Vysoka Skola ekonomicka v Praze

Narodohospodaska fakulta

Hlavni specializace: Hospois&a politika

THE IMPACT ANALYSIS OF THE EU-
KOREA FTA ON THE CZECH
SENSITIVE SECTORS WITH SPECIAL
ATTENTION TO THE AUTOMOTIVE
INDUSTRY

diplomova prace

Autor: Bc. Sarka Baladova, MPP
Vedouci prace: prof. Ing. Lé# Urban, CSc.
Rok: 2010



ProhlaSuji na svotest, Ze jsem diplomovou praci vypracoval samos&tatn

S pouzitim uvedené literatury.

Bc. Sarka Baladova, MPP

V Praze, dne 15.12 2010



The abstract

Strong objections appeared in the Czech Repuldpeeaally in the automotive industry, against the
EU-Korea Free Tra de Agreement right after its didopin October 2009. There were fears that the
Agreement would endanger Czech competitivenedseictiropean market while new opportunity for
Czech exporters in the Korean market would be échifThe thesis aims to analyze the impacts of the
Agreement on the Czech sensitive sectors as theradbes not agree with the results of the vest fir
Czech country specific analysis made by the Assoaidor International Affairs (AMO) that neglects
any important endangering effects of the Agreemdrtie crucial difference between this paper and
the study made by AMO is that the author consi@aesch competitiveness in the European market as
a decisive criterion while AMO analysts analyze itn@acts on the Czech market only. They do not
consider Czech exports to the EU member statespatehtially strengthening competition in the
European market for Czech producers. In the thbgissensitive sectors are defined using the data
from the International Trade Centre (ITC), the Qestatistical office, and the UN COMTRADE.
Hariss index is used to measure restrictivenesleofules of origin for the very first time in tieJ-
Korean FTA context, the methodology of the Europ€ammission is utilized to estimate potential
savings in effect of duty drawback, and a qualiatinalysis of the non-tariff barriers is appliétie
author points at a decisive function of non tabéfriers that plays even more important role imger

of liberalization then tariff reduction itself. Ragling the automotive industry, the thesis shovas th
Czech competitiveness within heading 8703 (car)net be endangered in effect of the Agreement
while there might be some difficulties within heagli8708 (parts & accessories for motor vehicles).
The Czech Republic does not perform any revealedpetitive advantage in trade of services. The
arguments of Czech car makers against the Agreeafenit the trade within heading 8703 are not
admitted. However further research is needed ttyamif the Agreement will have harmful effects on
Czech competitiveness in the European market witeading 8708. The Agreement will not bring up

any notable opportunity for Czech exporters inKloeean market.
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INTRODUCTION

The thesis is intended to find out if the EU-Koffeze trade agreement (“Agreement”) can
jeopardize Czech competitiveness in sensitive secespecially the automotive industry).
The thesis is the second analysis of the impadiseoAgreement on the Czech sensitive sectors .t i
complementary document prepared for the represesdadf the Czech automotive industry who have
expressed strong objections. Although the first dizeountry specific study presented by the
Association for International Affairs (AMO) in JulB010 came with some arguments that neglect a
threat for Czech automotive industry, the authothef thesis points at few potentially endangering
issues. Even though the Agreement has been dabfiethe Czech Parliament, the thesis comes up
with some disputable aspects that can be relemanpéoming European FTAs with India, Japan or
China. The author performed a detailed analysih@fautomotive industry and sketched the impacts

in machinery and services.

As compared to the AMO study, the researcher omsteg the CGE model to quantify the exact
numerical impacts of the Agreement on the Czecm@my since the output of the model is at least
disputable (see literature review). The thesis $esuon the European market as a relevant market in
terms of Czech and Korean competiveness while AM@yats pay attention to the Czech market
only. The author uses for the very first time (ewaternationally) Hariss’s methodology in order to
measure restrictiveness of the EU-Korea FTA's ra@esrigin and the ROOs are matched to duty
drawback analysis. In more detail the thesis suzds the impacts of the Agreement on Czech
competitiveness within headings 8708 (parts an@ssaries for motor vehicles), and 8703 (cars). It
also brings an analysis and comparison on nor-taaifiers that are considered even more important

trade barrier than tariffs themselves but almastigd in the AMO studyThe experts say that non-
tariff barriers are at least as important as singuléf reduction in case of the EU-Korea FTA.

Even if a duty on cars and other products were lefquaero, it would be problematic to
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export products into the Republic of Korea (“KRf) some sectors. The most important non-
tariff barriers in context of the Agreement arehtaical barriers, granted export subsidies
(duty drawback mechanism), and the security cedtiibn. In the research the author pay
attention to non-tariff barriers elimination ance trestrictiveness of the preferential rules of
origin in sensitive headings, beside a frequentigcussed topic of duty drawback is

scrutinized.

Comparing to the studies that were presented iatiemally, the thesis scrutinizes some
controversial aspects that have not been studiedduty drawback mechanism. The EU-
Korea FTA is historically the very first Europeared trade agreement with a developed
partner where a duty drawback mechanism (DDB) wHg &nd permanently allowed. There

are fears that DDB in such an extent could be aamgering precedent and barrier for future
trade liberalization. Czech car producers are wdrihat it will enable Korean low-cost

imports of parts & accessories for motor vehickesf China and consequent Korean exports

of cheap cars to the EU.

After a two year long negotiation, the free trageeament between the European Union and
the Republic of Korea (EU-Korea FTA) was signedQmtober 15th 2009 in Brussels. Before
its adoption, the possible impacts of the Agreentanthe European and Korean economy
had been analyzed while no impact analysis on theclC economy was realized. In 2007,
Professor J. Francois from the Copenhagen Economstgute (Francois & Economics,
2007) created two possible scenarios using a cabfgeneral equilibrium model (CGE).
This very sophisticated and complex econometricehadalyzed possible impacts on the EU
as one single region. Nevertheless, non-tariffiees{NTBs) have been ignored in the model
although they are considered by most of the experthe key issue in the EU-Korea context.

Some say that NTBs are far more important meaghesstariffs reduction itself. In 2007, an
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analysis of the Centre for European Policy studi€&PS) and Korean Institute for
International and Economic Policy (KIEP) was preedntoo. As compared with Francois’s
clearly econometric analysis, the CEPS & KIEP studpk non-tariff barriers into
consideration as the core presumption for effechiveralization within European-Korean
trade. The study scrutinized particular sensitiget@as on the European and Korean level.
However, the EU was considered as a single unisg, tthe authors ignored different country-
specific effects. The only international study theis presented some country specific
implications of the Agreement was the Trade suatality Impact Assessment of theU-
Korea FTA: Final Report (Smith, 2008). It providedme analysis on the Czech automotive
industry. It said that many well-known automotivargpanies had established their factories
in the Czech Republic or Slovakia. The authorsgred a case study on the Hyundai Motor
Manufacturing Czech’s strategy in the Czech Repudntid brought out strategic cooperation
between Hyundai plant in the CR and Kia factorySiovakia. Among others, the authors
pointed at some limitations of Francois’s CGE moddle authors made many workshops,
took the discussion out of academic environmerd,apened the topic for the representatives

of companies, too.

All the aforementioned international analyses d@t the Republic of Korea will benefit
more than the EU from the Agreement in absoluteesl KR will benefit in sectors where it
holds a revealed competitive advantage, such asutoenotive industry and electronics. The
experts say that the European automotive industilybe the industry loosing the most in
effect of the Agreement. However, Czech economytfaitionally had the highest level of
competitive advantage (RCA) in an automotive induahd machinery and KR has revealed
competitive advantages in the same sectors. lcteffiere is a threat that Korean companies

will attain a lot from the EU market opening in exdt of the Agreement while Czech



producers may face stronger competition of domalfisupported Korean companies in the
European market and have a limited opportunityeims of Korean market opening. As a
trade-off, the Korean services sector is suppogddse as a consequence of the Agreement.
On the other hand, the EU’s benefit from the Agreetis supposed to come from trade in

services and agriculture.

Based on her own analysis and on previous studesauthor of the thesis presents the major

hypothesis as follows:

1. In effect of the Agreement, competition in the Epgan market within the Czech
sensitive sectors will be strengthened with regargimilarities between Czech
and Korean trade structure, especially in the aatwm® industry. Czech
competitiveness will be endangered.

2. An allowance of the mechanism of duty drawback (BJPpunder the Agreement
will be beneficial only for Korean carmakers sirtbe MFN tariffs on parts and
accessories are higher on the Korean side. Iniaddihe allowance of DDB will
be a harmful precedence for future European FTAnpes.

3. Such preferential rules of origin will be applied protect the Czech sensitive
products in the European market, especially thoeerev DDB may advantage
Korean exporters.

4. The CR will not take an advantage of the expectkdrdlization of trade in
services as Netherland, Belgium or other servieented member states will do.
In effect, the Agreement will not bring any notabd@portunity for Czech

exporters.

Few steps have been accomplished in order to oconér reject the aforementioned

hypothesis. In Chapter | the author summarizesmbst significant studies that have been
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made internationally on the impacts of the Agreenn European and Korean economy.
Secondly the methodology used is explained in Gdrapit After specifying the Czech

sensitive sectors in Chapter lll, certain key measiembraced in the Agreement will be
analyzed. Subchapter 3.1 presents country profitaeoCzech Republic and the Republic of
Korea and shows significant similarities in theiongpetitiveness structure. Lastly, in
Subchapter 3.2 the author presents detail anabfsihe impacts of the Agreement on

automotive sector.

l. LITERATURE REVIEW

This section explains in further detail the exigtstudies on the impacts of the Agreement.
1.1SUMMARY OF THE PREVIOUS STUDIES
Some studies on the EU-Korea level had already lmeewlucted on the impacts of the
Agreement. However, these international studieseveexcomplished before the negotiation
was completed. That is why most of them dealt \mttre potential scenarios since the final
Agreement had not been available. Additionally,ilubaly 2010 there has been no Czech
country specific analysis. The authors of inteirai studies started from the assumption that
the EU is a single homogenous unit; they did notsaer the different industry structure of
member states. The exception is Tmade sustainability Impact Assessment of the Ete&o
FTA: Final Reportprepared by the IBM Belgium that brought some ¢guspecific analysis
and went far beyond theoretical modeling. The Vast, and the only one so far, Czech
country specific analysis was initiated in May 2049 the Czech Ministry of Trade and
Industry and accomplished by the Association faenmational affairs (AMO) in July 2010

just few weeks before the ratification proceshm €zech Parliament.



Before presenting the international studies we doou little more detail on the AMO’s
analysis. At the time when the AMO’s Czech courdpgcific analysis was presented, the
Agreement had been signed at the European levehéoe than 8 months. It means that no
country specific analysis had been made beforsitreature on the EU level. Unfortunatelly,
the AMO study has some crucial limitations. Balyce stands and falls with the Francois’
CGE model from 2007 and did not pay enough attentm the non tariff barriers and
liberalization of the rules of origin. The authdream AMO simply quantified the impacts of
the Agreement using the CGE model. However, firgstig CGE model in general takes into
consideration only the tariff changes. It ignorag aon-tariff barriers and changes in rules of
origin. Secondly, due to the complexity of the mipdlee last data available for the model
came from 2006. It means that years 2007-2010 atfeathe most relevant in terms of Czech-
Korean trade could not be included in the modeingshe date from 2000-2006, when the
total volume of Czech-Korean trade was negligitie, model not surprisingly calculated that
there would be no significant impact on Czech mecooomic data in effect of the
Agreement. Although there is an enormous tradeciedf the Czech Republic with the
Republic of Korea in absolute numbers, the modehecaup with politically nice 25.9%
growth in Czech exports and only 15.1% growth ipams (Savovova & Baladova, 2010). In
terms of sectoral structure, the model indicateat the Agreement would positively affect
Czech exports namely in other machinery, telecomeation and other food. On the other
hand, the Republic of Korea would benefit in frejghroduction of live animals and other
services. Nevertheless, the credibility of such @deh is disputable since services such as
telecommunication or other food are not typicaliypsg Czech exports items. It is not very
probable that exports to the Republic of Koreany\sgnificantly from Czech traditional
export structure. Except the CGE model, AMO angbgsted some horizontal topics such as

property rights for human capital, government pasds, labor market and foreign direct
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investments. The AMO study presented some anatysithe automotive industry, however,
they only sketched a trend in exports and impoithim heading 8707 (cars). Even more
importantly, AMO analysts made mistake as theyistlidCzech automotive market as the
final market for Korean cars instead of Europearrketa. Korean imports to the Czech
Republic and sales of Korean cars in the Czech etmrdannot be considered as a decisive
criterion in terms of the impact of the Agreementtbe sensitive sectors. In order to define
the impact on Czech sensitive sectors (especialignaotive) Czech target markets (such as
Germany, United Kingdom) should be analyzed inst#fddnited and export oriented Czech
market. The author do not thing that the Czech Bipuaould be a specific target market for
Korean carmakers as presented in the AMO studddiitian, AMO analyst totally ignored
even more important heading 8708 (parts and acgesdor motor vehicles) that play crucial

role in terms of duty drawback that is to be alldwader the EU-Korea FTA.

Internationaly, the first studies on the Agreema&ate accomplished in 2007 when professor
Francois presented his analysis using a GCE mdédah¢ois & Economics, 2007), and the
Centre for European Policy studies (CEPS) with Kardnstitute for International and
Economic Policy (KIEP) published their work. TheMBBelgium analysis took place in 2008

(Smith, 2008). Consecutive few paragraphs briaflpsarize the results of the studies.

Professor Francois was the very first who studiedlitnpacts of a potential agreement. He
presented a theoretical study based on a compugebleral equilibrium model (CGE). This
econometrical model enables to analyze the impaictariff reduction on all parts of the
economy. It can estimate the impacts on GDP, ungynpnt, wages in given sectors and
changes in trade balance in effect of tariff resuctHowever it is not possible to put non-
tariff barriers into a model. Since Francois’s §ae was a starting point for the AMO study,

the author found it necessary to mention the restilie results of the study are summarized
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as follows (Centre for European Policy Studies (SEKorean Institute for international and

Economic Policy (KIEP), 2009):

. KR stands to make significant gains in real incomeich will increase up to 2.4%
of GDP in the most ambitious liberalization sceo@onsidered.

. The effect on European incomes is marginal, buegaly positive.

. The biggest income gains in Europe come from sesvitberalization. This is
mainly because the barriers to trade are assumieel teal resource costs (whereas
the tariffs and quotas applied in other sectorteast generate tariff revenue or
guota rent). Services liberalization raises reabmes in the Republic of Korea by
up to 2%.

. Services liberalization leads to a rise in serviegports from the EU to the
Republic of Korea, and lowers prices, raises chaiod increases competition
within Korean services sectors.

. Trade volumes increase more due to services lizatan than to the other forms

of liberalization, although manufactures liberatiaa also benefits Korean exports

to Europe.

. KR and the EU are not natural trading partnersgmcaltural products, with a few
exceptions.

. The big beneficiaries of manufacturing liberalipatiare Korean car-makers, with

output of electrical goods, iron and steel, nomefes metals and machinery also as
‘gains’. The growth of these sectors in KR is miew by a (proportionately
smaller) decline in Europe.

. European exports to the Republic of Korea only grbwhere is significant

services liberalization. In this case, businesyises, communication, transport
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and finance all increase exports, taking a goodesbhthe Korean market. Other
business services in Korea are the most vulnetabfeports from Europe.
. Real wages in the EU barely change. Real wagesRirige, with the unskilled

faring better than skilled wage-earners.

The second study, published by the CEPS (2007)e agomwith some new important aspects.
Firstly, the authors said that: “Deep FTA with Karhat successfully eliminates not only the
tariff barriers but also the non-tariff barriers agll as securing investments and service
liberalization is the only option to maximize theoaomic benefits for the EU”. Saying this,
the authors brought up new topics that have non loegered in Professor Francois’s study.
They realized that in case of the Republic of Kprean-tariff barriers played the key role.
Even if tariffs were eliminated, there would be guarantee that European producers would
be able to entry Korean market more easily. Apannfliberalization of trade in good, the
authors said that liberalization of trade in seggi@and improvements in investment were
inevitable to get the maximum from the Agreemeriteyf recommended that an agreement
should have gone beyond a regular WTO free tradeeatents template. The EU is the key
world services exporter and the recently closedekor market would represent many
opportunities, if liberalization in this sector weagreed on. As the EU is the biggest investor
in KR, the authors claimed that an agreement shooifide up with significant improvement
and facilitation to invest in the Republic of Kor&dey pointed at a need to assure a strong
and functioning dispute settlement mechanism tolvesproblematic issues in the future
about implementing the measures agreed on in theedgent. No concrete recommendations
were given on the rules of origin since the speaifiles had not yet been decided on at the

time the study was published.



The only study that presented some country speiafdications of the Agreement waise
Trade sustainability Impact Assessment of the Ete&d-TA: Final Report{Smith, 2008).
The report provided some analysis on the CR inecdntf the automotive industry. It said
that many well known automotive companies had dsted their plants in the Czech
Republic and Slovakia. The authors presented a chisdy on the Hyundai Motor
Manufacturing Czech’s strategy in the Czech Republihey brought out a strategic
cooperation between Hyunday plant in the CR and fd@ory in Slovakia. The authors
assumed a close cooperation in terms of supplexgank since the distance from the Kia site
to the Hyunday location was less then 100 km. Béthean investments in the Central
Europe were made on the investment incentives byhtist country. The study underlined
delivery time saving and import taxes saving asntlest significant reasons to place in these
regions, although there could had been some reweunitrelated difficulties and “the
infrastructure [in the region] is under strain”.e€rauthors concluded that “the Czech plant is
the final link in the chain providing Hyundai withe full range of of local capabilities to
serve the European market from design and engeigeeo production, marketing, sales and
after-service”. The aforementioned quota signats ling-term strategic nature of Korean

investment in the Czech Republic.

The study also came up with some criticism on tEGnodel and pointed at its limitations.
Regardless the well known fact that it is hardlgipte to comprehend non-tariff barriers into
the model, the authors added that the model “usterates intra-industry trade while it
exagerates the significance of the inter-industippstments” (Smith, 2008). This agrument
plays the key role especially in the automotiveustdy where intra-industry trade of parts and

accessories for motor vehicles represents thefsigni part.
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Despite the fact that the last study went furtheterms of practical implications than the
previous two, a further analysis of rules of origind potential impacts of duty drawback
(DDB), that cause the most of worries on the Czside, is missing. In terms of rules of
origin, the study only recommended to keep higloeall content requirment where the
external MFN tariffs are high (automotive) and xeldne rules where they are low (i.e.
telecomunication technologies ). The authors advisegive in cumulation of content in order

to facilitate intra-industry trade between the Rajuof Korea and the EU.

[I. METHODOLOGY

This section will demonstrate the methods usedhieyresearcher. The qualitative analysis
will be utilized to define the Czech sensitive sest Some critical issues, namely, non-tariff
barriers, rules of origin and a mechanism of dutgwback will be clarified. The author
explain Hariss’s methodology in terms of rules afjim and in order to better understand a
mechanism of duty drawback European commission’thoag®logy will be demonstrated
since it plays a critical role in the EU-Korea FE€antext the. Lastly, a qualitative comparison
of non tariff barriers in the situations before after the Agreement will be presented as it
cannot be quantified.
2.1SENSITIVE SECTOR ANALYSIS

A quantitative research was completed in order ¢find the Czech sensitive sectors in
context of the Agreement. The sensitive sectorsttazee where the highest Czech-Korean,
Korea-European and Czech-European bilateral trademe occurred between 2004 and
2009. The secondary data of the International Ti@detre (ITC, Trade map), the Czech

statistical office, and the UN COMTRADE were utdiz
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The analysis took two steps. Firstly, the top 1€t@s by volume of Czech-Korean bilateral
trade were defined, and consequently the Top 5 IGEecopean and Korean-European
sectors were specified. Secondly, the researchizedtthe coefficient of variation (“CV”) to
define sensitive sectors regarding the relatively Czech-Korean bilateral trade volume in
order to avoid exaggeration in the sectors whesenless had ad hoc nature. The coefficient
of variation made it possible to figure out relativstable sectors over a given period of time.
The general rule is as follows: the smaller theffament for a given sector, the lower
volatility over a period. In our case, the coe#iti was utilized to make out the sectors where
bilateral trade volumes were relatively high oue period from 2004 to 2009. Those sectors
where the CV exceeded 2 were not defined as segiditie sectors where an extreme value in

some year has occurred, while in other years itch@se to zero were eliminated.

The formula of the CV is given bellow:

S
CV = —=,where
X

CV = coefficient on variatin; s = standard deviation; X = mean

The Lafay index was utilized to measure Czech aack&n revealed competitive advantage
in the sensitive sectors. The higher the indexHigher revealed competitive advantage a
given country has in a given product. The Européantral Bank defines the index as follows

(Zaghini, 2003):

T R S '
LFIE = 100" _ ijlxj—m,-) xXj+m;

7 xi+mi nxlimil ¥ xlymi’
JYMy Zj=a X HmyT Lj=g XMy

Lyml
where

i = a given country;
j = a given product;

xji = export of product j of country i toward the rest the world;

m} = import of product j of country i from the rest of the world
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2.2NON-TARIFF BARRIERS("NTB S”)
A qualitative analysis was carried out to analyne-tariff barriers liberalization. The author

compared the situation before the Agreement comeefance with the improvements given in
the Agreement. The analysis was accomplished irsezth®ensitive sectors only, because
NTBs are important only in some sectors.
2.3RULES OF ORIGIN(“ROQOSs")

In order to better understand the core of ROO iitnjgortant to know the linkage in between
rules of origin, duty drawback and tariffs. Libezald rules of origin create ground for further
usage of the duty drawback mechanism that is omleeomost significant export subsidies for
domestic producers. With regard to Korean geograptuythe nature of Korean trade it plays
a decisive role in case of the EU-Korea FTA. Otlee,European rules of origin for a specific
intermediate product (in this case parts and aocessfor motor vehicles) are relaxed in
effect of the FTA, than Korean domestic producettsimport more parts from China since
they will still be allowed to drawback the imponitees on Chinese intermediate and they will
export the final product (i.e. car in our case)lzato or very low tariff into the European
market. Although European producers would be altbedo the same visa versa in effect of
the Agreement, their advantage will be much limige@ to initially very low both export and

import tariffs.

In order to quantify the change and liberalizatadrROOs in effect of the Agreement, non-
preferential and preferential rules of origin we@mpared. The preferential rules of origin
were taken from thA&nnex Il of the Protocol of the rules of origshthe Agreement while the
DG TAXUD of the European Commission was the sodorethe non-preferential product
specific rules (European Commission, 2010). Theiotiweness of the rules was measured by

the Hariss index. The index evaluates the rulewigfn using 3+1 criteria. Refer Chapter Il to
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find a detailed methodology and the full restrietiess point schedule. Hariss (2007) has

defined the criteria as follows:

1.

Change of tariff classification: “[it] specifies a&equired change in tariff
classification from the inputs imported from a noember country to the final
good output of the member country. All the ruledlo$ form are defined using a
national or regional tariff nomenclatures basedtm Harmonized System (HS).
Restrictiveness of the rule then depends on thenimate of the required change”.
Additionally, there is a system of exception “minpgints” and addition “plus
points”.

Value test: “[it] specifies either a minimum framti of the value of the final good
accounted for by value added within member courdrya maximum fraction of
the value of the final good accounted for by theu@anputs imported from non-
member countries. Restrictiveness of this formubd then varies with the level or
regional content”. Higher local content or lower xamaum foreign content is
required for a given product, higher the restrietigss.

Technical criterion: “[it] may require that one wrore inputs be originating in a
member country or that one or more parts of thelyeton process take place in a
member country, or both.... The primary differencthiss absence of reference to a

standard product nomenclature”.

+ Alternative rule points: Sometimes there are twexisting options in order to meet

preferential rules of origin. For example a produmzn follow the rule to change of
tariff classification on a heading level (4-digiBHor he can follow the 50 % value
added requirement. The restrictiveness of the moduless if the producer can

choose which rule to follow.
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There is a simplified schedule of restrictivenesmis. The general rule says that the higher

the score the tougher is to obtain an originattagus of a given product.

Change of classification points:

Al (item, 8-digit HS) +2

AS (sub-heading, 6-digit HS) +4
AH (heading, 4-digit HS) +6
AC (chapter, 2-digit HS) +8

Value Test points:

>0 % andk 40 % +5
>40 % andk 50 % +6
>50 % andk 60 % +7
>60 % +8

Technical requirement points: +4

Alternative rule points: -2

The researched chose the Hariss index to measiretigeness in view of empirical studies
on the effects of rules of origin around the wofig. (Estevadeordal A. , 2000), (Tapp,
2007)).

2.4DUTY DRAWBACK (“DDB”)
Despite duty drawback mechanism is frequently usembntext of the EU-Korea FTA, it is
often misunderstood. The mechanism as defined & Algreement on Subsidies and

Countervailing Measures under the WTO (WTO, 199gmga definition.

Duty drawback is a granted export subsidy underWAEO. The Agreement on
Subsidies and Countervailing Measures (ASCM) dessrit as follows: “Drawback
systems can allow for the refund or drawback ofarhgharges on inputs which are

consumed in the production process of another mtoahd where the export of this
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latter product contains domestic inputs having gsame quality and characteristics
as those substituted for the imported inputs” (WI@94). The maximum amount to
be recharged equals the amount paid on dutieseappl imported material and
intermediates. Governments who provide with DDB @vkged to monitor the total
refunded amount. The authorities within the WTOpgt, if the DDB is used in

“reasonable” and effective matters and if it matstgjoals.

The goals behind DDB are (1) to compensate cosggnating from existing protectionist
measures for domestic exporters (import duties,tapjoetc.) and (2) to allow domestic
exporters to get materials and intermediates frdmmoad for the world price while the

protectionist measures are maintained.

The following example helps us to better undersigadse. In the Republic of Korea, there is
an 8 % MFN tariff on parts and accessories for methicles. In case a Korean exporter
imports parts from China in the amount of 1000 EfiR he proceeds the parts in production
of a new product that is consequently exportechéoEU, than the exporter can claim to call
back the duty he has paid for Chinese parts. Ia taise, he would get back 80 EUR

(0.08*1000).

There is a review of the measure as defined in Alggeement on Subsidies and

Countervailing Measures:

e The mechanism of duty drawback (DDB) is a subventexlucing and eliminating
the tariffs that domestic producers pay for impoftsaterial or intermediates that
are used in production for exports.

» DDB is defined as a granted export subsidy. Othbsislies for domestic producer

are prohibited under the WTO.
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* There is no link between DDB and the rules of origi the definition under the
agreement on subsidies and countervailing measures.
« The ASCM does not refer to DDB within free tradeesmgnents. It is up to the

partner countries to decide if DDB will be allowedan FTA or not.

The methodology used to calculate the possible atspaf DDB on sensitive sectors comes
from the document th&uture of Duty drawback in the rules of origin oUE Free Trade
Agreement€European Commission (2010). The methodology esatdecalculate possible
savings that Czech and Korean producers might eaffey the Agreement come into force or
during the transition period comparing with theugtton before the Agreement. The author
used the methodology as the only official, qualatEU’s approach to deal with the effects

of DDB in effect of the Agreement.

Total custom duties (TCD) are defined as follows:

TCD = duty paid to import parts & acces.to KR — DDB + duty paid to export a final product into the EU, where
Duty paid to imports = foreign content*average price of final product*MFN on parts & accessories
DDB= Duty paid to imports

Duty paid to export a final product = average price of a final product*MFN tariff on a final product

Savings from the Agreement are calculated by thewing formula:

savings = TCDbefore the Agereement ~— TCDafter the Agreement
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[1l. SENSITIVE SECTORS ANALYSIS AND COUNTRY

PROFILE

The purpose of this section is to confirm or rejihet hypothesis that the Republic of Korea
and the Czech Republic indicate similar sensiteetas, and that Czech competitiveness in
the European market might be endangered after thieefnent takes effects. After the
country profiles are presented, the Czech sensseetors will be analyzed on bilateral trade
basis and based on Czech-EU and Korean-EU bildtade. Lastly, the effects of the ROOs,

DDB, and NTBs in sensitive sectors will be scrutad.

3.1COUNTRY PROFILES& BILATERAL TRADE
The Czech sensitive sectors will be defined on2tuiggit harmonized system level. After the

country profiles are analyzed with respect to thi® ICompetitiveness Yearbook 2009, the
Czech-Korean, Korean-European and Czech-Européaterai trade will be scrutinized.
3.1.1 THE CZECHREPUBLIC

In accordance with the International Trade Ceritre,Czech Republic is a small, open, and
export oriented economy. In 2008 GDP reached 256mM#lion USD in 2008, while trade
per capita for the last three years equals 26 08B.Urhe trade to GDP ratiequaled for
151.8 %. This number shows the country’s extremgeddence on international trade. It
stems from the limited size of Czech domestic martkeis an insufficient domestic demand
for domestic goods. In terms of share in total Warierchandise exports, Czech exports
represent 0.91 %; in world trade in services, Czeqghorts count only for 0.59 %. On the
topic of the Czech exports structure, exports imcmendise represent 86 %, while exports in

services take only 14 %. Czech exports are charaeteby manufacturing. This sector stands
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for 77 % of all exports. Within the frame of manctizring, the automotive industry and
related industries produce 45 % of GDP. Agricultpreducts generate merely 4.7 % of total
exports. Czech exporters benefit significantly frdme presence on the EU internal market.
Far the most (85.25 %) Czech products flow into Elé member statds Other key

destinations are the Russian Federation, the USitatks, Switzerland and Ukraine.

The Czech Republic as a previously spoke collrtivpk an advantage of the “unbundling of
the manufacturing process” (Baldwin, Evenett, & LoBeyond Tariffs: Multilateralizing
non-tariff RTA commitments, 2008). It indicates ttli&zech companies or foreign companies
established in the Czech Republic can produce wérlacosts and take advantage of the
European internal market. Not only the old Europsiate¥ encouraged their firms to invest
in the Czech Republic, but the Czech governmentl&asched investment incentives to
create a positive investment environment for fareegmpanies. Czech government set up
flexible rules for foreign investors to acquire trmh in domestic companies and invested in
creating industrial parks and infrastructure. Fgmedirect investment represented a very
important item for the overall picture of the ecomo There was an enormous surplus in
terms of inward-outward investment over outward.il/the inward investments added up to
40204 million USD in 2006, outward investments dednfor only 3135 USD (International

Trade Centre). This tendency appears to be maedain

The IMD Year book 2009 summarizes Czech competitgs as follows. Exports in goods as
a percentage of GDP were revealed as the core ¢engaes. The real short-term interest rate
is set to provide companies with sufficient resesrcto finance their projects. The

unemployment rate is very low as compared with rothsted countries. Low unit labor costs

in manufacturing, foreign investors’ freedom to @icg control in domestic companies and an
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access to the European internal market create @ntine for massive inward FDIs. Low

tariffs imposed on imports open the country to warade.

In terms of weaknesses, the Czech Republic perforerg low exports in commercial
services. In spite of the fact that the volume eased slightly in the 2008, the country took
the 35th position among 57 countries tested withenIMD analysis. It is not surprising that
direct investment flows abroad as a percentaglei@DP stands as a threat for the Czech
economy saying that the outward/inward FDIs Vatioservices equals 7.8 % (International
Trade Centre) and saying that the services-orieRi2ld count for more than 50 % of the
world trade (Fink & Jansen, 2008). The country tdbk 43th position among 57 tested
countries in this criterion. The IMD Yearbook sged government subsidies and pension
funding as twofold problematic issues. The firdere to the volume of subsidies given to
companies, private and public, as a percentage DOP.GPublic money is not used
appropriately and corruption distorts economicoggficy. The second issue is the inadequate
pension funding system. As the population is ggthder, an outdated and nonfunctional
system will not be able to provide with sufficie@xXpense coverage for the next generations.
Lastly, in terms of infrastructure, the Czech Rdjautaces problems of low higher education
achievement as a percentage of population thatattamted at least tertiary education for
persons aged 25-34. The lack of high skilled andcattd experts may cause serious
problems in achieving sustainable development. Ehéngent environment laws and
regulations raise cost of production and decreasgetitiveness of Czech firms.

3.1.2 THE REPUBLIC OFKOREA
According to the International Trade Centre, theplitdic of Korea is the 11 largest
economy in the world (Guerin, et al., 2007). Therdoy reached GDP of 929 121 million
USD in 2008, while trade per capita was 18 249 Uik trade to GDP ratio amounted for

90.5 %. This high percentage refers to a biggeredtim market as compared with the CR,
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but still strong dependence on international traerean share in world exports of
merchandise equaled 2.63 %. In case of world thadervices, Korean exports represented
1.96 %. In terms of domestic export structure, nf@acturing created 81 % of all the exports.
The major industries were ship building, automotared electronics. Agriculture products
counted only for 1.6 % of total Korean exports.\@8ms took only for 6.7 % of total trade

where transportation created more that 50 % (59.8 %

The final markets for Korean products are more dieecompared to the Czech Republic.
China is the biggest importer with 22.1 %, followly the EU-27 (15.1 %), the United
Stated (12.4 %) and Japan with 7.1 % (Garelli, 2089y Korean companies have more
global strategies and they diversify their prodwstd compete on geographically very distant
markets. Some Korean companies even aspire fogltieal number one position in their

fields.

The Republic of Korea was a traditionally very piitonist economy. Close government and
business ties, import restrictions, and governmentouragement for saving over
consumption (CIA) had been the key characterisifdss economic miracle since the 1960s.
KR jointed the WTO in 1995. However, the tariff vetion within the Uruguay round was
not satisfactory, especially in agriculture whefe% of tariffs remained higher than 100 %
(OECD, 1999). Although we could observe much moeeked success in industry than in
agriculture and any other sectors, the non-taréfriers were adopted to protect given
industries and interest groups’ concerns. Afterdtegn economic crisis in 1997, the country
changed its commercial policy significantly. In erdo recover the economic turmoil, KR

liberalized imports and got engaged in some fragetiagreements.

The authors of the IMD Yearbook 2009 present K@e&ampetitiveness as follows. Exports
in goods are the major part of Korean internatidrede. Manufacturing plays the key role in
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the domestic market but KR invests in manufactuahgpoad too. Korean trade is effectively
diversified and responds to a world demand. In ggnbusinesses and government invest in
R&D and promote innovations. Six percent of GDP ggée R&D. Central government
foreign debt as a percentage of GDP is low. Koesmmomy is strongly export-oriented and
some protectionist trade barriers measures renfaade index refers to a strong exports
surplus over imports and relatively high tariffathlisable trade partners to entry the market
easily. In terms of customer behavior the IMD expetaim that domestic culture is not very
open to foreign ideas. It takes time for consuni@replace domestic products by those made
abroad. A significant part of the economy is crdatg giant semi-government companies
(chaebols). Small and medium-size enterprises dooperate efficiently by international
standards.

3.1.3 BILATERAL TRADE
The Czech Republic and the Republic of Korea atdraditional or “natural” trade partners.
The explanation is threefold: geographical distardiéferent cultural characteristics, and
nature of transition economies. The Czech-Koredetnaolume was traditionally far behind
the trade volume with Japan and China, althouglygghic distance is practically the same.
The EU represents the most important trade paaneérthe final market for the CR. There is
no non European country in the Top 10 list of Cz&aelde partners in terms of exports. The
Republic of Korea takes the 35th position while alapis not in the first twenty (Czech
statistical office). In terms of imports, the Rbpa of Korea takes thel6th position while
China is the second biggest importer and Japars tilee 10th position (Czech statistical
office). This gap proves that distance alone isaneatisfactory explanation for the relatively
low Czech-Korean bilateral trade volume. In additiche researcher claims that the

difference in between Chinese or Japanese and Czdtcie in not much more marked than
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Korea-Czech dissimilarity. That is why cultural’eiigence might be an important condition

but not the decisive one to vindicate low volumd &rade deficit.

The third condition needs to be added. The Reputflid&orea has transformed from a
transition economy to one of the world largest ernies. As Korean companies got entry the
European market, they were looking for appropriatations to place their investments and
production facilities. They found it among otharshe CR. The Czech-Korean bilateral trade
volume has an increasing tendency since 2007, whamdai Motor Manufacturing Czech
(HMMC) established its production facilities in Ea® Moravia in Nosovice industrial park.

Chart 1 on bilateral trade volume from 2004 to 260@ports this argument.

Chart 1: Czech-Korean bilateral trade (millions CZK, 2004-2009)
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Source: (Savovova & Baladova, 2010), translatedhfime Czech version

Chart 2 refers present Korean imports in goodssandices to the Czech Republic, and Czech
exports in goods and services to KR between 20842809. From the Czech point of view,
the imports exceed dramatically the exports. Thesebers correspond to the hypothesis on

final markets defined in the country profiles. Qzdoms focus on the EU market while
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Korean geographical trade structure is diverse. Qileeral trade is dominated by trade in
goods. The imports from KR jumped between 2006 200@8. Trade in services plays a
marginal role in both imports and exports. The @zBepublic imports more services from
KR then exports therein. Trade deficit in tradesefvices signals a potential problem since
the EU, as a unit, should benefit the most fromtthde in services as a consequence of the

Agreement.

Chart 2: Czech exports to the Republic of Korea andmports from the Republic of Korea (million USD)
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Source: Czech Statistical office

The presented data demonstrates the fact abouthGeade deficit with the Republic of
Korea. Korean exports overbear the Czech in botlidg@and services. Czech exporters do not
make much business in KR due to two reasons: gpbigraistance and cultural differences
while Korean firm have overcame these burdens aveé lentered the European, thus, Czech

market.

The sector structure of bilateral trade is analyrediccordance with the 2-digits WTO
harmonized system (HS). Table 1 shows the struafi@zech exports to KR from 2004 to
2009. Three chapters (HS 84, HS 85 and HS 95)extesttout 60 % of total exports while
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none of remaining chapters reached more than 5Rapt€r 84 (boilers, machinery, nuclear
reactors etc.) represented almost 40 % of Czecbrexpo KR. It was the key sector for
Czech exporters. Chapter 85 (electrical, electadrequipment) took the second position with
11.51 %. The last chapter that had exceeded 5 % clapter 95 (toys, games, sports
requisites). Chapter 87 (motor vehicles), the legdiector in terms of the Czech total exports
to the world, represented only 3.67 % of the tetglorts. It means that cars produced in the
Czech Republic were not as successful in the Komegnket as they are elsewhere.

Table 1: Structure of Czech exports to KR (2004-2009

Share on exports to

HS description Product label KR
Chapter 84 Boilers, machinery, nuclear reactors etc. 39,87%
Chapter 85 Electrical, electronical equipment 11,51%
Chapter 95 Toys, games, sports requisites 7,83%
Chapter 90 Optical, photo, technical, medical apparatus 4,98%
Chapter 73 Articles of iron and steel 3,98%
Chapter 87 Vehicles other than railway, tramway 3,67%
Chapter 27 Mineral fuels, oils, distillation products 2,97%
Chapter 70 Glass and glassware 2,62%
Chapter 72 Iron & Steel 2,46%
Chapter 39 Plastics and articles thereof 1,72%
Chapter 86 Railway, tramway locomotives, rolling stock, equigmh 1,68%
Chapter 29 Organic chemicals 0,95%

Other 15,75%

Source: Czech Statistical Office (2010)

The author found it meaningless to investigate Korexports to the Czech Republic with
regard to the fact that Korean producers do ngetathe limited Czech market uniquely, but
the European market as a unit. Instead, Koreanrexpm the EU were analyzed in order to
specify the sensitive sectors. Table 2 shows Koesah Czech exports to the EU in 2007-
2009. Chapters 84, 85, and 87 are in the Top 5reegbgroduct labels in both cases. Czech
exports in chapter 87 reached the peak in 2008ewdecreased below the level of 2007 in
2009. However, Czech exports in this chapter sicanitly exceed Korean exports. Korean
exports in chapter 87 dropped to a half from 10.9%9Gillion USD in 2007 to 4 468.6 million

USD in 2009. Since chapter 87 is represented bynaative industry, the significant decline
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in Korean exports in HS 87 was caused by huge Komeestment in the EU (i.e. Kia and

Hyundai established its production facilities iesk countries to be closer to the final market.
More details can be founded in the section IV.Bhe exports in chapter 84 indicate the very
same tendency. In 2009, KR exports to the EU ipthaB5 dropped by one quart to 10 630.2

million USD. Czech exports in 2009 got a value 6161L.2.2 million USD.

The author found it interesting that chapter 95y§l @ames, sports requisites) that plays an
important role in Czech-Korea bilateral trade représ a marginal part in terms of Czech
exports to the EU. These circumstances signal enfiat opportunity for Czech producers in

effect of the Agreement since Korean exports is thapter into the European market are

fractional.

Table 2: Czech and Korean exports to the European Uan-EU 27 (thousand, USD)

Exports from the Czech Republic to the European Union -EU 27

Pro:uct Product label Czech Republic's exports to European Union (EU 27)
coce Value in 2007 Value in 2008 Value in 2009
'TOTAL All products 102 816 167,00 124 477 508,00 95577 711,00
'87 Vehicles other than railway, tramway 18 036 210,00 20200 311,00 17 581 807,00
'84 Nuclear reactors, boilers, machinery, etc 19 881 816,00 23163 086,00 16 688 225,00
'85 Electrical, electronic equipment 17 349 658,00 22 796 731,00 16 612 243,00
'73 Articles of iron or steel 5039 184,00 6 264 756,00 4084 645,00
27 Mineral fuels, oils, distillation products, etc 3093 263,00 4778 701,00 3942 876,00
Exports from the Republic of Korea to the European Union -EU 27

Product
ot Product label Republic of Korea's exports to European Union (EU 27)
Value in 2007 Value in 2008 Value in 2009
'89 Ships, boats and other floating structures 7 321 609,00 10 130 933,00 12 212 930,00
'85 Electrical, electronic equipment 15159 121,00 14 257 298,00 10630 217,00
'90 Optical, photo, technical, medical, etc apparatus 4616 217,00 5867 171,00 5065 793,00
'87 Vehicles other than railway, tramway 10990 627,00 7 705 090,00 4 468 546,00
'84 Nuclear reactors, boilers, machinery, etc 7 798 046,00 6874 161,00 4374 062,00
Source: ITC

3.2AUTOMOTIVE
The automotive industry is the only industry whé&eech stakeholders expressed serious

fears in connection with the Agreement. They shat it would endanger Czech producers’

competitiveness in the European market, and Czemdtupers would not be able to overcome
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non-tariff barriers whose elimination under the é@ment was not satisfactory. The
arguments of the automotive industry are as follows
1. Korean firms will replace production in the Czeabplablic with duty free imports
2. Korean car makers producing in KR will utilize tiiteeralized preferential rules of
origin with the purpose of dramatic increase of amg of parts and accessories
from China and consecutivelly they will export unfacheap cars into the EU.
3. Korean exporters will benefit endlessly from DDB.

4. DDB will be a harmful precedent for future EuropeBmAs with developed
partners.

The purpose of this section is to analyze if suguments are substantial.

3.2.1 BILATERAL TRADE ANALYSIS
Two headings within chapter 87 have been definetassitive” using the ITC data. These

are the headings: heading 8703 (cars incl. stat@agon, “cars”) and heading 8708 (parts &
accessories of motor vehicles, “parts and access@riTable 3 shows Czech and Korean
exports to the EU in the aforementioned headin@008. KR exported cars (heading 8703) a
worth of 5.26 billion USD while the Czech volume svabout 9.5 billion USD. Czech

dynamics of exports was stronger. The data indsctite per annum growth in share of world
exports in cars by 16 % in case of the Czech Re&pbht the decline by 5 % in case of KR.

The Lafay index confirmed better perspectives fae€h exports of cars over Korean. The

revealed competitive advantage is higher Czechréxpothin heading 8703.

The experts from the International Trade Centreicatdd dynamically growing Czech
exports in heading 8703 (cars incl. station wagmn)emerging product” while in case of KR
they talked about “snail” as the result of relayviow annual growth. Better evaluation for
Czech exports refers to good perspectives withenhiading. Korean production in heading
8703 is said to be mature, and experts do not éxptnsive growth. The reason is that

Korean companies have been relocating productioifiti@s closer to their final markets.

-27 -



They have established their plants in the CzechuBlep Slovakia, China, India or

Uzbekistan.

The Agreement brings up the following transitiomipes to remove the tariffs within heading
8703. In case of the EU, an initial 10 % tariffdlwe gradually eliminated within the period
of 5 years. On the other hand, KR imposed 8 %fsaaind the transition period will take only
3 years. In other words, Czech producers will benadd to export duty free cars into KR in 3
years after the Agreement comes into force whileen producers will have to wait for 5

years.

The absolute Korean export volume of parts and ssoeees for motor vehicles (heading
8708) into the EU reached 2.24 billion USD in 20@@le the CR exported a worth of 8.66

billion USD. Czech exports within the heading neticmuch higher revealed competitive
advantage according to the Lafay index whereasférs about a relatively low advantage in
case of KR. However, higher dynamics in Koreanoetginto the EU refers to good

perspectives for future, too. The experts fromlithernational Trade Centre specified heading
8708 as “emerging product” in CR and KR. Tradeufgg and structural performance are

shown in table 3.
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Table 3: Competitiveness comparison: Chapter 87 (i2008)

Czech exports to the EU and its competitiveness

Exports in Growth of
P share in Net trade
value Structural s
(] world Performance (thousand Specialization
exports (% usD) (Lafay Index)
usD)
p.a.)
8703 Cars (incl. station Emerging
wagon) 9,586,699 16,00 | product 6,834,592 34,00
8708 Parts & access of motor Emerging
vehicles 8,668,865 11,00 | product 3,498,148 17,00

Korean exports to the EU and its competitiveness

Exports in LG
P share in Net trade
value Structural .
(] world Performance (thousand Specialization
exports (% uUsD) (Lafay Index)
usD)
p.a.)
8703 Cars (incl. station
wagon) 5,258,408 5,00 | Snail 3,714,632 21,00
8708 Parts & access of motor Emerging
vehicles 2,240,783 16,00 | product 1,207,623 4,00

Source: ITC

In 2009, the Republic of Korea hold th& position on the Czech top importers list within
heading 8708, while in 2005, the country was nahmtop 20 (International Trade Centre).
Table 4 shows data on Czech imports from the RépobKorea in heading 8708 from 2004
to 2009. In 2006, 2007, and 2009 the annual graedithed more than 100 %. In 2008, it
dropped to 57 % in effect of the financial crisldie imports grew by an extreme value of
4020 % during the period. It is evident that impostarted rocketing in 2007 due to the
investment of Hyundai Motor Manufacturing CzecheTduthor claims that tariff elimination

in effect of the Agreement can support this treamayever, the Agreement is not a starting
gear of any new tendency given that Korean prodoaif cars in the CR started in 2007, and

Korean firms have been importing huge amounts dak@aaccessories (8708) since then.
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Table 4: Czech imports from KR: heading 8708

2004 2005 2006 2007 2008 ‘ 2009

Imports from KR
production in the CR 5% 4.2% 7% 37% 60% N/A
Growth of imports from . . . . .

KR (base line 2004) 0 10% 83% 906% 1482% 4020%
Annual growth of N/A o GER? 250% 579, L619%
imports from KR

Balance Sth)h ousand 1787,64 236862 | -2927,22 | -49860,47 | -82663,99 | -227351,47

Source: Czech Statistic office & the Ministry of Trade and Industy of the Czech Republic, own analysis

While Korean exports of parts and accessories foromvehicles grew more dynamically
than the Czech exports in 2008, the net trade iddiaated lower imports. Put differently,
Czech producers imported more products within teading, in an absolute value, than
Koreans. The CR imported parts and accessoriesniouat of 5.6 billion USD and KR
imports were 3.41 billion USD. Additionally, the Kean-Chinese trade balance was analyzed
in order to reject or support the argument of Czaatomotive industry about a threat of
increasing Chinese imports into KR and consecux@orts of cars into the EU in effect of
the Agreement. Chart 3 indicates that KR kept divatrade balance with China in heading
8708 from 2004 to 2009. Despite the fact that timplas dropped in 2007 and 2008, there
was reflation in 2009. Only the fact of an activade balance with China itself is surprising.
If there is an active trade balance in a long teim,threat of a sudden change in sourcing

pattern in effect of the Agreement is not consideas likely.

In terms of tariff reduction within heading 8708RkKcommitted to remove the 8 % tariff on
parts & accessories on the date the Agreement corteeforce. In case of the EU, the same
date for full elimination is agreed on as the alitariffs varied from 3 % to 4.5 %. It seems
likely that Korea will export more parts & accesserin effect of the Agreement due to tariff

elimination and relating to even recently high impeolume into the Czech Republic and
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other member states.

Chart 3: Korean trade balance with the key traded partners: heading 87C
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Source: ITC

3.2.z RULES OF ORIGIN
The non preferential and preferential rules of iarigre compared in order to reject or acc

the hypotheses that preferential rules of orapplied after the Agreemewill provide with
higher protection for the sensitive headin(Table 5 summarizes an analysis on
preferential and nopreferential rules of origin for chapter 87 ethesensitive headings 87(
and 8708The author analyzed twsituations: firstly the circumstancbksfore the Agreemel
when nonpreferential rules of origin we applied, secondly, the aft&greementsituation

with respecto preferential rules of origir

In context of the ROOghe Agreemenrepresents overaliberalization within thapter 87.
Sixty-two percenof the headingwill be liberalized, 38 % wilkeep the same rtrictiveness,
and no heading wilbe more proteed in effect of the Agreement. Anerage restrictivene:
within the chapter measurdxy the Hariss index (HI) will drofrom 6.7% (non-preferential
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ROOs) to 5.0 (preferential ROOs), and standardadievi signals relatively high volatility
among headings before and after the Agreement.edns that Korean exporters will be
allowed to export more final products made with Hooigin intermediated to the EU as

initially required domestic content will be weakeéne

Heading 8703 (cars) indicates above average risggmess in both analyzed situations. The
non-preferential rules of origin reached a wortt8pthe Agreement will reduce it to a value
of 7"". Put differently, the European market will keeposy restrictiveness although the
product specific rules will be slightly liberalizachder the Agreement. It will not be much

easier to get an originating status for cars predun the partner country.

The worth of Hariss index for parts and accessaeésrs to low restrictiveness before and
after the Agreement. There were the very flexibba-preferential rules of origin, and the
Agreement just keeps up the trend. The Hariss indea value of 3.0 indicates an easy
procedure to get an originating status in both yaeal situations, thus, the product specific
preferential rules for parts and accessories fotomeehicles do not represent any turning
point in the European strategy of ROOs. The preteaeROOs follow the trend of ROOs

liberalization since European producers have beapoiting parts and accessories from

abroad.
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Table 5: Preferential and non-preferential ROOs: Chater 87

Non - preferential ROOs Preferential ROOs

HI HI HI HI
Mean (HS 87) 6,75 | Standard 3,11| | Mean (Hs 87) 500 | Standard 2,00
deviation deviation
Maximum 10 Maximum 7
Minimum 3,00 Minimum 3,00
HS 8703 8 HS 8703 7
HS 8708 4,00 HS 8708 3,00
Share of Share of more
liberalized ROOs 62% restrictive ROOs 0% Share of "same" ROOs 38%

Source: Annex Il of the Protocol of the ROOs, European Commission (2010), own analysis

3.2.3 DUTY DRAWBACK
Duty drawback is a granted export subsidy undeMifi®©. Serious objections were revealed

against it right after the Agreement was signedCGaotober 2009. The complainants,
representatives of Czech and European automotidesiry, claimed that DDB would
advantage Korean car makers over Czechs and Euwm®pebBhey said that their
competitiveness will be unfairly jeopardized. Thegose of this section is to show possible
impacts of DDB in effect of the Agreement on Czadld Korean exporters on an illustrative

example. The researcher presents the followingtrive example to address existing fears.

Let’s suppose that a Korean producer in KR expmats (heading 8703) into the EU and vice
versa. The same firm imports parts and access(@irezaling 8708) form a third country. In
case of the EU, there is the 10 % MFN tariff onscauhile the 3 % tariff on parts and
accessories is applied. KR imposes the 8 % tanmifingported cars and the 8 % tariff on parts
and accessories. The Agreement changes the @uifisg the transition period as follows: (1)
the European import duty on cars will drop to 5 A6l &orean to 3 %. The MFN tariffs on
imports of parts and accessories from a third aguaite not covered under the Agreement.
They remained unchanged on 3 % and 8 %, respectiVble maximum allowed foreign

content in cars to get an originating status adogrdb the non-preferential rules of origin
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(before the Agreement) is 40 % whereas the maxirawel in case of the preferential rules
of origin (after the Agreement) is 45 %. An average price is 15 000 EUR per unit in both
cases. The last presumption is that DDB was allowvettie situation before the Agreement
and an exporter could have used it in full exterd for unlimited time. With the purpose of
calculation potential savings, the author usedriethodology given in the document the
Future of Duty drawback in the rules of origin oUB free trade agreementd&uropean

Commission, 2010) .

Table 6 shows the savings coming from an illusteagxample for a Korean exporter in two
different situations: (1) the Agreement is ratifie) a hypothetic situation when an
agreement where DDB is not allowed is rarified. Wéiccordance to the methodology, the
total custom duties (TCD) that ought to be paidyiven situations are presented, and the

saving comparing the TCDs with the situation betbeeAgreement are calculated.

Before the Agreement, the EU imposed the 10 % M&iMNfton imported cars, and the non
preferential rule of origin allowed 40 % of nongniating material to get an originating

status. Korean exporter’s total custom duties i&@0 EUR per unit (see below).

TCD = (0.4 * 15000 * 0.08) — (0.4 x 15000 * 0.08) + 0.1 * 15000) = 1 500

In effect of the Agreement, the tariffs on importeats will be reduced, thus, total custom
costs will drop. Since DDB is allowed, costs ontpa& accessories will be fully refunded.
The preferential rules of origin enable 45 % of moiyinating material to get an originating

status. In this case a Korean exporter will pay EBR per unit after the Agreement.

TCD = (0.45 * 15000 * 0.08) — (0.45 * 15000 * 0.08) + 0.05 * 15000 = 750
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An exporter will pay 1290 EUR per unit in the hylpetic situation where DDB is not allowed
under the Agreement. He will lose a claim to beareéfor the duties on the imports of parts &

accessories. His total custom duties to be paidisen below.

TCD = (0.45 * 15000 * 0.08) — 0 + (0.05 * 15000) = 1290

To conclude, a Korean exporter will save 750 EUR pet (1500-750) if the Agreement is
ratified. On the other hand, his savings will dtopnly 210 EUR per unit (1500-1290) in the
hypothetic situation where DDB is not allowed. 98 the reason why KR pushed through
an allowance of DBB as a breakpoint during the tiagon. The benefits for Korean
producers from the Agreement would be fundamenteliiyiced if the DDB was forbidden.

Table 6: Savings in effect of the DDB allowance undé¢he Agreement: Korean exporter

Hypothetic situation (DDB

Before the Agreement After the Agreement

denied)
EU import tariff on cars 10% 5% 5%
Korean import tariff on parts & accessories 8% 8% 8%
Rule of origin 40% 45% 45%
Car price (EUR/unit) 15000 15000 15000
Custom costs on parts & Access. imported to 480 480 430
KR
Custom costs on cars exported to the EU 1500 750 750
DDB 480 540 0
Total custom costs 1500 750 1290
Savings from the Agreement - 750 210

Source: own analysis

Table 7 shows the same example from the point @ivvof a Czech producer. Before the
Agreement he paid the total custom duties to exgerd into KR in a value of 1200 EUR per
unit. In case that the Agreement is ratified (“attee Agreement”) his total custom costs will
reach 450 EUR per unit. It corresponds to the gmvin a value of 750 EUR per unit. On the
other hand, he will pay 653 EUR per unit in the dtjyetic situation where DDB is forbidden

under the FTA. His savings will drop to 547 EUR pait. Duty drawback does not represent
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such a huge difference for a Czech producer sime@-N tariffs on parts & accessories are
low in the EU. A Czech producer will save relatiwétss in effect of the allowance of duty

drawback than a Korean car maker.

Table 7: Savings in effect of the DDB allowance und¢he Agreement: Czech exporter

Hypothetic situation (DDB

Before the Agreement After the Agreement

denied)
KR import tariff on cars 8% 3% 3%
EU’s import tariff on parts & accessories 3% 3% 3%
Rules of origin 40% 45% 45%
Car price (EUR/unit) 15000 15000 15000
Custom costs on parts & Access. imported to 180 503 503
the EU
Custom costs on cars exported to KR 1200 450 450
DDB 180 203 0
Total custom costs 1200 450 653
Savings from the Agreement - 750 547

Source: own analysis

The author presents few arguments in order to trepecaccept the hypothesis that an
allowance of DDB will be beneficial only for Koreaxporters since the MFN tariffs are

higher on the Korean side:

. Duty drawback represents savings for both KoreahGrech exporters, however
Korean exporters will perform higher savings duehe higher MFN tariffs on
parts & accessories.

. Hyundai Motor Manufacturing Czech, encouraged byedbz government
investment incentives, has investmented in prodaocfacilities in the Czech
Republic. This behavior clearly evokes the changstigategy of the Korean
company to relocate production in heading 8703erlts the final market. A duty
drawback mechanism will not bring much benefit & makers in KR if Korean
cars for the EU’s market are produced in the CReas of beingin imported. The

author claims that Korean imports of cars (head8¥®3) will not replace
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production in the Czech Republic and, thus, Czemmpetitiveness within the
heading will not be endangered.

. Korean growth in exports of parts & accessoriesadireg 8708) to the EU are
more dynamic than the Czech, and bilateral tragledis show an extreme increase
even before the Agreement was signed. Duty drawlaadonnection with very
flexible ROOs within heading 8708 could bring sigrant savings on the Korean
side and it might endanger Czech competitiveneparifs and accessories of any
HS heading used in production of product of hegadi@08 were imported from
China to KR and if the final product - parts anad¢essories for motor vehicles
(heading 8708) were exported to the EU.

. In case that KR and the EU contracted free tradeeagents with new partners in
future (ASEAN, India, Japan, China etc.) the adagaeton Korean side would

disappear as the MFN tariffs on the Korean sidelevba reduced.

The hypothesis that an allowance of DDB is bengifionly for Korean producers is rejected.
Duty drawback will brings saving on both sides, #&nglill not be the cause of some extreme
growth in Korean exports of cars to the EU’s marKétere is some threat that the Agreement
can endanger Czech producers of parts and acassfoni motor vehicles, thus their
competitiveness, considering the trend in Koregmoes into the European market within the
heading.
3.2.4 NON TARIFF BARRIERS

The experts say that NTBs would create seriougcdiffy to entry the Korean market even if
the tariffs were eliminated. This section dealshwiton-tariff barriers in the automotive

industry. The purpose is to briefly explain thestixig NTBs before the Agreement comes
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into force, to analyze the improvement in effectref Agreement, and to evaluate the impacts

of NTBs elimination on Czech competitiveness in kloeean market.

Korean producers govern majority of the domestiakeia The data from the Korean
statistical agency shows that Korean carmakersego85 % of the market while foreign
importers take only 5 %. European producers havade three groups of problems in order
to do business in KR: (1) forenamed nature of tlaeket, (2) customer behavior characterized
by certain aversion against foreign products, aB)l the non-tariff barriers. Some
controversial protectionist non-tariff barriers ateg¢hnical requirements practically disallow

to trade in KR. There is a list of the most obviexamples of these protectionist measures.

* Regulation on the maximum noise level: In Korea thternational measurement
standards are officialy valid, however, local reguns prescribe special requirements
for cars to undergo a local testing procedure. fBséng procedure is more stringent
than the international standards. European cars fagular problems to meet this
special regulations.

* Width of car: Korean requirements are incompatald the international standards.

» Ownership status: special purchase fees or retisiriees are charged in some cases.

» Special Korean certification and safety standardsrequired with personal cars: i.e.
foreign technical innovations are not allowed toldenched in the market despite of
proved good functioning based on international erpee. While some American
standards on innovative technologies, although &gst than the European, are
allowed, the European do not meet Korean requirsdrite regulations often do not

reflect fast going technical advancement in thielfie
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 OBD (on board diagnostic devices): the Americamdaads are gradually accepted
while the European are still ignored. This practiasses European producers’ costs

comparing with their American competitors and se&nise discriminatory.

The Agreement will help to overcome some of thagedéns via the following actions:

1. Parties will recognize that NTBs limit significaptbilateral trade. They have agreed
on NTBs mutual elimination.

2. World Forum for Harmonization of Vehicle Regulatsowithin the framework of the
United Nations Economic Commission for Europe (USE} will be equivalent and
sufficient with the Korean local regulations.

3. Another 29 Korean standards will be integrated hadnonized into the UN ECE
standards within the transition period of 5 years.

4. These Korean standard that will not be harmonizedntegrated will only be
implemented in such extent that does not createnamy barrier to entry the Korean
market.

5. KR will recognize an on-coming European regulatoonon-board diagnostic device
(EWO-6) as the equivalent regulation with Koreansirds.

6. European exporters will have an opportunity to dedf they will accept the Korean
emission standards or not. Korean producers will be obliged to implement the
European Ultra Low Emission vehicle regulation (WME

7. Each product that meets the standards and regudaspecified in the list in the
Annexes 2-C-2 and 2-C-3 of the Agreement will Hevedd to entry the market in the
EU and KR.

8. All the regulations specified in the list in the Wexes 2-C-2 and 2-C-3 of the

Agreement will be revised and up-dated periodicafige in 3 years.
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The 8 % tariff applied by the Republic of Korealvé eliminated in 3 years. However, the
tariff cut is not a sufficient action to facilitaEeuropean producer to entry the Korean market.
Under the Agreement the Republic of Korea committedroceeding improvement as listed
above, particularly to accept the European saf@pdards and to harmonize other local
regulation in order to avoid discrimination. The BElelimination in effect of the Agreement
opens the door for European car producers to ¢éiériKorean market. Nonetheless European
producers will go on to face costumer behavior ati@ristics that refer about strong support
for domestic products over foreign ones, but tesésis out of the scope of the thesis.
3.30THER SECTORS
The purpose of this section is to analyze the oseesitive sectors. The author concentrates
on new opportunities that the Agreement will britg Czech exporters. Since Czech
representatives of the sectors did not expressoégctions, the author assumes that the
Agreement will not represent any serious threaCipech exporters in the European market.
3.3.1 MACHINERY(CHAPTER84)
Machinery performed far the highest Czech expoliwme to KR. It took 39.9 % (Table 1).
This figure signals some perspective for futurebl@a shows the sensitive headings within
chapter 84. Notwithstanding, heading 8483 indicttteshighest volume among the headings
in 2009, the value was the lowest in the last tlyesrs. Headings 8413 and 8481 performed
stable figures during the analyzed period. Hea@4§6 rocketed in 2009 when the volume

reached a value of 9.8 million USD. Some growth easied out in heading 8426.
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Table 8: Czech exports to KR: Chapter 84 (thousand 8D)

Czech Republic's exports to Republic of Korea
Value in 2007 Value in 2008 Value in 2009

Heading Product label

Transmission shafts & cranks, bearing housing;

'8483 gearing; etc 48905 60532 36887

'8413 Pumps for liquids; liquid elevators 15779 13137 16108
Tap, cock, valve for pipe, tank for the like incl.

'8481 pressure reducing valve 11205 11981 11805
Machinery parts & acces. (machinery of heading

'8466 84.56 to 84.65) 225 190 9837
Derricks; cranes; straddle carriers & works trucks

'8426 fitted with a crane 631 1138 2728

Source: ITC

Table 9 shows the effects of the Agreement on ¢ngive headings within chapter 84. The 8
% tariff will be reduced to 0 % in all the headirgscept heading 8426 where the 0 % MFN
tariff has been imposed. The transition period t@ke from O to 3 years. In case of heading

8481, the transition period will be 7 years.

Table 9: Effects of the Agreement: Sensitive headinggithin chapter 84

Heading Tariff reduction Transition period
8413 8%->0% 0 -3 years
8426 0% -> 0%
8466 8%->0% 0 -3 years
8481 8%->0% 0-7 years
8483 8% ->0 % or 3 % -> 0 % respectively 0 -3 years

Source: own analysis

The NTBs do not represent any significant barmecontrast with the case of the automotive
industry. The Agreement will contribute to expodciitations for Czech exporters with
regards to the tariff reduction however the extdrthe opportunity will be limited by the low
absolute export volumes.

3.3.2 ELECTRONICYCHAPTERS))
Table 10 defines the sensitive headings, and Thblenalyzes the effects of the Agreement.
The absolute value of Czech exports to KR is vew in all the headings in spite of the fact

that the coefficient of variance has indicatedtreddy stable exports since 2004. The Korean
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market has been relatively open. Trade in the tbrgeof five sensitive headings had been
liberalized before the Agreement was signed. TheNMariffs had been already fully
eliminated in these three headings. The remairanffs will be reduced within the transition
period of 3 years, and no important non tariff leasr exist. The exports to the Republic of
Korea played a marginal role in context of the lt@aech exports although the market has
been remarkable open before the Agreement. Thahysthe Agreement will not have any

notable impacts on the industry.

Table 10: Czech exports to KR: Chapter 85 (thousand SD)

Czech Republic's exports to Republic of Korea
Value in 2007 Value in 2008 Value in 2009

Heading Product label

Electric generating sets and rotary

'8502 converters 298 125 7573
Radar apparatus, radio navigational app.

'8526 &radio remote control apparatus 3344 2173 4168
Electrical app for switching (ex fuse,

'8536 switches, etc) not exceeding 1000 volt 4249 3084 2764
Electric transformer, static. converter

'8504 (for example rectifiers) 6923 2247 2249
Electric motors and generators

'8501 (excluding generating sets) 4911 7446 2078

Source: ITC

Table 11: Effects of the Agreement: Sensitive headisgvithin chapter 85

Headings Tariff reduction Transition period
'8502 8% ->0 % or 0 % ->0 % respectively 0 -3 years
'8526 8%->0% 0 years
'8536 8% ->0 % or 0 % -> 0 % respectively 0 - 3 years
'8504 8%->0% 0 years
'8501 8% ->0% or 0% ->0 % respectively 0 - 3 years

Source: own analysis

3.3.3 SERVICES
The industry is the pillar of the Czech economycdmtrast, trade in services takes only 14 %

of the total Czech exports. Having no revealed cgtitipe advantage, the Czech Republic
has no significant interests in liberalization cdde in services under the Agreement while
trade in services counts for the European priofiityterms of bilateral trade, the Czech

Republic exported to KR services in a value of Iiion USD in 2007 and there is a trade

- 42 -



deficit. To compare with other European countrie2009, Germany exports were 2.4 billion
USD, the United Kingdom exported 1.8 billion USDdathe Netherlands exported 731.1
million USD (International Trade Centre). Concemihese numbers, in-depth liberalization
in trade in services under the Agreement will breignificant opportunity for European

exporters in the sector, but Czech exporters aiitily be competitive.

SUMMARY AND RECOMMENDATIONS

The purpose of the thesis was to present the Camatiry specific analysis of the effects of
the EU-Korea FTA and to analyze if the Agreementid@ndanger Czech competitiveness in
the European market. The thesis is the secondasallthe impacts of the Agreement on the
Czech sensitive sectors. Notwithstanding some asalyon the EU level have been
accomplished, they ignored country specific neddeedCzech Republic. The representatives
of the Czech automotive sector expressed strongctbps against the Agreement.
Additionally, there were fears that Korean firms ul replace production in the Czech
Republic with duty free exports in effect of “zetariffs”, would utilize the liberalized
preferential rules of origin with the purpose ofughatic increase in imports of parts and
accessories from China, and would benefit endldssiy duty drawback. As the Agreement
is the first European FTA with a developed traddnaa, it might be a harmful precedent for

future agreements with other developed countries.

The research question was if the EU-Korea FTA ceunldanger Czech competitiveness in the
European market. In order to answer it, the rebearased the following methods.
Quantitative research was conducted to define thesisve sectors. The coefficient of
variance was utilized in order to eliminate thetsecthat showed an ad hoc nature and the

Lafay index was used to specify a revealed compet#dvantage. The restrictiveness of the
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preferential and non preferential rules of origimswanalyzed by the Hariss index. The
methodology calculating potential savings from ddtgpwback was taken from the official
documents of the European Commission. Finally, ab#hor used a qualitative analysis to

compare non-tariff barriers before and after theekgent.

The Czech-Korean bilateral trade volume is very,land there is a high trade deficit on the
Czech side. The deficit does not perform only adé& in goods but in trade in services too.
Both countries the Czech Republic and the RepubficKorea, strongly depend on

international trade. Exports in goods represententban 85 % of the total exports where
manufacturing is the key sector. Trade in servigleys a marginal role. The exports of
agricultural products count for less that 5 % ofakcexports in both cases. The Czech
government has created very investment friendlyireninent for foreign investors and

Korean investors in automotive industry have plaitedstrategic production facilities in the

Czech Republic to be closer to the final — Europeararket. Korean companies have global
strategies and they have been expanding to newetsarkCzech trade depends on the
European market. Eighty-five percent of the proguatd services go therein while Korean

geographical structure of exports is more diverse.

Based on the analysis, chapters 84 (machinery)ek&tronics), and 87 (motor vehicles)

were defined as the sensitive sectors. These angiltars of Czech and Korean exports to the
EU. While the Czech exports to KR in chapter 87raegginal, the EU represents a key final
market for the products. Korean exports to the El0hapter 87 were relatively high over the
years but there has been a decreasing tendenay 200¥. It perfectly fits with a changing

strategy of some Korean companies that stands maceament relatively expensive exports
by production close to or in a final market. Thee€lz Republic does not perform any notable

exports to KR in agriculture, services, and othestars where the EU should benefit as a
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consequence of the Agreement. To conclude, theamaser accepted the hypothesis that
Korean and Czech economy structure are very similale the CR can hardly benefit from

either liberalization in trade of services or autdive and other manufacturing.

To summarize the effects in automotive, KR perfotowser absolute volume of exports to
the EU in heading 8703 (cars) than the Czech RepulWlith accordance to the experts,
Korean domestic production of cars is mature ar@ gloducts within the heading are
indicated like “snails”. It corresponds to the fablat Korean producers have replaced
production facilities closer to the final marke®rean brands have already been producing
out of the country, i.e. in the Czech Republic, V@laa, India, Uzbekistan etc. The
preferential rules of origin within heading 8703llwkeep up its protectionist nature. The
Hariss index refers to persisting difficulties tetgan originating status despite of slight
liberalization comparing with the non preferentiales. Duty drawback will not endanger
Czech competitiveness within heading 8703 in theofean market in view of deceleration in
Korean imports, Korean active trade balance withn€hwithin heading 8708, and the
production in the Czech Republic. With regard tayddrawback, the analysis rejected the
hypothesis that only Korean firms will benefit frain In reality, Czech producers can take
advantage of DDB however the absolute extent istdonby initial lower European MFN

(most-favored nation) tariffs.

Czech exports within heading 8703 show strong dycsuim the European market, and the
Lafay index refers about a sturdy revealed conipetiadvantage. The experts talk about
Czech exports within the heading like “emergingduats”. Czech producer will be allowed
to export to the Republic of Korea duty free in&axs in effect of the Agreement while in
case of KR the transition period will take 5 ye@ihe NTBs in the Korean market will be

reduced however functional dispute mechanism isiarypresumption for expected benefits.
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The Republic of Korea is neither a traditional aquerspective market for Czech car makers.
In 2008, Czech exports to KR within chapter 87 ¢edronly for 3.67 % of total exports and
there are some customer behavior burdens that gontlethe scope of the Agreement.
Among others, the presented data point at thedfaCizech trade deficit with the Republic of
Korea. Korean exports overbear the Czech in botldg@and services. Czech exporters do not
do much business in Korea due to geographic distand cultural differences while Korean
firm have overcame these burdens and have entbee@&uropean and Czech market. To
conclude, the Agreement represents only limitedodppity for Czech carmakers to make

business in KR

In 2009, the Korean export volume in parts and ssmges for motor vehicles (8708) to the
EU counted for one quart of the Czech export voluiifee Lafay index showed that Czech
revealed competitive advantage was higher howdneedata indicated much stronger growth
dynamics on the Korean side. The experts speciy ekports from both countries like

“emerging products”. There is a good growth perspedor KR and the CR.

There was an enormous increase in Korean expoatttéwieading 8708 to the CR in last few
years. Korean exports rocketed by 4020 % in betv2€&4 and 2009. An annual growth rate
in 2006, 2007 and 2009 reached more than 100 %tédrttency of growing Korean exports
has been lasting since 2007 when Hyundai Motor N&oturing Czech established its plant
in the Czech Republic. The 3 % tariffs on imporithim the heading to the Czech Republic
will be eliminated on the date when the Agreemeamhes into force. Both preferential rules
of origin and non-preferential rules of origin indie very low level of restrictiveness. The
hypothesis that preferential rules of origin wiling stronger protection for the sensitive

heading was rejected.
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The Czech Republic imported, in the absolute vaflete parts and accessories for motor
vehicles from third countries than KR. It is therweurprising finding with respect to the

Czech fear about duty drawback and potentially giguorean imports from China in effect

of the Agreement. Additionally, KR holds an activade balance with China within heading
8708. In other words, Korean exports to China eadésgports. Duty drawback may endanger
Czech competitiveness in the heading in case ligatinal products - parts & accessories for
motor vehicles - will be produced in KR, using fbarts of any other HS headings from a

third country, and consequently exported to the EU.

The author summarizes that Korean exports in ¢deading 8703) to the EU will not replace
production in the Czech Republic in effect of thgréement. The Czech Republic holds a
higher revealed competitive advantage, and the Riepwf Korea will achieve cost
effectiveness from the factory established in thalfmarket. The impact of DDB is limited
due to the decline in volume of cars (8703) impbiftem Korea to the EU and Korean active
trade balance with China in heading 8708. An immaedremoval of the 3 % tariff on parts
and accessories to zero in effect of the Agreemmayt increase already high Korean imports
into the EU market in this heading. Czech exportérthe products within the heading may

partially lose its competitiveness in the EU’s nedrk

The researcher rejects the hypotheses that Korgar Will replace production in heading
8703 (cars) by imports, and claims that there mightsome negative effects on Czech
producers exporting in heading 8708 (parts & acwéss). The preferential rules of origin
will not bring higher protection for the sensitiieadings. The restrictiveness within heading
8703 will stay relatively high while the productesyfic preferential rules of origin within

heading 8708 will keep its flexibility.
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Czech exporters will not get any strong opportufrityn the Agreement. The Czech Republic
posses no revealed competitive advantage in tradervices where the EU should benefit the
most. There are some limited perspectives in machisince it represents almost 40 % of
Czech exports to KR. The author accepts the hypathieat the Agreement will not bring any

remarkable opportunity for Czech exporters.

The limitation of this paper is that a computabéneral equilibrium model (CGE) was not
used to estimate changes of macroeconomic datfeat ®f the Agreement. Usage of the
model is missing because (1) it is not possiblgaba sufficiently complex set of data for
years 2007-2010. Put differently, the effects ofaficial crisis and the changes in bilateral
trade caused by Korean foreign direct investmei®I{) in the Czech Republic could not
be taken into consideration in the model, (2) th#har found it impossible to put professor
Francois’s model into the Czech conditions. Newwdes$s there are some general limitations
of the model. It works only with tariff barrierschection and ignores non-tariff barriers and
underestimates intra-industry effects of the Agreethrand exaggerates inter-industry trade
(Smith, 2008). It is justifiable to omit the usagethe model in the analysis since these

aspects are crucial in context of the EU-Korea FTA.

The analysis showed that Czech competitivenessnilitiading 8708 in the European market
may be endangered as a consequence of the Agrebntesm in-depth analysis is needed to
prove this hypothesis. Firstly, it is fundamentlget the data on volume and structure of
foreign sourcing pattern of Korean producers witthie heading. Subsequently, a detailed
analysis on product specific rules of origin anttekation of the potential saving from duty

drawback should be conducted.

Additionally, the author did not scrutinize the iagbs on chapter 95 (toys, games, sports
requisites) that stands for more than 5 % of Casgiorts to KR and took the third position in
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Czech exports to KR in 2008. There might be sonmspeetives for future. The product
specific rules of origin and transition periods fariff elimination should be analyzed in order
to define the potential opportunities. The existiog-tariff barriers should be compared with

the improvements given in the Agreement.
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"“Trade to GDP ratio is estimated as an econonofd trade of good and commercial services (balarfice
payment basis) divided by GDP, on the basis of fiatthe three latest years available. GDP is mmesisin
nominal terms and with market exchange rates” (hatgonal Trade Centre)
" Czech Republic became a member state of the 200H.
" The term “spoke country” comes from the theorjiolb & spoke system. In brief, the theory represtmts
types of countries. A hub country had a leadingtjmwsin international trade and traditionally toaklvantage
from its privilege position. To become a hub coynthe country has to posses at least three depesdeke
countries. A spoke country’s international tradstisngly concentrated into its hub county. In fétdbas to
follow the commercial policy given by the hub coynt
Y The EU-15, before the enlargement in 2004
¥ The ratio is computed as follows:

outward FDI in services - Stocks(in mill. USD)

tio =
raN0 = S ward FDI in services — Stocks (in mill. USD)

¥ The EU after the enlargement in 2007, incl. Romamid Bulgaria
Y Empirical studies say that the Hariss index highan 6 refers to relatively protective rules dfjor, while a
value below this border represent liberal rules.
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