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ABSTRACT

Eliminating tariff barriers has been one of the principal strategies to meet the
economic and political goals of Free Trade Agreements (FTAs). Since the late 1990s, the
contribution of FTAs to reducing trade barriers has exceeded expectations due to the
proliferation of such agreements. However, doubts have emerged regarding this contribution,
since parties to FTAs often opt not to make use of the preferential tariffs of FTAs, resulting in
a significant difference in the utilization rates between FTAs, countries, and industries.
Previous studies have explained these differences by pointing to the regulatory or
administrative burdens imposed by the Rules of Origin (RoOs). However, studies of the
influences of RoOs on the use of FTAs are limited both in scope and methods used, and have
rarely been conducted from an administrative perspective.

The purpose of this research is to redress this gap and further explain the effects of
RoOs on FTAs focusing on the administrative procedures of RoOs. By doing so, it aims to
help customs administrations facilitate trade and rationalize FTA compliance management
procedures. This is of particular importance in terms of providing the knowledge necessary
for regulators to understand the administrative policy impact on FTA usage.

This study has focused on Korea as a case study, by examining firms eligible to use
FTAs. The causal relationship between RoOs and firms’ use of FTAs was investigated for the
295 firms that responded to a comprehensive survey. Three hypotheses on the relationship
have been assessed; First, the influence of the restrictiveness of RoOs on firms’ use of FTAs;
v

second, the influence of the complexity of RoOs on firms’ use of FTAs, and; third, the
influence of the uncertainty of RoOs on firms’ use of FTAs. The results indicate that these
three variables of RoOs have a statistically significant relationship with firms’ FTA usage.

Four major observations emerge from this study. First, to mitigate the restrictiveness
of RoOs, the study identifies a need to rationalize the way in which firms may satisfy the
rules relating to inputs. Second, this study highlights the regressive nature of RoOs and the
undue regulatory compliance burden placed on smaller firms. Third, the study suggests that
information assistance for firms will result in longer-term voluntary compliance with RoOs.
Finally, the research suggests the need to improve administrative procedures in order to
increase the certainty of RoOs in relation to information exchanged among firms.

The research highlights the importance of sharing benefits among firms under FTAs,
with the key role of regulators being to make FTAs genuinely beneficial for a country.
Equally, it points to the need to avoid trade deflection and to address the potential for duty
avoidance. In doing so, the research emphasizes that administrative reform is no less
important than statutory reform in achieving the economic and political goals of FTAs.
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CHAPTER 1: INTRODUCTION

1.1 Utilization of Free Trade Agreements

Eliminating tariff barriers has been one of the first steps to achieve the economic and
political goals of Free Trade Agreements (FTAs)1. A tariff reduction under FTAs is achieved
by firms’ use of preferential tariffs in the course of trade with FTA partner countries. Since
the late 1990s, the number of FTAs has rapidly increased. The number of effective FTAs
amounted to 398 in 2015 and a further 604 were under negotiation (The World Trade
Organization, 2015). The ever-increasing number of FTAs has fuelled the expectations
regarding FTAs’ contribution to cutting trade barriers. However, considerable doubts have
emerged regarding their contribution, since, as indicated by relevant reports, firms in the
parties to FTAs have often opted not to make use of the preferential tariffs of FTAs
(Commission of the European Communities, 2003).

The data providing evidence of the use by firms of preferential tariffs has been only
partially available (Manchin & Pelkmans-Balaoing, 2007a). The data show that the utilization
ratio of FTAs, i.e. the share of exports under FTAs that is actually utilising the preferential
tariffs, differs largely across FTAs. While the provisions of the North American Free Trade
Agreement

(NAFTA)2 have been utilized for 76 percent of eligible trade, those of ASEAN

1

See Chapter 5 for a general overview of the definition and types of FTAs.
The North American Free Trade Agreement (NAFTA) is an agreement signed by Canada, Mexico,
and the United States of America, which came into force in 1994.
2

1

FTA (AFTA)3 have been used by only around five percent (Augier, Gasiorek, & Lai Tong,
2005; Brenton & Manchin, 2003; Kawai & Wignaraja, 2009). The data on the use of FTAs
thus poses the question of what causes the difference in the use of FTAs. This question has
motivated the present research.

1.2 Studies on the use of FTAs

Previous studies have differentiated the issues of using FTAs from those of forming
FTAs (Izam, 2003). Studying the latter issues4 involves estimating countries’ welfare gains
and the economic development that could be attained through forming FTAs. Such studies
aim to provide knowledge for certain groups of countries, such as developed or OECD
countries (see, for example, Anson et al. (2005). Sometimes, they also appeal to international
organizations, such as the World Trade Organization (WTO) or the World Customs
Organization (WCO) (for example, Baldwin (2006)). On the other hand, in previous research,
the issues associated with using FTAs cover firms’ difficulties in complying with multiple
FTAs or the difficulties of administrative authorities in managing firms’ compliance under
multiple FTAs. These studies attempt to provide knowledge for administrative authorities,
such as Customs (see, for example, Brenton and Imagawa (2005)).

Regionalism studies have dealt with the issues of forming FTAs. In particular, these

3

The ASEAN Free Trade Agreement (AFTA) is an agreement by the Association of Southeast Asian
Nations (ASEAN) signed first in 1992. Now, AFTA comprises ten ASEAN member countries, namely,
Brunei, Indonesia, Malaysia, Philippines, Singapore, Thailand, Vietnam, Laos, Myanmar, and
Cambodia.
4

See Section 3.2.1 for a literature overview on the issues of forming FTAs.

2

studies have focused on the discussion of the desirability of forming FTAs (Panagariya, 1999);
therefore, little attention has been paid to the issues related with the actual use of FTAs.
Brenton and Imagawa (2005), as well as several other researchers, have noted the issues of
using FTAs by reference to the difficulties of Customs in managing the compliance of firms
under multiple FTAs. However, studies on using FTAs are limited in their scope and methods
used.

In regionalism studies, the views on forming FTAs are sharply divided. While the
proponents of these arrangements view FTAs as a movement towards freer worldwide trade
(Baldwin, 1993, 2006), their opponents contend that, due to FTAs’ discrimination against
non-member countries, they can harm both member countries and world welfare(Bhagwati,
1995-1996). In this debate, the underutilization of FTAs has been recognized as a major
hurdle to freer trade under FTAs (Baldwin, 2005; Panagariya, 1999).

Bhagwati (1995, p. 4) suggests that the underuse indicates FTAs’ undesirability as a
tool to liberalize trade. The author explains that, as FTAs liberalize trade based on the
nationality of a product, the proliferation of FTAs creates the “spaghetti bowl” phenomenon
whereby tariffs vary accordingly to the origin of a product. The difficulty of identifying the
origin inevitably leads to increases in costs and the underutilization of FTAs’ preferential
tariffs, which detracts from genuine free trade. In a similar fashion, Baldwin (2006, p. 1506)
argues that such underutilization undermines countries’ incentives to form new FTAs and
lessens FTAs’ contribution to the worldwide free trade. Therefore, based on the arguments on
the desirability of forming FTAs, regionalism studies cover the issues associated with using
FTAs.

3

The arguments on the of the “spaghetti bowl” phenomenon and the underutilization of
FTAs have directed researchers’ attention to those provisions of FTAs that are designed to
determine the origin of products, that is, the Rules of Origin (RoOs)

5,6

. RoOs are the

provisions that determine the originating country of a product and the eligibility of that
product to receive preferential tariff rates for trade among FTA party countries (Brenton &
Imagawa, 2005). Regionalism studies have focused on the aspects of RoOs that countries use
as a trade policy instrument, substituting tariffs (Krishna & Krueger, 1995; Krueger, 1993).
Therefore, in studying the influences of RoOs, regionalism studies focus on the analysis of
countries’ trade policies, legal texts of agreements, and countries’ trade data (see, for example,
Estevadeordal and Suominen (2004).

However, RoOs have largely been defined as an administrative instrument to deter
free-riders by avoiding “trade deflection”, or a “redirection of imports from third countries
through the partner country with the lowest tariff, with the sole aim of realizing tax advantage”
(Shibata, 1965, p. 151) 7. In exploring this administrative aspects of RoOs including the
difficulties of Customs authority in managing firms’ compliance with complex rules, studies
have mostly relied on survey data from

Customs or firms (see, for example, The World

Trade Organization (2002). By doing so, previous studies have attempted to investigate the
actual practices of firms and Customs. Nevertheless, the literature analysing RoOs as an
administrative instrument is scarce.

5

Rules of Origin (RoOs) are classified into preferential rules and non-preferential rules. Nonpreferential RoOs are usually applied to impose quota, countervailing, or anti-dumping duties.
Preferential RoOs set the criteria for determining the eligibility of certain trade preferences. In the
present study, the term “RoOs” refers to the preferential RoOs.
6
7

Section 5.4 provides detailed explanation on Rules of Origin (RoOs).
See Section 5.4.4 for further detail on administrative procedures and relevant issues.

4

Regionalism studies have focused on the aspects of RoOs that restrict a country’s
trade with non-party countries. For example, Krueger (1993) explains that RoOs usually take
the form of content rules providing producers with the incentives to import inputs within the
party countries to satisfy RoOs so that the finished goods become eligible for preferential
tariffs. Due to this aspect, as Estevadeordal (2000) explains, RoOs restrict the economic
options of producers in importing cheap third party content, which the author labels the
“restrictiveness” of RoOs. By comparing the utilization data of the NAFTA with the legal text
of RoOs, on the assessment of the restrictiveness of the NAFTA and its implications for the
use of FTAs, Estevadeordal (2000) concludes that the restrictiveness of RoOs causes
underutilization of FTAs.

Regionalism studies have also covered the issues associated with complex RoOs
based on the legal text of RoOs. Relevant studies highlight that RoOs differ by products
within an FTA and that they differ across FTAs even for a single product. Estevadeordal,
Harris, and Suominen (2007) have pointed out that complexity increases costs of companies
in utilizing FTAs. Due to the interconnection between complexity and compliance costs of
RoOs, relevant studies have focused on estimating the costs of complying with the rules
(Anson et al., 2003; Carrère & Melo, 2004). Specifically, Anson et al. (2003) have assessed
the costs based on the assumption that the costs directly influence FTA usage.

Although not in a thorough fashion, previous studies have frequently noted the issues
of Customs administration in managing the compliance of firms with RoOs (Brenton &
Imagawa, 2005; Brenton & Manchin, 2003; Harris & Staples, 2009; Izam, 2003). There are
other relevant and perhaps, more thorough studies which have dealt with the certification and
verification procedures of RoOs. Specifically, Brenton and Imagawa (2005) have asserted
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that the complexity of the procedure proving the validity of the certification of origin creates
the costs equivalent to two, three or more percent of the export value. Cantin and Lowenfeld
(1993) have highlighted the issue of uncertainty that firms encounter in customs’ verification
procedures. Due to inconsistent interpretations and rulings on RoOs among party countries,
many companies experience a great deal of “uncertainty” about their liability in using
preferential tariffs. Thus, it has been suggested that the complexity and uncertainty of RoOs
cause the underuse of FTAs (Brenton, 2003; Commission of the European Communities,
2003; Harris & Staples, 2009).

The administrative issues associated with FTA usage and RoOs have frequently been
mentioned, but rarely substantially covered in the literature. Specifically, three aspects of
RoOs that can potentially influence the use of FTAs have been suggested, namely:
restrictiveness, complexity, and uncertainty. However, the relationship between RoOs and the
use of FTAs has mostly been investigated from the trade policy perspectives, leaving the gap
that would help Customs authority to address the issues associated with administering the use
of FTAs based on RoOs. As FTAs proliferate, relevant studies emphasize that RoOs are not
only a concern of trade policy, but also a matter of trade facilitation, which require
administrative improvements (Brenton, 2003; Brenton & Imagawa, 2005; Harris & Staples,
2009; Izam, 2003; Manchin & Pelkmans-Balaoing, 2007a). Furthermore, previous research
emphasizes the significance of rationalizing the administration of RoOs (Baldwin, 2005).
Nevertheless, studies on RoOs have rarely been conducted from an administrative perspective.
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1.3 Purpose of the Present Study

Customs administrations are typically responsible for implementing FTAs based on
RoOs (Brenton & Imagawa, 2005). As explained in Section 1.2, while the administrative
issues associated with FTA usage have frequently been mentioned, they have not been
thoroughly covered. Consequently, the research that Customs administrations can refer to in
reforming and improving RoOs has been scarce.

The main purpose of the present study is to explore the influence of RoOs on the use
of FTAs from an administrative perspective. In doing so, our study seeks the ways to help
Customs administrations with establishing measures to improve RoOs, taking into account
the implications of such reform on firms’ potential utilisation of FTAs.

Proliferating FTAs exert profound influences on Customs administration (Brenton &
Imagawa, 2005). In today’s international trade environment, Customs authorities normally
have two key objectives: facilitation and control (Widdowson, 2005). In implementing FTAs,
customs are required to balance the two conflicting goals as well. Customs are required to
facilitate the trade under FTAs by minimizing government intervention, and simultaneously,
they have to manage traders’ compliance with RoOs. Therefore, to provide the knowledge
required for Customs administrations to achieve these goals, a research frame is required that
can explore the influence of FTAs and RoOs from an administrative perspective. Such a
research frame will provide the findings that would help Customs’ efforts of facilitating trade
under FTAs and managing compliance of traders with RoOs.

In assessing the issues associated with RoOs suggested in previous research studies,
the present study attempts to employ a research framework that has been applied for
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addressing issues in Customs administration. In particular, trade facilitation studies and tax
compliance studies are considered to provide a useful framework to understand the issues of
FTA usage in the customs context. Recent trade facilitation studies 8 have provided
underlying theories for customs modernization (De Wulf & Sokol, 2005). Trade facilitation
studies have provided the knowledge required to analyse and address the issues relevant to
trade costs, the flow of trade documents, and the flow of goods in trade (J. S. Wilson, Mann,
& Otsuki, 2005). In particular, by analysing the flow of trade documents, such studies have
provided useful knowledge on the issues associated with the interactions between a Customs
administration and traders. Thus, this research frame enables us to obtain results that have
practical applicability for Customs administrations. Therefore, by applying the framework of
the trade facilitation studies, the present study purports to fill the gap in our knowledge on the
use of FTAs and its implications for Customs administration.

Tax compliance studies9 emerged long before trade facilitation studies. The former
studies have mostly been applied in the research on income tax (Evans, 2003); the studies on
customs duty and customs revenue collection have also based on the findings of the tax
compliance studies. Tax compliance studies cover various issues in tax administration
(Andreoni, Erard, & Feinstein, 1998), including, in particular, simplifying tax complexity,
rationalizing taxpayers’ costs of complying with tax codes, increasing voluntary tax
compliance, as well as minimizing overall operating costs of tax system for a society. It is
challenging to refine the study frames of income tax to be applicable for customs duty,
especially with regard to preferential tariffs of FTAs and RoOs. However, applying the

8

See Section 3.4.1 for further detail on the framework of trade facilitation studies.
See Section 3.4.2 for explanation of tax compliance studies, the research methodologies for
tax complexity and uncertainty, in particular.
9
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framework of tax compliance studies can reasonably be expected to provide an opportunity to
understand the use of FTAs as compliance activities under RoOs, providing useful knowledge
for optimizing the overall costs of operating the system of FTAs.

In short, the primary purpose of the study is to understand why there has been such a
differing uptake of FTAs so that Customs Administrators can fine tune their administrative
policies. The thesis is about researching a critical question and with that knowledge it will
allow administrators to improve their policies. Accordingly, this research focuses on the
administrative procedures of RoOs by exploring their implications on FTA usage through the
framework of trade facilitation and tax compliance management. By doing so, this research
aims to help customs administrators to achieve their goals of reforming relevant
administrative procedures of RoOs so as to facilitate trade and optimize the procedures of
compliance management under FTAs.

1.4 Methodology

The research method used in the present study was designed with reference to trade
facilitation studies and tax compliance studies. These studies have been conducted within a
positivist paradigm and relied on quantitative methods as the major source of data. In
particular, the firm-level survey methods have frequently been used elsewhere and this
approach has been adopted here. In this study, the case of Korea has been used as a research
site and the survey has been applied to Korean exporting and manufacturing companies
eligible to use FTAs. This represents a single case, that is, of the Korean Customs
Administration.
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Having concluded eight FTAs since its first FTA with Chile in 2004, Korea is an
appropriate research site to investigate companies’ difficulties in dealing with multiple
FTAs10. To obtain reliable results, responsible persons of companies who were dealing with
RoOs and FTAs at an operational level were surveyed. Since there is no formal list for these
persons, 2,095 samples from the list of the persons who had attended training and seminars
on using FTAs were involved.

The three aspects of RoOs identified as key factors for FTA underutilization in
previous research — restrictiveness, complexity, and uncertainty — are the analytical focus
of the present study. Trade facilitation and tax compliance studies have provided the research
methods to understand these variables from an administrative perspective.

To investigate the impact of administrative efficiency on trade, trade facilitation
studies frequently use the method of observing the flow of relevant documents (J. S. Wilson
et al., 2005, p. 4). As stated at Section 1.2 above, a certificate of origin, which proves the
nationality of a product and the eligibility of that product to receive preferential tariffs, is a
key document in utilizing FTAs. Following the methods used in trade facilitation studies, the
present study has focused on observing the flow of a certificate of origin

Estevadeordal (2000) has suggested that the extent to which RoOs restrict those firms’
use can be assessed based on the size of input pool available within parties to FTAs. Based on
this suggestion, the restrictiveness of RoOs has been evaluated by the portion of inputs that a
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See Section 5.3 for the description of the formation and use of Korean FTAs.
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firm purchases within parties to FTAs.

Tax compliance studies provide a useful framework to understand the influence of
complex and uncertain tax on taxpayers’ compliance behaviours (Andreoni et al., 1998, p.
852). The complexity of tax has mostly been assessed by surveying the time and costs spent
by taxpayers to comply with the tax code (Evans & Tran-Nam, 2010; Lewis, 1982; Slemrod,
1996). Using these methods, the present study has measured the complexity of RoOs by
surveying companies’ compliance costs associated with RoOs.

The uncertainty of tax has been observed through surveying taxpayers’ attitudes to the
uncertainty of their own tax liability and the probability of audit and penalty (Alm, Jackson,
& McKee, 1992; Beck & Jung, 1989; Song & Yarbrough, 1978). To assess the uncertainty of
RoOs, we surveyed companies’ perception of the uncertainty in the context of their own
liability associated with declaring the origin of products in compliance with RoOs.

The survey was conducted between 21 January, 2013 and February, 21, 2013. While it
was mostly carried out via a web-based survey, an on-site survey was also implemented to
cover the persons in the training site. The Small and Medium Business Corporation (KSBC),
Korea Venture Business Association (KOVA), and Korea Institute of Origin Information
(KIOI) provided assistance in developing the sampling frame and in conducting the survey. A
private customs-consulting firm also supported the implementation.

The web-based survey was sent to 2,095 companies throughout January and February
2013. The average response rate was around 14.6 percent, with the total number of responses
amounting to 295. To explore the influences of RoOs on firms’ use of FTAs, a correlation
analysis and a multiple regression analysis were performed.
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1.5 Results
This study tests three hypotheses on the influences that RoOs on have on firms’ use of
FTAs. First, the influence of the restrictiveness of RoOs on firms’ use of FTAs; second, the
influence of the complexity of RoOs on firms’ use of FTAs; and, third, the influence of the
uncertainty of RoOs on firms’ use of FTAs. The results indicate that the three variables of
RoOs have a statistically significant relationship with firms’ FTA usage (p<.01). In the three
tests of hypotheses, the firms’ usage increases (1) as the restrictiveness of input pool under
RoOs (restrictiveness of RoOs) decreases; (2) as the compliance costs with RoOs that is
caused from complex RoOs (complexity of RoOs) increase, and (3) as the uncertain risks of
origin verification under FTAs (uncertainty of RoOs) decreases. These aspects of RoOs have
been found to explain about 39 percent of the FTA usage.

In this study, the restrictiveness of RoOs has been investigated by using the “real”, or
effective, restrictiveness, which represents the restrictiveness that firms encounter in
satisfying RoOs by procuring the inputs from the party countries to FTAs. The real
restrictiveness has been investigated by using the portion of inputs that do not originate from
FTA partner countries, whether it is purchased domestically or imported.

The results of this research indicate that, on average, Korean firms use around 41
percent of non-originating inputs to manufacturing. The restrictiveness for four major Korean
industries is highest for the electronics industry, with 54 percent of non-originating inputs and
the lowest for transport machine industry, with 40 percent of non-originating inputs. The
results of the correlation analysis indicate that the restrictive input pools have a statistically
significant influence on firms’ FTA usage (p<.01). Therefore, the less restrictive input pool
may increase firms’ FTA usage.
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While the restrictive input pools can be improved by changing input supplying
countries, doing so often entails considerable costs. Therefore, to mitigate the influence of
RoOs that restricts firms’ FTA usage, this study suggests that administrative measures to ease
firms’ requirements of satisfying RoOs in supplying inputs have to be devised and/or
improved.

To investigate the complexity that RoOs as an administrative tool cause, we follow
the approaches of tax compliance cost studies. The interpretation of the relationship between
compliance costs of RoOs and FTA usage is not straightforward, though a statistically
significant relationship exists. Therefore, as the costs increase, so does the usage. In 2012,
Korean companies spent on average USD 26,400 to comply with RoOs. The cost-revenue
ratio for the companies with the smallest revenue is 233 times larger than the ratio for the
companies with the largest revenue. The gross aggregate compliance costs for Korea were
estimated as USD 1,359 million in 2012, i.e. about three percent of exports to FTA countries.

Furthermore, our results indicate that the compliance costs of RoOs are largely
regressive. The regressivity is more evident in the results on the internal-external cost ratio.
At the annual revenue of USD 10,000, while the ratio for external costs is lower than one
percent for smaller firms, this ratio ranges between eight percent and 35 percent for larger
firms. Our results also show that, in conducting compliance activities for RoOs, smaller firms
exclusively reply on internal employees. Considering the difficulties of smaller firms in
hiring qualified staff and external experts, the results reflect the demand for information
assistance for smaller firms so that they can voluntarily use FTAs in compliance with RoOs.
Furthermore, any reform for simplifying the documentation procedures should be based on
understanding the results on firms’ internal and external cost ratios by firm sizes.
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Subsequent analysis of firms’ internal compliance costs indicates that the preparation
procedure for proving documents takes 56 percent of the costs. Our results demonstrate that
the information assistance should aim at reducing the burdens associated with firms’ own
procedures, rather than that required for the interaction with customs authorities. The results
from the survey also highlight that, in the preparation procedure under RoOs, collecting
origin information of the inputs from suppliers becomes the biggest obstacle to using FTAs.
This result emphasizes the need for simplification of administrative procedures relevant to the
compliance activities among firms in the course of using FTAs.

The assumption of the present study has been that the uncertainty of RoOs derives
from the uncertainty on the liability under RoOs, which is due both to the lack of knowledge
on key information required to comply with RoO and the risks of the origin verification under
RoOs. The results of the present research indicate medium level of uncertainty (3.3 on the
seven point scale) in the overall origin determination. Furthermore, the results also
demonstrate that the uncertainty differs across the sources of information, being less serious
for firms’ own information than for the information collected from suppliers. The uncertainty
is more serious for the information collected from domestic suppliers, than for that from
overseas suppliers.

RoOs and relevant information require specific knowledge, which oftentimes results
in inconsistent interpretations. The results of this study suggest that the uncertainty is caused
by the possibility of an inconsistent interpretation of the information required to comply with
RoOs. The post-verification conducted across borders may also burden governments and the
firms with such excessive uncertainty of the information. Therefore, administrative measures
that ensure the consistency of interpretation and the customs authorities of FTA partner
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countries for the compliance management across borders will reduce firms’ uncertainty in
using FTAs.

The results of this research highlight considerable differences in firms’ FTA usage. On
average, Korean firms are using FTAs for 49 percent of their eligible trade with FTA partner
countries. The usage is the highest for export (60 percent) and the lowest for domestic
purchase. Furthermore, while the usage by FTAs is the highest for Korea-Chile FTA (64
percent), it is the lowest for Korea-Peru FTA (52 percent). The usage by firm sizes shows a
regressive relationship, so that the smallest revenue group indicates the lowest FTA usage (35
percent) and the largest revenue group indicates the highest FTA usage (63 percent). Among
major Korean industries, transport machine industry and electronics industry show the
highest and the lowest usage (65 and 34 percent, respectively).

Taken together with the evidence for the aspects of RoOs, the results on firms’ FTA
usage allows us to conclude that the difference can be caused by restrictive RoOs, the costs of
complying with RoOs, and the uncertainty under RoOs. The results on the considerable
variation in firms’ FTA usage suggest that firms do not enjoy the same level of benefits in
using FTAs. Therefore, the results indicate that the equity consideration may have been
ignored in designing the administration of firms’ FTA usage.

To understand firms’ FTA usage, the present study uses an administrative framework
(see Section 1.4). This approach is designed to highlight the importance of administrative
reform in addressing the issues associated with firms’ use of FTAs, known as the “spaghetti
bowl” phenomenon. As suggested in previous studies, administrative simplification cultivates
a more cooperative tax culture and reduces administrative requirements, resulting in the
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reduction of social operating costs of a tax regime (Evans & Tran-Nam, 2010). The results of
the present study suggest that the same is true of the reform for addressing the “spaghetti
bowl” phenomenon.

From the above, it can be concluded that FTAs are not only a trade policy instrument,
but also represent a regime under a broad tax administration that is intended to benefit firms
engaged in international trade. In this context, this research suggests that, in order to make the
regime effective as a benefit, administrative reform, in particular, a reform for administration
of RoOs, and a statutory reform should be considered. Taken together, the results of the
present study contribute to the existing knowledge of FTAs and RoOs from the administrative
perspective, which was not considered in previous research.

1.6 Limitations

This study faces limitations in two areas. First, despite many measures adopted to
increase the overall response rate of the survey, the response rate may be considered low by
some researchers. However, as Cook, Heath, and Thompson (2000) have suggested, “the
representativeness of the sample is much more important than the response rate we obtain”
(p.821). This research aimed at achieving a representative sample by constructing the sample

frame with the attendees at important training sessions. Furthermore, it can be demonstrated
that the research results have no significant non-response bias11. Given the low response rate

11

See Section 6.3
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of web-based surveys in general and the context of Asian studies, the response rate of this
research is considered acceptable especially in light of efforts to ensure broad
representativeness of the respondents.

Second, this research focuses on Korean major industries, and the results may not
provide meaningful knowledge about other sectors that are classified as sensitive industries,
such as textiles and agriculture. This study focused on assessing the compliance costs of
RoOs, which are the most significant parts of the tax operating costs. The administration
costs of the government have not been considered. The survey used in this research covered
firms’ perception on post-verification rather than the issues associated with post-verification.
Therefore, further studies in this field will contribute to the body of knowledge in customs
administration by providing more diverse perspectives to understand administrative issues in
implementing FTAs and in managing firms’ compliance with RoOs.

1.7 Structure of the thesis

This thesis comprises eight chapters. Chapter 1 briefly summarizes the background,
purpose, approaches, and findings of the present research. The introduction highlights that the
focus of our study lies in investigating the issues associated with using FTAs based on the
administrative procedures of RoOs.

Chapter 2 explains the aspects of RoOs that may cause the underutilization of FTAs.
To capture administrative perspectives in exploring the issues of RoOs, this chapter identifies
the methodological approaches used in trade facilitation and tax compliance research. Based
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on this theoretical framework, Chapter 2 formulates the hypothesis to be tested, namely, that
restrictive, complex, and uncertain RoOs may influence companies’ use of FTAs.

Chapter 3 provides a literature overview on FTAs, RoOs, trade facilitation, and tax
compliance that this research largely relies on to formulate the research questions. Studies on
FTAs explain the concerns about the proliferation of FTAs and raise the issues about the use
of preferential tariffs of FTAs. The literature review examines the political intentions
underlying RoOs and describes their administrative aspects. Chapter 3 also reviews relevant
literature on the methodologies used in analysing the adverse influence of RoOs. Sources on
trade facilitation and tax compliance are selected and reviewed to identify key definitions,
approaches, and the extent to which these are related to the issues of using FTAs and RoOs. A
summary and conclusion are provided which specify the gap that this research attempts to
bridge.

Chapter 4 explains the specific methodologies used in the present study. These include
the discussions of the survey research design and implementation, covering the web-based
survey that was conducted. This chapter also provides a detailed account and discussion of
measurement issues, as well as the method of data analysis, especially with regard to
observing the firm level data, and an analysis of the data in relation to trade data on the
country level.

Chapter 5 provides an overview of FTAs and RoOs in Korea, the research site of this
research. This includes the analysis of sectoral utilization ratios of FTAs for Korean imports
and exports, RoOs’ legal text and their administration procedures, and summaries of Korean
firms’ imports and exports under FTAs. Each FTA is analysed in detail with regard to the
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issues of managing the use of preferential tariffs and RoOs in the Korean context.

Chapters 6 provides a general description of the results, specifying the central
tendencies of companies in using Korean FTAs, the extent to which their use is restricted by
non-originating inputs of production, their compliance costs in using the preference, and the
risks that companies perceive when using the preference. The results are also disaggregated
based on firm size, industry, and types of transaction they involved. Chapter 7 begins with the
correlation analysis and the regression analysis of the variables. The consistency of the
findings is verified by comparing them with those reported in other empirical studies.
Furthermore, returning to the aims of the present research, discussion and recommendation
are provided for the issues related to firms’ practical difficulties in complying with RoOs in
both substantial and procedural aspects, suggesting useful implications for domestic policy
options and possible methods of regional cooperation and harmonization.

Chapter 8 summarizes the key findings and provides policy recommendations. After
considering several limitations of this research, the chapter then specifies the directions of
further research. Finally, the chapter concludes with discussion of the practical implications
of the present study.
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CHAPTER 2: THEORY AND HYPOTHESES

2.1 Introduction

This chapter outlines the theories that have been applied and formulates the
hypotheses that have been tested in the present study. Previous research on the use of Free
Trade Agreements (FTAs) has mostly been conducted in the field of regionalism studies and
these studies have not led to the emergence of an independent research field (Hayakawa, Kim,
& Lee, 2012; Panagariya, 1999, p. 488). Since regionalism studies mostly concern the
desirability of countries’ trade policy of forming FTAs, researchers in this field tend to
downplay the administrative and regulatory aspects of the agreements. In particular, studies
mostly cover Rules of Origin (RoOs) as trade policy instruments, while the rules are one of
the major administrative tools under FTAs. Consequently, the research that Customs
administration can refer to in reforming and improving RoOs has been scarce. The present
study aims to fill this gap by identifying the relationship between firms’ use of FTAs and
RoOs from the administrative perspective.

The administrative perspective has been chosen for the present study based on the
approaches of tax compliance and trade facilitation studies that have long been used in the
research on customs’ matter. Applying the approaches of these studies, the aspects of RoOs
that may influence the use of FTAs are identified and conceptualized. Three aspects of RoOs
– specifically, restrictiveness, complexity and uncertainty– are identified as influential in
firms’ use of FTAs. The approaches have also been used in operationalizing the identified
aspects of RoOs, as well as the use of FTAs. In doing so, this research prioritizes the ways

that can provide relevant data on firms’ actual practices, so that customs authorities may refer
to such data in establishing administration strategy. Based on the concepts and definitions, the
present study addresses the research questions and tests the hypotheses that can provide
further insights into the relationship between RoOs and firm’s FTA usage.

This chapter consists of five sections. By exploring relevant study areas, Section 2.2,
discusses the underuse of FTAs and conceptualizes its potential causes. Subsequently, Section
2.3 operationalizes each of the specified concepts for the present study. Section 2.4 outlines
the research questions and hypotheses proposed in the previous sections. Section 2.5 provides
a summary of the chapter.

2.2 Theoretical Perspectives

This section provides a review of several research fields that are relevant for
conceptualizing the underuse of FTAs and its causes. While previous studies have defined
“use of FTAs”, the extent of “underuse” has not been clearly defined. The “underuse” means
that the preferential tariffs of FTAs are not fully utilized, because firms opt not to use the
preferential tariffs of FTAs, even if they are eligible to do so. Regionalism studies have
argued that the low use of FTAs is the key hurdle of FTAs in realizing freer trade (Baldwin,
2005). The point of the argument, however, has not been to discuss the implications of the
low use, but to debate the desirability of forming FTAs. Therefore, to conceptualize the
underuse of FTAs and its potential causes, this section starts with regionalism studies and
includes the analysis of other study areas whose approaches can be applicable to address the
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issues at stake.

2.2.1 Low Use of FTAs

Regionalism studies have defined the use of FTAs as “the share of exports from the
party countries to the other party countries that are actually granted the preferential tariff rate,
i.e. the proportion for which origin status has been established” (Augier et al., 2005, p. 576).
While suggesting a number of reasons underlying the low use, most relevant studies

agree

that it is caused by the “spaghetti bowl” phenomenon (Bhagwati, 1993). FTAs liberalize trade
based on the nationality of products. Thus, as FTAs proliferate, the procedures of identifying
the origin of products become more complex. The “spaghetti bowl” phenomenon illustrates
the complexity caused by the procedures, which is named as Rules of Origin (RoOs). Due to
this complexity, FTAs cannot be used without expensive accounting systems. Relevant
studies explain that the complex RoOs increase the costs of cutting trade barriers and reduce
the use of freer trade under FTAs (Bhagwati, Greenaway, & Panagariya, 1998; Panagariya,
1999).

Other studies also argue that countries formulate RoOs as a trade policy instrument to
restrict the scope of products eligible for preferential tariffs under FTAs. Regionalism studies
have frequently characterized this trade restrictive aspect of RoOs as content protection.
Content protection refers to “constraints imposed on a foreign firm that it use a certain
proportion of domestic inputs in total inputs in order to sell in the domestic market” (Falvey
& Reed, 1998, p. 219). Similarly, under RoOs, in order to become eligible for the preferential
23

tariffs of FTAs, producers of the exporting country have the incentives to import inputs
within the party countries. Since changing the sourcing countries is too expensive, producers
sourcing from non-party countries are rarely eligible for preferential tariffs. Therefore, many
studies contend that RoOs restricts firms’ use of FTAs.

Brenton and Imagawa (2005, p. 198) provide some suggestions of the underuse that
reflect administrative issues associated with RoOs. For example, the complex administrative
requirements of the rules impose substantial burdens on the Customs administration and
trading companies (Brenton & Imagawa, 2005; Harris & Staples, 2009). In addition, since
two parties to an FTA are involved in the procedures of RoOs, companies may be subject to
inconsistent interpretations of RoOs, which leads to inconsistent application of the rules. The
above suggests the need of explaining the underuse of FTAs from the administrative
perspective.

In capturing the implications of firms’ use of FTAs from the administrative
perspective, previous studies suggest applying the approaches of trade facilitation studies
(Harris & Staples, 2009; Izam, 2003; James, 2007; Maur, 2008; Messerlin & Zarrouk, 2000).
The latter studies are defined as those “addressing the logistics of moving goods through
ports or more efficiently moving documents associated with cross-border trade” (J. S. Wilson
et al., 2005, p. 4). The approaches of trade facilitation studies enable us to understand the
issues of a trade policy based on practically measurable indicators, such as flows of
documents or costs in documenting customs requirements (Staples, 1998). When applied to
the issues of firms’ use of FTAs, the approaches of trade facilitation studies provide further
insight to our understanding of the practical issues at the firms’ operational level.
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To apply the approaches of trade facilitation studies, the present study explores the
movement of the key documents in using FTAs – specifically, the certificate of origin12. The
procedures of issuing the certificate of origin differ across FTAs. Based on the production
information in compliance with RoOs, either producers or exporters determine the origin of
the product. While some FTAs allow producers, exporters, or importers to issue the certificate,
some FTAs allow only customs or other government bodies to do so at the request of
producers or exporters. Once the certificate is issued, exporters send it to importers.
Furthermore, importers apply for preferential tariffs with the certificate of origin at the time
of import declaration. By exploring this movement of the certificate of origin, this study
attempts to explore administrative issues associated with using FTAs.

Through capturing the administrative perspective for the issues associated with
customs tariffs including preferential tariffs, tax compliance studies provide a useful
framework as well. These studies have explored various issues of Customs administration,
including traders’ tax evasion (Bhagwati, 1964; Fisman & Wei, 2004; Mishra, Subramanian,
& Topalova, 2008; Yang, 2008), costs of a Common Customs Tariff of duties in a Single
European Market (Eland, 1995), and compliance costs of excise duties (Sandford, Godwin, &
Hardwick, 1989; Shekidele, 1999).

In the context of tax compliance studies, the use of FTAs can be considered as a
companies’ decision to participate in a preferential tariff system produced by FTAs. In
general, previous studies differentiate the decision to participate in a tax system from the

12

See Section 5.5.2 for further explanation of the procedures of certifying the origin under Korean
FTAs.
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decision to comply with the tax law (Andreoni et al., 1998; Slemrod, 1988, p. 168).
Regarding the decision of participation, such as the use of FTAs, relevant studies mostly deal
with the causes and the extent of non-participation and, in particular, non-participation in
taking an entitled credit or deduction draw researchers’ attention (Pitt & Slemrod, 1991;
Scholz, 1994; Slemrod, 1988). Researchers point out that non-participation is frequently
caused by taxpayers’ feeling that the relevant tax code is too complex and that their liability
under the tax code is uncertain (Andreoni et al., 1998, p. 852). These studies explain nonparticipation as taxpayers’ behaviour affected by tax administration. With regard to the
underuse of FTAs, tax compliance studies, therefore, provide an approach to further
investigate the administrative issues of FTAs, that is, the complexity and uncertainty in using
FTAs.

The present study conceptualizes the use of FTAs based on the movement of the
certificate of origin. In reviewing the approaches of several research domains study that are
applicable for dealing with the issues of the “low use of FTAs”, it can be concluded that
numerous studies lead us to highlight three aspects that potentially cause underuse of FTAs,
namely, restrictiveness, complexity, and uncertainty of the procedures identifying the origin
of products, RoOs. In what follows, further accounts on those aspects based on the
approaches of the studies overviewed above are provided
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2.2.2 RoOs as a Trade Policy Instrument

RoOs13 have been defined from two different perspectives: while regionalism studies
defined RoOs as a trade policy instrument, other studies have defined them as an
administrative strategy in implementing FTAs. This section covers the aspects of RoOs as a
trade policy instrument and those studies on the aspects that might cause the underuse of
FTAs; Section 2.2.3 deals with the aspects from administrative perspectives.

As a trade policy instrument, RoOs have been defined as the rules that “are used to
determine whether certain products originate in a preference-receiving country and hence can
qualify for preferential treatment” (Vermulst, 1992, p. 435). RoOs define a product’s origin as
the country where the product is either wholly obtained or substantially transformed (Brenton
& Imagawa, 2005). Under the rules, the origin of a product which is wholly obtained from a
country is relatively easy to determine. However, for products whose parts and components
are manufactured in several countries, RoOs are more complex. In this case, the rules
determine the originating county of a product as the country where the product has been
“substantially transformed”. Three major rules are applied to determine whether a product is
substantially transformed. The first rule, called “the tariff-shift method”, lies in assessing
whether the tariff classifications 14 of inputs to manufacturing differ from those of the

13

See Section 5.4 for further detail about definitions, types, and procedures of RoOs.

With “the International Convention on the Harmonized Commodity Description and Coding
System and its Annex: (often called as the HS Convention), the member countries of the World
Customs Organisation (WCO) classify goods that are internationally traded based on the Harmonized
System (HS) codes. Under the HS Convention, member countries base their tariff schedules on the HS
codes. The six digits of the codes are internationally harmonized. First two digits are called chapters,
four digits – headings, and six digits – sub-headings. The classifications are narrowed down from
14
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finished goods. The second rule, frequently referred to as “the value added method”, defines a
specified percentage of the value of the product that must be added in the country of origin or
the maximum percentage of imported contents in total inputs. The third rule, “the specific
processing method”, defines the origin of a product as the country where a specific
manufacturing process is conducted.

Regionalism studies have analysed the political economic characteristics of RoOs. For
example, Krueger (1993) explains that the rules have been characterized as a tool to extend
FTAs’ protection on the exporters of finished goods to the producers of intermediates goods
“in avoiding the competition from producers with access to cheaper intermediates goods” (p.
21). Stricter rules are formulated for products with the greater preference margin under an
FTA, hindering the use of FTAs (Estevadeordal, 2000).

Previous studies have also contended that the applicable rules even for a particular
product diverge across different FTAs (Estevadeordal, 2000). This divergence in the rules
requires learning, increases compliance costs of companies and, ultimately, reduces the use of
FTAs. Therefore, in regionalism studies, the fundamental concerns on these preferential
RoOs have been “restrictiveness” and “complexity” (Estevadeordal et al., 2007).

It also have been pointed out that countries have often exploited RoOs to “restrict”
preferential trade based on different methodological discriminations with varying degrees of
stringency (Falvey & Reed, 1998; Krishna & Krueger, 1995; Krueger, 1993; LLoyd, 1993;
Vermulst, 1992). “The restrictiveness of RoOs” has been defined as “the capacity of RoOs to

chapters through headings to sub-headings.
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affect economic decisions depends on the degree to which they restrict the options of
economic actors and the size of the tariff preference to which compliance with these rules
give access” (Estevadeordal et al., 2007, pp. 22-23). For example, the value-added method
requiring 50 percent of the regional content value is stricter than a RoO requiring 40 percent
of the said value. Likewise, the tariff-shift method at the chapter level is stricter than the same
method at the heading level.

In the empirical research on RoOs, such stringency of the rules has been assessed
using Estevadeordal’s (1999) Restrictiveness Index (RI)15 of RoOs, which is an observation
rule for stringency of the legal text of RoOs. Using the seven-level RI, the tariff-shift rule
requiring a change at the chapter level is assumed to be stricter than the rules requiring a
change at the heading level. Through combining with the value-added method or the specific
processing method, the restrictiveness increases.

Due to various reasons, such as the difficulties in comprehending the technical terms
of RoOs, firms using FTAs often encounter their complexity. However, regionalism studies
have focused on the complexity from the divergence in the legal text of RoOs across different
FTAs. Studies have analysed the complexity of RoOs as the complexity of the “regime”
(Estevadeordal et al., 2007). Therefore, past research has assumed that the complexity of
RoOs can be directly related to the complexity of the bilateral trade relationship (Harris, 2007)
and can be assessed based on the legal text of RoOs. In conceptualizing the complexity of
RoOs, such studies focused on the RI, which reflects the restrictiveness of the legal text of

15

Restrictive Index (RI) is more explained at Section 3.3.3.
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RoOs. Using the divergence of the RI of RoOs, Cadot, Carrère, Melo, and Tumurchudur
(2006) have investigated the complexity of RoOs by estimating the costs required to comply
with RoOs. The trade-weighted compliance costs are estimated to amount to approximately
eight percent for PANEURO and 6.8 percent for NAFTA16. In this direction of RoOs research,
regionalism studies focused on characterizing RoOs based on the legal text, rather than on
analysing the firms’ actual practices in using FTAs.

As suggested by Estevadeordal et al. (2007, p. 43), the actual impacts of the restrictive
RoOs can differ largely from what the RI defines depending on the manufacturing or the
sourcing environment of firms concerned. Therefore, as Estevadeordal, Suominen,
Sanguinetti, and Trejos (2005, p. 86) and Cadot, Carrère, et al. (2006, p. 14) warn, the
understanding based on the index may be misleading, in that it does not reflect the actual
influences of the restrictiveness and costs of RoOs on companies’ use of FTAs.

While no other research methodology has been proposed to capture the actual impact
of complex RoOs, Estevadeordal et al (2007) have provided a useful guidance in
conceptualizing the actual impact of restrictive RoOs. Specifically, the authors have proposed
that understanding the “input pool” (of a company) is a key to grasp the effective
restrictiveness of any preferential arrangements. The portion of inputs imported from nonparties to available FTAs restricts the extent to which a company uses FTAs. Previous studies
have also explored the portion of imported inputs to estimate the extent that RoOs restrict
firms’ use of FTAs (Brenton & Manchin, 2003; Manchin & Pelkmans-Balaoing, 2007a,b).

16

The methodologies to estimate compliance costs of RoOs in regionalism studies are explained at
Section 3.3.3.
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Following these approaches in conceptualizing the restrictiveness of RoOs, the present study
uses the portion of the “non-originating materials” in all imported or domestically purchased
inputs as a proxy for the restrictiveness of RoOs that a company actually confronts in using
FTAs.

In summary, regionalism studies provide an idea of conceptualizing the influences of
restrictive RoOs on firms’ use of FTAs. However, other aspects of RoOs that may influence
firms’ use of FTAs require further consideration. The majority of recent empirical work
coheres with the definition of RoOs as a trade policy instrument. Such studies tend to focus
on analysing the legal text of RoOs and to downplay the aspect of RoOs as relating to
administration and enforcement procedures. In conceptualizing other aspects of RoOs that
may cause the underuse of FTAs, the next section extends the coverage of our review to other
research domains in administrative fields.

2.2.3 Administration and Enforcement of RoOs

In defining RoOs, Boadu and Wise (1991-1992) emphasize the administrative
objective of RoOs. The authors characterize the rules as an administrative procedure to avoid
trade deflection by checking free riders who “seek to enjoy the benefits of FTA without
paying the costs associated with FTA membership” (p. 38). Under this definition, the
administration of RoOs comprises traders’ compliance activities with RoOs, and customs’
enforcement activities on traders’ compliance. Traders’ compliance activities are mostly
conducted in the course of certifying the origin of goods in trade or during the application for
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the preferential tariffs of FTAs.

Customs’ enforcement activities under RoOs include the

origin verification on the compliance of traders involved in the certification procedures.
Therefore, the core parts of the administration of RoOs include the certification and
verification procedures17.

The certification procedures of RoOs include the compliance activities of producers,
exporters, and importers with the relevant document requirements of RoOs, as well as the
application of the preferential tariffs of FTAs. Under the certification procedures which differ
across FTAs, the complexity in calculating the origin of products and satisfying the
requirements of documenting the origin of inputs often imposes excessive compliance
burdens on companies (Harris & Staples, 2009; Izam, 2003). The compliance costs of such
procedures may cause inadequate administrative cooperation, faults and errors in the origin,
which overall increases the operating costs of FTAs.

Tax compliance studies provide a useful framework to conceptualize and
operationalize the complexity of RoOs in the certification procedure. These studies highlight
several reasons that may cause tax complexity. Specifically, the complexity may arise from
the use of the tax system as a vehicle for tax policy of improving the equity (Carnes & Cuccia,
1996), from the consequences of repeated changes in the tax law (Surrey, 1969), or from the
efforts to avoid ambiguity in tax law by spelling out the specific conditions where tax laws
are applicable (Bittker, 1974). Tax complexity has the multi-faceted aspects that have
implications on tax policy goals and the costs of operating tax system, and this exerts

17

See Section 5.5.2 for further specification of the procedures of the certification and the verification
under Korean FTAs.
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different influences on taxpayers’ compliance behaviour (Slemrod, 1996, 2005). Based on
these arguments in the research domain of tax compliance, it can be assumed that the
complexity of RoOs may also be caused by different policy interests of parties to FTAs,
taking different influences on traders’ use of FTAs.

The complexity of RoOs has been explored based on traders’ compliance costs with
RoOs (Anson et al., 2003, 2005). Tax compliance studies have also suggested that, among the
available measures, tax payers’ compliance costs amounting to greater components of the
overall tax operating costs, in particular, can be the meaningful summary of tax complexity
(Evans & Tran-Nam, 2010; Lewis, 1982; Slemrod, 1988, 1996, 2005). However, as
mentioned in Section 2.2.2, the complexity of RoOs has been interpreted as the divergence of
“regime” or as the complexities that are caused from the differences in the legal texts of
RoOs. Therefore, the costs that such studies have estimated based on the legal texts may
differ from the actual costs, not reflecting the actual influences of the complex RoOs on the
use of FTAs.

Despite the limitations with regard to being a perfect measure for the complexity
(Slemrod, 1988, p. 159), the approaches of tax compliance costs studies are more effective in
estimating the actual costs that better reflect the actual influences of complexity in a tax
system. In relevant studies, tax compliance costs are defined as “the costs incurred by
taxpayers in meeting the requirements laid on them by the tax law and the revenue authorities”
(Sandford, 1995a, p. 1). The costs are calculated based on a large-scale survey that reports
descriptive statistics and aggregate estimates of compliance costs. Broadly speaking, the
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compliance costs are estimated through calculating taxpayers’ time and costs spent in
compliance activities with relevant tax codes18. The methodologies of calculating the costs
have based the reform of tax administration. Therefore, the present study employs the
measures of tax compliance cost studies in estimating the influence of the complexity of
RoOs.

The relationship between firms’ use of FTAs and the complexity of RoOs may
however not be clear when the measure of compliance costs is applied to estimating the
influences of the complexity in this research. The complexity of a tax system that increases
tax compliance costs works as a barrier to participation in and compliance with the tax
system (Scholz, 1994, p. 75; Slemrod, 1988, p. 168). As highlighted in previous research, tax
compliance costs are generally large, which has an undesirable distributional effects and can
adversely affect voluntary compliance of taxpayers (Sandford, 1995a, pp. 4-5). However, the
relationship of tax complexity, tax compliance costs, and taxpayers’ behaviour is not
straightforward, as by reducing tax complexity to increase the participation, the compliance
costs of taxpayers will increase with the increase of taxpayers’ participation (Slemrod, 1988,
p. 158). Therefore, in analysing the relationship between complexity and taxpayers’
participation, Pitt and Slemrod (1991, p. 1227) have relied solely on the analysis of the
compliance costs, testing the following three hypotheses: that compliance costs are not zero,
that the costs vary with taxpayer characteristics, and that the costs influence taxpayers’
participation. Based on this, the potential hypothesis on the relationship between firms’ use of
FTAs and the complexity of RoOs can be thus formulated that the costs of complying with

18

See more detailed explanation on the measure of calculating the compliance costs at Section 4.3.4.
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complex RoOs may influence companies’ participation in using FTAs.

As mentioned above, the other core part of administration under RoOs is the
verification procedures on traders’ compliance with RoOs19. Under such procedures, customs
in the importing country initiates verification procedures on exporters and producers directly
or indirectly through the Customs authority in the exporting country. The verification is
performed either by requesting information proving the correctness of the declared origin or
by directly visiting the producers and exporters.

From an administrative perspective, the verification procedures under RoOs also have
considerable issues (Izam, 2003, p. 30). Since two parties to an FTA are involved in the
verification procedure, an interpretation of the origin made by one party may not be always
consistent with that of the other party. This has caused disputes, such as the famous Honda
Case (Cantin & Lowenfeld, 1993); furthermore, dispute settlement procedures under FTAs
are neither predictable, nor transparent. In addition, the verification procedure, requiring the
Customs authority of the importing country to obtain the required information directly or
indirectly from the exporting country, entails a considerable financial cost. The verification
procedure has often been rendered ineffective by such budgetary restrictions in verification
visits. To compensate for this weakness in the post-verification process, countries tend to
increase the stringency of the pre-export inspection in the certification procedure
(Commission of the European Communities, 2003). However, by doing so, exporters are
frequently subject to a stringent pre-export inspection and, sometimes, also to a post-audit

19

Detailed explanation on the verification procedures under RoOs is provided at Section 5.5.2.
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check (Manchin & Pelkmans-Balaoing, 2007b, p. 14). This increases the uncertainty of
companies on their liability under RoOs and reduces the use of FTAs.

As suggested by Harris and Staples (2009, p. 5), the dilemma in this procedure is
“balancing the rights and obligations of the producer and the importer”. While the producer
has the knowledge of the origin of his/her product, the importer is responsible for payment of
tariffs. Therefore, if the producer, either by fraud or negligence, provides a faulty statement of
origin in relation to his/her product, the importer is liable for unpaid tariffs and penalties. If
self-certification methods are introduced to allow the importer to issue the certificate for the
purpose of protecting importers, the importer’s liability becomes more onerous, as greater
costs are required for importers to certify the origin. The uncertainty in verification procedure
increases operating costs of FTAs discourages companies’ to use of FTAs.

In earlier tax compliance studies, tax uncertainty has often been understood as the
uncertainty about the audit and penalty probability (Scotchmer & Slemrod, 1989). Therefore,
it has been suggested that, when the perceived uncertainty of audit and penalties is high
enough, taxpayers try to avoid the risk by ensuring they are fully compliant with the tax code
and that, in extreme cases, taxpayers forego questionable deductions and tax credits (Beck &
Jung, 1989, p. 4).

Recent studies have suggested other causes of tax uncertainty, such as, among others,
taxpayers’ uncertainty about their own tax liability, ambiguous tax code, lack of uniform
training of government auditors, and frequent changes in the tax code (Alm, Cherry, Jones, &
McKee, 2010; Alm, Jackson, et al., 1992). Past research has demonstrated that the impact of a
greater uncertainty on compliance behaviours varies depending on the institutional settings
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where the compliance decision is made. Thus, it is generally argued that tax uncertainty may
result in adverse influences on both participation in and compliance with a tax system (Alm,
Jackson, et al., 1992; Beck, Davis, & Jung, 1991; Lawsky, 2013; Scotchmer, 1989).
Regarding the uncertainty caused by RoOs, it can be therefore hypothesized that the
uncertainty of RoOs may also adversely influence companies’ participation in using FTAs.

To sum up, previous research has proposed that the restrictiveness, the complexity and
the uncertainty of RoOs are considered to potentially play important explanatory roles in
understanding of the underuse of FTAs. Regionalism and tax compliance studies provide
definitions on these aspects of RoOs. However, to operationalize the concepts of these
variables, the present study needs reworks the existing definitions formulated in past research.
By doing so, we attempt to identify a framework that can reflect the actual influences of
RoOs at firms’ operation level so that the variables can capture the administrative
perspectives on the issues. In what follows, operational definitions of all variables used
throughout this research are provided.

2.3 Operational Definitions of the Variables

In the previous section, four key concepts have been extracted to explain the
relationship between RoOs and the underuse of FTAs, namely: firms’ use of FTAs and the
restrictiveness, the complexity, and the uncertainty of RoOs. In order to be operationalized in
the present study, each of these concepts requires further refinement.

First, in defining firms’ use of FTAs, this study first explored the usability of the
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existing definition. This research does not rely on the definition of the use rates of FTAs used
in regionalism studies, since the use ratio is only starting to become available (Cadot, Melo,
& Porugal-Perez, 2006, p. 3) and is currently available for a few FTAs, such as the NAFTA,
and the EU’s FTAs. In addition, since the use ratio of FTAs is usually recorded on the country
level, the data do not provide the firm-level use that the present study aims to explore.

As mentioned above, the present study purports to understand the practical issues of
using FTAs on the firms’ operational level by using the approaches of trade facilitation
studies. The latter studies have proposed that, by exploring the movement of documents with
cross-border trade, the issues of a trade policy can be assessed based on practically
measurable indicators. Therefore, this study explores the movement of the key documents in
using FTAs, that is, the movement of the certificate of origin20. Therefore, firms’ use of FTAs
is defined here as “the portion of eligible trade under FTAs that is subject to the origin
certification procedures”.

Previous studies defined restrictiveness as the aspect of RoOs that restricts companies’
options in global sourcing and off-shoring to encourage sourcing from and manufacturing at
party countries of an FTA (Brenton & Imagawa, 2005; Estevadeordal et al., 2007). Under
such definition, the “restrictiveness” has been understood based on the “Restrictive Index (RI)
21

”, devised based on the legal text of RoOs and providing limited information on the actual

influences of restrictiveness.

20

See Section 5.5.2 for the specification of the procedures of certifying the origin under Korean
FTAs.
21
See Section 3.3.3 for further detail on the Restrictive Index (RI).
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To capture the actual influence of the restrictiveness of RoOs, this study focuses on
the portion of inputs imported from non-party countries to FTAs. As proposed by
Estevadeordal et al. (2007), understanding the “input pool” (of a company) is essential to
grasp the effective restrictiveness of any preferential arrangements. The portion of imported
inputs from non-parties to FTAs restricts the extent to which a company uses FTAs. The
portion negatively influences firms’ meeting the criteria of RoOs, indicating how restrictive a
RoO is for a firm that uses FTAs. Furthermore, by defining the restrictiveness of RoOs as
“the portion of non-originating inputs”, the restrictiveness lends itself to such quantification
on the company level.

In order to measure the degree of variation of distinct rules and procedures applying
to RoOs that a company has to apply for using FTAs, previous studies have used divergence
(Estevadeordal et al., 2007). In the studies in this vein, the complexity of RoOs has been
defined as the complexity of the divergent legal text of RoOs under divergent regimes. The
RI has been used in estimating the compliance costs caused from the complex RoOs.
However, the volume of different rules provides only a limited explanation of the complexity
that companies encounter when actually using the rules.

To quantify companies’ various difficulties in complying with RoOs, this study
enhances the concept of divergence to the complexity, thereby borrowing indicators used in
tax compliance studies. The latter studies have suggest that the ”complexity” of a tax law can
be understood through the compliance costs that a company has spent to comply with the law
(Holtzblatt & McCubbin, 2004; Slemrod, 1988). In order to reflect the actual complexity
encountered by a company, this study uses companies’ compliance costs as indicators for the
complexity of RoOs. Therefore, the present study defines the complexity as “a company’s
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overall difficulty in complying with RoOs that can be quantified by the compliance costs”.

Furthermore, it has been suggested that the origin verification under FTAs can cause a
considerable uncertainty for companies using FTAs. However, the uncertainty has not been
clearly defined in regionalism studies. On the other hand, tax uncertainty has been the major
subject of early tax compliance studies. In these studies, tax uncertainty has often been
illustrated as the uncertainty about the audit and penalty probability (Scotchmer & Slemrod,
1989). Others researchers have also defined uncertainty as taxpayers’ perception of the risk
attributable to uncertain changes in tax structures and tax rates (Slemrod, Blumenthal, &
Christian, 2001). Two different methodologies have been applied in the analyses of tax
uncertainty. Most studies have been conducted in an experimental context (Alm, 1991; Beck
et al., 1991; Slemrod et al., 2001), providing only limited information about the real-world
situation. To remedy the shortcoming and to capture the actual influences of tax uncertainty,
tax administration was often involved in the studies the tax uncertainty by using the survey
method (Yankelovich, 1984). In such methods, tax uncertainty has been assessed based on
taxpayers’ perception on the risks of audits or on their liability under tax codes (Lawsky,
2013). To access the uncertainty under the verification procedures under FTAs, this study
employs the latter methodology that has been used by tax administration. In doing so, the
uncertainty of RoOs under FTAs is defined as “companies’ perception on the uncertainty of
their liability under RoOs”.

By applying these definitions, this study explores the relationship between firms’ use
of FTAs and various aspects of RoOs. This relationship, however, is influenced by a number
of different factors. In the case of the restrictiveness of RoOs, since firms’ sourcing
environment differs across industries (Thoenig & Verdier, 2006), this difference may exert an
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influence on the relationship between firms’ use of FTAs and the restrictiveness of RoOs.
Therefore, in order to analyse the impact of restrictiveness, industry factors are treated as a
confounding factor.

Complexity often causes regressive compliance costs, which imposes more burden on
smaller, rather than on bigger companies (Holtzblatt & McCubbin, 2004). Therefore, in
assessing the impact of complexity, the company size may produce misleading information.
Therefore, in this study, the influences of the company size have been controlled.

Under the origin verification procedures, importers, who have benefited from the
preferential tariffs, are liable for any faulty origin. However, exporters and producers also
have the responsibility to prove the origin status of their products. Importers, exporters, and
producers differently perceive uncertainty and detectability and this difference can produce
different impact on the relationship between companies’ use of FTAs and uncertainty. Thus,
in investigating the influence of

“uncertainty”, different types of transactions that a firm

involves (i.e. import, export, and manufacturing) are controlled22.

22

Section 7.4 provides the method to control the confounding factors of this present study
(i.e. industry, firm size, and types of transactions). By using four-stage multiple regression,
the potential influence of the confounding factors were controlled.
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2.4 Research Questions and Hypotheses

This research aims to explain the underuse of FTAs from the administrative
perspective. Due to the exclusive emphasis on the trade policy aspects of FTAs, previous
research has not sufficiently thoroughly covered the administrative issues associated with
FTAs. Since RoOs is one of the major administrative tools under FTAs, this study focuses on
the influences of those rules that potentially cause the underuse of FTAs. Therefore, the main
research question addressed in the present study is on the influences exerted by the aspects of
RoOs on firms’ use of FTAs.

Inferential Question
1. What aspects of RoOs influence the use of FTAs?

In answering the inferential question, the following three hypotheses need be tested
(H1-H3):
H1: The restrictiveness of RoOs influences firms’ use of FTAs.
H2: The complexity of RoOs influences firms’ use of FTAs.
H3: The uncertainty of RoOs influences firms’ use of FTAs.

As mentioned above, this study assumes that three aspects of RoOs (restrictiveness,
complexity, and uncertainty) may potentially influence firms’ use of FTAs, causing the
underuse of FTAs. In exploring the influences with regard to each of the aspects, this study
first attempts to describe each aspect of RoOs and the use of FTAs in the Korean context in
2012. Therefore, we begin with addressing the following four descriptive questions.
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Descriptive Questions:

1. How much was a firm’s eligible trade under FTAs subject to the origin
certification procedures in 2012? (a firm’s use of FTAs)
2. How many non-originating inputs did a firm use for product manufacturing in
2012? (the restrictive of RoOs)
3. How much did a firm spend in 2012 to address the overall difficulty in complying
with RoOs? (the complexity of RoOs)
4. How much did a firm perceive the uncertainty in its liability under RoOs in using
FTAs? (the uncertainty of RoOs)

The visual model in Figure 1 represents the underlying logic and the model for
designing and conducting the present study.

Restrictiveness of RoOs
H1
Complexity of RoOs

H2

Firms’
Use of
FTAs

H3
Uncertainty of RoOs

Figure 1: Visual Model for Research
Design
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2.5 Chapter Summary

In this chapter, existing theories and studies have been reviewed to conceptualize and
operationalize the influences of RoOs on the use of FTAs. In the chapter it is suggested that
trade facilitation and tax compliance studies may be adopted to capture the administrative
perspectives on the issues. It is argued that restrictiveness, complexity, and uncertainty of
RoOs may play an important explanatory role in understanding the underuse of FTAs.
Observing the actual influences of these aspects is an essential part of this study. Therefore,
such aspects are redefined based on firms’ documentation procedures of the certificate of
origin, compliance activities with RoOs, and the uncertainty encountered in using FTAs.
Based on the definitions, this study aims to describe each aspect of RoOs and the use of FTAs;
furthermore, it aims to investigate the influence of those aspects on the use. Accordingly,
three hypotheses on the relationship between the use of FTAs and RoOs are formulated and
tested.

The specific methodological issues related to these variables are discussed in Chapter
4. To bridge the gap in our current understanding of the relationship between the use of FTAs
and RoOs and to clarify the purposes of this research in investigating the relationship, the
next chapter reviews the literature on FTAs and RoOs.
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CHAPTER 3: LITERATURE REVIEW

3.1 Introduction

This chapter presents a literature review of the two key aspects of the present study:
FTAs and RoOs. To provide an appropriate theoretical background for our research, the
chapter also includes a review of the studies on trade facilitation and tax compliance. To
select relevant sources, eight key search terms were used, namely: FTA, use of FTAs, RoOs,
trade facilitation, tax compliance, tax complexity, tax compliance costs, and tax uncertainty.
Though most of the sources are journal articles, some are government reports and working
papers of trade- and tax-related institutions.

The review is organized in three sections. The first section deals with the materials on
FTAs. The section includes accounts of the historical evolution of free trade agreements and
the issues of low use of FTAs. The second section focuses on RoOs, covering two different
approaches to RoOs’ analysis, namely, the political intentions of countries in formulating
RoOs, on the one hand, and the administrative procedures that companies have to follow to
use the preferential tariffs, on the other. The sources included in the third section specify the
methodological approaches in studying the issues of trade facilitation and tax compliance.
Figure 2.1 presents a map of the types of literature reviewed in this chapter.

Proliferation of
FTAs
Free Trade
Agreements
Use of FTAs

Political Intent

Rules of Origin

Administration

Restrictiveness,
Complexity and
Uncertainty

Trade Facilitation
Research
Perspectives
Tax Compliance
Figure 2: Map of the Literature Review

3.2 Free Trade Agreements

Before the mid-1990s, studies on FTAs were very limited in their scopes. Studies
were primarily concerned with debates over the desirability of having provisions allowing
FTAs within the General Agreement on Tariffs and Trade (GATT) (Dam, 1962; Jackson,
1993). As FTAs proliferated since the mid-1990s, the arguments have developed to include
debates on the contributions of FTAs to multilateral trade liberalization (Baldwin, 1993;
Bhagwati et al., 1998; Bhagwati & Panagariya, 1996). With the overall underutilization of
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FTAs in the early 2000s, however, studies have approached FTAs from a new viewpoint,
dealing with issues in implementing FTAs and administering the use of FTAs (Brenton, 2003;
Brenton & Manchin, 2003; Izam, 2003). This section covers these studies on FTAs,
summarizing the debates over the desirability of forming FTAs and the studies on the use of
FTAs.

3.2.1 Proliferation of FTAs

In his discussion of the problems of overlapping FTAs which have proliferated since
the mid-1990s, Krueger (1997, p. 10) suggests that the proponents of FTAs often reassert that
“FTAs are intended to be WTO-plus arrangements and that they seek freer trade of likeminded trade nations”. This researcher, however, raises the question about their arguments
based on the discriminative characteristics of FTAs, which is a major departure from the
most-favoured-nation (MFN) principle of the General Agreement on Tariffs and Trade
(GATT).

Furthermore, Jackson (1997) explains the significance of the MFN principle of the
General Agreement on Tariffs and Trade (GATT) for the world trade system. The principle
signifies that any preference accorded to one member country must be accorded to every
other member country. This author asserts that the gist of this principle is to prohibit members
from any discrimination with respect to tariffs and quantitative restrictions, as well as to
facilitate trade and reduce transaction costs. Jackson argues that the MFN principle is central
to the international cooperation under the WTO, which relieves the tension among the
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members after the war and minimizes the inefficient resource allocation caused from the
deterioration in the terms of trade.

As Dam (1962) argues, however, the formation of FTAs is in direct conflict with the
MFN principle, allowing preferential tariffs only for the parties to those FTAs. Dam’s
criticism is that, while the exemption from the MFN principle was permitted by defining
FTAs as a movement towards freer trade, there is, in his view, no rational justification for the
exemption given to FTAs. Dam stresses that, due to the ambiguity of the requirements in
Article XXIV, not a single FTA has been approved to fully conform to the requirements of the
Article. Even assuming conformity with the Article, Dam suggests that the economic
consequences of those agreements are not necessarily beneficent for the world as a whole.

Jackson (1993, p. 125) provides further specification of the ambiguity of three
wordings in the Article, namely: “the substantially all criteria”, “the interim agreement plan
and schedule”, and “the problem of notification and decision of the GATT”. While the
“substantially all” criterion is ambiguous with regard to the specific ranges of tariff and nontariff barriers to be eliminated, the other two criteria on interim plan and notification
undermine the power of the GATT in monitoring the illegal FTAs. Jackson argues that, due to
the imprecision in these phrasings, FTAs may include different sets of products as eligible for
preferential tariffs and the preference margin; also, the agreements can even be used as
protectionist tools for non-members.

Furthermore, Panagariya (1999) describes the historical evolution and proliferation of
FTAs. He explains that, before 1980s, preferential trade agreements including FTAs were
regarded to be effective only within the European Community (EC) and that the preference
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was usually provided unilaterally from developed countries to developing countries.
Panagariya specifies that, since early 1980s, when the EC and the U.S. started a race of trade
liberalization based on regionalism, this situation has changed. The movement of two giants
led the proliferation of FTAs in Africa, Latin America, South and Central Asia, Central and
Eastern Europe, and the Baltic Republics. Due to the discriminative characteristics of FTAs,
their proliferation raises the concern that they may undermine multilateral trade liberalization.

Bhagwati et al. (1998) provide a comprehensive overview of the studies undertaken
to estimate the consequences of regionalism. They refer to the first group of the studies based
on Vinerian approaches as the first regionalism (Viner, 1950). Dividing trading countries into
members to an FTA and the rest of the world (ROW), such studies analyse FTA’s dual welfare
effects; freer trade for members and protectionist effects on the rest, which are called as
“trade-creating effects” and “trade-diverting effects”, respectively. By contrast, they also
differentiate another group of studies, the so-called second regionalism studies led by
Bhagwati, where proliferation of FTAs is viewed as either a “stumbling block” or a “building
block” for multilateral trading system.

The group of the first regionalism studies focuses on the welfare effect of FTAs. For
instance, Lipsey (1960) suggests that, if the trade with members is higher and the trade with
non-members is lower, FTAs are more likely to enhance the overall world welfare.
Furthermore, Kemp and Wan (1976) highlight that, in the case of customs unions where a
common external tariff is adopted for its members, it is possible to maintain the welfare of
non-members unchanged by adjusting the external tariffs so that to leave unchanged the
volume of trade between the non-members and the customs union members.
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The second regionalism studies focus more on analysing the systemic effects of
having numerous FTAs present in the world trading system. Bhagwati (1995-1996) claims
that the complex rules of FTAs cause diversities and compliance costs for firms in actually
utilizing those FTAs, which he terms as the “spaghetti bowl” phenomenon. Numerous
scholars support the stumbling block view. For example, Krishna (1998) argues that, for party
countries, the preferential tariffs of FTAs protect even inefficient firms against the
competition from efficient firms of the non-parties. Since these inefficient firms will not want
to forgo their privilege under FTAs, they lobby against multilateral liberalization. Therefore,
preferences granted through FTAs create vested interests against multilateral liberalization.

Limão (2006) suggests that, in North-South FTAs, developed countries may use the
preferential tariffs of FTAs as a bargaining power to resolve non-tariff issues of trade with
smaller countries. To maintain the bargaining power, developed countries may not support
multilateral liberalization. Likewise, McLaren (2002) also supports the stumbling block view
with his analysis of the costs of firms associated with adjusting the investments for
production under preferential arrangement to multilateral arrangement.

The costs of having FTAs are further illustrated by Piermartini and Budetta (2006).
The authors contend that FTAs often impose different rules on technical barriers to trade
(TBTs). Drawing on the example of the EU’s FTAs, the authors explicate that, with the E.U.
as the hub, those FTAs require the spoke partner countries to adjust their TBTs to the E.U.
standards. These standards may lock-in countries to regional standards, thwarting further
attempt to move to the multilateral standards.
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By contrast, Baldwin (1993) is a strong proponent of the ‘building blocks’ view. He
proposes that FTAs will trigger the forces for multilateral liberalization by generating the
need for “taming the tangle” of regionalism. In addressing the incentive of non-members to
join FTAs, Baldwin suggests that the formation of an FTA raises the value of entering into an
FTA for non-members and, therefore, may result in a spread of FTAs in the future. Baldwin
(2006) cites the historical evidence for this “domino effect” from Europe during the five
enlargements phases (1961, 1973, 1986, 1994, 2004) and argues that, once the domino effect
reaches at a certain level, the “spaghetti bowl” of incoherent rules would lead business to
force government to harmonize these rules or make them multilateral. Baldwin underlines his
argument focusing on the process that business applies the divergent Rules of Origin (RoOs)
under the fragmented production environment. Since RoOs are determined based on
particular political interests, a set of RoOs is specific to each FTA. Prolific FTAs create the
“spaghetti bowl” of most likely incompatible RoOs. Under the fast-changing fragmented
production environment, it becomes impractical and complex for business to comply with
RoOs, which motivates business to case out to force government to harmonize the rules.

Despite the long arguments, there is no comprehensive conclusion to the question of
the contribution of prolific FTAs to multilateral liberalization. Limão (2006) argues that the
stumbling block view has been substantiated by the small level of multilateral tariff reduction
on the products eligible for the preferential tariffs. However, Feenstra, Markusen, and Rose
(2001) suggest that, even if there are adverse influences, FTAs are generally trade creating.

Debates over the ultimate desirability of FTAs provide further insight on the possible
risks and contributions of forming FTAs. FTAs can create a better access to the markets and
facilitate trade. However, the diversity of rules under FTAs can make trade procedures
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complex and inefficient. Their trade-diverting effect on non-parties can also produce adverse
influence on welfare and development of the world.

3.2.2 Use of FTAs

Despite the rising concerns about the low use of some FTAs, Hayakawa et al. (2012)
suggest that the studies on these issues are very limited and that there is no established
definitions, scope, or methodologies that can be applied for the study of use of FTAs. Augier
et al. (2005, p. 576) assert that, in few available studies, the use ratio of FTAs has mostly
been used as the key indicator denoting the extent of the actual usage. The authors define use
rates as “the share of exports from the party countries to the other party countries that are
actually granted the preferential tariff rate”, that is the proportion for which origin status has
been established.

Many relevant studies suggest that use ratio of FTAs varies widely across different
FTAs. For example, Brenton and Manchin (2003, p. 757) elucidate the difference between the
EU’s GSP scheme and the NAFTA. The authors report that, in 1999, only one third of eligible
developing countries’ exports actually entered the E.U. market with reduced duties under the
GSP. By contrast, the U.S. has a higher use rate, amounting to over 76 percent in 1998.
Manchin and Pelkmans-Balaoing (2007a, p. 2) report a strikingly low use rate for ASEAN
Free Trade Area (AFTA), around five percent.

The low use rate of AFTA has attracted the attention of many scholars. For instance,
Baldwin (2005) specifies the cause of underuse based on the characteristics of Asian
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manufacturing industries. In this study, with reference to the economic development policy
that relies on manufacturing industries as the world factory, Asian countries’ trade policy is
described as “Factory Asia”. The key characteristic of factory Asia is the high degree of interregional trade. According to Baldwin, the major portion of trade in this region accounts for
parts and components required to facilitate factory Asia. In 1990s, due to trade
interdependence, Asian countries have unilaterally cut tariffs for those parts and components,
which marginalizes the attractiveness of the preferential tariffs under AFTA. Furthermore,
Baldwin supposes that, due to the costs complying with RoOs under multiple FTAs in 2000s,
the small margin of preference has been further marginalized.

Similarly, Manchin and Pelkmans-Balaoing (2007a) also analyse the use of AFTA
and explain its contribution for intra-ASEAN trade. Ten ASEAN member countries 23
completed AFTA in 2002 and continued to conclude more FTAs with third party countries,
such as South Korea in 2007, Japan in 2008, China in 2010, and India in 2010. Manchin and
Pelkmans-Balaoing suggest that, while AFTA is expected to play a significant role in
integrating the economy of ASEAN countries with that of other Asian countries, AFTA has
not contributed much to the intra-ASEAN trade, resulting, during the period from 1993 to
2004, in an improvement of 1.4 percent for exports and 4.6 percent for imports. The authors
suggest that this limited contribution has been largely underpinned by the low use of AFTA
in the intra-ASEAN trade. In the absence of the official use ratio for AFTA, Manchin and
Pelkmans-Balaoing suggest alternative methods to analyse the use of FTAs. Comparing trade
data and the margin of the preference provided to industries, the authors identify two

23

These include Indonesia, Malaysia, Philippines, Singapore and Thailand, Brunei, Vietnam, Laos,
Myanmar, and Cambodia.
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possible causes for the underuse of AFTA. First, they argue that the preference margin under
AFTA is not sufficient to cover the costs required to request the preference. In addition, they
contend that the preferential tariffs under AFTA are given mostly to trade-irrelevant products,
for example, there is a 60 percent preference margin for Tai imports of women’s silk blouses.
Second, Manchin and Pelkmans-Balaoing clarify that, even if AFTA’s RoOs are generally
very flexible, they continue to be very restrictive in terms of the local content ratio of the
products manufactured in ASEAN countries. Since major components of regional production
are largely imported from countries outside the region, these products hardly meet the
requirements of even the very liberal RoOs of AFTA.

Studies on the low use of AFTAs have further expanded as FTAs in Asian region
increase to draw implications for administering FTAs within countries. Kawai and Wignaraja
(2009) emphasize that improving the preference use on the firm level is one of the most
important challenges associated with Asian FTAs. The authors provide an analysis of the low
use of Asian FTAs based on six comprehensive surveys conducted by Asia Development
Bank (ADB) in the PRC, Japan, South Korea, the Philippines, Singapore, and Thailand.
Kawai and Wignaraja report that firms in these countries have not provided sufficient
information on FTAs and that this has become the most significant reason for non-use of
preferences. Small margins of preference, delays, and costs associated with rules of origin
are also suggested as the common reasons for non-use. Based on this, Kawai and Wignaraja
suggest that Asian countries should drive pragmatic approaches in maximizing the actual
benefits of FTAs while minimizing their costs by assisting the firm level use of FTAs and
improving the administrative efficiency for RoOs.

In their examination of the use of FTAs by Japanese firms based on 1,688 survey
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responses, Katsuhide and Shujiro (2008) suggest that the major obstacles to using FTAs
include the limited magnitude of foreign trade with the FTA partner countries, difficulty in
obtaining the certificate of origin, lack of knowledge on FTAs, and the small preference
margin. The authors conclude that the administration of RoOs and the expansion of FTAs
with Japan’s major trading partners are crucial to increase the use of FTAs.

Using customs records, Athukorala and Kohpaiboon (2011) analyse the use of
Thailand-Australian FTA. While the preference use of Thailand exports was in the range
between 60 to 70 percent, the preference use of Thailand import was less than 15 percent.
Therefore, the authors suggest that the appropriateness of preference margin and the extent to
which RoOs restrict the preference use are the major factors determining the preference use.
The authors also suppose that the administrative delays involved in obtaining a certificate of
origin can also deter the use.

Analysing the use of Korea-ASEAN FTAs based on Korean imports from nine
ASEAN countries during three years of implementation, Hayakawa et al. (2012) focus on
three possible determinants of use, namely, average export value, preference margin, and the
restrictiveness of RoOs. The results of the analysis allow the authors to conclude that the
average export value of firms is the most influential factor for the use of preference and, thus,
the government should support and increase trade among partners to FTAs.

Research on the use of the GSP scheme beyond Asia also suggests similar underlying
reasons for the low use of some FTAs. In their analysis of the underuse of the EU’s GSP,
Brenton and Manchin (2003) suggest that RoOs are cost-raising factors or structural
impediments in obtaining preferential access to the E.U. market. In the case of textile,
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clothing, and footwear products, most rules require specific processing in the party countries,
which prohibits producers from using cheaper make-up of fabrics imported from third
countries. Brenton and Manchin specify that the restrictiveness of the rules may be further
enhanced by the cost of actually proving the origin. Due to the complexities in the rules and
the procedures in proving the origin, exporters in developing countries are required to use
expensive accounting systems. The costs of proving origin may even become prohibitive in
those countries where customs mechanisms are poorly developed. Due to the issues related to
RoOs and their administration, Brenton and Manchin (2003, p. 756) assert that relatively
poorer countries hardly achieve a freer market access through preferential arrangement,
which makes them conclude that “what matters is not just the level of border barriers, but the
rules that govern the way they are administered”.

Francois, Hoekman, and Manchin (2006) evaluate the GSP scheme provided,
throughout the last 40 years, by OECD countries to the Least Developed Countries (LDCs).
The authors contend that the preference given to the LDCs under this scheme has made no
difference for the growth and development of the countries at stake. The potential influence
of full preference for the LDCs is estimated by the econometric assessment of full
elimination of OECD tariffs and the use ratio of the preference. Francois and co-authors
(2006) conclude that the administrative burden of the LDCs is the major hurdle for the full
benefit of the preference.

Furthermore, Bureau, Chakir, and Gallezot (2007) investigate the use of the GSP
granted by the E.U. and the U.S. to developing countries in the agricultural-goods sector.
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They mostly focus on explaining the reason underlying the preference for a certain scheme is
over others. Especially, given that all the eligible preferential tariffs of the U.S. scheme are
zero, the authors suggest the existence of determinants other than tariff rates for choosing
particular scheme, specifically, “administrative requirements, agreement-specific costs,
differences in RoOs, and the predictability of the regime” (p.14). With the econometric
estimates, the restrictiveness of RoOs and the predictability of the regime are asserted to
specifically influence the choice of the preference scheme. The authors also suggest that a
fixed cost of compliance is a particular deterrent for small shipment.

Table 3.1 summarizes the determinants of the use of preferential tariffs proposed in
the studies overviewed in this section. Relevant studies mostly suggest similar reasons for
the underuse of preferential tariffs and these include small margin of preference, restrictive
RoOs, costs required for complying with RoOs, trade volume with FTA partners, and
predictability of the regime.
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Table 3-1

Determinants of use of preferential tariffs

Author

Preference

Use Rates

Determinants of use

5%

Preference margin

Scheme
Baldwin (2005)

AFTA

Compliance costs of RoOs
Manchin and

AFTA

5%

Pelkmans-Balaoing

Preference margin
Restrictiveness of RoOs

(2007a)
Kawai and

FTAs in six

Wignaraja (2009)

Asian

Preference margin

countries

Compliance cost of RoOs

Katsuhide and

Japan’s FTAs

-

12.2% ~ 32.9%

Shujiro (2008)

Information on FTAs

Trade volume with FTA partners
Compliance costs of RoOs
Information on FTAs
Preference margin

Athukorala and

TAFTA

60 ~ 70%

Kohpaiboon (2011)

Preference margin
Restrictiveness of RoOs
Compliance costs of RoOs

Hayakawa et al.

KAFTA

49.9%

(2012)

Average export value
Preference margin
Restrictiveness of RoOs

Brenton and

Preference

Manchin (2003)

regime of the

45%

Restrictiveness of RoOs
Compliance costs of RoOs

EU
Francois et al.

Preference

(2006)

regime of

-

Compliance costs of RoOs

89%

Compliance costs of RoOs

OECD
countries
Bureau et al. (2007)

Preference
regime of

Predictability of the regime

the E.U. and
the U.S.
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3.3 Rules of Origin

Bhagwati et al. (1998, p. 1138) propose that, as FTAs restrict or liberalize trade based
on which product comes from which country, massive proliferation of FTAs multiply the
problems of using the preference. The authors clarify that this process of validating the
originating country necessitates the rules that determine the origin of a product, that is, the
RoOs. They argue that the RoOs take the form of “content rules” such that a product can be
an originating product only if it includes some specified share of originating contents.
Bhagwati and co-authors (1998) contend that the difficulties caused by the arbitrary
specification of the share and the complex computing of content are myriad in today’s
globalized production. However, as Panagariya (1999) points out, by the end of 1990s, there
was a dearth of studies on such multi-faceted influences of RoOs.

With the proliferation of FTAs, studies on RoOs have mushroomed in the field of
regionalism studies, focusing on analysing the political intent of countries in devising the
rules (Krueger, 1993; LaNasa III, 1993; LLoyd, 1993; Vermulst, 1992). However, some
authors have underlined the administrative functions of RoOs, and developed studies on the
influences of such rules from an administrative perspective (Brenton & Imagawa, 2005;
Harris & Staples, 2009; Izam, 2003). During this time, studies on RoOs have further
identified the key features of RoOs that deter the use of FTAs, such as restrictiveness,
complexity, and uncertainty (Anson et al., 2003; Estevadeordal, 2000). This section
summarizes these arguments in three subsections, first concerning studies on RoOs based on
the political intent of countries, second relating to the administration of RoOs, and finally
based on the key features of RoOs that undermine the utilization of FTAs.
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3.3.1 Political Intent

Vermulst (1992) and the early authors focused their arguments on RoOs on the
explanation of the key types of RoOs. Vermulst explains that the “preferential RoOs are used
to determine whether certain products originate in a preference-receiving country and hence
can qualify for preferential treatment” (pp. 435-449). He specifies three key types of the rules
applied for goods manufactured in two or more countries: an ad valorem percentage rule; a
Change in Tariff Heading test (CTH), and a technical test. The rules may vary across products
and FTAs. In determining the origin of a product, the percentage rules generally impose ”a
ceiling” on the use of imported contents from third countries for production. The CTH rules
regard a product as an originating product when its tariff classification number (HS number)
is different from that of non-origination contents. The technical test specifies certain
production or sourcing processes that shall be conducted to confer an originating status to a
product. Vermulst specifies that these rules have different methodological discriminations
with varying degrees of stringency; according to Vermulst, this is caused, on the policy
formulation level, by countries’ using RoOs to pursue policy purpose and leads, on the policy
implementation level, to trade restrictive consequences.

LaNasa III (1993) further illustrates the political intentions of countries in devising
RoOs by examining the improvements of RoOs made under NAFTA. In comparison with the
Canada-U.S. FTA, the author claims that NAFTA achieved some neutrality and predictability
by defining the rules focused on the CTH rules that specify the rules by products and not by
processes. However, LaNasa III warns that NAFTA still exploits RoOs as protectionist
devices. For the CHT rules, he argues that the tariff classification number is not designed to
be applied to determining the origin and suggests that it may not be always appropriate for
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using the rule. LaNasa III also contends that the CTH rules are exceedingly technical and
constantly require updates with the changes in the tariff classification system. As for the
percentage rules, he argues that the rules require companies to establish expensive tracing
mechanisms with an accounting and inventory system for calculating the contents of products.
The compliance costs required by the rules, according to LaNasa III, may discourage
companies to comply with the rules. Thus, since no harmonized rule exists to regulate the
arbitrary specification of RoOs in FTAs, countries and trade blocs are exploiting RoOs as
new mechanisms for protecting domestic industry and for promoting relocation of
manufacturing processes to within the trade area. LaNasa III believes that RoOs under
NAFTA are specifically formulated to provide companies with powerful incentives to
relocate to the U.S., reducing intra-NAFTA trade.

Krueger (1993, pp. 5-6) further investigates the issues of RoOs in the context of
political economy, defining Rules of Origin (RoOs) as “a criterion, or criteria, under which
commodities imported by one FTA partner will be deemed to have originated from the FTA
and thus be eligible for duty-free treatment”. Krueger argues that, when the finished goods
are exported from a party to the other party country, FTAs provide producers of the exporting
country with the incentives to import inputs within the party countries to meet the RoOs’
requirements and to be eligible for preferential tariffs. On the other hand, due to the huge
costs required to change the sourcing countries, producers sourcing from non-party countries
can hardly be eligible for preferential tariffs. Krueger (1993, p. 21) stipulates that, in doing so,
RoOs extend the protection on the exporters of finished goods to the producers of finished
goods “in avoiding the competition from producers with access to cheaper intermediates
goods” from non-party countries.
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Studies often articulate problems and obstacles imposed by RoOs on firms’
production and input procurements. LLoyd (1993) warns that, due to increasing trade of
intermediate inputs for production, the arbitrary specification of RoOs multiplies the
problems in largely using FTAs. Specifically, he argues that any choice of percentage rules is
arbitrary, protective, and trade-diverting. He asserts that, in the globalization of production
activities, the dichotomy between originating and non-originating products can be mostly
arbitrary. Instead of using the “all or nothing” approach in providing preferential tariffs,
LLoyd (1993, p. 712) suggests measuring “directly the percentage of the value added which
is produced outside the area and to use the percentage as the base of the tariff imposed on
non-area production”.

Krishna and Krueger (1995) analyse the different impacts of RoOs under FTAs and
CUs on trade and investment flows. The authors postulate different market conditions and
analyse the different influences on the welfare and Foreign Direct Investment (FDI) based on
the price- and the cost-based percentage rule of RoOs. Krishna and Krueger conclude that
different types of RoOs can be ranked in terms of their stringency, which results in different
implications on the welfare and investment flow of members and non-members of FTAs.

LaNasa III (1996) focuses on the overly restrictive RoOs that countries frequently
employ as trade barriers to protect domestic industry. The author explains that the
effectiveness of the overly restrictive RoOs in diverting trade and investment depends on how
firms assess the costs to comply with the rules, technical difficulties in applying the rules, the
penalty for failing to complying with the rules, and the size of the affected market. LaNasa III
criticizes that the absence of harmonized preferential RoOs often impede firms’ efforts to take
the origin of products and inputs into account in planning of their purchasing, investment, and
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manufacturing strategies. The author stresses the significance of a transparent, depoliticized,
and predictable process for determining and harmonizing the preferential RoOs and a more
fundamental elimination of discrimination with its different treatment of similar imported
goods.

The study by Falvey and Reed (1998) assesses the trade distortion caused from RoOs.
Focusing on the effect of RoOs on production activity, the researchers stress the role of RoOs
as a commercial policy. RoOs’ requirements are compared with content protection, which
refers to “a constraint imposed on a foreign firm that it use a certain proportion of domestic
inputs in total inputs in order to sell in the domestic market” (p. 219).

Based on this, the

authors contend that RoOs can be used to protect domestic industry and, furthermore, cause
an adverse effect on the export of intermediates of non-members.

Table 3.2 summarizes the studies on RoOs conducted by the end of 1990s. Relevant
research throughout this period specifically deals with the aspect of RoOs that is manipulated
to restrict freer trade of products and inputs under FTAs taking impact on firms’ various
activities, such as sourcing, production, and investment. Coyle (2004, p. 548) provides a
succinct summary of relevant studies by defining RoOs as instruments of foreign policy,
whereby many countries have provided a second-best measure of protection to domestic
industry.
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Table 3-2

Political intention underlying RoOs and consequences

Author

Preference Scheme

Analysis on the influences of RoOs

Bhagwati et al.

Preferential

Arbitrary specification of content rules, and the

(1998)

complexity in computing the origin causes myriad of
problems in globalized production.

Vermulst (1992)

LaNasa III (1993)

Preferential

Different methodological discrimination of RoOs

Non-preferential

restricts the scope of eligible preferences under FTAs.

NAFTA

RoOs are often formulated to protect domestic industry
and to promote relocation of manufacturing processes
to within the trade area

Krueger (1993)

Preferential

RoOs restricts efficient sourcing for inputs of
production. This extends protection for exporters to
protection for producers from the competition with
producers who use cheaper third countries’ inputs.

LLoyd (1993)

Preferential

The all-or-nothing approach in determining the origin
under FTAs can cause protective and trade- diverting
influences in the highly globalized production.

Krishna and

Preferential

Krueger (1995)
LaNasa III (1996)

Differences in percentage rules of RoOs can exert a
significant influence on welfare and FDI.

Preferential

Overly restrictive RoOs can engender uncertainty on

Non-preferential

firms’ purchasing, investment, and manufacturing
strategies.

Falvey and Reed
(1998)

Preferential

RoOs take the form of domestic content rules and
influence on production.
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3.3.2 Administration

According to Shibata (1965, p. 151), the fundamental objective of defining RoOs
under FTAs is to avoid “trade deflection”. The author defines trade deflection as “a
redirection of imports from third countries through the partner country with the lowest tariff,
with the sole aim of realizing tax advantage by exploiting the rate differentials between the
member countries within an economic union”. Boadu and Wise (1991-1992, p. 38) further
clarify that the objective of RoOs is to check free riders who “seek to enjoy the benefits of
FTA without paying the costs associated with FTA membership”.

However, as suggested by Izam (2003, p.5), “the procedures involved in complying
with such rules, in both the public and the private spheres” have rarely attracted scholarly
attention for many years. Izam (2003, pp.20-33) investigates RoOs under the Latin American
Integration Agreements (LAIA) and broadly classifies the procedures into “issuance of
certificates of origin” and “customs oversight, verification, and control”. As for the procedure
for the issuance of certificates, the author explores various issues, including the costs of
applying for the certificate imposed on exporters, information requirements for producer, and
importers’ liability for the faulty origin. Izam highlights that the procedures for exporters or
producers obtaining the certificate often require expensive accounting and inventory system.
The administrative burden in this procedure, as the author warns, may end up with inadequate
administrative cooperation, faults, and fraud in the origin. Izam (2003, p. 5) summarizes a
number of suggestions to address the issues at the issuance authorities, including the position
of the U.S. that wants the certificate to be issued by importers. However, Izam warns that if
importers, who are most likely to be affected in the case of a fault and fraud, issue the
certificates, the costs are even multiplied, because it will be difficult for importers to obtain
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necessary information from exporters and producers. In addition, Izam also specifies the
weakness of origin verification procedures. First, the author criticizes the LAIA for not
providing a clear guidance for the dispute settlement procedures with regard to a unilateral
interpretation made by one party on the conformity of the other party to RoOs. Second,
doubts are raised on the effectiveness of the verification visits, which entails a considerable
financial cost and is rarely used. According to Izam (2003, p.33), such budgetary restriction
in verification visits may lead to inefficiency of administration of RoOs in developing
countries. He concludes that the actual benefits and costs of FTAs depend “not only on the
content of RoOs but also on the administration procedures associated with them”.

Brenton and Imagawa (2005, p. 205) specify that, in many countries, customs are
generally responsible for the procedures of preventing trade deflection and regulating
compliance with RoOs. They explain that the procedures generally include “issuing
certificate of origin to exporters; checking the validity and authenticity of the certificate of
origin for exporter; checking the accuracy of the indication of origin for exporters, and;
providing origin information to requesting administrations”. They stress on the difficulties of
both public and private sectors in administering and complying with complex rules.
Furthermore, the issues arising from the costs of complying with the certification
requirements and unclear liability for the faulty origin among producers, exporters, and
importers are suggested. Based on the survey undertaken by the WCO and the World Bank,
Brenton and Imagawa also specify the difficulties of Customs administration in supporting
the labour requirements to deal with the issues arising from the RoOs. It is clear that the
administrative difficulties depend on precise requirements specified under the rules. Citing
the survey results, the authors focus on various administrative issues, including the selection
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of certification methods, frequency of checks on origin, handling divergent rules among
eligible preference schemes, and the difficulty of calculation of the percentage rules.

In their analysis of the provisions for certifying the origin under RoOs, Estevadeordal
et al. (2007) propose that the procedure of certifying origin is important in minimizing
administrative cost required to achieve the objective of counteracting trade deflection.
Depending on the official certifying entity, the authors classify the procedures into three
fundamental systems. First, as for EU’s FTAs, MERCOSUR, AFTA and Japan-Singapore
FTA, an official body, such as customs or the Ministry of Trade, have the authority to certify
the origin at exporters or producers’ request. EU’s FTAs provide the alternative methods to
authorize exporters, for whom most parts of checks on documentations in the certification
procedures are relieved. By contrast, NAFTA and other FTAs involving the U.S. mostly
permit “self-certification” by exporters or importers. The third group of FTAs, such as AFTA,
ANZCERTA, SAFTA, and Japan-Singapore FTA, designate the authority of certifying the
origin to a public body or a private umbrella entity. This certifying agency issues the
certificate of origin at exporters or producers’ request. Estevadeordal and associates criticize
the complex procedures needed to obtain the certificates, including delays, and the related
uncertainty, contrive to impose considerable costs to companies.

Manchin and Pelkmans-Balaoing (2007b, p. 14) provide an overview of RoOs under
FTAs in East Asian region and briefly summarize the issues of verifying origin in the AFTA.
In the AFTA, where a government authority certifies the origin, the exporters who apply for
the certification are subject to pre-export inspection and, sometimes, also to post-audit check.
The costs and delays in obtaining certification and proving the conformity of their origin
information with RoOs largely depend on the stringency of audit procedures. While there is
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strong demand for minimizing this stringency, in relatively high-tariff countries, like Thailand
or the Philippines, the likelihood of trade deflection is so high that intensive verification
procedures are considered to be inevitable.

Harris and Staples (2009, p. 5) propose that the central origin dilemma is “balancing
the rights and obligations of the producer and the importer”. While the producer has sufficient
knowledge of the origin of his product, the importer is responsible for tariffs payment.
Therefore, if the producer, either by fraud or negligence, provides a faulty origin on his/her
product, the importer is liable for non-paid tariffs and penalties. If the self-certification
methods are introduced to allow the importer to issue the certificate for the purpose of
protecting importers, importer’s liability becomes more onerous. Harris and Staples (2009,
p.7) state that, under the circumstances where “procedures are unclear, customs officials lack
capacity, or legal provisions are incomplete”, RoOs administration often engenders a
considerable uncertainty to companies.

Table 3.3 summarizes the issues faced by customs authorities in RoOs administration.
Relevant studies on RoOs administration highlight the concerns on the administration and
compliance costs required when implementing FTAs.
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Table 3-3

Key procedures and issues in RoOs administration

Author

Procedures of Administering
RoOs
Certificate of Origin

Issues

Origin Verification

Unclear procedures for dispute
settlement
Effectiveness of verification visits
Administrative costs

Certificate of Origin

Compliance costs

Origin Verification

Administration costs in terms of
labour requirements

Estevadeordal et al. (2007)

Certificate of Origin

Administration costs and
compliance costs

Manchin and PelkmansBalaoing (2007b)

Origin Verification

Compliance costs
Stringency of verification
procedures

Harris and Staples (2009)

Certificate of Origin
Origin Verification

Uncertainty as for the compliance
with RoOs caused due to the unclear
division of the producers and
importers’ rights and obligations

Izam (2003)

Brenton and Imagawa (2005)

Selection of issuing authorities

3.3.3 Restrictiveness, Complexity, and Uncertainty

This section summarizes studies that have covered the key features of RoOs that
adversely influence firms’ use of FTAs: restrictiveness, complexity and uncertainty. The
features have been assessed by using a number of different research methods, mostly
developed based on the analysis of the legal text of RoOs.

The arguments have emanated from debates on the restrictive nature of RoOs.

Ju
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and Krishna (1998) argue that different types of RoOs have differences in their restrictive
influences on trade of goods and inputs. The authors investigate the influences of RoOs on
the production costs and trade flow based on a three-country economic model. Ju and Krishna
contend that the trade creation effect of FTAs for member countries is frequently hampered
by RoOs that require firms to use ineffective members’ inputs for their production of finished
goods. The rise in the costs of inputs decreases the production of finished goods and further
lowers the demand for inputs. Thus, Ju and Krishna warn that restrictive RoOs undermine
trade of both finished goods and the inputs among member countries.

To assess the differences in the restrictiveness of RoOs, Estevadeordal (2000)
construct an observation rule using the seven-level ”Restrictiveness Index” of NAFTA’s rules
of origin. Among the Products Specific Rules (PSR) of RoOs under NAFTA, a rule requiring
a change on the chapter level (i.e. 2-digit HS Code) is assumed to be stricter than the rules
requiring a change on the heading level (i.e. 4-digit HS Code). If a rule requires a change on
the heading level, it is assumed to be stricter than the rules requiring a change a sub-heading
level (i.e. 6-digit HS Code). By combining with other Regional Value Content (RVC) rules,
or Technical Requirements (TECH), the restrictiveness increases. The observation of RoOs
under NAFTA amounts to the conclusion that tariffs and restrictiveness of RoOs are driven
by the same political economy. Thus, the greater the difference between Mexican and U.S.
MFN tariffs, the stricter the requirements imposed by RoOs. Estevadeordal concludes that
RoOs are exploited as an independent commercial policy instrument in FTA negotiation.

Furthermore, Estevadeordal and Suominen (2004) analyse the structure of RoOs in
selected FTAs in Europe, the Americas, and Asia Pacific. The authors suggest that RoOs in
PANEURO and NAFTA show more selectivity across sectors within a given agreement
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compared to RoOs in Africa and Asia. Owing to the harmonization efforts of the European
Commission, the EU’s FTAs are highly uniform. The Pan-European (PANEURO) system of
the E.U. provides alternative RoOs based on the import content criterion. By contrast, RoOs
in the Americas show much more variation, mostly operating on Regional Value Content rule
(RVC) alone. In contrast to the complexities of RoOs in Europe and the Americas, RoOs in
many Asian, African, and Middle Eastern FTAs demonstrate more generality across sectors
based on RVC ranging from 25 percent to 50 percent. Through comparing the RI of RoOs in
three regions, Estevadeordal and Suominen conclude that average restrictiveness value for the
PANEURO RoOs is less (4.5 out of 7) than the NAFTA rules (5.1 out of 7). The data also
reveal that the degree of restrictiveness varies across the industry sectors within the three
regimes.

Using the restrictiveness index, Estevadeordal et al. (2007) analyse the restrictiveness
and complexity of RoOs of FTAs around the world. The researchers specify the two
fundamental concerns about preferential RoOs as restrictiveness and complexity.
Restrictiveness of RoOs is explained as “the capacity of RoOs to affect economic decisions
depends on the degree to which they restrict the options of economic actors and the size of
the tariff preference to which compliance with these rules give access” (pp.22-23). The
authors emphasize that the restrictiveness observed through the restrictiveness index may
differ from the real restrictiveness faced by firms when using preferential tariffs. Rather,
according to Estevadeordal and co-authors (2007), “real”, or effective, restrictiveness
depends on the availability of efficient input supplies in the FTA member countries.

In short, studies have defined the restrictiveness of RoOs as the feature that
encourages trade of member countries’ inputs and products, and additionally excludes
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producers who are using non-members’ inputs from benefiting from FTAs. Such political
intent underlying these rules has mostly been assessed based on the legal text of RoOs that
countries have devised. Table 3.4 provides summaries on studies on the restrictiveness of
RoOs.

Table 3-4

Measuring the restrictiveness of RoOs

Author

Measures for Restrictiveness of
RoOs

Results

Ju and Krishna (1998)

Impact of restrictive RoOs on
production costs and trade
flows

Restrictive RoOs undermine
trade of both finished goods and
inputs

Estevadeordal (2000)

Differences in the
restrictiveness of RoOs under
NAFTA

The greater the preferential
margin, the stricter the
requirements imposed by RoOs

Estevadeordal and Suominen
(2004)

The restrictiveness of RoOs in
FTAs in Europe, the Americas,
and Asia Pacific

The restrictiveness of
PANEURO RoOs is less than
the NAFTA rules, and FTAs in
Asia Pacific has the most
generous RoOs

Estevadeordal et al. (2007)

The restrictiveness and
complexity of RoOs in FTAs
around the world

The restrictiveness within
regimes and divergence across
regimes increase transaction
costs and uncertainty in
international trade

As for the complexity of RoOs, Estevadeordal et al. (2007, pp. 30-33) suggest that
complex rules raise costs and uncertainty for both the public and private sectors. The concept
of complexity is narrowed down to “divergence of RoOs” based on two assumptions. The
complexity of RoOs increases: first, when the rules for a product vary across regimes and,
second, when the rules are applied under a complex pattern of trade among the parties to the
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FTAs. Estevadeordal et al. (2007, p. 36) investigate the divergence of RoOs by measuring
“the frequency with which the most common rule for each product within an agreement is
applied across the agreements”. The authors suggest that the restrictiveness within regimes
and divergence across regimes considerably increase transaction costs.

Therefore, studies

have attempted to assess the complexity of RoOs based on the costs required to comply with
their provisions.

Anson et al. (2003) have also suggested that little market access is in fact being
provided by FTAs because of the complexity of RoOs, which increases production and
administrative costs of the companies using preferential tariffs. By using a modified
Restrictiveness Index (RI), the authors identify that RoOs play a determinative role in the
volume of trade. Based on use rates, Anson and co-authors (2003) compute the compliance
costs of 6 percent, which is higher than an average preferential margin of 4 percent. The
authors conclude that RoOs largely negate preferential access under FTAs, suggesting that
market access provided to developing countries under North-South FTAs may be much less
than was intended at first.

Carrère and Melo (2004) further attempt to apply the restrictiveness index to measure
the production and administrative costs caused from RoOs under NAFTA. To estimate the
compliance costs of RoOs, the divergences of the restrictiveness index among FTAs are
compared with their use rates of preferences. They calculate the average total compliance
costs of RoOs based on the use rates- and the preference margin by sectors. By comparing the
preference margins and use rates with the RI of sectors, the production costs caused from the
restrictiveness of RoOs are computed. To estimate the administrative costs, Carrère and De
Melo subtract the production costs from the total compliance costs and argue that about 10
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percent of the preference margin would be needed to counteract the cost-raising effects for
the RVC rules.

In a similar vein, Cadot, Carrère, Melo, and Portugal-Pérez (2005) analyse the effects
of the production costs on the price of the final and intermediate goods. Using the border
prices of textiles between Mexico and the United States, the authors estimate that, to
compensate for the cost of complying with NAFTA’s RoOs, the border price of Mexican
apparel product has risen by 12 percent.

In their investigation of the complexity of product specific rules of origin (PSRO)
applied to PANEURO, NAFTA, and E.U. preferential trade agreement based on the
observation of the restrictiveness index, Cadot, Carrère, et al. (2006) conclude that the larger
preferential margin for a sector, the stricter the RoOs applied. The authors also find that,
when the preference margin is controlled, the higher the restrictiveness index for a sector, the
lower the use of the preference. Based on these findings on preference margin and use rates
combined with the restrictiveness index, the trade-weighted compliance costs are estimated to
amount to approximately eight percent and 6.8 percent for PANEURO and NAFTA,
respectively. Thus, Cadot, Carrère, et al. contend that the higher administrative costs for
PANEURO are consistent with the more cumbersome procedures required for certification in
the PANEURO system.

Table 3.5 provides an overview of research on the complexity of RoOs. Relevant
studies, for most part, attempt to measure the complexity through compliance costs; and the
estimation is largely based on preference margin, use rates, and the restrictiveness index.
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Table 3-5

Measuring the complexity of RoOs

Author

FTAs

Measures for the
Complexity of RoOs

Findings

Anson et al. (2003)

North-South FTAs
with an application
to NAFTA

Compliance costs
estimated based on use
rates, preference margin,
and the restrictiveness
index

Compliance costs of
6% of trade amount,
which is higher than the
average preferential
margin of 4%

Carrère and Melo
(2004)

NAFTA

Compliance costs
estimated based on use
rates, preference margin,
and the restrictiveness
index

Approximately 10%
preference margin is
required to compensate
the compliance costs of
Mexican exporters

Cadot et al. (2005)

Trade of textile and
apparel products
between Mexico and
the U.S. under
NAFTA

The impact of compliance
costs of RoOs on the
border price of textile and
apparel products

The border price of
Mexican products has
increased by12% to
compensate for the
compliance costs of
RoOs under NAFTA.

Cadot, Carrère, De
Melo, and
Tumurchudur (2006)

PANEURO,
NAFTA, and EU’s
PTAs

Compliance costs
estimated based on use
rates, preference margin,
and the restrictiveness
index

The compliance costs
of PANEURO and
NAFTA’s RoOs are
ca.8.0% and 6.8% of
trade amount,
respectively

The uncertainty that RoOs can cause has often been noted but largely ignored in
previous studies. Boadu and Wise (1991-1992) investigate the problems associated with
implementing credible and enforceable RoOs under the first three FTAs of the U.S., the first
one with Israel in 1985, the second one is with Canada in 1989, and the last with NAFTA.
The authors explain that the basic rules of determining the origin of product are known as the
“substantial transformation” test and specify that, in order to eliminate the subjectivity of the
test, a change of tariff heading (CTH) rule and the value added rule have been added to the
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rules. Based on court cases covering the issues in implementing RoOs, Boadu and Wise
outline the uncertainties and instability of the application of those rules. They also list the
problems of implementation, including, among others, the compliance costs associated with
certificate requirements, unfamiliarity with the nomenclature of harmonized tariff schedule,
different interpretations of specific provisions between provinces and agencies, and
confidentiality of identifying ingredients or components of products.

Cantin and Lowenfeld (1993) further illustrate the uncertainty of RoOs that can
emerge due to either unclear rules or inconsistent interpretations. The authors investigate the
disputes between Canada and the U.S. with regard to interpreting the value-added
requirements for Honda Civic under the Canada-U.S. FTA. In 1989, Honda of Canada argued
that the engines used in the Civic that were manufactured in the U.S. met the value-added
requirements and qualified for preferential tariffs under the FTA. However, the U.S. made the
opposite conclusion, contending that the engines at stake included too many Japanese
components by value. The main issue of the dispute is whether to include in its value “the
direct costs of processing” (the overhead costs or general expenses of doing business) and
“the other costs reasonably allocated to the production of goods” (payments for on-site
technical assistance, royalties and production controls). A rather political and arbitrary
decision of the U.S. Customs Service was to refuse to include both costs as local contents.
Honda was handed a retroactive bill of USD 17 million back tariff. The Honda case
provoked trade conflicts between Canada and the United States. NAFTA, the successor of the
Canada-U.S. FTA, included carefully drafted RoOs reflecting the political concerns that
arose from the Honda case. However, the revised RoOs are now stricter requiring more
North American contents, and more complex, being composed of over a hundred of pages.
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As a result of uncertainty due to the strictness and complexity of this modification, in Cantin
and Lowenfeld’s (1993, p. 390) view, many companies have decided that “it is cheaper to
pay the duty than to go through the audits and hassles required by U.S. Customs”

The Commission of the European Communities (2003) also reports considerable
difficulties of developing countries in managing administrative procedures of RoOs. The
uncertainty caused by the ambiguity of RoOs also affects customs authorities and business
sectors. The report prescribes that, in order to ensure proper collection of revenue, customs
put in practice stricter control over the use of the preference, under which exporters are
required to undergo pre-export and post-verification systems. This imposes excessive
administrative burdens for both exporting and importing companies and often results in
double audits for exporters.

Furthermore, Harris and Staples (2009, p. 5) assert that the uncertainty stemming
from RoOs relates “both to compliance and administration”. To address this uncertainty, the
authors suggest establishing a mechanism that would ensure that the rules can be applied
consistently, that correct origin information can be exchanged safely between producers and
importers, and that importers can reasonably predict their liability under the procedure of
origin certification.

Table 3.6 summarizes several studies that specifically deal with the issues of
uncertainty of RoOs. These studies show that this uncertainty is caused by unclear rules or by
their inconsistent interpretation and that, due to this uncertainty, firms may elect not to use
preferential tariffs of FTAs. However, no empirical research has been conducted on the issues
of uncertainty caused by RoOs.
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Table 3-6 Analysis

on the causes of uncertainty in implementing RoOs

Author

Preference Scheme

Analysis on the Uncertainty of RoOs

Boadu and Wise (19911992)

US-Israel FTA
US-Canada FTA
NAFTA

Considerable degree of freedom in interpreting
the rules that causes uncertainty in business
sectors.

Cantin and Lowenfeld
(1993)

US-Canada FTA
NAFTA

Unclear rules or their inconsistent interpretations
cause uncertainty

Commission of the
European Communities
(2003)

EU’s GSP scheme

Ambiguity of the rules, strict audit, and the
resulting compliance costs cause uncertainty

Harris and Staples
(2009)

FTAs in the Latin
America/Caribbean
and Asia/Pacific

Unclear rules, inconsistent interpretations,
unclear division of producers and importers’
rights and obligations cause uncertainty

3.4 Research Perspectives

This section provides a review on the field of study that has traditionally dealt with
issues in Customs administration. By summarizing the theoretical background and the
research methodologies in trade facilitation studies and tax compliance studies in particular,
this section explores whether such studies provide a useful framework to understand key
features of RoOs and the use of FTAs.
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3.4.1 Trade Facilitation

Schiff and Winters (2002) investigate FTAs as a form of regional cooperation among
neighbouring countries that maximize the gain from the regional public good. Trade
facilitation among trading countries is included here in the regional public good. The authors
propose that FTAs can generally boost regional cooperation for trade facilitation. Likewise,
Devlin and Estevadeordal (2002) and Maur (2008) also examine the possibility of using FTAs
as a forum for regional cooperation. Such studies conclude that the preference of FTAs
minimizes the resistance of countries to the costs of regional cooperation in trade facilitation
efforts; thus, trade facilitation is more effective when its provisions are incorporated in FTAs.

Dennis (2006) further conducts an empirical study to investigate the welfare gain of
trade facilitation provisions incorporated in FTAs. In his analysis of the welfare gains that are
at least triple as much as intra-regional integration, Dennis (2006, p. 6) emphasizes the
significance of incorporating trade facilitation provisions in any regional arrangement. He
concludes that “tariff reforms alone, though important, are insufficient in optimizing the
potential contribution of trade to the development”.

Bin (2008) explores trade facilitation provisions in FTAs in Asian countries and the
Pacific, clarifying that “core elements” of those provisions are comprised of trade facilitation
for customs procedures and cooperation. He suggests that these provisions are largely based
on international agreements, such as WTO Customs Valuation Agreement, WCO Harmonized
Commodity Description and Coding System (HS), and the Articles V, VII, VIII, X of GATT
1994. Thus, trade facilitation provisions in FTAs contribute not only to regional integration,
but also to worldwide harmonization of trade procedures and formalities.
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In his examination of E.U. FTAs demonstrating the E.U. influence on the trade policy
of E.U. partners in preferential arrangements, Maur (2005) highlights that the influence is in
effect the exporting of the European model. With regard to trade facilitation measures, the
author suggests that E.U. is spreading a weak discipline, which is generally limited to
customs cooperation. As concerns RoOs, Maur (2005) warns that the requirements for
adopting the complex sets of the E.U. RoOs could result in an upward harmonization for
developing countries with their relatively unsophisticated Customs administration.

Furthermore, Staples and Harris (2009, pp. 1-2) denounce the complex procedures of
RoOs as “a before-the-border thickening of trade barriers” and the administrative costs of
organizing and communicating the necessary information to customs as “implicit barrier to
trade”. The authors seek for mechanisms of trade facilitation studies to address the problems
caused by RoOs and urge that the mechanisms should be larger than the traditional
approaches of Articles V, VIII and X of the GATT in that a private sector perspectives and the
practical issues of administrative peculiarities should be taken into account when designing
and implementing RoOs. Suggesting that the origin information is widely required for supply
chain security, consumer safety, and environmental protection, Staples and Harris (2009)
recommend establishing a multilateral or regional trade facilitation measure to harmonize the
rules applicable for these “traceability” requirements.

Hamanaka, Tafgar, and Lazaro (2010) explore trade facilitation measures under FTAs.
As concerns origin administration, the authors specify certification methods that can lessen
traders’ administrative burdens. However, as Hamanaka and co-authors (pp. 15-16) admit,
“there is no one-size-fits-all method in incorporating trade facilitation provisions into FTAs”.
Furthermore, the authors argue that “The depth and the breadth of trade facilitation measures
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involved in RTAs depend on many factors such as economic development, geographical
position, infrastructure conditions, and trade relationship” (pp. 15-16).

Using “the Enabling Trade Index” in their recent “Global Enabling Trade Report
2010”, Doherty, Hanouz, Geiger, Lawrence, and Herrera (2010) evaluate major trade
facilitation efforts of countries. The authors suggest that the proliferation of FTAs exerts a
significant influence on trade facilitation of countries and explain their effort to incorporate
trade agreements and preferences in the Enabling Trade Index. However, the authors
conclude that currently available measures in trade facilitation studies do not include any
measure for assessing “the downside of FTAs”, including adverse influence of RoOs on use
of FTAs (p. 6).

Studies on trade facilitation for RoOs and FTAs are very scarce. Table 3.7 briefly
summarizes relevant sources on FTAs and RoOs in terms of trade facilitation. Past research
suggests that trade facilitation provisions should be incorporated in FTAs and that the effort
of trade facilitation under FTAs should include harmonization of RoOs. However, previous
studies have not extended to provide the approaches for incorporating trade facilitation effort
for harmonization of RoOs in FTAs.
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Table 3-7 Trade facilitation

studies on RoOs and FTAs

Author

Arguments

Schiff and Winters (2002)
Devlin and Estevadeordal (2002)
Maur (2008)

FTAs can boost regional cooperation for trade
facilitation.

Dennis (2006)

Trade facilitation provisions should be incorporated in
FTAs to maximize possible contribution of trade to
development.

Bin (2008)

Incorporation of trade facilitation provisions in FTAs
contributes to worldwide harmonization of trade
procedures and formalities

Maur (2005)

Spreading the trade policy including that for trade
facilitation could result in an upward harmonization for
developing countries

Staples and Harris (2009, pp. 1-2)

Trade facilitation for RoOs requires a mechanism that is
larger than the traditional approaches of the GATT,
establishing the “traceability” in private sectors.

Hamanaka et al. (2010, pp. 15-16)

The depth and breadth of trade facilitation measures
involved in RTAs depend on numerous factors, such as
economic development or infrastructure conditions.
Thus, an integrated approach in supporting legislative
and infrastructure reform of countries is required to
effectively implement trade facilitation.

Doherty et al. (2010, p. 6)

Trade facilitation efforts for RoOs and FTAs have not
been measured using currently available indicators.
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Beyond FTAs and RoOs, trade facilitation studies have a wide subject area. For
instance, Staples (1998, p. 2) elucidates that “trade facilitation” deepens “the trade agenda,
down from legislation, and regulation to the actual practice and administration at the
operational level”. Trade facilitation studies aim to “addressing the logistics of moving goods
through ports or more efficiently moving documentation associated with cross-border trade”
(J. S. Wilson et al., 2005, p. 4). The authors explain that, by observing actual practices, such
as documentation or logistics of goods, trade facilitation studies seek to relate actual practices
to implications for reforms of the trade interface.

Furthermore, OECD (2005) explains that increase in trade volumes and complexity of
trade procedures challenge the efficient operation of international trade. These challenges in
trade environment further increase trading companies’ trade transaction costs and, ultimately,
the price of goods for consumers, that results in adverse influences on the overall welfare of a
country.

According to Roy and Bagai (2005), the ability of countries to facilitate trade with
faster delivery of goods at lowest possible costs is a key determinant of integration into the
world economy and, therefore, of growth and development. The authors demonstrate that an
international trade normally entails costs ranging between 2.5-15 percent of the goods value.
Countries generally recognize the significance of trade facilitation in reducing the costs, and
therefore agreed to include trade facilitation as a key objective in the Doha Round.

Using the definition of the WTO, Kleitz (2002, p. 1) explains trade facilitation as “the
simplification and harmonization of international trade procedure”. As J. S. Wilson, Mann,
Woo, Assanie, and Choi (2002) have suggested, the scope of trade facilitation studies in
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accessing the international trade procedure has been broadened to include issues in the
environment where trade transactions take place. Consequently, trade facilitation studies
investigate broad issues of customs administrative and regulatory environments, as well as
standards and conformance to international or regional regulation.

According to Walkenhorst and Yasui (2009), the major objective in such studies is to
minimize the trade transaction costs related to the border procedure. The authors stipulate that,
in trade facilitation studies, specific attention has been devoted to developing measures for
the costs incurred from the border procedure. The specific methodology of studies varies
depending on the focus on either the costs or the border procedure.

J. S. Wilson, Mann, and Otsuki (2003) differentiate two research methodologies used
in previous trade facilitation studies, namely, the studies based on the computable general
equilibrium (CGE) model and those based on the gravity model. The authors note that the
former studies analyse an improvement in trade facilitation as a reduction in trade transaction
costs or, alternatively, as an improvement in the productivity of the international transport
sector. In this line of analysis, the focus is on the trade transaction costs as a whole (APEC,
1999; Walkenhorst & Yasui, 2009) or on specific costs of transportation (Fox, Francois, &
Londono-Kent, 2003; Hummels & Schaur, 2000).

J. S. Wilson et al. (2003) use the gravity model based measure for trade facilitation.
The gravity model is used to investigate changes in bilateral trade flows based on trading
partner’s GNP and geographic distance between countries. Instead of estimating trade
transaction costs, the authors analyse the survey results on port efficiency, customs
environment, regulatory environment, and e-business usage to access an improvement in
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trade facilitation, followed by the investigation of the relationship between the trade flow and
the improvement in trade facilitation. J. S. Wilson et al. (2003) emphasize that this approach
is more appropriate in addressing specific aspects of trade facilitation. Based on the gravity
model, (N. Wilson, 2009) accesses the impact of improvement in customs administrative
procedures on trade flow; Fink, Mattoo, and Neagu (2005) analyse the impact of
communication costs on the pattern of trade.

While studies have suggested that the framework of trade facilitation studies can be
applied to the studies on RoOs and the use of FTAs, research methodologies have not been
developed to cover the relevant issues. A review of previous studies provides an
understanding of the methods of trade facilitation in identifying the issues of the relevant
customs procedures, and of assessing the influences of trade facilitation on the procedure.
Table 3.8 summarize the studies on trade facilitation.
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Table 3-8 Trade facilitation

studies

Author

Trade Facilitation

Arguments

J. S. Wilson et al.
(2005).

Objectives

Addressing the logistics of moving goods
through ports or more efficiently moving the
documentation associated with cross-border trade

Roy and Bagai
(2005)

Significance

A key determinant of integration into the world
economy, growth, and development

Kleitz (2002)

Definition

The simplification and harmonization
international trade procedure

J. S. Wilson et al.
(2002)

Scope

Broad issues of customs administrative and
regulatory environments, as well as the standards
and conformance to international or regional
regulation

Walkenhorst and
Yasui (2009)

The objective of studies

Minimizing the trade transaction costs related to
the border procedure.

APEC (1999)
Walkenhorst and
Yasui (2009)
Fox et al. (2003)
Hummels and Schaur
(2000)

Research methodology
using the CGE model

Assessment of the trade transaction costs as a
whole or specific costs of transportation

Bagai, Newfarmer,
and Wilson (2004)
J. S. Wilson et al.
(2002)
J. S. Wilson et al.
(2003)
J. S. Wilson et al.
(2005)

Research methodology
using the gravity model

Investigation of the changes in bilateral trade
flows based on trading partner’s GNP and
geographic distance between countries;
Analysis on the survey results on port efficiency,
customs environment, regulatory environment,
and e-business usage

of
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3.4.2 Tax Compliance

Studies of taxpayers’ compliance with complex and uncertain tax law provide a useful
framework to understand underuse of FTAs and the impact of complex and uncertain RoOs.
Among many different approaches in studying tax noncompliance, Andreoni et al. (1998)
introduce the theory of complex and random taxes to understand policy issues in tax
simplification. Their explanation of the theory starts from illustrating “the large number of
taxpayers who did not take a credit or deduction to which they felt entitled, and the number of
taxpayers who felt that enforcement of tax authority was inconsistent across audits” (p. 852).
The authors specify, “taxpayers clearly see the tax code as complex and enforcement as
somewhat random” (p.852) and specify that both these problems have been studied under the
name of complex and random tax.

The review of tax compliance studies by Andreoni et al. (1998) and Hasseldine and Li
(1999) provide the background for the discussion of the theory of complex and random tax.
Andreoni et al. (1998, p. 818) clarify that the general purpose of tax compliance studies is to
“characterize and explain the observed patterns of tax noncompliance, and ultimately to find
ways to reduce it”. In their review of tax compliance studies as of 1990s, Hasseldine and Li
(1999) stipulate that theories of tax evasion generally apply two approaches for explaining
evasion behaviour, namely, economic deterrence and fiscal psychological model. Hasseldine
and Li (1999) note that Scotchmer and Slemrod (1989) access the optimal complexity and
uncertainty of tax administration by extending the economic deterrence model. The economic
deterrence theory is based on the deterrence theory and the expected utility theory and
assumes that “a rational taxpayer will evade tax as long as the pay-off from the tax evading is
greater than the expected cost of being caught and punished” (p. 94). The authors explain that,
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in this model, taxpayers behave in response to costs and benefits of tax compliance. To
illustrate, compliance behaviour depends on monetary costs of compliance including the tax
rate, detection probability, level of income, and penalty structure.

Slemrod (1990) discusses complexity and uncertainty of the tax system in terms of
establishing an optimal tax system. The author uses a basic assumption of the optimal tax
theory as “the efficiency costs of taxation are potentially large, and therefore it is worthwhile
to focus attention on how to minimize these costs” (p. 158). Here, it is suggested that the
objective of tax administration is to maximize the revenue and welfare by minimizing
efficiency costs, taking into account of the distributional implications of changes in tax
system.

Slemrod and Yitzhaki (2002) present the general framework of understanding the
importance of tax administration issues in establishing the optimal tax system. The authors
explain that the tax system and enforcement process determine the costs of the broad set of
tax compliance behaviours. The costs depend on tax policies that include, but are not limited
to, tax rates, tax base, probability of detection, and penalty for evasion or avoidance. Here
both tax administration and enforcement policy also raise costs. The authors suggest that
studies on the tax structure should take into account the realities of these administrative costs
of tax authority and compliance costs of taxpayers.

Further, Slemrod (1996, pp. 357-359) emphasizes the optimum level of complexity in
tax administration based on the total resource costs of collecting the revenue. He stresses that
any small tax change narrowly addressed to simplification can have implications for equity
and economic efficiency. To judge whether the changes are desirable, according to Slemrod,
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one can apply the total resource costs of collecting tax as standard. The total resource costs
comprise of the sum of the tax collection agency’s budget and the value of the time and
money spent by the taxpayers. Simplifying a specific tax collecting procedure can result in a
more complex tax system as a whole. Slemrod (1996, p. 359) summarizes, “whether the
increase complexity is worthwhile depends on whether the value of improved equity and
efficiency exceeds the increased total administrative and compliance costs”. Therefore, the
complexity of tax system has generally been assessed based on the costs of collecting revenue.

The World Bank (2011b, p. 9) stipulates that the major aims of such studies are “to
pinpoint problem areas (in tax reform) and to establish a baseline against which progress can
be measured”. Beyond the underlying policy issues, tax compliance studies suggest many
further possible causes of tax complexity. For instance, Surrey (1969) argues that the
consequences of repeated changes in the tax law create complexity. Bittker (1974) points out
that the complexity is unavoidable to limit the uncertainty of the tax law by spelling out the
specific conditions where specific tax laws are applicable. Lewis (1982) highlights that,
regardless of the causes of tax complexity, simplification should aim to minimize the
administrative and compliance costs caused by the complexity.

Evans (2003) provides a comprehensive overview of research conducted since the
1980s to early 2002 to address the issues of administrative and compliance costs. He
describes that over a half of such studies have been conducted to measure taxpayers’
compliance costs. Evans argues that such studies focus on one specific tax, but cover various
taxes and tax-related matters for business and non-business taxpayers. Those studies
generally adopt the quantitative paradigm and about two thirds of them used postal survey.
Evans stipulates that compliance costs are highly meaningful for the main central government
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taxes, including income taxes, which are between 2-10 percent of the overall revenue from
the taxes. However, compliance costs for excise duties in developed countries are relatively
small. The size of a business is the key factor in determining compliance costs; relevant
studies for most part confirm that the costs are highly regressive. Evans specifies that
complexity of tax codes and frequent legislative changes are the prime causes of high
compliance costs.

Scotchmer and Slemrod (1989) also discuss the optimum randomness of tax
enforcement based on the resource costs of tax authority in reducing the uncertainty. The
authors suggest that when tax and fine rates are fixed, “a fixed amount of revenue can be
collected with high frequency of audits and little randomness, or low frequency of audits and
high randomness” (p. 18). Scotchmer and Slemrod explain that, by increasing randomness
and decreasing probability of audits, tax authority can save the costs and maximize the
revenue. Therefore, an enforcement agency maximizing net revenues prefers more
randomness in tax enforcement. The authors conclude that, although the increased
randomness may or may not enhance the expected utility of taxpayers or social welfare,
taxpayers may also prefer some randomness when costs savings in reducing the uncertainty
can be redistributed to them.

Slemrod (1990) argues that tax compliance studies on uncertainty frequently initiate
the discussions over the optimal tax system and enforcement strategies, where the resource
cost of implementing a tax system can be minimized. Scotchmer and Slemrod (1989) and
Reinganum and Wilde (1988) suggest that the “randomness in tax enforcement”, arising
either due to the ambiguity in the tax code or to auditor error, does increase tax compliance.
However, the increase of the uncertainty does not guarantee the compliance and increase in
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the revenue. Thus, they propose that the optimal enforcement strategy should be based on the
moderate level of uncertainty.

Alm, Jackson, et al. (1992) put forward a hypothesis underlying the relationship
between the enforcement uncertainty and tax compliance. Specifically, this hypothesis
predicts that, if the risk on non-compliance is more uncertain, taxpayers face greater risks and
can try to decrease their exposure to the risk by more fully complying with the tax code.
However, the results testing of this hypothesis provide inconclusive evidence, suggesting that,
although many taxpayers become more compliant with the tax laws when they encounter a
greater tax uncertainty, ”uncertainty” itself is not be a system managing taxpayers’
compliance.

Slemrod et al. (2001) test the findings from previous studies by conducting an
experiment with taxpayers in Minnesota. Specifically, the authors attempted to increase the
perceived probability of audit by informing selected taxpayers that the return they were about
to file would be closely examined. The results of the study suggest that the responses of
taxpayers vary depending on how taxpayers interpreted the treatment letters, that is, on how
taxpayers interpreted the risk of being audited. Although the effect of the experiment was
found to be stronger for the taxpayers with more opportunities to evade, the increased tax
collection through the experiment was insignificant, amounting to less than 2percent of total
tax liability. Slemrod and co-authors conclude that a heightened probability of audit has only
a limited effect on the compliance behaviours of taxpayers and that, to be effective, the
increase in the audit should be accompanied by a simultaneous implementation of other
enforcement strategies.
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The framework of studies has provided a detailed account for tax evasion of traders in
the context of Customs administration. Aiming to identify evasion of customs duty, such as
undervaluing or misclassifying imports, and to link the findings to the issues of tariffs rates
and import control, Bhagwati (1964) surveys Turkish trade data to investigate the gap
between export invoice price and import customs value

Furthermore, using a quasi-experimental research approach, Yang (2008) explores the
customs reform in Philippines in order to analyse the impact of enforcements on the evasion
of customs duty. They conclude that stricter enforcement results only in substantial
displacement to an alternative duty-avoidance method and that total evasion remains
unchanged. With the trade data of China and India, respectively, Fisman and Wei (2004) and
Mishra et al. (2008) survey the relationship between tariff rate and the evasion behaviour of
traders, which are found to be positively related to each other. Such studies suggest that the
framework of tax compliance studies is generally applicable for the issues of Customs
administration.

In brief, tax compliance studies have identified methodologies to assess tax
complexity and tax uncertainty. Each method has covered the issues in Customs
administration. Table 3.9 summarizes studies that use the methods for the study on Customs
administration.
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Table 3-9 Tax

compliance studies on customs tariffs and administration

Author

Data Resource

Tax Compliance Issues

Bhagwati (1964)

Turkish trade data

Evasion of customs duty ,such as undervaluing or
misclassifying imports, and the issues of tariffs rates
and import control

Yang (2008)

Quasi-experimental
research

The impact of enforcements on the evasion of
customs duty

Fisman and Wei
(2004)

Trade data of China

The relationship between tariff rate and the evasion
behavior of traders

Mishra et al. (2008)

Trade data of India

3.5 Chapter Summary

To better understand the issues of low use of FTAs, a review provided in this chapter
surveys the background of proliferating FTAs and the impacts of RoOs. To further enhance
our understanding from the administrative perspectives, the review also includes relevant
sources on trade facilitation and tax compliance studies. The review demonstrates that,
although there are numerous studies on FTAs and RoOs, relevant research addressing
specifically the practical issues in administering and implementing RoOs is scarce. The gap is
obvious for many Customs administrations that are faced with urgent demands to address
practical problems in implementing multiple FTAs with limited resources. Filling this gap is
also urgent with regard to establishing regional cooperation system for addressing issues of
low use of FTAs through trade facilitation. Therefore, to fill this gap, this study defines and
analyses the issues of RoOs and use of FTAs as issues of Customs administration that aim to
achieve trade facilitation by establishing an optimum tax system. Three key adverse impacts
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of RoOs, i.e. restrictiveness, complexity, and uncertainty, have been chosen as the variables
that determine the achievement of the aims.
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CHAPTER 4: METHODOLOGY

4.1 Introduction

This study focuses on the influences of Rules of Origin (RoOs) on the use of Free
Trade Agreements (FTAs), from an administrative perspective. The study uses a case
approach considering the country of Korea as the focus. In previous research, the influences
of RoOs have mostly been observed at the country level. This study has been undertaken at
firm level and data gathered through a large survey of firms in Korea which have experience
in utilizing RoOs. To develop and ensure a more robust measurement for observations of the
actual influences at firm level, a series of pilot interviews was initially conducted with trade
associations and several individual companies before the final survey instrument was
finalized for use.

This chapter describes the methodology used to design the procedure, measurements,
questionnaire, and analysis methods used in the study. Section 4.2 provides an overview of
the research procedure, including survey design, research site, sample, and data collection
method. Section 4.3 focuses on the design of the measures for the key variables
operationalized for this research. Section 4.4 summarizes the results of pilot interviews and
explains the structure of the questionnaires. Section 4.5 briefly describes the method of data
analysis for each of the variables. Finally, Section 4.7 summarizes and concludes the chapter.

4.2 Procedure

4.2.1 Survey Research Design

This research employed the survey research design. Due to the predominant reliance
on the restrictiveness index (Estevadeordal, 1999) in investigating the issues of RoOs, the
results of previous research have limitations in explaining the actual impacts of RoOs on
companies’ use of FTAs (Estevadeordal, Harris, & Suominen, 2007). The survey method was
employed in the present case to observe the behaviours and perception of a large number of
companies and to apply the approach noted in available studies. The survey method has been
widely applied for describing a population too large to observe directly, as well as for
assessing attitudes and orientations in a large population (Babbie, 2003). In investigating
administrative issues, trade facilitation and tax compliance studies (for example, CordovaNovion & Young, 2001; Sandford, Godwin, & Hardwick, 1989) have generally relied on
survey methods. In addition, survey method is generally considered appropriate for research
questions focusing mainly on “what” questions, such as those of the present study (Yin, 2013).
Although any survey has its limitations, this survey has been constructed because it is seen as
the most appropriate and cost-effective research method available (Cordova-Novion & Young,
2001, p. 208; Wilson, 2009, p. 54).

Surveys can generally be conducted using either a structured interview schedule or a
self-completion questionnaire (Bryman & Bell, 2007, p. 173). Tax compliance surveys or
trade facilitation surveys have frequently been carried out in the format of a structured
interview (The World Bank, 2011, 2012). However, considering the limited resources to
interview companies located in a wide range of areas, a self-completion questionnaire was
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employed in the present study.

The data were collected mostly via the Internet. As the survey targeted companies, the
respondents were considered to have a virtually universal access to the Internet (Fowler, 2002,
p. 12). However, for the respondents who were expected to have a limited access, printed
questionnaires were distributed. In total, invitations to participate in a web-based survey were
sent to 2,373 respondents; with paper questionnaires distributed to 320 off-line training
attendees (see Table 4.1).

Table 4-1 Data collection methods

Data Collection Method
Internet (Web-Based Questionnaire)
On-Site (Paper Questionnaire)
Total

N of Samples
2,283 (88%)
320 (12%)
2,603 (100%)

For the comprehensive and, at the same time, efficient coverage of population, a webbased survey was created using Survey Monkey. Bryman and Bell (2007, p. 662) suggest that
a web-based survey offers several advantages over the traditional postal survey in terms of
time and associated costs. Also, as compared to an email survey, a web-based survey can also
be designed with a wider variety of colours and formats. In surveying heterogeneous
companies, the capability of employing filter questions in a web-based survey is particularly
useful, as it allows for redirecting respondents to the next appropriate question by skipping
inappropriate ones.

The potential risk of a web survey, however, is that it yields lower response rates than
other alternative methods. Kaplowitz, Hadlock, and Levine (2004) explain that this
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unfortunate outcome may be underpinned by frequent receipt of electronic “junk mail” or
“spam”. Couper (2000, p. 465) also warns about “the over-surveying effect” in this method.
While a web survey provides cheaper and quicker ways of collecting data, due to their
proliferation and varying degrees of quality, Couper (2000, p. 465) states that “good web
surveys may become increasingly hard to be carried out”.

In this context, to address potential risks associated with conducting a web-based
survey, the survey conducted within the present study was designed based on the principles of
the widely known Tailored Design Method (TDM) (Dillman, Smyth, & Christi, 2008) and tax
compliance cost survey methods (Tran-Nam, 2001). Dillman and associates (2008) offer a
practical guide for web surveys that aims to achieve higher response rates and higher quality.
By tailoring a web survey to the specific population and samples, the method can contribute
to minimizing coverage and sampling errors. Regarding firm-level surveys, Dillman and coauthors (2008, pp. 402-414) specifically points out that the questionnaires of the web survey
can be transferred from one person to another within the responding organisation. To address
this problem, the authors suggest the key issues that should be taken into account when
designing a survey, some of which (see below) were used to design the survey conducted
within the present study:

1. Variation in the size and structure of survey units
2. Location of businesses
3. Appropriate respondents
4. Data-collecting organisation
5. Difficulty of the questions and the necessity of referring to records
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6. Necessity of providing detailed instructions

In tax compliance surveys, Tran-Nam (2001, pp. 57-58) proposes the issues in
collecting data that are similar to those provided by the TDM strategy, including the issues of
double counting business taxpayers and blank responses. Considering the issues of
conducting a web survey for businesses, the survey conducted within the framework of the
present study was implemented with the key focus on following specific measures:

1. Questions were worded carefully, in a short but clear style. The length of the
questionnaire was kept to the minimum. Web-page design included simple colours.
Following Dillman and co-authors’ (2008) suggestion, the questions were written in
bold, while answer choices were displayed in smaller letters.
2. To enhance the credibility of the survey, support was obtained from three industry
agencies and a consulting firm in the data collection. In a separate email, the purposes
and objectives of the survey research were specified and responses to the survey were
encouraged. Anonymity was assured.
3. Pilot surveys and personal interviews were conducted with two customs consultants,
two professors, four directors of industry agencies, two customs officers, and four
companies.
4. To provide assistance in answering the questionnaire, contact details of the present
researcher were disclosed on the invitation email.
5. Time required for completing the survey was provided.
6. 7-point Likert scale was used for investigating the respondents’ opinions.
7. Follow-up calls were made and reminders were sent twice to those respondents
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who did not reply.
8. A fill-in field was provided for the respondents to freely express their opinion.

4.2.2 Research Site

The use of FTAs has been studied by employing international comparative studies
(Bureau, Chakir, & Gallezot, 2007; Kawai & Wignaraja, 2009b; Krishna & Krueger, 1995).
However, as our aim is to investigate the efficiency of administrative mechanism of FTAs, a
national survey of one country (South Korea) was considered to be more appropriate.
According to Sandford (1994), international comparisons of efficiency of tax administrations
should be used sparingly, as differences in tax structures, tax population, and countries’ tax
rates are sensitive political information that can hardly be objectively compared. Therefore,
the research avoided making such comparisons, as, due to the countries’ different tariff
system, preference arrangements, industry structures, and political intentions associated with
FTAs, they could produce imperfect information by.

In selecting the research site of the present study, we sought to identify a typical
country in Asia where use of FTAs and administration of RoOs are an issue. It was assumed
that those issues can be more obvious in a country where multiple FTAs have recently come
into effect; where the portion of manufacturing industry is relatively high; where it is not
positioned as a hub in hub-and-spoke network of FTAs, and where its trade with FTA partners
amount to a significant portion of its total trade. As shown in Table 4.2, within the past
decade, South Korea has implemented eight FTAs with 45 countries. The number of FTAs, as
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well as the change in Customs administration, is considered as the typical situation that both
Customs administration and trading companies in Asia have encountered.

In addition to this, in 2012, manufacturing industry comprised 28 percent of GDP of
South Korea (The Bank of Korea, 2013, p. 172). RoOs under FTAs impact not only exporters
and importers, but also producers of the traded products (Estevadeordal et al., 2007).
Therefore, the impact on producers is expected to be clearer in the manufacturing industry of
Korea. Third, although Korea is generally construed as a spoke country in hub-and-spoke
networks of FTAs, the trade with FTA party countries amounts to over 37 percent of the
country’s total exports (Korea Customs Service, 2013). The portion of trade with FTA party
countries is large enough to investigate the influence of FTAs on trade transaction. In this
context, understanding the difficulties of Korean companies can reasonably be expected to
provide useful information for other Asian countries in a similar situation and improve the
administrative issues associated with RoOs and FTAs.
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Table 4-2 Korean FTAs

FTA

Party Countries

In effect as of

Chile

Chile

April 1, 2004

Singapore

Singapore

March 2, 2006

EFTA

Iceland, Liechtenstein, Norway and
Switzerland

September 1, 2006

ASEAN

Malaysia, Singapore
Vietnam
Myanmar
Indonesia
the Philippines
Brunei
Laos
Cambodia and
Thailand

June 1, 2007
June 29, 2007
November 27, 2007
December 7, 2007
January 1, 2008
July 1, 2008
October 1, 2008
November 1, 2008
January 1, 2010

India

January 1, 2010

The EU

July 1, 2011

Peru

Austria, Belgium, England, Czech, Cyprus,
Denmark, Estonia, Finland, France,
Germany, Greece, Hungary, Ireland, Italy,
Latvia, Lithuania, Luxemburg, Malta,
Netherland, Poland, Portugal, Slovakia,
Slovenia, Spain, Sweden, Bulgaria,
Rumania
Peru

The U.S.

The U.S.

March 15, 2012

August 1, 2011

4.2.3 Sample

Ideally, the population of this form of research should comprise the companies that
are eligible to use FTAs. However, as the recently reinforced Personal Information Protection
Law strictly prohibits government agencies maintaining the list from the disclosure of this list,
obtaining the list of those companies was not possible. Moreover, considering the difficulties
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in comprehending RoOs, the list should include the contact details for appropriate
participants who have relevant knowledge and salient experience in the issues of RoOs.
However, the publicly available database does not generally include contact details for those
persons. Thus, using the lists of companies would result in an inadequate sampling frame.

In constructing the sampling frame for this research, the list of companies that
attended trainings on preferential RoOs was used. It was assumed that these companies are at
least eligible for using FTAs. Such companies include not only exporters and importers who
directly trade with party countries of Korean FTAs, but also producers who supply products
and inputs to exporters and importers. To improve the administration of RoOs, it was
considered meaningful to observe all companies that are motivated to use FTAs by complying
with RoOs.

In view of the constraints in the available official data on the population, studies on
firms’ use have sought for an available list of companies and participants that are utilizing
FTAs. Katsuhide and Shujiro (2008) constructed a sampling frame from the list of companies
who wish to apply for a certificate of origin. In this study, the persons applying for
certification are considered to possess relevant knowledge to answer questionnaires on the
kind of traded products applicable RoOs and FTAs. In surveying taxpayers’ complexity
perceptions, Carnes and Cuccia (1996) created a sampling frame with taxpayers who had
been a primary preparer of a return for the most recent filing. These authors focused on
identifying the participants who could evaluate the complexity involved in the compliance
process and had appropriate experience of dealing with the complexity.
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Among the Korean government agencies that have provided companies with trainings
and consultations on RoOs since 2011, The Small and Medium Business Corporation
(KSBC), Korea Venture Business Association (KOVA), and Korea Institute of Origin
Information (KIOI) provided assistance in developing the sampling frame and conducting the
survey of the present study. A private customs-consulting firm also supported the
implementation. Each conducted sampling for their own lists based on the criteria provided
by the present researcher. After excluding obsolete data and overlapping companies, the
sampling frame was constructed involving 2,600 companies. Around 80percent of population
in each list was included in the sample. Table 4.3 summarizes the population and sampling
frame of the present study.

Table 4-3 Population and sampling frame

Cluster

(%)
Population Total
Population

Sample
Size

(%)
Cluster

(%)
Total
Samples

KOVA

600

18%

480

80%

18%

KSBC
KIOI
Consulting Firm

1,600
400
650

49%
12%
20%

1,295
320
508

81%
80%
78%

50%
12%
20%

Total

3,250

100%

2,603

100%

Sample size of the surveys on the use of FTAs varies across studies. Katsuhide and
Shujiro (2008) introduce the largest survey of its kind that has been conducted by the
Research Institute of Economy, Trade and Industry (RIETI), which covered 10,953
companies in four regions in Japan. In 2006, the Chambers of Commerce and Industry in
Osaka, Kobe and Kyoto conducted a similar survey, using the sample size of 4,204. For other
surveys, sample size is not specified (Cheong & Cho, 2009; Kawai & Wignaraja, 2009a). In
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view of the constraints in the available official data on population, this study focused on
increasing the absolute sample size by utilizing around 80 percent of the sample frame and
utilized a sample size of 2,603.

4.2.4 Survey Implementation

The web-based survey was conducted from January 21 to February 21, 2013. This
was seen as appropriate as the survey collects information about the activities that took place
in 2012. KSBC, KOVA, and a private customs-consulting firm supported the implementation
of the web-based survey. KIOI assisted the implementation of the on-site survey during the
training session in late February, 2013.

After sending the initial invitation, reminders were sent twice for the web-based
survey. People who replied with their email address were excluded from email reminders.
Follow-up calls were made for 54 participants whose contact details were provided by a
private consulting firm. The web-site address for the survey was provided with a separate
email invitation. To restrict repeated responses from the same person, the survey instruments
were set to allow only one response per responding IP address. Table 4.4 provides a summary
of survey implementation.
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Table 4-4 Summary of survey implementation

Survey Invitation

Email Date

No. of Email Invitations
and Questionnaires sent

Initial Mailing

21 January, 2013

2,283

1 Reminder

28 January, 2013

2,114

2nd Reminder

4 February, 2013

2,080

On-site Survey

18 February, 2013

320

st

4.3 Measures

4.3.1 Overall Approach

The approach used in the present study to investigate the relationship between RoOs
and the use of FTAs differs from the approach of regionalism studies in that our research
observes companies, not countries. The approach of regionalism studies involves analysing
the trade data of countries and the legal text of RoOs. Weaker points of this method are that
the results can differ from the actual influences of RoOs and that the aggregated results by
countries seldom provide further understanding of the related administrative issues.

In studying the influences of RoOs on the firm level, this study adopts the general
approach of trade facilitation studies. Trade facilitation studies aim to simplify and harmonize
international trade procedures (Kleitz, 2002) and suggest that FTAs play an important role in
harmonizing the rules and standards among the party countries (Bin, 2008). Therefore, while
proliferating FTAs can boost regional harmonization of the rules (Devlin & Estevadeordal,
2004; Maur, 2008; Schiff & Winters, 2002), the hegemonic tendency of the E.U. and the U.S.
in the prolific FTAs may cause the spread of weaker discipline and upward harmonization of
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the rules at the cost of other countries (Maur, 2005). Therefore, relevant studies propose that
the influences of the rules under FTAs should be investigated based on understanding of the
industrial and administrative capacities of companies in a country (Maur, 2005, 2008). This
implies the significance of investigating the actual influences of RoOs on the firms’
operational level.

However, the approach of trade facilitation studies has some limitations with regard to
providing specific measurement for the influences of RoOs. As stated by Doherty, Hanouz,
Geiger, Lawrence, and Herrera (2010) in their recent Global Enabling Trade Report 2010,
currently available indicators for trade facilitation studies do not include the indicators for
assessing the adverse influences of RoOs. Thus, in understanding the influences on
companies’ use of FTAs, the present study relies on tax compliance studies that provide the
measures and indicators for assessing the actual influences of tax system on taxpayer
companies’ behaviour. In what follows, specific measures for each variable are described.

4.3.2 Companies’ Use of FTAs

Companies’ use of FTAs is difficult to measure, primarily because no formal data
exist, but also because a typical use activity of companies is difficult to define. The
companies’ use of FTAs has often been measured by “use rates” of FTAs published by
governments; these rates indicate the share of exports from the party countries to other party
countries that are actually granted the preferential tariff rate (Augier, Gasiorek, & Lai Tong,
2005). However, the data are not always readily available for every FTA. In assessing the use
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of FTAs, many researchers have highlighted the difficulties of measuring the actual usage of
FTAs in the absence of formal data (for example, Cadot, Carrère, de Melo, & Tumurchudur,
2006; Kawai & Wignaraja, 2009a; Manchin & Pelkmans-Balaoing, 2007a).

To estimate the actual usage of FTAs, Katsuhide and Shujiro (2008) and Kawai and
Wignaraja (2009a) surveyed exporting companies with regard to whether those companies
use FTAs. While the findings of these studies provide an in-depth account of the reasons for
not using FTAs on the firms’ operational level, they are rarely related to the issues of RoOs.
Previous studies have suggested that the influences of RoOs on the firms’ decision to use
FTAs vary largely depending on the involved companies’ industry, sourcing, and
administrative capacities (Estevadeordal, 1999; Estevadeordal et al., 2007; Estevadeordal &
Suominen, 2004). However, for simplicity, firm-level survey studies largely assume that the
RoOs use rate on the firm level is either zero or one (Cadot et al., 2006). That is, FTAs are
assumed to be used either for none or all of the involved companies’ exports. This obviously
oversimplifies the companies’ use of FTAs and does not do justice to the varying degrees of
RoOs’ influences on companies’ FTA use. According to Eland’s (1995) study on the costs of
European Common Market, due to highly globalized and rapidly changing manufacturing
procedures, it is difficult to characterize companies’ activities in utilizing preferential tariffs.
Indeed, rather than being either zero or one, it is considered that companies’ use of an FTA
varies between zero and one.

To develop a more precise measurement for companies’ use of FTAs, as well as to
relate this use to the RoOs issues, the present study focused on the documentation for the
origin of products. In trade facilitation studies, the efficiency of specific trade-related
procedures has been generally assessed based on traders’ relevant documentation procedures
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(Wilson, Mann, & Otsuki, 2005; Wilson, Mann, Woo, Assanie, & Choi, 2002). Following this
approach, this study assessed the use of FTAs by measuring the extent to which that a
company issues the certificates of origin for export of its main product(s). Therefore, both
direct and indirect export of a company was investigated. To estimate the eligibility of the
preferential tariffs at direct export, the respondents were asked to indicate applicable FTAs
for the export of their main products. For indirect export, as companies are mostly not
informed of the importing countries, the question on the eligible FTAs was not asked.
Furthermore, to analyse the usage of FTAs, for each eligible FTA of direct export, the
participants were asked to indicate the ratio of export for which they issue the certificate of
origin. For indirect export, the participants were asked to indicate the ratio of issuing the
certificate as a whole. For a more precise measurement and easier calculation of the ratio, the
respondents were requested to rate their responses on an 11-point Likert scale ranging from
“not at all” to “for all products”.

4.3.3 Restrictiveness of RoOs

“Restrictiveness” refers to the aspect of RoOs that restricts companies’ options in
global sourcing and off-shoring to encourage sourcing from and manufacturing at party
countries of an FTA (Brenton & Imagawa, 2005; Estevadeordal, 1999). In measuring the
restrictiveness, previous studies have used the restrictiveness index proposed by
Estevadeordal (1999) as an observation rule for measuring the varying degrees of
restrictiveness of RoOs. However, as Estevadeordal and co-authors (2007, p.28) warn, this
index is “a proxy and not an ideal measure for the real world effect of RoOs”.
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In measuring the restrictiveness of RoOs, the present study used the portion of “nonoriginating materials” in all imported and domestically purchased inputs as a proxy for the
restrictiveness of RoOs that a company actually confronts in using FTAs. This proxy was
selected based on the concept of effective restrictiveness of RoOs proposed by Estevadeordal
and co-authors (2007). Specifically, the authors propose that understanding the “input pool”
(of a company) is a key concept to grasp effective restrictiveness of any preferential
arrangements. The portion of inputs imported from non-parties to available FTAs restricts the
extent to which a company uses FTAs. To estimate the extent to which actual use of FTAs is
restricted under RoOs, previous studies have also explored the portion of imported inputs
(Brenton & Manchin, 2003; Manchin & Pelkmans-Balaoing, 2007a, 2007b). In the case of
domestically purchases inputs, companies generally classify inputs without the correct origin
document as non-originating material. Therefore, the portion of domestically purchased
inputs without the origin document was used as another proxy for the assessment of the
actual restrictiveness of RoOs faced by a company.

To estimate the portion of non-originating materials in all imported inputs, companies
were asked to indicate FTAs applicable for the imports of their inputs. Subsequently, the
respondents were asked to indicate the portion taken by those imports in the total imports. To
estimate the portion of non-originating materials in domestic inputs, the respondents were
asked to indicate the portion of inputs that they collected origin documents for. While it can
be admitted that, since the measurement relies on the participants’ recollection of participants,
the proxy used in the present study may have some limitations with regard to precisely
reflecting the actual influence of RoOs, it nevertheless allows for measuring the
restrictiveness of RoOs on the firms’ operational level. Having such measure was important
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in designing a firm-level survey research. In addition, similarly to the measurement for the
use of FTAs, this proxy is based on firms’ documentation procedures, which also enables an
analysis of the administrative impact of the restrictive rules.

4.3.4 Complexity of RoOs

Complexity caused by RoOs has been measured by the production and administrative
costs of companies that use FTAs (Cadot et al., 2006). In doing so, previous studies have
focused on measuring the costs based on the restrictiveness index proposed by Estevadeordal
(1999). However, as noted in Chapters 2 and 3, since the index has been developed based on
the legal text, the costs calculated based on it may differ from the real costs that RoOs impose
on companies using FTAs.

As the measurement for the influence of complex RoOs, companies’ compliance costs
were also used. However, the method of estimating the costs in the present study differs from
those used in previous research in that our study follows the methods of estimating the tax
compliance costs. Previous studies have suggested the operating costs of a tax system as the
measure for the “complexity” of a tax code. Operating costs include administrative costs of
tax authority, compliance costs of taxpayers, and costs of third party. However, among
available measures, compliance costs that amount to greater components of overall tax
operating costs, in particular, have been suggested as the meaningful summary of tax
complexity (Evans & Tran-Nam, 2010; Lewis, 1982; Slemrod, 1988, 1996, 2005).

In terms of being a perfect measure for complexity of a tax system, tax compliance
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costs also have their limitations. First, the costs are mostly estimated by the use of survey
data that involve recollection and judgment (Evans & Tran-Nam, 2010). Second, the costs do
not distinguish between involuntary costs, necessary to comply with the law, and
discretionary costs, incurred to avoid or evade taxes (Slemrod, 1996). Third, taxpayers
frequently overstate their compliance costs to influence tax policy makers (Slemrod, 1996).
However, despite these limitations, numerous tax compliance costs studies have been
conducted, as compliance costs can inform the administrative efficiency of tax administration
(Sandford, 1995a). The present study also relies on this measurement to capture the
administrative perspective on the complexity of RoOs.

Compliance costs of a tax system are generally classified into internal costs and
external costs (Sandford, 1995b). Internal costs are measured by the time spent by the
employees of a company to document the requirements under the tax law. External costs refer
to the costs for the paid assistance invested to meet those requirements. In view of this
differentiation, the respondents in the present study were asked to indicate the number of
employees and the time that those employees spent to document the origin of products in year
2012. In addition, the estimated of the costs paid for the external support in 2012 were also
requested.
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4.3.5 Uncertainty of RoOs

Understanding the uncertainty of RoOs is important in choosing the enforcement
strategy for compliance with RoOs. Studies on RoOs generally note that the uncertainty can
be caused by the difficulties in comprehending and computing the RoOs, as well as by the
ambiguous division of responsibility among importer, exporter, and producer for the liability
on faulty origin (Cantin & Lowenfeld, 1993; Commission of the European Communities,
2003; Harris & Staples, 2009; Hummels & Schaur, 2000). Therefore, knowledge on this issue
is valuable for planning the efficient allocation of customs resources between trader
assistance and trader verification, taking into account the influences on companies’ use of
FTAs. Previous studies, however, do not provide any further measurements for the influence
of uncertain RoOs.

Tax compliance studies generally consider the “uncertainty” of a tax system as a key
variable determining taxpayers’ compliance behaviours. In experimental settings, the “tax
uncertainty” has been controlled by providing information assistance (Alm et al. 2010) or by
increasing the audit provability (Slemrod et al., 2001). However, taxpayers’ perceived
uncertainty has been surveyed based on taxpayers’ opinions about relevant issues, such as
perceived consistency of audit decision or uncertainty on taxpayers’ own tax liability (Beck,
Davis, & Jung, 1991; Song & Yarbrough, 1978; Yankelovich, 1984).

In the present study, the assumption is that, when companies decide whether to use
FTAs, uncertainty is caused by the difficulties in comprehending the key information required
to comply with RoOs and the inconsistent and unpredictable verification procedure that may
follow. Adopting the approach of tax compliance studies, uncertainty is measured by
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surveying companies’ opinion about the uncertainty perceived about the key information
(such as origin calculation, tariff classification, and customs valuation). For these questions, a
7-point Likert scale was applied. To measure companies’ perceived uncertainty stemming
from the inconsistent and unpredictable verification procedure, the perceived uncertainty was
surveyed for each transaction of import, export, and manufacturing.

4.3.6 Confounding Variables

Exports of electronic equipment and devices, vehicles, chemicals, and machinery
account for 92 percent of total Korean exports (Korea Customs Service, 2013). Focusing on
these four major industries, sub-industries were categorized based on the chapter-level tariff
classification code (HS Code) that applies to companies’ main products. For the sake of
simplicity, these classifications were grouped into 20 industries following the Enterprise
Survey instrument.

Overall, 99.8 percent of Korean companies whose capital is worth USD 8 million or
less are categorized as small and medium enterprises (SMEs) (Small and Medium Business
Corporation, 2012). Following this classification, the companies were further classified,
based on the number of their employees, into large, medium, small, and micro businesses.

The inconsistent verification procedure of RoOs causes uncertainty to importers,
exporters, and manufacturers (Cantin & Lowenfeld, 1993; Izam, 2003; Manchin & PelkmansBalaoing, 2007a). To measure different influences on each transaction, the transactions of
companies in documenting the origin were also surveyed as control variables.
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4.4 Questionnaire Design

4.4.1 Questionnaire

This research provides a relatively new approach to the study of FTAs and RoOs.
Therefore, new measures of variables were applied in the survey questionnaire. Two major
steps have been taken to ensure that measures applied in the survey questionnaire are valid
and reliable. As noted in this section, the questions were developed based on existing surveys,
and the face validity of the questionnaire was checked by two phased pilot interviews.

The questionnaire used in the present study was designed based on the survey
instruments frequently employed in trade facilitation and tax compliance studies. For the
most part, the questionnaires deriving from the Manufacturing Module in the Enterprise
Survey instrument (The World Bank, 2011a) have been largely applied in the development of
questionnaires focusing on firms’ characteristics. The questionnaire of Trade, Regulations and
Taxes (The Biggest Obstacles sections) was modified to survey the specific procedures that
companies have engaged in, as well as the difficulties they have experienced. The
questionnaires for measuring “paying tax” and “trade across border” variables in the Doing
Business Survey (The World Bank, 2012) were used to investigate the specific issues in
complying with RoOs.

The final version of the questionnaire used in the present study consists of 25
questions in five sections (Sections A to E). For each section, except for the Section A that
asks about firms’ characteristics, filter questions are provided to enable the respondents to
skip irrelevant questions (see Appendix C for the questionnaire and Appendix D for its
115

English translation).

Section A of the questionnaire includes five questions: four questions asking about the
companies’ characteristics and one question for filtering manufacturing companies from
wholesale or retail companies. Section B includes ten questions. Starting from the filter
question asking whether companies are directly involved in export to FTA countries, nine
further questions survey companies’ use of FTAs in their export. Among the nine questions,
one question inquires about FTAs that are eligible for the companies’ export, and three further
address the estimation of the extent to which companies complete the documentation
procedures for the origin of their products and inputs under relevant FTAs. The ratio of
originating products and inputs by value is addressed in three further questions. These
questions were designed and modified based on the Enterprise Survey (The World Bank,
2011a), the Global Enabling Trade Report (Doherty et al., 2010), and the Doing Business
Survey (The World Bank, 2012). Two more questions are used to survey companies’ opinion
about the uncertainty of their own liability under relevant RoOs at export and manufacturing.
These questions were designed based on the Tax Attitude Survey (IRS Oversight Board, 2012)
and other survey studies on tax attitude (see Song & Yarbrough, 1978; Vogel, 1974;
Yankelovich, 1984).

Section C includes five questions about the completion of the import procedures
related to requesting the preferential tariffs under FTAs. This section was designed based on
the same survey studies as Section B. Section C includes a question asking about the eligible
FTAs, a question about the import ratio from FTA countries; a question about the ratio of
products supported with the certificate of origin; a question about the ratio that the
preferential tariffs were actually granted; and a question about companies’ opinion about the
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uncertainty of their own liability under relevant RoOs at import. These questions were
formulated to identify the extent to which relevant RoOs restrict the use of FTAs, as well as
to assess the uncertainty that importing companies encounter.

Section D includes four questions asking about the time and costs spent to document
the origin of products. Two questions ask for an estimate of internal and external compliance
costs and another question addresses the ratio of the employees’ time spent for various steps
of the procedure, such as preparation, declaration of origin, and application of preferential
tariffs. The procedures of using FTAs with RoOs were classified to pinpoint problem areas in
administration procedures. The procedures were classified following the “paying tax” section
of the Doing Business Survey (The World Bank, 2012). To modify each income tax
procedure to the procedure of using FTAs, other firm-level survey studies on the use of FTAs
were used as references (for example, Inkyo Cheong & Jungran Cho, 2009; Hiratsuka, Isono,
Sato, & Umezaki, 2008; Kawai & Wignaraja, 2009a). The classification of specific
procedures t used in the survey is specified in Table 4.5.
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Table 4-5 The classification of procedures for using FTAs employed in the questionnaire

Use Procedures

Detailed procedures

Preparation

Data gathering from internal and external sources (e.g., accounting
records) if held;
Actual calculation of the origin of products including data inputting into
software/spreadsheets or hard copy records;
Time spent maintaining / updating accounting systems for calculation
of the origin and changes in tariff rates;
Preparation and maintenance of mandatory records (e.g., domestic
suppliers’ origin declaration);
Other activities undertaken to comply with tax regulations in your
companies;

Declaration of origin

Completion of required forms;
Time spent submitting forms to Customs or Issuance authorities (if
required), which may include time for electronic data transmission,
revision, and approval;

Application of preferential
tariffs

Calculation of monthly duty payments including retroactive application
of preferential tariffs;
Time spent to apply for the preferential tariffs;
Time spent to wait for refund of duty paid.

Section E includes a question asking about the difficulties that companies encounter
when documenting the origin of their products. The question was added to verify the
influences of other variables. The specific difficulties were drawn from the firm-level survey
studies on the use of FTAs (Inkyo Cheong & Jungran Cho, 2009; Hiratsuka et al., 2008;
Kawai & Wignaraja, 2009a). Table 4.6 presents a summary for the composition of the
questionnaire.
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Table 4-6 Summary of the composition of the questionnaire

Section

Section Title
General Information

No. of
Questions
5

Purpose of Questions
References
Identifying companies’ characteristics
The Enterprise Survey (The World Bank,
2011a)

A

B

Export and FTAs

10

Identifying firms’ use of FTAs
the Enterprise Survey (The World Bank,
2011a)
the Global Enabling Trade Report (Doherty
et al., 2010)
the Doing Business Survey (The World
Bank, 2012)
the Tax Attitude Survey (IRS Oversight
Board, 2012)
studies on tax attitude (Song & Yarbrough,
1978; Vogel, 1974; Yankelovich, 1984)

C

Import and FTAs

5

Identifying the restrictiveness of RoOs
the Enterprise Survey (The World Bank,
2011a)
the Global Enabling Trade Report (Doherty
et al., 2010)
the Doing Business Survey (The World
Bank, 2012)
the Tax Attitude Survey (IRS Oversight
Board, 2012)
studies on tax attitude (Song & Yarbrough,
1978; Vogel, 1974; Yankelovich, 1984)

D

Costs of Using FTAs

4

Estimating the compliance costs of RoOs
the Doing Business Survey (The World
Bank, 2012)

E

Obstacles to Using FTAs

1

Verifying the impact of other variables
firm-level survey studies on the use of FTAs
(Cheong & Cho, 2009; Hiratsuka, Isono,
Sato, & Umezaki, 2008; Kawai &
Wignaraja, 2009)
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4.4.2 Pilot Interviews

Pilot interviews were conducted in two phases. The first phase was designed for the
directors of industry associations, professors, customs officers, and private customs
consultants working in the field of FTAs. The second phase aimed the companies that were
actually using the preferential tariffs of FTAs and were expecting to be surveyed with the
questionnaire.

Before conducting those interviews, a brief introduction to the purpose of the survey
research and draft questionnaires were sent to each interviewee. For the first-phase interviews,
the primary focus was on deciding on the level of difficulties of the questions that would be
appropriate to be properly understood by respondents, as well as on discussing appropriate
ways to increase the response rates. The interviews were conducted with three directors of
industry associations, two professors, two customs officers, and two private customs
consultants. The interviewees mostly pointed out the issues related to the readability and
length of the questionnaire, as well as the use of simple scales. For Section E that enquires
about the obstacles to using FTAs, the interviewees suggested including more cases relevant
to basic information for the calculation of the origin including Customs Valuation, Customs
Classification, and manufacturing costs.

The draft version of the questionnaire was modified in accordance with the obtained
feedback. To increase the readability, the questions in Section A (“General Information”)
were rephrased to include short sentences. The scales for the questions asking about the ratio
related with export or import amounts in Section C (“Export and FTAs”) and Section D
(“Import and FTAs”) were simplified to an 11-point scale to an easy calculation of the ratio
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ranging from 0 to 10.

The second-phase interviews were conducted with two big firms and two small and
medium sized firms. These interviews were carried out to estimate the total time for
completing the questionnaire and to identify whether the questions were easily
understandable and answerable. Before the interviews, the participants first completed the
questionnaires. It took around eight to ten minutes to complete. From the interviews, it was
evident that most of the smaller firms generally did not perform any cost-benefit appraisal of
using FTAs. On the other hand, larger firms trading with a number of countries reported
difficulties in estimating the proportion of export or import amount by FTA countries. To
avoid misleading responses, the question asking the portion of export amount by FTA
countries was eliminated; the questions for cost estimation were also simplified. To skip
irrelevant questions, the web-based questionnaire was designed to incorporate filter questions.

4.5 Analysis

The survey results were analysed using descriptive statistics, correlations, and
regression analysis. The Statistical Package for the Social Sciences (SPSS, version 19) was
used. For each variable, the central tendency of the results was analysed by FTAs, industry,
company size, as well as by export, production, and import.

Recognizing the relatively low response rates of the web-based survey (generally
below 10 percent), we have verified the non-response bias through the wave analysis. Since
the invitations to participate in the survey were sent repeatedly, the responses between the
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mailings were compared to confirm whether the responses on the key questions have changed
significantly.

The use of FTAs was analysed for both at direct and indirect export using descriptive
statistics. For the direct export, the use was analysed by FTAs. The relationship between the
use and other variables of RoOs was analysed descriptively and via using correlation analysis
(mainly, t-test or ANOVA).

In the analysis of the complexity of RoOs based on companies’ compliance cost, the
proportion of compliance cost to companies’ revenue was computed. The relationship
between compliance costs and the use of FTAs was further analysed by companies’
characteristics and their source (such as preparation, declaration, and application).
Furthermore, the aggregated compliance costs for Korean companies’ use of FTAs were
estimated based on the average compliance costs and the total number of eligible Korean
companies.

Finally, following numerous previous trade facilitation studies (for example, Wilson,
Mann, & Otsuki, 2003; Wilson et al., 2005), the factors influencing companies’ use of FTAs
were investigated by using multivariate regression (see Chapter 6 for the results of the
regression analysis).
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4.6 Chapter Summary

This chapter has described the procedure, measurement, development of the
questionnaire, and analysis methods adopted in the present study. The improvements and
limitations of each method have been discussed. In particular, a number of measurement
issues used in the present study have been explored based on previous regionalism, trade
facilitation, and tax compliance studies. Detailed accounts were provided about the actual
survey procedures, as well as pilot interviews and the questionnaire design. Finally, the
methods of the data analysis have been explained. The results of the statistical analyses are
presented in Chapters 6-7. Before the presentation of the results, in order to make the analysis
of the findings useful for both practitioners and academics, the next chapter, Chapter 5,
explores Korean FTAs and RoOs.
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CHAPTER 5:
KOREAN FREE TRADE AGREEMENTS AND RULES OF ORIGIN

5.1 Introduction

To provide a better understanding of the results of the present study reported in
Chapter 6, this chapter provides further explanation on Free Trade Agreements (FTAs) and
Rules of Origin (RoOs). In particular, this chapter summarizes Korean FTAs that have been
in effect before January 2013, when the fieldwork within the framework of the present study
has been conducted.

As described in previous chapters, the number of FTAs has skyrocketed in the past
two decades. Under the transparency mechanisms of the World Trade Organisation (WTO),
countries have notified their FTAs. As of January 2015, the total number of FTAs amounted
to approximately over 600. This chapter first starts with defining FTAs and describing the
formation of those FTAs worldwide. The movement of the Korean government in forming
FTAs is then outlined. Driving an aggressive multi-track strategy, the Korean government has
concluded, as of January 2013, eight FTAs with 45 countries. This chapter briefly
summarizes the coverage, the tariff-cut schedule, and the use rates of those Korean FTAs.

RoOs are essential parts of FTAs. However, the terms and relevant administrative
procedures vary considerably among the regimes. This chapter first provides a detailed
description of major types of RoOs and their key characteristics, as well as the major
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administrative procedures of RoOs. Then, Korean RoOs, based on Korean studies on the
Restrictiveness Index (RI), are reviewed. This chapter also includes an explanation of the
certification and verification procedures of Korean RoOs.

5.2 Free Trade Agreements

5.2.1 Definition and Types

Preferential trade arrangements, including FTAs, take a number of different forms.
The WTO classifies the preferential trade arrangements into Regional Trade Agreements
(RTAs) and Preferential Trade Arrangements (PTAs) (The World Trade Orgnization, 2015).
While RTAs in the WTO’s concept are “reciprocal trade agreements between two or more
countries”, PTAs refer to “unilateral trade preferences”. Therefore, under the transparency
mechanism of the WTO24, member countries generally classify FTAs as RTAs, while most
regionalism studies, in reference to FTAs and Customs Unions, prefer to use the term
“PTAs”(Bhagwati, 1993, 1995-1996; Krueger, 1997). Regionalism studies argue that RTAs
do not always mean agreements among regionally contiguous countries, and that FTAs means
preferential trade among a restricted number of countries. Due to the discriminatory
characteristics of FTAs, such studies frequently allude to FTAs as PTAs, even though FTAs
are not unilateral.

24

A transparency mechanism for all RTAs was established by the General Council of the WTO in
2006, which requires early announcement of RTAs from member countries.
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According to the WTO’s classification, RTAs include FTAs, CUs, Economic
Integration Agreements (EIAs), and Partial Scope Agreements (PSAs). On the other hand,
PTAs include Generalized System of Preferences (GSP) schemes, least developed country
(LDC)-specific PTAs, and other non-reciprocal preferential schemes. However, the terms
RTAs and PTAs are often used interchangeably. In the present study, the term FTAs is also
used interchangeably with PTAs or RTAs, referring to all kinds of reciprocal trade
arrangements. To explain the reciprocal trade arrangements, CUs differ from FTAs in that
CUs set common external tariffs among the parties (Bhagwati et al., 1998). While PSAs are
not defined with regard to the scope they cover, those agreements differ from FTAs in that
they only cover specific industries and product groups (Widdowson, Weppner, Yi, & Baldwin,
2014). EIAs are the agreements formed for service sectors under the GATS (Marchetti, 2011).
As of 8 January 2015, of the 397 notified RTAs, 229 are FTAs, 25 are CUs, 128 are EIAs, and
15 are PTAs. The total number of notifications of RTAs to the GATT/WTO amounts to over
600.

5.2.2 Formation of FTAs

The formation of RTAs, including that of FTAs which are the most significant form of
RTAs, has its roots in countries’ diverse geopolitical interests (Crawford & Fiorentino, 2005).
The pursuit of FTAs was first initiated by the uncertainty concerning an eventual failure of
multilateral trade negotiations (The World Trade Organization, 2007). In the kaleidoscope of
RTA formation, RTAs have not always meant agreements among geographically or regionally
contiguous countries (Krueger, 1997), such as the cases of Korea’s FTAs with Chile or with
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the European Free Trade Association (EFTA). Also, RTAs have been pursued not necessarily
sharing similar objectives across countries. Some networks have been formed for the intrinsic
value of political and economic integration of the region, while others have been formed for
the market-oriented purposes.

There have been several major players in the networks of RTAs, such as the EU, the
EFTA, and the US. Crawford and Fiorentino (2005) classify those networks as European,
Western Hemisphere, Asia-Pacific, and African. As suggested by Baldwin (2006), each
network has been expanded

with the domino effect of forming more and more FTAs. As the

ever-increasing number of criss-crossing and overlapping FTAs causes complexity in
international trade, there are signs of consolidation of existing FTAs into larger trading
arrangements in all regions of the world. Such consolidation has been attempted in all
networks of RTAs. The E.U. is the best example in this respect but also, most countries of the
Western Hemisphere are participating in forming the Free Trade Agreement of the Americas
(FTAA). In Asia, there is an idea of expanding existing ASEAN FTA to ASEAN+3 FTA,
including Japan, China, the Republic of Korea, and ten ASEAN countries, and further to
Trans-Pacific Partnership (TPP).

5.3 Korean FTAs

5.3.1 Formation of Korean FTAs

Korea FTAs cover major trade partners of Korea, such as ten ASEAN countries, the
E.U. and the U.S. During 2012, the trade with these countries accounted to 37 percent of
128

Korean exports and 32 percent of Korean imports (Bae, Kim, Keum, & Jang, 2012).

To specify the coverage of FTAs,

the first Korean FTA signed with Chile in 2004

eliminated Korean tariffs for almost all Chilean manufactured products with its effectiveness,
while the agreement excluded some 370 agricultural products from the tariff-cut. Chilean
tariffs for Korean manufactured products were eliminated in five-, seven-, or ten-year staging
categories, but refrigerators and washing machines were excluded (Bae et al., 2012). The
second Korean FTA was formed with Singapore whose tariffs for almost all products had
already been eliminated except for seven liquor products. Under the agreement, Korea was
obliged to eliminate tariffs for 91.6percent of all products in the next ten years (Ministry of
Foreign Affairs and Trade & Korea Institute for International Economic Policy, 2005).
Singapore agreed to grant zero-tariff treatment on all Korean goods as of entry into force of
the agreement. In the same year, the third agreement was formed with the European Free
Trade Association (EFTA) (Bae et al., 2012). The agreement eliminated Korean tariffs on
most industrial goods, as well as of fish and other marine products on imports from the EFTA.
In addition, EFTA eliminated tariffs on all Korean exports of industrial goods.

Since 2005, Korea has signed several agreements with ten ASEAN member countries
to form the ASEAN-Korea FTAs (AKFTA); the agreement on Trade in Goods signed in 2006.
Under this agreement, tariff-cut schedules differ between goods under the normal track and
the sensitive track. For goods under the normal track, Korea and six ASEAN countries
(Indonesia, Malaysia, the Philippines, Singapore, Thailand, and Brunei) had to eliminate
tariffs for more than 90 percent of imports by 2010. For goods under the sensitive track,
tariffs were to be reduced to 20 percent by 2012, and are to be reduced to between zero and
five percent by 2016 (Bae et al., 2012).
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In 2010, under the name of Korea-India Comprehensive Economic Partnership
Agreement (CEPA), Korea formed another type of FTA with India. The tariff-cut under this
agreement covers 89.7percent of Korean imports from India and 85.5 percent of Indian
imports from Korea. However, due to the reduction of MFN tariffs of India since 2004, the
preferential tariffs of the agreement are less beneficial than the Indian MFN tariffs of 2011,
for 68.2 percent of Indian imports from Korea (Lee, Song, & Cho, 2011).

In July 2011, Korea formed an FTA with the E.U. that covers 99.6 percent of all goods
in trade. Of these, 81.7 percent of Korean tariffs for the E.U. products were eliminated
immediately and 93.6 percent will be eliminated within five years after the agreement comes
into force (Korea Institue for International Economic Policy, 2010). Korea and the E.U.
agreed to eliminate tariffs for all manufactured products; however, Korean tariffs for 45
manufactured products are eliminated within seven years. In August 2011, Korea concluded
its seventh FTA with Peru. With this agreement, the two countries agreed to eliminate tariffs
on all goods within ten years (Kwon & Park, 2011).

The U.S. is the eighth FTA partner of Korea. The respective FTA came into effect in
March, 2012, aimed at eliminating tariffs of both countries in twelve years. With the
effectiveness, the agreement immediately eliminated 90.6 percent of Korean tariffs and 87.9
percent of the U.S. tariffs. In three years, 97.3 percent of Korean tariffs and 93.1 percent of
the U.S. tariffs will be eliminated. For Korean exports of vehicles except trucks, the U.S.
tariffs are to be eliminated in five years, while Korean tariffs on the U.S. beef will be
eliminated after 15 years (Y. G. Kim et al., 2013). Table 5.1 summarizes the key features and
coverage of Korean FTAs.
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Table.5-1 Tariff-cut schedule of Korean FTAs
FTA

Effective
Date

Tariff-Cut Schedule
Korean Tariffs

Partner Countries’ Tariffs
Chilean tariffs for Korean
manufactured products have been
eliminated in five-, seven-, or
ten-year staging categories;
refrigerators and washing
machines were excluded.

KoreaChile

April
2004

Korean tariffs on Chilean
manufactured products were
eliminated with its effectiveness. 370
agricultural products are excluded
from the tariff-cut.

KoreaSingapore

March
2006

Korean tariffs on 91.6% of all products Singapore agreed to grant zeroeliminated in ten years.
tariff treatment on all Korean
goods as of entry into force of
the agreement.

KoreaEFTA

September Korean tariffs on most industrial
2006
goods, including fish and other marine
products, are eliminated on imports
from the EFTA.

KoreaASEAN

June 2007

EFTA also eliminated tariffs on
all Korean exports of industrial
goods.

1) Normal track: Korea and six ASEAN countries (Indonesia, Malaysia,
the Philippines, Singapore, Thailand, and Brunei) eliminated tariffs on
more than 90% of imports by 2010.
2) Sensitive track: tariffs were to be reduced by 20% by 2012, and are to
be reduced to between zero and five percent by 2016.

KoreaIndia

January
2010

The tariff-cut under the agreement
covers 89.7% of Korean imports from
India.

85.5% of Indian imports from
Korea were covered by the
agreement.

Korea-EU

July 2011

95.8% of Korean tariffs on the EU’s
products are eliminated within three
years after the effective date of the
agreements.

99.4% of EU’s tariffs on Korean
products are eliminated within
three years.

Korea-Peru

August
2011

84.5% of Korean tariffs on Peruvian
products are eliminated with the
effectiveness of the agreement. 97.4%
will be eliminated within ten years.

67.9% of Peruvian tariffs on
Korean products are eliminated
with the effectiveness, and
98.9% will be eliminated within
ten years.

Korea-US

March
2012

With the effectiveness, the agreement
immediately eliminated 90.6% of
Korean tariffs. In three years, it will
eliminate 97.3% of Korean tariffs.

87.9% of the U.S. tariffs are
eliminated with the effectiveness.
Within three years, 93.1% of the
U.S. tariffs are to be eliminated.
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5.3.2 Use of Korean FTAs

FTA partner countries have rarely published formal reports on the use ratio of Korean
FTAs. Due to such difficulty in collecting the use data regarding Korean export to FTA
partner countries, the Korea Customs Service has monitored the use of FTAs based on the
number of issuance of certificates of origin by issuing authorities25. However, the same
procedure cannot be applicable for monitoring the use under the self-certification regime,
since government authorities do not involve in the issuance of certificate, and hence do not
have data showing the use of FTAs. Therefore, in many cases, the use ratio provided by
Korea Customs Service has not been considered to be accurate. Difference may exist
depending on the reports at stake. Table 5.2 shows the ratio published in 2013 by Korea
Customs Service and Korea Institute of Origin Information.

25

See Section 5.5.2 for further explanation of the administrative procedure of issuing a
certificate of origin.
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Table.5-2 The use ratio of Korean FTAs in export and import
FTAs
(Effective Date)

Export

Import

2011

2012

2011

2012

Korea-Chile FTA
(April, 2004)

-

75.2

95.8

97.9

Korea-EFTA FTA
(September, 2006)

-

79.8

55.7

61.9

Korea-ASEAN FTA
(June, 2007)

33.1

37.7

73.8

73.8

Korea-India FTA
(January, 2010)

35.8

36.2

53.6

52.7

Korea-EU FTA
(July, 2011)

65.7

81.4

47.1

66.8

Korea-Peru FTA
(August, 2011)

61.3

78.0

52.6

92.0

Korea-US FTA
(March, 2012)

-

68.9

-

61.0

Data sources: Computed by the author using data from Korea FTA Report, 2013 (Korea Customs Service
& Korea Institute of Origin Information, 2013)

Chilean customs, the only partner that announced the ratio, published the use ratio of
around 97 percent for Korea-Chile FTA during April 2004 and March 2008 (H. S. Kim &
Cho, 2010). The use ratio of other FTAs has not been equally high. Korea-ASEAN FTA has
shown a very low use ratio. Based on the records on the origin certificate, only 3.9 percent
during the first year and 2.6 percent during the second year of implementation were used (H.
S. Kim & Cho, 2010). While the ratio increased to 33 percent in 2011 (Kang, Lee, Lee, & Oh,
2011), it is still very low. The ratio of Korea-India CEPA is also relatively low, around 36
percent. Korea-EU FTA and Korea-US FTA reported a moderate level of the use ratio. KoreaEU FTA has been used by around 61 percent (Kang et al., 2011); around 41 percent has been
used in the first year of implementation of the Korea-US FTA (Y. G. Kim et al., 2013).
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Previous studies have debated the impact of these eight FTAs on Korean exports and
imports. In general, prior research has shown that Korean FTAs have contributed to increase
Korean exports and imports with partner countries (Bae et al., 2012). In contrast to the
influence of such FTAs on the export sector, the influence on imports was statistically
significant. However, previous studies have suggested that the tariff-cuts through these FTAs
cannot explain the increase, since many of them are not fully used by companies. Therefore,
it has been suggested that the impacts of FTAs should be analysed based on thorough
understanding on firms’ use of FTAs.

5.4 Korean FTAs and Korean Industries

To better understand Korean FTAs, this short section briefly summarizes Korean
imports and exports with FTA partner countries during 2012. The trade with these countries
accounts for 41 percent of Korean exports and 34 percent of Korean imports. In trade with
the ASEAN countries, the U.S. and the E.U. account for the most significant proportion of
Korean imports and exports, while the trade with Chile, EFTA, and Peru represents a smaller
portion of Korean international trade. Table 5.3 shows the detailed figures of the trade for
each country.
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Table 5-3

Import and Export to FTA Partner Countries in 2012

FTA

Export
(USD 1,000)

% of All
Export

ASEAN

79,145,169

14%

The U.S.

58,524,559

11%

The E.U.

49,370,825

9%

Singapore a

22,887,919

4%

India

11,922,037

2%

Chile

2,469,337

0%

EFTA

1,494,923

0%

Peru

1,472,617

0%

FTA Total

204,399,467

37%

Korea Total

547,869,792

100%

Import
(USD 1,000)
51,977,288
43,340,962
50,374,026
9,676,408
6,920,826
4,676,463
7,713,240
1,639,407
166,642,212

% of All
Import
10%
8%
10%
2%
1%
1%
1%
0%
32%

100%
519,584,473
a
Korea-ASEAN FTA also covers the trade with Singapore and the trade amount with Singapore is
shown here for reference. The amount is not included in the total amount.
Data sources: Computed by the author using data from FTA Portal, FTA Statistics,
Korea Customs Service http://www.customs.go.kr/kcshome/site/index.do?layoutSiteId=engportal

As Korea’s major industries, the exports of electronics, transport machine, chemicals,
and machinery account for 58 percent of exports to FTA countries and 52 percent of import.
The portion of total trade of those major industries differs from that of total Korean trade.
Exports of electronic equipment and devices, vehicles, chemicals and machinery accounted
for 92 percent of total Korean exports in 2012 (Korea Customs Service, 2013). For the
electronics industries, 18 percent of their exports were to FTAs countries with 12 percent for
the machinery industry. The exports of the other 16 industries represent about 42 percent of
all the exports to FTA countries. Table 5.4 indicates the extent of exports and imports of
major industries to FTA countries in 2012.
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Table 5-4 The Exports and Imports of Major Industries to FTA Partner Countries in 2012

Industry
Electronics
Transport Machine
Chemicals
Machinery
Others

Export
(USD 1,000)
37,328,021
30,973,428
25,494,612
24,531,046
86,072,358

(%)

Import
(USD 1,000)

18%
15%
12%
12%
42%

21,843,774
5,990,966
34,734,513
23,853,984
80,218,976

(%)
13%
4%
21%
14%
48%

Total

204,399,465
166,642,213
Data sources: Computed by the author using data from FTA Portal, FTA Statistics,
Korea Customs Service http://www.customs.go.kr/kcshome/site/index.do?layoutSiteId=engportal

99.8 percent of Korean companies are categorized as Small and Medium Enterprises
(SMEs) having capital worth USD 8 million or less

26

. However, the export of goods

manufactured by SMEs only accounts for less than 20 percent of total Korean exports (Korea
Statistical Information Service, 2012). Table 5.5 summarizes the export by firm sizes.

26

The Small and Medium Business Administration has changed the criteria for Small and
Medium sized Enterprises (SMEs) in 2013. The criteria applied in this dissertation bases on
that before the change. The criteria differ by manufacturing industry and service industries.
The criteria applied bases on that of manufacturing industry.
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Table 5-5 Exports of Large Firms and SMEs

Exports

Large Firms
(USD 1,000 , %)
444,046,533

SMEs
(USD 1,000 , %)
102,872,021

Total Export
(USD 1,000 , %)
547,869,792

Percent
81%
19%
100%
Data sources: Computed by the author using data from Korea Statistical Information Service
http://stat2.smba.go.kr/index.jsp

One of the characteristics of these smaller companies in Korea is that they are
normally involved indirect exports (Joo, 2013). In this regard, by supplying the inputs and
intermediary goods to larger firms, they are indirectly involved in exports to FTA partner
countries. Even though SMEs are not direct exporters, they are often required to provide local
certificates of origin (or domestic origin declaration) to the exporters when requested.

5.5 Rules of Origin

5.5.1 Preferential Rules and Non-Preferential Rules

In applying trade policy measures, such as antidumping and countervailing duties, as
well as safeguard measures, determining the originating country of imported product is
required not only for preferential purposes, but also for non-preferential purposes. In addition,
the origin of a product is required for marking and statistics. The Rules of Origin (RoOs) are
applied in such procedures and they are classified either as preferential or as non-preferential.

Under preferential arrangements, RoOs play a role of ensuring that only goods
originating in participating countries enjoy preferences (Brenton & Imagawa, 2005). The
rules are essential in administering the use of preferential tariffs by preventing trade
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deflection (i.e. the redirection of products from non-party countries through party countries to
avoid customs duty payments. RoOs define the scope and procedures of giving preferences,
being considered as integral parts of FTAs in offering or in restricting preferences among
countries. Therefore, previous studies have suggested that RoOs under FTAs, including
arrangements for their implementation and verification, should strike a balance between the
objective of facilitating trade and that of preventing trade deflection (Harris & Staples, 2009;
Izam, 2003; Widdowson et al., 2014).

With regard to non-preferential RoOs, the General Agreement on Tariffs and Trade
(GATT) and the World Customs Organisation (WCO) have established a harmonized rule
under the International Convention on the Simplification and Harmonization of Customs
Procedure (the Revised Kyoto Convention). As the rules are the first international standards
that can be applied to determining the origin, the convention has been adopted as a model in
establishing preferential RoOs by countries, (Brenton & Imagawa, 2005). Under the
convention, while countries are still free to use any one or combination of the rules, RoOs
under most FTAs have been established based on the basic criteria of the rules.

5.5.2 Produce Specific Rules

RoOs, both preferential or non-preferential, fall into two major categories: productspecific rules (PSR), applied for industry sectors, and general rules (GR), applied regimewide (Estevadeordal & Suominen, 2004). Regarding the former category of rules, the
International Convention on the Simplification and Harmonization of Customs Procedure (the
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Revised Kyoto Convention) provide two major methods to determine the origin of products.
Firstly, the wholly obtained rule is applied in cases when a product is produced in one
country or does not contain imported inputs, that is, where a single country is determined as
the origin of the product. The wholly obtained rule applies mainly to the commodities and
‘natural’ products that have been entirely grown, harvested, or extracted on the territory of the
country. Secondly, in cases where more than one country is involved in the production of a
product, the rule is satisfied by proving that a particular product has undergone sufficient
working or processing in party countries to a FTAs. The substantial transformation rules are
further classified into three major categories: change of tariff classification (CTC), valueadded (VC), and specific manufacturing process (TECH). The product-specific rules are
defined by applying one of the three methods or by combining two of them.

A change in tariff classification (CTC) criteria can be met by proving a change in the
tariff classifications between the manufactured good and its inputs. Such criteria have been
established based on the Harmonized System (HS)27. The criteria may require a change at the
chapter (two digits of the HS code), at heading (four digits), or at sub-heading (six digits).
The criteria have been considered a clear, unambiguous, and easy way of determining the
origin (Brenton & Imagawa, 2005). Nonetheless, several difficulties exist in applying the
criteria for the origin determination in practice. First of all, the HS code was not designed for

27

With “the International Convention on the Harmonized Commodity Description and Coding
System and its Annex (often called as the HS Convention)”, member countries of the World Customs
Organisation (WCO) classify internationally traded goods based on the Harmonized System (HS)
codes. Under the HS Convention, the member countries base their tariff schedules on the HS codes.
The six digits of the codes are internationally harmonized. The first two digits are called chapters, four
digits are headings, and six digits are sub-headings. The classifications are narrowed down as chapters
proceed from chapters to headings and sub-headings.
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the purpose of determining the origin. Therefore, in certain cases, the change in the HS codes
may have nothing to do with the substantial transformation. In other cases, the change in the
codes does not occur, even if the manufacturing of a product has substantially transformed
the inputs. Second, the HS codes are far from being a perfect classification system. The
classification has constantly been updated to keep up with the rapid technical developments.
Countries do not always adopt the same version of the classification system and the
interpretations on the classification may not be always uniform across different Customs
administrations, which often results in disputes. Any criteria based on the classification,
therefore, may lead to a considerable uncertainty for exporters and producers in determining
the origin of products.

The value-added (VC) criterion requires that the product includes a certain minimum
level of local content value or, alternatively, includes the imported content below a certain
level. The criterion has been defined in three different forms. First, a Regional Value Content
(RVC) rule is a form requiring the minimum percentage of value that must be added in the
countries party to an FTA. Second, the Import Content (MC) rule requires the product to
include the imported contents below a certain ratio. Third, the value of parts (VP) rule
requires the product to include a minimum percentage of originating parts out of the total.
While the value-added criterion is considered to be a precise and simple way to determine the
origin, difficulties may arise in calculating the value of non-originating inputs. Under this
criterion, calculating numerous purchase records of inputs and manufacturing costs often
requires an expensive ERP system, which leads to an increase of the total costs of trade.
Besides the cost issue, this criterion also causes complexity due to the issues in valuing
materials. Inputs are purchased based on the various payment terms, such as ex-works, FOB,
140

CIF, and so forth. In calculating the value of inputs various cost factors should therefore be
considered. In addition, the price of inputs often fluctuates depending on market situation,
which adds more complexity to calculating the origin.

Technical requirement criterion (TECH) requires that the product undergoes certain
manufacturing or processing operations that confer origin. The criterion is frequently defined
for textile and clothing products. Once defined, this criterion provides a clear and
unambiguous guide to determine the origin of a product. However, the documentary
requirements under this criterion are often so burdensome that exporters and producers can
rarely prove their compliance with it. The specific processing that the criterion requires
cannot be easily recorded in the accounting system.

5.5.3 General Rule

FTAs also include general RoOs (GR) that can be applied regime-wide. The GR
comprise diverse rules, including the de minimis rule, the roll-up principle, cumulation,
outward processing. The de minimis, or tolerance rule allows the inclusion of a certain
percentage of inputs not meeting CTC or TECH criteria. For example, even if some inputs of
a product do not meet CTC criteria, an origin status can still be granted if the portion of such
inputs does not exceed a certain percentage.

The roll-up, or absorption principle is applied under the VC criterion. Once an input
has acquired the origin status by satisfying the RoO, at the subsequent transformation, all
value of the input is allowed to be counted as originating. Consider an example of an input
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whose regional content is around 50 percent of the total value. The input can satisfy the VC
criterion requiring 40 percent of the regional content value. Even if the input includes 50
percent of imported contents, all value of the input is counted as originating at the calculation
of origin for the subsequent transformation.

The cumulation rule allows imported inputs from the parties to FTAs being treated as
being of the domestic origin. The rule has three different types: bilateral, diagonal, and full.
Bilateral cumulation is applied between two parties at an FTA. On the other hand, diagonal
cumulation is applied for the regions such as the E.U. and the EFTA so that inputs imported
from anywhere in the region that satisfy the relevant RoOs can be counted as originating
materials. Full cumulation is applied for the countries using the same set of RoOs. Under the
cumulation method, any processing activities of party countries conducted in any place of the
region satisfy the relevant RoOs regardless of whether the product has undergone a
substantial transformation. Full cumulation expands the geographical and product coverage
of a preferential arrangement. However, full cumulation is rarely observed. According to
Estevadeordal and Suominen (2004), only eight out of 87 PTAs in 2002 have employed full
cumulation.

Outward processing allows the products originated in FTA partner countries to be
processed abroad and, when they come back to the territory of partner countries, duty has to
be paid only on the value added abroad. Without this rule the on import of a product back into
the FTA partner countries, customs duty would have to be paid on both the product and on the
value added abroad. This is of a particular interest for Korean FTAs; certain FTAs including
Korea-EU FTA include provisions for outward processing at the Gaeseong Industrial
Complex in North Korea.
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5.5.4 Administration of RoOs

The resources on the administration of preferential RoOs are very limited (Brenton &
Imagawa, 2005). Administration of RoOs involves both private actors as well as the public
sector (Harris & Staples, 2009). Customs are typically responsible for the administration,
including documentation, record keeping requirements, and all the procedures associated with
proving and verifying the origin.

The administrative requirements also vary across RoOs. The certifying methods differ
largely between the E.U. RoOs regime and NAFTA. The EU’s RoOs provide a two-step
certification system: certification of origin by the exporting country government or by a
sectoral umbrella organisation. “Approved exporters” who are authorized by the customs can
use self-certification. NAFTA and other FTAs of the U.S. also rely on self-certification,
where exporters or producers can issue the certificate by using a simple statement shown on
the commercial invoice or some other documents. As such, the ways certifying the origin
differ by regime. While some use specific forms, others employ a simple statement on the
origin status of the products.

Under the self-certification, producers, exporters, or importers can issue the certificate.
As outlined in previous sections, the criteria of RoOs require information on manufacturing
of a product, such as inputs’ value, tariff classification, and the specific processing of the
product. Therefore, in determining the origin, exporters or importers should rely on the
information provided by the producers. Whoever issues the certificate, is responsible for
proving the accuracy of their origin determination. Such responsibility of issuers commonly
includes a requirement for record keeping. Therefore, issuers of the certificate should
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maintain the relevant documents for a certain period of time.

Since exporters are not directly involved in manufacturing inputs, in determining the
origin of products, exporters are required to ask suppliers of inputs to provide relevant origin
information for such inputs. The Korean government has provided a form, called a local
certificate of origin, or domestic origin declaration to enable firms to provide information in a
uniform manner for the purpose of origin determination. The forms are required for
originating inputs in calculating the origin.

Customs of the importing country, which grant preferential access, initiate the
verification of the accuracy of the origin. However, the procedure can take two different
forms: direct verification and indirect verification. Under direct verification, customs of the
importing country may directly conduct the origin verification on exporters or producers in
the exporting country. The verification can be carried out either through requesting exporters
and producers to provide necessary information or through visiting producers and exporters
in the exporting country. On the other hand, indirect verification is mostly conducted by
customs in the exporting country. Once customs in the importing country considers that the
certificate of origin does not meet the substantive requirements of RoOs, this is reported to
customs in the exporting country. Furthermore, the Customs administration of the exporting
country conducts any required verification of exporters and producers.
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5.6 Korean RoOs

5.6.1 Diversity and Restrictiveness of Korean RoOs

While Korean studies on RoOs have recently increased, the overall research in this
area is still in its early stage, and the majority of the findings on Korean RoOs have been
published as government reports. Relevant studies mostly focus on the FTAs that have been
initiated earlier, including Korea-Chile, Korea-Singapore, Korea-EFTA, Korea-ASEAN, and
Korea-US FTA. Even though Korea-US FTA was concluded later in 2012, previous studies
often included its RoOs due to the importance of the U.S. export market.

Korean FTAs have diverse RoOs. For example, each of the classified 5,224 products28,
except for nine products, has more than one RoO(H. S. Kim, Cho, Cheong, & Kim, 2008).
Around 76 percent of the products have more than three different RoOs and 24 products have
five different RoOs under the five FTAs. Korean RoOs show an average of 4.6 of
restrictiveness on the 7-point scale of Estevadeordal’s (1997) Restrictiveness Index. A large
part of the rules is defined based on the Changes in Tariff Classification (CTH) rules, the RI
of which is 4 and which are the most frequently used rules. The heavy reliance on the CTH
rules contributed to rating the average restrictiveness of Korean RoOs between RI 4 and 5.
Table 5.6 provides a summary of the average RI and the use of CHC rules under Korean
FTAs.

28

The number of products counted is based on the six-digit tariff classification codes.
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Table 5-6

Restrictiveness index and the use of change in tariff classification rules
KoreaChile

KoreaSingapore

KoreaEFTA

KoreaASEAN

KoreaUS

Avg. RI

4.82

4.59

4.59

4.53

4.45

Rules based on CTH

99%

99%

86%

90%

98%

CH Rules

59%

73%

76%

78%

49%

Data sources: Korea's FTA Rules of Origin: Review and Future Strategy (H. S. Kim et al.,
2008, p. 134)
However, the restrictiveness of Korean RoOs and the use of FTAs do not significantly
correlate with each other(H. S. Kim et al., 2008). For example, while the RI of commodities
products is generally very high, the preferential tariffs of those products are mostly used for
Korean imports. Similarly, despite the high level of RI, the preferential tariffs of the
processed commodities products have mostly been used. Table 5.7 provides detailed data for
the RI of Korean major industries and the utilization ratio. As shown in the table, despite the
low level of RI, the usage rates for the Korea-ASEAN FTA are relatively low.

Table 5-7 Restrictive indices and the utilization ratios of Korean major industries

Chile
RI

Singapore

U. Ratio

RI

U. Ratio

EFTA
RI

ASEAN

U. Ratio

RI

U. Ratio

Chemical

3.98

87.1 4.13

34.6 4.02

63.3 3.99

45.2

Vehicles

4.39

0 4.68

44.6 4.03

80.4 4.33

10.7

Machinery

4.22

98.3 4.07

6.7 4.17

23.7 3.99

26.7

Electronics

4.05

17.6 4.08

17.1 3.85

27.5

0

4

Total
4.82
90.5 4.59
29.8 4.59
43.2 4.53
27
Data sources: Korea's FTA Rules of Origin: Review and Future Strategy (H. S. Kim et al., 2008, p.
165)
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5.6.2 Certification and Verification under Korean RoOs

Depending on the certifying entity, the certification procedure of Korean RoOs can be
classified into two different categories. Under Korea-Singapore, Korea-ASEAN, Korea-India,
and Korea-EU FTA, an official body or a designated private umbrella entity, such as customs
or the Korea Chamber of Commerce, has the authority to certify the origin at the request of
exporters or producers. Korea-EU FTA provides an alternative method of relieving the
documentary requirements of RoOs. For exporters authorized as “Authorized Exporters”,
most parts of the checks on documentation are relieved. As of September, 2011, 82 percent of
eligible exporters were authorized under the regime (S. O. Kim, 2013). Korea-Chile, KoreaEFTA, Korea-Peru, and Korea-US FTAs allow exporters or producers to issue the
certification. In the case of Korea-US FTA, importers can also issue the certificate.

The certification procedures for both categories require a huge amount of documents,
including a complete list of all materials used in the production, the breakdown of
manufacturing costs, production flow charts, and a company’s profile. No previous Korean
study has assessed the average time consumed to issue a certificate of origin. Malaysian and
Philippine certification procedures that have documentary requirements similar to Korea can
suggest a rough estimation of the time, namely, ca. 5-7 days (Medalla & Yap, 2008). During
2012, Korean issuing authorities issued 96,397 certificates of origin whose value amounts to
5.6 percent of total export amounts (S. O. Kim, 2013). No further accounts are available as
for companies’ compliance costs of providing the appropriate documentation for the
certification procedure. In addition, neither studies nor reports provide relevant information
about the number of certificates issued by companies based upon “self-certification” under
Korea-Chile, Korea-EFTA, Korea-Peru, and Korea-US FTA.
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According to a common consensus, the verification procedures of FTAs are often
decided considering the certification procedures (Cho & Kim, 2011). If a government
authority, such as customs of the exporting country, involves in the certification procedures
under an FTA, the verification procedure of the FTA is designed assuming that the authority
of the exporting country can conduct verification with their existing records on the
certification. Thus, the verification is conducted through the government authority of the
exporting country at the request of the importing country. If exporters or producers issue
certificates under the self-certification regime, the support of the exporting country is not
provided. Thus, the Customs authority of the importing country undertakes the verification
directly with exporters or producers. With some exceptions, overall verification procedures of
Korean FTAs have been designed based on such considerations. For Korea-Chile, Korea-Peru,
and Korea-US FTAs that rely on the self-certification regime, the Customs authority of the
importing country performs the verification directly with exporters and producers. By
contrast, the Customs authority of the exporting country conducts the verification for the
remaining five FTAs whose certification procedures are partially or fully completed by the
government authority of the exporting country. Table 5.8 summarizes the certification and
verification procedures.
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Table 5-8

Origin certification and verification procedures of Korean FTAs

FTA

Issuing Authority
for Origin Certification

The Country
Conducting Origin
Verification

Korea-Chile FTA
Korea-Singapore FTA
Korea-EFTA FTA
Korea-ASEAN FTA
Korea-India CEPA
Korea-EU FTA
Korea-Peru FTA
Korea-US FTA

Exporters or Producers
Official Bodies1)
Exporters or Producers
Official Bodies
Official Bodies
Authorized Exporters
Exporters or Producers
Exporters or Producers

Importing country
Exporting country
Exporting country
Exporting country
Exporting country
Exporting country
Importing country
Importing country

1)

Customs and the Korea Chamber of Commerce and Industry

The government reports on the origin verifications are not fully publicized and are
thus only available for the verifications conducted by the Korea Customs Service (KCS). In
the period from January 2007 to September 2011, KCS has conducted 92 verifications of the
origin of the imported products and audited 2,075 certificates of origin (S. O. Kim, 2013).
KCS have also undertaken 78 verifications at the request of FTA partner countries and
audited 268 certificates of origin. No report is available for the verification conducted by
other countries directly with Korean exporters and producers. Throughout the government
reports, the importance of minimizing the administrative and compliance costs of undertaking
the verification is frequently noted, but no further accounts are rendered. Table 5.9
summarizes the number of origin verifications that KCS has undertaken since 2007.
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Table 5-9

Origin verification of Korea customs service

No of Origin Verification
Imports
Exports

Cases

2007

2008

2009

2010

2011

Total

7

16

27

23

19

92

98

293

245

735

704

2,075

Cases

7

7

7

8

49

78

Certificates

9

23

41

89

106

268

Certificates

5.7 Chapter Summary

This chapter has outlined the main characteristics of FTAs and RoOs and the major
features of Korean FTAs and Korean RoOs. The types of preferential arrangements are
diverse. The formation of such arrangements roots in geopolitical interests of countries and is
proliferating. The Korean government has relatively late joined the movement of forming
FTAs. However, Korea FTAs provide a comprehensive coverage regarding their tariff-cut
schedules. There is a general consensus about the contribution of those FTAs to the creation
of trade with Korea’s FTA partner countries. However, as the preferential tariffs under those
FTAs are mostly underused, the contribution of tariff-reduction is questionable. Little has
been done to explore the influence of RoOs on such underuse.

Korean RoOs are mostly known to be diverse. The relationship between this diversity
and underuse of RoOs has not been explored yet. Relevant Korean studies suggest that no
correlation or pattern has been found regarding the relationship between the restrictiveness
indices of Korean RoOs and the use of FTAs. Origin certification and verification of the
Korean government is increasing; however, the administrative implications of the increase
have not yet been explored either in the context of administrative implications.

150

To conclude, many aspects of Korean FTAs and RoOs have not yet been thoroughly
investigated. Chapter 6 provides some tentative findings on these aspects. Furthermore, based
on these findings, Chapter 7 provides their further analysis.
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CHAPTER 6: RESULTS

6.1 Introduction

This chapter presents the findings obtained from the firm-level survey. After
summarizing the response rates of the survey, the chapter then outlines the general profile of
the companies that responded to the survey. The chapter focuses on the presentation of
descriptive statistics on companies’ usage of Free Trade Agreements (FTAs), as well as the
restrictiveness, complexity, and uncertainty that companies encounter when applying RoOs.

In summarizing the results, it is important to remember that this study was undertaken
at the company level, rather than at country level. The key purpose of firms’ analysis
undertaken in the present study is to deepen our knowledge about facilitating and, at the same
time, regulating firms’ behaviours of using FTAs. Therefore, the chapter explains the findings
based on the results on the firm level and describes the results from an administrative
perspective.

Korean companies’ use of FTAs was assessed in terms of company size, industry, and
types of transactions (direct/indirect export and import). Other aspects of RoOs, specifically,
their restrictiveness, complexity, and uncertainty, were also explored. In particular, the
restrictiveness of RoOs was highlighted by industries. The complexity of RoOs was analysed
through examining the compliance costs incurred by companies in using FTAs. The estimates
of these costs cover gross compliance costs that were analysed based on company size.
Uncertainty was analysed across different types of transactions. The findings on FTA usage

and aspects of RoOs discussed in this chapter provide a basic understanding of each variable
examined in the present study. Based on the findings in this chapter, the next chapter will
discuss how each of the variables interrelated with the others.

6.2 Response Rate

The web-based survey was sent to 2,095 companies in January and February 2013. A
total of 302 companies answered the questionnaire, an overall response rate of 14.4 percent.
The response rate from the on-site survey at the Korea Institute of Origin Information was
higher, at around 23 percent, while the average response rate from on-line surveys was
around 14.6 percent. Seven incomplete questionnaires were excluded from the analysis,
leaving the total number of companies providing usable responses as 295. Table 6.1
summarizes the response rates from each survey.

Table 6-1 Response rates in the surveys
Source

Sample Size

KOVA
KSBC
KIOI (On-Site Survey)
Private Consulting Firms
Total

500
995
300
300
2,095

Responses Incomplete Usable
Response
Responses Responses Rates (%)
77
6
71
14.2
94
1
93
9.3
70
70
23.3
61
61
20.3
302
7
295
14.1

Data sources: Computed by the author using survey data

Section 4.2.3 provides a summary of the data collection procedures of this research.
To ensure more representative samples, following the method of a past study (Eland, 1995),
the survey was been conducted for attendees at government training programs. In doing so,
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KOVA, KSBC, KIOI, a consulting firm was involved in the survey implementation. Due to
reinforcement of the Korea Information Protection Law, government agencies maintaining
the relevant attendee list are prohibited from disclosing such lists. Therefore, to collect the
data, responsible persons at each organization sent an invitation to the web-based survey to
the attendees. The number of people in the sample frame is calculated based on the estimation
of each organization.
As for KIOI that provide trainings, the first sample frame was constructed based on
their registered attendee list. However, due to some cancellations and exclusion of students
from the list, the final sample frame included 320, but later the number was reduced to 300
people who actually attended the training.

For the web-based survey that had initially the sample frame of 2,283, excluding
some overlapping, incomplete, and returned addresses, the total sample frame finally totalled
1,795.

Table 6-2 Response Rates of the Survey

Gross Sample Frame
(-) Out of frame1)
(-) Unusable Responses
Net Sample Frame
Usable Response
Usable Response rates
1)

Web-Survey On-Site Survey Total
2,283
400
2,683
488
100
588
7
0
7
1,795

300

2,095

225

70

295

13%

23%

14%

Web-Survey: incomplete data, changes in responsible persons, ceased businesses
On-site Survey: cancellation, students, no-show
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6.3 Non-Response Bias

TA low response rate can be significant because it could possibly infer a non-response
bias. To check whether the survey results are significantly influenced by the non-response bias, a
wave analysis was conducted. The wave analysis is the most common type of method to

investigate the presence of a non-response bias in survey results (Armstrong & Overton,
1977). “Wave” refers to the response generated by different periods of times. Responses in
later waves are regarded as being similar to that of non-respondents.

For the purpose of wave analysis, survey responses except for those from on-site
survey at KIOI were grouped into three waves: those replies received after the initial emailing but before a first reminder; the replies received after the first reminder but before a
second reminder; and the replies received after the second reminder. The responses from an
on-site survey at KIOI were categorized as wave four to be briefly compared with the
responses from on-line survey. Table 6.3 summarizes the number of responses by different
waves.

Table 6-3 Number of responses by waves
Wave

N

Percent

1

128

43.4

2

52

17.6

3

45

15.3

4 (On-Site Survey)

70

23.7

Total

295

100.0

For the purpose of assessing the presence of non-response bias, the analysis was
conducted focused on the responses from wave one to wave three that were received during a
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different period of time. Using Chi-square and one-way analysis of Variance (ANOVA), a
comparison was made between the results of key variables to investigate whether the responses
changed significantly among waves.

The Chi-square analysis was first conducted to explore the difference between results
of wave four and those of other waves with regard to categorical variables that are FTA Use,
Restrictiveness, and Uncertainty. All the results did not differ significantly; for FTA Use, 2
(10, N = 295) = 14.71, p = .14; for restrictiveness, 2 (10, N = 233) = 7.10, p = .72; for
uncertainty, 2 (6, N = 259) = 6.97, p = .32.

The results from wave one to wave three were then analyzed for the results on FTA
Use, restrictiveness, complexity, and uncertainty using one-way ANOVA. There was no
significant effect for non-response bias; for FTA Use, F(2, 222) = 1.40, p = 0.25; for
restrictiveness, F(2, 172) = 0.38, p = 0.685; for complexity, F(2, 144) = 1.36, p = 0.26; and
for uncertainty, F(2, 190) = 1.01, p = 0.36. A Chi-square analysis was conducted for the
responses from wave one to wave three to investigate differences in the results for all
categorical variables including company size, industry, transactions, FTA use, restrictiveness,
and uncertainty. The results also revealed no significant influence of non-response bias;
company size, 2 (16, N = 225) = 23.22, p = .11; for industry, 2 (32, N = 225) = 29.36, p
= .60; for transaction, 2 (6, N = 225) = 1.77, p = .94; for FTA Use, 2 (20, N = 225) = 16.88,
p = .66; for restrictiveness, 2 (20, N = 175) = 14.43, p = .81; for uncertainty, 2 (12, N = 193)
= 8.92, p = .71. As the results of wave analysis revealed, no significant effect of non-response
bias exist at the responses from the survey of this research.
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6.4 General Profile of the Respondent Companies

The general profiles of the companies that responded to the survey are provided in
Table 6.4. The table primarily summarizes the findings obtained through Section A of the
survey29. Additionally, companies were asked whether they were involved in export or import
from FTA partner countries in year 2012.

The Small and Medium Enterprise Act of 2013 set the criteria for classifying small
and medium enterprises (SMEs)determining that the threshold was set as having capital
worth below 8 billion Korean Won, (around USD 8 million)30, or companies with fewer than
300 employees. The largest number of responses, 38.3 percent, came from the companies
with more than 30 and fewer than 99 employees. The companies with 10-29 employees
accounted for 20.3 percent, and the companies with over 300 employees accounted for 19.3
percent. The companies with fewer than nine employees accounted for 16.3 percent, and the
responses from the companies with 100-299 employees were the lowest, at 5.8 percent.
Companies with fewer than 300 employees represented over 80 percent of all respondent
companies.

29

See Appendix D.
The exchange rate of Korean Won to USD
in 2012 was 1,070.6 Korean Won. For a brief estimate of the status, the Small and Medium Business
Administration applies the exchange rate of 1,000 Korean Won for 1 USD.
30
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Table 6-4 General profiles of the companies
Characteristics
Capital

No. of Employees

Revenue of 2012
(USD1,000)

Industries

Transactions
with
FTA partner
Countries a

>USD80M
≤USD80M
> 300
100 ~ 299
30 ~ 99
10 ~ 29
≤ 9
<500
≥500 ~ <1,000
≥1,000 ~ <5,000
≥5,000 ~ <10,000
≥10,000 ~ <30,000
≥30,000 ~ <40,000
≥40,000 ~ <100,000
≥100,000 ~ <500,000
≥500,000
Machinery and equipment
Transport machines
Electronics
Chemicals
Others
Indirect Export

N
90
205
57
17
113
60
48
26
15
51
38
48
17
33
30
37
52
50
35
24
134
148

percent
30.5
69.5
19.3
5.8
38.3
20.3
16.3
8.8
5.1
17.3
12.9
16.3
5.8
11.2
10.2
12.5
17.6
16.9
11.9
8.1
45.4
50.2

Direct Export
Domestic Purchase
Import
Total

209
216
159
295

70.8
73.2
53.9
100.0

a

Multiple transactions
Data sources: Computed by the author using survey data

Based on the Small and Medium Enterprise Act criteria, 246 companies, or 83 percent,
were classified as SMEs. This high proportion emphasizes that SMEs represent the majority
of companies in the Korean manufacturing industry. The number of companies by capital
worth and the number of employees are shown in Table 6.5.
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Table 6-5 The companies’ capital worth and number of employees

No. of
Employees

> 300

Capital
>USD80M ≤USD80M
49
8

100 ~ 299
30 ~ 99
10 ~ 29
≤ 9

Total

Total
57

6
29
4

11
84
56

17
113
60

2
90

46
205

48
295

Data sources: Computed by the author using survey data

Companies were also asked about their revenue in 2012. The scale of revenue was
based on the data published by the Ministry of Employment and Labor in 2012 in its Industry
Labor Costs Survey (Ministry of Employment and Labor, 2012). About 50.4 percent of the
surveyed companies indicated that their annual revenue was below USD 30 million. The
revenue varied by companies for all ranges, with 39 companies indicating that their annual
revenue was over USD 500 million.

Industries were classified under 20 different categories based on the criteria of the
Manufacturing module of the Enterprise Survey (The World Bank, 2011a). Participating
companies traded in various products covering most of available industry classifications;
however, none of the companies traded in tobacco or refined petroleum products. The
majority of companies belonged to the machinery, electronics, transport machine, and
chemicals sectors, reflecting the general composition of the Korean industry. Over a half of
the companies, 54.6 percent, traded in such products. Table 6.6 provides the details on
companies’ industries.
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Table 6-6 Companies’ industries
Machinery and equipment

N
52

%
17.6

Transport machines

50

16.9

Electronics

35

11.9

Chemicals

24

8.1

Food

21

7.1

Plastics & rubber

17

5.8

Fabricated metal products

17

5.8

Textile

11

3.7

Basic metals

8

2.7

Precision instruments

6

2.0

Leather

5

1.7

Recorded Media

5

1.7

Non-metallic mineral products

5

1.7

Garments

2

.7

Wood

2

.7

Paper

1

.3

Furniture
Others

1

.3

33

11.2

Data sources: Computed by the author using survey data

In using FTAs, the companies were involved in different types of transactions,
including indirect and direct export, domestic purchase, and import. To identify export types,
the companies were asked about whether they directly or indirectly exported to FTA partner
countries. Question 15 asked about whether the companies imported materials from FTA
partner countries. About a half of the companies reported to be indirectly exporting to FTA
partner countries, while 71 percent said they were directly exporting to those countries.
Around 73 percent of those companies that were procuring materials from the domestic
market were required to collect origin-related documents. Around 54 percent were importing
from FTA partner countries.
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6.5 Firms’ Use of FTAs
This study focused on analysing individual firms’ capability or real use of FTAs. Our
aim was to provide a reference for governments that seek to facilitate companies’ trade under
FTAs and, at the same time, to regulate companies’ use of FTAs. Earlier studies have
determined that firms’ use of FTAs is often influenced by the procedures related to
identifying the origin of products, which equate to the procedures to be followed in order to
demonstrate compliance with RoOs under FTAs. Therefore, an analysis framework was
established to enable the analysis of firms’ compliance behaviour of RoOs associated with
using FTAs. This framework of analysis differs from the one adopted in previous studies,
where countries’ use of FTAs was analysed as the result of the trade policies of respective
countries. Understanding the differences across the analysis frameworks is crucial to
demonstrate the results of this study and to compare them with the findings reported in prior
research.

The analysis framework adopted in the present study differs from that of previous
studies in that it analyzes individual firms, not countries. A country’s use of an FTA differs
from a firm’s use of the FTA. A country’s use is assessed by ‘use rates’, which indicates the
share of exports from party countries to other party countries that are actually granted
preferential tariff rates (Augier et al., 2005). The analysis approach using such rates has been
widely applied in numerous studies on the use of Korean FTAs. Frequently, such usage has
also been assessed based on the rates not only for exports, but also for imports. However, the
rate of a country’s usage often fails to support our understanding of firms’ behaviour of using
FTAs. For instance, the Korean government reported that the use of the Korea-Chile FTA for
Korean imports amounted to 97.9 percent in 2012 (Korea Customs Service & Korea Institute
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of Origin Information, 2013). For most Korean companies, imports from Chile do not
represent a significant portion of their exports. The Korea-Chile FTA, even if it is eligible for
companies, may be underused by most of those companies. The ratios might represent the use
of a few big Korean companies who have captured the majority of the imports from Chile.
The use ratio on the country level does not adequately represent companies’ use of FTAs.
Therefore, in analysing firm’s usage, a different approach was adopted.

In analysing firms’ compliance behaviour of RoOs, we adopted a definition used in
tax compliance studies on taxpayers’ compliance behaviour. In these studies, compliance
behaviour is defined as taxpayer’s adherence to tax reporting requirements; that the taxpayer
files all required tax returns at appropriate time and that the tax liability is met in accordance
with tax laws and regulations (Roth, Scholz, & Witte, 1989). Under this definition, the key
concern of tax compliance studies is analysing taxpayers’ reporting activities. The present
study is also mainly concerned with firms’ reporting activities to fulfil the requirements of
RoOs under FTAs; firms’ activities of issuing and obtaining certificates of origin. Therefore,
the activities were navigated by assuming equation (6.1) below.

A firms’ use of FTAs (𝑈𝑓 ) = Percentage of firms’ trade that have certificates of origin (𝑃𝑐𝑜 )

(6.1)

When defining firms’ use of FTAs as firms’ behaviour of complying with RoOs, the
scope of analysis is extended beyond firms’ exports and imports. In practice, firms issue and
obtain certificates of origin for their domestic purchase of materials and indirect export of
their products as evidence of their compliance with RoO in their origin calculations.
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Therefore, understanding firms’ compliance behaviour, all of these four transactions should
be taken into account. From an administrative perspective, compliance behaviour in all
transactions is important. Therefore, in analysing a firm’s use as a single measure, no
additional weighting was applied to the firm’s exports. The average use of all four eligible
transactions of a firm was employed as a measure for the firm’s use of FTAs. Equation (6.2)
represents the approach adopted in analysing a firm’s compliance behaviour in relation to
RoOs in various transactions.

𝑈𝑓 = 𝑃𝑐𝑜 =

𝑃𝐷𝑥 +𝑃𝐼𝑥 + 𝑃𝐷𝑝 +𝑃𝐼𝑚
𝑛𝑡

where:
𝑈𝑓
𝑃𝑐𝑜

=
=

a firm’s use of FTAs
percentage of firm’s trade that has certificates of origin

𝑃𝐷𝑥
𝑃𝐼𝑥
𝑃𝐷𝑝
𝑃𝐼𝑚
𝑛𝑡

=
=
=
=
=

percentage of direct exports that have certificates of origin
percentage of indirect exports that have certificates of origin
percentage of domestic purchases that have certificates of origin
percentage of imports that have certificates of origin
the number (from 1 to 4) a firm is eligible for any transactions
among direct export, indirect export, domestic purchase, and import

(6.2)

In surveying companies, the use of FTAs was evaluated by each FTA for direct
exports and imports. Eight Korean FTAs eligible for companies to use include Korea-Chile
FTA, Korea-Singapore FTA, Korea-EFTA FTAs, Korea-ASEAN FTA, Korea-EU FTA,
Korea-India FTA, Korea-Peru FTA, and Korea-US FTA. For indirect exports and domestic
purchases, firms usually cannot identify the destination country of their products or the
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sourcing country of the materials. For these local transactions, firms are issuing and obtaining
certificates of origin for all of the eight FTAs. Therefore, for these local transactions, the total
portion of indirect exports and domestic purchases that has the certificate of origin was
accessed regardless of specific FTAs. In summarizing a firm’s use as a single measure, no
weight was applied for specific FTAs and the average portion of trade under all eligible FTAs
that had certificates of origin was used as shown in equation (6.3).

𝑃𝐷𝑥 =

∑ 𝑃𝑑𝑥𝐹𝑇𝐴𝑠
𝑛𝑑𝑥𝐹𝑇𝐴𝑠

, 𝑃𝐼𝑚 =

∑ 𝑃𝐼𝑚𝐹𝑇𝐴𝑠
𝑛𝐼𝑚𝐹𝑇𝐴𝑠

where:
𝑃𝐷𝑥
=
𝑃𝐷𝑥𝐹𝑇𝐴𝑠 =
𝑛𝐷𝑥𝐹𝑇𝐴𝑠

=

𝑃𝐼𝑚
=
𝑃𝐼𝑚𝐹𝑇𝐴𝑠 =
𝑛𝐼𝑚𝐹𝑇𝐴𝑠

=

percentage of direct exports that have certificates of origin
percentage of direct exports to eligible FTA countries
that have certificates of origin
the number (from 1 to 8) of eligible FTA countries
for a firm’s direct exports
percentage of imports that have certificates of origin
percentage of imports from eligible FTA countries
that have certificates of origin
the number (from 1 to 8) of eligible FTA countries
for a firm’s imports
(6.3)

To summarize, firms’ use of FTAs analysed in this chapter represents the portion of
firms’ overall compliance behaviour for their own trade under FTAs. Every firm has its own
priorities in relation to domestic and international transactions. In addition, it also has its own
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priority in trade with specific FTA countries. However, for the purpose of exploring the
overall compliance behaviour of all companies, these priorities were not taken into account.
Therefore, while firms’ usage rates in this study have their limitations in representing the
exact trade amount for which preferential tariffs of FTAs were granted, the rates show the
average portion of trade firms conducted in compliance with RoOs to use FTAs.

Around 70 percent of all companies were eligible to use any of Korean FTAs for their
direct exports and domestic purchases. Furthermore, 50 percent of the companies were
eligible for using FTAs for their indirect exports and imports. Table 6.7 shows the results of
the analysis of the number of companies eligible for using FTAs and their FTA usage.

Table 6-7 Companies eligible for using FTAs in their transactions
Eligibility
N

Percent a)

Indirect Export

148

50

Direct Export
Domestic
Purchase
Import

209

71

216

73

159

54

Total b)

295

100

Transactions

a) Percent of eligible companies of the total of 295 companies
b) Total number of companies eligible for using FTAs in any transaction

Data sources: Computed by the author using survey data

For direct exports, the companies were most frequently eligible to use Korea-ASEAN
FTA (N = 147, 50%) and Korea-EU FTA (N = 147, 50%). The companies were also eligible
to use Korea-US FTA (N = 130, 44%). For imports, the biggest number of the companies
were eligible to use Korea-US FTA (N = 113, 38%), Korea-EU FTA (N = 106, 36%), and
Korea-ASEAN FTA (N = 87, 29%). On average, while 32 percent of the companies were
166

eligible to use FTAs in their direct exports, only 22 percent were eligible to use them for their
imports. To summarize, while over 71 percent of the companies were eligible to use any of
Korean FTAs in their exports, each FTA was on average eligible for use to 32 percent of the
companies. Regarding imports, 54 percent of the companies’ transactions were eligible to use
a Korean FTAs, but each FTA was only eligible for use to 22 percent of the companies. Table
6.8 summarizes the number of the companies eligible to use FTAs.

Table 6-8 FTAs and companies eligible for using FTAs in direct exports and imports
FTAs
Total

Direct
Export

a)

Mean
Chile

Singapore

EFTA

ASEAN

India

EU

Peru

US

N

209

95

70

70

61

147

81

147

51

130

%

71%

32%

24%

24%

21%

50%

27%

50%

17%

44%

N

159

64

41

44

46

87

47

106

30

113

%

54%

22%

14%

15%

16%

29%

16%

36%

10%

38%

Import

a)

The total number and the portion of the companies eligible for using any of eight Korean FTAs, among all
295 respondent companies.

Data sources: Computed by the author using survey data

Questions were designed to assess the portion of firm’s trade that has a certificate of
origin. As shown in the questionnaire in Annex D, the use of FTAs was measured based on
the portion of trade that companies issued or obtained an origin certification and declaration
for. For the indirect export of products and the domestic purchase of materials, the companies
were asked to check how many products and materials were traded with origin declaration.
For direct export and import, the companies were asked how many were traded with
certificates of origin.

Overall, the companies conducted compliance activities relating to RoOs for 49
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percent of their eligible transactions. Origin-related documentation was used most frequently
for the direct exports of products. For local transactions, including indirect exports and local
purchases of materials, FTAs were used less actively than for direct exports and imports.
FTAs were found to be used for 45 percent of the companies’ indirect exports, 60 percent of
direct exports, 44 percent of domestic purchases, and 54 percent of imports. Table 6.9
summarizes the companies’ use of FTAs for different types of transactions.

Table 6-9 Companies’ Use of FTAs in eligible transactions
Use of FTAs (%)
Transactions

N

Mean

Median

Mode

SD

Indirect Export

148

45

40

0

36

Direct Export

209

60

70

10

39

Domestic Purchase

216

44

40

0

34

Import

159

54

60

10

40

295

49

50

0

33

Average

a)

Data sources: Computed by the author using survey data

In relation to direct exports, the companies conducted compliance activities mostly for
using Korea-EU FTAs (mean = 67%, SD = 39%). Korea-Chile FTA (mean = 64%, SD =
42%), Korea-US FTA (mean = 63%, SD = 42%), and Korea-EFTA (mean = 62%, SD = 44%)
were used for over 60 percent. For imports, the companies conducted fewer compliance
activities in relation to RoOs in order to use eligible FTAs than they did for direct exports.
Korea-EU FTA (mean = 60%, SD = 40%), Korea-US FTA (mean = 57%, SD = 42%) and
Korea-ASEAN FTA (mean = 48%, SD = 42%) were used most frequently. Table 6.10
summarizes the companies’ use of each FTA.
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Table 6-10 FTAs and companies’ use in direct exports and imports
Use of FTAs
Chile

Singapore

EFTA

ASEAN

India

EU

Peru

US

70

70

61

147

81

147

51

130

Mean (%)

64

53

62

58

58

67

52

63

SD (%)

42

45

44

42

44

39

46

42

N a)

41

44

46

87

47

106

30

113

Mean (%)

35

33

32

48

40

60

28

57

SD (%)

42

41

40

40

43

40

40

42

N
Direct
Exports

Imports

a)

a)

The number of companies eligible for using FTAs

Data sources: Computed by the author using survey data

The standard deviation of companies’ use was around 40 percent for almost every
FTA. Of note, for the Korea-Peru FTA, the standard deviation was 46 percent, suggesting a
wide variation in the companies’ use of Korea-Peru FTA. The overall firms’ average usage
also varied considerably. On average, all 295 firms used FTAs for 49.2 percent of eligible
trade and the standard deviation of the usage was 33.3 percent.

The considerable variation in the firms’ use of FTAs was more evident when
comparing the number of the companies in each range of usage. The biggest number of
companies was observed in the highest (90 percent or more, N = 50) and the lowest (below
10 percent, N = 46) ranges. The number of the companies by the ranges of firms’ use rates is
summarized in Table 6.11.

169

Table 6-11 The number of firms by the ranges of firms’ use rates of FTAs
Firm's Use of
FTAs (percent)
<10

46

≥10 ~ <20

27

≥20 ~ <30

22

≥30 ~ <40

15

≥40 ~ <50

23

≥50 ~ <60

45

≥60 ~ <70

29

≥70 ~ <80

18

≥80 ~ <90

20

≥90

50

N

Total
295
Data sources: Computed by the author using survey data

Firms’ usage of FTAs was further analysed by the firms’ revenue in 2012. The
companies with the lowest revenue (N = 26, average use = 35.2%) are using FTAs at about a
half of the rate of the highest revenue companies (N = 37, average use = 63.4%). Table 6.12
summarizes the average use of FTAs and the companies’ revenue.

Table 6-12 Revenue and firms’ use of FTAs
Revenue of 2012
(USD1,000)

Average Use of
FTAs (%)
26
35.2
<500
15
48.5
≥500 ~ <1,000
51
42.4
≥1,000 ~ <5,000
38
39.9
≥5,000 ~ <10,000
48
51.7
≥10,000 ~ <30,000
17
56.8
≥30,000 ~ <40,000
33
44.9
≥40,000 ~ <100,000
30
63.9
≥100,000 ~ <500,000
37
63.4
≥500,000
Data sources: Computed by the author using survey data
N
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Among the four major Korean industries, the transport machine industry showed the
highest use (N = 50, average use = 65.33%). While the chemicals industry (N = 24, average
use = 54.07%) also showed use rates over 50 percent, machinery and equipment (N = 52,
average use = 44.10%) and electronics industries (N = 35, average use = 33.67%) showed use
rates below 50 percent. The firms’ use of FTAs by each industry is summarized in Table 6.13.

Table 6-13 Industry and average use of FTAs
Industry

N

Average Use of
FTAs (percent)

Garments

2

76.25

Transport machines

50

65.33

Food

21

64.13

Plastics & rubber

17

58.38

Chemicals

24

54.07

Recorded Media

5

53.00

Non-metallic mineral products

5

51.53

Others

33

47.24

Basic metals

8

44.79

Machinery and equipment

52

44.10

Wood

2

40.56

Fabricated metal products

17

38.33

Leather

5

36.67

Precision instruments

6

35.97

Textile

11

35.43

Electronics

35

33.67

Furniture

1

15.00

Paper

1

10.00

Data sources: Computed by the author using survey data

The firms’ use ratio analysed here, that is, the extent to which firms issued or obtained
certificates of origin, shows the extent to which the firms conducted compliance activities in
order to use FTAs. To summarize, the firms were found to be conducting such activities for
about a half of all eligible transactions. However, the companies did not conduct compliance
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activities for local transactions, such as indirect exports and domestic purchases, at the same
high level as they did for international transactions including direct exports and imports. The
companies issued certificates of origin for around 60 percent of their direct exports to most
of all FTA partner countries. However, except for imports from the EU, the U.S., and
ASEAN, the companies did not collect a comparably level of certificates of origin for their
imports from FTA partner countries.

Most importantly, a considerable variation in firms’ usage is observed. In other words,
while some firms used all eligible FTAs, others used none. When comparing the firms’ usage
with their revenue in 2012, the group of the companies with the smallest revenue used FTAs
at half the rate of those with the largest revenue. In the analysis of the firms’ usage in four
major industries of Korea, the usage by the transport machine industry, comprising mostly
large companies, is much higher than that of the electronics industry where small and
medium size companies prevail.

However, the patterns of firms’ use of FTAs presented in this section are not
comprehensive enough to describe some issues associated with RoOs. In what follows,
further discussion of firms’ FTA usage, including the key aspects of RoOs that put forward as
obstacles to firms’ usage of FTAs, will be provided.

6.6 Restrictiveness of RoOs
”Restrictiveness” refers to the aspect of RoOs that restricts companies’ options in
global sourcing and off-shoring to encourage sourcing from and manufacturing in party
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countries to an FTA (Brenton & Imagawa, 2005; Estevadeordal et al., 2007). Previous studies
have mostly analysed the restrictiveness based on the Restrictiveness Index constructed by
Estevadeordal (2000). However, as emphasized by Estevadeordal et al. (2007), the
restrictiveness observed through the restrictiveness index may differ from the real
restrictiveness, because the index was constructed based on the legal text of RoOs.
Estevadeordal et al. (2007) argued that ”real” or effective restrictiveness depends on the
availability of efficient input supplies in the FTA member countries. Therefore, instead of
using the restrictiveness index, this study attempts to measure the availability of efficient
input supplied in the FTA member countries. The companies were asked about the portion of
materials that are not of domestic origin or those that are not imported from FTA partner
countries. Therefore, in assessing the restrictiveness faced by the firms when seeking to use
FTAs, equation (6.4) was applied.

firm’s restrictiveness of RoOs (𝑅𝑓 )
= percentage of non-originating materials (𝑃𝑁𝑂𝑀 )

(6.4)

To summarize a firm’s restrictiveness, the mean value of restrictiveness for both
domestic purchases and imports was used. To reiterate, although every firm has their own
priority either in domestic purchases or in imports of materials, both transactions are equally
important for administration. Therefore, no weight was given to imports (see equation (6.5)).
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𝑅𝑓 = 𝑃𝑁𝑂𝑀 =

𝑃𝑁𝑂𝑀_𝐷𝑝 +𝑃𝑁𝑂𝑀_𝐼𝑚
𝑛𝐷𝑝_𝐼𝑚

where:
𝑅𝑓
=
𝑃𝑁𝑂𝑀 =
𝑃𝑁𝑂𝑀_𝑑𝑝 =
𝑃𝑁𝑂𝑀_𝑖𝑚 =
𝑛𝐷𝑝_𝐼𝑚 =

firm’s restrictiveness of RoOs
percentage of non-originating materials
percentage of non-originating materials purchased domestically
percentage of non-originating materials imported
the number (from 1 to 2) a firm is eligible for any transactions
among domestic purchase and import

(6.5)

The companies answered that they felt less restrictiveness for domestic purchases of
materials (mean = 3.3, SD = 2.8) than for imports of materials (mean = 5.3, SD = 2.8). On the
whole, the restrictiveness of RoOs for companies was 4.1 on a 10-point scale of ten. In other
words, the companies are using around 41 percent of non-originating materials for production.
For domestic purchases, the companies purchased 33 percent of non-originating materials and
imported 53 percent of materials from non-party countries to FTAs. The restrictiveness of
RoOs for the companies’ purchase of materials is summarized in Table 6.14.
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Table 6-14 Restrictiveness of RoOs for companies’ purchase of materials
Restrictiveness of RoOs b)

No. of Responses
Domestic
Purchase
Import
Avg.
Restrictiveness of
RoOs
a)
b)

N

Percent a)

Mean

Median

Mode

SD

173

59

3.3

3.0

0.0

2.8

152

52

5.3

5.0

9.0

3.1

233

79

4.1

4.5

0.0

2.8

Percent of the total 295 respondent companies
The number indicates the scores on the 10-point Likert scale.

Data sources: Computed by the author using survey data

Previous studies have suggested that the availability of efficient input supplies differs
across industries (Estevadeordal et al., 2007; Marthias & Thierry, 2006). To explore the
detailed restrictiveness, the restrictiveness of RoOs was assessed for each industry. Our
results suggest that each industry shows different levels of restrictiveness. For the electronics
industry, where parts and components are frequently traded between countries, the
restrictiveness of RoOs is over 5.4. The restrictiveness for the machinery and equipment
industry is around 5.0. For chemicals and transport machines, where a large portion of the
manufacturing process is domestically conducted, the restrictiveness is lower, around 4.0.
The restrictiveness of RoOs by industries is summarized in Table 6.15.
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Table 6-15 Average restrictiveness of RoOs by industries
Industry

N

Electronics

29

Domestic
Procurement
3.7

6.7

Avg. Restrictiveness
of RoOs
5.4

Precision instruments

4

5.3

5.3

5.4

Machinery and equipment

41

3.7

5.8

5.0

Paper

1

7.0

3.0

5.0

Recorded Media

4

2.3

8.5

4.9

Wood

2

3.0

6.0

4.5

Chemicals

22

3.5

4.8

4.3

Fabricated metal products

11

3.1

7.7

4.2

Others

24

3.1

5.5

4.1

Transport machines

42

3.9

4.8

4.0

Basic metals

7

3.2

5.0

3.7

7

2.7

5.0

3.3

3

2.7

6.0

2.8

14

2.2

3.7

2.8

Food

17

2.0

3.1

2.3

Leather

3

3.0

6.0

2.2

233

3.3

5.3

4.1

Textile
Non-metallic
products
Plastics & rubber

Total

mineral

Import

Data sources: Computed by the author using survey data

The restrictiveness of RoOs analysed in this section indicates the level of materials
that a firm is not able to source domestically or from FTA partner countries. Even for
domestic procurements, the Korean companies indicated that 33 percent of the materials were
non-originating. For imports, the firms replied that 53 percent were not originating materials.
The restrictiveness is particularly high for the electronics industry where parts and
components are frequently traded among countries. On average, the companies reported they
used 41 percent of non-originating materials. The influence of the restrictiveness on firms’
use of FTAs is further discussed in Chapter 7.
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6.7 Complexity of RoOs

The complexity entailed by using FTAs was assessed by asking the companies about
the costs and time required to comply with relevant RoOs. By adopting the approach of
measuring tax complexity based on firms’ tax compliance costs, this research analysed the
complexity of RoOs in using FTAs. Compliance costs are identified as major components of
overall tax operating costs and as the best indication of tax complexity (Evans & Tran-Nam,
2010). The compliance costs have been estimated based on the approach of the tax
compliance costs studies conducted by Sandford (1995b), Tran-Nam (2001), and Tran-Nam,
Evans, Walpole, and Ritchie (2000).

Tax compliance cost studies have suggested that internal costs, external costs, and
non-labour costs comprise total compliance costs (Tran-Nam et al., 2000). Internal costs refer
to the time spent by taxpayers, while external costs indicate the costs of paid tax advisers.
Non-labour costs include tax-related incidental expenses, such as equipment, computers,
stationery, and so forth. Sandford (1995b, p. 396) suggests that non-labour costs can be
practically ignored in studies involving small business taxpayers. This study covers all types
of companies, estimating non-labour costs of RoOs are expected to be small and
impracticably difficult to estimate. Therefore, the compliance costs analysed in this section
only include labour costs, i.e. internal and external costs of the companies using FTAs; nonlabour costs were not taken into account. Equation (6.6) shows the basic approach of
estimating the complexity of RoOs, i.e. a firm’s compliance costs of RoOs.
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Complexity of RoOs
= Firm’s compliance costs of RoOs
= internal compliance costs + external compliance costs

(6.6)

The internal costs are estimated by multiplying the number of employees engaged in
RoO compliance activities by the time spent to perform such tasks. The results are then
multiplied by the average wages. The average wages were calculated based on the data
published by the Ministry of Employment and Labour in 2012 (Ministry of Employment and
Labor, 2012). The average wages were calculated based on the number of the companies’
employees (see Table 6.16). Equation (6.7) indicates the overall approach of estimating
internal compliance costs.

Table 6-16 Average annual wage applied to calculate compliance costs
No. of Employees
≤ 9
10 ~ 29
30 ~ 99
100 ~ 299
> 300

Average Annual Wage
(USD) a)
27,545
32,532
36,558
40,254

53,087
a)
Data Source: Manufacturing Industry Section, Industry Labour Costs Survey 2012,
Ministry of Employment and Labor (2012)
Exchange rate applied: 1,000 Won per USD
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Internal compliance costs of RoOs
= number of staffs × time spent × average labor costs

(6.7)

The companies are spending an average USD 26,400 annually to comply with RoOs,
and large variations in the amount of spending are observed (mean = 26,409; SD = 59,279;
min = 689; max = 431,330). The internal costs account for 84 percent of all compliance costs,
which are around USD 22,100. The average compliance costs of RoOs for the respondent
companies are summarized in Table 6.17.

Table 6-17 Average compliance costs of RoOs

Mean

Median

Mode

SD

Min

Max

22,109

8,048

2,742

50,302

689

431,330

4,300

-

-

28,764

-

360,000

26,409
8,133
2,742
59,279
N = 184, Missing value = 111
a), b), c) = annual compliance costs, exchange rate applied: 1,000 Won/USD

689

431,330

Internal Costs (USD) a)
External Costs (USD)
Total Costs (USD)

b)

c)

Data sources: Computed by the author using survey data

On average, the companies are spending around 0.01 percent of their revenue to
comply with RoOs. The compliance cost per revenue ratio of the companies increases
remarkably with the decrease of the revenue. The ratio for the companies with the smallest
revenue is 233 times higher than the ratio for companies with the largest revenue.
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The internal-external costs ratio shows whether a firm is conducting the compliance
activities by using employees or by hiring externally paid advisors. Except for the firms with
the smallest revenue, the firms with the revenue below USD 30 million conducted over 90
percent of compliance activities using internal resources. While a considerable variation is
observed, the firms with the revenue over USD 30 million spent more for paid advisors as
compared to the smaller firms in the dataset. Compliance costs by the firms’ revenue of 2012,
costs versus revenue, and the internal-external cost ratio are reported in Table 6.18.

Table 6-18 Compliance costs and revenue of companies
Revenue of 2012
(USD 1,000) (a)

a)
b)

Costs (USD) (Percent of Total)

Costs/
Revenue (c) a)
Internal
External
Total (b)
6,040,292
2,117,692
8,157,984
13
326.3
<500
(74%)
(26%)
(100%)
8,176,823
120,909
8,297,732
11
110.6
≥500 ~ <1,000
(99%)
(1%)
(100%)
13,690,828
70,606
13,761,434
33
45.9
≥1,000 ~ <5,000
(99%)
(1%)
(100%)
15,099,523
226,087
15,325,610
23
20.4
≥5,000 ~ <10,000
(99%)
(1%)
(100%)
8,044,932
715,185
8,760,117
27
4.4
≥10,000 ~ <30,000
(92%)
(8%)
(100%)
16,070,187
8,666,667
24,736,854
12
7.1
≥30,000 ~ <40,000
(65%)
(35%)
(100%)
11,317,196
2,021,053
13,338,249
19
1.9
≥40,000 ~ <100,000
(85%)
(15%)
(100%)
23,706,361
19,160,526
42,866,887
19
1.4
≥100,000 ~ <500,000
(55%)
(45%)
(100%)
75,000,444
8,482,593
83,483,036
27
0.8
≥500,000 b)
(90%)
(10%)
(100%)
22,109,077
4,299,891
26,408,968
Total
184
1.4
(84%)
(16%)
(100%)
Costs /Revenue (c) = Total compliance costs (b) ÷ the mid-point of revenue range (a) × 104
Mid-point of the revenue range ≥500,000 is calculated based on the average revenue of the
N

conglomerates in the Korean manufacturing industry. The mid-point is rounded from USD 1,044
billion. Exchange rate applied: 1,000 Won per USD
Source: Manufacturing Industry Section, Industry Labor Costs Survey 2012, Ministry of Employment and
Labor (2012)
Data sources: Computed by the author using survey data
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The companies were further asked about the portion of the costs and time spent for
each procedure of preparation, declaration of origin, and application of preferential tariffs.
Table 4.1 in Chapter 4 provides a more detailed explanation of each procedure. On the whole,
the companies are spending more than a half of all their time on activities relating to the use
of FTAs, and around 26 percent of the time is spent on issuing the certificate of origin. The
remaining 21 percent is spent on applying for preferential tariffs. Therefore, the main burden
of complying with RoOs falls on the companies’ preparation activities. The portion of costs
associated with each procedure of using FTAs is summarized in Table 6.19.

Table 6-19 Internal compliance costs ratio per procedure of using FTAs
N

Mean (%)

Median (%)

Mode (%)

SD (%)

Preparation

168

56

56

50

23

Issuance of C/O

168

25

20

20

17

Preferential Tariff

168

19

17

10

18

Data sources: Computed by the author using survey data

In estimating aggregate gross compliance costs of RoOs, various measures were
considered in the present study. Tax studies have estimated aggregate gross compliance costs
by using the mean compliance costs (derived from the sample) to the revenue population
(Sandford et al., 1989). To produce more precise estimates, previous studies have used a
number of different measures to categorize the revenue population. Population has most
frequently been categorized by taxable turnover or turnover (Sandford et al., 1989). The
population of each category has then been multiplied by the mean compliance costs of the
category to arrive at weighted aggregate costs.

However, this approach has many limitations in estimating the aggregate gross
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compliance costs of RoOs. Tax compliance cost studies have mostly focused on income tax,
which has similar rules for population with similar turnover (Evans, 2003). However, RoOs
cannot be similarly applied to a population with a similar turnover, just as the levy of customs
duty does not reflect a firm’s revenue or taxable income (Bakker & Obuoforibo, 2009). RoOs
vary depending on a firm’s products and trading countries. Due to this aspect of RoOs,
previous studies often considered industries sharing similar products and trading partners as a
more appropriate measure for estimating compliance costs of RoOs (Anson et al., 2003;
Estevadeordal et al., 2007).

Notwithstanding, it was not possible to use either revenue categorization or industry
categorization in the present study, as population data for neither industry category, nor
revenue category was obtainable. The Korea Statistical Information Service provides
consolidated population data for the categories of SMEs and larger companies under the
manufacturing industry as a whole. Many previous studies on tax compliance costs have also
encountered the difficulty of population data unavailability. In such cases, previous studies
have normally made assumptions about the taxpaying population based on the best available
data (Sandford et al., 1989). Adopting this approach, this present study attempted to make the
assumptions on the population for all companies using FTAs. Mostly, firms who do not
involve in manufacturing activities normally do not involve in compliance activities under
RoOs. Therefore, this present study assumes manufacturing firms as the population, which
can be categorized as either SMEs or large companies31. Table 6.20 provides the number of

31

See 6.3 for more details on criterion categorizing SMEs.
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manufacturing companies by company sizes.

Table 6-20 Number of manufacturing companies by size measure a)
N
Large
companies
SMEs
Total

Percent
1,177

1

99,065
100,242

99
100

a) Data Source: Statistics on profit corporations 2012, Korea Statistical Information Service

In 2012, 100,242 companies were involved in the Korean manufacturing industry.
Among them, 1,177 companies, or one percent, were categorized as large companies; the
remaining 99,065 companies were categorized as SMEs. Table 6.21 summarizes the
population by each category. From the sample, the mean compliance costs for large
companies were estimated to be USD 91,880, while for SMEs, the costs amount to USD
12,626. The mean value for each category is shown in Table 6.21.

Table 6-21

Mean compliance costs for large companies and SMEs
Mean Compliance Costs (USD) a)
Internal
External
Total

Large
73,036
18,845
companies
SMEs
11,388
1,238
Total
22,109
4,300
a)
Exchange rate applied: 1,000 Won per 1 USD
Data sources: Computed by the author using survey data

91,880
12,626
26,409

Based on the assumption of the population, the gross compliance costs of RoOs for
the Korean companies are estimated as USD 1,359 million in 2012. The computation
procedure is summarized in equation (6.8).
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Aggregate compliance costs

= Mean compliance costs of large companies x number of large companies
+ Mean compliance cost of SMEs x number of SMEs
= USD 91,880 x 1,177 + USD 12,626 x 100,242
= USD 108,143,246 + USD 1,250,745,792
= USD 1,358,889,038
(6.8)

To estimate net tax compliance costs, previous studies have deducted offsetting
benefits of firms’ tax compliance activities from gross compliance costs. Among various
offsetting benefits, cash value benefits such as tax deductibility have conventionally been
considered (Sandford et al., 1989). In the context of using preferential tariffs, however, it is
impractical to estimate cash value benefits of compliance activities. While exporters and
producers conduct compliance activities of RoOs, importers are eligible for preferential
tariffs. Thus, in many cases, the reduction of payable duty is to the importer’s benefit, and the
exporters and producers who conducted major parts of the compliance activities cannot
achieve the benefits until the importer’s benefit is reflected in the export price. Thus, further
analysis of the net compliance costs of RoOs was omitted in the present study.

To assess the complexity of RoOs, this section has explained the cost to the Korean
companies in complying with those rules. In 2012, the Korean companies spent an average of
USD 26,400 to comply with RoOs of eight different FTAs with 45 countries. The costs
184

amounted to 0.01 percent of the average companies’ revenue. A considerable variation was
observed in the amount of spending. The cost-revenue ratio indicated that the burden of costs
increased remarkably with the decrease of the revenue. The ratio for the companies with the
smallest revenue was 233 times larger than the ratio for companies with the largest revenue.
Mostly, over 84 percent of the costs arose from compliance activities conducted by internal
employees, while only a few percent were paid to external advisors. While smaller companies
conducted most of their compliance activities internally, larger firms with the revenue over
USD 30 million tended to spend more to receive advisory support to conduct the activities.
About a half of the internal costs were spent to prepare for the issuance of certificates of
origin. In comparison, working with the Customs authority or applying for preferential tariffs
accounted only for a quarter of the total costs for each company. Based on the categorization
of companies in manufacturing industry into SMEs and larger firms, the gross aggregate
compliance costs for Korea were estimated to amount to USD 1,359 million in 2012.

6.8 Uncertainty of RoOs

To explore the uncertainty arising from RoOs, the companies were asked about their
perception of the risks of the uncertain origin information of their products. This study also
assessed the companies’ perception of the risks of audit after using FTAs. In tax compliance
studies, taxpayer’s perception of the risks of audit, i.e. tax uncertainty, is frequently illustrated
as an enforcement strategy that deters taxpayers’ evasion (Scotchmer & Slemrod, 1989). Tax
uncertainty has often been suggested to be a factor that increases taxpayers’ behaviour of
complying with the tax code. In some cases, when the perceived likelihood of audit and
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penalties are sufficiently high taxpayers forego questionable deductions and tax credits (Beck
et al., 1991). However, earlier research has suggested that tax uncertainty cannot be a system
for managing taxpayers’ compliance. When individuals are informed of receiving a benefit
from the government for their compliance activities, the uncertainty always reduces
compliance (Alm, Jackson, et al., 1992).

One of the hypotheses explored in the present study is the influence of uncertainty
under RoOs on companies’ use of FTAs. Although companies are aware of the benefits of
using FTAs, it is assumed that, in order to avoid the uncertainty under RoOs, companies are
not actively conducting compliance activities of RoOs.

Taxpayers’ perceived uncertainty has been surveyed based on taxpayers’ opinions
about relevant issues, such as perceived consistency of audit decisions or uncertainty about
the taxpayers’ own tax liability (Beck, Davis, & Jung, 1991; Song & Yarbrough, 1978;
Yankelovich, 1984). Adopting the approach of tax compliance studies, uncertainty in the
present study was measured by surveying the companies’ opinion about the uncertainty that
they perceived in relation to key information (including origin calculation, tariff classification,
and customs valuation).

The questionnaire included questions on both determining the origin of the products,
and on collecting the origin information of the materials. The questions included uncertainty
in collecting origin information from domestic and overseas suppliers. Key information
sought by the questionnaire included companies’ uncertainty about customs classification,
customs valuation, and origin calculation. Thus, exporters were asked whether they
themselves clearly and correctly determined the relevant origin information; furthermore, the
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companies were asked whether their domestic or overseas suppliers were providing correct
and reliable information. Each question was rated on a 7-point Likert scale, with 1= “very
uncertain” and 7 = “very certain”. Since the questions explicitly asked about certainty that
companies felt about the origin relevant information (i.e. in a positive form), the results were
converted to uncertainty by deducting the obtained ratings from eight.

A firm’s uncertainty was assessed by using the mean value of uncertainty for all
transactions in which a firm was involved. No weight was given to any specific transaction
(see equation (6.9)).

𝑈𝑐𝑓 =

𝑈𝑐𝐸𝑥 +𝑈𝑐𝐷𝑝 +𝑈𝑐𝐼𝑚
𝑛𝑡

where:
𝑈𝑐𝑓
𝑈𝑐𝐸𝑥
𝑈𝑐𝐷𝑝
𝑈𝑐𝑖𝑚
𝑛𝑡

=
=
=
=
=

firm’s uncertainty of RoOs
firm’s uncertainty of RoOs in exports
firm’s uncertainty of RoOs in domestic purchase
firm’s uncertainty of RoOs in imports
the number (from 1 to 3) a firm is eligible for any transactions
among exports, domestic purchase and imports

(6.9)

On the whole, companies felt a medium level of uncertainty about the overall origin
determination (mean = 3.3, median = 3.0, mode = 1.0, SD = 1.6). With regard to exporters
themselves and overseas suppliers, the companies rated a similarly low degree of uncertainty
(mean = 3.2, median = 3.0, mode = 1.0, SD = 1.8), which means that the companies perceive
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a relatively low risk of their own and their overseas suppliers’ origin determination. However,
for domestic suppliers, the companies perceive a higher level of risk (mean = 3.5, median =
3.7, mode = 4.0, SD = 1.5).

The companies evaluated the origin calculation as the most risky part (exporters’
mean = 3.3, domestic supplier’s mean = 3.6, overseas supplier’s mean = 3.3). The uncertainty
of RoOs for exporters, domestic suppliers, and overseas suppliers is summarized in Table
6.22.

Table 6-22

Exporter

Domestic
Supplier

Overseas
Supplier

Uncertainty of RoOs for exporters, domestic and overseas suppliers
N

Mean

Median

Mode

SD

Classification

214

3.0

3.0

1.0

1.8

Valuation

211

3.3

3.0

1.0

1.9

Origin
Calculation

211

3.3

3.0

1.0

1.9

Total / Average

214

3.2

3.0

1.0

1.8

Classification

171

3.4

3.0

3.0

1.6

Valuation

170

3.5

3.0

3.0

1.6

Origin
Calculation

169

3.6

4.0

4.0

1.6

Total / Average

171

3.5

3.7

4.0

1.5

Classification

142

3.2

3.0

1.0

1.8

Valuation

141

3.1

3.0

1.0

1.9

Origin
Calculation

139

3.3

3.0

1.0

1.9

Total / Average

142

3.2

3.0

1.0

1.8

259

3.3

3.0

1.0

1.6

Total / Average

Data sources: Computed by the author using survey data
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A considerable variation was observed in the companies’ uncertainty in using FTAs.
However, while companies overall felt less risk in relation to compliance activities conducted
by themselves for their own exports, they felt more uncertain about the compliance activities
conducted by their suppliers, whether companies were sourcing domestically or
internationally. Since most companies were new to calculating origin, companies’ uncertainty
about the information was the highest.

6.9 Obstacles to Using FTAs

To ensure that the variables operationalized in the present study cover major issues, a
question (# 24) was included relating to the companies’ specific difficulties in using FTAs.
This multiple selection question was provided with 15 options and a blank space for other
opinions. The reasons for companies to elect not to use FTAs are summarized in Table 6.21.

The companies pointed out that suppliers were not providing the origin information of
materials, which was the biggest obstacle to using FTAs (N=104, 47%). As concerns the
classification of materials, the companies also identified difficulties (N=95, 43%). The
uncertainty arose from post-verification of origin; the risk of penalties was identified as
another key reason for not using FTAs. Costs and time of using FTAs followed the most
frequently cited reasons.
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Table 6-23 Obstacles to using FTAs
No

Reasons not using FTAs

.

Group 4

Group 3

Group 2

Group 1

1

Suppliers are not sending us the origin information on

N

Percent

percent

104

12%

47%

materials
2

Classification of materials is not provided

95

11%

43%

3

Post-verification of origin is hard to be prepared

95

11%

43%

4

Using FTAs entails high risk of penalty or restrictions

84

10%

38%

5

Using FTAs takes time and costs

83

10%

38%

6

Using FTAs takes an additional IT system

76

9%

35%

7

Learning RoOs takes too much time

72

8%

33%

8

Small amount is traded with FTA partner countries

50

6%

23%

9

Valuation of materials is not properly conducted

41

5%

19%

10

Manufacturing costs is not properly calculated

39

5%

18%

11

Materials are mostly imported

26

3%

12%

12

No or little duty is applied

23

3%

10%

13

Products are not shipped direct from and to FTA countries

22

3%

10%

14

Issuance of certificate of origin takes long time at Customs
authority

21

2%

10%

15

Pre-audit of required documents at Customs authority takes too
long

17

2%

8%

848

100%

385%

Total
a)
b)

Case
a)

(220)

Number of total responses = 220
Multiple selection is allowed

Data sources: Computed by the author using survey data

For a more comprehensive analysis of the addressed issues, the responses were sorted
by their frequency; furthermore, they were categorized into four groups. In Group 1 (items
# 1-4), four issues are closely intertwined with each other. Two most frequently raised issues
in using FTAs were associated with the difficulties of collecting the required information on
the origin of materials from suppliers. The next two issues were related to companies’
uncertainty caused from post-verification of origin, (an. origin audit). Due to the risks of
audit, companies are reluctant to perform compliance activities with RoOs and, as a result,
190

companies cannot provide the required information to the buyers of their products. Therefore,
the companies at buyer position feel difficulties in collecting the required information about
their materials and the uncertainty of using FTAs is exacerbated.

Group 2 (items # 5-10, except for #8) targets the difficulties in understanding and
processing the required information to determine the origin of products. The difficulties
include the time and costs of processing the required data, as well as the difficulty of
comprehending the related information, such as customs valuation and manufacturing costs.

Group 3 (items # 11-13 and # 8) is about the restrictiveness of the rules that
companies encounter in using FTAs. While previous studies have pointed out these issues
most frequently, only a few companies in our sample indicated that these issues hindered
their use of FTAs.

Group 4 (items #14-15) is about the issues associated with the time and procedures of
Customs authority with regard to administering companies’ use of FTAs. The companies
raised fewer issues regarding the government procedures.

Appendices E and F include the companies’ additional comments on their issues in
using FTAs. Overall, 30 companies demonstrated various types of their pressing needs. The
biggest number of companies (24) was concerned about the difficulties in comprehending
RoOs and in collecting the required information to determine the origin of their products.
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6.10

Chapter Summary

This chapter summarized the findings from the survey conducted to explore
companies’ FTA usage and compliance activities associated with RoOs. While a considerable
variation was observed across the responses, we could identify some trends in the use and the
rules. The companies with the smallest revenue used FTAs much less than the companies
with the largest revenue. -

Even for domestic procurements, the Korean companies indicated that about one third
of the materials was non-originating. For imports, the respondent firms reported that more
than a half of their products was imported from non-party countries to FTAs. The
restrictiveness was particularly serious for electronics industry where parts and components
are frequently traded among countries.

In 2012, the Korean companies spent the average of USD 26,400 to comply with
RoOs of eight different FTAs with 45 countries. The burden of compliance costs increased
remarkably with the decrease of the revenue. While internal employees conducted
compliance activities in smaller companies, larger firms spent more to receive external
advisory support. About a half of the internal costs was spent to prepare for the issuance of
certificate of origin. In 2012, the gross aggregate compliance costs for Korea were estimated
to amount to USD 1,359 million.

The companies perceived a lower risk with regard to compliance activities conducted
by themselves for their own exports. However, the companies felt uncertain about the
compliance activities conducted by their suppliers, whether companies were sourcing
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domestically or internationally.

The findings reported in this chapter provide a brief overview of the companies’ usage
of FTAs and specific issues related with complying with RoOs. There is a tendency of a wide
variation in responses for each part of the analysis. To better understand this variation,
Chapter 7 includes an analysis of the relationship between the use and aspects of RoOs.
Exploring this relationship will make it possible to compare the findings with the existing
data and study results. Thus, Chapter 7 will cover more comprehensive issues related to using
FTAs based on compliance with RoOs.
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CHAPTER 7: ANALYSIS AND DISCUSSION

7.1 Introduction

This chapter provides an analysis of the results reported in Chapter 6 about the
influences of Rules of Origin (RoOs) on firms’ use of Free Trade Agreements (FTAs). The
analysis provides the answer for the inferential research question and hypotheses on whether
three aspects of RoOs influence firms’ use of FTAs32. Supporting the formulated hypotheses,
the correlation analysis on the results yielded a statistically significant relationship between
three aspects of RoOs and firms’ FTA usage. The regression analysis also showed that three
aspects of RoOs – restrictiveness, complexity, and uncertainty – are highly influential for
firms’ FTA usage, which provides support for the inferential question asked in the present
study.

For further in-depth analysis on the relationship between RoOs and firms’ FTA usage,
this chapter includes comparisons of the results of previous regionalism and tax compliance
studies in dealing with similar regimes to RoOs and preferential tariffs. Based on this
comparison, several important policy directions suggested by our results with regard to
addressing the adverse influences of RoOs on firms’ use of FTAs are discussed.
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See Section 2.4 for the research questions and hypotheses explored in the present study.

7.2 Relationship between the Aspects of RoOs and Firms’ Use of FTAs

For the analysis of the results, the qualitative data in Section 1 of the questionnaire
were considered as dummy variables to investigate the difference between qualitative
variables. Industries (question 4) and transactions (question 6) were treated as dummy
variables. For industries, the variables show the difference in results between four major
industries and remaining industries33. For types of transaction, the dummy variables were
utilized to explore the difference in results between direct and indirect export to FTA partner
countries and others transactions.

The results of correlation analysis indicate that restrictiveness (r=-.512**, p<.01) and
uncertainty (r=-.528**, p<.01) have a relatively strong negative correlation with the use of
FTAs by firms, supporting Hypotheses 1 and 3, respectively. By contrast, complexity
(r=.355**, p<.01) has a weak positive correlation with use, supporting Hypothesis 2. Since
the value of complexity, which is calculated in currency value, was remarkably higher than
the that of the other two variables, which is the value between zeros to ten, for the correlation
analysis, the results on complexity were transformed below ten using natural log. The results
of our correlation analysis indicate that all three variables have a statistically significant
relationship with firms’ use of FTAs (see Table 7.1).
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See Section 4.3.6
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Table 7.1 Results of Correlation Analysis
Use
Use

Restrictiveness

Pearson Correlation

Complexity

Uncertainty

1

Sig. (2-tailed)
N
Restrictiveness

Complexity

Uncertainty

Pearson Correlation

295
-.512**

1

Sig. (2-tailed)

.000

N

233

233

**

-.068

Sig. (2-tailed)

.000

.379

N

184

169

184

**

**

-.211**

Pearson Correlation

Pearson Correlation

.355

-.528

.401

1

Sig. (2-tailed)

.000

.000

.004

N

259

229

183

1
259

**. Correlation is significant at the 0.01 level (2-tailed).

Data sources: Computed by the author using survey data

Overall, the direction of the associations among the aspects of RoOs and firms’ FTA
usage is as expected. The results indicate that, with the decrease of restrictiveness of RoOs,
firms’ use FTAs increases. Similarly, as firms’ uncertainty of RoOs decreases, firms’ use of
FTAs increases. However, as the complexity increases, that is, as firms’ compliance costs
increase, firms’ use of FTAs also increases. While the correlation coefficient of restrictiveness
and uncertainty shows a modest relationship with firms’ FTA usage, the relationship between
complexity and firms’ FTA usage is relatively low. However, all three independent variables
have a statistically significant (p<.01) relationship with firms’ FTA usage.
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7.3 Determinants of Firms’ Use of FTAs
To investigate the influences of RoOs on firms’ use of FTAs, a multiple regression
analysis was conducted.

Firms Use of FTAs
=

𝜕0 + 𝛽1 𝑆𝑖𝑧𝑒 + 𝛽2 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 + 𝛽3 𝐸𝑥𝑝𝑜𝑟𝑡 + 𝛽4 𝑅𝑒𝑠𝑡𝑟𝑖𝑐𝑡𝑖𝑣𝑒𝑛𝑒𝑠𝑠 +
𝛽5 𝑈𝑛𝑐𝑒𝑟𝑡𝑎𝑖𝑛𝑡𝑦 + 𝛽6 log(𝐶𝑜𝑚𝑝𝑙𝑒𝑥𝑖𝑡𝑦) + 𝑒𝑖
(7.1)

Dependent Variable:

Firms’ Use of FTAs

Firms’ compliance with RoOs in order to realize the benefit of
FTAs

Independent Variables:

Restrictiveness The portion of the materials that were not of domestic origin or not
from the FTA partner countries, i.e. the portion of non-originating
inputs
Uncertainty

Firms’ perception on the uncertainty of their liability under RoOs

Complexity

Firms’ overall difficulty in complying with RoOs that can be
quantified by compliance costs
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Confounding Variables

Size

A firm’s revenue in 2012
Due to the small number of samples in two categories, the original
nine levels of revenue were grouped into three levels

Industry

Industry categories
The original 20 categories were regrouped into five categories, which
comprise four categories of major Korean industries (i.e. electronics,
transport machines, machinery and equipment, chemicals) and others.
Another reason to transform the data transformation was that the
responses for other categories were marginal.

Transactions

The types of transaction with FTA partner countries (i.e. indirect
export, direct export, local purchase of materials, import of materials)
For the purpose of regression, the original four transactions were
transformed into two, namely, whether a firm is involved in export or
not.

Prior to conducting a multiple regression analysis, the data were tested to confirm
whether they violate the relevant assumptions underlying regression analysis, i.e. normality,
linearity, multicollinearity, and homoscedasticity. The results indicated that none of the
assumptions was violated (see Appendix H for further detail).

A four-stage hierarchical multiple regression was performed with firms’ use of FTAs
as the dependent variable. As suggested in chapter two, confounding variables, including
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company size (based on the revenue of 2012), industry, and export to FTA partner countries,
may create the illusion of the existence of a relationship between the aspects of RoOs and
firms’ use of FTAs. To check whether uncontrolled variables are accounted for, those
confounding factors were included as independent variables in a hierarchical multiple
regression analysis. For the first stage, these confounding factors were entered and
Restrictiveness, Uncertainty, and Complexity were entered in turn. A summary of the results
of the regression analysis are provided in Table 7.2 (see also Appendix I for further detail).

Table 7.2 Summary Results of Multiple Regressions
Model
2

Model 1

R
Adjusted R2
Standard Error
F Value
P Value
a

0.058
0.037
2.439
2.805
0.042

Model 2
0.272
0.250
2.152
39.974
0.000a

Model 3
0.359
0.336
2.026
18.460
0.000a

Model 4
0.385
0.357
1.993
5.502
0.020b

Significant at the one percent level.
Significant at the five percent level

b

Data sources: Computed by the author using survey data

When all variables were considered (Model 4), around 39 percent of firms’ use of
FTAs was accounted for by independent variables, which is a relatively high multiple
coefficient of determination (R2) for the results in any social science study. The regression
models were statistically significant at the five percent level. The results suggest that firms’
FTA usage is highly influenced by restrictiveness, complexity and uncertainty of RoOs,
providing the affirmative answer to the inferential research question of the present study.
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7.4 Discussion

7.4.1

Restrictiveness of RoOs

In explaining the influences of restrictive RoOs on firms’ use of FTAs, this study
differs from relevant previous studies in that our study has based on the analysis on the input
pools of industries. On the other hand, previous research, has highlighted the restrictiveness
of the legal text of RoOs by using the Restrictive Index proposed as an observation rule for
RoOs by Estevadeordal (2000). In this study, the measures of previous studies have not been
used, since the influence of such legal texts on FTA usage has frequently been disputed. For
example, in the case of Korean FTAs34, the RIs of Korean RoOs35 do not statistically
correlate with the Korean firms’ use of FTA36 (H. S. Kim et al., 2008). While the average RI
score is most generous for Korea-ASEAN FTA, the agreement has shown the lowest use ratio.
These results indicate that the legal text of RoOs does not necessarily determine the use of
FTAs.

Unfortunately, however, no other systemic method has been applied in the
investigation of the influence of restrictiveness of RoOs. Estevadeordal et al. (2007), among
other studies, has suggested that “real” or effective restrictiveness of RoOs depends on the
restrictiveness that firms encounter in procuring the inputs from the countries party to FTAs.
Since the availability of the efficient input supplies in the FTA member countries differs
across industries, the size of input pool by industries has been suggested as the measure for
investigating the “real” restrictiveness of RoOs.

34
35
36

See Section 5.2 for further detail of Korean FTAs.
See Section 5.6.1 for more details about the RI score for Korean RoOs.
See Section 5.3.2 for further detail about Korean firms’ use of FTAs.
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Investigating the real restrictiveness of RoOs is essential for the present study in terms
of obtaining the results that would be useful for Customs administration. For Customs
administration that implements trade policies, understanding the “reality” of trade practices is
no less important than understanding the written legal policies. Such understanding plays a
key role in enabling trade policies to be practically administrable in reality and in effective
reforming of trade policies so that to address the gap between policies and reality. Therefore,
this study has focused on understanding the “real” restrictiveness of RoOs, i.e. the
restrictiveness of the input pools under FTAs.

Our results demonstrate that the restrictive input pool of a firm is intrinsically related
to the firm’s FTA usage. The less restrictive the input pool is, the more a firm uses FTAs.
Therefore, to use FTAs more extensively, a firm needs to overcome the restrictiveness of the
input pool. However, overcoming restrictiveness frequently involves changing the existing
input-supplying countries to the partner countries of FTAs, which entails considerable costs.
First, a firm is required to find suppliers in the FTA partner countries; the increase of logistics
costs from the changes should not exceed the saved customs duty; furthermore, if a firm
depends on offshoring of manufacturing, changing the input-supplying countries requires a
huge investment in building a new factory in the parties to FTAs. Thus, the restrictiveness of
the input pool more or less locks firms in existing sourcing practices, determining firms’ FTA
usage.

The results by industries further underscore the significance of understanding firms’
use of FTAs based on the real restrictiveness of RoOs. The real restrictiveness of RoOs for
four major Korean industries investigated in the present study is the highest for electronics
industry and the lowest for transport machine industry (54 percent and 40 percent of non202

originating inputs, respectively)37. Consequently, the Korean firms’ FTA usage is most active
for transport machine industry (65 percent) and the lowest for electronics industry (34
percent).

The government reports on the Korean industry analysis (Korea Customs Service &
Korea Institute of Origin Information, 2013) ascertain the results by industries. According to
these reports, the major input suppliers in the transport-machine industry operate their
manufacturing factories in Korea, and Korean FTAs cover their major overseas input
suppliers in the U.S. and the EU. Therefore, the input pools for the industry has not been
considered restrictive in terms of using FTAs. By contrast, the electronics industry has been
operating under different circumstances. With the generalization of the technologies and
modularization of the manufacturing procedures, offshoring in the industry has become
pervasive; however, FTAs with the key input suppliers, such as China and Japan, have not
come into effect yet. Therefore, the input pool of the electronics industry has largely been
considered to be very restrictive for the industry.

The research results on Korean RoOs provide further evidence that the issues of using
FTAs cannot be fully addressed by mere relieving the legal text of RoOs. According to an
analysis on the legal restrictiveness of RoOs, Korean RoOs are more restrictive for the
transport-machine industry than for the electronics industry (H. S. Kim et al., 2008)38.
However, as suggested by the results, the analysis of the legal restrictiveness of RoOs has not
provided explanation on the relatively low FTA usage in the electronics industry. These

37

38

See Section 6.5 for the real restrictiveness of RoOs for the Korean industries.
See Section 5.6.1 for an analysis of the RIs of Korean RoOs.
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results, in comparison with those results on the real restrictiveness of RoOs, indicate that
reforming RoOs based on legal text of RoOs may act only for effect, and will not
substantially address the barriers to using FTAs.

The comparison between the effect of legal restrictiveness and real restrictiveness is
of particular importance to Customs administration in that the policy reform of RoOs for FTA
usage should take into account not only the relevant the legal, but also the administrative
measures. Previous studies on RoOs have suggested the reform of the legal text of RoOs, in
particular, relieving the restrictiveness of the Product Specific Rules (PSR)39 of RoOs. In
doing so, however, the reform of relevant administrative measures has frequently been
ignored. Coupled with the evidence on the relationship between firms’ input pool and FTA
usage, the results of the present study substantiate that, to facilitate FTA usage, the
administrative measures relevant to firm’s input supply should also be improved. To give an
example, the rules such as cumulation or outward processing40 facilitate the procurement of
originating inputs by enhancing geographical coverage of FTAs. The direct consignment rule
that restricts firms’ input supply within the partner countries has an exception to allow FTA
usage based on a document provided by customs of the third country at trans-shipment. In the
discussion on the PSR, the effectiveness or the benefits of these rules cannot be taken into
account. In addition, with the results restricted to the legal restrictiveness of RoOs, the
discussion on underuse of FTAs cannot include the issues of building specific administrative
procedures and cooperation among customs authorities required by the implementation of
such rules.

39

See Section 5.5.2 for further explanation of the Product Specific Rules (PSR).

40

See Section 5.5.3 for the explanations of cumulation rule and outward processing rules.
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To summarize, our results on the restrictiveness of RoOs are important for two
reasons. First, they demonstrate that any understanding of firms’ use of FTAs should be based
on an understanding of the real restrictiveness of RoOs, i.e. the difficulties in procuring
originating inputs. Second, our results suggest that, in order to fully address the underuse of
FTAs, not only the reform of the legal text of RoOs, but also the reform of administrative
procedures of RoOs needs be put in place. In conclusion, the reform that is intended to
address the underuse of FTAs should be initiated based on a comprehensive understanding of
firms’ difficulties in using FTAs. The reform of restrictive RoOs should aim to reflect the
understanding of firms’ input supply, to develop administrative measures that facilitate the
procurements of originating inputs to facilitate FTA usage, and to build administrative
cooperation among customs authorities for the implementation of comprehensive
administrative support.

7.4.2

Complexity of RoOs

Earlier studies have suggested that the differences among RoOs, i.e. complexity or
divergence of RoOs, increase firms’ costs of complying with the rules. Thus, the complexity
of RoOs was explored by estimating associated compliance costs. In analysing the costs,
however, regionalism studies have focused mostly on political economic impacts of such
rules (Anson et al., 2005; Estevadeordal et al., 2005), highlighting the impact of the costs on
trade and market access under FTAs or on the overall welfare gain from FTAs. Many tax
studies have also investigated the compliance costs of tax systems. These studies have been
concerned with the influences of the costs on taxpayers’ compliance, compliance activities,
and, furthermore, on the administration of the tax system. Likewise, the compliance costs can
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be analysed from various perspectives. While regionalism studies have emphasized political
economic issues of FTAs among countries, tax compliance cost studies have highlighted
administrative issues in implementing a tax system within a country. To investigate RoOs as
an administrative tool, this study applied the approaches of tax compliance studies in
accessing the complexity of RoOs based on compliance costs. The methods have provided
the results that most befit the approaches of Customs administration.

The results of this study indicate that the compliance costs of RoOs influence firms’
use of FTAs. As the use increases, so does the cost. However, as mentioned above41, the
relationship among complexity, compliance costs, and firms’ FTA usage is not
straightforward. This is so because, by reducing complexity to increase firms’ FTA usage,
firms’ compliance costs will increase with the increase of usage. Therefore, in order to
provide a better understanding of the costs and the use this study first analyses compliance
costs and, further on, interprets the relationship between the complexity of RoOs and the use
of FTAs.

In analysing the compliance costs caused by the complexity of RoOs, three
approaches were intentionally avoided in the present study. First, in interpreting the costs, this
study has avoided comparing the costs of a country with those of other countries. As
mentioned above, the costs are influenced by various factors, such as administrative
procedures or relevant legal criteria. The number of effective FTAs, the trade volume with
FTA partner countries, and the development of customs procedures may also affect the costs.

41

See Section 2.2.3 for further explanation of the relationship between tax complexity, tax
compliance costs, and tax compliance.
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Therefore, such a comparison may lead to a misleading conclusion on the costs. Second, this
study has also sidestepped a comparison among FTAs. To compare the costs by FTAs, one
should be able to disentangle the costs for an FTA from the others. However, on the firm level,
compliance activities are conducted for all eligible FTAs and not separately one from another.
Therefore, to avoid making another misleading conclusion, analysing the costs by FTAs was
also avoided.

Finally, this research did not compare the costs based on the benefits of FTAs.
Previous studies have argued that the costs of RoOs often negate the benefits of FTAs. As
mentioned above, the compliance costs of RoOs frequently comprise diverse components,
such as starting costs and other fixed costs. In the long run, the total costs are likely to be
reduced as a firm systemizes its compliance activities. By contrast, the benefits of FTAs, i.e.
the preference margin, are gradually increased with the tariff reduction schedule of FTAs.
Therefore, it can hardly be asserted that the contribution of FTAs to free trade is negated
simply because the costs of using FTAs in the short term are higher than the preference
margin of those FTAs. Rather, it has been assumed in the present study that the comparison
between the costs and benefits of FTAs should be more carefully based on longer term data.

Of special interest in the results on the compliance costs is the regressivity. The
compliance costs of RoOs for smaller companies account for a much larger portion of their
revenue than the corresponding costs for larger companies. Specifically, the portion of the
revenue accounted for by compliance costs of RoOs for the smallest revenue group is 233
times larger than the respective portion for the largest revenue group. The results on the
detailed costs provide substantial evidence of the compliance burden on smaller companies.
The analysis of the results indicates that a firm’s internal costs of complying with RoOs are
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higher than the external ones. While the internal compliance costs are the time and costs
spent by the employees of a firm for complying with the relevant rules and laws, the external
costs refer to the costs that are directly paid to hire external tax advisors or to equip a required
accounting system.

The regressivity is more evident in the results on the internal-external cost ratio. For
firms whose annual revenue is below USD 10,000 (except for the firms with revenue below
USD 500), this ratio is below one percent. On the other hand, the ratio for firms with annual
revenue over USD 10,000 is between 8 percent and 35 percent. These results suggest that
smaller firms rely exclusively on internal employees in conducting compliance activities for
RoOs. The large portion of internal costs adversely affects smaller companies’ use of FTAs.
In many cases, due to difficulties in hiring qualified individuals and a high turnover ratio,
smaller companies have a vulnerable internal system. To be prepared for satisfying
complicated requirements of RoOs, companies have to assign and train internal staff to deal
with numerous documents and data. The undue burden on smaller companies frequently
hampers those firms’ use of FTAs.

For further analysis, firms’ internal procedures that cause compliance costs were
classified into detailed procedures; first, the procedures for preparing proving documents
based on understanding on the relevant rules; second, the procedures for issuing the
certificate of origin, and, finally, the procedures for applying preferential tariffs based on the
certificate of origin. The preparation procedure for proving documents takes more than a half
of the total time (56 percent); next, the time required to issue a certificate of origin takes 25
percent; the remaining 19 percent is spent for applying for preferential tariffs on imported
goods. While only firms conduct the first type of procedures, the second and the third types
208

of procedures require interactions with customs authorities42.

The results indicate that the largest portion of internal costs is spent on firms’ own
preparation procedures, rather than for the interaction with customs authorities. Said
differently, the time and costs are mostly spent to fully comprehend relevant rules, apply
those rules to firms’ internal and external procedures, and prepare relevant documents. Thus,
our results suggest the significance of enhancing firms’ understanding of relevant rules. Any
reform for simplifying documentation procedures should be based on the understanding of
firms’ internal and external procedures of supplying inputs and manufacturing products.

Many factors cause delays and costs in firms’ preparation procedures under RoOs.
Mostly, firms have pointed out that the procedures of collecting origin information of the
inputs from suppliers are among the key obstacles to using FTAs43. The manufacturers of
products normally do not possess relevant information for the appropriate customs
classification or the originating countries for the inputs. Therefore, for the calculation of
products’ origin, firms are required to collect such information from suppliers of input. This
procedure requires that domestic suppliers of those inputs provide information on customs
classification and the originating country, with which the suppliers are unfamiliar. In addition,
since the origin of products is calculated based on the origin of inputs, the information should
in principle be collected from all suppliers within a supply chain. Therefore, in the case where

42

See Section 5.6.2 for a detailed explanation of the certification procedures under RoOs. Precisely
speaking, in the case of self-certification, firms are not required to interact directly with customs
authorities.
43
See Section 6.8 for the survey results on the question for the biggest obstacles to using FTAs.
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a product is composed of numerous inputs, suppliers’ time to acquire relevant knowledge and
to collect required information causes delays in the overall preparation procedure. From this
pattern, it might be deduced that the complexity of RoOs that cause delays and costs includes
not only the divergence in the legal text of RoOs but also confusions in firms’ compliance
activities associated with RoOs.

To summarize, the analysis of compliance costs provides explanations of the
complexity of RoOs faced by firms in using FTAs. First, the costs caused by the complex
RoOs are very regressive. Second, the largest portion of the costs is incurred from the needs
of learning and comprehending RoOs and relevant information. Third, the costs are incurred
not only because of the divergence in legal texts of RoOs, but also because of the complexity
involved in administrative procedures under RoOs. These findings further make explicit the
options for the reform that would aim to address the issues associated with firms’ use of FTAs.

Before turning to the discussion of the options for reforming RoOs, it should be noted
that the analysis of the costs raises two questions about the simplification and reform of the
rules. Can simplifying RoOs increase the overall firms’ FTA usage? Alternatively, are any
reforms on the system of RoOs desirable? Studies on tax compliance costs point out that even
the simplest tax that minimizes tax compliance costs does not always increase the compliance
of taxpayers (Slemrod, 1988). Any changes in a tax system influence the underlying policy
purposes of the tax, which further influences taxpayers’ compliance decisions (Alm,
McClelland, & Schulze, 1992). Tax studies have suggested that tax compliance might be
improved by simplifying those areas for which complexity is least justified, rather than the
areas that are seen as most complex

(Carnes & Cuccia, 1996). The same point can be made

regarding the reform of RoOs. Therefore, reform of RoOs should be conducted considering
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not only the relative simplicity of alternatives, but also their effects on firms’ FTA usage and
on their compliance burden on companies.

In this overall perspective, the simplification limited to the legal text of RoOs should
be complemented with improvements in relevant administrative procedures. Said differently,
the reform on RoOs from the administrative perspectives should be more comprehensive than
a mere simplification of legal texts of Product Specific Rules (PSRs). To administer firms’
compliance activities with RoOs in using FTAs, Customs administration should be able to
facilitate a wide public understanding of the difficult legal concepts relevant to RoOs. Thus,
the reform should aim to make RoOs easier to be understood and applied by firms. In
particular, the reform for simplification should be conducted taking into account the
compliance burdens for smaller companies.

Like other East Asian countries, making FTAs has become the priority for the Korean
government. The increasing FTAs will add more complexities in the relevant administrative
procedures, as well as in the legal structures under FTAs. As has been discussed in this
section, the complexity increases firms’ compliance costs as well as the administrative costs
of the governments. The results regarding the costs of RoOs suggest that, in forming FTAs,
such social costs of operating the FTAs should be considered. Additionally, to administer
firms’ compliance with RoOs, supporting policies are required to facilitate public
understanding of the overall origin administration. At the same time, relevant administrative
procedures require reforms that aim to be easily applicable to firms. Most importantly, the
results on compliance costs indicate that administrative reform is required to address the
burden on smaller firms and to simplify the current complexity in the procedures of collecting
origin information of inputs within supply chains.
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7.4.3

Uncertainty of RoOs

Very little is known of the uncertainty caused by RoOs. While some studies have
noted that uncertainty is caused due to the differences in interpretation of the RoOs across
different countries, others have argued that uncertainty owes to an unclear distinction of
responsibilities among producers, exporters, and importers under the origin verification
procedures. By contrast, in tax studies, tax uncertainty is one of the major topics that tax
administration uses as an enforcement strategy. Relevant studies have stated that tax
uncertainty deters taxpayers’ evasion decision and increases taxpayers’ behaviour of
complying with tax code (Scotchmer & Slemrod, 1989). In the argument, tax uncertainty
refers to taxpayers’ perception of the risks of audits on their compliance. Tax studies have
noted that, when the perceived likelihood of audit and penalties are sufficiently high,
taxpayers try to avert the risk by being fully compliant with the tax code and, in some cases,
forego questionable deductions and tax credits (Beck & Jung, 1989). In other arguments,
however, the focus is on taxpayers’ voluntary compliance with tax codes and the facilitating
role of tax administration (Alm et al., 2010). Such studies have contended that, while raised
enforcement uncertainty has limited success in increasing taxpayers’ compliance, the
information assistance of the government always increases it.

This study has assumed that the uncertainty of RoOs is caused by the uncertainty of
the liability under RoOs, which is mostly due to the lack of knowledge on key information
required to comply with RoOs. While origin determination requires specialized knowledge of
customs classification, valuation, and RoOs, available information assistance for firms to
acquire this knowledge is very limited. In these circumstances, the uncertainty of the liability
is to some extent caused not only by the risks of audits, but by from the lack of required
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information. Firms may search for information required to comply with RoOs based on the
voluntary compliance and on the risks of audits. Therefore, this study has analysed the
uncertainty of RoOs based on the assumption that the uncertainty of liability under RoOs may
be caused by the lack of required information.

Our results suggest that, with the increase of uncertainty, firms’ FTA usage decreases.
A closer look at the enforcement procedures under RoOs provides further explanations of the
uncertainty of RoOs and its influence on firm’s FTA usage. Since origin determination
requires specialized knowledge of customs classification, valuation, and RoOs, firms may
encounter a considerable uncertainty in dealing with relevant information. Moreover, it
cannot be stated that the origin determination is always consistent across FTA partner
countries, as different countries may apply different rules in determining the origin, such as
the use of different versions of the customs classification. Uncertainty may also be caused by
inconsistent interpretations of relevant rules among customs officials within a country. The
interpretation of the rules among countries may be even more inconsistent, even though
international rules and laws have been unified and harmonized across countries. Therefore,
due to such inconsistent interpretations across different countries, the existence of uncertainty
may be all the more possible. Notably, the results of the present study also demonstrate that a
certain level of uncertainty exists in using key information relevant to determine the origin44.

44

Section 6.7 provides the results on the uncertainty in determining the origin.
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Interestingly, the results of this research suggest that the uncertainty about the
information required for determining the origin differs by the sources of information. As
noted earlier, under RoOs, the origin of a product is determined based on the information on
inputs collected from suppliers. Our results suggest that the uncertainty on the liability is less
obvious for firms’ own information than for the information collected from suppliers. It is not
surprising that firms encounter more uncertainty about the information collected from others.
To be precise, our results indicate that the uncertainty regarding the information collected
from suppliers is more serious for the information collected from domestic suppliers than
from overseas suppliers. Whether a certificate of origin is issued under self-certification
regime or under an authority-certification regime, the origin information on imported
products undergoes a customs inspection at the time of customs clearance. Supposedly, a
customs inspection may have added certainty to the information exchanged among firms,
although such inspection is not considered to be binding. That is, to be compliant with RoOs,
firms are required to have specialized knowledge to understand and interpret the required
information. However, the interpretation of the information can be inconsistent across
different cases. Consequently, without a review of Customs authority that has expert
knowledge, firms may encounter considerable uncertainty in using FTAs.

The risks of the post-verification procedures add further uncertainty for firms’ in
using FTAs. Most of all, the scope of verification is not clear. Frequently, not only importers,
but also both exporters and suppliers are subject to verification. The frequency of verification
is unpredictable and the consequences may differ across FTAs, across customs authorities,
and across countries. All relevant procedures are far from being consistent, transparent, and
predictable. Uncertainty in the post-verification procedures stems from FTAs’ procedures of
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granting preference based on the origin of products. In this procedure, while an exporter in an
exporting country is responsible for complying with RoOs in certifying the origin of products,
the Customs authority in an importing country has to manage the exporters’ compliance by
taking enforcement actions on importers. For this reason, under the post-verification
procedure, exporters have to prove their compliance to the Customs authority existing outside
border and customs authorities encounter a challenging situation where they have to manage
compliance of exporters outside borders.

Under such circumstances, an importer who has relied on an exporters’ good faith in
certifying the origin can be penalized due to those exporters’ failure in proving their
compliance. Exporters, on the other hand, have difficulties to prove their compliance with
RoOs to customs authorities in a foreign country that has a different language, culture, and
legal system. Similarly, customs authorities also have difficulties in managing the compliance
of foreign firms. Under the direct verification, to verify exporters’ compliance, Customs
authority in an importing country has to afford considerable costs for visiting exporters.
Under the indirect verification, the procedure cannot be effective without the cooperation of
Customs authority in the exporting country. Moreover, even if exporters are not directly
penalized, as the enforcement adversely affects exporters, there is a possibility of disputes
between partner countries. Penalizing importers who are not directly responsible for the
faulty origin is another factor that adds further uncertainty in using FTAs.

In brief, it can be stated that the uncertainty of RoOs that affects firms’ FTAs is
underpinned by two factors: first, RoOs and relevant information that are difficult to be
comprehended and the lack coherence in interpretations; second, post-verification conducted
across borders, which obliges the governments to implement an irrational enforcement
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strategy and which burdens firms with excessive uncertainty. To put it differently,
administrative measures that ensure the consistency of interpretation of RoOs and relevant
information will contribute to address uncertainty. In addition, exchange and cooperation
among customs authorities of FTA partner countries for the management of compliance
across borders will reduce firms’ uncertainty in using FTAs.

Some countermeasures have been developed and implemented to remedy the
uncertainty of RoOs. For example, to ensure coherent interpretation of RoOs and relevant
information, Authorized Export (AE) regime and Advance Rulings on customs classification
and origin are being used. Under the AE regime, Customs authority in an exporting country
accredits exporters to be eligible for issuing a certificate of origin. Based on this accreditation,
importers and Customs authority in an importing country may be able to gain some certainty
about the origin information provided by exporters. The Advance Rulings on customs
classification and origin may also add some certainty about the appropriate interpretations on
classification and origin. However, these precautions have their limitations. Specifically,
among eight effective Korean FTAs, the AE regime is only available for Korea-EU FTA. Due
to the long pendency period of the Advance Ruling, firms are reluctant to use the measure for
the products with a short life cycle.

However, despite all limitations, the administrative measures for precautions are
organized better than those for post-verification. Under direct verification, a Customs
authority of FTA partner country directly sends an exporter a request for information (on the
origin of products exported). Since the exporter is generally not familiar with the laws,
culture, and language of the importing country, s/he generally encounters considerable
difficulties in proving his/her compliance. In case a firm uses multiple FTAs, overcoming the
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divergence and keeping consistent compliance with rules and laws become more complicated.
Similarly, customs authorities may also have difficulties in assisting firms to reduce
uncertainty by managing the divergence of the FTAs. Consequently, instead of assisting firms,
Customs authority often employs a compliance management strategy with stringent
verification procedures with higher uncertainty.

Tax studies have suggested that uncertainty about audit and penalty alone cannot be
an effective enforcement strategy and that uncertainty of a tax system adversely influences
tax compliance (Alm et al., 2010). The same holds true of compliance management under
RoOs. Managing firms’ compliance relying only on uncertainty is an overreaching strategy
which results in the overall underuse of FTAs and a retaliatory verification from other FTA
partner countries. To address the issues associated with firms’ FTA usage and compliance
with RoOs, administrative measures ensuring the consistent interpretation of relevant
information under RoOs should first be developed. Additionally, through the exchange and
cooperation among the FTA partner countries, post-verification should be improved to
become a more predictable and transparent procedure that reduces firms’ uncertainty.

7.4.4

Firms’ Use of FTAs

As has noted earlier, firms’ FTA usage has attracted little attention as a research topic
in regionalism studies. Therefore, little is known of firms’ FTA usage. The “underuse of FTAs”
that regionalism studies have frequently pointed out to be the reason for undesirability of
FTAs has not been clearly defined. In these studies, FTA usage has been estimated based on a
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country’s trade data about the rates of export amount that is actually granted preferential
tariffs among the eligible export amounts to FTA partner country. Therefore, the use ratio in
regionalism studies is the use of a country, which does not provide answers regarding firms’
use of FTAs. The ratio has been used as an indicator to evaluate the effectiveness of trade
policy under FTAs.

In tax studies, tax benefit, which is similar to preferential tariffs, has also been studied
with regard to its effectiveness in achieving tax policy intention, albeit using a slightly
different approach. Specifically, tax studies assessed the effectiveness of tax benefit from the
intended beneficiaries’ perspectives. For example, Scholz (1994) has assessed whether the
intended beneficiary of tax credit received the credit by using the participation rates – defined
as the percentage of eligible population receiving the credit. By doing so, tax studies have
aimed to investigate the effectiveness of a tax benefit regime, which provides benefits for the
eligible beneficiary while avoiding the receipt by the ineligibles. To investigate the
effectiveness of FTA from the administrative perspectives, this study has followed the
approach of tax studies in assessing FTA usage by using form level data, rather than country
level data.

Firms’ FTA usage differs considerable by FTAs, firm-sizes, industries, and types of
transactions that firms involve45.

The causes for the differences have been outlined in

earlier sections. Since the costs for complying with complex RoOs are regressive, small and

45

See Section 6.4 for research on the Korean firms’ FTA usage.
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medium sized firms use FTAs less than larger firms. In doing so, the regressive costs are
more serious for firms’ internal procedures and for the procedures of comprehending relevant
laws and documenting the required information. Generally, smaller firms cannot afford
compliance costs required for the procedures. Accordingly, the usage differs by firm size,
being lower for smaller firms than for larger firms. The usage is also intrinsically related to
the restrictiveness of industries’ input pools that can be purchased from FTA partner countries.
Satisfying RoOs is easier for firms with less restrictive input pools. Therefore, for those
industries where manufacturing is modularized and where offshoring is commonly accepted,
satisfying the rules is a challenging task. Since the restrictiveness of input pools differs by
industries, so does FTA usage. The usage is less for indirect export firms than for direct
export firms. As indirect exporting firms are generally not familiar with export procedures
and lack the required knowledge for complying with RoOs, these firms face a greater
uncertainty compared to direct exporting firms. Uncertainty owes to the difficulties in
comprehending relevant information required to comply with RoOs and, at the same time, it
is caused by the stringent enforcement strategy based on post-verification.

Most importantly, the analysis of the differences in firms’ FTA usage indicates that
eligible firms are not receiving the equitable level of benefits under FTAs. Specifically,
smaller firms, firms with restrictive input pools, and indirect exporting firms are receiving
fewer benefits under FTAs. In previous studies, such differences in FTAs usage has been
regarded as the consequence of trade policy and its implications have not been linked to the
effectiveness of tax administration in providing tariff preferences under FTAs. In these
studies, it has often been ignored that preferential tariffs are a part of tax administration. As a
part of a tax system, tax benefit, such as preferential tariffs, also has to be designed
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considering horizontal and vertical equity of taxpayers. The same holds true for firms’ FTAs
usage. In the light of tax administration, the differences in firms’ FTA usage indicate that the
equity considerations have largely been ignored in designing the administration of firms’ FTA
usage. Therefore, the differences in firms’ FTA usage is an area that requires further
investigation.

To mitigate the discrepancies in firms’ FTA usage, reforms on RoOs have been
employed based on the relatedness between RoOs and the usage. As noted in earlier sections,
the reform should aim at mitigating the adverse influences of RoOs with other administrative
measures. Furthermore, the reform should include measures for moderating the influence of
restrictive RoOs by monitoring the restrictiveness of the input pools by industries and by
reflecting the results into legal criteria for satisfying RoOs, such as easing the burden of
smaller firms in complying with RoOs and improving the predictability and transparency
under the FTAs post-verification procedures.

Typically known as the “spaghetti bowl” phenomenon, the complexity of RoOs has
represented the adverse influences of RoOs; addressing it has been the first priority in
reforming RoOs. In assessing the influence of RoOs on firms’ FTA usage, the present study
emphasized administrative approaches, given the importance of administrative simplification
(or procedural simplification) in addressing the overall complexity. Evans and Tran-Nam
(2010) have also underscored that, due to the trade-off between simplicity and other socioeconomic policy objectives, tax policy simplification is virtually impossible. From the
experience of historical reforms on tax codes, the authors also conclude that tax law
simplification offers limited benefits. On the other hand, administrative simplification
cultivates a more cooperative tax culture and reduces administrative requirements, resulting
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in the reduction of social operating costs of a tax regime. The results of the present study sum
up the importance of administrative reforms on RoOs.

Avoiding trade deflection by preventing FTA usage by the ineligibles is another key
administrative objective of RoOs. However, in achieving this objective, the enforcement
should be comprehensive, rather than focused on origin verification. In his investigation of
the case of customs enforcement in the Philippines against a specific method of avoiding
customs duty, Yang (2008) concludes that the enhanced enforcement reduces the targeted
method of duty avoidance, but leads to a substantial displacement to an alternative dutyavoidance method. Beyond trade deflection, there are many other methods of duty avoidance,
such as misclassification of products to low-rate classification and undervaluation. Therefore,
the increased enforcement focused on origin verification will backfire on other methods of
duty avoidance. For this reason, the enforcement strategy for origin verification should be
conducted as a part of the overall improvement in the enforcement systems of Customs
administration. In particular, since the origin verification requires enforcement against
exporters and producers in FTA partner countries, the improvement of Customs
administration should be implemented in a close cooperation with FTA partner countries.
Through the reforms, Customs administration can ensure that the regional economic
integration under FTAs is practically “administrable” with simplified and unified procedures
of high transparency and predictability.
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7.5 Chapter Summary
This chapter summarized the results of the relationships between RoOs and firms’
FTA usage. Three aspects of RoOs – restrictiveness, complexity and uncertainty – have been
found to have a statistically significant relationship with firms’ FTA usage.

In analysing the results, this study employed the administrative perspective on RoOs,
whereas previous studies mostly adopted trade policy perspectives. By doing so, the present
analysis has provided discussion on various administrative options to remedy the adverse
influences of RoOs on firms’ FTA usage. The analysis suggests that, in designing and
implementing FTAs based on RoOs, countries have to understand the actual restrictiveness of
input pools of industries, as well as smaller companies’ compliance burden. Furthermore,
devising a more transparent and predictable post verification regime among party countries
will also improve FTA usage.

This chapter also applied the administrative perspective for analysing firms’ FTA
usage. By doing so, firms’ use of FTAs is considered as the consequence of tax administration
in providing benefits to the eligible and in avoiding the receipt of the benefits to the ineligible.
Our analysis has highlighted out considerable differences in firms’ FTA usage, and as a
consequence of tax administration, these differences have to be further studied based on the
equity considerations of the regime. Our analysis also suggests that, in order to reduce the
discrepancies in the use, administrative simplification should be assigned more priority than
statutory simplification or policy simplification. In addition, it is suggested that enforcement
strategies for the ineligible usage of FTAs should be established based on the consideration of
the backfire of duty avoidance using other methods.
222

To conclude, the analysis of the results of the present study suggests that regional
economic integration under FTAs is practically “administrable” provided Customs
administration assists the integration with appropriate administrative measures. Therefore,
customs effort should continue to devise administrative measures that are simplified, unified,
transparent, and predictable across regions.
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CHAPTER 8: CONCLUSION

8.1 Introduction

This study has investigated the influences of Rules of Origin (RoOs) that cause
differences in firms’ use of Free Trade Agreements (FTAs). As FTA usage and RoOs were
previously studied in the context of political economy, little was known about their
implications as tax or Customs administration. This research has explored FTA usage and the
influences of RoOs from the administrative perspectives using survey data on Korean firms
eligible to use eight FTAs as of January 2012.

Based on available literature on FTAs and RoOs, this study has hypothesized that
three aspects of RoOs — restrictiveness, complexity, and uncertainty— influence firms’ use
of FTAs. Each of the three variables has been redefined and assessed from the administrative
perspectives. The data analysis has supported all three formulated hypotheses: as suggested
by our findings, the three aspects of RoOs indeed influence firms’ FTA usage.

As a concluding chapter, this chapter first provides a summary of the results based on
the discussions outlined in previous chapters (Section 8.2). This chapter also provides several
policy recommendations to mitigate any adverse influences of RoOs on firms’ FTA usage.
The reform of RoOs is discussed along with the improvement in Customs administration
procedures and building cooperation among customs authorities (Section 8.3).

In Chapters 2 and 3, we have noted that the methodologies used in previous research
are still far from being robust. This study has thus been the first attempt to consider the

approaches of trade facilitation and tax studies on RoOs and FTAs. Those approaches have
provided useful insights into our understanding of firms’ use of FTAs from an administrative
perspective. However, due to the methodological limitations that derive from previous studies,
difficulties emerged with regard to covering all the issues relevant to RoOs and firms’ FTA
usage. This chapter includes the discussion of the areas that require further investigation and
an account of the significance of the findings of the present study (Section 8.4). The chapter
concludes with a discussion of broader issues which have arisen from this research (Section
8.5).

8.2 Summary of Results

The research questions investigated in the present dissertation relate to RoOs’
influence on firms’ use of FTAs. To provide useful knowledge for Customs administration,
the central focus of the analysis on the results was devoted to understanding the results using
the administrative framework. Therefore, the approaches of trade facilitation and tax
compliance studies have widely been employed in redefining the definitions of variables, as
well as in the analysis of their relatedness. For each variable, the differences in the research
methodologies and analysis have firstly been presented.

This study has assessed three aspects of RoOs (restrictiveness, complexity, and
uncertainty) that may potentially cause variations in firms’ use of FTAs. This section provides
a summary of the results reported in Chapters 6 and 7.
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8.2.1 Restrictiveness of RoOs

In this study, the restrictiveness of RoOs has largely been assessed based on the “real”
or effective restrictiveness, i.e. such that depends on the restrictiveness that firms encounter
in procuring the inputs from the party countries to FTAs. The real restrictiveness has been
investigated by using the portion of inputs that do not originate from FTA partner countries,
whether purchased domestically or imported. This research method differs from the methods
used in previous studies. Specifically, in assessing the restrictiveness of RoOs, previous
studies have used the “restrictiveness index (RI)”, which is established based on the legal text
of RoOs.

Our results indicate that, on average, Korean firms use around 41 percent of nonoriginating inputs to manufacturing. The restrictiveness for four major Korean industries is
the highest for electronics industry and the lowest for transport machine industry (54 and 40
percent of non-originating inputs, respectively). The results of correlation analysis indicate
that the restrictive input pools have a statistically significant influence on firms’ FTA usage.
Therefore, the less restrictive input pool may increase firms’ FTA usage.

The restrictive input pools can sometimes be improved by changing input supplying
countries. However, in most cases, doing so entails considerable costs, locking firms in
existing sourcing practices. The results by industry provide further evidence on the influence
of the restrictive input pools. Since major input suppliers for transport machine industry exist
either in Korea or in Korea’s FTA partner countries, the restrictiveness of input pool is not so
serious for Korean transport-machine industry. Therefore, the FTA usage in this industry is
most active among four major Korean industries.
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In the recent movement of reforming RoOs, the discussion has frequently focused on
relieving the legal restrictiveness of RoOs that is often represented as the RI. However,
previous studies on Korean FTAs often note on the absence of a significant relationship
between the RI and FTA usage. For example, while Korea-ASEAN FTA has a relatively low
level of RI, the usage is one of the lowest in all Korean FTAs. In contrast to the results on the
legal restrictiveness of RoOs, the above evidence from the Korean industries and the results
of the present research indicate that the real restrictiveness is intrinsically related to FTA
usage. From the comparison between legal restrictiveness and real restrictiveness, it can be
construed that the reform of RoOs focusing on relieving legal restrictiveness will have
limited benefits.

When the restrictive input pools by industries are taken into account, the reform can
include an improvement of administrative measures on RoOs that would ease firms’
satisfying RoOs in supplying inputs. For example, administrative procedures, such as the
“direct consignment”, “outward processing”, and “cumulation”, assist firms to prove the
origin of inputs within their supply chain. To be more effective, these procedures require
improvements in cooperation with customs authorities in the third countries. The
improvement can be realized when the discussion on the reform includes administrative
reforms. Therefore, the results of the present study suggest that the reform of RoOs for FTA
usage should include not only the reform of the legal text of RoOs, but also that of
administrative procedures reflecting the real restrictiveness of input pools by industries.

228

8.2.2 Complexity of RoOs

Since the complexity or divergence in RoOs increase firms’ costs of complying with
the rules, previous studies have assessed the complexity of RoOs by using associated
compliance costs. The compliance costs can be analysed from various perspectives. To
investigate RoOs as an administrative tool, this research followed the approaches of tax
compliance cost studies.

In analysing the results, three approaches were avoided not to provide misleading
information. First, in view of the fact that the costs are influenced by various factors, such as
administrative procedures or the number of FTAs in force the comparison of the costs
between countries has been avoided. Second, since on the firm level, compliance activities
are conducted for all eligible FTAs and are not separable one from another, the comparison of
costs among FTAs has also been sidestepped. Thirdly and finally, we did not compare the
costs based on the benefits of FTAs, because the comparison between the costs and benefits
of FTAs should be based on longer term data.

Most obviously, our results indicate that the compliance costs of RoOs are largely
regressive. Compared to the compliance costs of RoOs for larger companies, the respective
costs for smaller companies account for a much larger portion of the revenue. The portion for
the smallest revenue group is 233 times larger than the portion for the largest revenue group.
The regressivity is more evident in the results on the internal-external cost ratio. On the
annual revenue level of USD 10,000, while the ratio for external costs is less than one percent
for smaller firms, the ratio is between eight and 35 percent for larger firms. Furthermore, the
results also show that, in conducting compliance activities for RoOs, smaller firms rely
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exclusively on internal employees. As, due to the difficulties in hiring qualified individuals
and the high turnover ratio, smaller firms generally have a more vulnerable internal system,
smaller firms can hardly be expected to continue compliance activities for the long run. The
results highlight the significance of providing information assistance for smaller firms, so that
they can voluntarily use FTAs in compliance with RoOs. Also, any reform aiming to simplify
the documentation procedures should be based on understanding of the results about firms’
internal and external cost ratios by firm sizes.

Further analysis on firms’ internal compliance costs indicates that the preparation
procedure for proving documents amounts to 56 percent of the costs. The results show that,
rather than to interact with customs authorities, more costs are required to comprehend
relevant rules, to apply those rules to firms’ internal and external procedures, and to prepare
relevant documents. Our results also demonstrate that information assistance should aim at
reducing the burdens associated with firms’ own procedures, rather than those required for
the interaction with customs authorities.

The results also describe that, in the preparation procedure under RoOs, firms have
complained that collecting origin information of the inputs from suppliers becomes one of the
biggest obstacles to using FTAs. Since with regard to the inputs, the manufacturers of
products normally do not have relevant information for the appropriate customs classification
or the originating countries, such information needs be collected from suppliers of the inputs.
In cases when a product is composed of numerous inputs, the procedure considerably delays
the overall preparation procedure, which emphatically highlights the need for simplification
of administrative procedures relevant to compliance activities among firms in the course of
using FTAs.
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In short, a closer look at compliance costs of RoOs suggests that the complexity of
RoOs hampers firms’ use of FTAs. The present study provides three major findings about the
compliance cost of RoOs. First, the costs caused by complex RoOs are very regressive.
Second, the largest portion of the costs stems from the needs for learning and comprehending
RoOs and relevant information. Third, the costs are incurred not only because of the
divergence in legal texts of RoOs, but also due to the complexity involved in administrative
procedures under RoOs. These results on the compliance costs of RoOs provide specific and
concrete options for the reform that would need to address the issues associated with firms’
use of FTAs.

8.2.3 Uncertainty of RoOs

In tax studies, tax uncertainty refers to taxpayers’ perception of the risks of audits on
their compliance (Scotchmer & Slemrod, 1989). In previous research, it has been noted that,
when the perceived likelihood of audit and penalties are sufficiently high, taxpayers will try
to avert the risk by ensuring that they are fully compliant with the tax code and, in some cases,
forego questionable deductions and tax credits (Beck & Jung, 1989). However, recent studies
focusing on taxpayers’ voluntary compliance suggest the existence of a linkage between the
uncertainty and information assistance of governments (Alm et al., 2010). Studies in this vein
contend that, by reducing taxpayers’ uncertainty, the information assistance of government
increase taxpayers’ voluntary compliance.
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An assumption in this study has been that the uncertainty of RoOs derives from the
uncertainty of the liability under RoOs, owing to both the lack of knowledge on key
information required to comply with RoO and the risks of the origin verification under RoOs.
While origin determination requires specialized knowledge of customs classification,
valuation, as well as RoOs proper, available information assistance for firms is very limited.
The overall situation raises firms’ perception of the risks of audits.

To continue, the results of this study indicate a medium level of uncertainty (3.3 on a
7-point scale) in the overall origin determination. Due to the lack of specialized knowledge
relevant to RoOs, firms may encounter an uncertainty in determining the origin. Moreover,
origin determination and the interpretations of relevant information can be inconsistent across
FTA partner countries. The reasons for the inconsistency are many and varied. Countries may
apply different rules to determine the origin, such as the use of different versions of the
customs classification. Customs officers within a country or across countries may rely on
inconsistent interpretations of relevant rules and laws. In a way, the existence of a certain
level of uncertainty may be a common phenomenon in international trade. As such, the results
of this study also support the contention that there is uncertainty in the use of key information
relevant to determine the origin.

Besides, the results of this study demonstrate that the uncertainty encountered by
firms differs by the sources of information. For example, the uncertainty regarding the
liability is less obvious for firms’ own information than for the information collected from
suppliers. The uncertainty is more serious for the information collected from domestic
suppliers than for that coming from suppliers overseas. The origin information on the
imported products undergoes a customs inspection at customs clearance. Supposedly, a
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customs inspection may add certainty on the information exchanged among firms, although
such an inspection is not considered binding. Under RoOs, the exchange of information
among firms is inevitable. However, since the key information can be interpreted
inconsistently among firms, firms’ uncertainty can be greater for the information collected
from others. Therefore, our results show that, without a specialized procedure to add certainty
on the external information, firms may encounter considerable uncertainty in using FTAs,
which ultimately leads to firms’ underuse of FTAs.

Under these circumstances, the risks of the post-verification add further uncertainty.
In the procedures, while an exporter in the exporting country is responsible for complying
with RoOs in certifying the origin of products, the Customs authority in the importing
country has to manage the exporters’ compliance by taking enforcement actions on importers.
For this reason, under the post-verification procedure, exporters have to prove their
compliance to the Customs authority existing outside the border of their country that has a
different language, culture, and legal system. An importer who is not directly involved in
certifying the origin can be penalized due to an exporters’ failure to prove their compliance.
In addition, the situation is challenging to customs authorities who have to manage
compliance of exporters outside borders. Under the direct verification, the Customs authority
in the importing country has to afford considerable costs for visiting exporters. Under the
indirect verification, the procedure cannot be effective without the cooperation of the
Customs authority in the exporting country.

In brief, the results of this study yield three major findings about the uncertainty of
RoOs. First, RoOs and relevant information that may lack in the coherence of interpretations
increase firms’ uncertainty in using FTAs. Second, the post-verification conducted across
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borders, which obliges governments to implement an irrational enforcement strategy and
which burdens firms with excessive uncertainty, causes the uncertainty. Therefore, our results
suggest that administrative measures that ensure the consistency of interpretation of RoOs
and relevant information will contribute to handling the uncertainty. Furthermore, there
should be an effort to clarify the liability under RoOs among producers, exporters, and
importers. Thirdly and finally, the exchange and cooperation among customs authorities of
FTA partner countries for the compliance management across borders will reduce firms’
uncertainty in using FTAs.

8.2.4 Firms’ Use of FTAs

In tax studies, tax benefit, which is similar to preferential tariffs, has been studied
with regard to its effectiveness in achieving tax policy intention. Relevant studies assessed
intended beneficiaries’ participation rates, i.e. the percentage of eligible population that
receives tax benefit (Scholz, 1994). To investigate the effectiveness of FTA from the
administrative perspectives, this study has followed the approach of tax studies in assessing
FTA usage by using the beneficiaries’ data, i.e. the use data of eligible firms.

Our results suggest that large differences exist in firms’ FTA usage. As explained
above, the evidence yielded by our data analysis leads us to conclude that the difference can
be caused by restrictive input pools to satisfy RoOs, the complexity of RoOs, and the
uncertainty under RoOs. Previous studies have suggested that such differences in FTAs usage
have emerged as a consequence of trade policy. Most importantly, however, our results
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highlight that such differences may also be linked to the effectiveness of Customs
administration as a part of tax administration in providing tariff preferences under FTAs. As a
part of tax system, tax benefit, such as preferential tariffs, also has to be designed taking into
account the horizontal and vertical equity of taxpayers. Our results indicate that the equity
considerations have been largely ignored in designing the administration of firms’ FTA usage.
Thus, the difference in firms’ FTA usage is an area that requires further in-depth investigation
in the area of Customs administration.

As stated above, this study has employed an administrative framework to understand
firms’ FTA usage. The aim of adopting the administrative approach has been to highlight the
important role of Customs administration in addressing the issues associated with firms’ use
of FTAs, which is typically known as the “spaghetti bowl” phenomenon. As suggested by
Evans and Tran-Nam (2010), due to the trade-off between simplicity and other socioeconomic policy objectives, tax policy simplification is virtually impossible. Indeed, tax law
simplification offers only limited benefits. However, administrative simplification cultivates a
more cooperative tax culture and reduces administrative requirements, resulting in the
reduction of social operating costs of tax regime. The evidence obtained in the present study
demonstrates that the same holds true regarding the reform for firms’ FTA usage. To conclude,
therefore, this study emphasizes the significance of the role of customs in addressing firms’
FTA by reforming relevant administrative measures.
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8.3 Implications

As mentioned in the previous chapters, the purpose, methodologies, and the focus of
analysis of this study differ from those of previous studies. This change has been intended to
gain an in-depth understanding of the challenges that FTAs have brought to Customs
administration. In doing so, this study has attempted to suggest that FTAs are not only the
trade policy instrument, but also a regime under a broad tax administration that is intended to
benefit the firms doing international trade. By doing so, this study suggests that, in order to
make the regime effective as a benefit, administrative reform, in particular, a reform of the
administration of RoOs and a statutory reform should be considered. Thus, this study has
attempted to contribute to adding some knowledge on FTAs and RoOs from the
administrative perspectives, which previous studies have not covered.

As a result of the approach used in the present study, four major observations are
proposed in the present study that can help to reform RoOs from the administrative
perspectives. First, to mitigate the influence of RoOs that restricts firms’ FTA usage,
administrative measures reflecting the restrictiveness of input pools have to be more devised
and improved; this would ease firms’ satisfying RoOs in supplying inputs. In previous
research, relieving the restrictiveness is discussed with the focus on relieving the legal criteria
of RoOs. By contrast, our results suggest that there is no significant relationship between the
legal text of RoOs and FTA usage; therefore, a reform limited to legal text of RoOs will not
be able to fully address the issues associated to FTA usage.

Second, in assessing the complexity of RoOs, this study employed the method of tax
compliance costs to gain the detailed information about the administrative procedures that
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cause undue compliance burdens for firms. This approach has yielded detailed results on the
compliance costs associated with administrative procedures of RoOs, which have been rarely
addressed in previous studies. Through using this approach, our study has gained the
compliance costs by firms’ sizes, internal costs and external costs, and the administrative
procedures involved in the internal costs. Based on these results, this study suggests that the
compliance costs are very regressive and that most of the costs account for firms’ internal
compliance activities. In view of these findings, this research highlights the undue
compliance burden on smaller firms that are unaffordable for external experts and that have
difficulties in hiring and keeping employed qualified employees. In addition, since the largest
portion of internal costs is caused by the needs of learning and comprehending RoOs and
obtaining relevant knowledge, this study suggests that information assistance for firms will
bring about longer-term voluntary compliance of RoOs.

Third, this study was the first attempt to investigate the uncertainty caused by RoOs.
In covering the uncertainty, we have focused on the uncertainty caused by the gaps in the
knowledge required for complying with RoOs. By comparing the uncertainty by information
sources, our results suggest that the uncertainty may be caused by the procedures of
exchanging information among firms. Therefore, to address such uncertainty, we suggest the
need for improving the administrative procedures that add certainty to the information
exchanged among firms. In addition, since the uncertainty of RoOs is related to the risks of
post-verification, our findings also emphasize the necessity to address the uncertainty caused
by verification procedures: first, by clarifying the division of responsibilities among
producers, exporters, and importers and, second, by establishing effective cooperation among
Customs administrations.
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Finally, as transpires from the discussion above, this study suggests that any reform of
FTA usage should aim at addressing not the underuse, but rather the gaps in use. The major
contribution that this research has strived to make was to attract attention to FTA usage as the
consequences of Customs administration. By doing so, this study highlights the importance of
sharing an equal level of benefits among firms under FTAs and the key roles of Customs
authority in making FTAs real benefits for a country. Thus, this study emphatically suggests
that an administrative reform is not any less important than a statutory reform. Additionally,
the effort of avoiding trade deflection should be conducted along with efforts to implement
the overall development of Customs administration to prevent any backfire of duty avoidance.

8.4 Limitations and Recommendations

While the research methodologies applied in the present study have provided many
informative insights into the issues of trade facilitation and tax compliance, these
methodologies have long been reported to be incomplete (see Chapter 3 for a detailed
discussion). Also, the current methodologies have first been applied to the study of FTAs and
RoOs in this research. In view of these limitations, the method of the present study was from
the outset designed to explore broader issues of FTA usage and RoOs and the approaches
have provided a useful framework for this research to analyse those issues from the Customs
administration perspective. However, due to these methodological limitations, this study
encountered some limitations with regard to covering a more in-depth analysis of the issues
outlined in this section.
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As noted in Chapter 4, this study analyses only four major Korean industries. While
the survey has covered all Korean industries, the number of samples for the industries other
than the four major industries was expected to be very limited. Therefore, the analysis was
only conducted for those four major industries, including the transport machine industry,
chemical industry, machine and equipment industry, and electronics industry. While this
approach was appropriate to explore the research questions addressed in the present study, the
results limited to the major four industries may not provide meaningful knowledge about
other sectors that are classified as sensitive industries, such as textiles and agriculture.
Therefore, future studies focusing on such specific industries can reasonably be expected to
contribute to the body of knowledge that would be helpful in formulating government
policies and remedies with regard to potentially disadvantaged industries under FTAs.

The most ambitious attempt of the present study was assessing firms’ compliance
costs of RoOs. As suggested in Chapter 4, since the compliance costs represent the most
significant element of tax operating costs, this study focused on assessing the compliance
costs of RoOs. The administration costs that the government spends to implement FTAs and
administer RoOs have not been considered. However, as the number of FTAs dramatically
increases, the administrative costs of the Korean government are also expected to increase.
Future research on the administration costs in implementing FTAs and in administering firms’
use of FTAs will add valuable knowledge on the benefits and costs of FTAs.

The most significant part of the research results concerns the uncertainty of RoOs.
“Uncertainty” is also one of the most promising parts of tax compliance study, dealing with
subjects such as constructing tax administration and enforcement strategies. In tax
compliance studies, the uncertainty is largely studied via the use of experimental research
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designs controlling the randomness in enforcement. However, as suggested in Chapter 4, the
experimental research design was deemed inappropriate in studying the issues of RoOs and
FTAs. Consequently, this study relied mostly on new measures and indicators devised for the
survey research methods that were employed. For the sake of simplicity, the survey of this
research did not cover the issues associated with post-verification procedures. Future studies
on customs cooperation procedures for the pre-export and post-import verification of RoOs
would further contribute to the existing knowledge on Customs administration in the field of
FTAs and RoOs.

Despite many measures adopted to increase overall response rate of the survey, the
survey generated a 14 percent response rate, which can be considered low though acceptable
for research purposes. The overall response rates from surveys are declining due to some
“over-surveying effects” (p.96). It has also been known that low response rates are most
prevalent in the case of web-based surveys (Sax, Gilmartin, & Bryant, 2003). However, as
Cook (2002) has suggested, “the representativeness of the sample is much more important than
the response rate we obtain” (p.821).

To ensure the representativeness of the sample, as identified in Section 4.2.1, the
sampling frame was constructed based on the attendees at the training for RoOs. The attendees
were responsible persons who were selected by companies to acquire required knowledge about
RoOs to utilize FTAs. Those attendees are assumed to be representing the population among all
available data. Therefore, while this research adopted the methods that Dillman, Smyth, and
Christi (2008) have suggested to prevent low response rates (Section 4.2.1), the research also
aimed to achieve a representative sample by constructing the sample frame with the attendees at
the trainings.
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In addition, in many tax compliance studies, the typical response rates were around 25
to 30 percent. Abdul-Jabbar and Pope (2008) explain that the rates are lower for Asian studies
comparable to a response rate of around 14 percent to 26 percent. Considering the low
response rate of web-based surveys and the context of Asian studies, the response rate of this
research is considered to be acceptable. As well, the results of non-response bias provide that
the responses are similar between respondents and non-respondents, indicating that there has
been no significant non-response bias46.

Last, the present study restricts its coverage to a single case, that is, the Korean
Customs Administration. The results from Korea, however, were presented to be relevant to
Asian countries in general. However, as a single case study, the results of the present study
may be generalizable only under the following circumstances; where multiple FTAs have
recently come into effect; where the portion of manufacturing industry is relatively high;
where it is not positioned as a hub in hub-and-spoke network of FTAs, and where its trade
with FTA partners amount to a significant portion of its total trade.

8.5 Concluding Remarks
This study has explored the influences of RoOs on firms’ FTA usage from an
administrative perspective. We focused on the role of RoOs as administrative tools and on the

46

See Section 6.3
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differences in firms’ FTA usage as the consequences of administration. This approach
enhances our understanding of FTAs as a part of Customs administration.

As overall tariff levels decrease worldwide, Customs administration assumes a more
prominent role in facilitating trade rather than in collecting revenue. In exploring the role of
customs in administering firms’ FTA usage, this study provided a greater focus on Customs’
role as facilitator of international trade. While this research defines RoOs as an administrative
instrument, the purpose of doing so has been to emphasize the importance of administrative
reforms on RoOs to facilitate firms’ use of FTAs.

Countries form more FTAs aiming to achieve or improve economic integration with
other countries. As can be seen from the underuse of FTAs, however, we cannot ensure the
success of economic integration without the development of relevant administrative measures
and without Customs administrations’ playing a considerable role in facilitating firms’ use of
FTAs. This study was an attempt to emphasize the importance of customs development and
globalization in achieving the goals of FTAs. Future studies in FTA usage and RoOs from the
administrative perspective would further contribute to our knowledge in this area in order to
benefit more firms trading under FTAs.
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원산지규정이 자유무역협정 활용에
미치는 영향 설문
이 설문은 기업이 원산지규정과 자유무역협정을 활용하는데 겪는 어려움을 보다 체계적으로
이해하여 실질적인

해결책을 모색하고자 제안되었습니다. 자유무역협정이

여러분에게

보다

유익하게 시행되고 활용될 수 있도록 첨부된 설문을 작성하여 주십시오. 이 설문은 아래
웹사이트를 통해 보다 편리하게 작성하실 수 있습니다.
웹 설문 사이트 주소: https://ko.surveymonkey.com/s/KIOI

작성에 5 분에서 10 분이 소요되는 이 설문은 박사과정의 일환으로 이뤄집니다. 설문에 대한
응답은 연구 목적으로만 사용되며, 익명성과 비밀이 보장됩니다. 설문에 대한 문의사항은 아래
연락처로 문의하여 주십시오. 설문에 응하여 주셔서 감사합니다.

전화

: 070-7678-6591

이메일 : jisoo.yi@canberra.edu.au
설문 작성자

: 이지수 관세사
Higher Degree Research Student
Centre for Customs and Excise Studies
Faculty of Business, Government and Law
University of Canberra, Australia

257

Appendix B
Cover Letter for Survey (in English)

259

SURVEY ON THE RULES OF ORIGIN AND THE USE
OF FREE

TRADE AGREEMENTS

This survey is suggested to understand difficulties in understanding the rules of origin and in
utilizing Free Trade Agreements. Please provide your opinion by providing responses to the
survey at the following web page.
Survey Web page: https://ko.surveymonkey.com/s/KIOI

This survey is designed for the completion on PhD course. The anonymity of the responses are
guaranteed, and the survey results will not be utilized other than the research purposes. The
completion of this survey will take 5 to 10 minutes. For any questions on the survey, please
contact following person. Thank you for your reply.

Phone : 070-7678-6591
Email

: jisoo.yi@canberra.edu.au

Contact : Jisoo YIHigher Degree Research Student
Centre for Customs and Excise Studies
Faculty of Business, Government and Law
University of Canberra, Australia
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Comments on the key obstacles to using FTAs – Section I, Survey Questionnaire

Respondent
ID

Comments

2440618441

지식이 부족함

2438851883

세금계산서,거래명세서 등 FTA 원산지를 발급받기 위해 준비해야하는
서류가 과다해 시간이 너무 많이 소비된다.

2437549599

제조에 필요한 부품이 많은데 HS 코드분류가 어렵습니다.

2437382428

앞으로 협정 발효될 한.터키 FTA 를 처음 준비하는데 매우 어려움이
많습니다.

2432237422

초보자도 원산지 증명서를 쉽게 받을수 있게 활요서등을 나눠 주었으면
한다

2432193760

저희는 OEM 생산과 물건 구매로 수출을 하는 업체로써 생산 업체에서
원산지 증빙 관련 자료를 전달받아 원산지 증명서를 발급하거나 원산지
인증수출자 인증을 받고 있습니다 인증을 받기 위한 서류 준비과정이
너무 복잡하고 어렵습니다

2432181354

알기쉽게 동영상 및 관련 자료를 만들어주세요

2432153552

FTA 와 관련된 사항의 전반적인 업무 처리가 어렵고, 활용을 하기에
정보가 부족하다

2432142280

중국산 원단을 가공하여 수출하는 당사의 경우, 한-미 FTA 의 적용이
힘들기 때문에 FTA 에 대하여 큰 실효가 없습니다. yarn forward 규정으로
인하여 국내산 원단을 사용해야 하는 상황이 관세혜택에 의한 수출
증진보다 비용적으로 손해가 많습니다.

2474447691

취급품목이 현재 FTA 물품에 포함되지 않는 것으로 판단됨(웹 / 앱
프로그램).

2442264761

주 거래품목이 관세 혜택품목이 아님
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2444535748

1. 정부기관 및 각 컨설팅 업체들의 중복 된 교육으로 인하여 제대로 된
교육을 선택하는 데 있어 애로사항이 있음 2. ERP 시스템과 FTA 시스템
간의 연동 시 비용이 많이 발생함 3. FTA 실사 및 원산지 검증에 대한
사례 및 자료, 정보를 습득하기가 어려움 4. 실질적인 현장 업무를
바탕으로 한 교육과 매뉴얼, 가이드 등이 필요할 것으로 사료됨

2440809896

시스템 사용이 미숙함

2681352431

FTA 발효 (특혜 관세) 前 / HS Code 의 요구가 많음

2681342397

협력업체들이 FTA 원산지 관리업무를 중요하게 생각하지 않고 HS 코드,
원산지 결정기준의 이해가 많이 떨어짐... 1. 단순한 공정을 하는
업체들도 원산지 확인서를 발급해야 하는 의무를 못느낌 많은
중소기업들도 FTA 원산지 업무에 대한 이해와 교육이 필요함. 2. 원산지
증명서 발급할때 제품의 규격, 패턴이 달라지면 제품코드가 바뀌는데
발급해야하는 확인서가 너무 많음 ㅠㅠ

2681339259

FTA 담당자의 타업무와 경업으로 업무 과중 FTA TFT 의 잦은 인원 변동
FTA TFT 구성원이 대부분 신입사원

2681335427

EU 국가 Supplier 들 역시 국내 수출기업과 마찬가지로 해당업무로 인해
자사가 관세 인하를 적용받지 않으므로 인증수출자취득에 비협조적임.
국가간 협의를 통해 본 협정에 대한 추가 홍보나 혜택 부여가 필요.

2681322281

원산지 관리사 시험은 왜 서울에서 치는지...

2679567957

단순 수출 대행의 경우 제조업체의 규모가 적어 협조가 힘들다.

2679554083

원산지 관리 시스템 - 협력업체와의 정보 연계

2679518193

제조사(1 차/2 차 벤처)들로 부터 자료를 받기가 어렵고 직접 수출을 하지
않으므로 중요성도 모를고 이해도 하려하지 않는다. 오직 생산만
하려한다.

2679508733

글로벌 기업 같은 경우 해외 그룹본사의 FTA 팀 통제를 받으므로 국내
FTA 에 대한 대처가 어려움. 사유: 프로그램 및 개발에 그룹이 승인이
있어야 함.

2679504797

원산지 증명서 발급자를 처벌하는 규정이 있어 발급하기가 꺼려진다.
회사 업무로 발급하다 실수가 생겼을 경우 개인이 부담해야하는 몫이
너무큼
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2679473197

시간과 항목에 비에 인원이 부족하다

2434058142

1. 1 년뒤 사후신청할때, 많이 번거로움. 2. 세번분류에 따라, 적용세율이
달라져서, 세번분류가 가장 힘듬. 3. APTA(아시아.태평양 무역협정)의
경우에도 원산지증명서가 요구되는데, 반드시 수입신고시 제출해야만
특혜세율 적용가능하고, 추후에 제출이 불가능함.

2432115827

본격적으로 활용하게 된 것이 한 EU,한미 FTA 인데 솔직히 수입업체
입장에서는 수출업체에서 정확한 기준을 가지고 원산지증명서를
발급했는지 알 수가 없다. 이러이러한 기준에 적합한지 확인 후 발급해
달라고 하는 것 이외에 직접 가서 일일이 확인하지 않는 한 알 수가 없어
차후에 세관에서 검증 등을 요청할 때 불이익을 받을까 걱정이 됨.
수출업자 측에서도 원재료 등에 대해 알려달라고 하면 대부분은 자세히
알려주지 않기 때문. 그리고 스파게티볼효과라고 하던데 각국마다 기준,
양식 등이 다르다 보니 여러 FTA 국가에서 수입하게 되는 경우
적합한지 따져보는 것도 시간이 많이 소요되어 번거로움. 이러한
문제점이 있으니 개선되면 좋겠음

2432115730

FTA 체결국이 다양해졌으면 한다.

2432096758

수출국에 c/o 서류 보완 요청에 대한 대응이 신속하지 않다.

2430728803

솔직히..말씀드립니다. 현 수입자재는 원산지증명서 요청을
하고있는반면...저희는 원산지판정 프로그램이 있는데도 반면에 부품판매
수출에서는 원산지 관리프로그램을 사용을 하지 않습니다. 원산지 증명서
발행도 하지 않고 있습니다. 이에 유관부서에서의 각별한 관심이 필요로
합니다. 감사합니다.

2430701201

협력사 원산지관리 수준이 매우 미비하다.
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Comments on the key obstacles to using FTAs – Section I, Survey Questionnaire
(Translated into English)

Respondent
ID

Comments

2440618441

I don't have enough knowledge to use FTAs

2438851883

It takes too much time to prepare the required documents

2437549599

Products have a lot of components and it is almost impossible to get the tariff
classification for those components

2437382428

I am preparing for Korea-Turkey FTA, but it is too difficult for me to
understand the rules.

2432237422

I hope to find more resources for the ways to issue the certificate of origin

2432193760

We are exporting products using OEM. We collect origin declaration from
manufacturers and, based on the origin declaration, we issue the certificate of
origin. For specific products, we are getting accreditation to simplify the
certification procedures; however, it is overwhelmingly complex.

2432181354

I would like to find some more online resources as concerns origin
management.

2432153552

All working procedures related to FTAs are very complex and I cannot find
useful information.

2432142280

We are exporting textile processed from Chinese fabrics. We have to use
Korea-US FTA, but the production procedure cannot satisfy the yarn-forward
rule under the FTA. There are only few domestic suppliers; thus, using FTAs
is too expensive.

2474447691

Our product is not eligible for using FTAs (Web/App Program).

2442264761

Our main products is not eligible for using the preferential tariffs.
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2444535748

Government organizes many trainings but I felt difficulties in selecting the
right one for my company. Also, it costs a lot to update our ERP system to
support FTA usage. We can hardly get the information on origin verification
cases or other relevant information. Therefore, I think we need to have
trainings, manuals, and other guidance that reflect our practical needs.

2440809896

I am not good at using the origin management systems.

2681352431

We are not exporting to FTA party countries and I feel difficulties in
understanding the tariff classification.

2681342397

Suppliers don't understand the importance of utilizing FTAs. Especially, they
don't have much knowledge of tariff classification and RoOs. 1. Companies
that have very simple manufacturing procedures usually feel that they are not
required to issue origin declaration. They need to have some training. 2.
Whenever product numbers change, certificate of origin should be reissued.
It's really burdensome.

2681339259

There's no designate person working on FTAs in our company; therefore, the
job is really burdensome. We formed a FTA TFT to manage this work.
However, the members of FTA TFT often transfer to other departments and
most of them are newcomers.

2681335427

Suppliers in the E.U. countries don't understand the importance of utilizing
FTAs, and they don't apply for Authorized Export Regime. I think there
should be some promotional activities to increase the awareness of Korea-EU
FTA.

2681322281

I don't think the test for origin coordinator should be taken outside of Seoul.

2679567957

For a small-sized company, it is very difficult to get support from
manufacturers in obtaining the right documents.

2679554083

I hope to have some interface in the Origin Management System between my
company and suppliers.

2679518193

Suppliers don't understand the importance of utilizing FTAs. Especially, they
don't provide appropriate documents and want to focus on manufacturing.
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2679508733

For multinational companies, FTA team in the headquarters controls the
overall use of FTAs. Therefore, it is very difficult to get support for specific
FTAs in Korea. Most of all, the changes required in our ERP system cannot
be made without their approval.

2679504797

Under the current Korean customs code, exporters are too severely penalized
when they made errors. So, I hesitate to issue the certificate of origin. If I
make mistakes in this work, I run into much risk.

2679473197

Considering the time and tasks required in working on RoOs, we only have
very limited resources in terms of the number of employees.

2434058142

1. Customs code allows us to apply for the preferential tariffs after the import
within a year of importation. However, the required procedures include so
much red-tape. 2. Since the tariffs vary by customs codes, it is most tricky to
get the appropriate customs code for products. 3. In case of APTA, the
agreement doesn't allow us to request for the preferential tariffs after the
import. Therefore, we cannot apply for the preferential tariffs, once we don't
have the certificate of origin at the time of import.

2432115827

As an importing company, we do not trust the origin declaration made by
exporters. There is no other way to check them except for asking them to
check whether they comply with all the required procedures for determining
the origin of products. However, even in doing so, we feel uncertain about the
risks of customs verification and any possible penalty that might follow. In
addition, since we cannot get the bill of materials for the products, it is
impossible to make the certification by ourselves. The criteria, forms, and
procedures differ by FTAs and by countries, so it takes too much time to
work on the origin. I would like to see some improvements in these areas.

2432115730

I hope the Korean government forms more FTAs.

2432096758

It takes too much time to prepare for information requests of Customs in
exporting countries,

2430728803

To be honest, we are requesting the certificate of origin for exporters.
However, we do not issue any certificates of origin for our export products.
Relevant departments of our company should take action on this. Thanks.

2430701201

Suppliers are not sufficiently qualified in determining the origin of their
products.
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Data Validation

To assess the validity of survey results, the completeness of responses and the outliers
of all returned questionnaires were verified.

In designing the survey, the present researcher had to decide whether to focus on the
completeness of the responses or, alternatively, to obtain more reliable responses. Preferential
Rules of Origin (RoOs) are an entirely new regime for many companies, and the rules are
technically very complicated for understanding. Some of the questions were not expected to
be applicable for companies, since they were not doing business with partner countries to
Korean Free Trade Agreements (FTAs)47 at the time of survey. In addition, the respondents
who did not have much knowledge about the overall imports and exports of their own
companies were not expected to produce valid responses to the questionnaire. Including the
questions to filter out these respondents was expected to produce an extremely long
questionnaire that was not pertinent to the research questions addressed in the present study.
Therefore, the questionnaire was designed so that the respondents could skip questions that
were not familiar, applicable, or understandable to them.

47

Companies conduct compliance activities of RoOs to use FTAs even before they start to do
business with party countries to FTAs.
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Table 0-1 Question with missing responses
Variables

Question Number

Firms' Use of FTAs
Restrictiveness of RoOs

7, 10, 12, 18
13, 17

Total a

Completed

Missing

295
246

295
233

0
13

Missing
Percentage
0percent
6percent

Complexity of RoOs
21, 22, 23
239
184
55
30percent
Uncertainty of RoOs
11,14,19
295
259
36
14percent
a
Total number of the companies applicable for responding to the relevant questions

While the response rate for questions associated with “Firms’ Use of FTAs” was
almost 100 percent, the responses for other questions related with RoOs showed missing rate
up to 30 percent, as expected. The missing data were treated without any modification or
change for the analysis. Descriptive statistical analysis on each variable was conducted using
all returned responses. However, multiple regression analysis was performed using only the
responses where all questions associated with RoOs were answered. Forty-three cases
indicating that they used FTAs in 100 percent for their import and export were excluded from
the multiple regression analysis, since the usage of 100 percent was regarded as biased data.
For multiple regression analysis, therefore, only 141 cases were included.

The presence of outliers was validated based on the scatterplot diagram between
standardized residual value (ZRESID) and standardized predicted values (ZPRED). The
scatterplot shows the values between -3 and 3, indicating non-existence of extreme outliers.
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Regression Analysis: Assessment of Assumptions

This section provides the results of the assessment for the four assumptions of
regression analysis, i.e. normality, linearity, homoscedasticity, and multicollinearity.

Normality: Review of a normal probability plot indicates that normality is a
reasonable assumption. A normal distribution forms a straight diagonal line on the plot. As
shown in Figure 1, normal probability plots do not indicate significant departures from the
straight diagonal line, suggesting that normality was reasonable.

Figure 3: Normal Probability Plot
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Linearity: The assumption of linearity was tested via the examination of a scatterplot
diagram between standardized residual value (ZRESID) and standardized predicted values
(ZPRED). The scatterplot shows no evidence of patterns, suggesting linearity. Additionally,
with a random display of points falling mostly within an absolute value of two, a scatterplot
of unstandardized residuals to predicted values provided further supporting evidence for
linearity.

Figure 4: Scatterplot Diagram

Homoscedasticity: The scatterplot diagram (see Figure 2) was also used to assess the
assumption of homoscedasticity, which refers to the assumption that the dependent variable
exhibits a similar amount of variance across the range of values for independent variables.
Graphical patterns on a scatter plot indicate homoscedasticity (Bryman & Cramer, 2011).
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Figure 2 does not exhibit any graphical patterns, providing thus no evidence of
homoscedasticity.

Multicollinearity: Multicollinearity refers to a statistical phenomenon in which two
or more independent variables in a multiple regression model are highly correlated.
Multicollinearity does not affect the predictive power or reliability of a model. That is, the
correlated independent variables (which are often called as “predictor variables” in a multiple
regression analysis) can predict the dependent variables (which are referred as “outcome
variables), indicating how well all independent variables of a multiple regression model
explain the dependent variables. However, multicollinearity of a model may not produce
valid results about independent variables, computing the coefficient estimates of the
regression model erratically. The variance inflation factor (VIF) has been suggested as an
indicator that multicollinearity may be presented in a model (Bryman & Cramer, 2011). A
VIF of 5 or 10 and above indicates the existence of multicollinearity in the model. The
detailed results of coefficients of the present study yield VIF value less than 1.5, rejecting the
assumption that multicollinearity exists in the model.

Overall, our results satisfy four basic assumption of multiple regression analysis.
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Multiple Regression Results

Coefficientsa
Standardize
Unstandardized
d
Coefficients
Coefficients
Std.
Model
B
Error
Beta
(Constant)
1
3.349
.904
1 Company size
.764
.272
.247
Industry
-.171
.444
-.034
Transactions
.538
.713
.063
(Constant)
4.717
.827
2 Company size
.742
.240
.239
Industry
.077
.394
.015
Transactions
.908
.632
.106
Restrictiveness
-.434
.069
-.467
(Constant)
6.088
.841
3 Company size
.716
.226
.231
Industry
.177
.371
.035
Transactions
.983
.595
.115
Restrictiveness
-.319
.070
-.344
Uncertainty
-.587
.137
-.322
(Constant)
4
1.296
2.204
4 Company size
.558
.232
.180
Industry
.036
.370
.007
Transactions
.886
.587
.103
Restrictiveness
-.326
.069
-.351
Uncertainty
-.507
.139
-.278
Complexity
.727
.310
.176
a. Dependent Variable: Use

t
3.703
2.810
-.385
.755
5.705
3.092
.194
1.436
-6.322
7.237
3.168
.477
1.650
-4.572
-4.297
.588
2.402
.096
1.509
-4.741
-3.659
2.346

Sig.
.000
.006
.701
.452
.000
.002
.846
.153
.000
.000
.002
.634
.101
.000
.000
.557
.018
.924
.134
.000
.000
.020

Collinearity
Statistics
Toleranc
e
VIF
.893
.900
.991

1.120
1.111
1.009

.893
.892
.982
.981

1.120
1.122
1.018
1.019

.892
.888
.982
.839
.843

1.121
1.126
1.019
1.192
1.186

.817
.864
.977
.837
.793
.813

1.224
1.157
1.024
1.194
1.262
1.230
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