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1. Current status and characteristics of Korean investment in China
Korea’s total foreign direct investment as of the end of 2006 amounted to US$69.5 billion. Korean FDI began with investments in Indonesian forestry development in 1968, but remained stagnant thereafter with an annual average of 48 investments and $80 million invested from 1981 to 1985. However, the Plaza Accord of 1985 boosted Korea’s foreign direct investment, especially in the manufacturing industry. As a result, annual FDI between 1986 and 1990 rose to 152 cases and $468 million, a significant increase compared to five years ago.

Table 1. Korea’s Global and Chinese Investments by Year
(Unit: case; 1 million US$; %)
	
	Total
	China
	Share

	
	Cases
	Value
	Cases
	Value
	Cases
	Value

	1990
	341
	963
	24
	16
	7.0
	1.7

	1991
	444
	1,110
	69
	42
	15.5
	3.8

	1992
	497
	1,217
	170
	141
	34.2
	11.6

	1993
	689
	1,264
	382
	264
	55.4
	20.9

	1994
	1,487
	2,304
	840
	636
	56.5
	27.6

	1995
	1,332
	3,102
	751
	842
	56.4
	27.1

	1996
	1,472
	4,458
	740
	930
	50.3
	20.9

	1997
	1,330
	3,710
	631
	742
	47.4
	20.0

	1998
	617
	4,812
	266
	696
	43.1
	14.5

	1999
	1,095
	3,329
	459
	366
	41.9
	11.0

	2000
	2,082
	5,069
	774
	711
	37.2
	14.0

	2001
	2,153
	5,164
	1,049
	639
	48.7
	12.4

	2002
	2,490
	3,697
	1,385
	1,028
	55.6
	27.8

	2003
	2,809
	4,062
	1,679
	1,666
	59.8
	41.0

	2004
	3,764
	5,989
	2,142
	2,298
	56.9
	38.4

	2005
	4,389
	6,557
	2,240
	2,647
	51.0
	40.4

	2006
	5,185
	10,731
	2,300
	3,310
	44.4
	30.8

	Total
	33,346
	69,462
	15,909
	16,981
	47.7
	24.4


Source: Export-Import Bank Foreign Investment Database.
Korean investment into China first began in 1988, reaching 170 cases and US$1.41 million dollars in 1992, when diplomatic relations were established between the two nations. Subsequent investment in China made up over 50% of Korea’s total foreign investments in terms of cases until 1997. China offered a viable alternative to Southeast Asia for Korea’s labor-intensive manufacturing firms. However, the Asian financial crisis hit investment in China hard, as the mainly small and medium sized companies that made up the bulk of Korean companies investing in China suffered from the ensuing economic downturn. As a result, the number of investments fell between 1998 and 2001, with the percentage of total investment falling around the 10% range.

Korea’s direct investment in China underwent another transformation after China joined the WTO in 2002. Investment in China exceeded 1,000 cases for the first time in 2001, with the dollar amount breaking the US$1 billion mark for the first time, at $1,028 million in 2002. The share of investment in China among total foreign investment began to rise again, reaching 59.8% of total cases in 2003 and 41.0% of the total amount. It can be surmised that numerous companies increased their investments to take advantage of China’s new status as a member of the World Trade Organization. Since 2004, investment in China has shown relative stability, with the Chinese share falling again as well. This recent phenomenon is more pronounced in the dollar value of investments, with share of investments at 44.4%, but with the dollar value thereof falling to 30.8%.

However, China’s own figures for Korean investment in the nation show significant discrepancies with the Korean data. China estimated Korea’s investment to be US$3.89 billion in 2006. According to this data, Korea’s investment in China, which amounted to only $40 million in 1991, rose to $1.04 billion in 1995 and $6.25 billion in 2004. In 2004, Korea’s investment in China exceeded the total amount of investment in China from all of East Asia, except Hong Kong, showing that despite a decline in 2005-2006, Korea’s investments still exceed those of Taiwan, Singapore and the United States. Table 2 below indicates that while Korea’s investment began later than other nations, the dollar amount increased rapidly. The table also indicates that Korea’s investment in China does not lag far behind nations with much larger economies, such as Japan and the United States.
Table 2. Investment Inflow into China by Nation
(Unit: US$ billions)

	
	1991
	1995
	1998
	2000
	2001
	2002
	2003
	2004
	2005
	2006

	Korea
	0.04
	1.04
	1.80
	1.49
	2.15
	2.72
	4.49
	6.25
	5.17
	3.89

	Taiwan
	0.47
	3.16
	2.92
	2.30
	2.98
	3.97
	3.38
	3.12
	2.15
	2.14

	HK
	2.41
	20.06
	18.51
	15.50
	16.72
	17.86
	17.70
	19.00
	17.95
	20.23

	Japan
	0.53
	3.11
	3.40
	2.92
	4.35
	4.19
	5.05
	5.45
	6.53
	4.60

	Singapore
	0.06
	1.85
	3.40
	2.17
	2.14
	2.84
	2.05
	2.01
	2.20
	2.26

	US
	0.32
	3.08
	3.90
	4.38
	4.43
	5.42
	4.20
	3.94
	3.06
	2.87

	Others
	0.54
	5.22
	11.53
	11.95
	14.08
	15.74
	16.63
	20.86
	23.26
	27.03

	Total
	4.37
	37.52
	45.46
	40.71
	46.85
	52.74
	53.51
	60.63
	60.32
	63.02


Source: China Ministry of Commerce.
2. Manufacturing investment in China and changes in trade structure 
(1) Foreign direct investment and changes in trade structure
Studies on the increase in East Asian intra-regional trade after 1980 conclude that a vertical division of production through fragmentation is the main reason for this phenomenon. Vertical division of production is a type of division of labor wherein multiple nations participate in the production of goods that allow for fragmentation (this is also referred to as “production sharing” or “vertical specialization”). In this process, the production of a good that had been formerly produced by a single firm is fragmented in order to maximize comparative advantage between nations arising from differences in technology or factor endowments, as companies carry out foreign investment to take charge of a particular part of the process, or as foreign companies participate in the process. For example, China may import parts and intermediate goods from Korea to assemble in China, and then export to a third country, creating the typical vertical specialization between Korea and China.

Regardless of the type of investment, Korean investments in China have created intra-firm trade. Labor-intensive companies that expanded into China to export finished goods to the United States, to third party nations, or back to Korea, tend to rely on their parent companies or other Korean firms for intermediate goods. Since the target of third country trade is the same as the export market for Korean goods, this type of trade replaces traditional exports, and may even lead to increases in imports as these finished goods are imported back into Korea. However, the export of parts and components to China is resulting in export expansion. Generally exports of parts and intermediate goods by parent companies are expected to be greater than increases in imports of finished goods from China.

Trade between Korea and China first resumed in the early 1990s. Trade in 1992, when diplomatic relations were established, amounted to US$6.38 billion with a $1.07 billion deficit for Korea. Exports to China for this year only contributed 3.5% to Korea’s total exports. Three years later, in 1995, Korea’s exports rose to $9.14 billion on 7.3% of its total exports, with a $1.74 billion trade surplus. Since then trade between the two nations has increased rapidly, with China overtaking the United States to become the largest export market for Korean goods. In 2006, Korean exports to China amounted to $69.5 billion, with imports of $48.6 billion, resulting in a surplus of $20.9 billion. Total trade between the two countries amounted to $118.1 billion, accounting for 18.6% of Korea’s total trade, 21.3% of exports and 15.7% of imports.
The expansion in trade between Korea and China and the rise in intra-industry trade occurred concurrently with the increase in parts and intermediate goods exports and finished goods imports in Korea. The structure of traded goods is thus changing as intra-industry trade expands in both nations. Considerable research already exists regarding the increase in parts and intermediate goods trade in East Asia, most of which has concluded that the trade in parts and components is a feature of fragmentation and the basis for the rise in regional trade.
The following is the shares of imports and exports of parts and components for two categories of items, SITC 7 (machinery and transport equipment) and SITC 8 (other manufactured items). The parts and components here are all used for the assembly of finished goods. As seen in table 3, parts and components exports for SITC 7-8 amounted to US$17.4 billion in 2006, contributing 43.3% of total SITC 7-8 sector exports and 25.1% of total exports. The percentage of parts exports rose from 2.6% in 1992 to 10% in 2000, and 27.7% in 2004. In other words, nearly half of SITC 7-8 exports in 2004 were in parts and components.
In imports, parts and components account for 26.8% of sector 7-8 imports and 14.5% of total imports, which are lower percentages than exports in the same categories. However, the percentage of parts and component imports has also increased steadily since 1992.
Notably, the percentages of parts in Korea’s exports to China in 2006 and 2007 actually fell. In 2004, parts exports for SITC 7-8 accounted for 49.1%, but fell to 43.4% in 2006, falling from 27.7% to 25.1% of total exports as well. It is too early to tell whether this is a temporary or enduring phenomenon, but it is nevertheless a marked reversal from previous trends. Increasing numbers of Chinese parts and component manufacturers, and localization of materials by Korean corporations through local investment is credited for this change, and it seems unlikely that parts and component exports will return to their previous levels.
Table 3. Share of the parts and components trade in total trade with China
(Unit: US$ million; %)

	
	
	1992
	1995
	1998
	2000
	2002
	2004
	2006
	2007.5

	Exports
	Total (A)
	2,654
	9,144
	11,944
	18,455
	23,754
	49,763
	69,459
	31,379

	
	SITC7-8 (B)
	464
	2,562
	3,202
	6,528
	11,557
	28,087
	40,248
	18,403

	
	Parts and components in SITC 7-8(C)
	68
	486
	750
	1,841
	5,151
	13,799
	17,408
	7,532

	
	C/A (%)
	2.6
	5.3
	6.3
	10.0
	21.7
	27.7
	25.1
	24.0

	
	C/B (%)
	14.7
	19.0
	23.4
	28.2
	44.6
	49.1
	43.3
	40.9

	Imports
	Total (A)
	3,725
	7,401
	6,484
	12,799
	17,400
	29,585
	48,557
	24,807

	
	7-8 units (B)
	391
	1723
	2,386
	5,756
	8,864
	15,683
	26,344
	12,973

	
	Parts and components in SITC 7-8 (C)
	40
	321
	509
	1.181
	2,034
	3,584
	7,053
	3,210

	
	C/A (%)
	1.1
	4.3
	7.9
	9.2
	11.7
	12.1
	14.5
	12.9

	
	C/B (%)
	10.3
	18.6
	21.3
	20.5
	22.9
	22.9
	26.8
	24.7


Note: SITC 87199 LCD parts were added to the parts and components list of Francis Ng and Alexander Yeats, “Major Trade Trends in East Asia,” 2003, pp. 54–55.
(2) Intra-industry trade developments

A further classification of the Korea-China trade will now be made, pointing to the distinction between inter-industry trade (one-way trade) and intra-industry trade (IIT). Intra-industry trade is the trade of products in a similar statistical range between or among certain nations. Significant theoretical and practical research has been conducted regarding this occurrence. Intra-industry trade accounts for a large part of world trade, and economies of scale, product differentiation, imperfect competition as well as country-specific determinants are cited as some of the important factors behind this type of trade.
I calculated the Korea-China trade structure based on the SITC 5-digit classification. In 2006, inter-industry trade (one-way) between Korea and China accounted for only 35.9% of the total, with intra-industry trade taking up the remaining 64%. Inter-industry trade decreased as time passed, giving way to intra-industry trade. When diplomatic relations were established between the two nations in 1992, inter-industry trade accounted for 87.1% of total trade, but fell to 35.9% in 2006. Intra-industry trade rose from 12.9% to 64.0% in 2006, indicating a significant structural change in the trade between the two nations. 
Another important feature is that within intra-industry trade, vertical intra-industry trade increased more rapidly than horizontal intra-industry trade. The percentage of VIIT in 1992 only amounted to 9.3%, but rose to 21.5% in 1995 and over 40% in 2004. In contrast, HIIT rose from 3.6% in 1992 to 13.9% in 2001, but fell after 2003 to 9.6% in 2006.
Table 4.  Characteristics of Korea-China Trade
(Unit :%)

	
	Inter-industry Trade
	Intra-industry Trade

	
	
	Subtotal
	Horizontal
	Vertical

	1992
	87.1
	12.9
	3.6
	9.3

	1995
	70.1
	29.9
	8.4
	21.5

	1998
	66.7
	33.3
	6.7
	26.6

	2000
	59.3
	40.7
	7.4
	33.3

	2001
	57.1
	42.9
	13.9
	29.0

	2002
	52.2
	47.8
	14.6
	33.2

	2003
	49.3
	50.8
	12.7
	38.1

	2004
	47.7
	52.3
	9.0
	43.3

	2005
	46.5
	53.5
	9.0
	44.5

	2006
	35.9
	64.0
	9.6
	54.4


Figure 1. Development of the Characteristics of Korea-China Trade

[image: image1]
According to the definition of vertical intra industry trade, the increase in VIIT indicates that the two nations trade in products in the same industry, but display a significant difference in price in the traded commodities, signifying that Korea is exporting expensive items while China is exporting cheaper goods. If indeed the rise in VIIT between Korea and China reflects reality, the situation is favorable toward Korea, as it would appear that the two countries are undergoing a division of production through product differentiation, and Korea is specializing in more technologically advanced goods compared to China. 
3. Conclusion
As I mentioned before, trade between Korea and China grew at a rapid pace after the establishment of diplomatic relations. China has been Korea’s largest market since 2003, as well as the trading partner with whom Korea maintains its largest trade surplus. Trade between the two countries appears to be closely related to investment in China by Korean firms. Korea’s parts and components exports to China increased significantly in recent years, becoming a main feature of the trade between the two nations.
Various studies on East Asian trade conclude that fragmentation results not only in trade expansion but a rise in vertical intra-industry trade (VIIT) as well, and correspondingly analysis of this aspect of Korea-China trade has also revealed that VIIT is increasing rapidly. VIIT between the two nations is rising rapidly while one-way trade is falling, and horizontal intra-industry trade (HIIT) remains below 10%. While the quality difference between the products of Korea and China is responsible for part of the rise in VIIT, the main cause is likely to be the increase in parts and intermediate goods trade that resulted from Korea’s direct investment. In other words, while differences in quality account for the proliferation of VIIT in the West, trade on division of production as the result of direct investment can explain a large part of the increase in VIIT between Korea and China. So in order to expand the Asian intra-regional trade, the FDI should be promoted among East Asian countries.

One thing that should concern us is China’s effort to upgrade its industrial technology and develop one-set type of industrial structure. As I showed in table 3, the degree of vertical division of production measured by trade of parts and components was recently lowered. If China concentrates on FDI attraction in the high –tech industry and makes an effort to produce the full range of parts and components, opportunities for other East Asian countries in the Chinese market may decrease. What is clears is that in the long run, without growth in East Asian countries, China may suffer from a lack of regional demand.       
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