysis.

Given that Korean tariffs and TRQs are high relative to U.S. tariffs and TRQs, most of these
assessments focus exclusively on potential increases in U.S. exports to Korea. The potential
impact on U.S. imports, production, and employment is analyzed only when potential
changes are not negligible and, therefore, warrant an assessment or when the level of U.S.
protection is relatively high.’ In addition, a few selected sectors (selected processed foods,
passenger vehicles, and medical devices) are highlighted in order to demonstrate the
importance of and potential effect of Korean NTMs. International price and quantity
comparisons are reported for these selected cases, as they represent cases in which high
import prices and/or low import quantities, by international standards, coincided with reports
of significant NTMs in the Korean market.*

! Sectors were selected for analysis according to a number of criteria, including the importance of the
sector or key sector components in terms of bilateral trade relationship, the extent of trade liberalization
under the FTA, the potential for increased bilateral trade as a result of the FTA, and industry and
Commission views regarding the FTA commitments. The assessments in this chapter are based on industry
knowledge and expertise of USITC industry analysts, industry reports and interviews with industry contacts,
reports by functional trade advisory committees on the FTA, testimony at the Commission’s public hearing
for this investigation, and written submissions received in response to the Commission’s Federal Register
notice for this investigation.

% These results are relative to an estimated 2008 baseline. The impact estimated by the Commission’s
economy-wide model represents a range obtained from conducting sensitivity analysis. See chap. 2 of this
report for additional information regarding the Commission’s economy-wide analysis.

? Given the substantial number of agriculture-related sectors highlighted in this chapter, an overview of
selected agriculture-related regulations and requirements that may be encountered by U.S. exporters is
provided in app. K.

* For additional information on the analytical method, see app. J of this report.
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Grain (Wheat, Corn, and Other Feed Grains)®

Assessment

The U.S.-Korea FTA would likely have a negligible impact on U.S. grain exports to Korea
as a result of the increased market access afforded through tariff removal. Based on current
export patterns and trends, about 80 percent of the expected additional U.S. grain exports to
Korea would likely consist of yellow corn, with the remainder being wheat and barley.
Estimates from the Commission’s economy-wide analysis of the long-term effects of tariff
and TRQ liberalization indicates that cereal grains exports, which include corn and other
feed grains, would likely increase by approximately $7 million (2.2 percent), and U.S. wheat
exports would likely increase by approximately $2 million (1.0 percent).® These increases
depend substantially on the estimated increases in U.S. exports of meat products to Korea,
as significant expansion in the meat sector could cause U.S. exports of cereal grains and
wheat to Korea to decline. Such a decline would result from the effect of supply or demand
changes in other upstream or downstream sectors. For example, on the U.S. supply side, the
anticipated expansion in exports of beef and other food products increases demand for
upstream agricultural products that may compete with wheat and cereal grains for resources,
which may induce the reorientation of production for U.S. meat that will ultimately be
exported to Korea, or may encourage switching to other crops or activities. On the Korean
demand side, a substantial increase in shipment of bovine meat products to Korea would
reduce Korean cattlemen’s demand for wheat and corn for feed, dampening Korean demand
for grain despite the removal of the tariff.’

Table 3.1 outlines the first full year of market access for U.S. grain exports to Korea under
the FTA. The 2006 Korean tariff treatment for U.S. products is shown under the column,
“Applied rate, 2006.” U.S. wheat and yellow corn exports to Korea would attain immediate
duty-free treatment upon implementation of the agreement. TRQs established are for barley
and popcorn, although the United States has not exported significant amounts of these grains
to Korea during 2002—06. The first-year quota levels for barley and popcorn are well above
U.S. exports in 2006.

> Includes Harmonized Tariff Schedule of the United States (HTS) headings 1001 through 1008, except
rice (HTS subheading 1006). The grain sector as described in this section of the report focuses on corn and
wheat, although the FTA also addresses sorghum, and barley, whose trade is negligible with Korea. Corn is
destined for livestock feed in Korea, processing into corn byproducts, and direct food use. The products
covered in this assessment represent 100 percent of U.S. exports to Korea in the GTAP “cereal grains” and
“wheat” sectors, and represent 100 percent of U.S. imports from Korea in the GTAP “cereal grains” sector,
for 2006.

® These estimated increases in exports of corn and other feed grains ($7 million), and wheat ($2 million)
represent mean values of the range estimates provided by the economy-wide analysis, relative to an
estimated 2008 base. Cereal grains exports could decrease by up to $4 million (-1.5 percent) or increase by
up to $18 million (6.1 percent); and wheat exports could decrease by up to $5 million (-2.9 percent) or
increase by up to $9 million (4.9 percent). As a result, the economy-wide analysis estimated that output and
employment changes in the wheat and cereal grains sectors could range from -0.7 percent to 0.0 percent. See
chap. 2 of this report for additional information regarding the economy-wide analysis.

7 Given that the model assumes a fixed quantity of resources, it is possible for exports to decrease despite
reduction in Korean tariffs as a result of the reallocation of resources in the United States to other more
liberalized sectors. See chap. 2 of this report for additional information on the economy-wide general
equilibrium analysis of tariff and TRQ liberalizations under the FTA.
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Table 3.1 U.S.

grain exports to and market access in Korea

U.S. exports to Korea Korean market access
Applied rate,
Product 2002—-06 average 2006 2006 First year TRQ Over-quota tariff
(1,000 metric tons) (Percent AVE) (1,000 metric tons) (Percent AVE)
Wheat:
Milling 1,198 1,117 1 None Free
Feed 55 15 Free None Free
Barley:
Malting 0 0 20 9 513
Other 0 0 2o0r5 2.5 324-299.7
Corn:
Yellow 2,749 6,035 1.8 0r 3.0 None 328
Popcorn 2 0 1.8 5 601.2

Source: USTR, “Final - United States - Korea FTA Texts,” 2007, General Notes, Tariff Schedule of Korea, Annex 3-A,
and Appendix 2-B-1; official statistics of the U.S. Department of Commerce; USDA, FAS, “Korea Grain and Feed
Annual 2007, May 1, 2007, 18-24; and USDA, FAS, “Fact Sheet U.S.-Korea Free Trade Agreement Benefits for
Agriculture,” June 2007, 4-5.

U.S. grain exports to Korea in 2006 accounted for 7 percent of total U.S. grain exports to all
countries.® Approximately 79 percent of grain exports to Korea in 2006 consisted of corn;
21 percent consisted of wheat; and a negligible percentage consisted of grain sorghum, rye,
and oats. U.S. corn exports to Korea in 2006 consisted solely of yellow corn. The United
States, a highly competitive grain exporter, supplied 63 percent of Korea’s 8.5 million metric
tons (mt) of corn imports in marketing year 2005/06; China and Brazil together supplied the
remaining 37 percent.” In marketing year 2005/06, Korea imported 92 percent of its corn
consumption.'® About three-quarters of Korean corn imports were consumed as animal feed,
and most of the remaining one-quarter was consumed by the industrial wet-corn milling
processing industry (made into corn oil, high fructose corn syrup, and corn starch).'' Corn
destined for animal feed can include genetically-modified (GM) corn, whereas corn destined
for food products in Korea must be identity preserved (IP) and non-GM.'* The estimated
increase in U.S. exports of corn will likely result from increased corn consumption
stimulated by a lower domestic price (as the tariff is removed), and by slightly lower Korea
corn production. China tends to export low-priced corn and has a substantial freight
advantage over the United States.

¥ Compiled from official statistics of the U.S. Department of Commerce.

? USDA, FAS, “Korea Grain and Feed Annual 2007,” May 1, 2007, 20.

" Tbid., 9.

"' Tbid., 23.

"2 TP status requires product separation and origin identification of each grain of shipment. USDA, FAS,
“Korea Biotechnology Agricultural Biotechnology Report 2006,” July 6, 2006, 5.
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Korea imported 3.8 million mt of wheat in marketing year 2005/06, with 31 percent from the
United States, 30 percent from Canada, 25 percent from Australia, and 11 percent from
Ukraine." About 60 percent of Korean wheat imports in marketing year 2005/06 was milled
into wheat flour and about 40 percent was fed to livestock.'* Korean wheat millers prefer
white wheat for which Australia is a very competitive alternative supplier to U.S. white
wheat.

The FTA is expected to have negligible benefits for exports of U.S. wheat to Korea. U.S.
wheat exports would likely benefit immediately from the elimination in the first year of the
applied 1 percent tariff on U.S. milling wheat. As a result, the United States would likely be
able to gain market share from other leading wheat exporters to Korea, such as Canada and
Australia, but the 1-percent duty savings would likely not induce a major market shift to the
United States. Freight costs from Australia and Canada are generally lower than from the
United States.

Korea imported nearly 41,000 mt of barley in marketing year 2005/06. The 11,500 mt of
TRQ access for U.S. malting and feed barley in the first year of the FTA may allow an
estimated $2 million in U.S. exports of barley to Korea. Thereafter, the growth in U.S. barley
exports to Korea would be limited by the quota, with prohibitive over-quota tariffs. The tariff
and quota on U.S. popcorn and white corn are eliminated over 7 years. While there would
be quota access for U.S. popcorn exports to Korea, U.S. popcorn exports have been small
in most years even though the Korean tariff is 1.8 percent. U.S. exports of white corn for
popping and popcorn reached $2 million in 2004, but Korean repackaging requirements
eliminated all U.S. exports in 2005-06."

Views of | nterested Parties

In the report of the Agricultural Technical Advisory Committee (ATAC) for Grains, Feed,
and Oilseeds, the majority of members endorsed the FTA, because of the benefits expected
to be realized by most U.S. producers of grains, feed, and oilseeds. According to the report,
in the industry’s view, the agreement is not a perfect agreement, as reflected in the lack of
any improved access for U.S. rice, plus other limitations. The elimination of tariffs on U.S.
corn will likely not significantly affect U.S. corn exports to Korea in the immediate- or mid-
term given that Korea is already an open market to corn imports. The zero-bound duty for
U.S. wheat under this FTA would allow American growers to recapture a larger share of
Korea wheat imports; the U.S. share has fallen to less than 50 percent from 100 percent in
the 1980s. The ATAC report indicates, however, that there are complications that may limit
U.S. wheat export gains, including state trading monopolies in wheat exporting countries
such as Canada and Australia, and past Korean use of sanitary and phytosanitary (SPS)
standards as barriers to U.S. wheat.'®

3 USDA, FAS, “Korea Grain and Feed Annual 2007,” May 1, 2007, 13.

" Ibid., 14.

'3 The prior U.S. quota for popcorn was 5,500 mt, with an in-quota tariff of 1.8 percent. The Korean
market in 1996-2000 for microwave popcorn was $13 million annually. USDA, FAS, “Korea Products Brief
Popcorn Market Brief 2006,” July 3, 2006, 5 and 10.

!¢ ATAC for Grains, Feed and Oilseeds, Advisory Committee Report, April 25, 2007. In the past, Korean
quarantine policies have been a major policy issue affecting U.S. wheat exports. The Korean National Plant
Quarantine Service inspects for foreign weed seeds and for the presence of 108 agricultural chemicals.
USDA, FAS, “Korea Grain and Feed Annual 1997,” April 4, 1997, 5-6; and USDA, FAS, “Korea Grain and
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The National Association of Wheat Growers and the U.S. Wheat Associates indicated in a
joint statement on June 25, 2007, that their two trade groups support the Korean FTA. They
wrote that “the zero bound duty under this FTA, coupled with Korea’s strong economic
growth, will help U.S. wheat growers capture a larger share of this [Korean] market.”'” They
noted that the FTA establishes a committee on agriculture and one on SPS matters, and a
bilateral dispute settlement process giving U.S. officials vital new forums for negotiation
with Korea on standards-related barriers to U.S. exports, including wheat.

The National Corn Growers Association (NCGA), which represents more than 32,000 U.S.
corn growers from 48 states and 26 affiliated state corn organizations,'® noted that Korea is
one of the United States’ largest corn markets and represents a potentially large market for
corn coproducts, such as distillers’ dried grains with solubles (DDGS)." The association also
said that the U.S.- Korean FTA would remove trade barriers and create new export
opportunities for U.S. corn growers. It reported that improvements in market access in Korea
for U.S. corn and corn coproducts are positive and that any gains in additional U.S. meat
market access to Korea would also benefit U.S. corn growers as a significant amount of corn
ends up as livestock feed in the United States.

Oilseed Products (Soybeans and Soybean Oil)®

Assessment

The U.S.-Korea FTA would likely to have a significant positive impact on U.S. oilseeds
exports to Korea. Estimates from the Commission’s economy-wide analysis of the long-term
effects of tariff and TRQ liberalization indicate that exports in the oilseed, and vegetable oils
and fats sectors (of which the products included here represent a large component) could
increase by 5-11 percent for oilseeds and 20-33 percent for vegetable oils and fats.”' Based
on existing current export patterns and trends, approximately half of the expected additional
U.S. oilseed product exports to Korea would likely consist of food-grade soybeans, and most
of the other half would be soybean oil.

16 (...continued)

Feed Annual 2002,” April 1, 2002, 1-2. For additional analysis regarding SPS and other NTMs, see chap. 5
of this report.

17U.S. Wheat Associates, Wheat Letter, June 28, 2007, 5.

'8 National Corn Growers Assoc., “U.S.-Korea FTA Highlights Access and Beef Concerns
(April 3,2007).” Washington, DC, NCGA, 2007.

 DDGS are a feed ingredient which is a coproduct of dry mill ethanol production from grains.

2 Includes HTS headings 1201 and 1507. The oilseed sector focuses on soybeans and soybean oil,
although the FTA also addresses other oilseeds such as cottonseed, sunflower seed, and other vegetable oils
whose trade with Korea is negligible. Soybeans are crushed into soybean oil (for cooking oil) and soybean
meal for livestock feed in Korea; edible-grade soybeans are used directly in food as well in Korea. The
products covered in this assessment represent approximately 88 percent of U.S. exports to Korea in the
GTAP “oilseeds” sector and approximately 53 percent of U.S. exports to Korea in the GTAP “vegetable oils
and fats” sectors, and represent approximately 67 percent of U.S. imports from Korea in the GTAP
“oilseeds” sector and approximately 1 percent of U.S. imports from Korea of the GTAP “vegetable oils and
fats” sector, for 2006.

! Impact relative to an estimated 2008 base. See chap. 2 of this report for additional information
regarding the economy-wide analysis.
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U.S. oilseed product exports to Korea in 2006 accounted for 2 percent of total U.S. oilseeds
exports to all countries.”” The United States was the world’s leading soybean exporter in
marketing year 2005/06, and supplied 43 percent of Korea’s 1.2 million mt of soybean
imports.” In that year, Brazil overtook the United States as the leading soybean supplier to
Korea with a 52-percent share of Korean imports.** Korea had a global TRQ of 1.2 million
mt of soybeans imports in marketing year 2005/06.%

Food-grade soybeans are IP, high valued (non-GM and IP) soybeans; nearly all Korean
domestic production of soybeans consists of food-grade beans.** About 50 percent of U.S.
soybean exports to Korea consisted of food-grade soybeans in marketing year 2005/06.>” By
comparison, nearly all the Chinese soybeans and only about 10 percent of the Brazilian
soybean exports to Korea are food-grade. The U.S. share of food-grade soybean imports into
Korea has declined sharply over the past 2 years. A state trading entity (STE), the Korea
Agro-Fishery Trade Corporation (“aT”), imported most food-grade soybeans into Korea
during marketing year 2005/06, purchasing mostly U.S. soybeans. However, in marketing
year 2006/07, “aT” purchased more soybeans from China and Canada, and less from the
United States because U.S. food-grade soybeans either were considered too highly priced
or were unavailable.”® The “aT” has reportedly marked up the price of imported food-grade
soybeans sold in Korea by $250 per mt. For comparison, the average import price for food-
grade soybeans in 2006 without the mark up was $330 per mt.*’

The United States supplied 5 percent of Korea’s 265,000 mt of soybean oil imports in
marketing year 2005/06.*° Argentina (with a 91-percent share) dominated Korean soybean
oil imports and Brazil followed with the remaining 4 percent. Soybean oil from the United
States, Argentina, and other suppliers has been facing declining demand in Korea owing to
a consumer shift (because of trans fats dietary issues) to palm oil and other vegetable oils.*!
In addition, the Korean government, in late 2006 and early 2007, imposed antidumping
duties on imports of U.S. and Argentine soybean oil.** Korea is likely to implement a
biosafety protocol against genetically modified organism (GMO) soybeans which may

22 Compiled from official statistics of the U.S. Department of Commerce.

2 The marketing year begins October 1, and ends September 30. In marketing year 2005/06, 70 percent of
Korean soybean imports was crushed into soybean oil and meal; most of the remaining 30 percent was
consumed directly in food use (tofu, miso, soybean paste, sprouts, and soybean seasonings). Soybeans
imported into Korea for crushing can include GM soybeans, whereas those for direct food uses must be non-
GM and IP soybeans. USDA, FAS, “Korea Biotechnology Agricultural Biotechnology Report 2006,” July 6,
2006, 5.

2 USDA, FAS, “Korea Oilseeds and Products Annual 2007,” February 26, 2007, 9.

* The in-quota MFN rate was 1 percent on soybeans for crushing, and 5 percent on soybeans for food use.
USDA, FAS, “Korea Oilseeds and Products Annual 2007,” February 26, 2007, 15.

2 Korean production of soybeans was 183,000 mt in marketing year 2005/06. Ibid.

" The marketing year begins October 1, and ends September 30. USDA, FAS, "Korea Oilseeds and
Products Annual 2007," February 26, 2007, 12.

# USDA, FAS, "Korea Oilseeds and Products Annual 2007," February 26, 2007, 4.

# USDA, FAS, "Fact Sheet U.S.-Korea Free Trade Agreement Benefits for Agriculture," June 2007, 5.

3% Based on official Korean import data. USDA, FAS, "Korea Oilseeds and Products Annual 2007,"
February 26, 2007, 25.

3! Soybean oil is often hydrogenated thereby increasing its transfats content, whereas palm oil is not.

32 The antidumping duty on U.S. soybean oil was initially 17.5 percent in February 2007, but was then
lowered to 4.69 percent in March 2007. USDA, FAS, "Korea Oilseeds and Products Annual 2007,"

February 26, 2007, 3; and USDA, FAS, “Oilseeds and Products Korean Soybean Oil Antidumping Petition
Preliminary Determination 2007,” April 2, 2007, 2-3.
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further dampen the demand for U.S. soybeans and soybean oil (which are largely derived
from GMO soybeans).”

Table 3.2 outlines the first full year of market access for U.S. oilseed product exports to
Korea under the FTA. The 2006 Korean tariff treatment for U.S. products is shown under
the column, “Applied rate, 2006.” Upon implementation of the agreement, there would be
immediate duty-free treatment for soybeans for crushing. The 5.4 percent tariff on refined
soybean oil would be eliminated over 5 years, and the 5.4 percent duty on crude soybean oil
would be eliminated over 10 years. U.S. crude soybean oil exports in 2007 were assessed an
additional antidumping duty of 4.7 percent.”* A TRQ would be established for food-grade
soybeans; the first-year quota level would amount to about 5 percent of U.S. exports in 2006.
The TRQ quantity would expand to 26,523 mt (12 percent of the volume of U.S. exports in
2006) by the fifth year of the FTA, and by 3 percent annually thereafter.

The FTA would likely have positive benefits for exports of U.S. soybeans, particularly food-
grade soybeans, entering Korea under the TRQ. This benefit is because the in-quota imports
of U.S. food-grade soybeans under the TRQ would likely be sold directly for the first time
to the private sector at a reduced price, rather than through “aT,” and would not be subject
to the 76-percent AVE mark up.”® Thus, U.S. exports would likely command a higher price
at the border than food-grade soybeans sold into the traditional market system managed by
“aT.”* U.S. food-grade soybean exports under the TRQ to Korea would likely increase
immediately to the maximum allowed quantity.’’ Since above-quota soybeans are imported
by the STE, which would continue to apply a very high mark-up fee to soybeans from the
United States and all other origins, above-quota food-grade soybeans exports to Korea would
remain restricted well into the future. Despite those restrictions, however, the volume of U.S.
food-grade soybeans imported by “aT” may well be larger than the volume imported under
the ever-expanding TRQ for many years.

U.S. soybean exports for crushing would likely benefit immediately from the elimination
of the applied 1 percent tariff and may increase in the short term. Over the long term, U.S.
soybean oil exports would likely increase substantially as a result of the removal of tariffs
under the FTA. In 2007, Korea imposed a 4.7 percent antidumping duty on U.S. crude
soybean oil, which would likely affect U.S. exports to Korea. If the antidumping duty were
dropped, and the 5.4 percent tariff was eliminated after 10 years, an increase in exports of
U.S. soybean oil would likely result from increased soybean oil consumption in Korea
stimulated by a lower domestic price; and by slightly lower Korean soybean oil production.

3 USDOS, U.S. Embassy, Seoul, “January 30, 2007 Biotechnology Technical Talks (SEOUL 020217),”
January 31, 2007; and USDA, FAS, "Korea Oilseeds and Products Annual 2007," February 26, 2007, 3.

3 USDA, FAS, “Oilseeds and Products Korean Soybean Oil Antidumping Petition Preliminary
Determination 2007,” April 2, 2007, 2-3.

33 A private association of Korean food-grade soybean processors will operate the TRQ outside the STE
“aT.” USDA, FAS, "Fact Sheet U.S.-Korea Free Trade Agreement Benefits for Agriculture," June 2007, 5.

3 ATAC for Grains, Feed and Oilseeds, Advisory Committee Report, April 25, 2007, 6. The STE charges
a $250 per ton markup for food-grade soybeans (an 76 percent AVE mark up) to Korean purchasers which
raises the price of the imported soybeans more than the 5 percent MFN duty. USDA, FAS, “Fact Sheet
U.S.-Korea Free Trade Agreement Benefits for Agriculture,” June 2007, 5.

37 The fifth year in-quota amount of 26,523 mt of food-grade soybeans is valued in 2006 prices at about
$9 million.

3-7



Table 3.2 U.S. oilseed product exports to and market access in Korea

U.S. exports to Korea Korean market access
#2002—-06 Applied rate, Over-quota
Product average #2006 #2006 First year TRQ tariff
(1,000 metric tons) (Percent AVE) (1,000 metric tons) (Percent AVE)
Soybeans for crushing 702 314 1 None Free
Soybeans for food 244 212 5 10 b5
Soybean oil: crude 37 49 ‘4.7 +5.4 None Free
Soybean oil: refined 2 0.1 5.4 None Free

Source: USTR, “Final - United States - Korea FTA Texts,” 2007, Tariff Schedule of Korea, Appendix 2-B-1; Global
Trade Information Services, World Trade Atlas Database; official statistics of the U.S. Department of Commerce;
USDA, FAS, “Korea Oilseeds and Products Annual 2007,” February 26, 2007; and USDA, FAS, “Korea Oilseeds and

Products Korean Soybean Oil Antidumping Petition Preliminary Determination 2007,” April 2, 2007.

aCalendar year, January 1 to December 31.

®The Korean importing STE will continue to charge an additional $250 per ton mark-up fee on above-quota

imports.
“The 2006 duty treatment for crude U.S. soybean oil included a 4.7 percent antidumping duty.

Views of | nterested Parties

According to the report of the ATAC for Grains, Feed, and Oilseeds, the majority of its
members endorse the FTA, because of the benefits expected to be realized by most U.S.
producers of oilseeds.*® According to the report, “in summary, Korea is a large and important
market for soybeans, soybean meal and soybean oil, and the tariff reduction will help the
United States achieve market share versus tough competitors such as Argentina and Brazil.”
The report also states that allowing the Korean private sector to import food-grade soybeans
may open the door for sizable imports of U.S. food-grade soybeans in the future.

The American Oilseed Coalition (composed of the American Soybean Association, the
National Cottonseed Products Association, the National Oilseed Processors Association, the
National Sunflower Association, and the U.S. Canola Association) indicated in a letter to
Congress that it strongly supports the FTA between the United States and Korea.” In the
Coalition’s letter, it noted that because of lower cost competition from China and South
America, the United States is not currently a major exporter of soybean meal or soybean oil
to Korea, but states that the FTA offers an opportunity to improve the U.S. competitive
export position in Korea. The letter notes that, moreover, Korea’s tariff on soybean meal will
be eliminated immediately under the FTA; its tariffs on soybean oil phased out in 5 to 10
years; and U.S. food-grade soybean will have access to the South Korean market outside the

STE import monopoly.

3% ATAC for Grains, Feed and Oilseeds, Advisory Committee Report, April 25, 2007.

3 American Oilseed Coalition, letter to Congress in connection with the U.S.-Korea Free Trade

Agreement, July 12, 2007.
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Animal Feeds®

Assessment

The U.S.-Korea FTA would likely result in increased overall U.S. exports of animal feeds
to Korea. The increase, however, is unlikely to have a significant effect on U.S. soybean
meal exports because the modest tariff reduction would not likely improve U.S.
competitiveness substantially. The U.S. soybean-crushing industry could experience
relatively greater benefit from improved market access for U.S. meat exports to Korea under
the FTA as these increased exports would generate greater domestic demand for meal
consumption. Other animal feeds, such as prepared feeds, pet foods, and DDGS, should
experience relatively greater export gains as the United States is already a leading supplier
to Korea and this competitive position should be further enhanced through the immediate
removal of almost all of these tariffs under the FTA (table 3.3).

As aresult of its small arable land mass, Korea is very dependent on imports of animal feed
for its domestic livestock and poultry sectors, which have grown significantly as Korean
consumption patterns have changed over the past several decades as a result of increased
affluence. According to the USDA, Korea’s consumption of beef, pork, and poultry each has
increased in the range of 100 to 400 percent during the period 1990-2006.*' USDA projects
continued increases in Korea’s consumption of these meats, in the range of 14 to 47 percent
over the period 2007 through 2016, which would further increase the demand for imported
animal feeds.*
Soybean meal® is the leading vegetable protein source used in the manufacture of compound
animal feeds in Korea.** Soybean meal imports from the United States have been relatively
small and have declined 24 percent since 2002 (table 3.3) as imports from Argentina, Brazil,
and India have become increasingly price competitive (table 3.4). The removal of a
1.8 percent tariff as a result of the FTA is unlikely to significantly improve the price
competitiveness of the United States compared to these competing suppliers. Of greater
potential importance is the effect of increased market access for U.S. meat exports to Korea.
Increased meat exports and production would likely increase the use of U.S.-produced
soybean meal as livestock feed, which accounts for 98 percent of total domestic soybean
meal consumption in the United States.*

0 Products of chap. 23 of the HTS. This assessment will cover the leading U.S. exports to Korea for this
chapter, which include soybean meal, mixed feeds, pet foods, and distiller’s dried grains with solubles
(DDGS). The products covered in this assessment represent approximately 27 percent of U.S. exports to
Korea in the GTAP “vegetable oils and fats,” approximately 10 percent of U.S. exports to Korea in the
GTAP “beverages and tobacco products,” and approximately 5 percent of U.S. exports to Korea in the “food
products n.e.c.” sectors, and represent less than 1 percent of U.S. imports from Korea in the GTAP “food
products n.e.c.” sector, for 2006.

# USDA, FAS, “Production, Supply, and Distribution Online.”

2 USDA, WAOB, “USDA Agricultural Projections to 2016,” February 2007.

 HTS 2304.00 Oil cake and other solid residues, whether or not ground or in the form of pellets,
resulting from the extraction of soybean oil.

# USDA, FAS, “Korea Oilseeds and Products Annual 2007,” February 26, 2007, 20.

# USDA, ERS, “Briefing Room on Soybeans and Oil Crops—Background.”
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Table 3.3 Animal feed exports to Korea, MFN tariff, and liberalization

2002-06 U.S. 2002-06 2006 2007 FTA
average exports percent U.S.exports base tariff tariff
metric tons change metric tons percent staging
Soybean meal 38,744 -23 60,396 1.8 Immediate duty free
Animal feed preps. 8,034 -8 8,089 5.00r4.2 Mostlyimmediate
duty-free
Pet food 13,293 42 12,680 5.0 Immediate duty-free
Distiller's dried grains with 6,025 35,0242 24,587 5.0 Immediate duty-free
solubles
Total 66,096 9 105,752 N/A N/A

Sources: Official statistics of the U.S. Department of Commerce; and USTR, “Final - United States - Korea FTA
Texts,” 2007, Tariff Schedule for the Republic of Korea.

Note: Includes HS 230330, 230400, 230910, and 230990. “N/A” = not applicable

aPercent change since 2004 because U.S. exports were zero until 2004; Percent increase is from a small base.

Table 3.4 Exporters share of soybean meal exports to Korea

(Percent)

Country 2002 2003 2004 2005 2006
Brazil 43.6 57.0 36.9 60.3 34.7
Argentina 6.7 7.0 7.3 28.3 34.5
India 37.8 214 53.1 9.9 28.0
China 9.3 71 1.8 0.9 1.6
United States 2.2 7.1 0.1 0.2 0.7
Rest of World 04 04 0.8 0.3 0.4

Total 100.0 100.0 100.0 100.0 100.0

Source: Global Trade Information Services, World Trade Atlas Database.

Note: Values may not sum to totals shown because of rounding. Includes HS 2304.

The value of U.S. exports of animal feed preparations* (mixed feeds) to Korea has increased
51 percent over the 2002 to 2006 period.*” The United States has been a leading supplier to
Korea from 2002 to 2006 (table 3.5), and the immediate removal of Korean tariffs (4.2 or
5 percent) as a result of implementation of the FTA would likely improve the U.S.
competitiveness against China and other leading exporters.

The United States is the leading supplier of pet food* exports to Korea, with a market share
of more than 50 percent (table 3.6); Korea is the eighth-largest U.S. export market for pet
foods.* Korea’s pet food consumption is expected to increase over the next several years as
the trend toward pet ownership becomes increasingly popular as disposable incomes
continue to rise and multiple pet households become more common.’® The immediate
removal of the 5 percent tariff on pet food under the FTA would likely allow the United
States to increase its already dominant market share against leading competitors.

% HTS 2309.90 Animal Feed Preparations (mixed feeds, etc.), other than dog or cat food, put up for retail
sale.

4 Official statistics of the U.S. Department of Commerce.

® HTS 2309.10 Dog or cat food, put up for retail sale.

# Official statistics of the U.S. Department of Commerce.

% Phillips, “US Petfood Exports Rebounding,” December 2006, 25.
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Table 3.5 Exporters share of animal feed preparations exports to Korea

(Percent)

Country 2002 2003 2004 2005 2006
China 104 17.7 24.7 17.9 21.0
United States 21.9 19.8 16.2 12.2 16.1
Philippines 0.0 9.7 15.9 23.2 15.3
Netherlands 18.1 12.4 8.6 9.6 8.6
Japan 18.5 14.4 9.4 71 8.1
Rest of World 31.2 26.0 25.2 30.0 30.9

Total 100.0 100.0 100.0 100.0 100.0
Source: Global Trade Information Services, World Trade Atlas Database.
Note: Values may not sum to totals shown because of rounding. Includes HS 230990.
Table 3.6 Exporters share of pet food exports to Korea

(Percent)

Country 2002 2003 2004 2005 2006
United States 46.6 63.5 53.8 55.1 58.6
Australia 35.9 17.5 22.5 21.2 18.6
China 0.8 2.5 4.9 7.8 9.3
France 2.7 3.5 3.9 2.6 51
Rest of World 14.0 13.0 14.8 13.3 8.4

Total 100.0 100.0 100.0 100.0 100.0

Source: Global Trade Information Services, World Trade Atlas Database.

Note: Values may not sum to totals shown because of rounding. Includes HS 230910.

Korea, however, has SPS and technical barriers to trade (TBT) measures that have
constrained U.S. pet food exports. Interpretation and implementation of the FTA’s TBT
chapter and the actions of the standing committee established by the FTA’s SPS chapter
would likely be important to fully realize these gains in market access.”’ As a result of the
U.S. outbreak of bovine spongiform encephalopathy (BSE) in 2003, Korea has banned U.S.
exports of pet foods containing beef or other ruminant products. Additionally, Korea requires
that U.S. exports of pet food containing animal proteins, including fish meal, need to be
certified that they are entirely of U.S. origin. Consequently, animal proteins from other
countries, which could be lower-cost, are prohibited in pet foods. In addition, pet food
importers are required to provide a full ingredient list with percentages of each ingredient
by weight for registration at provincial government offices. The absence of Korean
safeguards to prevent disclosure of this proprietary information has disrupted U.S. exports
of pet food to Korea.™

U.S. exports of distiller’s dried grains with solubles (DDGS) to Korea were negligible until
2004, but have risen sharply since then (table 3.7). A large proportion of DDGS are

*! For additional analysis regarding SPS, TBTs, and other NTMs, see chap. 5 of this report.
32 Nancy K. Cook, director, Technical and Regulatory Affairs, Pet Food Institute, e-mail message
to Commission staff, June 25, 2007.
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consumed domestically by the U.S. livestock industry, but its domestic use is presently
constrained in animal rations because of nutritional limitations such as digestibility, protein
quality, and energy values.” As aresult, the exportable surplus of DDGS has increased with
the expansion of the U.S. ethanol industry, and the United States is now the leading exporter
of DDGS to Korea with a market share of over 60 percent in 2006. The immediate removal
of the 5 percent tariff on DDGS as a result of implementation of the FTA would further
increase the competitiveness of the United States against China, the other primary supplier.
This improved access would be expected to result in DDGS having a greater inclusion in
feed rations in future years as Korea’s feed manufactures seek to diversify sources.™

Table 3.7 Exporters share of distiller's dried grains with solubles exports to Korea

(Percent)
2002 2003 2004 2005 2006
United States 0.2 1.0 14.3 47 1 63.3
99.8 99.0 85.5 52.8 32.9
0.0 0.0 0.0 0.0 3.7
0.0 0.0 0.3 0.1 0.1
Rest of World 0.0 0.0 0.0 0.1 0.0
100.0 100.0 100.0 100.0 100.0

Source: Global Trade Information Services, World Trade Atlas Database.

Note: Values may not sum to totals shown because of rounding. Includes HS 230330.

Views of I nterested Parties

The ATAC for Trade in Grains, Feed, and Oilseeds supports the U.S.-Korea FTA because
Korea is one of the largest U.S. export markets for grains, feed, and oilseeds and is expected
to further expand as a result of the FTA provisions.” The ATAC report also indicates that
members expect enhanced export opportunities for U.S. exports of DDGS with the
immediate removal of the 5 percent tariff in the FTA, the significant potential for greater
usage of DDGS in feed rations, and the expanding supplies of DDGS in the United States.
The report states that the FTA “is not a perfect agreement” primarily because of the
exclusion of rice, and some ATAC members did not support the FTA because of this
exclusion.

The American Soybean Association (ASA)*® and National Oilseed Processors Association
(NOPA)’” have expressed support for the U.S.-Korea FTA because of the immediate duty-
free access provided to U.S. exports of soybeans for crushing and soybean meal along with
the phased tariff elimination for crude and refined soybean oil. ASA and NOPA also support
the FTA because of the expected significant increase in U.S. meat exports, which utilize
soybean meal as a primary protein source.

33 Shurson, “Benefits and Limitations of Using DDGS in Swine Diets,” January 25, 2007.

> ATAC for Grains, Feed, and Oilseeds, Advisory Committee Report, April 25, 2007, 6.

> Ibid.

% American Soybean Assoc., “American Soybean Association Applauds Korean Trade Agreement
(April 3, 2007).”

37 National Oilseed Processors Assoc., “NOPA Strongly Supports Korea Free Trade Agreement
(April 4,2007).”
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The National Corn Growers Association (NCGA)*® stated that the FTA will create new
export opportunities for U.S. exports of corn and coproducts, with DDGS likely to see
significant growth because of the potential for greater usage in feed rations and rapidly
increasing production in the United States. The NCGA reported that it is pleased that the
FTA is expected to increase U.S. pork exports to Korea, but noted that the FTA would not
result in reopening the Korean market to U.S. beef exports. Pork and beef represent large
consuming sectors for corn and coproducts.

The American Oilseed Coalition (composed of the American Soybean Association, the
National Cottonseed Products Association, the National Oilseed Processors Association, the
National Sunflower Association, and the U.S. Canola Association) indicated in a letter that
it strongly supports the FTA.” It states that the United States is not currently a major
exporter of soybean meal or soybean oil to Korea because of lower cost competition from
China and South America, but that the FTA offers an opportunity to improve the U.S.
competitive export position in Korea. The Coalition notes that Korea’s tariff on soybean
meal will be eliminated immediately under the FTA; its tariffs on soybean oil will be phased
out in 5 to 10 years; and U.S. food-grade soybean will have access to the South Korean
market outside the STE import monopoly. The Coalition also views the market access gains
in the FTA for livestock products such as pork, poultry, and dairy as equally important to the
oilseed industry because all of these products use protein meals derived from U.S. oilseed
Ccrops.

Star ches™

Assessment

Unmodified Starches™

The U.S.-Korea FTA would likely result in significantly greater U.S. exports of unmodified
starches to Korea. Unmodified corn starch would likely experience increased exports in the
short term, as the United States would receive immediate duty-free access for a relatively
large volume of exports. Because of relatively smaller volumes of duty-free access, as well
as TRQs and safeguard measures, near-term U.S. exports of other unmodified starches
(wheat, potato, and cassava) to Korea would likely be constrained until these impediments
are eventually eliminated over a 15-year period after FTA implementation.

In Korea, corn starch is the dominant starch produced, followed by sweet potato starch.®
Korea’s leading starch import sources are China (corn and other starches) and Germany
(potato), with the United States as a relatively smaller supplier of starches. Korea presently
maintains very high duties on starch imports and TRQs with prohibitive over-quota tariff

3% National Corn Growers Assoc., “U.S.-Korea FTA Highlights Access and Beef Concerns
(April 3,2007).” Washington, DC: NCGA, 2007.

% American Oilseed Coalition, letter to Congress in connection with the U.S.-Free Trade Agreement,
July 12, 2007.

 The products covered in this assessment represent less than 1 percent of U.S. exports to Korea and U.S.
imports from Korea in the GTAP “food products n.e.c.” sector, for 2006.

®! This assessment is for starches in Harmonized System (HS) chap. 11 that are products of the milling
industry. Dextrins and other modified starches found in HS chap. 35 are not included in this assessment.

2 Fuglie and Oates, “Starch Markets in Asia,” March 26-27, 2002, 3.
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rates. For corn starch, the United States has a very small market share, as the duty-free access
of 12,000 mt provided in Korea’s WTO commitment has been largely filled by China.

Under the FTA, up to 10,000 mt of U.S. exports of corn starch would be able to enter Korea
free of duty, which would grow at a rate of 3 percent per year until elimination in year 15
of the FTA. Corn starch would also have its base and safeguard tariffs reduced over a
15-year period (table 3.8). Because the FT A would provide immediate country-specific duty-
free access of up to 10,000 mt solely to the United States, with subsequent 3 percent annual
growth eventually leading to unlimited access, U.S. access to the Korean market should
improve substantially. Given that recent U.S. corn starch exports to Korea have been less
than the FTA quota allocations, this improved access would allow U.S. corn starch exports
to increase significantly and to gain competitiveness against China, which is the dominant
supplier, accounting for 99 percent of Korean imports in 2006.% Unlike corn starch, exports
of starches manufactured from wheat, potato, cassava (manioc), and other starches would not
be expected to increase substantially in the short term because of limited quota allocations.
Therefore, the near-term improvement in market access afforded by the FTA would only be
minimal for U.S. exports of these starches.

Table 3.8 U.S. starch exports to and market access in Korea

2006 U.S. exports 2006 base FTA tariff First year TRQ or First year safeguard

metric tons tariff percent staging safeguard metric tons tariff percent

Corn 373 226.0 15-year 10,000 221.2
Starch, nesoi 243 800.3 15-year 53 783.2
Wheat 401 50.9 10-year None N/A
Potato 79 455.0 15-year 239 445.3
Sweet potato 0 241.2 15-year 202 236.1
Cassava (manioc) 0 455.0 15-year 433 445.3

Sources: Official statistics of the U.S. Department of Commerce; and USTR, “Final - United States - Korea FTA
Texts,” 2007, Agricultural Tariff Schedule for the Republic of Korea, and Annex 3-A Agricultural Safeguard
Measures, Schedule of Korea.

Note: Includes HS 110811, 110812, 110813, 110814, and 110819.

N/A= not applicable.

Modified Starches

Dextrins and other modified starches® could benefit from the expanded access to the Korean
market,® and exports of these products would increase slightly.® This increase would result
from the eventual elimination of tariffs that currently range from 8 percent ad valorem for
dextrins to 385.7 percent for various modified starches. Complete elimination of tariffs,
however, would not occur until year 13. Korea has a sophisticated prepared foods industry

9 Global Trade Information Services, World Trade Atlas Database.

% Includes products in HS 3505.10. Modified starches are starches from corn, potatoes, or other
agricultures products that are chemically treated to break the starch into smaller molecules (dextrins) or to
attach additional chemical groups. Modified starches are often used in prepared foods to enhance texture or
viscosity.

% APAC for Trade, Agricultural Policy Advisory Committee for Trade Report, April 27, 2007, 2.

% Industry officials, telephone interviews by Commission staff, May 25-28 and June 26, 2007.
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that uses modified starches; however, because the Korean market is relatively small, it is not
as attractive to U.S. companies as other overseas Asian markets such as China and Indonesia,
which have larger populations than Korea.®” Modified starches produced in the United States
tend to be “high-tech,” high-unit-value products that may not be available from Korean
producers, as they currently do not have the same level of technical sophistication as U.S.
producers.®® Two Korean tariff lines covering pregelatinised or swelling starches and
etherified or esterified starches would be subject to TRQs and over-quota duties in excess
of 375 percent ad valorem in year 1. Quantities of these modified starches below the
safeguard quota would be free of duty. In 2006, U.S. exports of dextrins and modified
starches to Korea were $3.0 million and accounted for 4.2 percent of total Korean imports
of these products.” For the Korean tariff lines subject to TRQs and safeguards, the U.S.
exported a total of $1.7 million and 785 mt to Korea,”" well below the quantity that would
trigger the safeguard. Given the typically high unit values for U.S.-produced modified
starches, the low volumes for the quotas would still allow a moderately high value for U.S.
exports.

Views of | nterested Parties

The Corn Refiners Association (CRA),’ a national trade association representing much of
the corn refining industry in the United States, indicated that it supports the FTA as it will
create new market access for corn starch and modified starches. While noting that the duty
phaseouts for corn starch and modified starch last several years, the CRA stated that it was
pleased that the United States was able to obtain country-specific TRQs or safeguards that
will facilitate the export of U.S. corn starch, dextrin, and modified starches. The CRA also
notes that despite the relatively modest amounts of duty-free access provided in the TRQs
for corn and modified starch, the CRA expects that the higher-value specialty starches for
the food, pharmaceutical, and paper industries will fill these TRQs. The CRA estimates the
value of this new market access at approximately $50 million.

Citrus Fruit™

Assessment

U.S. exports of citrus fruit to Korea would likely increase, primarily as a result of tariff
reductions, quota removal, and the reduction of NTMs under the FTA. Korea has maintained
a tariff-rate quota on U.S. oranges since 1997, although since 2004, the in-quota and over-

" Industry official, telephone interview by Commission staff, June 26, 2007.

® Industry official, telephone interview by Commission staff, June 26, 2007.

 The safeguard measures are based on quantity rather than price. The safeguard quotas are equal to the
TRQs except that the safeguards apply until year 13, one year longer than the TRQs.

" Global Trade Information Services, World Trade Atlas Database.

! Ibid.

"2 Erickson, “Re: Investigation No. TA-2104-24: U.S.-Korea Free Trade Agreement: Potential
Economy-wide and Selected Sectoral Effects,” written submission to the USITC, June 21, 2007.

¥ The products covered in this assessment represent approximately 50 percent of U.S. exports to Korea in
the GTAP “fruits, vegetables, nuts” sector, for 2006.
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quota rates have been effectively equalized at 50 percent.”* Korean tariff rates are relatively
high, 50 percent for oranges and 30 percent for lemons and grapefruit. Under the provisions
of the FTA, the Korean 30 percent tariff on U.S. lemons would be phased out over 2 years,
while the 30 percent tariff on U.S. grapefruits would be phased out over 5 years. The
50 percent tariff rate on U.S. fresh oranges exported to Korea between March 1 and August
31 would be phased out over 7 years, with an immediate 20-percentage-point reduction of
the 50 percent tariff in the first year of implementation to 30 percent ad valorem, followed
by 5-percentage-point reductions each year thereafter to complete phaseout in year 7. Korea,
however, would continue to maintain the 50 percent tariff on U.S. oranges imported between
September 1 and March 1, but within that period, Korea would allow a duty-free permanent
TRQ starting at 2,500 mt and increasing by 3 percent per year. This quota is relatively small
compared to total U.S. fresh orange shipments to Korea, accounting for less than 5 percent
of U.S. shipments in 2006.

In addition to these reductions in tariffs, the FTA’s SPS chapter establishes a standing
committee which is intended to address SPS issues related to U.S.-Korea bilateral trade.”
The SPS chapter of the agreement reconfirms the commitment of both parties to use sound
science in the application of SPS measures and generally refers to the WTO SPS Agreement
to establish the means by which such measures would be applied.”® Currently, U.S. fresh
citrus exporters have entered into bilateral protocol agreements with Korea regarding
Septoria, canker, and fruit fly. These protocols, which are outside the FTA framework, are
in place between Korea and individual U.S. states such as California, Arizona, and Florida.
For example, Korea prohibits the importation of fresh grapefruit from Florida unless they are
certified under a bilateral protocol for Caribbean fruit flies, also known as the Caribfly
Protocol.”” The protocol restricts the Florida fruit to a small growing area in Florida that is
certified to be free of fruit flies. Few grapefruits grown in Florida qualify because this area
has been shrinking over the past decade.”

The provisions for fresh citrus fruit would likely have a significant effect on the U.S. citrus
industry by significantly reducing tariffs on U.S. exports to one of the largest export markets
for U.S. fresh citrus products. Fresh oranges accounted for the largest share of U.S. exports
of fresh fruits, vegetables, and nuts to Korea, and fresh citrus of all types accounted for over
half of the value in this category. In 2006, Korea imported approximately $60 million of
fresh oranges, $45 million of fresh grapefruit, and $5 million of fresh lemons from the
United States.” Korea was the third-leading destination for U.S. fresh orange exports in
2006, after Canada and Japan. Korea was the second-leading destination for U.S. fresh
grapefruit exports in 2006 after Japan and the fourth-leading destination for U.S. fresh lemon
exports. In spite of the high tariff rates, U.S. fresh citrus is able to compete successfully in
the Korean market against both domestically grown and imported products. In 2006, the
United States accounted for about 95 percent of overall Korean citrus imports, South Africa

™ Under the orange tariff-rate quota, tariffs of 50 percent are applied within the quota. The size of the
quota increased every year until 2004. The tariff on imports over the quota declined from 84.3 percent in
1997 to 50 percent in 2004. In practice, this eliminated the quota as the tariff was equalized for all oranges.

7 For additional information regarding the FTA’s chapter on SPS, see chap. 5 of this report.

76 For additional analysis regarding SPS and other NTMs, see chap. 5 of this report.

7 USDA, FAS, “Korea, Product Brief, Korean Grapefruit Market Brief 2005,” July 29, 2005, 2; and Doug
Bournique (General Manager, Indian River Citrus League), conversation with Commission staff, Vero
Beach, FL, June 12, 2007

"8 Barnes, Richardson, and Colburn (counsel), written submission to the Trade Policy Staff Committee,
Office of the USTR on behalf of the Florida Citrus Mutual, Florida Citrus Packers, Gulf Citrus Growers
Assoc., and Indian River Citrus League, March 24, 2006.

™ Official U.S. Department of Commerce trade statistics.

3-16



accounted for about 3 percent, Chile about 2 percent, and Australia less than 1 percent.*

Although the United States is a highly competitive exporter of fresh citrus, it owes much of
its market share in Korea, in part, to the fact that Korea bans products from many other fresh
citrus producers based on SPS concerns.

Among citrus products, the largest percentage export increase is expected to be for fresh
lemons. The 30 percent tariff reduction over 2 years would make lemons relatively less
expensive for Korean consumers, potentially increasing Korean demand and U.S. exports.
It should be noted, however, that Korean tariffs are only a small portion of the cost of
marketing lemons in Korearelative to the relatively high overhead in Korean supermarkets.*'

U.S. grapefruit exports would also be expected to grow significantly over the 5 year
phaseout of the 30 percent tariff, particularly California pomelos, which have sold well in
Korea and are prized for their large size, particularly as gifts or ornaments. Grapefruit
exports to Korea would be enhanced further if the SPS issues with Florida, such as the
Mediterranean fruit fly, could be resolved. The United States dominates world grapefruit
exports with about a 70 percent world share of all fresh grapefruits, and would be expected
to be competitive with those from other suppliers.

Orange exports would be expected to increase, but not as rapidly, as much of the U.S.
harvest season falls in the September through February period in which the seasonal TRQ
remains, although the duty-free in-quota amount increases 3 percent per year. The
agreement, however, would have an immediate and significant effect on exports of late-
season U.S. oranges that can be shipped to Korea after March 1, when the tariff would
decline from 50 percent to 30 percent in the first year, and 5 percent per year thereafter.

Anticipated increases in U.S. citrus exports, however, may be hampered by the
administration of the remaining TRQs and other NTMs, which are not specifically addressed
by the FTA. Korea does not grow lemons, grapefruit, or large oranges such as navels or
Valencias. Korea has a domestic citrus industry located on Korea’s southernmost island,
Cheju Island, that grows mainly Unshu tangerines for domestic consumption. This citrus is
a Korean and Japanese variety not grown in the United States, but which the Korean
government historically has protected.*” When Korea first granted an orange quota to U.S.
exporters under the reduced tariff Minimum Market Access quota, the administration of the
quota was given to the Cheju Citrus Grower’s Agricultural Cooperative (CCGAC). CCGAC,
whose members consist solely of domestic producers, has the authority to auction the
quotas.” According to USDA/FAS, this composition of the CCGAC led to an appearance
of a conflict of interest in the administration of the quota.* For example, in some years, the
quota was not fully filled, even though U.S. oranges entered Korea at the over-quota rates.

8 Global Trade Information Services, World Trade Atlas Database.

# Mike Wooton (Vice-President of Corporate Affairs, Sunkist Growers), interview by Commission staff,
Sherman Oaks, CA, June 12, 2007.

82 USDA, FAS, “Korea Citrus Annual,” December 1, 2006, 1.

% The WTO TPRM cites the Jeju Citrus Grower’s Agricultural Cooperative as being an STE whose
products include oranges, mandarins, and tangerines. The WTO TPRM states that the average fill ratio of
tariff quotas is about 70 percent, and that the CCGAC is an STE that either utilized, administered, or
allocated tariff quotas, raising “potential conflicts between their importing interests and those of their farm
constituents.”

% WTO, Trade Policy Review Body (TPRB), “Minutes of Meeting Held on 31 October,”

October 31, 2000.
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Views of | nterested Parties

In its report, the ATAC on Trade in Fruits and Vegetables stated that it is generally
supportive of the agreement and noted that it has long called for an FTA with Korea.** The
ATAC expressed its preference to either phase out, within a reasonable period of time, the
“permanent” seasonal 50 percent duty on U.S. oranges (September 1-March 1) or
substantially increase the annual quota allowed by the TRQ beyond the limited 3 percent
increase. The ATAC also expressed concern with the manner in which Korea has historically
used SPS measures to protect its domestic producers from competition with imports, and
urged that Korea commit to use sound science in the application of these measures. The
ATAC added that the USDA and the USTR need to remain “vigilant regarding possible
future SPS conflicts” and need to act on them as soon as they are identified.

In a submission to the USTR, Florida citrus growers, including Florida Citrus Mutual
(FCM), stated that they have long been concerned that, although the Florida citrus industry
does not compete directly with Korea’s specialized domestic production of Unshu mandarin
oranges, Korea nevertheless “rigidly protects its domestic Unshu industry,” and thus has
been a difficult market for U.S. citrus exporters to access.® Korea, they reported, is a large
and growing market for exports of fresh citrus from the United States, and U.S. citrus
products enjoy strong consumer recognition and acceptance in Korea. The growers noted
that Korea’s tariffs on U.S. fresh citrus remain very high, and in addition, some of Korea’s
SPS measures against fresh citrus from the United States have been “unreasonable” and have
severely restricted trade. FCM commented that, while it recognizes Korea’s right to
safeguard the health of its population as well as its domestic mandarin industry, excessive
SPS measures, in conjunction with Korea’s very high citrus tariffs, have unfairly inhibited
U.S. citrus exports to that growing market. FCM stated that it would support an FTA with
Korea, but only if Korea significantly reduces its citrus tariffs and refrains from imposing
unfair and unscientific SPS measures on U.S. citrus products. FCM said that it has always
found the Caribfly Protocol troubling, applied by Korea as an SPS measure, because there
is no scientific evidence that Caribbean fruit flies are harmful in nontropical climates like
Korea’s.

Noncitrus Fruit®

Assessment

The FTA would likely result in increased exports of U.S. noncitrus fruit as a result of tariff
elimination, quota reduction or elimination and the establishment of a committee to address
SPS issues.* Korea’s average import duty on U.S. agricultural products is about 52 percent

% ATAC on Trade in Fruits and Vegetables, Advisory Committee Report, April 2007.

% Barnes, Richardson, and Colburn (counsel), written submission to the Trade Policy Staff Committee,
Office of the USTR on behalf of the Florida Citrus Mutual, Florida Citrus Packers, Gulf Citrus Growers
Assoc., and Indian River Citrus League, March 24, 2006.

¥ The products covered in this assessment represent approximately 8 percent of U.S. exports to Korea in
the GTAP “vegetables, fruit, nuts” and less than 1 percent of the “food products n.e.c.” sectors, and represent
approximately 81 percent of U.S. imports from Korea in the GTAP “vegetables, fruit, nuts” sector, for 2006.

% For additional analysis regarding SPS and other NTMs, see chap. 5 of this report.
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ad valorem, more than four times the U.S. average.* The immediate removal and gradual
reduction of tariffs on selected goods is expected to benefit U.S. exporters. Expanded U.S.
exports may in turn result in the lowering of market prices for these products, stimulating
increased demand.” Long-standing SPS issues are a major concern for U.S. fruit exporters
and in some cases have effectively halted exports to Korea. The FTA has established a
framework that may provide for the resolution of these issues. If these issues (described
below) are resolved, U.S. exports of noncitrus fruit should grow significantly. While this
increase in exports to Korea would likely be substantial, the impact on the U.S. industry is
likely to be small because of the small size of the Korean market relative to total U.S.
noncitrus fruit production.

The Korean fruit market is described as a sizeable, lucrative, and expanding one where
commodity prices are considered high, but as per capita income has risen, consumers have
shown a willingness to pay premium prices for high-quality U.S. products.”’ As the impact
of the FTA on the U.S. noncitrus fruit industry will vary depending on the product, the
assessment provided below focuses on selected product-specific effects (apples, peaches,
pears, cherries, grapes, raisins, and strawberries).

U.S. apple exports to Korea amounted to only 29 mt in 2005 and 70 mt in 2006, valued at
$21,175 and $82,415 respectively.” The current tariff on all varieties of apples is 45 percent.
U.S. apple exports would likely benefit from the phaseout of tariffs that would begin upon
the implementation of the FTA. The FTA would phase out the 45 percent tariff for the Fuji
variety over 20 years and all other varieties over 10 years. If U.S. apples are given access to
the Korean market and the SPS issues described below are resolved, U.S. apple exports
would also be subject to potential safeguard duties (table 3.9).” Although Korea has a large
apple-producing industry, with 380,000 mt produced in 2005,”* U.S. apples are considered
to be of higher quality and very competitive in terms of price compared to the high apple
prices in the Korean market. Industry representatives have expressed hope that the U.S.-
Korea FTA would bolster the long-term growth of U.S. apple exports to Korea by allowing
exporters to increase their competitiveness.”” Although apples, as well as fresh peaches and
pears, should benefit from the elimination of tariffs as a result of the FTA (table 3.9), the cost
advantages provided by the tariff reductions will likely have minimal impact on U.S. exports
in the short term until SPS issues are effectively resolved.

% Cooper and Manyin, The Proposed South Korea-U.S. Free Trade Agreement, May 24, 2007, 17.

% Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007, 3.

I bid., 41.

%2 Official statistics of the U.S. Department of Commerce.

% The safeguard trigger level would be 9,000 mt for the first 4 years following implementation of the
agreement and, in year 5, would increase by 3 percent per year until the safeguard is eliminated in year 24.
The safeguard duty begins at 45 percent, and would be phased down to 22.5 percent in year 16, where it
would remain until elimination in year 24.

% UN FAO, “Core Production Data,” July 18, 2007.

% Northwest Horticulture Council representative, interview by Commission staff, June 1, 2007.
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Table 3.9 U.S.-Korea trade and tariff liberalization for selected fruit, 2006

U.S. Exports
U.S. exports Korean sharein  MFN applied
to Korea  Total U.S. exports total U.S. exports duty
HTS ltem description (1,000 dollars) (1,000 dollars) (Percent) (Percent) Tariff liberalization schedule
080920 Cherries, sweet or tart, fresh 10,217 216,417 4.7 24 * Immediate elimination
080620 Grapes, dried (including raisins) 5,201 211,085 25 21 * Immediate elimination
080610 Grapes, fresh 3,240 664,500 0.5 45 * May 1-Oct. 15:17-year linear
* Oct. 16—April 30: Reduced
immediately to 24 percent and then
removed in 4 equal annual stages
beginning in year 2
081110 Strawberries, frozen, uncooked, or cooked by 223 25,892 0.9 30 * 5-year linear
steaming or boiling in water, whether or not
sweetened
080810 Apples, fresh 82 560,781 0.0 45 * Fuji variety: 20-year linear
* All other fresh varieties: 10 year linear
* Also subject to safeguards.
080820 Pears and quinces, fresh 58 132,970 0.0 45 * Asian variety: 20-year linear
* Other fresh varieties: 10-year linear
080930 Peaches, including nectarines, fresh 0 132,260 0.0 45 * 10-year linear
081010 Strawberries, fresh 0 280,736 0.0 45 » 9-year linear
U.S. Imports
Imports from Korean share in MFN applied
Korea  Total U.S. imports total U.S. exports duty
HTS ltem description (1,000 dollars) (1,000 dollars) (Percent) (Percent) Tariff liberalization schedule
808204000 Pears and quinces, FRESH, entered during the 20,833 66,445 314 0.3 cents per » Immediate elimination
period from July 1 to March 31 of the following kg

year

Sources: Official statistics of the U.S. Department of Commerce; and USTR, “Final - United States - Korea FTA Texts,” 2007, U.S. Tariff Schedule and Korea Tariff Schedule.



Market access in Korea for several U.S. noncitrus fruit products has been hampered by SPS
issues as well.” SPS issues, including alleged pests and diseases, such as codling moth and
fire blight, have effectively halted U.S. apple exports to Korea.”” Exports of fresh peaches
have been halted as a result of specific SPS concerns, primarily fumigation protocols. U.S.
exports of fresh pears have also been prohibited from entering the Korean market because
of SPS issues that are naturally endemic to the Northwest pear growing industry. The
proposed FTA would establish a Committee on Sanitary and Phytosanitary Matters in order
to resolve SPS issues through science and risk-based assessments. If these SPS issues are
resolved, then the industry predicts that the market has tremendous potential for U.S.
exporters. An industry representative also stated that the resolution of these issues, along
with the phasing out of tariffs, could lead to potential apple exports of between $500,000 and
$1 million in the first year following the resolution of these issues.”® The industry notes,
however, that the effect on U.S. peach exports will likely be small if the protocol requires
fumigation using methyl bromide, because U.S. industry is concerned that methyl bromide
detracts from the product’s quality.” An industry representative also estimates that if a
science-based protocol is established and can resolve the naturally endemic SPS issues
without exorbitant costs to the fresh pear industry, exports to Korea would increase to
between $500,000 and $680,000 in the first year.'®

Exports of cherries to Korea have grown significantly, averaging year-over-year growth of
over 40 percent per year since 2003. This growth was initially spurred by the fact that, in
2004, all varieties of cherries were permitted for import into Korea. Prior to that only Bing
variety cherries were permitted into the market.'”" In recent years, U.S. cherries have had an
85-percent market share in Korea.'” U.S. fresh cherry exports would likely benefit from the
immediate elimination of Korea’s 24 percent tariff upon the implementation of the FTA.
According to industry representatives, the immediate elimination of the tariff would equate
to a cost decrease of approximately $0.75 to $0.90 per 1b.'” In total, U.S. cherry exports
would be expected to increase by 3040 percent or approximately $3.5 million the first year
following the implementation of the FTA.'*

Upon implementation of the FTA, both out-of-season (October 16—April 30) and in-season
(May 1-October 15) fresh grape exports would likely benefit from tariff reductions. Out-of-
season grapes would benefit from a more accelerated schedule (table 3.9). The majority of
U.S. fresh grapes are imported from October through January'® and would therefore benefit
from the out-of-season tariff reduction. Korean domestic fresh-grape production is the
primary source of competition for U.S. grapes in Korea. The Korean domestic industry is
significant in size, producing 360,000 mtin 2005.'° Korean growers generally harvest in late
summer and early fall, similar to when American growers harvest. The California growing
season, however, is slightly longer and extends through the late fall which, along with the
tariff reductions, would allow U.S. grapes to gain market share during the months when

% According to official statistics of the U.S. Department of Commerce, exports of fresh apples, pears, or
peaches to Korea have not exceeded $100,000 over the past 5 years.

7 Hansen, “Korean Agreement Reduce Fruit Tree Tariffs,” May 15, 2007.

% Northwest Horticulture Council representative, interview by Commission staff, June 1, 2007.

% Industry representative, interview by Commission staff, June 11, 2007.

1% Industry representative, interview by Commission staff, June 6, 2007.

""" USDA, FAS, “Korea Product Brief, Fresh Stone Fruit 2005,” February 1, 2005.

2 USDA, FAS, “Republic of Korea Product Brief, Produce Market Brief Update 2005,” October 5, 2005.

19 Powers, written submission to the Trade Policy Staff Committee, Office of the USTR, March 14, 2006.

1% Northwest Horticulture Council representative, interview by Commission staff, June 1, 2007.

1% USDA, FAS, “Republic of Korea Product Brief, Produce Market Brief Update 2005,” October 5, 2005.

1% UN FAO, “Core Production Data,” July 18, 2007.
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Korean grapes are much more costly and the counterseasonal Chilean product is not yet in
the market.'"” It is expected that the tariff reduction would allow U.S. exporters to be more
price competitive compared to the Korean industry and other suppliers, such as Chile, and
as a result expand their market share and increase the volume of exports to Korea.'”® For
example, the California Table Grape Commission states that the FTA “provides improved
access for California table grapes to the emerging South Korean market”; and that
“California table grapes will be more competitive with Chilean grapes.”'”

Raisin exports would likely benefit from the immediate elimination of Korea’s 21 percent
tariff upon implementation of the agreement. The United States is the primary supplier to
Korea and supplied approximately 94 percent of all Korean raisin imports in 2006.'"°
According to industry sources, in recent years U.S. raisin producers have been exporting
approximately one-half of the peak volumes of raisins that were exported to Korea in the
early 1990s.""" According to one industry source, the tariff elimination and resulting higher
margins would allow industry associations to increase their in-country promotional efforts,
which, combined with lower prices for the consumers, could increase raisin exports to
approximately 12 million pounds from the 7.17 million pounds that were exported in 2006." ">

Frozen strawberry exports would likely benefit from a 5-year linear reduction of the current
30 percent tariff upon the implementation of the FTA. U.S. frozen strawberries have a small
foothold in the Korean market despite the 30 percent tariff, strong competition from China,
and a large, but high-cost, domestic industry.'” As a result of China’s significant cost
advantage, even with the tariff elimination, U.S. exports are not expected to gain market
share for those purchasing based on cost. U.S. frozen strawberry exports, however, serve the
high-quality, ready-to-eat market.'"* Consequently, as the price for the consumer decreases
for high-quality frozen strawberries from the United States as a result of the tariff
elimination, demand and exports would be expected to increase slightly.'"

Upon the implementation of the FTA, fresh strawberries would benefit from a 9-year linear
reduction of the current 45 percent tariff. Despite the large Korean domestic industry, the
United States (primarily California) strawberry season complements the Korean season. The
Korean harvest season ends in June, while the U.S. season peaks in June and continues into
the fall; this results in exports throughout the late summer and fall when Korean domestic
production is essentially inactive. Fresh strawberry exports to Korea, however, have
traditionally been limited because of high transport costs. Fresh strawberries require air
freight shipping in order to maintain freshness. The decreasing FTA tariff rates are expected

17 Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007, 24.

1% California Table Grape Commission representative, interview by Commission staff, June 6, 2007. In
2004, Korea and Chile implemented an FTA.

19 California Table Grape Commission, written submission to the USITC, June 25, 2007.

110 Global Trade Information Services, World Trade Atlas Database.

" According to industry sources, the decline from the peak of business was brought on by two factors.
First, the industry closed its industry representatives office and as a result the industry withdrew from
actively promoting the product in the market. Second, the increased promotional efforts of competing groups,
such as other dried fruit and nut groups, caused California raisins to not be the product of choice within the
baking and confectionary communities.

"27.S. industry official, interview by Commission staff, May 31, 2007.

'3 Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007, 26.

114 Ready-to-eat type frozen strawberries refer to those that are one processing step away from being in
the desired final form. Generally, U.S. exports of frozen strawberries are the high-quality strawberries used
for products such as ice cream, smoothies, and baked goods.

5U.S. industry official, interview by Commission staff, June 11, 2007.
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to offset some of these transport costs. As a result, U.S. exports of fresh strawberries are
expected to increase.'"

In general, Korea’s noncitrus fruit exports are limited and U.S. imports from Korea have
been negligible, as Korea’s position as a net importer of agricultural products has become
more pronounced. Imports of noncitrus fruits from Korea generally have very little impact
on the domestic industry and Korea is considered to have limited potential to expand its
already small fruit exports to the United States.''” The Commission’s economy-wide analysis
of the long-term effects of tariff and TRQ liberalization indicate U.S. imports of vegetables,
fruits, and nuts (of which the products included here represent a large component) could
increase by $2—4 million (4-10 percent).''® Although Korea exports a large quantity of fresh
pears to the United States, which would benefit from the immediately elimination of the
0.3 cents per kilogram tariff, the majority of pear imports from Korea are of the Asian
variety, which compete only to a limited extent with domestic production. Consequently,
Korean exports of Asian-variety pears may gain a slight advantage in their market niche as
a result of the tariff elimination at the expense of other U.S. import sources, primarily
China.'"

Views of | nterested Parties

The report of the ATAC on Trade in Fruits and Vegetables stated that members were pleased
with the agreement and, on the whole, see it as a positive agreement for the fresh fruit
industry. The report notes that many of the tariff concessions were difficult to obtain and
states that it will result in benefits for many fruit producers. The report expressed concern
with Korea’s past record of using SPS measures to protect its domestic producers and
recommended that negotiators continue to identify and resolve existing and future SPS
conflicts.'?

Despite concerns regarding the lack of explicit resolutions for various SPS issues, several
industry associations expressed support for the FTA.'?! The associations stated that they see
the SPS agreement as a framework that may provide an avenue to resolve SPS issues in the
future. They added that the potential to resolve these SPS issues, along with the accelerated
tariff elimination schedules, will provide for further access into the Korean market for U.S.
exports of noncitrus fruit.

"¢U.S. industry officials, interviews by Commission staff, June 11, 2007.

7 Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007, 1.

"8 Impact relative to an estimated 2008 base. See chap. 2 of this report for additional information
regarding the economy-wide analysis.

19U.S. industry officials, interviews by Commission staff, June 6, 2007.

120 ATAC on Trade in Fruits and Vegetables, Advisory Committee Report, April 2007.

2l Industry representatives (from the Washington Apple Commission, the Northwest Horticulture
Council, the California Cherry Advisory Board, the Northwest Pear Bureau, California Table Grape
Commission, the California Raisin Marketing Board, the California Strawberry Commission, and the
California Tree Fruit Agreement) interviews by Commission staff, June 2007.
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Potato Products'?

Assessment

The U.S.-Korea FTA would likely result in increased U.S. exports of certain potato
products'® to Korea, especially in the near term for frozen potato products (primarily french
fries) with the elimination of the 18-percent duty. Dehydrated (dehy) potato products and
fresh potatoes for chipping,'** would also benefit from reduced duties and increased TRQ
allocations under the FTA. Increased U.S. exports of some potato products to Korea may be
hampered by NTMs, and the potential impact of the FTA on frozen and other potato products
depends upon the successful implementation of SPS-related provisions of the FTA, as well
as the identification and resolution of problems associated with rules-of-origin and TBT
issues.'”® Some industry representatives have expressed concern regarding these issues.'*®

Frozen Potato Products

Global competition in international frozen-potato products’ markets is intense and U.S.
products compete in Korea with products from Australia, Canada, the EU, and New
Zealand."?” Korea is the fifth-largest export market for U.S.-produced frozen french fries,'*®
and the United States currently supplies 80 percent of that market.'” This market share is
projected to expand as the elimination of the 18 percent duty provides a competitive
advantage in the near term for U.S. exporters with respect to major competitors."** There
would likely be a small positive impact on the U.S. industry as it strives to fill existing and
new demand for frozen potato products; however, the extent of this impact would likely be
tempered by the large market share already supplied by U.S. product.””' Demand in the
Korean frozen-potato products’ market would be supplied by product produced in the United
States, resulting in little if any effect on U.S. investment within Korea in this sector. The
elimination of the duty may negligibly increase U.S. employment,'** but would likely have
no impact on U.S. consumers. The current 8-percent tariff on U.S. imports of frozen potato
products from Korea would be eliminated, but the tariff elimination would likely have no

122 The products covered in this assessment represent approximately 4 percent of U.S. exports to Korea in
the GTAP “food products n.e.c.” and less than 1 percent of the “vegetables, fruit, nuts” sectors, and represent
less than 1 percent of U.S. imports from Korea in the GTAP “food products n.e.c.” sector, for 2006.

12 Included here are potato seed and fresh potatoes (HS 0710), frozen potatoes (HS 0710.10), dehydrated
potato products (HS 1105), frozen potato products including french fries and other frozen potato products
(HS 2004.10), and other prepared or preserved potato products including chips, granules, and other products
(HS 2005.20).

124 Chipping potatoes are fresh potatoes grown specifically for processing into potato chips.

125 ATAC for Trade in Processed Foods, Advisory Committee Report, April 27, 2007, 4. For additional
analysis regarding TBTs and other NTMs, see chap. 5 of this report.

126 ATAC on Trade in Fruits and Vegetables, Advisory Committee Report, April 2007, 4.

127 APTA, written submission to the House Committee on Ways and Means, April 4, 2007.

128 NPC, “National Potato Council Applauds Completion of U.S.-Korea Free Trade Agreement
(April 3, 2007).”

12 APTA, written submission to the House Committee on Ways and Means, April 4, 2007.

30 Ibid.

131 Also, there may not be much of an additional positive long-term impact on the U.S. industry, as several
competitor countries with frozen potato-product sales in Korea, especially Canada and Australia, are
currently negotiating free-trade agreements with Korea. APTA, written submission to the Trade Policy Staff
Committee, Office of the USTR, March 20, 2006.

132 APTA, written submission to the House Committee on Ways and Means, April 4, 2007.
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effect on U.S. imports of potato products from Korea, as Korea currently has no frozen-
potato processing facilities.'*

Other Potato Productst™

Currently, Korean duties are 20 percent on potato chips, granules, and other prepared potato
products, 27 percent on cooked or uncooked frozen potatoes, and 304 percent on fresh
potatoes, seed potatoes, and dehydrated potato products. Under the FTA, the elimination of
the 304 percent duty on fresh potatoes, seed potatoes, and dehy potato products and the
27 percent duty on frozen potato products would decline in two annual installments and
would be eliminated effective January 1 of year 2. The elimination of the 20 percent duty on
potato chips, granules, and other potato preparations would occur in three annual
installments and be eliminated effective January 1 of year 3.

U.S. industry sources state that Korea has become an important export market for U.S. dehy
potato products, but further significant growth is limited principally by Korea’s TRQ on
dehy products.'> Although the in-quota duty is 5.4 percent, the over-quota duty is
304 percent. According to the American Potato Trade Alliance, this over-quota duty
essentially restricts the dehy market for U.S. exporters.'** Recently, the Korean government
announced an expansion of the existing TRQ on dehy potato products from 10 mt to
60 mt,"” an amount, which, according to a company representative, is still well below
volumes the industry would like to ship.'** Nevertheless, by reducing the restrictions on U.S.
exports of dehy potatoes, the U.S. industry stands to increase its market share in Korea.
Medium-term increases in exports of dehy potato products may, however, be hampered as
the FTA TRQ is easily filled by U.S. exporters,*® and the duty-free in-quota quantity
increases by only 3 percent annually over the following 10 years after FTA
implementation.'*

There may be a small but growing Korean market for sales of U.S. fresh potatoes for
chipping (chipping potatoes). Under the FTA, chipping potatoes from the United States enter
duty-free and quota-free during December 1 through April 30, when Korean domestic
product availability is usually low. In addition, the FT A contains a TRQ on fresh table-stock
potatoes (excluding chipping potatoes and seed potatoes) that limits duty-free entry to 3,000
mtinyear 1, which increases by 3 percent annually each year thereafter; the over-quota duty

133 APTA, written submission to the Trade Policy Staff Committee, Office of the USTR, March 20, 2006.

13 Included here are potato seed and fresh potatoes (0710), uncooked or cooked frozen potatoes
(0710.10), dehydrated potato products (1105), and other prepared or preserved potato products including
chips, granules, and other products (2005.20).

135 APTA, written submission to the Trade Policy Staff Committee, Office of the USTR, March 20, 2006.

136 APTA, written submission to the USITC, June 22, 2007.

B7TUSDA, FAS, “Republic of Korea Product Brief, Market Access Quota Increase 2007,” May 4, 2007, 3.

8 U.S. industry official, telephone interview by Commission staff, May 30, 2007.

13 According to an industry source, current U.S. production for export to Korea is approximately ten
times the 5,000 mt quota. U.S. industry representative, telephone interview by Commission staff,

May 30, 2007.

140 According to Annex 3-A, Agricultural Safeguard Measures, the quota is 5,000 mt. The quota increases
by 3 percent annually and remains in effect for 10 years; within-quota amounts enter free of duty. The
safeguard duty falls 3 percent annually between years 1, 2, and 3, 4 percent between years 3, 4, and 5,

16 percent between years 5 and 6, 7 percent between years 6, 7, and 8, 8 percent between years 8 and 9,
9 percent between years 9 and 10, and goes to zero in year 11.
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rate is 304 percent ad valorem.'" Although seed potatoes are excluded from the TRQ on
fresh potatoes, according to a company representative, these exports are not considered an
important trade item.'*

Currently, only 5 percent of total Korean fresh-potato production is of potatoes for chipping.
Korean chipping-potato production is limited to one variety of chipping potatoes, and then
only if there is a contract with a potato-chip processor for the sale of such production.'*
Thus, supplies of locally produced potatoes for chipping are erratic. U.S. exports currently
account for about 5 percent of the total chipping market.'** Prices for U.S. chipping potatoes
are believed to be more competitive than, and the quality better than, potatoes from
Australia, the other major foreign supplier to the Korean chipping market.'* Increased sales
of U.S. chipping potatoes resulting from the FTA could increase U.S. market share in Korea.
In addition to chipping potatoes, an industry trade association states that Korea is also an
excellent market for expanded sales of potato chips.'*® One industry source indicated that
exports of semifinished chips could increase, especially in larger containers, as they are more
easily shipped than finished chips.'’ The industry source stated that U.S. exports of finished
potato chips are generally not economically feasible, because margins on foreign-market
sales of such chips are small and finished chips have a somewhat limited shelf life.'*

Views of | nterested Parties

In its submission to the Commission, the National Potato Council (NPC) stated that the “U.S.
potato industry strongly supports the implementation of the U.S.-Korea Free Trade
Agreement.”'* It noted that Korea is “an important and growing market for both dehydrated
and fresh potato exports,” and that the FTA “will guarantee market share for U.S. potato
products against our primary international competitors, Canada, New Zealand, Australia and
the European Union.” The NPC added that “the potato industry saw major achievements for
each of its priority products,” which are frozen fries, dehydrated potatoes, and fresh potatoes.
The NPC concluded its submission stating that the “U.S. potato industry stands to benefit
greatly from the U.S.-Korea Free Trade Agreement.”

The American Potato Trade Alliance (APTA) in a submission to the House Committee in
April 2007 stated that it supports an FTA and that tariff reductions will create jobs in the
U.S. potato industry.”® ATPA added that the FTA will allow for U.S. exports to maintain
their dominant market share in an export market that is very competitive and price sensitive.
APTA also stated that an FTA may provide an excellent opportunity for expanded exports
of potato chips. The Snack Food Association (SFA) commented that it supports any efforts

14l There is no negotiated phaseout period after which the TRQ would expire.

2 U.S. industry official, telephone interview by Commission staff, May 30, 2007.

14 USDA, FAS, “Korean Fresh Potato Update 2007,” January 12, 2007.

14 James McCarthy (President & CEO, Snack Food Association), e-mail message to Commission staff,
May 30, 2007.

14 USDA, FAS, “Republic of Korea Product Brief, Produce Market Brief Update 2005,”
October 5, 2005, 4.

146 APTA, written submission to the House Committee on Ways and Means, April 4, 2007.

147 U.S. industry official, telephone interview by Commission staff, May 30, 2007.

148 U.S. industry official, telephone interview by Commission staff, May 30, 2007.

149 National Potato Council, written submission to the USITC, June 19, 2007.

130 APTA, written submission to the House Committee on Ways and Means, April 4, 2007.
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to improve accessability to foreign markets for their products, especially in bulk containers
or in a semifinished state of production.'!

The report of the ATAC for Trade in Fruits and Vegetables reported that members view the
negotiated FTA agreement as generally positive for the U.S. vegetable sector.'** The report
notes that Korea is a net food importer and expresses the view that Korea is likely to increase
food imports from the United States in the future. The report also states that the FTA should
place U.S. vegetable producers in a better position to benefit from agreed-upon tariff
concessions that could provide additional benefits to vegetable export interests.'>* The report
expresses concern, however, with the way in which Korea has used SPS measures in the past
to protect certain industries from import competition, and said that preferential FTA tariff
treatment would do little for improved bilateral trade if SPS barriers continue to be
imposed."**

In its report, the ATAC for Trade in Processed Foods took no position on the U.S.-Korea
FTA. It noted, however, that it strongly endorses the goal of opening foreign markets, the
promotion of tourism, trade, and investment, the expansion of economic opportunity, and
the strengthening of political stability and national security for all nations.'” It also
expressed concern about the creation of special rules of origin, and stated that it was
important to resolve existing SPS and TBT issues."* In its report, this ATAC said that it
endorses the provision for tariff-free status of more than one-half of all food and agriculture
exports (including many processed products) to Korea upon enactment of the agreement, and
the 5-year tariff phaseout program for many other processed foods."”” The report noted,
however, that members were particularly concerned about the possibility that benefits
otherwise accrued to many processed food items would be lost because of continuing
technical trade barriers not addressed in the FTA. The report said that Korea does not allow
the use of a number of U.S. FDA-approved food additives commonly used in the U.S. food-
manufacturing process, preventing export to the Korean market of foods containing such
additives."®

The report of the Agricultural Policy Advisory Committee (APAC) for Trade stated that a
majority of its members believe that the U.S.-Korea FTA will benefit U.S. farmers (including
vegetable farmers). This report states further that priority must be given to comprehensive
agricultural trade reform.' This APAC calls for the elimination of barriers to trade in
agricultural products, through negotiations at the multilateral, regional, and bilateral levels,
for the purpose of improving market opportunities for U.S. agriculture through fairer and
more open trade conditions.'® The report notes that two-thirds of all Korean imports of U.S.-
produced agricultural products will receive duty elimination upon enactment of the
agreement and 90 percent of Korean imports from the United States will be duty-free within
15 years.'®!

31U.S. industry official, telephone interview by Commission staff, May 30, 2007.

132 ATAC on Trade in Fruits and Vegetables, Advisory Committee Report, April 2007, 2.
'3 Ibid., 2-3.

3 Ibid., 4.

133 ATAC for Trade in Processed Foods, Advisory Committee Report, April 27, 2007, 3.
1% Ibid., 4.

7 1bid., 5.

18 Tbid.

139 APAC for Trade, Agricultural Policy Advisory Committee for Trade Report, April 27, 2007, 2.
10 Ibid., 3.

11 Tbid.
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Other Vegetables'®

Assessment

The U.S.-Korea FTA would likely result in increased U.S. exports of a number of fresh and
processed (i.e., frozen, dried, and canned) vegetables'® to Korea, especially in the near term,
although export volumes and associated tariffs vary considerably by commodity.'** U.S.
global exports of most of these items generally have accounted for a small share of U.S.
production and sales, as well as a small share of Korean consumption, but under an FTA
U.S. domestic production and Korean-market sales are expected to increase. The Korean
vegetable market is described as a sizeable, lucrative, and expanding market where
commodity prices are considered high, but consumers have shown a willingness to pay
premium prices for high-quality U.S. products.'®® Consequently, this market offers
significant potential for expanded U.S. fresh- and processed-vegetable exports.'*

Korean duties on the U.S. fresh and processed vegetable products currently range from
5 percent ad valorem on some canned tomato products to 607.5 percent for some dried
beans.'”” Duties on nearly all of these items would be phased out over 2 to 3 years,'*® but
some of these items subject to TRQs. Global competition in the Korean market for U.S. sales
of these vegetables is coming primarily from China but also from Chile. China, supported
by its very large community-based vegetable production areas and its close proximity and,
consequently, lower shipping costs to the Korean market, already accounts for nearly all
Korean imports of certain vegetables and products. China is also likely to become an even
greater supplier of vegetables to Korea in the future,'” especially in light of its recent
partnership with the Association of Southeast Asian Nations (ASEAN) to form an
ASEAN+3 trade group.'” For those U.S. products currently competing in the Korean market
with products from Chile, which already benefit from an FTA with Korea, U.S. producers
stand to gain parity with Chile as a result of the U.S.-Korea FTA.""! Tariff liberalization on
many fresh and processed vegetables would provide a near-term competitive advantage for

12 The products covered in this assessment represent approximately 6 percent of U.S. exports to Korea in
the GTAP “vegetables, fruit, nuts” and approximately 3 percent of the “food products n.e.c.” sectors, and
represent less than 1 percent of U.S. imports from Korea in the GTAP “food products n.e.c.” and “vegetable,
fruits, nuts” sectors, for 2006.

' Included here are fresh, frozen, and canned sweet corn (HTS 0709.90.45, 0710.40, and 2005.80),
canned tomatoes and products (2002.10 and 2002.90), other fresh vegetables (onion sets, onions, and shallots
[0703.10.20 and 0703.10.50]), lettuce (0705.11 and 0705.19), carrots (0706.10.30), other dried vegetables
and mixtures of dried vegetables (0712.90.9002), dried leguminous vegetables (0713.10, 0713.20, 0713.31,
0713.32, and 0713.39), and other processed, frozen vegetables and mixtures of vegetables (2004.90.8580).

' One industry study states that U.S. agricultural exports to Korea under an FTA would expand
substantially, and that exports from California alone could more than double their current amounts within a
few years. Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007, 1.

' Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007.

1 Tbid.

'7 The items covered here, together with their Korean MFN applied duties, are as follows: fresh onions
(135 percent; fresh garlic (360 percent), fresh lettuce (45 percent), fresh carrots (40.5 percent), other dried
vegetables (27 percent), dried peas and chickpeas (27 percent each), dried mung beans (607.5 percent), dried
small red beans (420.8 percent), dried kidney beans and other dried beans (27 percent each), other frozen
vegetables (30 percent), and canned olives (20 percent).

'8 For canned tomatoes and tomato products and other frozen or processed vegetables and mixtures of
vegetables, duties are scheduled to be phased out over 3 years.

' Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007.

170 CRS, “The Proposed South Korea-U.S. Free Trade Agreement (KORUS FTA),” April 23, 2007, 6.

'"! Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007.
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U.S. producers with respect to these major competitors and should enable the United States
to maintain or expand its current small market share.'’? In addition, the lowering of tariffs
and the removal of other trade barriers may result in the lowering of Korean market prices
for these products, which in turn may cause demand to rise.'”” Over a longer period,
however, China would be expected to increase exports of many of these same products to
the Korean market and would likely gain an even greater share of the market and any
growth, possibly at the expense of products from both the United States and other foreign
suppliers.'”

Canned tomatoes and tomato products (i.e., processed tomato products) would likely
experience increased exports, especially in the near term.'” Processed tomato products have
been one of the top ten U.S. agricultural exports to Korea in recent years.'”® The United
States is a global producer and exporter of these products, and is currently a major supplier
of processed tomato products to the Korean market, accounting for 46 percent of the total
Korean market for such products in 2005."” U.S. shipments of canned tomatoes and tomato
products to Korea currently face duties of 5 percent and 8 percent, respectively, and, under
the FTA, these duties would be eliminated at the beginning of the third year after
implementation. U.S. processed tomato products’ exports to Korea account for only
5 percent of total U.S. processed-tomato exports, leaving substantial U.S. supplies (both
from increased U.S. production and from trade diversion) from which to draw for greater
exports to Korea in the near future.'” In addition, U.S. exports are supported by the lack of
a domestic processed-tomato-products industry in Korea. Any projected increase in trade,
however, is not expected to have as great a long-term effect on the U.S. industry, in part
because Korea expects to have an FTA in place in the next year or so with the EU, the other
major global supplier of processed tomato products to Korea. In the event that an EU-Korea
FTA were concluded, a U.S.-Korea FTA would help U.S. exporters maintain market share.

U.S. exports of sweet corn (fresh, frozen, and canned corn) would also likely increase with
an FTA.'” Korean import duties on fresh or frozen corn and canned corn are high at
27 percent and 17 percent, respectively. The United States has been a global producer and
exporter of this product for many years. Korea, with little or no domestic production but with
a stable consumer preference for U.S. product, has relied on imports from the United States
to satisfy market demand; this is especially true for canned corn because of its ease in
shipping and relatively long shelf life. Increased U.S. exports of fresh and frozen corn,
however, may be hampered by the need for greater care in handling and the attendant higher
shipping costs relative to exports of canned products.

172 APTA, written submission to the House Committee on Ways and Means, April 4, 2007.

' Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007.

17 Also, any projected increase in U.S. exports to the Korean market could be negatively affected by
Korean FTAs currently being negotiated with Canada, India, Japan, and Mexico, as well as possibly with
New Zealand and Australia. Lee and Sumner, “The Prospective Free Trade Agreement with Korea,”
January 2007.

'3 Included here are tomatoes prepared or preserved otherwise than by vinegar or acetic acid, whole or in
pieces (HTS 2002.10) and tomato paste and other tomato products including puree (2002.90); not included
here are ketchup and other canned tomato-based sauces (2103.20).

17¢ Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007.

77 Tbid.

'8 Tbid.

' Included here are fresh sweet corn (HTS 0709.90.45), frozen sweet corn (0710.40), and canned corn
(2005.80).
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U.S. exports of other fresh and processed vegetables would likely increase as a result of tariff
elimination and trade-barrier removal under the FTA. Gains would be tempered, however,
by small duty-free in-quota TRQ quantity increases that would be phased in over 10 or more
years and be accompanied by very large over-quota duties.'® In the Korean fresh-vegetable
market sector, the United States has maintained a 5-percent market share in recent years.'®'
Driven by increasing demand, U.S. exports of lettuce have been rising in recent years despite
the high 45 percent tariff, mainly because U.S. lettuce exports enter during the Korean off-
season for field-grown lettuce, when Korean-produced lettuce is a high-priced, greenhouse-
grown product.'®?

Other U.S. products are believed to be price competitive in the Korean market with other
imports and with vegetables produced locally. In some cases, little or no competition exists
for some U.S. vegetables.'® Korean consumers may be more likely to purchase certain fresh
vegetables such as artichokes and asparagus not customarily consumed in Korea because of
their appeal as healthy foods and their falling prices as duties are eliminated.'® Demand for
other foods, such as canned pickles or pickled relish, has fallen in recent years as consumers
look to new and different foods.'® Also, for items such as canned olives, where Spain and
Italy recently accounted for 76 percent and 14 percent, respectively, of Korean consumption,
the FTA would not be likely to boost U.S. exports.'®

Even with the elimination of duties and other barriers under the FTA, U.S. products would
face a number of obstacles to gaining greater share of the Korean market. Some of the fresh
vegetables covered here are perishable (i.e., fresh sweet corn, onions, lettuce, and carrots),
and success in exporting these products to Korea may be limited by the costs and logistics
involved in keeping the products refrigerated during transport to Korea. In addition,
increased U.S. exports of fresh and processed vegetables may continue to be subject to
TBTs, quotas, licensing requirements, and SPS measures.'"’

The FTA would unlikely significantly affect U.S. vegetable imports from Korea. Korean
vegetable exports have little potential for expansion in light of the large number of small
farms and the shrinking share of the Korean economy held by agriculture.'® Consequently,
the elimination of high U.S. duties on a number of products (e.g., fresh garlic, certain fresh
root crops, and other miscellaneous fresh vegetables) may create incentive for Korean
exporters, but is unlikely to result in greatly increased U.S. imports. Canned mushrooms,
however, could increase if Korean producers were to modernize mushroom-growing and
canning facilities, although Korean sales in the U.S. market would have to compete with

18 Included here are onion sets and other onions (HTS 0703.10.20 and 0703.10.50), lettuce (0705.11 and
0705.19), carrots (0706.10.30), dried leguminous vegetables (0713.10-0713.39), other dried vegetables
(0712.90.9002), other processed frozen vegetables (2004.90.85780), and canned olives (2005.70).

181 USDA, FAS, “Republic of Korea Product Brief, Produce Market Brief Update 2005,” October 5,
2005, 2.

1821 ee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007.

18 USDA, FAS, “Republic of Korea Product Brief, Produce Market Brief Update 2005,” October 5,
2005, 2.

1% Lee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007.

18 USDA, FAS, “Korea Product Brief, Condiments, Sauces, and Salad Dressings 2005,”

November 1, 2005, 2.

1% 1ee and Sumner, “The Prospective Free Trade Agreement with Korea,” January 2007.

'8 For additional analysis regarding SPS, TBTs, and other NTMs, see chap. 5 of this report.

'8 USDA, FAS, “Korea Product Brief, Produce Market Brief Update 2005,” October 5, 2005.
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product from China, a global mushroom producer currently commanding the greatest share
of the U.S. market.'®

Views of | nterested Parties

The California Tomato Growers Association, Inc., made up of growers of tomatoes for
processing, states that the FTA could result in California processed-tomato industry sales to
Korea of $15 million annually as compared with sales of $11.2 million in 2004."”° The
association states that, although it has been successful in the past at exporting processed
tomato products to Korea, it identified three major issues that will affect future success at
export sales: (1) Korean tariffs, (2) Korean import and inspection procedures, and (3) Korean
government enforcement actions. '’

The American Dehydrated Onion and Garlic Association expressed opposition to the FTA
in a written submission to the Commission. The association cited potential harm to the
industry from rising imports of dehy onions and garlic.'”? It points out that the industry
continues to struggle with rising levels of lower-priced imports from China and other
countries, and that the FTA is unlikely to provide any opportunity for U.S. exports of dehy
onions or garlic to Korea, a market already supplied by products from China. The association
stated that U.S. imports of dehy onions and garlic are subject to high U.S. duties and,
although there have not been any appreciable import volumes recorded in recent years,
members of the industry are concerned with the possibility that imports from China
transshipped through Korea could rise dramatically.'”

The American Mushroom Institute (AMI),"** which represents U.S. growers and processors
of cultivated mushrooms, expressed concern about the potential for Korea, historically a
global producer and exporter of canned mushrooms and already well established in the
growing, canning, and exporting of mushrooms, to ship large amounts of canned mushrooms
into the U.S. market in both the near term and well into the future. AMI also expressed
concern about the effectiveness of regulations preventing transshipments of canned
mushrooms from China through Korea.'”

In its report on the FTA, the ATAC for Trade in Fruits and Vegetables stated that the
negotiated agreement would generally be positive for the U.S. vegetable sector.'® The report
noted that Korea is already a net food importer and likely will grow even more dependent
on food products imported from the United States in the future. The report also said that the
FTA should place U.S. vegetable producers in a better position to benefit from agreed-upon

'8 1.S. industry official, telephone interview by Commission staff, May 24, 2007.

190 California Tomato Growers Assoc., written submission to the USITC, June 25, 2007.

1 Tbid., 1-4.

192 Ringwood (counsel), “Submission to the USITC regarding the U.S.-Republic of Korea Free Trade
Agreement: Potential Economy-wide and Selected Sectoral Effects,” written submission to the USITC on
behalf of the American Dehydrated Onion and Garlic Assoc., June 19, 2007.

193 Ringwood (counsel), “Submission to the USITC regarding the U.S.-Republic of Korea Free Trade
Agreement: Potential Economy-wide and Selected Sectoral Effects,” written submission to the USITC on
behalf of the American Dehydrated Onion and Garlic Assoc., June 19, 2007.

94 U.S. industry official, telephone interview by Commission staff, May 24, 2007.

93 U.S. industry official, telephone interview by Commission staff, May 24, 2007.

1% ATAC on Trade in Fruits and Vegetables, Advisory Committee Report, April 2007, 2.
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tariff concessions that could accrue additional benefits to many vegetable export interests. '’

The report, however, expressed concern about how Korea has used SPS measures in the past
to protect certain industries from import competition; it further noted that preferential FTA
tariff treatment would do little for improved bilateral trade if Korea imposes SPS barriers in
the future."®

In its report on the FTA, the ATAC for Trade in Processed Foods took no position on the
agreement, but said that it strongly endorses overall trade goals of opening foreign markets,
promoting tourism, trade, and investment, expanding economic opportunities, and
strengthening political stability and national security for all nations.'” The report also noted
concern about the creation of special rules of origin and about the importance of resolving
existing SPS and TBTs.** The report stated that members are particularly concerned that
benefits that would otherwise be gained by processed food exporters would be lost because
of continuing technical trade barriers not addressed in the FTA. The report noted that a
number of U.S. FDA-approved food additives commonly used in the U.S. food-
manufacturing process are not permitted for use in Korea, and said that this would result in
the denial of entry into the Korean market of foods containing such additives.*"'

In its report, the APAC for Trade said that the U.S.-Korea FTA will benefit U.S. farmers
(including vegetable farmers) by increasing their export opportunities following the
elimination of tariff and nontariff barriers. The report also said that priority must be given
to comprehensive agricultural trade reform.*” It called for the elimination of barriers to trade
in agricultural products for the purpose of improving market opportunities for U.S.
agriculture through fairer and more open trade conditions.*”

Tree Nuts (Pistachios, Almonds, and Walnuts)**

Assessment

The U.S.-Korea FTA would likely have a significant positive impact on U.S. exports of tree
nuts to Korea. The immediate elimination of Korea’s current high tariffs on certain raw tree
nuts would likely make U.S. tree nuts more price-competitive in the Korean market relative
to other foreign suppliers. The United States is a leading global producer and exporter of tree
nuts, particularly almonds, pistachios, and walnuts, due to their high quality. An increase in
exports of U.S. tree nuts is most likely to benefit producers in California, where the vast
majority of U.S. tree nut production takes place.

Y7 1bid., 2-3.

%8 Ibid., 4.

19 ATAC for Trade in Processed Foods, Advisory Committee Report, April 27, 2007, 3.

2 Ibid., 4.

2! Ibid., 5.

22 APAC for Trade, Agricultural Policy Advisory Committee for Trade Report, April 27, 2007, 2.

2% Ibid., 3.

2% Chestnuts are not included in this assessment as U.S. production is only a cottage industry and the
MEN rate is free. The products covered in this assessment represent approximately 30 percent of U.S.
exports to Korea in the GTAP “vegetables, fruit, nuts” and less than 1 percent of the “food products n.e.c.”
sectors, and represent less than 1 percent of U.S. imports from Korea in the GTAP “food products n.e.c.”
sector, for 2006.
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The U.S.-Korea FTA would immediately eliminate Korean duties of 8 and 30 percent on raw
almonds and pistachios, respectively, imported from the United States. The FTA would
phase out tariffs for raw walnuts as it would eliminate the current 30 percent tariff on shelled
walnuts and 45 percent tariff on in-shell walnuts in equal annual stages over 6 and 15 year
periods, respectively. It would also phase out Korea’s 45 percent duty on processed tree nuts
(e.g., roasted, salted, etc.) in equal annual stages over a 10-year period.

The U.S. tree nut industry is well-positioned to take advantage of duty-free treatment under
the FTA. The U.S. tree nut industry exported $2.9 billion in tree nuts to all countries in 2006,
$72 million of which was shipped to Korea, the eighth-largest market for U.S. exports of tree
nuts. Strong demand for tree nuts in domestic and international markets, buoyed by
consumer recognition of the health benefits associated with most tree nuts, has kept tree nut
prices high and has influenced U.S. production increases. As a result, U.S. exports of tree
nuts are an important component of the U.S. industry’s revenues. In recent years,
approximately 50 percent of U.S. production of walnuts and pistachios and 70 percent of
U.S. production of almonds have been exported. While other countries produce more of
certain varieties of tree nuts than the United States, such as China (walnuts) and Iran
(pistachios), nuts produced in those countries are typically of lower quality than U.S. nuts.**”

The United States is the largest global producer and exporter of almonds. U.S. production,
at almost 500,000 mt in crop year 2006/07 (marketing year) dwarfs the world’s second-
largest producer, Spain, which produced 62,000 mt in marketing year 2006/07.2° The United
States supplied over 97 percent of Korean imports of almonds during 2001-06 and faces
little competition in the Korean market. The duty elimination in the FTA will likely lower
the U.S. price for almonds in the Korean market, likely increasing demand and enabling U.S.
producers to export larger volumes of almonds to Korea.

The elimination of the 30 percent import tariff on U.S. pistachios would likely make U.S.
pistachios more price competitive in the Korean market vis-a-vis those of other sources. The
United States is the second-largest global producer of pistachios after Iran. Products of both
countries typically compete in similar markets, although in recent years, Iranian quality
problems related to high levels of aflatoxin have led to a loss of half its market share in the
EU.*Iran’s difficulty in exporting pistachios to the EU contributed to increased competition
for pistachios in other global markets, such as Korea. The United States provided 43 percent
of Korean imports of pistachios in 2006, down from 90 percent in 2001. Iran has
increasingly supplied the Korean market and, in 2006, supplied 56 percent of the Korean
import market for pistachio imports, up from 2 percent in 2002.>*® U.S. pistachio producers
estimated that the Korean market could grow to $6—7 million under the FTA, an increase
from the $2 million in 2006.*”

25 A common quality issue for tree nuts is the presence of aflatoxin, a naturally produced carcinogen
found in mold that can be exacerbated by poor orchard and handling practices.

2 Cracker, The, “Estimated World Almond Production,” April 2007, 54.

27 Songer, “New research blames beetle for aflatoxin in U.S. pistachios,” March 23, 2007, 5. Globally,
individual country tolerance limits for aflatoxin in tree nuts are in the 10-20 parts per billion (ppb) range;
however, the EU, traditionally a large tree nut importer, maintains a 4 ppb tolerance limit for aflatoxin in
most tree nuts. As a result, some global suppliers, such as Iran, have been plagued by rejected shipments of
their nuts into the EU.

2% Tran exported no pistachios to Korea in 2001.

2% Herman, testimony before the Trade Policy Staff Committee, Office of the USTR, March 14, 2006.
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Similarly, the phase out of Korean tariffs on imports of U.S. walnuts would likely lead to
increased price competitiveness of U.S. walnuts in Korea relative to other suppliers. Korea
isnot a significant producer of walnuts; Korean production averaged approximately 1,000 mt
during the years 2001 to 2005.%'° U.S. exports of walnuts to Korea during the years 2001 to
2004 accounted for 70-90 percent of the Korean market. Since 2004, however, U.S. market
share has fallen as Vietnam has increasingly supplied the Korean market. Vietnamese
exports accounted for 33 percent of Korea’s imports of walnuts in 2006, up from 6 percent
in 2001.

Views of | nterested Parties

In its report on the FTA, the Advisory Committee on Trade in Fruits and Vegetables
expressed support for the U.S.-Korea FTA in view of the increased opportunities that duty-
free treatment affords to U.S. exporters of tree nuts.*!! In a submission to the USTR in March
2006, Blue Diamond Growers said that the outcome of the FTA is consistent with the
almond industry’s effort to obtain worldwide duty-free treatment for almonds.?'> Another
industry representative said that the U.S. almond industry views Korea as a high-priority
market for exports because of several factors, including the high degree of health-
consciousness of Korean consumers and a high level of Internet awareness, which allows for
cost-effective advertising by U.S. exporters. Another industry representative stated that U.S.
almond exporters expect an increase of 50 percent or more in exports to Korea by 2010
compared with 2006.%"* Paramount Farms, a grower of pistachio nuts, reported in an April
2007 press release that pistachio producers welcome the immediate elimination of the
30 percent duty on U.S. nuts and view this development as an important step to increasing
exports to Korea.”"*

Dairy Products™

Assessment

The initial economic impact of the U.S.-Korea FTA on U.S. dairy exports®'® to Korea would
likely to be limited because the FTA includes long phaseout periods for most of the
applicable tariffs and creates five dairy TRQs that initially would limit U.S. export volumes.
Over the long term, however, as Korean import tariffs are phased out and all but one TRQ
is eliminated, the FTA would likely provide significant additional access for U.S. dairy

219 UN FAO, “Core Production Data,” July 18, 2007.

2 ATAC on Trade in Fruits and Vegetables, Advisory Committee Report, April 2007, 2.

212U.S. industry official, telephone interview by Commission staff, July 2, 2007.

23 U.S. industry official, e-mail message to Commission staff, July 3, 2007.

214 Paramount Farms, “U.S. Pistachio Growers Welcome Successful Conclusion of Korea-U.S. Free Trade
Agreement (April 2007).”

215 The products covered in this assessment represent 100 percent of U.S. exports to Korea in the GTAP
“dairy” and less than 1 percent of the “food products n.e.c.” sectors, and 100 percent of U.S. imports from
Korea in the GTAP “dairy” sector, for 2006.

2 Dairy products covered in this section include the following HTS tariff lines: 0401.10, 0401.20,
0401.30, 0402.10, 0402.21, 0402.29, 0402.91, 0402.99, 0403.10, 0403.90, 0404.10, 0404.90, 0405.10,
0405.20, 0405.90, 0406.10, 0406.20, 0406.30, 0406.40, 0406.90, 1702.11, 1702.19, 1901.10, 2105.00,
3501.10, 3501.90, and 3502.20.
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exports. Estimates from the Commission’s economy-wide analysis of the long-term effects
of tariff and TRQ liberalization indicate that full implementation of the agreement would
increase U.S. dairy exports by $175-336 million (249-478 percent).”'” Based on current U.S.
exports and Korean protection levels, additional U.S. dairy exports to Korea would likely
consist primarily of cheese, whey, lactose, and infant formula (also known as prepared dry
milk). As aresult of these estimated increases in exports to Korea, the economy-wide model
estimates that output and employment in the dairy sector could increase by 0.2 percent to
0.5 percent.

The Korean dairy industry is currently unable to supply total Korean demand for dairy
products. Fluid milk is supplied solely from the domestic dairy industry, but currently one-
half of nonfluid consumption, which includes powdered milk, is supplied by imports.*'®
Although the total number of dairy cows has expanded rapidly and production per cow has
increased by 2 percent per year since the early 1990s (to 83 percent of the U.S. average),
milk consumption has outstripped supply.*'’ To meet this excess demand, the United States
supplied 17 percent of Korean dairy imports in 2005 and 18 percent in 2006.?* In 2006, the
U.S. dairy industry accounted for 56 percent of Korean whey imports, 17 percent of cheese
imports, and 5 percent of infant formula imports.

Under the Uruguay Round Agreement, Korea converted import quotas for most dairy
products to TRQs, with relatively low in-quota tariff rates and very high, but in some cases
not prohibitive, over-quota rates. During the 10-year implementation period for Uruguay
Round reductions, Korea lowered over-quota rates but did not reduce in-quota rates.*'
Current tariffs for certain dairy exports to Korea are relatively high. For example, dairy
spreads and ice cream are subject to an import duty rate of 8 percent ad valorem; lactose
syrup, 20 percent duty rate; cheeses and infant formula, 36 percent import duty rate; and
whey products (including whey powder and modified whey), 49.5 percent duty rate.

The U.S.-Korea FTA establishes a variety of tariff elimination periods on Korean dairy
imports from the United States. The phase-in periods are generally lengthy, particularly for
those goods that are likely to be competitive in the Korean market, thereby limiting the initial
economic benefit of the agreement. Korea would phase out its current 36 percent duty on
milk and cream and yogurt products over 10 years, its 49.5 percent duty on lactose
(nonsyrup) over 5 years, and its 8 percent duty on ice cream over 7 years; its 20 percent duty
on casein and caseinates over 7 years; and its 8 percent duty on milk albumin over 5 years.
Only modified whey used for animal feed receives immediate duty-free treatment under the
agreement.

The FTA contains five dairy TRQs, all of which provide immediate duty-free treatment for
in-quota quantities and 3 percent annual growth rates of those quantities (table 3.10).>>* The

27 Impact relative to an estimated 2008 base. See chap. 2 of this report for additional information
regarding the economy-wide analysis.

28 T ee, Sumner, and Ahn, “Consequences of Further Opening of the Korean Dairy Market,” 2006, 239.

19 Ibid.

220 California Farm Bureau Federation, “United States-South Korea Free Trade Agreement: What it
Would Mean for California Agriculture,” 14.

2! Tee, Sumner, and Ahn, “Consequences of Further Opening of the Korean Dairy Market,” 2006, 240.

222 The dairy TRQs cover milk powder and evaporated milk, food whey, butter and other fats derived from
milk, cheeses, and prepared dry milk. These TRQs are specific to the United States, although most of these
products are currently subject to first-come, first-serve TRQs when exporting to Korea. All of the TRQs
except the TRQ for milk powder and evaporated milk are eventually eliminated under the agreement, and at

(continued...)
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TRQ for food whey,*” based on current U.S. exports to Korea, would likely be somewhat
restrictive in the short term. The butter and cheese TRQs match current U.S. export levels
and would therefore also likely be restrictive initially. Despite the tariff eliminations and
increases in the in-quota TRQ quantities, competition from Australia and New Zealand in
the milk powder and “prepared dry milk and other” markets would likely hamper increased
U.S. exports to Korea in the short term.

This assessment of the FTA’s likely impact on U.S. dairy exports is similar to findings from
other economic analyses. For example, econometric modeling simulations done by Lee,
Sumner, and Ahn*** show that lowering trade barriers on all dairy imports would result in
increases in Korean imports of dairy fats and nonfat skim milk from all sources, including
the United States. Similar findings are discussed in papers by Peng and Cox**’ and Beghin.**

Table 3.10 Selected Korean dairy TRQs on imports from the United States

Compounded Total Korean
Initial annual annual growth Elimination U.S. exports to imports in
quantity rate year Korea in 2006 2006
(mt) (percent) (mt)

Milk powders and
evaporated milk 5,000 3 None 1,017 8,918
Food whey 3,000 10 2,665 34,336
Butter and other fats
and oils derived from
milk 200 3 10 197 2,087
Fresh, curd grated or
powdered, processed,
and all other cheeses 7,000 3 15 6,848 44,016
Prepared dry milk and
other 700 3 10 210 20,808

Sources: USTR, “Final - United States - Korea FTA Texts,” 2007, Appendix 2-B-1; and Global Trade Information

Services, World Trade Atlas Database.

View of | nterested Parties

The National Milk Producers Federation (NMPF), the U.S. Dairy Export Council (USDEC),
and the International Dairy Foods Association (IDFA) support the FTA and agree that full
implementation of the agreement will provide opportunities for increased U.S. dairy exports

222 (_..continued)

that stage, U.S. exports of those dairy products to Korea would receive duty-free treatment in unlimited
quantities. The TRQ for milk powder and evaporated milk would be subject to a permanent 3 percent
increase compounded annually.

22 Feed whey is given immediate duty-free treatment.

224 Lee, Sumner, and Ahn, “Consequences of Further Opening of the Korean Dairy Market,” 2006,
238-248.

22 Peng and Cox, “An Economic Analysis of the Impacts of Trade Liberalization on Asian Dairy
Market,” 2006, 249-259.

226 Beghin, “Evolving Dairy Markets in Asia: Recent Findings and Implications,” 2006, 195-200.
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to Korea.”” An IDFA official testified at a recent hearing at the USTR that per capita
consumption of dairy products is rising in Korea because young Koreans have a taste for
Western fast foods, such as pizzas, cheeseburgers, and sandwiches.””® He predicted that most
of the increase in U.S. dairy exports to Korea will be in the form of cheese, as local cheese
production is limited by capacity constraints.

M eat (Beef, Pork, and Poultry)*®

Assessment

The U.S.-Korea FTA would likely result in increased U.S. exports of meat**° to Korea. U.S.
meat exports would benefit from the removal of high tariffs upon implementation of the
FTA. In addition, beef and pork imports are subject to safeguard measures,”' rather than
TRQs, which would simplify export procedures by negating the need for U.S. exporters to
apply for import permits or licenses. Increased U.S. imports of beef, pork, and poultry from
Korea as a result of the FTA would not be likely, as Korea does not have any establishments
eligible to export beef, pork, or poultry to the United States and, given that Korea is a large
net importer of meat products, is unlikely to establish export production capacity in the
foreseeable future.*

The Commission’s economy-wide analysis of the long-term effects of tariff and TRQ
liberalization estimates that U.S. beef (bovine meat products) exports to Korea could
increase by $0.6—1.8 billion (58—165 percent) and exports of other meat products, which
include pork and poultry, could increase by approximately $456—763 million
(151-254 percent).”* As a result of these estimated increases in exports to Korea, the
economy-wide model estimates that output and employment in the beef and other meats
sectors could increase by 0.5 percent to 2.0 percent.”** In addition, these estimates for U.S.
meat exports to Korea are based on the assumption of full liberalization and normalization
of trade in meat products.”* This assumption allows for an estimate that measures the

27 IDFA, “Dairy Processors Welcome U.S.-Korea Trade Agreement,” April 10, 2007; and USDEC and
NMPF, “Dairy Groups Praise U.S. Negotiators’ Perseverance in Reaching U.S./South Korea Free Trade
Deal,” April 2, 2007.

22 Hough, written submission to the Trade Policy Staff Committee, Office of the USTR, March 14, 2006.

22 The products covered in this assessment represent 100 percent of U.S. exports to Korea in the GTAP
“bovine meat products” sector and approximately 95 percent of the “meat products” sector for 2006.

2% This section covers meat, comprised of beef, beef-variety meats, pork, pork-variety meats, poultry, and
poultry-variety meats classified in chapters 2, 5, and 16 of the HTS.

2! These safeguard measures on beef and pork are based on quantity rather than price, and function
similar to a TRQ except that they do not require U.S. exporters to obtain import licenses. Therefore, the
safeguard measures afford the Korean domestic producers a degree of protection while they also offer a
market-access mechanism to U.S. exporters that is less administratively burdensome than a TRQ.

#2 USDA, FSIS, “Eligible Foreign Establishments,” June 5, 2007.

23 This GTAP model sector, “meat products n.e.c.,” includes both pork and poultry. Impact relative to an
estimated 2008 base. To isolate the effect of FTA tariff reductions on beef trade from the effects of SPS
issues, U.S.-Korea beef trade is based on 2003 data, the most recent year of normalized trade prior to the
Korean ban on beef imports from the United States. See chap. 2 of this report for additional information
regarding the economy-wide analysis.

2% This increased output in the beef and other meats sectors is also estimated to increase output and
employment in the upstream cattle, etc. and animal products sectors, ranging from 0.5 percent to 2.0 percent.

23 Levels of U.S. beef and poultry exports to Korea are subject to exogenous factors concerning zoonotic
diseases, bovine spongiform encephalopathy (BSE) and highly pathogenic avian influenza subtype HSN1
(bird flu) respectively, that may dampen the estimated increase in U.S. exports (commodity-specific SPS

(continued...)
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potential changes in trade based solely on the removal of tariffs resulting from
implementation of the FTA, and assumes no significant SPS measures that would restrict
access to the Korean market.”*

Tariff elimination under the FTA should positively affect U.S. beef exports. U.S. beef
exports to Korea currently face a 40 percent tariff, which the FTA would phase out in 15
equal annual stages.””” The agreement also includes a safeguard measure that begins at
270 thousand mt and grows 2 percent compounded annually and is eliminated in year 16.**
This initial safeguard quantity is approximately equal to the largest quantity exported by the
United States to Korea, which occurred in 2003, the most recent year of normalized trade
prior to the Korean ban on beef imports from the United States (box 3.1). At current import
unit values, the quantity under the initial safeguard measure would be valued at
approximately $1.0 billion during the first year after implementation of the agreement. The
safeguard measure, based on quantity, performs much like a TRQ, but is advantageous
because it allows U.S. exporters to bypass import permits and licenses. U.S. beef exporters
are globally competitive and well-positioned to take advantage of the tariff removal.

Box 3.1 Key events in recent U.S.-Korea Beef Trade

Sources: World Organization for Animal Health (OIE). Official Animal Health Status, “Bovine Spongiform
Encephalopathy”; Industry officials, e-mail and telephone correspondence with Commission staff, Washington, DC,
June 2007; Johnston, Tom. “South Korea Reopens to U.S. Beef Imports,” June 8, 2007; and USDA, FAS, “Korea
Lifts Suspension of Six U.S. Meat Plants,” June 25, 2007.

Prior to Korea's ban on imports of U.S. beef following the discovery BSE in a Canadian-born cow in the
state of Washington in late 2003, Korea imported an average of 5,670 tons of U.S. beef—primarily “short
ribs”— per month. Product primarily consisted of “short ribs.”

In September 2006, Korea allowed U.S. shipments of boneless beef to resume, albeit with a “zero”
tolerance policy for bone chips or other material considered “at risk.” In addition, Korea will not accept
beef from animals over 30 months of age, which is a more stringent approach than international
standards of the World Organization for Animal Health (also known as the OIE).

In late May 2007, OIE classified the United States as a “Controlled Risk” region for BSE. Controlled Risk
is the second highest safety rating.

Korea rejected the first three shipments of U.S. beef after reopening its market in September 2006 upon
finding bone fragments in several boxes. Typically beef is shipped in prepackaged boxes. U.S. beef is
mechanically deboned, which invariably results in small bone fragments, although this is considered
commercially acceptable in the industry. The entire shipment, instead of the individual boxes, was
rejected.

In June 2007, several boxes of ribs were found in a shipment to Korea resulting in a “stoppage” of U.S.
shipments. After a USDA investigation it was determined that the shipment was safe and was meant for
U.S. domestic sale and mistakenly sent to Korea. Korea is presently accepting U.S. boneless beef and
has indicated that it will only return individual boxes instead of entire shipments.

Negotiations are currently ongoing.

35 (_..continued)

issues are not addressed in the FTA text).
26 For additional analysis regarding SPS and other NTMs, see chap. 5 of this report.
BT USTR, “Final - Untied States - Korea FTA Text,” 2007, Korean General Notes and Annex 2-B.
238 Ibid., Annex 3-A.
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Historically, Korea represents the third-largest export market for U.S. beef and beef variety
meats. Korea accounted for nearly 19 percent of all U.S. beef exports by volume and
21 percent by value in 2003. U.S. beef, due to its marbling, is highly valued in the Korean
market and is commonly prepared in the Korean dish galbi, which is made from beef short
ribs. Beef short ribs have been one of the core beef products exported by the United States
to Korea and represent a high-value product in the Korean market versus its U.S. domestic
use as ground beef, which is worth one-third of the value.*”

The baseline values used in the Commission’s economy-wide estimate of increased beef
exports assume the resumption of beef exports to Korea, which have been limited in recent
years because of SPS measures.”’ Figure 3.1 indicates that increased imports from other
foreign suppliers were unable to entirely fulfill Korea’s 2003 import demand. Because of the
small volume of domestic beef production relative to consumption in Korea, relatively high
tariffs and other restrictions on imports, and the inability of suppliers to fully meet excess
demand,**' Korean consumers witnessed a steep increase in beef prices in the third quarter
of 2004 (figure 3.2). Beef prices have remained high, and Korean consumers pay some of
the highest prices for beef in the world.*** The elimination of tariffs on beef under the FTA
may also increase the price competitiveness of U.S. beef in the Korean market, potentially
increasing demand for U.S. beef.**

The phaseout of tariffs under the FTA should positively affect U.S. pork and poultry exports
to Korea. Current U.S. exports of pork and poultry face tariffs ranging from 18 percent to
30 percent (table 3.11). Despite the current high tariffs, Korea is the fourth-largest export
market for U.S. pork. Moreover, U.S. exports increased by approximately 50 percent by
value in 2006 over 2005. After implementation of the FTA most Korean tariffs on pork
products, with the exception of fresh or chilled pork, would be phased out in equal annual
stages, becoming duty-free in 2014.>** Although tariffs on fresh and chilled pork products
would be phased out in ten equal annual stages, they are subject to a safeguard measure
similar to that for beef.** The initial safeguard trigger level is 8,250 mt and increases by
6 percent annually, reaching 13,853 mt by the ninth year, and is eliminated in year 10.

The increased market access would likely enhance the price competitiveness of U.S. pork
in the Korean market, especially with respect to pork from Chile, which implemented an
FTA with Korea in 2004 that gives Chile duty-free access to the Korean market beginning
in 2014.>* Chile is a major competitor with the United States in the Korean market for pork.
Korea provides a market for many cuts that are less popular in the U.S. market. The tariff
phaseout also provides U.S. producers with an opportunity to enhance sales of value-added
products.*"’

29 Truitt, written submission to the USITC on behalf of the NCBA, June 20, 2007; and Truitt, testimony
before the USITC on behalf of the NCBA, June 20, 2007.

% In addition, industry representative testimony indicated that industry resumption of 2003 export levels
would not pose any difficulty. Truitt, testimony before the USITC on behalf of the NCBA, June 20, 2007.

241 Truitt, written submission to the USITC on behalf of the NCBA, June 20, 2007.

2 Truitt, testimony before the USITC on behalf of the NCBA, June 20, 2007.

¥ Johnston, “S. Korean Cattle Prices Fall as U.S. Beef Imports Rise,” June 18, 2007; and Johnston,
“South Korea Cattle Slaughter Surges,” June 21, 2007.

24 USTR, “Final - Untied States - Korea FTA Text,” 2007, Korean General Notes.

2 Tbid., Annex 3-A.

6 Hayes, “Impact of a U.S.-Korea Free Trade Agreement,” written submission to the USITC,
June 20, 2007.

2T NPPC, written submission to the USITC, posthearing comments, June 27, 2007.
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Figure 3.1 Korea: Beef and variety beef imports, 2001-06
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Figure 3.2 Consumer prices for beef in Korea
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Source: Compiled from monthly beef prices, Korea Meat trade Assocation.

Table 3.11 Korea: Pork and poultry liberalization schedule

Korea base Safeguard
Product tariff FTA schedule measure
Pork bellies, fresh or chilled 22.5 10 equal annual stages 10 years
Shoulders and cuts of swine 30 Equal annual stages beginning on date N/A

agreement enters into force becoming
duty-free on January 1, 2014

Pork (carcasses and half 25 Equal annual stages beginning on date N/A
carcasses), frozen agreement enters into force becoming
duty-free on January 1, 2014

Chicken leg quarters, fresh or 18 10 equal annual stages N/A
chilled

Chicken leg quarters, frozen 20 10 equal annual stages N/A
Chicken breast, frozen 20 12 equal annual stages N/A
Chicken wing, frozen 20 12 equal annual stages N/A

Source: USTR, “Final - United States - Korea FTA Texts,” 2007, Agricultural Tariff Schedule for the Republic of
Korea.

Note: “N/A” means not applicable.
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Views of | nterested Parties

The increased market access would likely enhance the price competitiveness of U.S. pork
in the Korean market, especially with respect to pork from Chile, which implemented an
FTA with Korea in 2004 that gives Chile duty-free access to the Korean market beginning
in 2014.%* Chile is a major competitor with the United States in the Korean market for pork.
Korea provides a market for many cuts that are less popular in the U.S. market. The tariff
phaseout also provides U.S. producers with an opportunity to enhance sales of value-added
products.’*

U.S. poultry exports would likely increase, primarily as a result of tariff elimination under
the FTA. Despite the current tariffs on U.S. poultry exports, the United States exported over
43,000 mt of poultry to Korea in 2006, accounting for a 55 percent market share. Under the
FTA, Korea would phase out the 20 percent tariff on frozen chicken legs, the main chicken
product exported by the United States (globally and to Korea) in ten equal annual stages.
Korea would phase out tariffs on frozen chicken breasts and wings in 12 equal annual stages.

The National Pork Producers Council (NPPC) expressed strong support in a May 2007 press
release for the U.S.-Korea FTA and, stating that the FTA “is the single most important trade
agreement ever for the U.S. pork industry, and it will generate hundreds of millions of
dollars in new export sales.””” The NPPC estimates that by the end of the FTA phase-in
period, total U.S. pork exports to Korea will rise to nearly 600,000 mt, which represents
about twice as much as the amount currently shipped to Japan, the largest export market for
U.S. pork.

The National Chicken Council (NCC), in a written submission to the Commission, expressed
support for the FTA and stated that the FTA will enhance the poultry trade by phasing out
import duties on U.S. poultry. The NCC stated that the bilateral agreement concluded on SPS
measures is equally important to the tariff reductions. NCC noted that Korea agreed to
recognize the equivalency ofthe USDA’s poultry inspection system and to move toward less
restrictive trade arrangements after a detection of highly pathogenic notifiable avian
influenza in U.S. commercial poultry.*"

The National Cattlemen’s Beef Association (NCBA), in a written submission to the
Commission, stated that it would support the FTA if the following issues are resolved: the
Korean market is reopened to U.S. beef, Korea agrees to eliminate tariffs on U.S. beef, and
important SPS issues are resolved. NCBA noted that Korea historically has represented the
third-largest export market for U.S. beef and beef-variety meat, and the prospects for future
growth into Korea are tremendous when taking such factors as exchange rates, economic
growth, and tariff reduction into consideration.?>

In a statement posted to its Web site, the U.S. Meat Exporters Federation (USMEF) stated
that the FTA would be beneficial for U.S. pork exports but that unresolved issues concerning

% Hayes, “Impact of a U.S.-Korea Free Trade Agreement,” written submission to the USITC,
June 20, 2007.

2% NPPC, written submission to the USITC, posthearing comments, June 27, 2007.

20 Appell, “U.S.-South Korea Trade Deal Best Ever For Pork,” May 25, 2007.

2! National Chicken Council, written submission to the USITC, June 5, 2007.

22 NCBA, “United States-Republic of Korea Free Trade Agreement, Testimony of the National
Cattlemen's Beef Association,” written submission to the USITC, June 20, 2007.
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beef remain a major obstacle. USMEF noted the importance of the Korean market to U.S.
beef exporters prior to 2003 when SPS concerns effectively halted U.S. beef exports to
Korea, and said that it expects that the United States can quickly regain its market share if
full liberalization and normalization in beef trade resumed.*’

In a statement posted in its Web site, the American Meat Institute (AMI) said that its support
of an FTA with Korea is dependent upon Korea abiding by international science-based
standards, which it said support full reopening of the Korean market to U.S. beef exports.
AMI stated that once all SPS and normalization of beef trade issues are resolved, AMI and
the beef industry will support the FTA.**

Seaf0od?*®

Assessment

The U.S.-Korea FTA would likely result in increased U.S. seafood exports to Korea,
although any positive impact on the U.S. industry as a whole would likely be small because
of the limited size of the Korean import market relative to total U.S. seafood exports.
Although a relatively high U.S. tariff on oil-packed tuna would be eliminated and a U.S.
TRQ on water-packed tuna would be phased out, the FTA would likely result in only a small
increase in U.S. seafood imports from Korea, given the low average tariffs currently applied
to U.S. seafood imports.

The United States is a large producer, exporter, and importer of seafood. U.S. production of
seafood reached an estimated $6.4 billion in 2005, down slightly from $6.6 billion the year
before. The United States is the world’s sixth largest producer of fish, the world’s second
largest importer, and the fourth largest exporter of seafood.**® In 2006, Korea was the United
States’ third leading export market and twenty-seventh leading import source for seafood.
Although an important global producer, exporter, and importer of seafood, Korea’s fish
industry is substantially smaller than the U.S. industry. Korea is the world’s fifteenth largest
producer and the seventeenth largest exporter of fish and seafood.”’ The United States was
Korea’s third leading export market and fifth leading import source.

The vast majority of Korean seafood imports are dutiable at either 10 percent or 20 percent.
There are a few exceptions, with duties ranging from 5 percent to 63 percent. No imported
seafood is duty-free. Popular seafood products in Korea, such as salmon (frozen fillets as
well as roe), herring, and shellfish, are largely imported, but are subject to high tariff rates
and (in the cases of flatfish, Alaska pollock, and croaker) TRQs. In addition, seafood imports

3 United States Meat Exporters Federation, “Strategic Market Profile: Korea—Beef.”

2% AMI, “AMI Encouraged by Partial Opening of South Korean Market to U.S. Beef, but Disappointed in
Limited Access,” January 13, 2006; and AMI officials, e-mail message to Commission staff, Washington,
DC, May 30, 2007.

23 The products covered here include articles classified in chap. 3 and headings 1604 and 1605 of the
Harmonized Tariff Schedule. The products covered in this assessment represent approximately 96 percent of
U.S. exports to Korea in the GTAP “fishing” and approximately 48 percent of the “food products n.e.c.”
sectors, and represent approximately 57 percent of U.S. exports to Korea in the GTAP “fishing” and
approximately 27 percent of the “food products n.e.c.” sectors, for 2006.

#6USDOC, NOAA, NMFS, “Current Fisheries Statistics report No. 2005,” February 2007, 40-41.

7 Ibid.
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are subject to the same food safety and health regulations applicable to imports of other types
of food.

Most Korean tariffs on seafood imports from the United States (including products
representing an estimated 95 percent of Korean imports from the United States in 2006)
would be staged down to zero in equal annual increments over either 3 years or 10 years.
Tariffs on some items would be eliminated immediately, and those on a few products would
be eliminated over 5 years. The TRQs on flatfish and croaker are to be eliminated in 12 equal
stages over 12 years; the TRQ on Alaska pollock is to be eliminated in 15 equal stages over
15 years.

Elimination of Korean duties on imports from the United States could provide export
opportunities for a variety of frozen fish fillets (e.g., salmon, Pacific cod, halibut), fish roes,
and shellfish products such as a number of Pacific crab species. Elimination of the TRQ on
croaker is not likely to boost significantly U.S. exports, as U.S. croaker production is limited.
More significant for increased export opportunities, however, would be the elimination of
the TRQs on flatfish (flounders, halibut, etc.) and Alaska pollock (the source of surimi, used
for seafood analogs such as artificial crabmeat), because the U.S. industry is a large producer
and exporter of these products.

The Commission’s economy-wide analysis of the long-term effects of tariff and TRQ
liberalization estimates that the FTA could result in an increase in U.S. seafood (economy-
wide model “fishing” sector) exports to Korea of $5-20 million (22-83 percent).”* Such
exports are likely to be value-added products such as roe and frozen fillets, as well as high-
value unprocessed products such as king or Dungeness crab. Because the Korean market is
small relative to total U.S. exports to the world, total U.S. exports would only rise by an
estimated 1 percent. The FTA would, nevertheless, likely be beneficial to the U.S. industry.
The U.S. industry faces little competition from other suppliers to the Korean market for
products such as North Pacific fish and shellfish, and it is likely that much of the gains from
increased exports to the Korean market following tariff and TRQ elimination would accrue
to U.S. exporters.

On the U.S. import side, U.S. tariffs on seafood currently average approximately 0.5 percent
ad valorem, with the majority of products free of duty. Some products are dutiable at
between 5 and 10 percent, including frozen blocks of fish meat, frozen swordfish and
toothfish meat in containers under 6.8 kg, fresh or frozen crabmeat, canned salmon, breaded
fish sticks and portions, boiled clams, and prepared meals containing fish or shellfish. Of
these, only frozen swordfish and prepared meals are currently imported from Korea.
Products dutiable at more than 10 percent include sturgeon livers and roe and caviar
(15 percent), canned sardines in oil (15 to 20 percent), and canned tuna in oil (35 percent).
Ofthese, only tuna in oil is currently imported from Korea. Canned tuna in water is the only
seafood product subject to a TRQ: up to an annual aggregate quantity equal to 4.8 percent
of the previous year’s domestic production. The in-quota tariff is 6 percent, and the over-
quotatariffis 12.5 percent. U.S. imports of seafood, like other food products, also are subject
to FDA inspection and approval.”’ In general, U.S. tariffs on imports from Korea would be

8 Impact relative to an estimated 2008 base. See chap. 2 of this report for additional information
regarding the economy-wide analysis.

2% USHHS, FDA, “Seafood Information and Resources.” See also, USDOC, NOAA, NMFS, “Seafood
Inspection Program.”
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eliminated in ten equal increments over ten years.”® The Commission’s economy-wide
analysis of the long-term effects of tariff and TRQ liberalization estimates that the FTA
would increase seafood (economy-wide model “fishing” sector) imports by less than $1
million (0.3-2.7 percent).*' The elimination of U.S. tariffs on most seafood products would
not likely result in a significant increase in U.S. imports of seafood from Korea, as Korea’s
tuna canning industry has been contracting in recent years.”®*

Views of | nterested Parties

Bumble Bee Foods,”” a U.S. producer of canned tuna, among other foods, stated in a written
submission to the Commission that it opposes any reductions in U.S. tariffs on tuna from
Korea. It reported that it supports the current U.S. duty structure for canned tuna (consisting
of an ad valorem tariff for tuna packed in oil and a tariff-rate quota for tuna packed in water).
It noted that a rise in low-cost imports has led to the decline of the U.S. tuna processing
industry (since 1979 at least ten canneries have closed, with a loss of 20,000 jobs). It stated
that, compared with hourly labor rates of $11.50 and $7.50 in California and Puerto Rico,
respectively, it cannot compete with foreign labor rates as low as $1.75 per hour. Korea,
according to Bumble Bee, has tuna canning operations and could easily divert additional
shipments to the U.S. market should the proposed U.S.-Korea FTA lead to the elimination
of the U.S. tariffs on canned tuna from Korea. Bumble Bee adds that any terms regarding
canned tuna in the proposed agreement should include similar rules of origin as in the
Andean Trade Preference Act, where tariff preferences were given only for tuna harvested
by Andean- and/or U.S.-flag harvesting vessels (thereby offering increased market
opportunities for the U.S. tuna fleet, now that most U.S. canneries have closed).”

Selected Processed Foods®®®

Assessment

The U.S.-Korea FTA will likely result in significantly increased U.S. exports of selected
processed foods to Korea in the medium-to-long term as tariffs on these products are
progressively reduced and eliminated. Given its large urban population, rising affluence, and
lifestyle changes, Korea has a growing market for processed foods and U.S. exporters should

260 Exceptions include tariffs on frozen blocks of fish meat and canned salmon (eliminated over 5 years);
prepared meals containing fish or shellfish (eliminated over 3 years); canned tuna in oil (eliminated in
increasing increments over 10 years), and the TRQ on canned tuna in water (both tariffs eliminated in
increasing increments over 10 years).

261 Impact relative to an estimated 2008 base. See chap. 2 of this report for additional information
regarding the economy-wide analysis.

2 UN FAO.

20 T ischewski, “Written Comments Regarding Canned Tuna,” written submission to the USITC,

June 20, 2007.

%4 The FTA’s rules of origin do not contain special provisions for tuna.

25 Processed foods in this assessment are restricted to bread, pastry, malt extract, mixes and doughs,
cookies, food preparations, soups and broths, sauces, and tomato ketchup. These products are found in HTS
chaps. 19 and 21 and all were determined to be significant, as they each accounted for over $2 million in
U.S. exports to Korea in 2006. The products covered in this assessment represent approximately 18 percent
of U.S. exports to Korea in the GTAP “food products n.e.c.” sector, and represent approximately 37 percent
of U.S. imports from Korea in the GTAP “food products n.e.c.” sector, for 2006.
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benefit under the provisions of this FTA as tariff reductions improve the U.S.
competitiveness in the Korean market. The U.S. industry has noted, however, that several
TBTs, such as restrictive food standards, numerous labeling requirements, and time-
consuming customs procedures, have impeded U.S. exports to Korea for the past several
years.” Interpretation and implementation of the SPS and TBT provisions of the FTA will
likely be critical to fully realizing these market access gains.>’

Despite the NTMs, exports to Korea of most of the processed foods included here have
experienced continued strong growth for the past several years (table 3.12). The food
consumption patterns of the Korean consumer have become very similar to those of U.S.
consumers because of increasing per capita income, increasing participation of women in the
workforce, and a younger, well-traveled generation that is familiar with U.S. brands.**® The
domestic processing industry has insufficient capacity to supply this increasing demand for
processed foods, and imports are expected to increase. For products included in this
assessment, the United States has been one of the leading suppliers to Korea during the years
2002 through 2006; China, the EU, and Japan represent the other major sources.*® Korea’s
total imports of all of these products have shown consistent growth, and the United States

has a significant market share for mixes and doughs, tomato ketchup, and food preparations
(table 3.12).

Table 3.12 Korean imports of selected processed foods

Total From the United States
U.S. share
2002 2006 2002-06 2002 2006 2002-06  of Korean
Product change change imports
Million dollars Percent Million dollars Percent

Mixes and doughs 4.8 171 254 3.4 115 241 67
Malt extract 26.2 34.8 33 2.0 25 26

Cookies 26 3.0 16 0.0 0.0 N/A

Bread, pastry 54 .1 99.5 84 16.4 25.2 54 25
Tomato ketchup 3.4 5.3 57 2.6 3.9 46 74
Sauces and condiments 64.8 92.9 43 7.9 9.8 23 11
Soups and broths 6.5 28.1 334 1.9 2.6 43 9
Food preps, nesoi 273.0 316.8 16 120.0 113.1 (6) 36

Source: Global Trade Information Services, World Trade Atlas Database.

Products in HS chapter 19 (preparations of cereals, flour, starch, or milk; bakers’ wares) have
MFN tariffs ranging from 8 to 36 percent ad valorem (mostly 8 percent), and products in HS

¢ Thorn, “Public Comments Regarding Proposed Free Trade Agreement with the Republic of Korea,”
written submission to the Trade Policy Staff Committee, Office of the USTR, March 17, 2006; USTR,
“Korea,” 2007 National Trade Estimate Report on Foreign Trade Barriers, April 2, 2007, 359-61; and
USDA, FAS, “Republic of Korea Exporter Guide Annual 2006,” October 2, 7-11. For additional analysis
regarding customs administration provisions of the FTA, see chap. 5 of this report.

27 For additional analysis regarding TBTs, customs administration, and NTMs, see chap. 5 of this report.

28 USDA, FAS, “Republic of Korea Exporter Guide Annual 2006,” October 2, 2006, 3.

2% Global Trade Information Services, World Trade Atlas Database.
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chapter 21 (miscellaneous food) have MFN tariffs ranging from 5 to 754*” percent (mostly
8 or 18 percent). These tariffs would be eliminated in 5 or 10 years under the FTA, and none
is subject to TRQs or safeguards.”’' Consequently, the tariff eliminations of the FTA should
improve the competitive position of the United States against China, the EU, and Japan once
they are fully implemented. In addition, implementation of the FTA should support the U.S.
processed food industry’s ability to continue to capture some of the growing demand in
Korea.

As shown in the Views of Interested Parties below, industry representatives have expressed
concerns regarding the adverse effect of NTMs on U.S. exports to Korea. An analysis of
international price and quantity data comparing Korean imports to comparable countries
indicates that the potential effect of NTMs on Korean imports may be to restrict the quantity
of imports or raise the price of imports for a variety of processed foods (box 3.2).
Implementation of the TBT provisions of the FTA will likely be critical to fully realizing
these gains in market access.

Views of | nterested Parties

In its report on the agreement, the ATAC for Trade in Processed Foods stated that it supports
the FTA. It noted that more than one-half of the current U.S. food and agriculture exports
to Korea will become immediately free of duty, including a wide variety of processed
products, while many others are subject to a relatively short 5-year tariff phaseout period.
The report notes that U.S. exporters of many processed food products could see the benefits
of tariff removal under the FTA negated by continued TBTs not addressed in the
negotiations. Specifically, the report mentioned that Korea does not allow the use of several
food additives that are approved by the U.S. Food and Drug Administration and are
commonly used in U.S. processed foods. Consequently, food products containing such
additives would continue to be denied access to Korea, despite having their tariffs
eliminated.””?

A spokesperson for the Grocery Manufacturers Association and the Food Products
Association (GMA-FPA), a trade association representing firms in the food, beverage, and
consumer packaged goods industry, stated that the association is generally supportive of the
FTA, as Korea is an important market for many of the producers it represents.””* For tariffs,
she noted that certain products of member companies will benefit greatly from Korea’s rapid
duty elimination in such products as frozen french fries, grape juice, and orange juice, while
other products such as tomato ketchup, peanut butter, popcorn, and dairy products will
benefit relatively less because of duty eliminations lasting several years. Prior to the
negotiations, she stated that the association noted several NTMs for processed foods as
hindering.?” The association added that it is pleased that the U.S. emphasized the importance

2% Food preparations n.e.c. (red ginseng tea, HTS 2106.90.3021) has an MFN rate of 754 percent.

Y1 USTR, “Final - United States - Korea FTA Texts,” 2007.

22 ATAC for Trade in Processed Foods, Advisory Committee Report, April 27, 2007.

3 Peggy S. Rochette, senior director of International Policy, GMA-FPA, interview by Commission staff,
Washington, DC, June 27, 2007.

2" Rochette, “Public Comments Regarding Proposed Free Trade Agreement with the Republic of Korea,’
written submission to the Trade Policy Staff Committee, Office of the USTR, March 23, 2006.

i
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Box 3.2 Potential price and quantity effects of NTMs on selected processed foods

Firms seeking to export to Korea have identified several TBTs that may impede their access to the market for
processed foods, including restrictive food standards, numerous labeling requirements, and time-consuming customs
procedures (see text). These measures may restrict the quantity of imports into the Korean market, raise the price
of imports, or both.

Unit values of Korean imports of U.S. processed foods selected for this assessment are in many cases significantly
above unit values that U.S. exporters receive in other countries. In addition, Korean imports from the world of some
of these same processed foods are substantially lower than imports of these products in most other comparable
economies. Korea’s MFN tariffs are 8 percent for tomato ketchup, bread, pastry, soups, and broths, and 18 or
45 percent for sauces and condiments. These tariffs appear in most cases to be too low to account by themselves
for either the relatively high unit values of Korean imports or the relatively low import quantities. These relatively high
unit values may be reflective of the effects of NTMs, but could also be influenced by such factors as market structure,
product differentiation, and consumer preferences.

Korea’s imports of tomato ketchup and other tomato sauces (HS 210320) are substantially lower than imports of the
same products into most other comparable economies, relative to the size of the Korean economy. Korean imports
of tomato ketchup and other tomato sauces were 6.1 kg per million $ GDP, or 17.6 percent of the median for 64
comparable countries.

The table below compares Korean unit values on imports from the United States of certain U.S. processed foods
with U.S. export unit values of the same products to the world. For example, the 57.0 premium on bread and pastry
indicates that unit values on Korean imports from the United States, as reported in Korean trade data, are
57.0 percent higher than unit values on U.S. exports to the world, as reported in U.S. trade data.

Unit value for Korean Unit value for U.S.

imports from the exports to the Implied unit value
Product United States ($/kg) world ($/kg) premium (percent)
Bread, pastry (HS 190591) $3.324 $2.118 57.0
Tomato ketchup and other
tomato sauces (HS 210320) $1.151 $0.893 28.9
Sauces and condiments $3.185 $1.839 73.2
(HS 210390)
Soups and broths $2.791 $2.324 20.1

(HS 210410)

A portion of these higher prices is the result of transportation costs and insurance, since Korean import prices are
on a cost, insurance, and freight (c.i.f.) basis and the U.S. export prices are on a free-on-board (f.0.b.) basis. In most
of these cases, however, the price difference is still relatively large enough to imply the potential impact of NTMs in
restricting trade in these goods. The TBT chapter and the committee established by the SPS chapter of the FTA are
intended to address some of these NTMs (see chapter 5 of this report for additional information on these provisions).

For further information on the calculation and interpretation of the quantity and unit-value information reported
above, see appendix J.

Source: See app. J for data sources; USITC staff analysis.
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of these NTMs during the FTA negotiations. She stated that GMA-FPA views the SPS and
TBT chapters of the FTA as “a step in the right direction,” as they establish a forum for
discussing NTMs, but noted that GMA-FPA remains concerned about Korea’s current food
regulatory system with respect to labeling, food standards, customs procedures, notification
of regulation changes, and transparency of regulations. She added that it “remains to be
seen” whether the SPS and TBT chapters will be able to fully address these concerns.

A spokesperson for the Campbell Soup Company, the world’s largest producer of soups and
a major manufacturer of branded cookies, snack foods, mixed vegetable juices, and sauces,
stated that the company is pleased with the FTA as it will phase out tariffs on most of its
products over 5 years.””> He noted that this eventual duty-free access would provide a
significant competitive advantage for U.S. exports over comparable products manufactured
in the EU and Japan.

The California Tomato Growers Association, a farmer-owned cooperative for growers of
processing tomatoes, stated that it supports the elimination of tariffs on processed tomato
products, including tomato ketchup, in the FTA.*”® The association reported that this
elimination of tariffs could result in an estimated annual sales increase of up to $15 million
for the California processed tomato industry. It noted, however, that Korea’s labeling
requirements and import clearance process can still affect trade despite the tariff
eliminations; the association underscored that enforcement of the TBT and SPS provisions
of the FTA will be necessary for the full benefits to increased exports to be realized.

Nonalcoholic Bever age Products®”’

Assessment

The U.S.-Korea FTA provisions for nonalcoholic beverage products would likely have a
significant impact on U.S. exports. Exports of anumber of U.S. beverage products, including
grape juice and orange juice (including frozen concentrated orange juice [FCOIJ]), would
enter Korea free of duty upon FTA implementation. Tariffs on other products, such as
vegetable juices, would be phased out over 5 years.*’®

The current Korean MFN rate for FCOJ is 54 percent, while single-strength orange juice is
currently dutiable at 30 percent. For most other fruit juices, the applied MFN rate is

3 Kelly Johnston, Vice President, Government Affairs, Campbell Soup Company, e-mail messages to
Commission staff, June 26, 2007.

¢ California Tomato Growers Assoc., “Public Comments,” written submission to the Trade Policy Staff
Committee, Office of the USTR, n.d.

"7 Nonalcoholic beverages include beverage products are found in HTS chaps. 20, 21, and 22, with the
exception of beverage products containing alcohol. Fruit juices are found in chap. 20, with the exception of
juice products with added vitamins or other nutrients, which are found in chap. 21, and fruit drinks that are
fruit juices with less than 100 percent juice, which are found in chap. 22. Bottled water and carbonated
beverages, including those sweetened with artificial sweeteners are found in chap. 22, as are sports drinks,
ice teas, milk-containing drinks, and “functional” beverages. The products covered in this assessment
represent approximately 33 percent of U.S. exports to Korea in the GTAP “beverages and tobacco products”
and approximately 4 percent of U.S. exports to Korea in the GTAP “food products n.e.c.” sectors, and
represent approximately 33 percent of U.S. imports from Korea in the GTAP “beverages and tobacco
products” and less than 1 percent of U.S. imports from Korea in the GTAP “food products n.e.c.” sectors, for
2006.

28 ATAC for Trade in Processed Foods, Advisory Committee Report, April 27, 2007.
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50 percent, while the vegetable juices rate is 30 percent. Grape juice and apple juice have
45 percent tariffrates. Korean tariffs on vegetable juices would be phased out over 5 years.*”
Beverages in HS chapter 22 such as bottled water, carbonated soft drinks, sports drinks,
functional beverages, and iced tea are subject to an 8 percent tariff, while fruit juice drinks
(less than 100 percent juice) are subject to a 26.2 percent tariff. These tariffs would be
removed upon FTA implementation and should increase the competitiveness of U.S. exports
into the Korean market and increase market share.

The Korean nonalcoholic beverage market was estimated at $3.8 billion in 2005.%* The total
value of imported nonalcoholic beverages was about $62 million in 2004, representing about
2 percent of the overall market. Carbonated beverages and fruit and vegetable juices each
represent about one-third of the Korean nonalcoholic beverage market. The remaining third
is made up of mineral water, sports beverages, canned coffee, functional beverages,
traditional Korean drinks, and flavored water. In 2006, the total value of U.S. exports of
beverage products to Korea was about $44 million. Leading export items, in order of value,
were carbonated soft drinks, mixtures of fruit juices, grape juice, and orange juice.

U.S. orange juice competes with Brazilian juice in the Korean market, while U.S. grape juice
competes with exports from Argentina, Brazil, Chile, and Spain. In 2004, Brazil had about
a 77 percent share of the Korean orange juice market, while U.S. juice accounted for about
21 percent.”®' Inrecent years, Brazil has captured an increasing share of Korea’s orange juice
market. The FTA could help the U.S. industry to recapture some of this market share from
suppliers in Argentina and Brazil. The largest percentage increase is expected for grape juice
and orange juice because the tariff reductions are the greatest, as high as 50 percent. Other
beverage exports, such as carbonated soft drinks and bottled waters, would be likely to
increase modestly from the liberalization of the 8 percent tariff rate on these beverages.

Concerns about safe drinking water have spurred sales of bottled waters in Korea. The
Korean shelf life for bottled water is 6 months from the date of manufacture. While Korea
had agreed to phase out government-mandated expiration dates on many food products and
allow manufacturers to set their own “use-by” dates, Korea continues to maintain
government-mandated shelf-life requirements for sterilized milk products and bottled
water.”® This period is shorter than the shelf life in the United States and many other
countries, and in the past has been cited by exporters as a nontariff barrier.”** In addition to
establishing a standing committee, the SPS chapter of the agreement reconfirms the
commitment of both parties to use sound science in the application of SPS measures and
generally refers to the WTO SPS Agreement as establishing the means by which such
measures would be applied.** Implementation of the FTA’s SPS chapter provisions may,
consequently, facilitate increased exports of beverages, such as bottled water, that face
relatively low tariff barriers in comparison to NTMs.

2 Tbid.

20 USDA, FAS, “Korea Product Brief, Non-Alcoholic Beverages 2005,” August 26, 2005.
281 Korean Customs Service, Republic of Korea.

#2 USDA, ERS, “Briefing Room on South Korea—Issues and Analysis,” April 19, 2006.
28 USTR, National Trade Estimate Report on Foreign Trade Barriers.

% For additional analysis regarding SPS and other NTMs, see chap. 5 of this report.
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Views of | nterested Parties

Welch Foods Inc., a Cooperative (Welch’s), in a written submission to the Commission,
expressed support for the provisions of the FTA regarding grape juice. Welch’s expects the
agreement to have a positive economic effect for Welch’s, other U.S. grape producers, and
Korean consumers by immediately eliminating the 45 percent duty on U.S. grape juice
exports. Welch’s said that the main trade barrier to selling more grape juice in Korea has
been Korea’s 45 percent tariff on grape juice concentrate.”® Welch’s noted that, in 2002 and
2003, total U.S. exports of grape juice to Korea were valued at over $9 million, but then fell
to $6.5 million in 2006 as Argentinian grape juice took a larger share of the Korean grape
juice market.

The Wine Institute and the California Association of Winegrape Growers, in a written
submission to the Commission, reported that it “applauds” the FTA, noting the benefit of
immediate duty-free market access for grape juice concentrates.”® It added that the FTA
“will greatly enhance the competitive position” of the industry, especially with respect to
Chile, which it noted had substantially increased exports of grape juice concentrates to Korea
after implementation of the Chile-Korea FTA in 2004.

Florida Citrus Mutual, a Florida cooperative representing nearly 10,000 Florida citrus
growers and processors, stated in a media release that it supports the FTA. The release said
that the agreement would phase out the 30 to 54 percent tariff on U.S. orange juice, and
would be beneficial to the Florida citrus industry.*’

In its report, the ATAC for Trade in Processed Foods stated that it takes no position on the
agreement. The committee noted in its report, however, that it strongly endorses the
fundamental U.S. goal of opening markets, and since being formed in 2003, has firmly
supported all comprehensive free trade agreements and trade promotion agreements. The
committee also expressed concern that benefits from tariff reductions could be nullified by
continuing TBTs not addressed in the FTA.

Textiles and Appar el®*®

Assessment

The U.S.-Korea FTA would likely result in a significant increase in bilateral U.S.-Korea
trade in textiles and apparel, particularly U.S. imports from Korea.*® The expected increase
in imports from Korea will likely be concentrated in goods for which Korea is a competitive,

28 Walther (counsel), “U.S.-Korea Free Trade Agreement: Potential Economy-Wide and Selected
Sectoral Effects,” written submission to the USITC on behalf of Welch Foods, June 14, 2007.

286 Clawson and Gore, “Comments to the U.S. International Trade Commission,” written submission to
the USITC on behalf of the Wine Institute and the California Assoc. of Winegrape Growers, June 27, 2007.

27 Florida Citrus Mutual, “U.S.-Korea Free Trade Agreement Could Prove Beneficial for Florida Citrus
(April 9, 2007).”

2% The products covered in this assessment represent 100 percent of U.S. exports to Korea in the GTAP
“textiles” and “wearing apparel” sectors, and represent 100 percent of U.S. imports from Korea in the GTAP
“textiles” and “wearing apparel” sectors, for 2006.

2 A trade report also noted that experts in the Korean textile and apparel industry agree that the Korean
industry would benefit substantially under the FTA. KOFOTI, “Forecast: Impact of FTA,” March 2007, 46.
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and major supplier, and U.S. tariffs are high, such as man-made fibers, yarns, fabrics, and
hosiery, and will likely displace domestic production of such goods and especially imports
of such goods from other sources.

The average U.S. tariff on imports from Korea is 11.0 percent for textiles and 16.5 percent
for apparel, while the average Korean tariff on imports from the United States is 8.3 percent
for textiles and 12.4 percent for apparel.””® The FTA would eliminate tariffs on textiles and
apparel that meet the FTA rules of origin (“originating goods”) either immediately upon its
implementation or within 10 years.”' The FTA would eliminate U.S. tariffs immediately on
52 percent of the Korean goods (based on the level of U.S. imports of textiles and apparel
from Korea in 2006) and phase out U.S. tariffs on the remainder over 5 years (21 percent of
the total) or 10 years (27 percent). The FTA would remove Korean tariffs immediately on
77 percent of U.S. textile and apparel exports and phase out Korean tariffs on the remainder
over 3 years (13 percent) or 5 years (10 percent).””

The FTA would apply a yarn-forward rule of origin found in other recent U.S. FTAs to most
textiles and apparel;** for a garment to qualify for FTA preferences, production of the yarn
and fabric used in the garment, as well as cutting and sewing, must occur in the FTA
region.””* The FTA contains provisions similar to those found in CAFTA-DR.*” Unlike
CAFTA-DR, the U.S.-Korea FTA would permit the use of nonoriginating sewing thread,
narrow fabrics, and pocketing fabrics in qualifying apparel, and the U.S.-Korea FTA does
not contain tariff preference levels (TPLs) that would grant tariff preferences to specified
quantities of textiles and apparel made from nonoriginating materials or a “cumulation”

0 The duties are based on trade in 2006.

#! Data in the paragraph on the portion of trade that would be subject to immediate tariff elimination
include goods subject to immediate tariff elimination (staging code “A”) and those already free of duty
(staging code “K”).

#2 Data in the paragraph are in terms of goods covered by FTA chap. 4, which includes all textiles and
apparel listed in the annex of the Agreement on Textiles and Clothing, which is contained in Annex 1A to the
WTO Agreement. The products include, but are not limited to, textile and apparel articles in HS chapters
50-63 except raw cotton, wool, and certain other textile fibers; textile travel goods (e.g., luggage) in HS
heading 4202; glass fibers, yarns, and fabrics in HS heading 7019; and comforters in HS subheading
9404.90. In 2006, U.S. imports from Korea totaled $2.0 billion and Korean imports from the United States
were an estimated $220-250 million. Official statistics of the U.S. Department of Commerce; and Global
Trade Information Services, World Trade Atlas Database.

23 FTA chap. 4 sets out the rules of origin and other provisions specifically applicable to textiles and
apparel, a summary of which appears in app. D of this report.

2% The yarn-forward rule of origin applies only to the component that determines the tariff classification
of the garment (i.e., the component that gives the garment its “essential character”), rather than to all fabric
components of the garment.

25 The FTA would apply a more flexible single transformation, or “cut and sew,” rule of origin but to
fewer goods, and would require certain visible linings used in qualifying suits, coats, jackets, and skirts to
originate in the FTA region. The cut and sew rule would permit the use of nonoriginating fabrics in certain
goods as long as the goods are cut and sewn in the FTA region, including textile luggage, silk and linen
apparel, certain knit cotton pajamas and underwear, women’s knit man-made fiber blazers, and men’s woven
shirts of fine-count cotton and man-made fiber fabrics.

6 .S. textile companies expressed concern that the FTA would permit the use of nonoriginating sewing
thread, narrow fabrics, and pocketing fabrics in FTA-qualifying goods, because these inputs are in “plentiful
supply” in the FTA region. ITAC (13) on Textiles and Clothing, Advisory Committee Report, April 27, 2007.
According to the United States Association of Importers of Textiles and Apparel (USA-ITA), the key and
most beneficial components of the textile and apparel provisions of the FTA include the use of these
nonoriginating inputs. Jones, written submission to the USITC, June 27, 2007, 2-3.
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provision that would permit integration of inputs among U.S. FTA partners.”” The FTA
includes detailed Customs enforcement cooperation provisions to ensure accuracy of the
claims of origin, to prevent circumvention of the agreement, and to enforce measures
affecting trade in textiles and apparel.**®

The Commission’s economy-wide analysis of the long-term effects of tariff and TRQ
liberalization estimates that U.S. imports from Korea could increase by slightly more than
$1.7-1.8 billion (86-94 percent) for textiles and by $1.0—1.2 billion (145-175 percent) for
apparel, of which approximately 85-90 percent is diverted from other import sources.”” The
analysis also estimates that U.S. exports to Korea could increase by $130-140 million
(85-92 percent) for textiles and by $39-45 million (125-147 percent) for apparel. The
economy-wide model also estimates that the FTA could result in declines in domestic output
and employment in the textile and apparel sectors ranging from 0.4 percent to 0.8 percent,
partly reflecting Korea’s small share of total U.S. imports (2.1 percent) and U.S. exports
(1.1 percent) of such goods, as well as the high import share in key domestic markets for
textiles and apparel.**

Korea has experienced a significant decline in its global competitiveness in textiles and
especially apparel, as evidenced by a 27 percent decrease in its textile and apparel exports
to the world during the years 2000 to 2005; this reflected declines of 18 percent in textiles
and 49 percent in apparel.’”' Total U.S. imports of textiles and apparel from Korea decreased
by 46 percent during the years 2000 to 2006 to $1.7 billion, reflecting declines of 60 percent
in apparel, to $913 million, and 7 percent in textiles, to $753 million.*** The decline in
Korea’s shipments occurred during a period in which the United States and other importing
countries completed the phaseout of quotas on textiles and apparel on January 1, 2005,*”
which put Korea in direct competition with China and other lower-cost exporting countries
in mid- to low-end goods.*** In addition, Korean textile companies shifted production of low-
value-added apparel to lower-cost exporting countries, contributing to the decline in direct
Korean exports of apparel.*”” China is the main site for Korean overseas apparel production,
accounting for 40 percent ($1.5 billion) of the $3.8 billion in Korean foreign investment in

7 CAFTA-DR permits qualifying goods to be made of nylon filament yarn produced in the United States
or its FTA partners, Israel and Mexico. A trade source was of the opinion that the U.S.-Korea FTA should
allow cumulation between Korea and CAFTA-DR countries because Korean firms are heavily invested in
Central America, and many Central American apparel facilities source yarns and fabrics from Korea. Jones,
written submission to the USITC, April 27, 2006, 3.

2% For additional analysis regarding customs administration provisions of the FTA, see chap. 5 of this
report.

2 Impact relative to an estimated 2008 base. See chap. 2 of this report for additional information
regarding the economy-wide analysis.

3% The import and export shares represent “baseline data” used in the Commission’s economy-wide
analysis, as discussed in chap. 2 of this report. These GTAP sectors include almost all textiles and apparel
covered by U.S.-Korea FTA chap. 4 (“Textiles and Apparel”); for example, the GTAP textile sector does not
include textile luggage and glass fibers, yarns, and fabrics. Unlike FTA chap. 4, the GTAP apparel sector
also includes leather and fur apparel. U.S. imports from Korea in 2006 totaled about $2.0 billion each under
FTA chap. 4 and the GTAP sectors for textiles and apparel.

OTWTO, “International Trade Statistics 2006.”

392U.S. imports of textiles and apparel from all countries rose by 30 percent during the years 2000 to 2006
to $93 billion (International Trade Administration, Office of Textiles and Apparel).

3% The WTO Agreement on Textiles and Clothing (ATC) obligated the United States, the EU, and Canada
to phase out their quotas (established under the Multifiber Arrangement [MFA]) on textiles and apparel from
WTO member countries, including Korea, in four stages over a 10-year transition period ending on
January 1, 2005.

3% Park, “The Effect of the US-China Textile Agreement on Korea,” November 28, 2005, 5.

3% Ibid.; and Mun, written submission to the USITC, May 4, 2006.
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textiles and apparel through 2005.°°° Although Korean production of textiles and apparel
declined by 28 percent during the years 2000—2005, the textile and apparel sector is still a
key source of economic activity in Korea, generating 9.6 percent of manufacturing jobs
(274,000), 4.4 percent of manufacturing output, 4.6 percent of exports ($13 billion), and a
trade surplus of $7.2 billion in 2005.*”

U.S. Imports

The expected increase in U.S. imports of textiles and apparel from Korea under the FTA will
likely be concentrated in man-made fibers and goods made of such fibers, for which Korea
is a major world producer’® and has a “proven advantage.”*® U.S. tariffs range from 4.3
percent ad valorem for fibers to 8—8.8 percent for yarns, 12—14.9 percent for woven fabrics,
18.8 percent for socks, and 30 percent for sweaters. Korea was the seventh-largest supplier
of U.S. imports of man-made fiber textiles and apparel in 2006 with an import share of 3.0
percent ($1.0 billion), but the fourth-largest for man-made fiber textiles (excluding apparel)
with an import share of 5.3 percent ($611 million).>"

Korea is a major producer of polyester fibers, especially polyester staple fibers (PSF) and
filaments,*'! accounting for 5.6 percent of world output of polyester fibers in 2005.*'> The
FTA would immediately eliminate the U.S. tariff on imports of PSF from Korea, although
U.S. imports of certain PSF from Korea would still be subject to a U.S. antidumping order,*"?
and phase out U.S. tariffs on most polyester-filament yarns from Korea over 10 years. Korea
is the largest foreign supplier of these inputs, accounting for 37 percent ($165 million) of
U.S. imports of PSF and 24 percent ($33 million) of U.S. imports of nontextured filament
yarn, including nontextured polyester filament yarn. The expected increase in imports of PSF
and polyester filaments from Korea will likely displace domestic production of U.S. fiber
manufacturers, which posted declines in shipments during 2000-05 of 25 percent in PSF,
39 percent in polyester textile filament, and 15 percent in polyester industrial filament.

3% KOFOTIL, Textile and Fashion Korea, March 2007.

7T WTO, “International Trade Statistics 2006;” KOFOTI, Textile and Fashion Korea, March 2007;
KOFOTI, “Industry Scoreboard,” March 2007; and USDOS, U.S. Embassy, Seoul, “2006 Updated Statistics
for Korean Textiles and Apparel Sector (SEOUL 003613),” October 20, 2006.

3% Korea’s Minister of Commerce, Industry and Energy in 1998 introduced the Milano Project, which
“offers special supports to research and development in design and apparel as well as yarn, dyeing,
fabrication, textile machinery and synthetic fabrics” for the textile industry in Daegu, which reportedly has
the largest synthetic fabric production and export complex in the world. Daegu (Korea), City of. “Milano
Project.”

399 Korea reportedly has a proven advantage in melt spinning, a method of spinning filaments of
manufactured fibers such as polyester. Mauretti, “The Outlook for Technical Textiles Worldwide,”

July 13, 2006, 6.

319 The largest sources of U.S. imports of man-made fiber textiles (excluding apparel) in 2006 were China
($5.1 billion), Canada ($1.2 billion), and Mexico ($826 million). International Trade Administration, Office
of Textiles and Apparel.

3! The Harmonized System divides man-made fibers into filaments (chap. 54) and staple fibers (chap.
55): Filaments are fibers in continuous lengths (e.g., miles long), while staple fibers are made from filaments
cut into shorter lengths, depending on end use (e.g., 2-3 inches in length for blending with cotton).

312 The largest producers of polyester fibers in 2005 were China (51 percent of world output) and Taiwan
(8.1 percent). The United States generated 5.5 percent of the world total. Fiber Economics Bureau, Fiber
Organon, July 2006, 133.

313 The U.S. tariff on PSF, classified in HTS subheading 5503.20.00 (polyester staple fibers, not carded,
combed, or otherwise processed for spinning), is 4.3 percent ad valorem. The U.S. antidumping duty order
covers imports from Korea of PSF measuring 3.3 decitex or more in diameter, cut into lengths of one inch to
5 inches, and used as fiberfill in furniture, pillows, comforters, cushions, sleeping bags, and ski jackets.
USITC, Certain Polyester Saple Fiber from Korea and Taiwan, March 2006, 3.
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Imports currently supply 41 percent of the U.S. market for PSF.*"* The import share of the
U.S. market for polyester textile filament and polyester industrial filament in 2005 was 22
percent and 33 percent, respectively.’'

In fabrics, the expected growth in U.S. imports from Korea will likely be concentrated in knit
and woven industrial and specialty fabrics and will likely displace domestic production of
such fabrics. Korea was the third-largest source of U.S. fabric imports in 2006 with
11 percent ($953 million) of the total, reflecting significant positions in knit fabrics
(27 percent import share or $203 million) and specialty fabrics (13 percent or $116 million).
Korean producers reportedly are expanding output of industrial and specialty fabrics thatuse
information technology and biotechnology for use in tire-cord fabrics and engineering,
construction, and medical applications.’’® Industrial fabrics include high-strength
reinforcements, textile reinforcements, and laminated sheet goods that use the textile
reinforcements to make them stronger. The fabrics are used in awnings, tents and mobile
shelters, signs and banners, tarpaulins, commercial roofing membranes, health-care mattress
and seating covers, truck covers, conveyor belting fabrics for package handling and
treadmills, and geotextiles for water-containment linings and erosion control.”"’

Regarding apparel, the FTA would give Korea immediate duty-free access to the U.S. market
for tariff lines covering 60 percent of U.S. apparel imports from Korea and phase out tariffs
on the remaining Korean goods over 5 years (20 percent of total) or 10 years (20 percent).
Korea is a key supplier of U.S. imports of hosiery and man-made fiber gloves and shirts.*'®
Imports supply approximately 75 percent of the U.S. apparel market by value, based on the
landed duty-paid value. A trade source contends that apparel production still based in the
United States tends to follow niche domestic markets, to respond to government procurement
incentives (e.g., the Berry Amendment),’" or to serve quick response needs of the domestic
market.*” The expected increase in imports of apparel from Korea under the FTA could
displace domestic production slightly, as well as U.S. production-sharing trade with
preferential free trade partners, where U.S. and other firms make apparel from U.S. yarns and
fabrics and import the apparel into the United States free of duty under NAFTA and
CAFTA-DR.**

314 Bermish, testimony before the USITC, June 20, 2007.

313 Fiber Economics Bureau, Fiber Organon, February 2006, 29.

316 KOFOTI, “Special Report: Korean Textile and Clothing Industry,” March 2007. The “2015 vision
plan” introduced by Korea’s Ministry of Commerce, Industry and Energy in November 2005 features the
development of advanced industrial textiles. KOFOTL, “Industry Scoreboard,” March 2007.

317 American Manufacturing Trade Action Coalition, written submission to the USITC, April 2006.

3% The “2015 vision plan” introduced by Korea’s Ministry of Commerce, Industry and Energy in
November 2005 features the development of infrastructure for digital, intelligent fashion apparel
technologies like “smart clothing” that will include state-of-the-art dyeing and processing technologies.
KOFOTIL “Industry Scoreboard,” March 2007.

39 The Berry Amendment (10 U.S.C. 2533a) requires the Department of Defense to give preference in
procurement to U.S.-made goods, including apparel, tents and tarpaulins, and fabrics, including all fibers and
yarns used in them and goods made from them. CRS, “The Berry Amendment: Requiring Defense
Procurement to Come from Domestic Sources,” April 21, 2005.

320 Burke, written submission to the USITC, March 24, 2006.

321 One U.S. industry source stated that the FTA would grant Korea immediate duty-free access to the
U.S. market for 60 percent of the textile product categories that it identifies as sensitive, including those
covered by the U.S.-China Textile Bilateral Agreement, threatening both U.S. domestic sales and U.S.
coproduction relationships in the NAFTA/CAFTA region. Tantillo, “U.S.-Korea Free Trade Agreement:
Potential Economy-wide and Selected Sectoral Effects,” written submission to the USITC, June 27, 2007.
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U.S. Exports

The impact of the FTA on U.S. exports of textiles and apparel to Korea, while large in
percentage terms, would likely be small in absolute terms. The Commission’s economy-wide
analysis of the long-term effects of tariff and TRQ liberalization estimates that U.S. exports
to Korea could increase by $130-140 million (85-92 percent) for textiles and by
$39-45 million (125-147 percent) for apparel. These results partly reflect the small volume
of U.S. exports of textiles and apparel to Korea ($150 million in 2006) and Korea’s small
share of U.S. exports of textiles and apparel (1.1 percent).*** In addition, U.S. exports of
textiles and apparel to Korea face intense competition from China, which supplied 58 percent
($3.7 billion) of Korean imports of textiles and apparel in 2005.>* U.S. textile industry
sources said they do not expect that the FTA would generate significant new export business
with Korea because consumers there have limited ability “to purchase finished goods made
in countries that pay high wages and have strong environmental, labor, and safety and health
standards” and because the textile sector there has historically benefited from extensive
support from its government.*** The expected increase in U.S. exports of textiles and apparel
to Korea under the FTA is likely to be concentrated in goods for which the U.S. industry is
competitive, including certain man-made fiber filament yarns and tow; industrial and
specialty fabrics, including nonwoven, coated, and knit fabrics; and popular brand-name
apparel.

Views of | nterested Parties®®

In its report, the Industry Trade Advisory Committee (ITAC) on Textiles and Clothing
(ITAC 13) stated that its members did not make a unified statement in support of or in
opposition to the U.S.-Korea FTA.**® The report noted that the members representing textile
firms generally support the rules of origin for textiles and apparel under the FTA because the
rules would “ensure that the benefits of the agreement flow mainly to the signatory parties.”
The report stated, however, that these members expressed concern about the immediate
elimination of U.S. tariffs on numerous “sensitive” goods. The report added that the textile
members expressed concern about the ability of Customs to properly enforce FTA provisions
relating to transshipments, given Korea’s proximity to China. The report stated that the
members representing U.S. apparel firms that source and market globally expressed concern
that the FTA does not grant immediate duty-free treatment to all textile and apparel articles
and that the FTA rules of origin do not provide for sufficient flexibility to generate and
sustain trade and investment with Korea.

Wellman, Inc., Fort Mill, SC, a producer of PSF, stated at the Commission’s hearing that the
immediate elimination of the U.S. tariff on PSF (4.3 percent ad valorem) under the FTA

322 U.S. exports to Korea in 2006 consisted mostly of textiles ($99 million). U.S. apparel exports to Korea
rose rapidly from a small base during 2000-06 to $51 million; they included leather apparel, knit wool
blazers, and woven cotton pants.

33 Data on China’s share of Korea’s imports is from the WTO, “International Trade Statistics 2006.”

324 Johnson, testimony before the USITC, June 20, 2007, 176; and Foody, testimony before the USITC,
April 20, 2006, 35.

325 The views of the Travel Goods Association on textile travel goods (e.g., luggage) are presented in the
assessment for “leather goods and footwear” in this chapter of the Commission’s report.

326 ITAC (13) on Textiles and Clothing, Advisory Committee Report, April 27, 2007.
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would “severely damage Wellman” and “the entire national base” of PSF producers.**’ It
noted that this FTA action “disregards, and in effect obviates, a standing antidumping order”
on imports of PSF from Korea and that it “disregards” the U.S. International Trade
Commission’s 2006 sunset review finding on the industry’s continuing vulnerability.**®
Wellman indicated that the FTA would augment Korea’s targeting of the U.S. market for
Korean producers’ excess PSF capacity, particularly because all other significant export
markets maintain effective restraints against these Korean exports.** It stated that the FTA
would create a tariff inversion that carries significantly negative, discriminatory effects for
U.S. producers, whereby the FTA would immediately eliminate the U.S. tariff on PSF but
phase out the 6.5 percent U.S. tariff on certain raw materials used in domestic production of
PSF over 10 years; the FTA, however, would eliminate the 5.9 percent Korean tariff on these
raw materials immediately upon its implementation.

The National Council of Textile Organizations (NCTO), a trade association representing
U.S. producers of fibers, yarns, fabrics, and finished textiles, stated at the Commission’s
hearing that the FTA would pose a real threat to the domestic industry, particularly in man-
made fiber yarns and fabrics, knit fabrics, socks, sweaters, shirts, and trousers, and that it
could significantly harm existing U.S. business and trade flows, particularly with CAFTA,
NAFTA, and Andean regions.” It noted that the FTA is the first agreement since NAFTA
where the FTA party has a large and developed vertically integrated textile sector that
exports significant quantities of textile goods to the United States. NCTO expressed concern
about the vulnerability of key U.S. textile sectors to dumped and undervalued goods from
Korea, given the “overexpansion” of Korean textile manufacturing capacity, and to
transshipments from China, where Korean textile firms have made significant investments.

NCTO expressed concern that the FTA would give Korea immediate duty-free access to the
U.S. market for many sensitive goods, including sweaters, brassieres, swimwear, man-made
fiber shirts and socks, certain man-made fiber filament and staple fiber yarns and fabrics, and
carded cotton yarn. According to NCTO, while the FTA would provide longer phaseouts for
most heavily traded rate lines providing for goods of a kind subject to U.S. safeguards on
imports from China, 422 of these rate lines would receive immediate duty-free market
access, thereby creating opportunities for Chinese transshipments in these sensitive goods.

NCTO noted that the FTA would include a strict yarn-forward rule of origin with no
loopholes, as well as strong Customs enforcement language, which it said is an essential
element in deterring illegal transshipments. NCTO expressed concern, however, over
whether Customs management has the willingness and determination to properly enforce
textile agreements. It noted that, while the U.S. government did not allow goods from the
industrial zones in Kaesong, North Korea, to gain market access under the FTA, the
agreement would allow for consultations with Korea on future access. NCTO stated that
textile production is a major component of these industrial zones, where, according to
Korean projections, more than 300,000 people will be working within 5 years of FTA

327 Bermish, testimony before the USITC, June 20, 2007.

328 In March 2006, the Commission completed its sunset review of the antidumping order on certain PSF
from Korea and Taiwan, finding that “the domestic industry is vulnerable to the continuation or recurrence of
material injury were the orders to be revoked” (USITC, Certain Polyester Staple Fiber from Korea and
Taiwan, March 2006).

329 According to Wellman, Korea’s PSF is currently subject to antidumping duties of 6.0-13.5 percent in
Japan; 5.7-10.6 percent in the EU; 3.4-32 percent in Mexico; and up to 34.7 percent in China. Bermish,
testimony before the USITC, June 20, 2007, 169.

330 Johnson, testimony before the USITC, June 20, 2007, 176.
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passage. NCTO indicated that, even if these zones were never granted FTA status, the
likelihood exists of significant transshipments from the zones to the United States.

The American Manufacturing Trade Action Coalition (AMTAC), a trade association
representing a wide range of industrial sectors, including textiles and apparel, stated in a
written submission to the Commission that, given Korea’s current capabilities as a major
producer and exporter of industrial goods, the FTA will be a “major blow” to the U.S.
manufacturing base, especially for textiles and apparel.”®! It expressed concern over Korea’s
history of using unfair trading practices and questioned whether U.S. Customs would be able
to monitor and enforce the FTA. According to AMTAC, given Korea’s proximity to China,
where production costs are much lower, China will have an enormous incentive to take
advantage of Korea’s zero-duty access to the U.S. market through illegal transshipments and
false documentation. AMTAC noted that the FTA would present unique concerns beyond
those associated with previous FTAs such as CAFTA-DR, where the free trade partners
generally were apparel assemblers with limited textile capabilities. AMTAC stated that the
FTA would grant Korea immediate duty-free access to the U.S. market for 60 percent of the
textile product categories that it identifies as sensitive, including those covered by the U.S.-
China Textile Bilateral Agreement, threatening both U.S. domestic sales and U.S.
coproduction relationships in the NAFTA/CAFTA region. AMTAC indicated that the FTA
tariff phaseout schedule would likely undermine the U.S.-China Textile Bilateral Agreement
and create increased potential for illegal transshipments in the region. AMTAC also stated
that Korea has limited ability to consume finished goods manufactured in the United States
and that it expects to see a significant increase in the U.S. trade deficit and the loss of more
textile and apparel jobs in the United States as a result of the FTA.

The American Apparel & Footwear Association (AAFA), anational association representing
apparel and footwear companies and their suppliers, stated in a written submission to the
Commission that it supports passage of the FTA but expressed concern that the “restrictive
and cumbersome” rules of origin and “less-than-ambitious” tariff phaseout schedule for
textiles and apparel would provide little incentive to further develop trade with Korea in
textiles and apparel.”” It noted that “well over one-half” of current U.S.-Korea apparel and
textile trade would receive less than immediate and reciprocal duty-free treatment. AAFA
expressed concern about the FTA short-supply provision, noting that there are currently no
fibers, yarns, or fabrics designated as not commercially available in the FTA region or to
include items already designated in short supply under other U.S. trade programs. AAFA
also noted that the FTA would place quantitative limits on the volume of fabrics and apparel
made of short-supply inputs that would be eligible for FTA preferences. AAFA also
indicated that the absence of “cumulation” provisions that permit integration of inputs among
U.S. FTA partners would limit opportunities to create new markets for U.S. textile and
apparel exports that flow through FTA partners (such as garments made with U.S. fabric in
Guatemala exported to Korea). AAFA viewed the apparel and textile provisions in CAFTA-
DR as a model that would have worked well in the U.S.-Korea FTA because, according to
AAFA, CAFTA-DR provisions are designed to create export opportunities for U.S. textile
firms and provide the region with the tools it needs to effectively compete: cumulation, a
“robust” short-supply list, a single transformation rule of origin for key goods, a yarn-

3! Tantillo, “U.S.-Korea Free Trade Agreement: Potential Economy-wide and Selected Sectoral Effects,”
written submission to the USITC, June 27, 2007.

332 Lamar, “Re: U.S. International Trade Commission Inv. No. TA-2104-24 (May 7, 2007)-U.S.-Korea
Free Trade Agreement,” written submission to the USITC, June 27, 2007.
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forward rule of origin based on the component that confers essential character, and
immediate and reciprocal duty-free entry for all apparel and textiles.

The United States Association of Importers of Textiles and Apparel (USA-ITA),”** whose
members include U.S. producers, distributors, retailers, importers, and related service
providers, stated in a written submission to the Commission that it supports the concept of
an FTA between the United States and Korea, but is “very disappointed” with many of the
terms in the FTA as negotiated because those terms would limit the potential for expanding
business with Korea and for broader liberalization that would benefit manufacturers, traders,
and consumers in both countries and in other countries with which the United States has
negotiated FTAs. It reported that the complex rules of origin for textiles and apparel are
different in the U.S.-Korea FTA than in other recent U.S. FTAs, adding up to increased
compliance costs for firms seeking to do business under the FTA. It stated that the key and
most beneficial components of the textile and apparel provisions of the FTA are that a few
goods would be subject to a single transformation rule of origin rather than the “onerous”
yarn-forward origin rule and that there are no restrictions on the use of nonoriginating
pocketing fabrics, sewing thread, or narrow fabrics in qualifying apparel.

USA-ITA stated that certain textile and apparel provisions are more restrictive in the U.S.-
Korea FTA than in other U.S. FTAs. It indicated that while the U.S.-Korea FTA would grant
immediate duty-free treatment to some originating goods, it would phase out U.S. tariffs on
other originating apparel most likely to be purchased by its member companies and their
customers over either 5 years (man-made fiber pants, shorts, socks, and knit shirts) or
10 years (cotton pants, shorts, knit shirts, and cotton and man-made fiber T—shirts and tank
tops). It noted that the 7 percent de minimis foreign content rule in the FTA (that is, up to
7 percent of the total weight of the component that determines the tariff classification of the
good could consist of nonoriginating fibers or yarns) is less than the 10 percent de minimis
foreign content rule found in other recent U.S. FTAs and preference programs. According
to USA-ITA, the FTA would establish a new short-supply process for yarns and fabrics not
available in commercial quantities in a timely manner, but it has yet to designate any such
inputs in short supply and, unlike CAFTA-DR, would set limits on the quantity of fabrics
and apparel made in the FTA region from such inputs and eligible for tariff preferences.

USA-ITA stated that, for the first time ever, the customs cooperation provisions of the FTA
would require Korea to obtain and update annually information concerning each entity
engaged in the production of textiles and apparel in Korea and to submit that information to
the United States annually, with the first submission due within one year of entry into force
of the FTA. According to USA-ITA, this provision would create the possibility that the
failure of Korea to provide complete information or to update it would result in entries from
some suppliers being delayed or denied altogether. USA-ITA also expressed concern that
the FTA, unlike other recent U.S. FTAs and preference programs, does not contain a
“cumulation” provision that would permit integration of inputs among U.S. FTA partners,
including a provision that would permit the use of Israeli or Mexican nylon filament yarn in
qualifying goods. According to USA-ITA, given that Korea is an important supplier of yarns
and fabrics to the United States, as well as to apparel-exporting countries with which the
United States already has FTAs, the absence of cumulation in the U.S.-Korea FTA would
limit opportunities to promote integration of all U.S. FTAs and for firms to integrate their
operations globally.

333 Jones, written submission to the USITC, June 27, 2007.
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Inits report, the ITAC on Distribution Services for Trade Policy Matters (ITAC 5) stated that
the U.S.-Korea FTA contains “a serious deficiency with respect to the rules of origin for
textiles and apparel.”*** The report stated that the committee opposes the yarn-forward rule
of origin in the agreement, stating that a yarn-forward rule “retards rather than promotes
textile and apparel trade” with U.S. FTA partners. The report added that the FTA contains
no additional flexibility such as a cumulation provision permitting the use of nonoriginating
inputs in the production of qualifying apparel and that the FTA contains a 10-year duty
phaseout for many key apparel categories. The report noted that the United States should
abandon “counterproductive” and “flawed” rules governing trade in textiles and apparel that
hinder trade and investment while doing nothing to improve the competitiveness of the U.S.
textile industry.

The Korea International Trade Association (KITA) in a written submission to the
Commission stated that there is no basis to claims made by the U.S. textile industry that
Korea would sell textiles and apparel in the U.S. market at below-market value following
implementation of the FTA.*** KITA said Korea’s textile and apparel industry has shifted
from producing low-value, low-quality goods to producing high-end, high-technology, and
high-value-added goods. KITA also said the Korean government has taken steps to ensure
that transshipments of textiles and apparel from China or any other country do not become
a problem for any potential FTA partner. It stated that Korea has in place an advanced
customs administration system to prevent such acts, and is willing to work with the U.S.
government to prevent illegal transshipments under the FTA. In addition, KITA stated that,
upon implementation of the FTA, Korea’s textile exports will not compete directly with U.S.
goods, but with products from third-country markets.

L eather Goods and Footwear 3%

Assessment

The U.S.-Korea FTA would likely result in a significant increase in bilateral U.S.-Korea
trade in leather goods and footwear (“leather goods™),**’ but likely have little effect on total
U.S. trade or production of such goods. The average U.S. tariff on Korean leather goods is
8.8 percent, while the average Korean tariff on U.S. leather goods is 6.2 percent.*** The FTA

34 ITAC (5) on Distribution Services for Trade Policy Matters, Advisory Committee Report,
April 25, 2007.

335 Mun, written submission to the USITC, May 4, 2006.

336 The products covered in this assessment represent 100 percent of U.S. exports to Korea in the GTAP
“leather products” sector and 100 percent of U.S. imports from Korea in the GTAP “leather products” sector
for 2006.

337 Includes leather and leather goods, as well as footwear, travel goods (e.g., luggage, handbags, purses,
wallets, duffle bags, and briefcases), and other articles characteristic of the leather trade but also made from
materials such as textiles and plastics. Included are tanned hides and skins, leather, and composition leather
(HS headings 4104—4115); saddlery and harness (4201); travel goods (4202); articles of leather or
composition leather for industrial and technical uses (4204) or other uses (4205); footwear (HS chap. 64);
watch straps of nonmetallic materials (HS subheading 9113.90); and personal travel sets (9605.00). Excludes
leather apparel (4203), which is included with textiles and apparel.

338 Korea has a uniform “base rate” of duty of 5 percent for tanned hides and skins, leather, and
composition leather of HS headings 4104—4114; 8 percent for travel goods of heading 4202, leather articles
of headings 4201, 4204, and 4205, and waterproof footwear of heading 6401; and 13 percent for all other
footwear of HS chap. 64.
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would grant immediate and reciprocal duty-free market access for tariff lines covering all
leather goods, except for 17 U.S. tariff lines covering “sensitive” rubber footwear from
Korea.”” U.S. tariffs on the sensitive footwear, which range from 20 percent to 64 percent
AVE (based on 2006 trade), would receive a nonlinear phaseout over 12 years.**’

The FTA rule of origin for the sensitive rubber footwear would, as in other U.S. FTAs, be
similar to that under NAFTA, requiring a good to have a regional value content of not less
than 55 percent of the appraised value of the article, which would effectively limit the use
of nonoriginating uppers because of the high labor content associated with stitching. All
other footwear would receive a more flexible rule of origin based on assembly also found
in otherrecent U.S. FTAs, in which qualifying footwear could contain nonoriginating uppers
and other materials as long as it is assembled in the FTA parties. A flexible process-based
origin rule would apply to textile and nontextile travel goods,**' requiring that the goods be
cut or knit to shape, or both, and sewn or otherwise assembled in the FTA parties.** A trade
report notes that more than 80 percent of all travel goods sold in the United States in 2006
were textile travel goods.**

The Commission’s economy-wide analysis of the long-term effects of tariff and TRQ
liberalization estimates that the FTA would likely result in an increase of $81-104 million
(104-133 percent) for U.S. imports of leather goods from Korea and approximately
$60-71 million (53—63 percent) for U.S. exports of leather goods to Korea.”** The results
largely reflect Korea’s small and greatly diminished share of U.S. imports of leather goods,
as well as the high import share in key domestic markets for leather goods.*** Once a major
world exporter of leather goods, Korea supplied just 0.2 percent ($54 million) of total U.S.
imports of leather goods in 2006.%* U.S. imports of leather goods come mostly from China,
which supplied 71 percent ($19 billion) of the total in 2006. Imports now supply 98 percent

339 The 17 tariff lines (20 lines in the 2007 HTS) cover rubber or plastic protective footwear and certain
athletic and other footwear with rubber or plastic soles and fabric uppers (HTS subheadings 6401.10.00,
6401.91.00, 6401.92.90, 6401.99.30, 6401.99.60, 6401.99.90, 6402.30.50, 6402.30.70, 6402.30.80,
6402.91.50, 6402.91.80, 6402.91.90, 6402.99.20, 6402.99.80, 6402.99.90, 6404.11.90, and 6404.19.20).

340 The tariffs would remain unchanged during years one through eight, and then be reduced in four equal
annual stages, becoming free at the beginning of year 12. U.S. imports from Korea of rubber footwear
covered by the 17 U.S. rate lines fell by 98 percent from $145.8 million in 1996 to $2.8 million in 2006.
Official statistics of the U.S. Department of Commerce.

341 Textile travel goods are covered in FTA chap. 4, which contains the rules of origin and other
provisions specifically applicable to textiles and apparel. A summary of these provisions appears in app. D of
this report.

342 Many recent U.S. FTAs apply a more restrictive “fabric-forward” rule of origin to textile travel goods,
whereby imports of such goods from the FTA party must be made from inputs produced in the FTA region
from the fabric stage forward to qualify for tariff preferences. For a textile travel good to qualify for FTA
preferences under a fabric-forward rule, the production of the fabric used in the travel good, as well as
cutting and sewing, must occur in the FTA parties. A representative of the U.S. travel goods industry
contends that a fabric-forward rule “essentially renders the agreement useless for U.S. travel goods firms.”
Pittenger, written submission to the Commission.

343 Pittenger, written submission to the USITC, June 27, 2007.

34 Impact relative to an estimated 2008 base. See chap. 2 of this report for additional information
regarding the economy-wide analysis.

345 U.S. imports of leather goods from the world in 2006 totaled $27.1 billion, of which $19.0 billion
(70 percent of the total) consisted of footwear and $6.8 billion (25 percent) consisted of travel goods. Official
statistics of the U.S. Department of Commerce.

346 U.S. leather goods imports from Korea declined by 90 percent from $546 million in 1996 to
$54 million in 2006.
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of the U.S. footwear market, with China accounting for 85 percent of the import volume.*"’
Imports supply more than 95 percent of the U.S. travel goods market,** as the domestic
industry has “transitioned from one of domestic manufacturing to one of primarily
importing, warehousing, and distribution companies.”** The small volume of U.S.
production of footwear and travel goods tends to serve niche and high-end domestic markets;
the U.S. Armed Forces, as governed by the Berry Amendment;** or quick response
requirements of the domestic market.*”!

The impact of the FTA on U.S. imports and production of leather goods would likely be
further limited by the general erosion of Korea’s global competitiveness in leather goods.*>
A trade source noted that manufacturing costs in Korea are too high for it to compete
successfully in the global footwear market, which has led to a relocation of its footwear
production to China and other lower-cost exporting countries®> as well as to a 40 percent
decline in Korean production of leather goods during 2000-06.>** The trade source stated,
however, that Korea is still a center for “very vigorous product development,” manufacturing
technology, and production of components for footwear.*>

The impact of the FTA on U.S. exports of leather goods to Korea will likely be small in
absolute value and quantity terms, given the relatively small volume of U.S. leather goods
exports to Korea. Korea was the seventh-largest export market for U.S. leather goods with
4.9 percent ($107 million) of total U.S. leather goods exports in 2006; most of the U.S.
exports to Korea consisted of tanned leather rather than higher unit-valued finished goods.
Nevertheless, the elimination of Korean tariffs under the FTA on U.S. leather goods will
likely spur U.S. exports of leather and possibly finished leather goods to Korea, a major
world market for leather goods with imports of almost $1.9 billion in 2006.**° A trade source

3T ITAC (13) on Textiles and Clothing, Advisory Committee Report, April 27, 2007, 5.

348 A trade source estimates that U.S. consumers spent a record $20.7 billion on travel goods in 2006.
TGA, “U.S. Travel Goods Sales Hit Record in 2006,” May 8, 2007.

3 ITAC (13) on Textiles and Clothing, Advisory Committee Report, April 27, 2007, 6; Pittenger, written
submission to the USITC, June 27, 2007; and U.S. industry representative, telephone interview by
Commission staff, July 11, 2007.

%0 The Berry Amendment (10 U.S.C. 2533a) requires the Department of Defense to give preference in
procurement to U.S.-made goods, including apparel, tents and tarpaulins, and fabrics, including all fibers and
yarns used in them and goods made from them (e.g., backpacks, hiking packs, duffle bags, and related textile
travel goods). According to Robert Panichelle, chief, Field Clothing Division, Defense Supply Center
Philadelphia, the Berry Amendment has been “construed as being applicable to footwear.” CRS, “The Berry
Amendment: Requiring Defense Procurement to Come from Domestic Sources,” April 21, 2005; Pittenger,
written submission to the USITC, June 27, 2007; U.S. industry representative, telephone interview by
Commission staff, July 11, 2007; and Panichelle, telephone interview by Commission staff, August 2, 2007.

3! Burke, written submission to the USITC, March 24, 2006; Pittenger, written submission to the USITC,
June 27, 2007; and U.S. industry representative, telephone interview by Commission staff, July 11, 2007.

352 A representative of U.S. rubber footwear producers states that, “given the fact that Korean wage rates
are significantly higher than those of other Far Eastern rubber footwear competitors, the [domestic] industry
is satisfied that the extended and nonlinear phaseout set forth in [the FTA for sensitive rubber footwear] will
not pose a threat to the continued operation of domestic manufacturing.” Cooper (counsel), written
submission to the USITC on behalf of the Rubber and Plastic Footwear Manufacturers Assoc., May 23, 2007.

333 U.S. industry representative, telephone interview by Commission staff, June 14, 2007.

334 Data on Korean production applies to the “tanning and dressing of leather, luggage, and footwear.”
National Statistical Office, Republic of Korea.

3% U.S. industry representative, telephone interview by Commission staff, June 14, 2007.

336 Korean imports of leather goods in 2006 were broken down as follows: $472 million for tanned hides
and skins, leather, and composition leather (HS headings 4104-4115); $552 million for travel goods (4202)
and other leather goods classified in HS chap. 42, except leather apparel (4203) and miscellaneous goods
(4206); and $836 million for footwear (HS chap. 64). Global Trade Information Services, World Trade Atlas

(continued...)
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said Korea is one of the fastest-growing import markets for travel goods, with imports of
such goods rising by 65 percent during the years 2004 to 2006 to $545 million.**’

Views of | nterested Parties

In its report, the ITAC on Textiles and Clothing (ITAC 13) stated that its members did not
make a unified statement in support of or in opposition to the FTA.*® The report stated that
members of footwear companies support the FTA because the rules of origin reflect their
priorities—the 17 sensitive rubber footwear articles receive a “NAFTA style” rule of origin
and a long, nonlinear duty phaseout, while all other footwear articles receive much more
flexible rules of origin and immediate duty-free treatment. The report noted that members
of the travel goods companies support the FTA because the agreement provides immediate
and reciprocal duty-free treatment and flexible rules of origin for all textile and nontextile
travel goods.

The Travel Goods Association (TGA), a trade association representing manufacturers,
distributors, retailers, promoters, sales representatives, and suppliers of luggage and other
related products, stated in a written submission to the Commission that it supports the FTA
because the agreement would grant immediate and reciprocal duty-free entry to both textile
and nontextile travel goods under flexible rules of origin.** TGA added that incorporating
these rules into an FTA with a major trading partner like Korea, one of the fastest-growing
markets for imported travel goods, will make the FTA a “landmark agreement” for the U.S.
travel goods industry and be of potential benefit to the domestic industry.

The American Apparel & Footwear Association (AAFA), the national association of the
apparel and footwear industries and their suppliers, stated in a written submission to the
Commission that the FTA’s flexible and forward-looking footwear and travel goods
provisions should provide new opportunities to grow the once significant, but declining,
footwear and travel goods trade between the United States and Korea.**® AAFA noted that
the FTA rules of origin will not only help stem the decline in footwear and travel goods trade
between the United States and Korea, but also provide a mechanism to rebuild this vital
relationship. AAFA added that the FTA will have a negligible impact on the individual
sectors that it represents.

The Rubber and Plastic Footwear Manufacturers Association (RPFMA),*' a trade
association representing the principal domestic producers of protective footwear and rubber-
sole, fabric-upper footwear, stated in a written submission to the Commission that it is
“satisfied” with the phaseout schedule under the FTA for U.S. tariffs on the core products

3% (...continued)
Database.

337 Pittenger, written submission to the USITC, June 27, 2007; and Global Trade Information Services,
World Trade Atlas Database.

3 ITAC (13) on Textiles and Clothing, Advisory Committee Report, April 27, 2007.

3% Pittenger, written submission to the USITC, June 27, 2007.

360 Lamar, “Re: U.S. International Trade Commission Inv. No. TA-2104-24 (May 7, 2007)-U.S.-Korea
Free Trade Agreement,” written submission to the USITC, June 27, 2007.

38! Cooper (counsel), written submission to the USITC on behalf of the Rubber and Plastic Footwear
Manufacturers Assoc., May 23, 2007.
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of these producers.’® RPFMA noted that, under the FTA, U.S. tariffs on the core products
would receive a nonlinear phaseout over 12 years; that is, the tariffs would remain
unchanged during years one through eight, followed by a succession of 25 percent duty cuts
in each of the following 4 years, becoming free at the beginning of year 12. It said that, given
that Korean wage rates are significantly higher than those of other Asian rubber footwear
competitors, the domestic industry is satisfied that the extended and nonlinear phaseout of
U.S. tariffs will not pose a threat to the continued operation of domestic production of the
specified rubber footwear.

Phar maceutical s*

Assessment

U.S. pharmaceutical companies exporting products to Korea would likely benefit from the
U.S.-Korea FTA. The agreement addresses three issues that the U.S. industry has identified
as having hindered U.S. pharmaceutical exports in the past: lack of intellectual property
protections for pharmaceutical products, lack of transparency in Korea’s national health-care
system, and unethical business practices. The reduction of Korean tariffs for pharmaceutical
products may also provide a small positive effect for U.S. exports. The FTA is unlikely to
have any effect on U.S. imports because U.S. pharmaceutical imports are currently free of
duty on an MFN basis** and U.S. intellectual property protections already meet or exceed
the intellectual property standards included in the FTA.

The size of the Korean pharmaceuticals market makes it attractive for U.S. pharmaceuticals
companies. Korea’s pharmaceutical market is ranked among the world’s top 12
pharmaceutical markets and is worth approximately $8 billion annually.*** Sustained growth
in the market is expected as the Korean population ages.**® Approximately 30 percent of
Korea’s health-care spending goes toward pharmaceuticals, which is higher than the average
of 16 percent for OECD countries.**’ Foreign-based companies account for about 30 percent
of the pharmaceuticals market in Korea, or an estimated $2.4 billion.*®® U.S. exports of
pharmaceutical products®® to Korea were valued at $351 million in 2006.%™ In that year, the
United States accounted for 15.8 percent of Korea’s imports of pharmaceutical products.*”!
According to arepresentative of the Pharmaceutical Research and Manufacturers of America

362 RPFMA stated that all of its member companies do most of their manufacturing in the United States,
but competitive circumstances have made it necessary for many of them to do a significant amount of
importing. Cooper (counsel), written submission to the USITC on behalf of the Rubber and Plastic Footwear
Manufacturers Assoc., May 23, 2007.

363 The products covered in this assessment represent approximately 5 percent of U.S. exports to Korea in
the GTAP “chemical, rubber, plastic products” sector, and less than 1 percent of U.S. imports from Korea in
the GTAP “chemical, rubber, plastic products” sector, for 2006.

364 Duties on U.S. pharmaceutical imports were eliminated in 1995 as a result of the Pharmaceutical Zero-
for-Zero Initiative of the Uruguay Round Agreements.

365 Ambassador Lee, testimony before the USITC, June 20, 2007; and EIU, “Industry Briefing, South
Korea: Healthcare and Pharmaceuticals Forecast,” January 5, 2007.

366 EIU, “Industry Briefing, South Korea: Healthcare and Pharmaceuticals Forecast,” January 5, 2007.

37 Ibid.

358 Tbid.

3% Includes products in HS chap. 30 (i.e., HS headings 3001, 3002, 3003, 3004, 3005, and 3006).

370 Global Trade Information Services, World Trade Atlas Database.

7! Ibid.
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(PhRMA), however, U.S. pharmaceutical companies currently have limited access to the
Korean market due to nontariff market access barriers.*”

According to the PARMA, Korean government’s current lack of strong intellectual property
rights protection for pharmaceuticals reportedly discourages U.S. companies from marketing
patented medicines in Korea.*” The FTA would expand the intellectual property protections
for pharmaceuticals in three important areas.*™ First, it would require the implementation of
measures to prevent the marketing approval of a generic drug by drug regulators while the
patent on the original drug is still in effect, a so-called “patent linkage” system.*”> Second,
the data-exclusivity provisions would preclude third parties from relying on the safety or
efficacy data submitted by the originator to obtain marketing approval for a pharmaceutical
product for 5 years for a new product and 3 years for a previously approved chemical
entity.”’® Third, the patent extension provision would allow companies to request an
extension of the patent term for a pharmaceutical product as compensation for unreasonable
delays in the patent or marketing approval processes.’’’

The USTR has previously recognized that the lack of transparency in the Korean health
regulatory and reimbursement systems may be an impediment to U.S. companies.’” The
FTA would increase transparency for health-care programs administered by the central level
of government in the two countries.’”” The provisions of the FTA chapter 5 aimed at
increasing transparency in the marketing approval and pricing of pharmaceutical products
are summarized in appendix D of this report. These provisions are expected to give
stakeholders a meaningful opportunity to participate in the development of rules and
regulations in the pharmaceutical sector.’®

In 2006, the USTR found that Korea’s complex distribution system for pharmaceuticals and
lack of transparency in regulation and reimbursement may have contributed to unethical
business practices that have harmed U.S. companies.®®' In testimony at the Commission’s
hearing, PhRMA said that the code of conduct that multinational pharmaceutical companies
adhere to in their work with health-care professionals is not being applied and enforced in
Korea’s generic industry.”® According to the USTR, the FTA would promote ethical
business practices by requiring appropriate measures and enforcement in both countries “to

372 May, testimony before the USITC, June 20, 2007, 185.

37 Ibid., 186.

3™ For additional information on the intellectual property provisions of the FTA, see ch. 6 of this report.

375 USTR, “Final - United States - Korea FTA Texts,” 2007, Article 18.9.4.

376 Ibid., Articles 18.9.1-18.9.3.

77 Ibid., Article 18.8.6.

3 USTR, “Korea,” 2006 National Trade Estimate Report on Foreign Trade Barriers, March 31, 2006,
415. See also Lee and Lee, “Feasability and Economic Effects of a Korea-U.S. FTA,” December 30, 2005,
66, and Schott, Bradford, and Moll, “Negotiating the Korea-United States Free Trade Agreement,”

June 2006, 10.

3" The Korean central government provides universal health-care coverage through its National Health
Insurance system, which covered 96 percent of Koreans in 1999, and the Medical Aid Program, which covers
the remaining population. Most provision of health care, however, is performed by private health-care
institutions. See EIU, “Industry Briefing, South Korea: Healthcare and Pharmaceuticals Profile,”

January 5, 2007. The Medicaid program in the United States is explicitly recognized as a regional health-care
program, not a health-care program of the central level of government. See USTR, “Final - United States -
Korea FTA Texts,” 2007, ch. 5, footnote 3.

3% May, testimony before the USITC, June 20, 2007, 189.

31 USTR, “Korea,” 2006 National Trade Estimate Report on Foreign Trade Barriers, March 31, 2006,
416; and USKBC and the AMCHAM in Korea, U.S.-Korea Free Trade Agreement Position Paper, 2006, 20.

%2 May, testimony before the USITC, June 20, 2007, 287-8.
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prohibit improper inducements by pharmaceutical or medical device manufacturers or
suppliers to health-care professionals or institutions for the listing, purchasing, or prescribing
of pharmaceutical or medical device products®™ eligible for reimbursement under health-care
programs operated by its central level of government.”*** PARMA expressed a similar view,
indicating that the provisions of the FTA would help to ensure a level playing field for U.S.
companies in terms of ethical business practices.’®

Given the relatively low tariff rates applied by Korea on imports of pharmaceutical products,
the phasing out of Korean tariffs on pharmaceuticals would likely have a small but positive
impact on U.S. exports to Korea. Korean tariffs on pharmaceutical products (HS chapter 30)
currently range from 0 to 8 percent ad valorem with 54 of 148 Korean tariff lines for
pharmaceuticals having free MFN rates of duty. If the FTA is implemented, 68 additional
tariff lines for U.S. pharmaceutical products would have duties eliminated immediately.
Duties on the remaining 26 tariff lines would be phased out over a period of 3 years. The
tariffs that would be phased out include the tariff provision with the highest level of Korean
imports from the United States in 2006, “Medicaments in Measured Doses, Other,” which
currently has a duty of 8 percent ad valorem. This category accounted for 32.0 percent of
U.S. pharmaceutical exports to Korea in 2006.**® Korean imports for all tariff lines subject
to 3-year staging were 49.7 percent of imports from the United States in 2006.*’

In addition to traditional pharmaceutical products, the Korean Food and Drug Administration
also administers preapproval testing and registration requirements for the relatively new,
“highly functional” cosmetic products.’ These products, often called “cosmeceuticals,”
include antiaging treatments, sunscreens, and other cosmetics that are marketed as having
druglike benefits.’® The ability of U.S. companies to compete in the Korean market for
cosmeceuticals is currently impeded by burdensome requirements and a general lack of
transparency in the regulatory system.’” The FTA requirements for transparency in
regulatory approval processes may provide U.S. cosmetic companies better access for their
cosmeceutical products in the Korean market.

Views of | nterested Parties

The U.S. pharmaceuticals industry generally supports the FTA, especially the provisions
addressing nontariffissues. According to hearing testimony, U.S. pharmaceuticals firms have
faced arange of market access impediments in the Korean market.*”' Industry representatives
specifically mentioned the importance of the strong protections provided by the intellectual
property rights of the FTA.*? In testimony before the Commission, a representative of
PhRMA expressed support for the transparency provisions of the Pharmaceuticals and

% An analysis of the effects of the FTA on the market for medical devices is presented in a separate
section of chap. 3 of this report.

38 USTR, “Final - United States - Korea FTA Texts,” 2007, Article 5.5.

3% May, testimony before the USITC, June 20, 2007, 288.

3% Global Trade Information Services, World Trade Atlas Database.

7 Ibid.

3 WTO, Trade Policy Review Body (TPRB), “TPR, Republic of Korea, Report by the Secretariat,”
September 17, 2004.

% Sung, “Korea's Cosmetic Market Brief,” September 2005, 2.

3% USTR, “Korea,” 2007 National Trade Estimate Report on Foreign Trade Barriers, April 2, 2007, 359.

3! May, testimony before the USITC, June 20, 2007, 185.

3%2 PhRMA, “PhRMA Statement on the U.S.-Korea Free Trade Agreement (April 3, 2007).”
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Medical Devices chapter because lack of transparency in Korea’s reimbursement decisions
has been a long-standing issue for U.S. companies.*”’

The ITAC on Chemicals, Pharmaceuticals, Health/Science Products and Services ITAC 3)
stated that it had encouraged provisions that increase the transparency of the Korea
regulatory system and that a “more objective process for establishing the guidelines and
conditions under which drugs can be reimbursed would improve access to innovative
medical discoveries that are developed abroad and would benefit Korean patients
significantly.”*** The Intergovernmental Policy Advisory Committee (IGPAC) stated that it
commends the FTA for eliminating uncertainty about the Medicaid program by specifically
classifying it as a regional health-care program excluded from the provisions of Chapter 5
of the FTA**

Several observers criticized the intellectual property protections for pharmaceuticals in the
FTA. Several contend that these provisions would delay the introduction of generic drugs
to the Korean market and increase health-care costs in Korea.® A critic of the intellectual
property provisions for pharmaceuticals notes that the Korean National Health Insurance
Review Agency has a goal of reducing the percentage of health-care costs due to
pharmaceuticals, relying on generic drugs to keep costs low, and claims that “because the
proposed FTA is poised to result in greater restrictions on generic drugs through extending
its patent expiration and limiting drug information, the FTA is likely to drive up the cost of
health care in South Korea.”**” A pharmaceutical industry representative responding to this
criticism said that if Korea, as well as other nations, adopts policies like the ones in this FTA
“it would provide an incentive for even greater expansion of innovation in pharmaceuticals,
the discovery of even more enhanced cures, and that, in the end, rebounds to the benefit of
all patients, globally, in Korea and otherwise.”*

3% May, testimony before the USITC, June 20, 2007, 186. For additional information on the summary of
provisions for FTA chap. 5, see app. D of this report.

3 ITAC (3) on Chemicals, Pharmaceuticals, Health/Science Products and Services, Advisory Committee
Report, April 24, 2007, 7-8.

3% IGPAC, Advisory Committee Report, April 24, 2007.

3% Flynn and Palmedo, “Initial Response to the U.S.-Korean FTA Pharmaceuticals and IP Chapters,”
May 25, 2007; and KPI, “Policy Brief,” February 7, 2007. A member of the ITAC 3 representing the Generic
Pharmaceutical Association states that “this agreement blatantly excludes provisions to ensure affordable
access to safe and effective generic medicines.” ITAC (3) on Chemicals, Pharmaceuticals, Health/Science
Products and Services, Advisory Committee Report, April 24, 2007, 16.

37 KPI, “Policy Brief,” February 7, 2007.

3% May, testimony before the USITC, June 20, 2007, 248. In his testimony, Mr. May references in support
of his statement the report USDOC, ITA, “Pharmaceutical Price Controls in OECD Countries,”
December 2004.
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Machinery, Electronics, and Transportation
Equipment®®

Assessment

The U.S.-Korea FTA would likely result in increased exports of U.S. machinery, electronics,
and transportation equipment (machinery and equipment) to Korea. U.S. exports may benefit
from the immediate or phased elimination of Korean tariffs ranging from 3 to 13 percent ad
valorem on U.S. machinery and equipment, as well as from the implementation of nontariff
market access provisions of the FTA. In the electronics sector, the majority of products, such
as semiconductors, telecommunications equipment, and computer equipment already receive
duty-free access to the Korean market under the WTO’s Information Technology Agreement
(ITA). Electronics products not covered by the ITA, such as consumer electronics (CE),
generally face an 8 percent duty in Korea; a majority of CE products would receive duty-free
access upon implementation of the FTA. There is also an 8 percent duty on many machinery
products exported to Korea, and most of these products would receive immediate duty-free
access upon implementation of the FTA. In terms of the transportation equipment sector
(excluding passenger vehicles),* most U.S. products, such as civil aircraft, currently receive
duty-free access to the Korean market. Certain transportation equipment, such as tugs and
light vessels, currently face a 5 percent Korean duty, and the FTA would provide U.S. firms
immediate duty-free access.

Machinery and equipment products were among the top U.S. exports to Korea in 2006.*"'
Leading U.S. export groups under this category included semiconductors, aircraft,
miscellaneous machinery, and certain machine tools (table 3.13). Leading U.S. imports from
Korea were certain motor vehicles, certain transmission apparatus, semiconductors, and
computer parts (table 3.14). A number of U.S. machinery and equipment sectors will likely
benefit from expanded export opportunities in Korea as a result of trade liberalization under
the FTA, including automotive parts; electronics, such as wireless broadband equipment and
computer software; and various types of machinery, including machine tools, electrical
power systems, and security products.*”

3% This sector will provide an general overview of products covered in HTS chapters 84-90. Separate
assessments of the medical goods sector and certain passenger vehicles are contained later in the chapter. The
products covered in this assessment represent most of the U.S. exports to and imports from Korea in the
GTAP “electronic equipment,” “transport equipment,” and “machinery and equipment n.e.c.” sectors, for
2006.

0 See this chapter’s section on passenger vehicles for additional information regarding the sector.

1 [eading U.S. domestic exports to Korea in 2006 consisted of goods falling in HTS chapters 84-90.
U.S. domestic exports of products under these HTS chapters were approximately $18.2 billion.

402 «“Security products” covers a broad range of products, such as airport security equipment.
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Table 3.13 Leading U.S. exports of machinery and equipment to Korea 2004—06
(2,000 dollars)

HTS Description 2004 2005 2006
8542 Semiconductors and parts 3,936,539 4,098,851 4,256,170
8802 Aircraft 1,143,708 1,228,050 2,408,073
8479 Miscellaneous machinery 821,898 981,829 1,504,669
8803 Parts of aircraft 589,904 623,430 1,004,684
8456 Certain machine tools 364,986 631,854 691,842
8411 Turbojets, turbopropellers, and other gas
turbines and parts 521,567 632,930 566,279
8543 Certain electrical machines and parts 466,434 470,444 511,785
8471 Computer equipment 432,024 392,503 442,937
8708 Parts for certain tractors, certain auto parts,
and transportation equipment 358,593 432,251 436,686
9001 Optical fibers and optical fiber bundles 311,920 374,215 430,957
Subtotal 8,947,573 9,866,357 12,254,081
All other sector exports 4,822,048 5,408,474 5,927,183
Total 13,769,621 15,274,832 18,181,264

Source: Compiled from official statistics of the U.S. Department of Commerce.

Table 3.14 Leading U.S. imports of machinery and equipment from Korea, 2004-06
(2,000 dollars)

HTS Description 2004 2005 2006
8703 Certain motor vehicles 10,033,594 8,969,547 9,099,707
8525 Transmission apparatus for radio broadcasting or
television; certain cameras 8,460,161 6,246,863 5,596,931
8542 Semiconductors and parts 3,787,615 2,903,298 2,851,934
8473 Parts and accessories of computer and office
equipment 2,136,488 1,794,221 2,104,978
8708 Parts and accessories for certain tractors, certain
auto parts, and transportation equipment 650,497 1,138,472 1,527,381
8471 Computer equipment 1,610,161 1,161,739 975,824
8429 Bulldozers and other self-propelled earth-moving
machinery 385,069 445,463 530,969
8418 Certain machinery (refrigerators, freezers and other
freezing equipment, heat pumps, and parts) 219,759 361,298 470,170
8528 Certain monitors and projectors 974,613 717,311 397,229
8529 Television, radio, and radar apparatus parts 501,821 454,965 346,781
Subtotal 28,759,778 24,193,177 23,901,903
All other sector imports 5,925,600 7,336,926 7,556,013
Total 34,685,378 31,530,102 31,457,916

Source: Compiled from official statistics of the U.S. Department of Commerce.
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U.S. exports of auto parts would be expected to increase with the implementation of the FTA
as a result of the immediate elimination of Korea’s 8 percent duty as well as provisions that
ensure the equivalent treatment of remanufactured and used goods, such as auto parts.*”
However, such export growth would likely be mitigated, in part, by the strong relationships
between Korean producers and their local supplier networks, the limited interchangeability
of original equipment parts, and the relatively small role of U.S. automakers (and their
U.S.-made vehicles) in the Korean market. Moreover, although the equivalent treatment of
remanufactured goods may provide additional market access opportunities,*** reused and
remanufactured auto parts account for only 0.5 percent ($250 million) of the estimated value
($48 billion) of the total Korean auto parts market.**®

U.S. suppliers of electronics would likely benefit from the FTA. The Commission’s
economy-wide analysis of the long-term effects of tariff and TRQ liberalization estimates
that U.S. exports of electronic equipment to Korea would be likely to increase by
$212-231 million (3.8-4.2 percent).* Despite the fact that many electronics products are
duty-free under the ITA, FTA provisions provide general duty-free access to non-ITA goods
such as CE. CE are estimated to account for less than 5 percent of total U.S. exports of
electronics and are expected to benefit from FTA tariff liberalizations. Nontariff provisions,
such as those in the intellectual property and TBT chapters of the FTA, are expected to
improve U.S. electronics firms’ competitiveness in the Korea market.*”’ For example, U.S.
industry representatives express the view that the FTA provides strong protection for
intellectual property rights.*”® Furthermore, U.S. manufacturers are leading suppliers of many
electronics products, and the current Korean market demand for sector products such as
wireless broadband equipment is expected to benefit U.S. firms.*” Korea’s high rate of
Internet usage and broadband penetration—the U.S. Commercial Service estimated it to be
approximately 90 percent of Korean’s 15 million households in 2006—along with the
development of new wireless Internet technologies, has provided opportunities for highly
innovative and specialized U.S. telecommunications equipment firms.*'

Wireless technological innovation and broadband access in Korea has also increased demand
for computer software in the market. Because computer software currently receives duty-free
access to the Korean market under the ITA, the sector is expected to benefit primarily from
FTA provisions addressing NTMs. Industry groups, such as the International Intellectual
Property Alliance (IIPA), indicate that the FTA’s intellectual property provisions would have

3 Other industries that may benefit from Korea’s agreement to accept remanufactured goods include
machinery and medical goods. USTR fact sheet “Free Trade with Korea, Brief Summary of the Agreement.”
Korea currently allows imports of remanufactured goods, with requirements on certain goods, particularly
medical devices. There is no known prohibition, however, on imported remanufactured goods. U.S.
government official, e-mail message to Commission staff, July 5, 2007.

4 The concept of remanufactured goods is relatively new in Korea. A law relating to domestically-
remanufactured goods was enacted in December 2005 to foster environmentally friendly industries, including
remanufactured goods. U.S. government official, e-mail message to Commission staff, July 13, 2007.

405 1J.S. government official, e-mail message to Commission staff, July 13, 2007.

6 Impact relative to an estimated 2008 base. See chap. 2 of this report for additional information
regarding the economy-wide analysis.

“7 For additional analysis regarding TBTs and other NTMs, see chap. 5 of this report.

48 ITAC (15) on Intellectual Property Rights, Advisory Committee Report, April 27, 2007, 6; and ITAC
(8) for Information and Communications Technologies, Services and Electronic Commerce, Report,

April 27, 2007, 4.
49 USFCS, “Doing Business in Korea: A Country Commercial Guide for U.S. Companies,” 2007.
419 Ibid.
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a beneficial impact on copyright-based industries, such as computer software.*'' The FTA’s
intellectual property provisions and Korea’s recent efforts to strengthen intellectual property
rights protection through mechanisms such as the Computer Program and Protection Law
are expected to assist U.S. firms and their position as principal suppliers of prepackaged
software to Korea.*”

U.S. suppliers of machinery products, a sector that comprises a wide variety of products, are
generally expected to benefit from the FTA’s reduction or elimination of tariffs. The
Commission’s economy-wide analysis of the long-term effects of tariff and TRQ
liberalization under the FTA for this sector estimates that U.S. exports to Korea could
increase by $2.8-2.9 billion (36-38 percent).*”’ Because current U.S.-Korea trade in this
sector is relatively large in dollar terms, the elimination of duties on products in this sector
would contribute to larger estimated effects in the modeling results. Currently, U.S. firms
account for an estimated 15-20 percent of total Korean imports in this sector. Examples of
sector products*'* likely to experience increased exports resulting from the FTA include
computerized numerically controlled (CNC) cutting machine tools, electrical power systems,
and security products. Currently, the United States is one of the leading Korean import
sources for CNC machine tools.*'* Korean market demand for machine tools is primarily in
sectors where major Korean manufacturing exists, such as the automotive sector, metal
processing, electronics, and precision machine industries.*'® Korea currently has an 8 percent
duty on most machine tools; the FTA would provide immediate duty-free access to many
types of machine tools, while other machinery products would have staging periods ranging
from 3 to 10 years.

U.S. exports of electrical-power generating equipment are currently assessed tariffs ranging
from 0 to 8 percent and are expected to benefit from the immediate or phased elimination of
duties. The United States is one of the leading suppliers of turbines, generators, and nuclear
reactors to Korea. Korea currently plans to increase power-generating capacity in the country
in anticipation of greater future electricity demand,*'’” providing further opportunities for
U.S. firms. U.S. suppliers of security products, with many facing 8 percent duties, are
expected to benefit from immediate or phased reduction of duties along with increased
demand of sector products, because of factors such as the replacement of airport and port
security systems in Korea.*'®

Semiconductors and household appliances have traditionally been affected by NTMs,
particularly standards and conformity assessment in the Korean market. While concerns
regarding the Korean market remain for U.S. suppliers of these products, the FTA provisions
will likely benefit these sectors. Semiconductors are one of the leading categories of U.S.

“I1TIPA, “Re: Investigation No. TA 2104-24, U.S.-Korea Free Trade Agreement,” written submission to
the USITC, June 25, 2007, 2.

#12 USFCS, “Doing Business in Korea: A Country Commercial Guide for U.S. Companies,” 2007.

#13 Machinery products are covered under the GTAP sector “machinery and equipment n.e.c.” For
additional information on the Commission’s CGE results, see chap. 2 of this report. Impact relative to an
estimated 2008 base. See chap. 2 of this report for additional information regarding the economy-wide
analysis.

14 The sector consists of a very broad range of products that cover an extremely large range of industries.
The sectors highlighted in the assessment are provided as examples of products that may have some potential
to benefit from the FTA.

#15 USFCS, “Doing Business in Korea: A Country Commercial Guide for U.S. Companies,” 2007.

16 Ibid.

417 Ibid.

418 Ibid.
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imports from and exports to Korea. Although semiconductor products receive duty-free
treatment through the ITA and the recently negotiated Multi-Chip Packaging (MCP)
Agreement, concerns remain regarding other areas such as trade remedies and conformity
assessment measures.*'* The semiconductor industry, through the WTO, has managed to
resolve some issues relating to nontariff barriers prior to the FTA. The most recent WTO
semiconductor case involved a dispute over alleged subsidies provided by the Government
of Korea to a Korean manufacturer of dynamic random access memory (DRAM)
semiconductors. The case was concluded in June, 2005, with the WTO Appellate Body
ruling in favor of the United States.**

U.S. exports of household appliances within this sector generally are assessed an 8 percent
Korean duty and are likely to benefit from the immediate elimination or phased reduction
of'tariffs. The potential benefits of the FTA’s nontariff provisions, particularly standards and
conformity assessment, would likely facilitate increased exports of household appliances.**!
One major U.S. household appliance company reported that exports to Korea continue to be
encumbered by Korean government restrictions regarding certification, testing, and other
standards related practices that have until recently stymied exports of these products.*”* The
United States and Korea are currently engaged in informal discussions that address these
issues, and any agreement reached may complement the U.S.-Korea FTA.

Views of | nterested Parties

Various reports issued by several ITACs representing machinery and equipment sectors
expressed their support for the FTA. The ITAC for Aerospace Equipment (ITAC 1) stated
in its report that the FTA would be “WTO consistent” and a “high quality”’agreement in
terms of ““ coverage and liberalization levels.” Further, ITAC 1 reported the FTA would lead
to greater demand for products covered by their committee (aircraft and engines) by
increasing GDP and trade between the two countries, which would result in greater air
travel.*> The ITAC on Consumer Goods (ITAC 4) expressed its support for provisions
granting immediate duty-free access for products such as heavy motorcycles and provisions
allowing trade in remanufactured goods.** Similarly, the ITAC for Information and
Communications Technologies, Services, and Electronic Commerce (ITAC 8) expressed its
support for the FTA regarding provisions that would improve market access for U.S. exports
of information technology products and equipment.*®

The ITAC on Automotive Equipment and Capital Goods (ITAC 2) was, however, divided
in its support for the FTA. Industry representatives of capital goods manufacturers, such as
U.S. manufacturers of electrical equipment, expressed support for the FTA; they indicated

419 STA, “Comments Re: No. TA2104-24, U.S.-Korea Free Trade Agreement: Potential Economy-wide
and Selected Sectoral Effects,” written submission to the USITC, June 25, 2007. In SIA’s written
submission, SIA states that “MCP-like” devices do not receive duty free treatment under the FTA.

420 JSTR, “United States Wins WTO Semiconductor Case,” June 27, 2005.

#1 See chap. 5 of the Commission’s report for additional information regarding the FTA’s TBT
provisions.

#21J.S. industry representative, telephone interview by Commission staff, August 7, 2007.

#3 ITAC (1) for Aerospace Equipment, The Industry Trade Advisory Committee for Aerospace Equipment
Report, April 25, 2007, 2.

#4ITAC (4) on Consumer Goods, Report, April 26, 2007, 3—4.

# ITAC (8) for Information and Communications Technologies, Services and Electronic Commerce,
Report, April 27, 2007, 3
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that they would benefit from the tariff reductions and tariff eliminations gained from the
FTA. U.S. automotive equipment representatives were divided, however, with some in
support and others in opposition to the FTA.*¢

Several U.S. industry representatives of the information technology sector expressed support
for the FTA. At the Commission’s hearing, the Information Technology Industry Council
(ITI) stated that the FTA would reduce tariff rates on U.S. goods and bolster the
competitiveness of U.S. exports in Korea.*” ITI further stated that the intellectual property
rights chapter of the FTA is one of the strongest to be achieved in an FTA, and that it would
support the ability of U.S. firms to innovate. ITI also noted that the FTA chapters on TBTs,
government procurement, and competition policy would help promote market access and the
competitiveness of U.S. sector exports.

The Semiconductor Industry Association, in a submission to the Commission, expressed
support for the FTA and stated that it sees specific benefits for the semiconductor industry.
SIA expressed reservations, however, about certain portions of the FTA, such as the trade
remedies chapter, which it said might undercut the ability of U.S. firms to use the U.S.
antidumping laws.***

Another industry trade group, the American Electronics Association (AeA), an association
representing the technology industry, reported in a statement on its Web site that it supports
the FTA.** AeA said that the high-tech industry will benefit from the elimination of tariff
and nontariff barriers by “providing nondiscriminatory treatment for digital products,
criminalizing end-user piracy, improving access to government contracts, enhancing
regulatory transparency, and streamlining customs processes.”**’

The National Electrical Manufacturers Association (NEMA) stated that it supports the FTA
and believes that it will provide benefits for its member firms through the elimination of
duties, most immediately upon implementation, for products covered in their industry.
NEMA reported, however, that it still has concerns about nontariff barriers and intellectual
property rights in Korea.”’! In a statement provided to the Commission, the National
Association of Manufacturers (NAM) expressed its support for the FTA and stated that the
FTA would substantially reduce tariff and nontariff barriers in Korea and provide most U.S.
industries with strong market access.”> NAM said that, while it is a leading advocate of the
FTA, the FTA is not perfect and noted the concerns expressed by U.S. automakers about the
FTA’s tariff and nontariff provisions and the questions raised by the U.S. steel industry
about trade rules and other barriers.

#26 ITAC (2) on Automotive Equipment and Capital Goods, Advisory Committee Report, April 27, 2007,
3. See this chapter’s assessment of the passenger vehicles sector for additional information regarding the U.S.
automotive industry’s views on the FTA.

#7 Dawson, testimony before the USITC, June 20, 2007, 69—70.

#28 SIA, “Semiconductor Industry Association (SIA) Comments on the Korean US Free Trade Agreement
(KORUS),” June 25, 2007.

#9 AeA, “The U.S.-South Korea Free Trade Agreement Will Improve Access for U.S. High Tech,”
June 19, 2007.

40 Ibid.

BINEMA, “Issue Brief: US-South Korea Free Trade Agreement.” For additional analysis regarding
customs administration provisions of the FTA, see chap. 5 of this report.

2 NAM, “National Association of Manufacturers Post-Hearing Statement,” written submission to the
USITC, June 27, 2007, 2.
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Passenger Vehicles™

Assessment

U.S. exports of passenger vehicles to Korea would likely experience a large percentage
increase as a result of the FTA; however, given the current very small U.S. market share and
regulatory measures in place, short- to medium-term increases would likely be small (by
value). The long-term impact on U.S. exports of passenger vehicles to Korea depends on the
implementation of FTA provisions addressing NTMs, including burdensome standards and
certification requirements, taxes, and an opaque regulatory environment. Addressing
nontariffissues could increase U.S. exports of passenger vehicles, whereas shortfalls in their
elimination could reduce the estimated impact. The increase in U.S. imports of passenger
vehicles from Korea will likely be small in percentage terms, because of the current
relatively low U.S. tariff and the large pre-existing trade value of passenger vehicles in total
U.S. imports from Korea, but large in value terms.

U.S. Exports™

Elimination of Korea’s 8 percent tariff on U.S. passenger cars and 10 percent tariff on U.S.
light trucks would likely lead to increased U.S. passenger vehicle exports. Further, Korean
commitments on TBTs and taxes would likely modestly enhance the potential for increased
U.S. exports to Korea.*

Current Environment

The passenger vehicle market in Korea is dominated by the domestic industry, which
accounted for over 95 percent of the Korean market during the 2002—06 period (table 3.15).
Penetration by foreign automakers was 4.2 percent in 2006. Passenger vehicles from Europe
accounted for the largest share of total Korean passenger vehicle imports in 2006
(60 percent), imports from Japan accounted for 27 percent, and imports from the United
States accounted for just 7 percent.*® Observers note that the 1995 and 1998 memoranda of
understanding (MOUs) between the United States and Korea, the stated goals of which were
to increase market access and address nontariff barriers in the Korean market, did not result
in increased sales of U.S.-built vehicles. Instead, as calculated by the Automotive Trade
Policy Council, the U.S.-Korea automotive trade deficit increased from $1.3 billion in 1995,
to $2.1 billion in 1998, and to $11.1 billion in 2006.*’

3 The quantitative analysis in this section is based on GTAP sector 38, Motor Vehicles and Parts. The
qualitative analysis herein focuses on the subset of passenger cars and light trucks, or passenger vehicles.
Other GTAP sector 38 products include automotive parts and engines, commercial trucks, buses, specialty
vehicles, and certain containers and trailers.

#4 The products covered in this assessment represented approximately 21 percent of U.S. exports in the
GTAP “motor vehicles and parts” sector in 2006.

#> Korea's Ministry of Commerce, Industry, and Energy and the Korean Institute for Industrial Economics
and Trade (KIET) both estimated that U.S. vehicle exports to Korea will increase by $72 million. Yonhap
News, “FTA to Boost S. Korea's Auto-related Surplus by US$1 billion,” April 11, 2007; and Yonhap News,
“Economic Effects of S. Korea-U.S. FTA May Differ From Early Estimates,” April 23, 2007.

43¢ Commission staff estimates based on Global Trade Information Services, World Trade Atlas database.

“7 Biegun, written submission to the USITC, June 27, 2007.
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Table 3.15 Korean passenger vehicle market, unit registrations and market share, 2002-06

2002 2003 2004 2005 2006
Total Korean new passenger
vehicle registrations 1,241,310 1,021,374 881,322 944,451 976,211
Registrations of domestically built
passenger cars in Korea 1,225,210 1,001,874 857,977 913,550 935,681
Market share (percent) 98.7 98.1 97.4 96.7 95.8
Total foreign automaker
registrations in Korea 16,100 19,500 23,345 30,901 40,530
Market share (percent) 1.3 1.9 2.6 3.3 4.2
Total U.S. automaker registrations
in Korea® 4,700 4,100 5,415 5,795 7,165
Market share (percent) 0.4 0.4 0.6 0.6 0.7
GM, Ford, and Chrysler
registrations in Korea® 2,969 3,168 3,509 3,811 4,556
Market share (percent) 0.2 0.3 0.4 0.4 0.5

Source: Commission calculations based on data from Korean Automobile Manufacturers Association Web site and
U.S. Department of Commerce.

“Includes registrations of GM, Ford, and Chrysler vehicles produced outside the United States, as well as
foreign affiliate sales, i.e., Jaguar, Land Rover, and Volvo, are included for Ford, and Saab is included for GM. Not
included are BMW and Mercedes-Benz vehicles produced in the United States for the Korean market; such
registrations totaled 338 and 350 units, respectively, in 2006.

®Includes registrations of vehicles produced outside the United States, but excludes foreign affiliates. In 2006,
GM'’s registrations are all Cadillac brand vehicles mostly made in the United States; Ford registrations include the
EU-assembled Mondeo, which accounted for 23 percent of Ford’s Korean sales in 2006; and less than half of
Chrysler’'s 2006 registrations were of U.S.-built vehicles.

Market access for imported vehicles in Korea is affected generally by tariffs, taxes, and
TBTs that typically take the form of safety and emissions standards. Many observers also
assert that there is a persistent anti-import bias in Korea.*® The Korean import tariff of
8 percent for passenger cars and 10 percent for light trucks is relatively high, and the Korean
system of taxation for passenger vehicles has historically been based on engine size,
assessing higher tax rates for cars with larger engines. Nearly all U.S. passenger vehicle
exports to Korea have engines over 2,000 cc,”” and are therefore subject to the higher tax

rates.**’ Table 3.16 shows the composition of the Korean market based on engine size in
2005.

#8 USCIB, “USCIB Comments,” 4; Levin, “Statement of Senator Carl Levin”; Levin, testimony before
the USITC, June 20, 2007, 160-61; ATPC, “Statement of Stephen J. Collins”; Schott, “Autos and the
KORUS FTA,” 2006; Schott, Bradford, and Moll, “Negotiating the Korea-United States Free Trade
Agreement,” 9; UNEP, “Asia and Pacific Vehicle Standards and Fleets”; and VDA, Auto Annual Report
2007, 24.

#9n 2006, 20 U.S.-built Dodge Calibers with engines smaller than 2,000 cc were sold in Korea.

#9 In 2006, nearly all Japanese imports sold in Korea were vehicles with engines larger than 2,000 cc, and
62 percent of European vehicles sold in Korea had engines over 2,000 cc. U.S. automakers’ strength is in
passenger vehicles with larger engines. A Ford representative stated that, for the Korean market, importers
tend to import higher-cost vehicles into the Korean market because they bring a higher margin that can more
easily bear the expenses that come from unique Korean designs, shipping costs, tariffs, and other costs.
Additionally, Korean consumers of luxury vehicles are less price-sensitive. Biegun, testimony before the
USITC, June 20, 2007, 233.
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Table 3.16 Korean passenger vehicle market by engine size, 2005

Engine category Domestic Import
Percent No. of vehicles Percent No. of vehicles
1,000 cc and under 5 45,678 0 0
1,001 cc—1,600 cc 17 155,303 2 618
1,601 cc—2,000 cc 54 493,317 21 6,489
Over 2,000 cc 24 219,252 77 23,794
Total 100 913,550 100 30,901

Source: Commission staff calculations based on Korean Automobile Manufacturers Association and Automotive
Trade Policy Council, as reported in Ford Motor Company posthearing statement.

Note: Data for engine categories 1,001-1,600 cc and 1,601-2,000 cc estimated by Automotive Trade Policy
Council based on data for 1,001-1,500 cc and 1,501-2,000 cc.

A broad spectrum of taxes are assessed on all passenger vehicles, imports and domestically
produced vehicles alike, and are assessed in a cascading manner, beginning with the import
tariff (in the case of imports). Purchase taxes are applied next, and include the special
consumption tax based on engine size, the educational tax that is a percentage of the special
excise tax, value-added tax (VAT), registration tax, acquisition tax, and the subway bond;
the bond is also based on engine size. Ownership taxes include an annual vehicle tax that is
based on engine size and an annual educational tax that is based on the annual vehicle tax.

Aside from assessing certain taxes based on engine size—a disadvantage for U.S. exporters
whose strength is in larger engine cars—the cascading method of application magnifies the
effect for imports and for cars with larger engines. For example, a comparison of a Korean-
built and an imported vehicle, both with engines over 2,000 cc and a price of $30,000,*'
results in a total tax amount paid by the purchaser/consumer for the imported vehicle that is
20-25 percent higher than for the Korean-built vehicle.**

The extent to which safety and environmental standards affect market access is harder to
assess in a quantifiable way. U.S. industry sources report that Korean standards “are unique
to any other standards in the world,”*** and characterize them as elaborately layered, ever-
changing,*** and “often nontransparent and out of sync with international standards.”**
Although these standards apply to all vehicles sold in the Korean market, Korean automakers
are able to amortize the cost of meeting such standards over a much broader sales base.**
Moreover, standards are subject to revisions as new models are introduced.*"’

The effect of these NTMs may be to restrict the quantity of imports or raise the price of
imports for passenger cars (box 3.3). According to Jeffrey Schott of the Peterson Institute
for International Economics, “A large segment of the Korean market is taken by small engine
vehicles, not the mainstay of major US producers...[t]hat said, the low import penetration of

#1 Ex factory + insurance and freight.

#2 Import, purchase, and first-year ownership, less insurance, freight, and dealer markup. Based on
calculations of the U.S. Department of Commerce.

“3 Biegun, testimony before the USITC, June 20, 2007, 240.

4 Ibid.

5 Ibid.

6 Ibid., 210-11.

#7 Meyer, testimony before the USITC, June 20, 2007, 238.
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Box 3.3. Potential price and quantity effects of NTMs on passenger cars, 1,500-3,000 cc engine
displacement (HS 870323)

Firms seeking to export passenger cars to Korea have identified TBTs, including burdensome standards,
testing, and certification requirements; special taxes; and an opaque regulatory environment that may have
impeded their access to the market for motor vehicles (see text). These measures may restrict the quantity of
imports into the Korean market, raise the price of imports, or both.

Korean imports of passenger cars with engine displacement of 1,500-3,000 cc, in quantity terms, are
substantially lower than imports of the same product into most other economies, relative to the size of the
Korean economy. Moreover, Korea's import unit value for small passenger cars is substantially higher than the
import unit value for most other countries. The existing tariff of 8 percent ad valorem appears to be too low to
account by itself for either the relatively low quantity of imports or the relatively high price of imports. This
relatively high price of imports may be reflective of the effects of NTMs, but could also be influenced by such
factors as market structure, product differentiation, and consumer preferences.

Korean imports of smaller displacement passenger cars (1,500-3,000 cc engine) in 2003—05 were 0.02
vehicles per million $ GDP, as compared to the median for 56 comparable countries of 0.45 vehicles per million
$ GDP. Korea ranks fifty-fifth out of the 56 countries in imports of these passenger vehicles relative to the size
of its economy, with only India ranking lower. The Korean average import price from the world in 2004—06 was
$27,160 per vehicle, which is 96.9 percent above the world average import price of $13,794; the average import
price from the United States was $19,754, which is 20 percent higher than the U.S. export price to the world
of $16,842.

Various provisions of the FTA are intended to address some of the NTMs affecting Korea’s market for
passenger cars, including provisions in Chapter 2 on National Treatment and Market Access for Goods,
Chapter 9 on Technical Barriers to Trade, the confirmation letter on specific-autos regulatory issues, and Annex
22-B of the chapter on Institutional Provisions and Dispute Settlement, concerning alternative procedures for
disputes concerning automotive products (see box 3.4 and chapter 5 of this report for additional information
on some of these provisions).

For further information on the calculation and interpretation of the quantity and unit-value information reported
above, see appendix J.

Source: See app. J for data sources; USITC staff analysis.

larger vehicles is still notable. The explanation is at least partly due to Korean tax and
regulatory policies, the residual effects of prior anti-import campaigns, and technical
standards.”***

Industry observers state that anti-import bias also plays a role in the low import penetration
in the Korean market.** Despite a commitment in the 1998 MOU between the United States
and Korea to improve the perception of foreign motor vehicles in Korea, to address instances
of anti-import activity against foreign motor vehicles, to end the use of tax audits and other
measures to discourage the purchase of motor vehicles, and to promote the benefits of free
and open competition between foreign and domestic products, U.S. industry reports that anti-

48 Schott, “Autos and the KORUS FTA,” 2006.

#9 USCIB, “USCIB Comments,” 4; Levin, “Statement of Senator Carl Levin”; Levin, testimony before
the USITC, June 20, 2007, 160-61; ATPC, “Statement of Stephen J. Collins”; Schott, “Autos and the
KORUS FTA,” 2006; Schott, Bradford, and Moll, “Negotiating the Korea-United States Free Trade
Agreement,” 9; UNEP, “Asia and Pacific Vehicle Standards and Fleets”; and VDA, Auto Annual Report
2007, 24.
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import activities have continued “in a more subtle and indirect manner” and “continue to
have a strong residual effect on consumers today.”**"

FTA Provisions

The FTA addresses certain tax and TBT issues as described above, and also prescribes a
system for consultation and dispute settlement.*”! The provisions of the agreement that relate
to the passenger vehicle sector are described in box 3.4.

Effect of FTA Provisions

Removal of the 8 percent tariff on passenger cars and the 10 percent tariff on light trucks
would likely have a positive effect on U.S. exports, potentially enabling U.S. exporters to
lower their prices because of the tariff savings; further, the overall tax burden on the Korean
consumer who purchases an imported vehicle would be reduced, more or less equalizing the
total taxes paid on imported and domestic vehicles. Of particular interest is the treatment of
hybrid vehicles. For hybrid vehicles in which the gas- or diesel-powered engine “provides
the vehicle’s power system its essential character,” the 8 percent tariff would be immediately
removed.** There are a number of hybrid vehicles currently produced or slated to be
produced in the United States in the coming model years, and U.S. officials assert that all of
the U.S.-built hybrids currently on the market would benefit from the immediate elimination
of the 8 percent Korean tariff.** Consequently, the removal of this tariff could increase the
competitiveness of U.S.-produced hybrid vehicles in the Korean market, particularly in light
of the fact that there are currently no Korean-built hybrid vehicles.

The FTA provisions on market access and national treatment address Korea’s motor vehicle
tax system. The reduction of the special consumption tax and the annual vehicle tax, and the
restructuring of the vehicle classifications of those taxes, make the taxes less discriminatory
against U.S. exports; the systems, however, continue to be based on engine size, and the
overall effect is expected to be positive but likely minimal. As noted by Schott, Bradford,
and Moll (2006), “[e]ven if the tariffs disappear on bilateral trade under an FTA, foreign
automakers fear that the structure of domestic taxes will continue to depress demand in the
Korean market for large-engine cars relative to small cars.”*** Moreover, the FTA
commitments on taxes would be applied on a multilateral basis, meaning that U.S. exports
would not benefit from preferential taxation treatment. As can be discerned from the data in
table 3.16, 95 percent of all vehicles sold in Korea in 2005—imports and domestically
produced—were vehicles with engines over 1,000 cc and would therefore be assessed the
reduced special consumption tax rate of 5 percent at full implementation. Regarding the
annual vehicle tax, 79 percent of all vehicles sold in Korea have engines over 1,600 cc; the

#0 Biegun, “Responses to Commissioners' Questions to Mr. Stephen Biegun,” written submission to the
USITC, June 27, 2007.

#1 For additional analysis regarding TBTs and other NTMs, see chap. 5 of this report.

#2 For hybrid vehicles in which the gas- or diesel-powered engine “does not give the vehicle’s power
system its essential character,” the 8 percent tariff would be phased out over 10 years.

#31U.S. government official, interview by Commission staff, Washington, DC, June 11, 2007.

#% Schott, Bradford, and Moll, “Negotiating the Korea-United States Free Trade Agreement,” June 2006.
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Box 3.4 Automotive-related FTA Provisions

Tariff Liberalization
Korea would immediately eliminate its 8 percent tariff on U.S.-built passenger cars and its 10 percent tariff on pickup
trucks. The 8 percent tariff on two eight-digit tariff rate lines in the Korean tariff schedule would be phased out in ten
equal annual stages.

The United States would immediately eliminate its 2.5 percent duty on passenger vehicles with gasoline-powered
engines up to and including 3,000 cc, and would phase out over 3 years the 2.5 percent duty on passenger vehicles
with gasoline-powered engines over 3,000 cc, and all diesel-powered passenger vehicles. The 2.5 percent tariff on
passenger vehicles other than gasoline- or diesel-powered, and the 25 percent tariff on pickup trucks, would be phased
out in equal stages over 10 years.

National Treatment and Market Access for Goods (Chapter 2)

*  Korea commits to reducing the special consumption tax and annual vehicle tax, and restructuring the vehicle
classifications (see table below).

*  Korea would not impose any new taxes based on engine displacement.

*  Korea commits to publicizing the availability of an 80 percent refund of the subway/regional bond for
purchasers of new automobiles; 80 percent of the bond is immediately redeemable, or the bond is fully
redeemable when it reaches maturity.

Korean Automobile Taxes Addressed in the FTA

Purchase Tax Current FTA Commitment

Special Consumption Below 800 cc—Exempted Over 2,000 cc is immediately reduced

Tax 801-2,000 cc—5 percent to 8 percent, and further reduced to
Over 2,000 cc—10 percent 5 percent over 3 years. After 3 years,

tiers are restructured to below 1,000 cc,
which would not be taxed, and over
1,000 cc, which would be taxed at

5 percent.
Ownership Tax Current FTA Commitment
Annual Vehicle Tax Below 800 cc—80 won/cc Below 1,000 cc—80 won/cc
801-1,000 cc—100 won/cc 1,001-1,600 cc—140 won/cc
1,001-1,600 cc—140 won/cc Over 1,600 cc—200 won/cc

1,601-2,000 cc—200 won/cc
Over 2,000 cc—220 won/cc
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Box 3.4 Automotive-related FTA Provisions—Continued

Technical Barriers to Trade (Chapter 9) and Confirmation Letter (Specific Autos Regulatory Issues)

. K-ULEV: With respect to Korea’s Ultra Low Emission Vehicle standard, Korea has agreed that it would apply
emissions standards no more stringent than those applicable in California. Korea has also agreed to use a low-volume
(<4,500 vehicles) seller exemption equivalent to California's, a special midvolume (4,500—-10,000 vehicles) rate used
in California, and to use the California Fleet Averaging System methodology to determine whether a manufacturer
meets the standard.

. OBD I: With respect to testing of onboard diagnostic equipment designed to confirm compliance with
emissions standards, the FTA provides a grace period until December 31, 2008, for manufacturers that sell 10,000
or fewer units per year in Korea.

. Self-certification: With respect to self-certification of safety requirements, the FTA provides a 2-year grace
period for imported vehicles to meet Korean safety standards and requires proof of meeting regulations only if the
import is subject to a government-mandated recall. In addition, any manufacturer selling 6,500 or fewer units in Korea
would be deemed to be in compliance if it meets U.S. Federal Motor Vehicle Safety Standards.

. New technical regulations: Korea agreed not to adopt technical regulations that create unnecessary barriers
to trade and to cooperate to harmonize standards.
. Autos Working Group: The FTA includes a provision to create an Autos Working Group, made up of U.S.

and Korean government representatives that may include or consult with other stakeholders and experts as the parties
deem necessary and appropriate. Korea would be required to provide information on new regulatory measures to the
group as soon as that information is provided to stakeholders. The group would analyze potential new regulations and
provide views to the Korean government.

Institutional Provisions and Dispute Settlement (Chapter 22)—Annex 22-B, Alternative Procedures for
Disputes Concerning Automotive Products

The FTA sets up a special dispute settlement mechanism for provisions pertaining to motor vehicles. Constitution of
the panel would result from a meeting of the parties whereby they select by lot from a prescribed list, one national of
each party to serve as panelists and one person who is not a national of either party to serve as chair of the panel.

Specifically, a party would be able to bring a complaint to a special dispute panel if it believes that the other party has
violated an FTA commitment on autos or otherwise nullified or impaired expected benefits under that commitment.
If the panel finds that (1) the relevant FTA provision has been violated or expected benefits have been nullified or
impaired, and (2) the infringement has caused material injury, the panel can permit the injured party to return or “snap
back” the tariff from zero to the HS 8703 MFN tariff of 2.5 percent in the United States and 8 percent in Korea.

If, after 10 years from the date of entry into force, a panel established under Annex 22-B has not determined that a
party has failed to conform with its obligations under the FTA or that a party’s measure has caused nullification or
impairment, Annex 22-B would terminate.

Source: USTR, “Final - United States - Korea FTA Texts,” 2007.
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vehicles that receive a tax break in the agreement are those over 2,000 cc, as the new rate to
be applied at implementation does not change for vehicles with engines between 1,601 and
2,000 cc. (The small percentage of vehicles between 801 and 1,000 cc also receive a tax cut,
but there are no imports in this category.) The FTA does not reduce or restructure the
subway bond, which is also based on engine size.

The effect on U.S. exports of passenger vehicles of Korea’s commitments on TBTs is also
expected to be positive but likely minimal. These commitments are also applied on an MFN
basis. The FTA addresses the Korean standards that were identified by U.S. automakers as
priority issues (ultralow emission vehicle standards, onboard diagnostic standards, and self-
certification), and Ford conceded that “there is some convergence to the U.S. standards.”**
The overall Korean system, however, remains unique and continues to combine U.S. and
European safety and emission standards.*® On the priority issues, U.S. industry believes that
the trade-distorting effect of the K-ULEV regulation is removed in the FTA.*” The FTA did
not eliminate the Korean OBD Il regulation, but instead offers a short-term exemption from
meeting the standard for low-volume importers. Additionally, as it stands, the OBD II
regulation, although consistent with California regulations, may require U.S. automakers to
incur significant additional costs in terms of vehicle prototypes, documentation, and other
demonstration requirements.** Finally, on self-certification,* U.S. officials assert that, for
U.S. manufacturers exporting no more than 6,500 vehicles, U.S. safety-certified vehicles
would be accepted as meeting all Korean safety regulations.*® As elaborated on in the Views
of Interested Parties section, because of the highly technical nature of the TBTs, U.S.
industry believes that the FTA text still requires clarification.

Further, the low-volume seller exemptions established for two TBTs in the FTA may act as
a disincentive for U.S. automakers to pursue vehicle sales above these levels.*' According
to an official with Ford, to build a vehicle to a uniquely Korean emission standard would
require sales in the tens of thousands to make sense from a business perspective.*® If
automakers manufacturing in the United States did reach and limit their exports to the lowest
low-volume seller exemption threshold, which is the exemption from K-ULEV for importers
selling up to 4,500 vehicles in Korea, it could represent a significant increase in the volume
of U.S. exports to Korea; the agreement, however, does not specify how a “manufacturer”
is defined; e.g., whether foreign affiliates are included in a parent company’s total.
Nonetheless, U.S. exports would still likely account for a very small portion of total Korean
sales.

Additionally, the FTA states that Korea would not adopt new technical regulations that
“create unnecessary barriers to trade” and to work with the United States on harmonizing
standards. As noted earlier, however, the introduction of each new model of vehicle can
create a situation in which subjective decisions are made that can result in loss of market

3 Biegun, testimony before the USITC, June 20, 2007, 239.

#6 ITAC (2) on Automotive Equipment and Capital Goods, Advisory Committee Report, April 27, 2007.

*7 Ibid.

8 Ibid.

#9 Self-certification is the way by which the manufacturer certifies that each product put on the market
conforms to given regulations; the competent administrative authorities may verify by random sampling on
the market that the self-certified products comply with the requirements of given regulations.

0 ITAC (2) on Automotive Equipment and Capital Goods, Advisory Committee Report, April 27, 2007.

! Congressman Levin, “Testimony as Prepared for Delivery,” written submission to the USITC,

June 20, 2007; and Biegun, “United States International Trade Commission's Hearing” written submission to
the USITC, June 20, 2007.
2 Biegun, testimony before the USITC, June 20, 2007, 241.
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access. The FTA affirms the parties’ rights under the WTO, which includes the following
from the WTO Agreement on Technical Barriers to Trade: “. . . no country should be
prevented from taking measures necessary . . . for the protection of human . . . life or health,
or the environment . . . at the levels it considers appropriate, subject to the requirement that
they are not applied in a manner which would constitute a means of arbitrary or unjustifiable
discrimination between countries where the same conditions prevail or a disguised restriction
on international trade, and are otherwise in accordance with the provisions of this
Agreement.”

An ancillary factor in the potential effect of the FTA is the dispute settlement mechanism.
While the USTR asserts that the agreement’s innovative process for settling auto-related
disputes would serve as a powerful deterrent against any violations of FTA commitments,**’
those in opposition to the agreement express disappointment that the burden of proof lies
with U.S. exporters.*** The dispute settlement provisions restrict the snapback penalty on
light trucks, which in the United States are assessed a duty of 25 percent, to the rate for
passenger cars, 2.5 percent.

U.S. Imports

The Commission’s economic simulation estimates that U.S. imports from Korea of the
broader motor vehicles and parts sector are expected to increase by $1.3—1.7 billion (9—12
percent).*® However, according to the simulation analysis in chapter 2, 55 to 57 percent of
this estimated increase in U.S. imports from Korea would be diverted from other import
sources. U.S. imports of passenger vehicles from Korea accounted for 84 percent of U.S.
motor vehicle and parts imports from Korea in 2006.*¢ Given the relatively large overlap of
the products covered in this assessment with those of the economy-wide model sector, this
estimated impact on the broader sector reflects to a large degree the potential effect of the
FTA on the passenger vehicle subsector.

The expected increase in U.S. imports of passenger vehicles from Korea as a result of the
FTA would likely be the result of U.S. tariff reductions that would make Korean-built cars
more competitive in the U.S. market,*” and, in the longer term, provide preferential market
access to Korean-built light trucks.*®® According to one industry analyst, the elimination of
the 2.5 percent tariff on U.S. imports of Korean passenger vehicles would “make Korean cars

43 USTR, “Q&As on U.S.-Korean FTA,” April 13, 2007.

#4ITAC (2) on Automotive Equipment and Capital Goods, Advisory Committee Report, April 27, 2007.

4> Impact relative to an estimated 2008 base. See chap. 2 of this report for additional information
regarding the economy-wide analysis.

6 As defined by GTAP sector 38. See chap. 2 for additional information.

7 On average, the removal of a 2.5 percent tariff on a Korean-built passenger car can result in an
approximate $250 savings per vehicle. Korean press reports indicate that Hyundai and Kia believe that the
removal of the 2.5 percent U.S. tariff would provide “minimal benefits” in light of the appreciation of the
won and other considerations, and that the tariff savings would result in the price of an imported Korean car
in the United States being reduced by $150. Seo, “Republic of Korea Daily: Abolition of Car Tariffs Will
Help U.S. More,” March 30, 2007.

48 Korean estimates of the likely increase in U.S. passenger vehicle imports from Korea vary within a
narrow range; for example, KIET estimated that Korean exports of passenger vehicles will likely increase by
$813 million over the 10 year implementation period of the agreement, the Ministry of Commerce, Industry
and Energy estimated that Korean exports may increase by $810 million, and the Korean Institute for
International Economic Policy (KIEP) estimated that Korean vehicle exports will likely increase by
$860 million in the first year of the agreement. Yonhap News, “Economic Effects of S. Korea-U.S. FTA May
Differ From Early Estimates,” April 23, 2007; and Yonhap News, “FTA to Boost S. Korea's Auto-related
Surplus by US$1 billion,” April 11, 2007.

3-82



cheaper in the US market, helping offset recent pricing pressure from currency
appreciation.”*®

Two product areas that are addressed in the FTA, but for which there is currently no Korean
production, are hybrid vehicles and pickup trucks. The United States committed to
eliminating immediately the 2.5 percent tariff on the current generation of hybrid vehicles.*”*
Hyundai announced in April 2007 that it plans to start mass production of hybrid cars in
2009 and build up to a capacity of 300,000 units per year by 2015.*”" More recently, a KIET
report stated that mass production is unlikely before 2010, but that production could reach
500,000 vehicles by 2015, and 1.8 million by 2020.*”* These vehicles are expected to benefit
from an immediate removal of the 2.5 percent tariff, which would increase the
competitiveness of such products in the U.S. market.

An increase in U.S. imports of pickup trucks from Korea would not be likely in the initial
years of the agreement because of the 10-year phaseout of the 25 percent tariff, and because
Korean automakers do not presently have a model ready for the U.S. market. The Korean
press reported that Korea’s chief negotiator predicts that Korean pickups would be selling
in the United States in about 5 years.*”” Hyundai announced in early April that it would begin
a feasibility study on moving into pickup truck assembly,*”* and according to a company
spokesman, it would be at least 5 years until the company has a pickup truck ready for the
U.S. market.*”” A recent report in the trade press, however, quotes a Kia official as stating
that “neither Hyundai nor Kia is considering a pickup truck. A truck is absolutely off the
radar screen.”’® Kia introduced a U.S.-styled-concept pickup truck in 2004 that it continues
to evaluate; Ssangyong,*”” which manufactures in Korea and exports to Europe and Australia
a pickup truck called Actyon Sports, reportedly may consider introducing the truck to the
U.S. market in 2011.*”® Although some observers note that other foreign automakers could
locate motor vehicle—and in particular, pickup truck—production in Korea to take
advantage of the elimination of U.S. tariffs,"” U.S. industry officials state that such
investment would be more likely to take the form of a joint venture or acquisition of a
Korean automaker, rather than a greenfield investment.**

Current trends that will likely bear upon the level of U.S. passenger vehicle imports from
Korea in the short to medium term include the forecast for Korean brand vehicles to continue

9 Lam, “Korea: Opening Up for Growth,” April 3, 2007. Additionally, Jeffrey Schott notes that “Korean
exporters have had to price aggressively in the U.S. market to compete with Japanese-made cars to
compensate for currency movements...while the swing in the won/dollar and yen/dollar rates swamps the
impact of tariff reforms, the immediate 2.5 percent tariff reduction does provide a small cushion for Korean
exporters in a highly competitive market.” Schott, “The Korea-US Free Trade Agreement,” August 2007, 4.

#0 Those in which the gas- or diesel-powered engine gives “the vehicle’s power system its essential
character.” The 2.5 percent tariff on future hybrid vehicles—those in which the spark-ignition internal-
combustion reciprocating piston engine or compression-ignition internal-combustion piston engine does not
give the vehicle's power system its essential character, and other alternatively powered vehicles, would be
phased out over 10 years.

#1 Yahoo! Asia News, “FTA to Help Boost Competitiveness of US-Built Japanese Cars,” April 4, 2007.

#72 Jin, “Korea Urged to Invest More in Hybrid Cars.”

3 Thorpe, “Will Koreans Ship Cheap Pickups Here?” April 9, 2007, 1.

474 Associated Press, “Automakers hopeful on South Korea-US FTA,” April 8, 2007.

#> Thorpe, “Will Koreans Ship Cheap Pickups Here?” April 9, 2007, 1.

#76 Jackson, “Hyundai Goes UpMarket,” August 13, 2007.

417 Ssangyong is 51 percent owned by Shanghai Automotive Industry Corp. of China.

8 Thorpe, “Will Koreans Ship Cheap Pickups Here?,” April 9, 2007, 1.

79 Reuther, “Statement by Alan Reuther, . . . on the Subject of The United States-Korea Free Trade
Negotiations Before the Subcommittee on Trade, CWM, U.S. House of Representatives,” March 20, 2007.

0 Biegun, testimony before the USITC, June 20, 2007, 250.
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gaining U.S. market share regardless of the FTA, and Korean passenger vehicle assembly
in the United States, which has been increasing since Hyundai began U.S. assembly
operations in 2005. Hyundai’s Alabama facility has the capacity to produce 300,000 units
per year, and the Kia plant under construction in Georgia is expected to be operational in
2009, with capacity to produce 300,000 cars per year. The combined U.S. sales of all
Hyundai and Kia passenger vehicles, regardless of whether the vehicles are assembled in
Korea or the United States, are forecast to reach 1,007,328 vehicles in 2011, up from
749,822 vehicles in 2006 (table 3.17).**! Korean passenger vehicles in the U.S. market have
been viewed by rating groups and in the trade press as having improved both in terms of
quality and value.**

Table 3.17 Total U.S. light vehicle sales, Korean import share, and total Korean share, in units, 2002—06

2002 2003 2004 2005 2006
Total U.S. sales 16,848,180 16,675,648 16,912,613 16,997,203 16,559,625
U.S. sales of Korean imports 612,464 645,969 782,982 805,183 690,802
Korean import market share (%) 3.6 3.9 4.6 4.7 4.2
U.S. sales of all Korean-brand
vehicles (U.S.- and Korean-built) 612,464 645,969 782,982 848,753 858,947
Total Korean market share 3.6 3.9 4.6 5.0 5.2
U.S. sales of Hyundai imports 375,119 400,221 418,615 411,442 287,375
U.S. sales of U.S.-produced
Hyundai N/A N/A N/A 43,570 168,145
U.S. sales of Kia imports 237,345 237,471 270,055 275,851 294,302
U.S. sales of GM Daewoo
imports® N/A 8,277 94,312 117,890 109,125

Source: Automotive News, various issues.

#Includes Chevrolet Aveo and Suzuki Forenza/Reno and Verona.

N/A=not applicable.

Some observers note that the removal of the 2.5 percent U.S. tariff would eliminate the
incentive for Korean automakers to expand their U.S. production capacity,*® and Korean
press reports indicate that the FTA is seen by some in Korea as a way to increase vehicle
exports from Korea and “provide job security for workers in Korea,”** because the tariff

481 Automotive News, 2007 Global Market Data Book, 19.

2 For example, the 2007 Santa Fe, Tucson, Sonata, and Entourage earned “5-Star” crash ratings from the
National Highway Traffic Safety Administration; the 2006 Sonata earned MotorWeek’s “Driver's Choice
Award” for Best Family Sedan and Kiplinger's Personal Finance called it “Best New Car” in the $18,000 to
$23,000 category; the 2006 Tucson earned J.D. Power and Associates’ “Highest Ranked Compact
Multi-Activity Vehicle in Initial Quality” in its 2006 Initial Quality Survey. Hyundai Motor America,
“Awards and Accolades.”

3 Congressman Levin, “Testimony as Prepared for Delivery,” written submission to the USITC,

June 20, 2007; and Meyer, "The United States-Korea Free Trade Agreement (KORUS FTA),” written
submission to the USITC, June 20, 2007.
#4 Choi, “FTA—A Stepping Stone for Korean Auto and Steel Makers,” April 11, 2007.
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provisions would allow Korean automakers to reduce costs without relocating overseas.*®
The decision to locate or expand passenger vehicle production in foreign markets, however,
is based on a number of factors other than preferential tariff rates on finished vehicles and
vehicle parts, including the volume of sales in the foreign market, exchange rates, transport
costs, the desire to design and produce vehicles locally to be more responsive to consumer
preferences, availability of parts and components, and political considerations.

Views of | nterested Parties

In his testimony before the Commission, Mr. Stephen Biegun, vice president, International
Government Affairs of Ford Motor Co. expressed Ford’s opposition to the FTA. He noted
that Ford has been operating in Korea since 1995, and despite 12 years of investment and
effort, Ford currently has one remaining dealership in Korea and sells just 1,700 vehicles in
Korea each year, compared to approximately 1,400 Hyundai and Kia dealers. Mr. Biegun
stated that 96 percent of the vehicles sold in Korea are built in Korea, and that this “would
be impossible to sustain without the active intervention of the Korean government.”** Mr.
Biegun stated that the1995 and 1998 MOUs were intended to reduce NTBs and increase
market access, but were not successful.**’

With respect to safety and environmental regulations, Mr. Biegun stated that Korean
regulations are “nontransparent and out of sync with international standards,”*** and while
noting that these regulations also bear a cost to Korean domestic automakers, said the cost
is proportionately much higher for importers because they must amortize the cost across a
much smaller amount of sales. According to Mr. Biegun, meeting new safety and
environmental regulations “can be so costly as to destroy the business case to remain in the
Korean market.”**” Mr. Biegun stated his company's disappointment that the burden of proof
with respect to trade remedy will continue to lie with U.S. companies, and that the 25 percent
U.S. truck tariff was not included as part of the snapback provisions. Mr. Biegun added that
the agreement will merely provide temporary relief from current NTBs, and that new NTBs
will arise in the future.*”® He noted that the U.S.-based exporters would, from a business case
perspective, take the small volume exceptions that are specified for each of the NTBs.

At the Commission's hearing, Mr. Biegun expanded on a number of the issues brought out
in his testimony. He noted that importers tend to import higher cost vehicles into the Korean
market because they bring a higher margin that can more easily bear the expenses that come
from unique Korean design requirements, shipping costs, tariffs, and other costs, and also
because consumers of luxury vehicles are less price sensitive. On the subject of NTBs, Mr.
Biegun said that two of the currently most onerous standards—OBD Il and K-ULEV—were
addressed, and said that “there is some convergence to the U.S. standards.”*' However, he
noted that while the FTA addressed the current environment, this is an ever changing
industry and that each new model of vehicle presents an “opportunity for decisions that can

5 Ibid.

6 Biegun, testimony before the USITC, June 20, 2007, 209.

“7 Ibid., 210.

8 Ibid.

9 Ibid., 211.

0 Biegun, “United States International Trade Commission's Hearing” written submission to the USITC,
June 20, 2007.

“1 Biegun, testimony before the USITC, June 20, 2007, 239.
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keep the products out.”** Mr. Biegun stated that to build a vehicle to a uniquely Korean
emission standard would require sales in the tens of thousands to make sense from a business
perspective, and that the low volume exemption encourages foreign automakers to take “the
bird in the hand, rather than make the huge expenditure to get into the bush and see what else
is out there for you.”*”” Mr. Biegun added that the combination of the low volume
exemption, the potential for future standards that are not addressed in the FTA, and the fact
that the new tax structure will still place a higher burden on the vehicles that Ford sells in
Korea will encourage U.S. automakers to prefer a low-volume strategy. Mr. Biegun also
touched on the anti-import bias in Korea, stating that, while it has been curtailed, “the fact
that this agreement had to explicitly enshrine a commitment from the Korean government
that it would cease and desist from such activity indicates that it is still a very real
concern.”** On dispute resolution, Mr. Biegun stated that it is “practically impossible” for
the U.S. government to recommend a snap back of U.S. tariffs, because U.S. and Korean
government officials will be influenced by “exogenous factors while they are making the
decision.”*”

As an attachment to the Automotive Equipment and Capital Goods (ITAC 2) report, Ford
Motor Co. provided its assessment of the FTA, noting that it is disappointed that the
recommendation of the U.S. auto companies that any U.S. “tariff reductions for Korean
vehicles imported into the U.S. be conditional on measurable, significant, and sustained
opening of the Korean auto market” was not accepted by the USTR.* Ford stated that U.S.
tariff elimination will result in a lopsided, immediate benefit to the Korean auto industry.
Ford stated that some progress was achieved in the FTA with respect to nontariff measures,
but noted that the automotive dispute settlement provisions put the burden of proof with U.S.
exporters. Ford asserted that, at best, the agreement may only result in small volume
opportunities for U.S. exporters while completely opening the U.S. market to Korean vehicle
exports. Specifically with respect to tariffs, Ford noted that Korean automakers will be the
immediate beneficiaries of the FTA tariff provisions, with an immediate estimated cost
savings of up to 40 times that of U.S. automakers exporting to Korea, based on 2006 bilateral
vehicle trade levels. Ford also pointed out that there are 1,300 Hyundai and Kia dealers in
the United States, compared to one Ford dealer in Korea.

On the consumption tax, Ford stated that the FTA provisions reduce, but not eliminate,
discrimination based on engine size. On the annual vehicle tax, Ford stated that, although the
FTA provisions bring some improvement in the system, nearly all U.S. vehicles fall in the
category with the highest tax category, and that the ultimate effect will be minimal. On the
subway bond, Ford pointed out that the FTA merely caps the tax at the current level and
continues to be applied based on engine size. On TBTs, Ford stated that the Korean system
will continue to use a mix of U.S. and European safety and emission standards; the K-ULEV
requirement was not eliminated (but, pending clarification, Ford believes that the
trade-distorting effect of K-ULEV was removed); the OBD requirement was not eliminated
but rather, a small volume exemption was permitted; and clarification is needed as to
whether U.S. safety certified vehicles will be accepted as meeting all Korean safety
regulations.

2 Ibid.

3 Ibid., 241.

4 Ibid., 243.

3 Ibid., 291.
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On the accelerated dispute settlement, Ford stated that the 2.5 percent auto tariff and the
25 percent light truck tariff should have been included in the snapback provisions, and that
it has concerns with the requirements for bringing a case to dispute settlement. On rules of
origin, Ford noted that, although its recommendation was not followed, it finds the three
methods contained in the FTA acceptable. Finally, Ford requested that the U.S. government
confirm in writing that content from Kaesong will not qualify as South Korean content, and
that the 1995 and 1998 MOUs will remain in force.

In testimony before the Commission, Douglas Meyer of the United Auto Workers (UAW)
stated that the UAW opposed the agreement. He reported that Korea, the fifth-largest vehicle
producer and the third-largest vehicle exporter, has the lowest level of import penetration of
any major automotive producing country in the world. He stated that the 1995 and 1998
MOUs were ineffective in opening the Korean market to imported vehicles, and that the U.S.
automotive trade deficit with Korea grew particularly quickly after the 1998 MOU, even
while the U.S. government was engaged in regular consultations with the Korean
government. Mr. Meyer stated that the FTA will result in a surge of imports from Korea,
large loss of automotive jobs in the United States, and an abandoning of Korean automaker
plans for future manufacturing expansion in the United States. Mr. Meyer noted that Korean
automakers have one manufacturing plant in the United States and one under construction,
and said that these two plants will not be able to satisfy most of their sales in the U.S.
market.

Specifically with respect to the FTA provisions, Mr. Meyer stated that the Koreans will be
able “to continue the discriminatory taxes and other non-tariff barriers that it has used to
keep its market closed. In addition, the special auto dispute resolution process is structured
in a manner that would make it extremely difficult for the U.S. to prevail in any case against
Korean non-tariff barriers.” Mr. Meyer noted that, in the agreement’s side letter on autos,
Korea agreed to delay the application of selected non-tariff barriers and to allow limited
volume exemptions for others. However, he said the agreement does not require Korea to
eliminate all current NTBs, nor does it establish effective and enforceable mechanisms for
addressing future NTBs. Mr. Meyer stated that the Automotive Working Group created in
the agreement has no enforcement power to address barriers, and that the dispute resolution
procedures would do little more than “expedite slightly the usual joint committee review and
arbitration process.” Moreover, Mr. Meyer stated that, with respect to dispute resolution,
“the burden should be on the Korean government to prove that its discriminatory taxes and
other non-tariff barriers are not responsible for keeping out our products” and that the
snapback remedy provision, which does not apply to the 25 percent truck tariff, is
“toothless” and will do nothing to provide redress to the automakers and their employees.*’’
At the Commission’s hearing, Mr. Meyer also said that the FTA allows Korea to maintain
its own emission standards that are “essentially equivalent” to U.S. standards in certain
instances, calling into question the effectiveness with which a dispute could be resolved.**®

The report of the ITAC on Automotive Equipment and Capital Goods (ITAC 2)*” stated that
the committee is divided on its assessment of the FTA, and noted that separate reports from
Ford Motor Co. and General Motors Corp. (GM) were attached to the committee report. The
committee noted that in 2006, Korea exported over 700,000 cars, vans, and sport utility
vehicles (SUVs) to the United States, while the United States exported just over 4,000 of

#7 Meyer, “The United States-Korea Free Trade Agreement (KORUS FTA),” written submission to the
USITC, June 20, 2007.

4% Meyer, testimony before the USITC, June 20, 2007, 237.

9 ITAC (2) on Automotive Equipment and Capital Goods, Advisory Committee Report, April 27, 2007.
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these vehicles to Korea. The committee said that its recommendation that the agreement
“precondition the phase-out of U.S. automotive tariffs on the demonstration of Korean
automotive market openness in terms of improved import penetration that is on par with that
of other OECD countries” did not result in a “performance metric approach.” The committee
report said that written confirmation from the U.S. government is needed to confirm that 1)
changes to the K-ULEV regulation make it identical to the California nonmethane organic
gas (NMOG) requirement, and 2) the outcome with respect to self-certification ensures that,
up to 6,500 vehicles per manufacturer, that U.S.-certified vehicles will be accepted as
meeting Korean safety regulations.

In its separate statement attached to the ITAC 2 report, GM states that it is neutral on the
FTA; GM noted that it believes that the agreement addresses the U.S. auto industry’s
concerns, and that the dispute settlement mechanism provides a deterrent to future Korean
NTMs. However, GM added that, given the current imbalance in bilateral trade, “the benefits
will skew, for the near term, to Korea.” GM stated that the elimination of Korea’s 8 percent
tariff will provide savings in and of itself, but also provide savings in the calculation of
cascading vehicles taxes. With respect to taxes, GM remarked that Korea is “reducing its
dependence on engine displacement as the basis for taxation and has reduced the overall tax
burden on the auto sector.” GM adds that the tax provisions of the FTA “eliminate
discrimination against imports.” Regarding TBTs, GM states that the K-ULEV requirements
are sufficiently harmonized with California Low Emission Vehicle (LEV) II program, thus
eliminating GM’s concern with OBD II. GM also notes that it is satisfied with the self-
certification outcome. GM states that the snapback provisions are innovative and have the
potential to discourage imposition of new NTMs or the reinstatement of old ones. GM is
satisfied with the rules of origin, and requests written confirmation that the 1995 and 1998
MOUs remain in effect.

Inits advisory report, the Labor Advisory Committee (LAC)’” stated that FTA’s automotive
provisions were disappointing. It notes that the United States had a $13.4 billion trade deficit
with Korea in 2006, $11.7 billion of which was in autos and auto parts. LAC states that a
five-point proposal submitted to the USTR and crafted jointly by labor, industry, and
members of Congress, including a 15-year phaseout of U.S. tariffs, exclusion of the
25 percent truck tariff, tariff reduction incentives for opening the Korean market, enhanced
safeguards, elimination of NTMs and suggestions for how to address future NTMs, was not
accepted by negotiators. LAC asserts that the FTA’s automotive-related provisions “are
unlikely to open the door for more than a handful of vehicles from U.S. auto companies.”

With respect to tariffs, LAC opposes any immediate reduction in U.S. tariffs, but rather
supports making tariff reduction contingent on “verifiable and significant opening of the
Korean auto market.” The truck tariff, LAC noted, should only be addressed in multilateral
forums. LAC added that the FTA’s tariff provisions will lead to significant new imports of
vehicles from Korea, as Korean automakers can easily ramp up production.

Regarding discriminatory taxes, LAC noted that the FTA does not eliminate the engine
displacement-based tax system, and this would allow for discrimination between vehicles
with engines below and above 1,000 cc. Regarding TBTs, LAC stated that the Automotive
Working Group set up by the FTA does not appear to function differently from what

3% LAC for Trade Negotiations and Trade Policy, Report, April 27, 2007.
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currently exists in the context of the WP-29,”" and that labor unions do not have a role in
the process. LAC noted that neither the negotiated confirmation letter nor the auto provisions
will stop the Korean government from using technical standards to discriminate against
imports.

Regarding dispute resolution, LAC noted the following concerns: (1) there is no allowance
for participation by nongovernmental interested parties; (2) the threshold for stating an
actionable claim is higher than for nonautomotive disputes; (3) the dispute panel does not
utilize panelists with automotive knowledge and experience; (4) the provision for
reimposition of U.S. tariffs would do nothing to open the Korean market and prevents the
collection of duties that would offset the value of the damage to U.S. exports caused by
Korean barriers; (5) only the 2.5 percent tariff can be applied if an actionable violation has
occurred, and not the 25 percent light truck tariff; and (6) it is not clear how long safeguards
may remain in place. LAC remarked that the safeguard provisions for autos are “practically
useless,” because the snapback provision only allows reimposition of the 2.5 percent U.S.
passenger vehicle tariff, which, to date, has posed no barrier to Korean vehicles.

In his written testimony to the Commission, U.S. Congressman Sander Levin of Michigan
stated that he opposes the FTA. He said that Korea maintains an “economic iron curtain
against all imported autos, using a powerful and extremely effective combination of tariffs,
prohibitive and discriminatory taxes, and regulations designed specifically for the purpose
of keeping imports out,” and that “the FTA as currently negotiated will simply lock in a
structure of one-way trade . . . and allow the Korean auto industry to continue an export
driven strategy using the profits from their protected home market to fund R&D and broader
incursions into the US and other major markets.”

Regarding discriminatory taxes, Congressman Levin added that the FTA would merely
require reductions in two of them and leave the third intact. Regarding existing nontariff
barriers, he noted that four such barriers were identified by U.S. industry during the
negotiations. Congressman Levin characterized the outcome as “delay of one onerous
discriminatory regulation, delay of another with an exemption dependent on a low volume
of sales, an artificial resolution of the third and no handling of the fourth.” Specifically with
respect to the low-volume sales exemption, Congressman Levin stated that this is a “self-
defeating” concession.

Onthe FTA’s special dispute-settlement provisions, Congressman Levin noted that “the only
thing ‘innovative’ about it might be that the expedited structure assures failure sooner,” and
that it will be even more difficult for a U.S. automaker to win a case under the FTA
provisions than to win a case under WTO dispute settlement rules. Congressman Levin also
noted that the automotive working group created under the FTA is not mandated to meet. He
estimated that tariff reductions would amount to a savings of $217 million for Korean
automakers exporting to the United States, but only $12 million for U.S. automakers
exporting to Korea.””

In a written statement to the Commission, U.S. Senator Sherrod Brown of Ohio stated that
he does not support the U.S.-Korea FTA because it “creates unbalanced benefits for Korean
automakers at the expense of U.S. auto workers and manufacturers.” In particular, Senator

01 WP-29 is the World Forum for Harmonization of Vehicle Regulations. For more information, see
http://www.unece.org/trans/main/wp29/wp29wgs/wp29gen/wp29pub/wp29pub2002e.pdf.

%92 Congressman Levin, “Testimony as Prepared for Delivery,” written submission to the USITC,
June 20, 2007.
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Brown expressed concern about the rules of origin in the agreement and said that as they
have a local content threshold that provides “an incentive for auto parts makers from
elsewhere in the region to circumvent their duties and access the U.S. market, duty-free,
through the FTA. Senator Brown added that the FTA does not guarantee that the market
access provisions will be stringently enforced. He noted the Korean government’s estimate
that Korean auto exports will increase by $1 billion. He also noted the lack of increased
market access arising from the 1995 and 1998 MOUs, and that he believes that “objective
and verifiable benchmarks,” which were proposed by U.S. industry and labor, are a better
way to achieve broader market access in Korea.””

Hyundai Motor Co. expressed support for the FTA in a submission to the Commission,
stating that it believes “the benefits of vehicle tariff reduction under the KORUS FTA will
be mutual and fair.” Hyundai stated that, as a result of tariff and nontariff provisions of the
FTA, U.S. automakers should be able to improve their price competitiveness and market
share in Korea. Hyundai reported that establishing manufacturing operations in major
markets, including the United States, is part of its overall strategy to become one of the
world’s leading automakers, in recognition of “the value of investing where we sell our
vehicles.” Hyundai pointed out that it is engaged in the entire vehicle design, engineering,
manufacturing, and testing process in the United States. Hyundai added that the FTA will
create further opportunities for Hyundai to expand its market presence in the United States,
to the benefit of the U.S. economy and the U.S. consumer. Hyundai noted that it will benefit
from the U.S. duty savings negotiated in the FTA, stating that tariff and other provisions in
the FTA will “allow Hyundai and its dealers to provide U.S. consumers with more choice,
more competitive products and better service.” Hyundai noted, however, that many of the
vehicles its sells in the United States are made locally.”*

At the Commission’s hearing, Korean Ambassador to the United States Lee Tae-sik stated
that the U.S. automobile sector will benefit immensely from the U.S.-Korea FTA.
Ambassador Lee said that the FTA ensures that U.S. automobiles would have a fair
opportunity to compete in the Korean market through the elimination of Korea’s 8 percent
tariff on most U.S. cars, reforms to its taxation system, revisions to nontariff barriers such
as emission and safety standards, and strengthening of dispute-settlement mechanisms,
including the creation of snapback provisions. He addressed what he described as three
misconceptions concerning the Korean automobile sector.

First, he said that the Korean market is open to foreign automobiles. Although he noted
imported vehicles (by number of vehicles sold in 2006) accounted for 4.5 percent of the
Korean market and are sold at relatively high prices, he said that the foreign-vehicle market
share based on value rose to 14 percent in 2006. He also said that foreign-owned car
manufacturers and imported cars together account for 30 percent of the total domestic market
in Korea, compared to OECD member countries’ average rates of 40 percent. Second, he
said that Korea is not the principal source of the U.S. automobile deficit, as it represented
only $8.5 billion of the deficit and ranked fourth behind the EU’s $22.9 billion, Canada’s
$25.1 billion, and Japan’s $43.2 billion in 2006. Third, Ambassador Lee stated that
allegations that the Korean government fosters a campaign discouraging purchases of foreign
automobiles are “groundless.” He noted that Korean automakers Kia and Hyundai have
invested billions in high-tech manufacturing plants in Georgia and Alabama, respectively,

3% Senator Brown, “Re: U.S.-Korea Free Trade Agreement: Potential Economy-wide and Selected
Sectoral Effects,” written submission to the USITC, June 20, 2007.

3% Shin, “Statement of Hyundai Motor Company on the U.S.-Republic of Korea Free Trade Agreement,”
written submission to the USITC, June 27, 2007.
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and said that these investments, which have created thousands of new jobs and benefits for
U.S. workers, exemplify highly successful economic cooperation in this sector. In
conclusion, Ambassador Lee stated that the FT A will provide momentum to increase growth
in the U.S. automobile industry in the near future.’®

M edical Devices™®

Assessment

The U.S.-Korea FTA would likely result in increased exports of medical devices to Korea
by reducing or eliminating a number of tariff and NTMs. U.S. exporters would benefit from
the immediate or phased elimination of tariffs, improved transparency in the reimbursement
process, less complex regulatory approval policies, and measures to counter unethical
practices in the medical device and pharmaceutical sectors.

Korea is an important market for U.S. exporters of medical technology, with U.S. firms
accounting for over $600 million, or approximately one-third of Korea’s imported medical
devices, in 2006.°"” The $2.5 billion market for medical devices in Korea is forecast to grow
at an annual rate of 10—15 percent over the next several years, “driven by improved health
insurance for South Koreans, an aging population, and funding for new equipment to
improve the country’s medical infrastructure.”* With continued economic growth, Korea
is expected to demand an even higher level of health care,” which could generate greater
export opportunities for U.S. medical device manufacturers.’'® By addressing the tariff and
nontariff issues affecting the sales and trade of medical devices, the U.S.-Korea FTA should
enable U.S. manufacturers of such products to benefit from these export opportunities.

The FTA would eliminate remaining tariffs for U.S. medical device exports—immediately
for most products or phased in within 3 years for other products. Tariff reductions for a few
selected products, however, such as medical magnetic resonance imaging apparatus and
ultrasonic scanning apparatus, would be phased in over 10 years. Unlike the United States,
Korea was not a party to the Uruguay Round “zero-for-zero” tariff elimination initiative for
medical devices;’"! thus Korea maintains tariffs ranging from 6.5 to 13 percent in important
export categories for U.S. medical device manufacturers. These categories include a broad
range of products such as general hospital supplies; intraocular lenses and other ophthalmic

395 Ambassador Lee, testimony before the USITC, June 20, 2007, 9-23.

3% The products covered in this assessment represent approximately 7 percent of U.S. exports to Korea in
the GTAP “machinery and equipment n.e.c.” sector and less than 2 percent of three other GTAP sectors, and
represent approximately 4 percent of U.S. imports from Korea in the GTAP “machinery and equipment
n.e.c.” sector and less than 1 percent of three other GTAP sectors, for 2006.

397 Espicom Business Intelligence, “The Medical Device Market: Korea,” November 30, 2006, 1; and
official statistics of the U.S. Department of Commerce.

% Diller, “Healthcare: Products and Supplies: Asia,” March 2007, 11; Gross and Minot, “Medical Device
Registration in Korea: An Overview,” January 2007, 1; and USFCS, “Medical Equipment and Devices,” 53.

39 USDOC, “Mission Statement: U.S. Healthcare Technologies Trade Mission: Taiwan, Korea and The
Philippines,” 1-4; and USFCS, “Doing Business in Korea: A Country Commercial Guide for U.S.
Companies,” 2006.
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' The FTA tariff provision is consistent with U.S. objectives in the Doha Development Agenda to have
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Norway, Switzerland, Canada, and Singapore. Trade Reports International Group, “Eliminating Medical
Tariffs,” February 27, 2007, 1-2.

3-91



goods; and high-technology medical, surgical, and dental instruments and appliances.’'* By
eliminating tariffs, the FTA should make U.S.-made medical devices more cost-competitive
with those of Korean and foreign competitors.

The FTA contains a specific pharmaceuticals and medical devices chapter’"” that addresses
NTMs in Korea such as reimbursement, regulatory,’'* and unethical business practices.’'* For
instance, the chapter details the creation of an independent review mechanism’'® that would
allow medical device manufacturers to challenge the Korean government’s pricing and
reimbursement decisions for medical devices.’'’ Further, regulatory cooperation would be
promoted by encouraging each party to recognize the results of certification and testing
completed in the other party’s territory.’*® Unethical practices by pharmaceutical and medical
device manufacturers or suppliers are discouraged by prohibiting them from providing
incentives to health-care professionals or health-care institutions’" for listing, purchasing,
or prescribing drugs or devices eligible for reimbursement by central government health-care

programs.**

The FTA would establish a medicines and medical devices committee cosponsored by the
health and trade officials of each party to monitor and support the implementation of the
obligations in the chapter.’*' U.S. medical device manufacturers should also benefit from the
provisions of the FTA’s TBT chapter, which would reduce duplication, provide more
transparency, and encourage the use of international standards in Korea’s regulatory
approval process.”” By addressing all of these issues, the FTA would likely lead to a
decrease in the price and an increase in the quantity of U.S.-made medical devices in Korea.

According to industry experts, Korea currently maintains nontransparent reimbursement and
pricing policies’™ in its government-administered health-care insurance system that
discriminate against U.S. and other foreign manufacturers of medical devices and
insufficiently reward their innovation.”** U.S. industry officials report that regulations issued

312 AdvaMed, testimony before the Trade Policy Staff Committee, Office of the USTR, March 14, 2006,
1-11.

313 For additional information on a summary of the pharmaceuticals and medical devices chapter of the
FTA, see chap. 2 of this report and the pharmaceuticals section of this chapter.

314 USKBC and the AMCHAM in Korea, U.S.-Korea Free Trade Agreement Position Paper, 2006, 20.

313 Inside Washington Publications, “U.S., Korea FTA Contains Strong PN ARMA Text, Excludes
Kaesong,” April 3, 2007, 1.

316 Ambassador Lee, testimony before the USITC, June 20, 2007, 17; and USTR, “Trade Facts: Free
Trade with Korea Summary of the U.S.-Korean FTA.” Washington, DC: USTR, April 2007, 5.

37 May, testimony before the USITC, June 20, 2007, 288-289; Stangarone, “Anatomy of a Deal: The
KORUS FTA,” 1; and Inside Washington Publications, “U.S., Korea FTA Contains Strong PhLARMA Text,
Excludes Kaesong,” April 3, 2007

S8 USTR, “Final - United States - Korea FTA Texts,” 2007, Article 5.6.

3 Reis, testimony before the USITC, June 20, 2007, 28; and May, testimony before the USITC,

June 20, 2007, 287.

520 JSTR, “Final - United States - Korea FTA Texts,” 2007, Article 5.5.

2! Ibid., Article 5.7; Ambassador Lee, testimony before the USITC, June 20, 2007, 17; and May,
testimony before the USITC, June 20, 2007, 189.

322 For additional analysis regarding TBTs and other NTMs, see chap. 5 of this report.

33 The Korean government sets prices even for services and products for which it does not provide
reimbursement. Diller, “Healthcare: Products and Supplies: Asia,” March 2007, 32.

32 Diller, “Healthcare: Products and Supplies: Asia,” March 2007, 23; Gross and Weintraub, “Medical
Device Reimbursement in Korea,” July 2005, 1; and AdvaMed, testimony before the Trade Policy Staff
Committee, Office of the USTR, March 14, 2006, 1-11.
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by the Ministry of Health and Welfare reportedly show a bias toward domestic products.’*

For instance, reimbursement prices for imported products are capped based on documented
free on board (FOB) prices, while the reimbursement levels for domestic manufacturers and
distributors are negotiated based on self-generated and often undocumented manufacturing
cost data.”*® According to industry experts, the imposition of arbitrary price limits on medical
technology constitutes a practice that does not adequately reflect the market costs of doing
business in Korea, the high costs associated with research and development, or the medical
and economic benefits of innovative medical technology.’” The FTA would address these
issues by increasing the transparency of the Korean National Health Insurance
reimbursement system for medical devices. The program establishes prices for those
products.

Medical devices also are reportedly subject to overly complex and costly certification,
testing, inspection, and other regulatory approval requirements in Korea.”™ Many
manufacturers claim that the Korea Food and Drug Administration (KFDA) rules, requiring
them to submit detailed data on certain medical products, are excessive and delay market
access.”” Further, according to industry analysts, Korean regulatory authorities do not allow
medical devices into the country that have not been approved in their country of
manufacture,™ a duplicative requirement not faced by Korean producers.™'

KFDA also requires reregistration of all medical device production transferred to a
manufacturing site outside of its original country of origin.*** This reregistration is equivalent
to a new registration. The U.S. industry would like Korea to expand existing licenses to
cover dual sites and permit notification of the change to KFDA without the need for
reregistration.’*® Eliminating the need for reregistration may be possible if Korea introduces
and adopts a verifiable and enforceable Good Manufacturing Practices paradigm consistent
with international standards, which the United States hopes would happen sometime in
2007.*

Widespread use of unethical business practices in the Korean health-care system continues
to be a significant problem reported in the Korean market for some medical devices.*** Major
contributors to the problem are the complex distribution system and lack of transparency in
the government decision-making process, which leads to improper practices by wholesalers
and distributors.”*® By providing more transparency and predictability in Korea’s medical

33 AdvaMed, testimony before the Trade Policy Staff Committee, Office of the USTR, March 14, 2006,
1-11.

326 U.S. industry officials, interview by Commission staff, May 4, 2007.

27 Gross and Weintraub, “Medical Device Reimbursement in Korea,” July 2005, 1-2; and AdvaMed,
testimony before the Trade Policy Staff Committee, Office of the USTR, March 14, 2006, 1-11.

328 EIU, “Country Commerce: South Korea,” July 2006, 106; and Gross and Minot, “Medical Device
Registration in Korea: An Overview,” January 2007, 1-4.

32 WTO, Trade Policy Review Body (TPRB), “TPR, Republic of Korea, Report by the Secretariat,”
September 17, 2004, 59.

339 Gross and Minot, “Medical Device Registration in Korea: An Overview,” January 2007, 1.

31 U.S. industry officials, telephone interviews by Commission staff, May 22-23, 2007.

32 USTR, 2007 National Trade Estimate Report on Foreign Trade Barriers, April 2007, 370.

33 U.S. industry officials, telephone interviews by Commission staff, May 22-23, 2007; and USTR, 2007
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device pricing, reimbursement, and regulatory policies, the FTA should lessen the
opportunities and incentives for engaging in unethical business practices.™’

An analysis of international price and quantity data comparing Korean imports to other
comparable countries indicates that the potential effect of NTMs on Korean imports may be
to restrict the quantity of imports or raise the price of imports for medical devices. As box
3.5 suggests, U.S. exports of ultrasound scanning apparatuses may be affected not only by
tariffs, but by NTMs as well. Implementation of the NTM-related provisions of the FTA will
likely be critical for U.S. exporters to fully realize the gains in market access for medical
devices.

Views of | nterested Parties

Three industry associations, the Advanced Medical Technology Association (AdvaMed), the
Pharmaceutical Research Manufacturers of America (PhRMA), and the National Electrical
Manufacturers Association (NEMA), each provided information regarding the U.S.-Korea
Free Trade Agreement in various news releases and statements. In a news release, AdvaMed
states that the FTA demonstrates Korea’s commitment to increasing access for its citizens
to innovative medical technologies and that it supports the establishment of the Medicines
and Medical Devices Committee.”*® Further, AdvaMed added that Korea is an important
market for U.S. medical technology companies, where U.S. manufacturers exported more
than $670 million worth of medical technology products to Korea.”*

In addition, PhARMA, along with several U.S. industry officials, stated that, to achieve the
FTA’s goals, it recommends that the U.S. government closely monitor the full and effective
implementation of Korea’s FTA commitments and continue to work with Korea regarding
its reimbursement system.’*” Lastly, in an issue brief, the National Electrical Manufacturers
Association (NEMA), which represents medical imaging and other electrical manufacturers,
reports that the FTA’s market access provisions will improve sales opportunities in Korea
for its members.*"!

In its report on the FTA, the ITAC for Chemicals, Pharmaceuticals, and Health/Science
Products & Services (ITAC 3), which represents a wide range of U.S. health-care
manufacturers, states that it is pleased that remaining tariffs will be removed on medical
equipment.’** The report states that committee members believe that the pharmaceuticals and
medical devices chapter contains a number of important improvements to Korea’s regulatory

337 Reis, testimony before the USITC, June 20, 2007, 28; and USTR, 2007 National Trade Estimate
Report on Foreign Trade Barriers, April 2007, 370.

3% AdvaMed, “AdvaMed Welcomes U.S./Korea Free Trade Agreement (April 3, 2007),” 1.

5% Ibid.

0U.S. industry officials, interview by Commission staff, May 16, 2007; and PARMA, “PhRMA
Statement on the U.S.-Korea Free Trade Agreement (April 3, 2007),” 1.

I NEMA, “Issue Brief: US-South Korea Free Trade Agreement,” April 2007, 1.

*2 ITAC (3) on Chemicals, Pharmaceuticals, Health/Science Products and Services, Advisory Committee
Report, April 24, 2007, 13.
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Box 3.5 Potential price and quantity effects of NTMs on ultrasound scanning apparatus (HS 901812)

Firms seeking to export to Korea have identified a variety of NTMs that may have impeded their access to the
market for medical equipment, including opaque pricing and reimbursement policies, overly complex and costly
regulatory requirements, and unethical business practices (see text). These measures may restrict the quantity
of imports into the Korean market, raise the price of imports, or both.

Korean imports of this product, in quantity terms, are substantially lower than imports of the same product into
most other economies, relative to the size of the Korean economy. Korea's import unit value for imported
ultrasonic scanning apparatus is substantially higher than the import unit value for most other countries. Existing
tariffs of 8 percent ad valorem appear to be too low to account by themselves for either the relatively low quantity
of imports or the relatively high price of imports. This relatively low quantity and relatively high price of imports
may be reflective of the effects of NTMs, but could also be influenced by such factors as market structure, product
differentiation, and consumer preferences.

Korean imports of ultrasonic scanning apparatus in 2003—05 were 0.0028 units per million $ GDP, as compared
to a median of 0.012 units among 23 comparable countries. Korea ranks twenty-second out of the 23 comparable
countries in imports relative to the size of its economy, with only Thailand ranking lower. The number of
comparison countries is limited because some countries measure imports in kilograms or other units.

The Korean average import price from the United States during 2004-06, was $31,733 per ultrasonic scanner,
which is 48 percent higher than the U.S. export price to the world of $21,450. The Pharmaceuticals and Medical
Devices and TBT chapters of the FTA are intended to address some of these NTMs (see chapter 5 of this report
for additional information on TBT provisions and appendix D for a summary of the FTA chapter on
Pharmaceuticals and Medical Devices).

For further information on the calculation and interpretation of the quantity and unit-value information reported
above, see appendix J.

Source: See app. J for data sources; USITC staff analysis.

and reimbursement systems concerning access to innovation, imposition of an independent
appeals process, increased transparency and accountability, and maintenance of ethical
business practices to ensure a level playing field.”* The report, however, says that the
committee believes that substantial work remains to ensure full implementation ofthe FTA’s
provisions to address the challenges that innovative medical device and pharmaceutical firms

face in gaining fair access to the Korean market.

In its report, the ITAC on Small and Minority Business (ITAC 11) states that it believes the
chapter on pharmaceuticals and medical devices will expand opportunities for small
businesses in the medical device industry.** Finally, the Intergovernmental Policy Advisory
Committee noted that it is pleased that state-level Medicaid programs are excluded from
coverage of the chapter on pharmaceuticals and medical devices, which applies only to

central-level government health-care programs.*®

3 Ibid., 16.
> ITAC (11) on Small and Minority Business, Advisory Committee Report, April 26, 2007, 4.
>3 IGPAC, Advisory Committee Report, April 24, 2007, 23.
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CHAPTER 4
| mpact of Market Access Provisionsfor
Services

This chapter assesses the potential effect of the U.S.-Korea FTA on the services sector and
services trade. The analysis first focuses on cross-border trade in services' generally, and
then discusses financial, telecommunications, professional, and audiovisual services
specifically.

FTA Chapter 12—Cross-Border Tradein Services

Assessment

The trade-in-services provisions of the U.S.-Korea FTA would provide U.S. firms levels of
market access, national treatment, and regulatory transparency that exceed those afforded
both by Korea’s commitments under the GATS, the first legally enforceable agreement on
trade in services, and by de facto market conditions for U.S. services firms.” The effect of
FTA disciplines on overall bilateral services trade would likely be greater than other recent
FTAs, because Korea’s services market is large (box 4.1). Restrictions in Korea pertaining
to numerous services industries would, however, remain in place after the FTA enters into
force.?

Overall, the Korean services market is less open to foreign services firms than the U.S.
market.* Currently, the Korean market is relatively open to U.S. cross-border services
exports but relatively closed to U.S. services firms operating on a commercial-presence
basis; i.e. selling services through a U.S.-owned affiliate located in Korea. Direct measures
ofthe competitive position of U.S. services firms relative to foreign country counterparts are
not available, but indirect measures indicate that, on a commercial-presence basis, U.S.
services firms are on roughly equal footing with EU services firms. Korea is the seventh-
largest cross-border export market for U.S. services firms.’ Relative to its GDP, Korea
consumes a moderate amount of U.S. cross-border exports, importing more U.S. services

! The term “cross-border trade,” as used in this chapter, indicates that services, service suppliers, or
service consumers have crossed national boundaries to affect trade. The term is intended to differentiate
these modes of delivery from delivery through affiliates located in the country of the consumer.

2 WTO, “General Agreement on Trade in Services, Republic of Korea, Schedule of Specific
Commitments,” April 15, 1994. Prior to the U.S.-Korea FTA, the GATS governed the rights and obligations
that U.S. service providers had in Korea. The Commission, therefore, uses Korea’s GATS commitments as a
baseline from which to measure the benefits of the FTA.

3 It is not possible to establish an overall quantitative measure of the effect of the U.S.-Korea FTA on
trade in services because of the unavailability of necessary data. Using methodology developed by the
Commission, however, a quantitative measure of impediments to banking services is presented in the
financial services assessment in this chapter and in app. H of this report.

* Reis, testimony before the USITC, June 20, 2007.

> USDOC, BEA, “International Economic Accounts,” July 16, 2007.
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Box 4.1 Profile of services industries in Korea and the United States

The Korean services industry is generally less developed, less productive, and less liberalized than the U.S.
services industry. It is characterized by lower labor productivity in virtually all subsectors compared to counterparts
in the United States and other advanced economies such as Germany, France, and Japan. A liberalization index
constructed by Lee and Lee based on the GATS schedules of Korea and the United States indicates that the U.S.
services sectors are more liberalized than Korean services sectors in virtually every area except for tourism, where
the two countries are equally liberalized, and transport, where the Korean market is slightly more liberalized than
the U.S. market.

The services sector in Korea accounted for 56 percent of the country’s GDP and 65 percent of total employment
in 2005, the latest year for which data are available. The largest service sectors in Korea are financial services, real
estate and rental services, and wholesale and retail services respectively. Korea posted a services trade deficit in
that year, as shown in the table below. Services accounted for 14 percent of Korea’s overall exports, with the
transportation sector predominating.

The U.S. services sector accounted for 77 percent of U.S. GDP in 2004 (latest year available from source
consulted) and 78 percent of total employment in 2005." The largest service sectors in the United States are real
estate and rental and leasing services, wholesale and retail services, and financial services, respectively. The
United States is the world’s largest services exporter. Sales of services by foreign affiliates of U.S. parent firms,
the value of which has exceeded that of U.S. cross-border services since 1996, totaled $489.6 billion in 2004 (latest
available). Such sales follow U.S. direct investment in foreign markets, and in part reflect the degree to which
foreign markets are open to U.S. services firms.

Cross-border trade in services with all trading partners by the United States and Korea, 2005 (million U.S.
dollars)

United States Korea

Trade Trade
Service industry Exports Imports balance Exports Imports balance
Total services 376,788 314,575 62,213 45,375 58,467 -13,092
Passenger transport 20,930 26,070 -5,140 2,488 1,517 971
Freight transport 17,340 44,160 -26,820 18,352 7,831 10,521
Other transport 24,910 17,950 6,960 3,043 10,619 -7,576
Travel and tourism 102,010 73,560 28,450 5,660 15,314 -9,654
Other services® 211,600 152,840 58,760 15,831 23,187 -7,356

Source: IMF, Balance of Payments Statistics Yearbook, 2006, part 1, 525, and 1,018.

Note: Because of the calculation routines used by the IMF, there may be rounding differences between an aggregate and
the sum of its components.

%Included in “other services” are communications; construction; insurance; financial; computer and information;
royalties and license fees; other business; personal, cultural, and recreational; and other government.

Sources: Lee and Lee, “Feasability and Economic Effects of a Korea-U.S. FTA,” December 30, 2005; World Bank, World
Development Indicators; Bank of Korea, Republic of Korea, “National Accounts.” ECOS—Economic Statistics System;
USDOC, BEA, Survey of Current Business, October 2006; USDOC, BEA, “Gross Domestic Product by Industry
Accounts”; and IMF, Balance of Payments Statistics Yearbook, 2006.

" World Bank data on services used here differ from services data reported by the U.S. Bureau of Economic Analysis
(BEA) in that World Bank data include public sector figures, but do not include construction or utilities data, while BEA
data exclude government data but include construction and utilities data.




relative to GDP than do China, Japan, France, and Germany but relatively less than the
United Kingdom, Canada, Mexico, and Switzerland.®

On a commercial presence basis, the Korean services market is relatively closed. In a sample
of nearly 5,000 mid-to large-sized services firms operating in Korea,” 98 percent are owned
by Korean individuals or firms.® Of the 2 percent of services firms that are foreign owned,
35 firms are U.S.-owned, 31 are EU-owned, and 22 are owned by investors from other
countries, primarily Japan and Switzerland. The provisions of the FTA may increase U.S.
firms’ competitiveness relative to other foreign services suppliers that have not yet entered
into a trade agreement with Korea.’

Improvement in U.S. firms’ access to the Korean market under the FTA is attributable in part
to the use of a “negative list” approach in the agreement. Under this approach, all disciplines
included in FTA chapter 12 would automatically cover all services industries and industry
segments except for those specifically exempted in FTA Annexes I through III on
nonconforming measures (NCMs) (see appendix tables [.1 and 1.2), other FTA chapters, and
side letters.'® Use of the negative list approach extends the disciplines found in the services
chapters of the FTA to a number of services for which Korea scheduled limited or no
commitments under the GATS, including those yet to be offered commercially."" For
instance, Korea elected to make no GATS commitments in sporting and other recreational
services and limited GATS commitments in research and development services other than
marine research, but did not exempt these services from FTA disciplines. Consequently, U.S.
providers of such services would be entitled to unrestricted market access, nondiscriminatory
regulatory treatment, and improved transparency under the terms of the FTA, compared to
the situation under the GATS. Korea has highlighted improvements it made in the FTA over
the GATS via the negative listing approach on research and development, travel, tourism,
and several business services.'? The trade liberalizing effect of negative listing is moderated
only by the relatively large number of NCMs listed by Korea.

¢ Ibid.; World Bank, “WDI and GDF Online”; and Commission staff calculations.

" Companies with at least 7 billion won ($US 7.5 million) in total assets. Only firms with an identifiable
ultimate owner controlling at least 25 percent of equity are included in this sample. Data were obtained from
Orbis, a large international database that compiles financial and ownership information on public and private
firms.

By comparison, 18 percent of U.S. firms and 40 percent of UK firms were foreign in samples obtained
using similar methodology.

° The EU and Korea commenced FTA negotiations in May 2007. The European Free Trade Association,
of which Switzerland and three other non-EU European countries are members, entered into an FTA with
Korea in September 2006. MOFAT, Republic of Korea, “Bilateral Trade Relations.”

' NCMs are trade measures which do not conform to the disciplines of the agreement. The United States
has specified six services industries for which it currently maintains cross-border NCMs, whereas Korea
specified 44 services industries subject to cross-border NCMs. The Korean services sectors subject to NCMs
are subject to equal or greater restrictions under the GATS, thus the impact on U.S. services exports resulting
from these NCMs relative to current situation is likely to be small. Additionally, due to the openness of the
U.S. market, the impact of these measures on U.S. imports is also likely to be small.

' The negative list approach tends to yield greater market access and transparency than the positive list
approach employed in GATS, wherein market access and national treatment apply only to the provision of
specifically listed services. Under a positive list approach, the extension of trade disciplines to newly created
services would have to be negotiated individually.

2 USTR, “Final - United States - Korea FTA Texts,” 2007, Appendix II-A, 53-4, 2007.

4-3



Summary of Provisions®

Chapter 12 of the FTA covers measures of the parties that affect cross-border services other
than financial services, air transport, and gambling and betting services."* The FTA would
guarantee national and MFN treatment for providers of the covered services, and it includes
measures adopted or maintained by all levels of government, as well as certain
nongovernmental bodies. Commercial presence is not required, and regulation of services
and qualification requirements may not be unduly burdensome. Chapter 12 also includes
regulatory transparency provisions beyond those delineated in the transparency chapter,'
which would lay out requirements for the publication of proposed regulations and the input
of interested parties.'® The parties would be permitted, but not required, to recognize
education, experience, licenses, or certifications obtained in particular nonparty countries.
As to market access, the chapter would bar measures that impose specific limitations, such
as numerical limits on the number of suppliers of a service.

The parties would commit to permit unfettered transfers and payments relating to the
cross-border supply of services, and must allow such transactions to occur in a freely usable
currency at the prevailing exchange rate on the date of transfer, subject to explicit
exceptions. The benefits of this chapter may be denied under limited circumstances if the
service supplier is controlled by persons of a nonparty.

FTA chapter 12 includes specific language on express delivery services that defines the
scope of coverage, confirms the desire to maintain market access no less favorable than that
in effect when the FTA was signed, and delineates the relationship between covered services
and each party’s postal monopoly.'” Additionally, two side letters express Korea’s intention
to reform its postal system to reduce the number of services, including international delivery,
that may be provided solely by the Korean Postal Authority. The side letters also state that
Korea would, over time, ensure independent regulation of the postal and express delivery
systems.

Annex 12-C of the agreement would provide for consultations between the parties regarding
NCMs maintained by regional levels of government. Finally, a side letter included would
clarify that various regulations currently maintained by the parties are not inconsistent with
the agreement. These regulations include the prohibition of holding more than one license
to provide multiple services and various regulations governing educational institutions and
rail transportation.

Views of | nterested Parties

Overall, U.S. industry representatives expressed satisfaction with the FTA provisions on
services and transparency. An industry representative views the FTA commitments regarding

"3 For additional information on summary of provisions related to professional services and audiovisual
services, see the “Professional Services” and “Audiovisual Services” sections.

'* Gambling and betting services are excluded due to provisions included in a side letter. Air
transportation is covered by a separate bilateral “open skies” agreement. See
http://www.state.gov/e/eeb/tra/c66l.htm for additional information.

' For additional information on the FTA chap. 21 covering transparency, see chap. 6 of this report.

!¢ USTR, “Final - United States - Korea FTA Texts, “ 2007, Chapter 12 Article 12.8, 12-4.

7 Ibid., Chapter 12 Annex 12-B, 12-11.
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services as a substantial improvement over Korea’s GATS commitments or its offered
commitments under the Doha Round."®

In its report, the Industry Trade Advisory Committee on Services and Finance Industries
(ITAC 10) stated that the FTA will provide a favorable environment for cross-border
services trade, opening many previously closed Korean sectors to U.S. services suppliers and
investors.'” The ITAC 10 report supports provisions that allow the U.S. to benefit from any
trade concessions made to other countries with which Korea may negotiate FTAs and the
strategic implications of the FTA on U.S. economic relations with other countries in the
region.”” On an industry-specific basis, the ITAC 10 report states that the FTA chapters on
investment, government procurement, cross-border trade in services, and regulatory
transparency provide a framework that can increase opportunities in Korea for U.S. energy
services firms, despite the lack of domestic energy reserves and the stalling of privatization
plans in the Korean gas distribution and electricity sectors.”!

The Industry Trade Advisory Committee on Distribution Services for Trade Policy Matters
(ITAC 5) said in its report that the FTA would generate new opportunities for U.S.
distribution firms, but would continue to be hampered by tariff and nontariff barriers
imposed on goods imported from their global supply networks.*

In particular, an industry representative stated that she is encouraged by the potential for
substantial increases in U.S. cross-border exports and affiliate sales given the large size of
Korea’s economy and the relatively restricted nature of the Korean services sectors prior to
the agreement.” An additional industry source said that Korea currently maintains an
“intrusive and nontransparent regulatory regime.”* This situation is of particular concern to
services industries, which tend to be heavily regulated. The FTA seeks to address these
concerns by providing for a more transparent regulatory system. The express delivery
industry expressed support for the FTA at the Commissions’s public hearing.” The industry
representative said that, although the industry has de facto market access rights, the FTA
would provide legally enforceable market access and national treatment rights. He also noted
that the FTA would provide a 4-hour customs clearing target, which he said would be
superior to the 6-hour customs clearing target included in previous FTAs.

'8 Goyer, testimony before the USITC, June 20, 2007. Goyer represented the U.S. Coalition of Service
Industries, an advocacy organization representing the interests of approximately 40 large services firms.

Y ITAC (10) on Services and Finance Industries, Advisory Committee Report, April 25, 2007. ITAC 10
represents approximately 30 service providers.

0 Tbid.

2! Tbid.

ZITAC (5) on Distribution Services for Trade Policy Matters, Advisory Committee Report,
April 25, 2007.

2 U.S. industry representative, telephone interview by Commission staff, May 31, 2007.

2 Reis, testimony before the USITC, June 20, 2007. Reis represented the U.S.-Korea Business Council
and the U.S. Chamber of Commerce.

# Min, testimony before the USITC, June 20, 2007. Min represented the Express Delivery and Logistics
Association.
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FTA Chapter 13—Financial Services

Assessment

The financial services provisions of the U.S.-Korea FTA would likely lead to increased
penetration of the Korean market by U.S. firms. Particularly important Korean liberalizations
bound by the FTA enable cross-border provision of insurance and asset management
services, full establishment rights for U.S. financial services firms, and the ability to transfer
customer data into and out of Korea. Another important provision would permit U.S.
portfolio managers to provide services to both mutual funds and pension funds in Korea. The
negative list approach adopted in the FTA is also considered especially beneficial to U.S.
financial services firms, as they tend to compete through introduction of innovative new
products.”® Industry representatives consider Korea to be a significant market for U.S.
financial services firms,”” and state that these sector liberalizations and resulting reforms
bound by the Agreement would result in sizeable new cross-border exports of financial
services and investment by U.S. firms. Significant new imports of financial services from
Korea are not expected in the near term because the U.S. financial services market is already
generally open.

Financial Services—Except Insurance

The FTA would likely generate a substantial increase in U.S. exports of banking, securities,
and asset management services to Korea. Although cross-border exports to Korea in 2005
accounted for just 1 percent ($344 million) of total U.S. exports of financial services,” the
anticipated absolute effect of the FTA would be significant due to the size of the Korean
market and the country’s expressed desire to become a regional financial hub (see box 4.2).
Comparatively speaking, Mexico,” which has a comparable GDP, is also an OECD member,
and already has an FTA with the United States, imported $547 million of U.S. financial
services in 2005.%° The FTA text represents a significant improvement over Korea’s current
GATS bindings. The Commission estimates that the tariff equivalent (TE) of Korea’s
remaining nontariff impediments to banking services stands at 29 percent under the terms
of the FTA, which is less than one-half of the estimated 76 percent TE consistent with
Korea’s GATS bindings. The TE decline reflects, among other things, the removal of certain
restrictions on investment, cross-border supply, and product range (box 4.3 and appendix H).

The FTA would not likely have a significant effect on U.S. imports of financial services
from Korea, as the market for U.S. financial services is already fairly open and highly
competitive, and Korean banks currently have a small presence. As of December 2006,
Korean banks in the United States held $4.4 billion in assets, less than 1 percent of total

% Reis, testimony before the USITC, June 20, 2007, 27.

#" USKBC and the AMCHAM in Korea, U.S.-Korea Free Trade Agreement Position Paper, 2006.

2 USDOC, BEA, Survey of Current Business, October 2006, 57.

» Mexico was chosen for comparative purposes because of the similar size of its GDP, and because the
country already has an FTA with the United States, which may serve as an indicator for a potential increase
in financial services trade. Geographic proximity is not as relevant to services trade as it is to trade in goods.

3 USDOC, BEA, Survey of Current Business, October 2006, 57.
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Box 4.2 Financial services: Competitive conditions

The Korean banking industry was the world’s nineteenth largest in 2005, with $676 billion in assets, or less than
1 percent of the global total. By contrast, U.S. banks account for the largest share of world assets (15 percent) valued
at $59.7 trillion in 2005, and are very competitive in open markets. Since 2003, the Korean government has undertaken
financial-sector reform measures toward the goal of turning Korea into a regional financial hub by 2020. As such, the
financial sector has undergone consolidation and become more accessible to foreign firms. Foreign investors currently
own an estimated 40 percent of Korea’s banking sector, including two of the country’s official national commercial
banks, which are owned by Citigroup (U.S.) and Standard Chartered Bank (UK). In 2006, the top ten foreign banks
operating in Korea, three of which were U.S. firms, controlled 25 percent of the commercial banking market. Despite
the regulatory reforms, however, foreign firms still have difficulty achieving the same level of market penetration as
their domestic counterparts, partly due to remaining regulatory hurdles, and partly due to cultural issues.

The insurance industry in Korea is the second largest in Asia, following Japan, in terms of premiums written. In 2006,
life and non-life insurance premiums were valued at $33.5 billion and $14 billion, respectively. The life insurance sector
is highly consolidated, with the top three firms accounting for 74 percent of the market. Foreign firms, the most
prominent of which include Allianz First Life (Germany), ING (Netherlands), and Prudential (U.S.), hold an estimated
10 percent of market share. In the nonlife sector, the three largest firms hold 54 percent of the market, and foreign
participation is minimal, at less than one percent.

Sources: EIU, “Country Finance: South Korea,” February 2007; and EIU, “South Korea: Financial Services
Profile,” January 5, 2007.

Box 4.3 The interpretation of tariff equivalents’

The Commission estimated the tariff equivalent (TE) for banking services consistent with Korea’s current GATS
commitments on banking to be 76 and its latest Doha Round GATS offer to be 59 percent. The Commission estimated
that the TE associated with Korea’s commitments in the FTA is reduced to 29 percent. Tariff equivalents are a measure
of the percentage increase in prices due to trade impediments relative to the prices that would exist in the absence
of trade restrictions. The decline in the TE represents both the lowering of barriers to entry and barriers to operation
for U.S. firms in Korea and the lowering of the price of banking (intermediation) services.

Specifically, the decline in the TE from the GATS Uruguay Round commitments reflects decreased barriers to the
acquisition of existing Korean firms, reduced residency requirements for senior executives, and the elimination of
minimum investment restrictions for foreign direct investment. Further reductions in the TE from the GATS Doha Round
offers to the FTA reflect the reduction of restrictions in the cross-border supply of certain financial information services,
the elimination of Mode 2 restrictions on Koreans’ consumption of banking services outside Korea, and the increased
ability of foreign banks to offer a full range of financial products. The reduction in Korea’s TE in the banking sector
applies only to U.S.-based financial institutions. As such, U.S.-based financial institutions may realize a competitive
advantage in the Korean market relative to financial institutions based in third-country markets.

The Commission estimated the price effects of trade barriers on net interest margins (NIMs), which are the spread
between lending and deposit interest rates, using a two-stage econometric model. The first stage of the model-
corrected NIMs for the effects of prudential regulations, which promote the stability of the financial system but increase
the price of banking services. This first-stage model incorporated firm-level data from 1,400 banks in over 50 countries,
including Korea. The second stage of the model isolated the effects of trade restrictions after controlling for a number
of country-level market variables. The Commission used GATS schedules and the FTA text, including the annexes
on nonconforming measures, to identify trade restrictions. The Commission assigned scores to market access and
national treatment commitments on the seven activities defined as banking services in the GATS. The services
included deposit taking and lending services, as well as fee-based services.

' The tariff equivalents estimated here are not directly comparable to the ad valorem equivalents used in the
Commission’s computable general equilibrium model described in chap. 2 of this report. A full description of the
analysis and methodology used is presented in app. H.




assets held by foreign banks.’’ Total U.S. imports of banking and securities services
registered $12.3 billion in 2005, and sales of financial services by U.S. affiliates of foreign
firms totaled $23.8 billion in 2004 (latest available).”> While precise figures on sales by U.S.
affiliates of Korean firms do not exist, cross-border imports of financial services from Korea
totaled $125 million in 2005, or approximately 1 percent of total U.S. banking and
securities services imports. Such U.S. imports are most likely concentrated in the provision
of trade financing to U.S. clients importing goods from Korea, and do not directly compete
with U.S.-based banks. Near-term growth in imports will likely be a result of demand for
trade finance services generated by increased trade in goods between the United States and
Korea, rather than a direct result of financial sector liberalization.

| nsurance

The FTA would also be expected to generate a substantial increase in U.S. exports of
insurance services to Korea. The Korean insurance market is the seventh-largest in the world
in terms of premium volume, and the biggest to be included in a recent U.S. bilateral FTA.
It has remained relatively closed to foreign firms, however. As such, the potential for cross-
border U.S. exports or sales by foreign affiliates of U.S. firms in this sector likely is sizeable.
Total U.S. cross-border exports of insurance in 2005 totaled $6.8 billion, although exports
to Korea amounted to just $74 million, or 1 percent of the total.** Comparatively speaking,
Mexico imported $158 million of insurance services from the United States in 2005.%
According to industry estimates, cost savings to the life insurance sector from removal of the
restriction on data transfer could reach $50 million, and potential gains from new market
growth due to the FTA provisions could be $5 billion in the long term.*

With respect to the potential for increased U.S. imports from Korea, the U.S. insurance
market is already open to foreign firms, so market access gains for Korean firms would
likely be marginal. In 2005, total U.S. cross-border imports of insurance services were
$28.5 billion, and insurance sales by U.S. affiliates of foreign firms totaled $81.3 billion in
2004 (latest available).”’ Precise figures on sales by U.S. affiliates of Korean firms are not
available, but cross-border imports totaled $15 million in 2005, or less than 0.1 percent of
total U.S. imports of insurance services. Near-term growth in imports would likely result
from demand for insurance generated by increased trade in goods between the United States
and Korea, rather than as a direct result of insurance-sector liberalization. Korean insurance
companies are unlikely to compete directly with more sophisticated U.S. insurers in the
highly competitive U.S. market.

3! Federal Reserve Board, “Structure and Call Report Data for U.S. Offices of Foreign Entities by
Country,” December 31, 2006.

32 USDOC, BEA, Survey of Current Business, October 2006, 74.

3 Ibid., 57.

3 This figure represents the sum of reinsurance ($207 million) and primary insurance ($26 million)
premiums received, minus losses paid ($161 million). The figures do not total exactly because of rounding.
USDOC, BEA, Survey of Current Business, October 2006, 60.

3 USDOC, BEA, Survey of Current Business, October 2006, 60.

36 Smith, testimony before the USITC, June 20, 2007, 64.

7 USDOC, BEA, Survey of Current Business, October 2006, 60 and 74.

* Ibid., 57.
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Summary of Provisions

Chapter 13 of the FTA would generally require each party to allow cross-border trade in
financial services, accord national treatment and MFN treatment to investors of the other
party, and provide market access without limitations on the number of financial institutions,
value of transactions, number of service operations, or number of persons employed.

As in previous bilateral U.S. FTAs, cross-border trade would be limited to certain segments
of the financial services industry, as outlined in Annex 13-A. For insurance, FTA coverage
of cross-border trade would be limited to marine, aviation, and transit (MAT) insurance;
reinsurance and retrocession;* services auxiliary to insurance, such as consultancy, risk
assessment, actuarial and claim settlement services; and insurance intermediation services
such as brokerage and agency services. For banking and securities, FTA coverage of cross-
border trade would be limited to the provision and transfer of financial information and
financial data processing, advisory, and other auxiliary financial services as defined in the
text of the chapter. The provision regarding financial data processing, however, does not go
into effect until two years following entry into force of the agreement. Cross-border
intermediation services (i.e., deposit taking and lending) would be excluded from the
agreement.

Each party would be required to permit a financial institution of the other party to provide
new financial services on the same basis that it permits its own domestic institutions to
provide, without additional legislative action. The chapter would not require either party to
furnish or allow access to information related to individual customers or confidential
information, the disclosure of which would impede law enforcement, be contrary to the
public interest, or prejudice legitimate commercial concerns.

Under chapter 13, neither party could require financial institutions of the other party to hire
individuals of a particular nationality as senior managers or other essential personnel, nor
could a party require more than a minority of the board of directors to be nationals or
residents of the party. The parties would agree that transparent regulations and policies are
important, commit to publishing in advance all regulations of general application, and agree
to maintain or establish mechanisms to respond to inquiries from interested persons. Where
aparty requires membership in a self-regulatory organization, the chapter would provide that
such organizations will be subject to the national treatment and MFN obligations of this
chapter.

The FTA would establish a Financial Services Committee to implement the provisions of
chapter 13. Chapter 13 would also provide for consultations and dispute resolution, and
includes cross references to the provisions covering dispute settlement procedures. Under
the FTA, parties may retain specific financial services measures that do not conform to the
FTA by including the measures in Annex III of the agreement. For example, Korea included

39 Retrocession is defined as risk accepted by a reinsurer, which is then transferred to another reinsurance
company.
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as an NCM a regulation® that requires a branch of a bank or securities company constituted
under the laws of another country to bring and maintain operating funds within Korea.*'

Views of | nterested Parties

U.S. financial services industry representatives widely regard the agreement as a catalyst for
substantial new opportunities in the Korean market. In testimony before the Commission,
Laura Lane, corporate co-chair of the U.S.-Korea FTA Business Coalition, stated that it is
the best financial services chapter negotiated in a free trade agreement to date.** In the
banking and securities sector, Korea is believed to have made significant progress in
reforming its banking sector in recent years, but opportunities for U.S. banks have been
limited.*

The ITAC on Services and Finance Industries (ITAC 10) report states that many elements
of the FTA represent a marked improvement in the operating climate for U.S. firms doing
business in Korea.* In particular, it states that the provisions on market access, national
treatment, and transparency are critical to increased participation by U.S. firms in the Korean
market, as well as furthering Korea’s efforts to become a regional financial hub. Further, the
ITAC 10 report highlights the importance of allowing the delegation of core functions to
offices outside Korea, allowing firms to transfer customer data into and out of the country,*’
and allowing the cross-border provision of portfolio management services. The ITAC 10
report expressed disappointment about the absence of investor-state arbitration related to the
prudential carve-out, as well the inclusion of provisions that would allow Korea to restrict
certain capital flows as they relate to investment.*t

In addition to creating new market opportunities for U.S. firms, one industry representative
indicated that the agreement would send an important message to the region, where countries
are reportedly wary of large U.S. banks that they believe, erroneously, to be interested in
acquiring small domestic banks. If U.S. banks can successfully demonstrate their ability to
bring healthy competition and innovative products to the commercial banking sector in
Korea, perhaps the rest of the region would be more willing to allow those firms greater
access to their markets.*’

The ITAC 10 report also expressed support for the insurance provisions of the FTA,
characterizing them as “commercially meaningful.”* The report states that allowing greater
market access to U.S. firms would help to strengthen the Korean insurance sector by
introducing new products and positively influencing the way the industry operates.”’ Of
particular importance to U.S. industry, the report stated, are the provisions for MFN and

“ This regulation is based on Korean legislation, namely The Banking Act and the Securities and
Exchange Act.

#1'U.S. industry representatives contend that this requirement is reasonable. U.S. industry representative,
telephone interview by Commission staff, June 1, 2007.

# Lane, testimony before the USITC, June 20, 2007, 106.

# U.S. industry representative, telephone interview by Commission staff, June 1, 2007.

#ITAC (10) on Services and Finance Industries, Advisory Committee Report, April 25, 2007.

* Ibid.

* Ibid.

#U.S. industry representative, telephone interview by Commission staff, June 1, 2007.

*® ITAC (10) on Services and Finance Industries, Advisory Committee Report, April 25, 2007.

# Ibid.; and U.S. industry representative, telephone interview by Commission staff, June 1, 2007.
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national treatment, full establishment rights, cross-border provision of services, data transfer,
and transparency.

In addition, industry representatives support the requirement that the state-owned Korea Post
and cooperative insurance providers be subject to the same regulatory requirements as
private insurance firms.*’

On a general note, one industry representative expressed support for the negative list
approach used in negotiating the FTA, as it limits the number of services subject to
restriction.” Also, this representative viewed Korea’s commitment to accord to the United
States any future trade liberalizations to which it agrees with a third-party country as
particularly valuable to U.S. financial services firms, especially given Korea’s pending
negotiations with China and Japan.>

FTA Chapter 14—Telecommunications

Assessment

The FTA would likely have minimal impact on U.S. cross-border exports®™ of
telecommunication services, largely due to already high levels of price competition for voice
telephone services between the United States and Korea. Price competition contributed to
a 66 percent decline in U.S. carrier revenues for U.S. calls terminating in Korea during 2001
to 2005, even as the volume of U.S. calls, measured in minutes, grew by 25 percent.*
Efforts by the U.S. Federal Communications Commission (FCC) to reduce international
accounting rates®® may also have contributed to the decline in per minute prices and
associated U.S. carrier revenues during the years 2001 to 2005.>” Overall, U.S. cross-border
exports of telecommunication services to Korea were relatively small, totaling $150 million,
or 3 percent of total telecommunications exports, in 2005.%

By contrast, the provisions of the FTA likely would facilitate the entry of U.S. firms into the
Korean market, either through the establishment of a wholly owned subsidiary or through
investment in existing telecommunication companies. Currently, Korea limits foreign direct

%0 Smith, testimony before the USITC, June 20, 2007, 64.

! Goyer, testimony before the USITC, June 20, 2007, 46.

2 Ibid., 47.

33 The traditional international telephone call is the primary means of cross-border trade in
telecommunication services between the United States and Korea.

> U.S. carrier revenues derived from U.S.-originated calls terminating in Korea decreased from
$24.3 million in 2001 to $15.8 million in 2005. U.S. Federal Communications Commission (USFCC), 2005
International Telecommunications Data, April 2007, 109-132.

% The volume of U.S.-originated calls to Korea, measured in minutes, increased from 258.4 million
minutes in 2001 to 322.2 million minutes in 2005. USFCC, 2005 International Telecommunications Data,
April 2007, 109-132.

%6 Under traditional settlement procedures, carriers negotiate bilateral accounting rates, or per-minute fees,
for carrying and terminating international telephone traffic.

7 FCC, Benchmark Order, 12 FCC Red 19,806 (1997). The Order established a 5-year time-frame during
which settlement rates would be reduced to $0.15 per minute for upper income countries, $0.19 per minute
for middle-income countries, and $0.23 per minute for lower-income countries. Although the FCC’s initial
accounting rate goals were not met due to resistance from many countries, average U.S. accounting rates
began to fall after the issuance of the Order.

# USDOC, BEA, Survey of Current Business, October, 2006.
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investment (FDI) in facilities-based telecommunication-services firms to 49 percent of total
voting shares.”® The provisions of the FTA, however, remove this restriction, allowing
100 percent foreign ownership 2 years after the FTA enters into force.®® Although high levels
of competition, the maturation of important market segments (box 4.4), and FTA exclusions
pertaining to mobile services®' and nonfacilities-based service providers® may deter U.S.
firms from entering the domestic Korean market and/or impair the ability of U.S. firms to
offer telecommunication services to residential and/or corporate customers within Korea, the
FTA’s investment provisions would likely benefit U.S. firms seeking to offer international
corporate data, virtual private network, and Internet Protocol-based corporate customers in
Korea.

The telecommunication provisions of the U.S.-Korea FTA would likely have minimal impact
on U.S. cross-border imports of telecommunication services, largely due to already high
levels of price competition for voice telephone services between the United States and
Korea. Efforts by the FCC to reduce accounting rates may have contributed to the decline
in per minute prices during the years 2001 to 2005. Overall, U.S. imports of
telecommunication services were relatively small, totaling $74 million, or 2 percent of total
telecommunications exports, in 2005.® The FTA would likely have minimal impact on the
entry of Korean telecommunication firms into the U.S. market, or the sales of existing
Korean subsidiaries in the United States, due largely to the existing regulatory openness of
the U.S. telecommunication services market. For example, Korean operator SK Telecom
currently offers wireless service in the United States via Helio, a mobile virtual network
operator (MVNO)* established as a 50/50 joint venture with U.S. Internet firm Earthlink.®
High levels of competition in the U.S. telecommunication services market and several FTA
exclusions pertaining to mobile services operators® in the United States may deter additional
market entry by Korean telecommunication services firms.

% USFCS, “Doing Business in Korea: A Country Commercial Guide for U.S. Companies,” 2005, 88; EIU,
“Country Commerce: South Korea,” July 2006, 117; and USTR, “Korea,” 2007 National Trade Estimate
Report on Foreign Trade Barriers, April 2, 2007, 367.

€ At the end of 2005, foreign ownership in Korea’s major fixed-line telecommunication services firms
included 5 percent in Dacom, 46 percent in KT, and 48 percent in Hanaro Telecom. In the wireless sector,
foreign ownership stood at 22.5 percent in KT Freetel, 27 percent in LG Telecom, and 49 percent in SK
Telecom. EIU, “Country Commerce: South Korea,” July 2006, 118.

' In Korea, commercial mobile services are not subject to commitments related to major suppliers,
services resale, network unbundling, leased circuits, colocation, and access to poles, ducts, conduits, and
rights-of-way.

2 In Korea, commitments related to network unbundling, interconnection, leased circuits, submarine cable
access, colocation, and access to poles, ducts, conduits, and rights-of-way do not apply to non-facilities based
providers.

© USDOC, BEA, Survey of Current Business, October 2006.

% MVNOs typically do not own spectrum allocation or telecommunication network facilities. As a result,
MVNOs typically resell the wireless services of established mobile services providers. Helio, for example,
leases network capacity from Verizon Wireless and Sprint Nextel.

 Krause, “Amp'd Mobile Bankruptcy Casts Shadow on MVNOs,” June 6, 2007; Nam, “Helio's Losses
To Widen This Year-SK Telecom,” February 7, 2007; Kawaguchi, “Telecommunications: Wireless-Asia,”
April 2007, 12; and Tae-gyu, “Telecom Operators Set Eyes on Overseas Markets,” July 29, 2007.

% In the United States, commercial mobile services are not subject to commitments related to dialing
parity, major suppliers, services resale, and access to poles, ducts, conduits, and rights-of-way.
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Box 4.4 Competitive conditions in the Korean telecommunication services market

Fixed-Line Services

Fixed-line services are provided in Korea by the incumbent, KT Corp., and several new entrant firms, including
DACOM, Hanaro Telecom, and Onse Telecom. Despite the introduction of competition in the 1990s, KT Corp.
dominates the fixed-line market, controlling 93.2 percent of local fixed-line subscribers, 65 percent of leased lines, and
86 percent of domestic long distance services. By contrast, high levels of competition have reduced KT Corp.’s share
of the international long distance service market to approximately 45 percent. Overall, revenues in the fixed-line market
are slowly contracting, due to fixed-to-mobile substitution, increasing levels of competition, and the growing use of
Voice-over-Internet Protocol (VolP). In 2005, the Korea Fair Trade Commission issued corrective orders and levied
fines against Korea'’s four fixed-line providers for price collusion in local, domestic long distance, international long
distance, leased-line, and high-speed internet services.

High-Speed Internet Services

The main providers of high-speed Internet services in Korea are KT Corp., Hanaro Telecom, DACOM, Dreamline,
Onse Telecom, and Powercomm. High-speed Internet services are primarily delivered over Asymmetric Digital
Subscriber Line (ADSL) technologies, although access via wireless, satellite, and hybrid fibre-coaxial technologies are
also available. In 2005, the broadband penetration rate in Korea stood at approximately 25 percent, one of the highest
in the world. Overall, an increasingly saturated market and competition-induced price declines have resulted in slower
growth in both subscriber numbers and revenues in Korea’s high-speed Internet market. Licensed VolP services were
launched by resellers in mid-2005. Currently, VolP services are provided in Korea by the main network operators, as
well as smaller firms like Skype, Samsung Networks, and Anyuser Net.

Mobile Services

Mobile services in Korea are provided by SK Telecom, KTF Corp., and LG Telecom. Over the past few years, Korean
government regulators have taken steps to stimulate competition in mobile services, including banning handset
subsidies, actively regulating interconnection rates, and preventing large operators from offering discounted service
bundles. After several years of strong growth, the Korean mobile services market is now entering the mature stage,
characterized by high levels of mobile service penetration (82 percent) and intense competition among its three service
providers. Korea is a global leader in the deployment of third generation (3G)" networks and services, with the first such
network launched in September 2000. Currently, nearly 43 percent of Korea’s mobile customers subscribe to 3G
services. Such leadership is driven in part by the Ministry of Information and Communication (MIC), which actively
controls licensing and monitors carrier commitments to investin, and launch, 3G technologies and services. High levels
of competition in mobile voice services, which have led to declining revenues, have also driven 3G product
development to include not only messaging services but also advanced services such as mobile television, music and
game downloads, and e-gift services.

" Third generation (3G) technologies, which are based upon the International Telecommunication Union’s
International Mobile Telecommunications-2000 (IMT-2000) family of standards, offer substantially higher
bandwidth than previous technological standards, enabling not only greater capacity for voice transmissions but
also data transfer rates of up to 2 megabits per second (Mbps). Such high data transfer rates allow mobile services
providers to offer an expanded range of value-added services, including text and multimedia messaging;
Internet/e-mail access; downloadable music, ringtones, graphics, and audio/video clips; and mobile television.

Sources: Kawaguchi, “Telecommunications: Wireless-Asia,” April 2007; Mergent, “The Asia-Pacific
Telecommunications Sectors,” January 2007; Datamonitor, “Fixed Line Telecoms in South Korea,” June 2006;
Datamonitor, “Internet Access in South Korea,” July 2006; and Tae-gyu, “Telecom Operators Set Eyes on
Overseas Markets,” July 29, 2007; and Primetrica, “Korea,” GlobalComms Database, April 2006.




Summary of Provisions

The provisions of Chapter 14 would require each party to ensure that enterprises of the other
party have access to and use of any public telecommunication service offered in its territory
and/or across its borders on reasonable and nondiscriminatory terms and conditions.
Specifically, the chapter would obligate suppliers of public telecommunications services to
provide network interconnection, number portability, and dialing parity to
telecommunication service providers of the other party on reasonable and nondiscriminatory
terms and conditions. In addition, major suppliers of one party would be required to offer
telecommunication services to suppliers of the other party on terms and conditions no less
favorable than those accorded to their own subsidiaries, affiliates, and nonaffiliated service
suppliers, particularly regarding the availability, provisioning, rates, and quality of such
services. Major suppliers would also be subject to specific additional obligations related to
competitive safeguards, services resale, network unbundling, interconnection, leased circuits,
colocation,®” and access to rights-of-way and submarine cable systems.

Chapter 14 would commit the governments of the United States and Korea to ensure the
independence of their respective telecommunications regulatory bodies and bestow such
entities with the authority to enforce compliance with FTA obligations. The parties to the
agreement also would be required to maintain transparent and nondiscriminatory procedures
related to licensing, allocation and use of scarce resources, and dispute resolution. A variety
of exclusions for mobile services providers, nonfacilities-based providers, and rural
telecommunication services are contained in Annex 14-A and Annex 14-B, while Annex 1
to the FTA would establish several restrictions on foreign investment in Korea’s
telecommunications sector.®

Views of I nterested Parties

Overall, U.S. industry representatives expressed support for the commitments detailed in the
telecommunications chapter. The Information and Communications Technologies, Services
and Electronic Commerce (ITAC 8) report, for example, stated that the U.S.-Korea FTA
would foster a more open and liberalized telecommunications market in Korea. In particular,
the ITAC 8 report expresses support for the removal of foreign investment restrictions 2
years after the FTA enters into force, although it notes that an investment ceiling remains in
place for Korea’s incumbent telecommunication services providers, KT and SK Telecom.
The ITAC 8 report also supports commitments pertaining to submarine cable landing
stations, stating that commitments on international circuits, backhaul facilities,” colocation,

7 Colocation is defined as physical access to space in order to install, maintain, and repair equipment at
premises owned, controlled, or used by a supplier of public telecommunications services.

8 Annex 1 to the FTA states that foreign ownership may not exceed 49 percent of the total voting shares
of facilities-based suppliers of public telecommunications established in Korea. Similarly, a license for
facilities-based telecommunication services will not be granted to entities in which foreign owners control
more than 49 percent of total voting shares. In addition, foreign owners may not be the largest shareholder in
Korea Telecom, unless foreign owners hold less than 5 percent of total voting shares. Two years after the
FTA enters into force, Korea shall permit foreign ownership of 100 percent of the total voting shares of a
facilities-based supplier of public telecommunication services (except for KT and SK Telecom), which in
turn may hold a license for facilities-based public telecommunication services.

 Backhaul facilities are defined as transmission links between a submarine cable landing station and a
point of access to the public telecommunications network.
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and cross-connect links’ are more comprehensive than in previous agreements. The ITAC
8 report also approves of the expanded technological choice section in the FTA, noting that
it goes beyond other agreements by limiting the conditions under which both parties can
specify technology to suppliers of public telecommunication services. By contrast, the ITAC
8 report points out that many of the provisions of the FTA do not apply to nonfacilities-based
providers of telecommunications services.”"

Similarly, the Telecommunications Industry Association (TIA) supports the
telecommunications services provisions contained in the U.S.-Korea FTA. Overall, TIA
states that U.S. firms would benefit from the commitments in the FTA, including, inter alia,
commitments on access to and use of public telecommunications networks, interconnection,
number portability, resale of services, network unbundling, and submarine cable landing
stations. TIA also notes that many of the provisions expand upon commitments contained
in the WTO’s Agreement on Basic Telecommunications, citing provisions on number
portability and dialing parity, as well as expanded language related to the independence of
the telecommunications regulator.

Similar to the ITAC 8 report, the TIA singled out the FTA’s provisions related to
technological neutrality, noting that the FTA’s strong language goes beyond other trade
agreements by limiting conditions under which parties can specify the use of certain
technologies. The TIA also expressed approval for FTA commitments that eliminate the
49 percent foreign investment ceiling after 2 years, although it notes that investment ceilings
would still apply to KT and SK Telecom.”

The Coalition of Services Industries (CSI) also supports the telecommunication
commitments contained in the U.S.-Korea FTA, stating that such commitments would foster
amore open and liberalized telecommunications market and ensure that U.S. companies have
improved access to the Korean telecommunications market. In general, CSI approves of the
FTA’s commitments related to network access, cost-oriented interconnection, dialing parity,
competitive safeguards, services resale, and technology choice. CSI also supports FTA
provisions that allow U.S. companies to own 100 percent of the total voting shares in a
Korean telecommunications operator within 2 years of implementation. Given CSI’s past
concern over the independence of Korea’s telecommunications regulator,” it also approves
of FTA commitments that ensure that the regulatory body is separate from, and not
accountable to, any supplier of public telecommunication service.”

" Cross-connect links are used in a submarine cable landing station to connect submarine capacity to the
transmission, switching, and routing equipment of telecommunication companies located within the cable
station.

"M ITAC (8) for Information and Communications Technologies, Services and Electronic Commerce,
Report, April 27, 2007, 9—10. ITAC 8 represents the interests of approximately 26 telecommunication and
advanced technology firms.

72 Seiffert, TIA, written submission to the USITC, June 27, 2007.

3 CSI asserts that Korea’s telecommunications regulator, the Korea Communications Commission
(KCC), is not a fully independent regulator because the MIC retains most of the regulatory responsibilities
and, as such, is largely responsible for decisions regarding market entry, pricing, and service quality. CSI
also objects to the KCC’s physical location with the MIC headquarters. As a result, the CSI recommends that
a fully independent regulatory body should be established and vested with the power to issue impartial and
binding decisions and regulations. CSI, “Written Testimony on the Free Trade Agreement Between the
United States and Korea for the Trade Policy Staff Committee, Office of the USTR,” March 14, 2006.

™ Goyer, testimony before the USITC, June 20, 2007.
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Professional Services™

Assessment

The professional services provisions of the FTA would likely contribute to increased market
access and national treatment for U.S. professional services practitioners engaged in cross-
border trade, especially in such services historically reserved for Korean-licensed
practitioners and firms. Moreover, certain professional services are likely to benefit from the
FTA’s establishment of a process that promotes the creation of mutual recognition
agreements’® in professions such as engineering and law. Additionally, as noted earlier, the
FTA’s negative list approach extends trade disciplines to certain professional services, such
as legal services (box 4.5), for which Korea made no commitments or only limited
commitments under GATS.”” Nevertheless, the FTA is likely to have a small effect on
bilateral services trade in the near term because Korea’s professional services market would
be opened only gradually and for a limited range of services. In addition, certain U.S.
professional services firms providing engineering services and major worldwide networks
of accounting firms already participate in the Korean market through means such as
contractual associations with licensed Korean firms.” Bilateral trade in professional
services” is relatively small, with U.S. exports to Korea measuring $930 million and U.S.
imports from Korea measuring $120 million in 2005.%

Summary of Provisions

Provisions of the FTA related to cross-border trade in professional services are not included
in a separate chapter, but instead Annex 12-A to chapter 12 covers measures related to
licensing and certification of the other party’s professional services suppliers. The annex
would commit each party, upon request, to provide information including the appropriate
regulatory or other bodies to consult on standards and criteria® for licensing and certification
of professional services suppliers. Upon agreement, each party must encourage relevant
bodies to develop mutually acceptable standards and criteria for licensing and certification
of professional services suppliers, to make recommendations on mutual recognition, and to
develop procedures for the temporary licensing of the other party’s professional service
suppliers, in particular those supplying engineering, architectural, and veterinary services.

> Chapter 12 of the FTA defines professional services as services, the supply of which requires
specialized postsecondary education, or equivalent training or experience or examination, and for which
parties grant or restrict the right to practice, but not to include services supplied by tradespersons or vessel
and aircraft crew members.

® An agreement whereby each party recognizes the education or experience obtained, requirements met,
or licenses or certifications granted in the territory of the other party.

" WTO, “General Agreement on Trade in Services, Republic of Korea, Schedule of Specific
Commitments,” April 15, 1994.

" Professional services firms’ Internet sites, such as Bechtel Corporation, “About Bechtel”; Samil
PricewaterhouseCoopers, Annual Report 2005; and Samjong KPMG, “What's New at KPMG.”

™ Trade data include business, professional, and technical services, and thus report trade on a wider range
of services than solely professional services.

% USDOC, BEA, Survey of Current Business, October 2006, 65-6.

8 Such standards and criteria may address education, examinations, experience, conduct and ethics,
professional development and recertification, scope of practice, local knowledge, and consumer protection.
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Box 4.5 U.S. legal services trade with Korea and the climate for opening the Korean market for legal services

In 2005, U.S. cross-border exports of legal services to unaffiliated consumers in Korea amounted to $102 million, while
U.S. imports of such services from unaffiliated suppliers in Korea totaled $21 million. Korea accounted for 2 percent
of the total value of both U.S. exports and imports of legal services in 2005.

The European Union Chamber of Commerce in Korea stated that Korea is the last economy in northeast Asia
(including North Korea) and one of the last in the world to partially open its legal services market to foreign
participation. About 8,000 Korea-licensed lawyers serve the market, or one lawyer for every 6,100 people, compared
to one lawyer per 268 people in the United States. Korean law offices are generally smaller than those in the United
States. The largest Korean law firm, Kim & Chang, employs 300 lawyers, tax lawyers, accountants, and patent and
trademark attorneys. The firm states that many of its attorneys practiced previously with major law firms abroad and
graduated from foreign universities. Only a few Korean law firms reportedly have experience serving multinational
clients, resulting in a shortage of legal expertise relative to demand for the execution of large and complex financial
and corporate transactions. The shortage of legal expertise often compels multinational clients to absorb the additional
costs of engaging both Korean and non-Korean law firms in connection with such transactions. Such inefficiency and
cost duplication likely place Korea at a comparative disadvantage relative to other Asian economies in meeting Korea’s
policy goal of attracting significantly higher FDI.

About 400 foreign lawyers are employed in Korea as consultants by Korean law firms, supplementing Korean-licensed
practitioners. Foreign lawyers, however, rarely pass the difficult Korean bar examination required of anyone seeking
to practice law in Korea. Likewise, few U.S. law firms have long-term experience serving clients in Korea because
Korean law prohibits non-Korean law firms from establishing an office in Korea or entering into partnerships with or
hiring Korean-licensed lawyers. Accordingly, a small number of U.S. and other non-Korean law firms serve Korean
clients from offices in Japan, Hong Kong, China, or elsewhere, which reportedly inflates U.S. and other non-Korean
law firms’ costs substantially. To minimize such cost effects and serve clients faster, U.S. law firms such as Paul,
Hastings, Janofsky & Walker LLP, DLA Piper, and Akin Gump Strauss Hauer & Feld LLP reportedly plan to open
foreign legal consultant (FLC) offices rapidly upon the FTA’s entry into force. Certain other U.S. law firms with Korean
clients, such as Orrick, Herrington & Sutcliffe LLP, reportedly are likely to defer a decision on opening an FLC office
in Korea because Korea is only gradually opening its legal services market, and more substantial trade opportunities
for U.S. lawyers and law firms exist elsewhere in Asia, especially in China.

Sources: Elinson, “Trade Pact News Spurs U.S. Law Firms' Interest in South Korea,” April 6, 2007; European
Union Chamber of Commerce in Korea. “Legal Services Committee, Overview,” 2006; European Union Chamber
of Commerce in Korea. “Legal Services Committee, Press Conferences 2006,” 2006; Hogarth, “Expansion-Minded
Law Firms Look to Korea,” March 17, 2006; Kim and Chang (law firm), “Firm Profile,” 2007; Pettersson, “Seoul
Poised to Admit Foreign Law Offices,” November 8, 2006; USDOC, BEA, “U.S. International Services:
Cross-Border Trade in 2005 and Sales Through Affiliates in 2004”; and Yoo, “Korea, U.S. Grapple with Sensitive
FTA Issues,” July 12, 2006.

To facilitate these activities, the annex would commit the parties to establish a Professional
Services Working Group,* comprising representatives of both parties, which is to meet by
mutual consent within 1 year of the FTA’s entry into force. The Working Group would
consider issues pertaining to professional services generally as well as individual
professional services. The scope of work would include developing procedures to encourage
mutual recognition arrangements and model procedures for licensing and certification,
addressing regional-level government measures inconsistent with market access and national
treatment, and discussing other mutual interests affecting the supply of professional services.

The Working Group must consider bilateral, plurilateral, and multilateral agreements related
to professional services. Within 2 years after the FTA’s entry into force, the Working Group
must report on progress, including any recommendations on promoting mutual recognition

8 USTR, “Final Text of the U.S.-Australia Free Trade Agreement,” 2007. The U.S.-Australia Free Trade
Agreement provided for a similar working group on professional services.
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of standards and criteria and on temporary licensing, as well as a preview of its future work
program. The parties must review such recommendations within a reasonable time frame to
determine consistency with the FTA. Upon a favorable review, each party commits to work
with and encourage its respective bodies to implement the recommendations within a
mutually agreed time. The annex would further require parties to review implementation of
the provisions of the annex at least once every 3 years.

The FTA includes Korean NCMs that apply to cross-border trade in professional services
supplied by foreign lawyers, accountants, architects and engineers, and by others in
numerous occupations identified by Korea as professional services. The most prevalent
NCMs would require licensing and registration by Korean authorities and reserve the
establishment of and investment in prescribed professional services entities solely to Korean-
licensed professionals. For example, only a registered Korean-licensed lawyer may supply
legal services and establish and/or invest in any of four categories of legal entities.*

Three categories of accounting and auditing entities in Korea, each able to be established
only by a Korean certified public accountant (CPA), are the sole authorized suppliers of
accounting and auditing services in Korea.* Suppliers of labor-affairs consulting services
or customs-clearing services in Korea must be licensed in Korea and establish an office
there. Another Korean NCM would require local presence in order to supply architectural,
engineering, integrated engineering, urban planning, and landscape architectural services in
Korea, except for a foreign architect in a joint contract with a Korean-licensed architect.*

Korea’s NCMs would also preserve the right to adopt or maintain restrictions on foreign
legal consultants (FLCs), CPAs, and certified tax accountants to a greater extent than in other
free trade or trade preference agreements negotiated by the United States. Under the
exception for FLCs, Korea can place any requirements on foreign-country-licensed lawyers
or foreign law firms supplying any type of legal service in Korea, entering into any
relationship with Korean law firms, or entering such relationships or hiring Korean-licensed
lawyers, other legal practitioners, CPAs, certified tax accountants, and customs brokers.
Korea would commit to a three-phase removal of certain restrictions on the activities of
FLCs in Korea. Upon the FTA’s entry into force, Korea would allow a U.S. law firm to
establish an FLC office in Korea and allow U.S.-licensed lawyers to supply legal advisory
services on home-country law and international law as FLCs in Korea. Within 2 more years,
Korea would allow FLC offices to conclude a cooperative agreement with a Korean law
firm, to include profit sharing, in cases with mixed Korean and non-Korean legal affairs.
Within 5 years of the FTA’s entry into force, Korea would allow the creation of joint
ventures between U.S. and Korean law firms, which may include employing Korean-licensed
lawyers as partners or associates, although Korea would preserve the right to impose
restrictions on voting shares or equity interests.

Similarly, Korea reserves the right to restrict the hiring of Korean-registered CPAs by
foreign CPAs or non-Korean-registered accounting corporations, or the supply of auditing
services in Korea by foreign CPAs. By or before the FTA’s entry into force, Korea would
allow U.S.-registered CPAs or accounting corporations constituted under U.S. law to

 Moreover, certified judicial scriveners and notaries public must establish in the jurisdiction of the court
or public prosecutor’s office, respectively, in which they practice.

8 Only Korean-authorized CPAs working in one of two categories of establishment may provide auditing
services on public companies in Korea. Similar requirements exist for certified tax accountants in Korea.

% Local presence requirements also apply to the supply of safety and health management or diagnostic
services, or related consulting services, to industrial workplaces.
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establish offices in Korea to provide accounting consultancy services on U.S. or international
accounting laws and standards. U.S. CPAs could also work in Korean accounting
corporations. U.S. CPAs would be allowed to invest in a Korean accounting corporation
within 5 years of the FTA’s entry into force, although a single U.S. CPA will be limited to
less than 10 percent of voting shares or equity interests and Korean-registered CPAs would
hold at least 51 percent. Korea included similar exceptions for restrictions and gradual,
limited opportunities for participation with respect to foreign certified tax accountants.

Views of | nterested Parties

The ITAC on Services and Finance Industries (ITAC 10) report stated that as the FTA opens
the Korean legal services market to the United States for the first time, the FTA should
afford a substantial opportunity to U.S. law firms.* The ITAC 10 report also stated that
opportunities may include mutual recognition in legal services under provisions of the annex
on professional services. Nevertheless, the ITAC 10 report also asserted that the effect of the
three substantial new commitments by Korea (summarized previously) to open its legal
services market is uncertain, due to a lack of clarity as to the types of requirements or
limitations Korea retains the right to impose.*’

On the coverage of architectural and engineering services in the FTA, the ITAC 10 report
stated that general provisions on the development of professional standards and criteria and
temporary licensing and review provide for equity and reciprocity. Moreover, it noted with
approval the absence of restrictions or exceptions relating to national treatment, MFN
treatment, and market access; the absence of a local presence requirement on these particular
services; and fair and transparent domestic regulation.*® The ITAC 10 report stated that it
accepted Korea’s current NCM on the practice of architecture and engineering because the
sole criterion for the restriction is reciprocity. The ITAC 10 report noted support for tasking
the Working Group on Professional Services with developing procedures on temporary
licensing and according priority to developing such procedures for temporary licensing of
engineers and architects at the group’s initial meeting. The ITAC 10 report also expressed
support for the early conclusion of an agreement on temporary licensing of engineers.

The Small and Minority Business (ITAC 11) report stated that while the FTA broadly
enhances opportunities for cross-border trade and investment, it did not necessarily improve
prospects for trade in legal, accounting and auditing, and tax accounting services.* The
ITAC 11 report further stated that Korea’s current prohibition on investment in Korean law
and accounting firms by non-Korean-licensed lawyers and accountants, respectively, is
discriminatory and restrictive, and that Korea’s potential restriction on foreign-country-
licensed lawyers also discriminates against U.S. small, medium, and minority law firms by
restricting their ability to supply services in Korea.

The Advisory Committee for Trade Policy Negotiations (ACTPN) cited legal and accounting
services among the important services sectors to be liberalized under the FTA. A
representative of the Coalition of Service Industries stated that the U.S.-Korea FTA provides

% ITAC (10) on Services and Finance Industries, Advisory Committee Report, April 25, 2007.

¥ Tbid.

8 Ibid.

¥ ITAC (11) on Small and Minority Business, Advisory Committee Report, April 26, 2007, 5-6.
% ACTPN, Report, April 26, 2007, 4.
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opportunities for U.S. lawyers and law firms to supply legal services in Korea and partner
with Korean law firms.”' He asserted that reservations in an annex to the agreement temper
opportunities with regard to opening Korea’s legal services market, yet not severely enough
to cause the U.S. legal services industry to withhold its support for the agreement. Korea’s
ambassador to the United States cited legal services among the service industries for which
market access opportunities would expand further under the U.S.-Korea FTA.”

Audiovisual Services®

Assessment

The U.S.-Korea FTA would likely provide U.S. audiovisual service firms increased levels
of market access and national treatment by minimizing or freezing most local content quotas
and substantially liberalizing foreign ownership restrictions in the Korean broadcasting and
film industries. The effect of FT A provisions on U.S. cross-border exports, however, is likely
to be modest in the short term, owing to Korea’s relatively mature and domestically oriented
audiovisual services market (box 4.6).”* Similarly, the FTA would likely have minimal
impact on U.S. cross-border imports of audiovisual services from Korea, largely due to the
predominance of domestic television programs and films in the United States.”” In 2005, U.S.
cross-border imports of film and television tape rentals from Korea reached $4 million, while
U.S. cross-border exports to Korea amounted to $65 million.

Improvement in U.S. firms’ access to the Korean audiovisual services market under the FTA
is significant. The Korean government has committed to lock in most local content
requirements in television programs and films at the least restrictive level under current law,
including a motion picture screen quota that would not exceed 73 days (down from
146 days).”® In addition, the FTA’s provisions may encourage further investment in Korea’s
broadcasting and cable sectors, as Korea has made commitments to phase in up to
100 percent foreign ownership of Korean channel operators and to permit U.S. investment
in Korea’s rapidly growing digital media services market (which includes Internet-protocol
television [IPTV]).”” Moreover, the FTA strengthens intellectual property rights protections
relating to audiovisual services by including side letters that dedicate additional resources
to fight online piracy.”

! Goyer, testimony before the USITC, June 20, 2007, 79, 93.

2 Ambassador Lee, testimony before the USITC, June 20, 2007, 13.

% Audiovisual services refers to terrestrial, cable, and satellite television program broadcasting and
motion picture production and distribution.

°* Generally, most broadcasting and film quotas are filled to the maximum allowed level in Korea.
Animation programming, however, is below its full capacity because of the dominance of Korean animation.
U.S. industry representative, e-mail messages and telephone interview with Commission staff, June 19, 2007.

% USDOC, BEA, Survey of Current Business, October 2006, 69. The U.S. audiovisual services market is
already largely open to foreign firms, except with regard to radio and transmission services, where a single
company is prohibited from owning a combination of newspapers, radio, and television broadcast stations in
a single local market. WTO, “General Agreement on Trade in Services, United States of America, Schedule
of Specific Commitments,” April 15, 1994.

% This screen quota reduction was made prior to the commencement of FTA negotiations. Korea requires
that Korean motion pictures must be projected for at least 73 days per year at each Korean screen. USTR,
“Final - United States - Korea FTA Texts,” 2007.

7 Mergent, “The Asia-Pacific Media Sectors,” March 2007, 24-5.

% USTR, “Final - United States - Korea FTA Texts,” 2007.

4-20



Box 4.6 Competitive conditions in the Korean audiovisual services market

Broadcasting and Cable

The Korean television broadcasting and cable market is one of the largest and most technologically advanced' in the
Asia-Pacific region. As of early 2006, there were 46 terrestrial television stations, 59 cable operators, and 190 relay
cable operators in the country. The top three public broadcasters—Korea Broadcasting System (KBS), Educational
Broadcasting System (EBS), and Munhwa Broadcasting Corporation (MBC)—all maintain national coverage. Of the
three, KBS maintains the largest market share and produces the most original content. KBS’ programs are also
available in the United States, China, France, Japan, the Philippines, Mongolia, and Vietnam.?

Cable, pay TV, and digital satellite operators are also well established in the Korean market. Cable operators,
Taekwang, C&M, CJ, and HCN, garnered the largest market shares in Korea, with Taekwang accounting for almost
3 million subscribers or 21 percent of the national cable television market in 2006. Since 2004, the largest cable
operators in Korea have been positioning themselves to consolidate the overcrowded market through partnerships with
various foreign investors.® Most recently, in 2006, Korean cable operator HCN, Korea’s fourth-largest cable company,
sold a 33.5 percent stake of its shares to the U.S. private equity firm, The Carlyle Group, for $171 million, making
Carlyle the second largest shareholder in the company.

Motion Pictures

Overall, the Korean film industry is dominated by domestic, and, to a lesser extent, U.S. motion pictures, with the two
combining to account for almost 95 percent of the market share in 2006.* The top three Korean motion picture
companies—CJ Entertainment, Showbox, and Cinema Service—were responsible for producing and/or distributing
almost 82 percent of the films seen in Korea in 2006.% Moreover, seven of the top ten films at the Korean box office
in 2006 were domestically produced; the other three were U.S. produced.

Internationally, 208 Korean films were exported to 53 countries in 2006. Japan, the United States, and France were
the top three export destinations for Korean films with receipts totaling $10.4 million (42 percent), $2.0 million
(8 percent), and $1.3 million (5 percent), respectively.

" Globally, the Korean broadcasting and cable market is recognized as a leader in the development and
commercialization of new media technologies such as IPTV and mobile television. As of 2006, there were more
than one million free-to-air mobi