
Australia-Korea Free Trade Agreement: 
Substantive Causal Empirics and Political Economy  

 
Tran Van Hoa 

 
Research Professor, Centre for Strategic Economic Studies, and  

Director, Vietnam and ASEAN+Plus Research Program 
Victoria University, Melbourne, Australia 

 
Email: Jimmy.Tran.edu.au 

Website: http://www.staff.vu.edu.au/CSESBL/ 
 

ABSTRACT 
 
Australia and Korea announced, on 6 December 2006, a joint study on an Australia-Korea free trade 
agreement (AKFTA) to promote trade and economic relations between the two countries (DFAT, 2008). 
This paper does not focus on the AKFTA’s political economy but aims to provide rigorous substantive 
evidence satisfying Kydland (2006) data-model consistency criterion for credible policy analysis of this 
FTA. The paper first analyses the major economic and trade patterns between the two countries over the 
past two decades for relevant historical correlative support of an AKFTA. Second, it uses the generalised 
gravity theory (see Tran Van Hoa 2004) with improved economic and modelling features over such 
existing methods as the CGE, growth and fixed-effect panel regressions, to provide substantive causal 
empirical evidence as important inputs to studying the rationale, benefits and potential risks of the AKFTA, 
and to improve informed discussion and policy advice. Discrepancy between causal empirics and political 
economy is then analysed and resolution suggested. 
 
Keywords: Australia-Korea free trade agreement, economic modelling and forecasts, 
Kydland data-model consistency, economic and trade policy. 
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1 INTRODUCTION 
 
Regional trade agreements (RTAs) that consist of FTAs and customs unions (eg, the 
European Union), have proliferated in recent years especially in the Asia and Oceania 
regions. Significant bilateral FTAs for Australia include for example the Australia-US, 
Australia-Thailand, Australia-Singapore, Australia-New Zealand Closer Economic 
Relations, and the FTA proposals currently under negotiations or consideration such as 
the Australia-China, Australia-Japan and AKFTA. Korea which, like China and Japan in 
East Asia, traditionally has had reservations about FTAs, has recently participated in 
FTAs. In this context, it has completed or been in negotiations for a number of FTAs. 
These include the Korea-Chile (in 2004), Korea-Singapore (2005), Korea-Europe (2005), 
Korea-US (2007), Korea-Canada, Korea-India, Korea-Mexico, and Korea-ASEAN (Ahn, 
2007).  A number of reasons have been put forwarded to explain this new and important 
RTA development which ostensibly is under the acceptable flexibilities of the WTO 
principle of the most-favoured-nation (MFN) rules and their extensions (WTO, 2008), 
and which, unlike the WTO, has the objective of liberalising trade in goods as well as 
services and investment for member countries. The AKFTA is an important trade 
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agreement within this development between Australia and Korea. The AKFTA has 
government support at the highest level and results to some significant extent from 
growing and strong trade, economic, cultural and military relations between the two 
countries over the past 50 years or so. 
 
As a condition for the joint AKFTA study, as announced by the trade ministers of 
Australia and Korea, both Korean and Australian private research institutions and 
consulting firms have been actively involved in in-house research, industry surveys and 
reports, and experiences from past bilateral FTA negotiations to formulate policy 
proposals to submit to government officials for review (DFAT, 2008). The paper does not 
deal with the political economy of or anecdotal arguments for an AKFTA. It is, in 
contrast, a substantive and systematic contribution with practical policy implications to 
the AKFTA study. The paper plan is as follows. First, it analyses the major economic and 
trade patterns between the two countries over the past two decades or so for relevant 
historical support of an AKFTA. Second, it significantly uses a new and effective policy 
modelling approach, the generalised gravity theory (eg, Tran Van Hoa, 2004), to provide 
substantive causal empirical evidence, as distinct from geopolitical economy, as 
important inputs to study the rationale, viability and risks of the AKFTA and to improve 
informed discussions and policy advice. 
 
2 THE SCOPE OF REGIONAL FTAS AND THE WTO 
 
It is well-known that the key role of the plurilateral trade system such as the WTO is to 
reduce trade barriers and therefore to increase trade to all members on the MFN basis 
(WTO, 2008). The extension of the WTO rules to services is sometimes known as 
services FTAs or technically as economic integration agreements (EIAs) (DFAT, 2008). 
Most FTAs in Asia effectively combine FTAs and EIAs, and provide a framework under 
which countries can negotiate a range of other bilateral undertakings. These include 
issues such as investment protection and promotion, government procurement and 
competition policy, which are either not yet covered by WTO rules or only partially 
covered by them (DFAT, 2008). 
 
A number of different opinions and interpretations have emerged as a result of growing 
FTAs worldwide and especially in the Asian region. On the one hand, it is claimed, 
mainly by multilateral trade advocates and consultants, that bilateral and multilateral 
trade systems can be mutually reinforcing. On the other hand, it is claimed, chiefly by 
academics that the WTO is not a multilateral FTA but a negotiated trade agreement, the 
objectives of which are far less comprehensive or encompassing than those of an FTA 
[see DFAT (2008) for the Australian government’s view on this]. More specifically, 
while the initial rules of the WTO have been slowly relaxed to more appropriately 
encompass not only trade in goods and trade-related services and trade-related investment 
(through TRIMS, TRIPS, and TRIPS Plus), they are still inadequate in a modern global 
economy where different countries or different regions still are governed by their 
different development stages, different sets of ‘national benefits and treatment’, different 
human and physical endowments, and subsequently vastly different growth paths. These 
aspects need an appropriate methodology which at the present is lacking. It has also been 
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claimed that, in the ‘hurried’ development of the WTO rules to govern FTAs (or even 
RTAs), some of these rules are regarded by key WTO members (such as Australia) as 
really in need of clarification (see DFAT, 2008). The current debacles of the Doha Round 
between the US, the EU (developed countries) on the one hand and Brazil and India 
(developing countries) on the other hand which led to suspension of WTO negotiations in 
2006 clearly show the preference of FTAs over the multilateral trading system as it stands 
or is projected. The preference is supported by the fact many FTA members are also 
WTO members. 
 
3 THE POLITICAL ECONOMY OF AN AUSTRALIA-KOREA FTA 
 
The AKFTA emerges at the end of a long historical relationship between Australia and 
Korea. The relationship started with the participation of Australia in the 1950-51 Korea 
War where more than 10,000 Australian soldiers were sent to Korea and more than 300 
of them lost their lives to defend the country’s nascent democracy and to support a strong 
international coalition then. While it is well-known that Korea and Japan had been 
reluctant in signing an FTA with any country until very recently, the AKFTA, in a similar 
context to the currently negotiated Australia-China and Australia-Japan FTAs, is a 
persistent effort of Australian former Prime Minister John Howard who saw a useful role 
for Australia to engage more in the economic and trade growth path of the region. 
Ostensibly, an AKFTA has the potential of significant economic benefits to both 
countries. In addition, an AKFTA is claimed to be a continuing effort to build a strong 
commercial relationship and is based on the two countries’ complementary economies, 
being two developed and OECD members (DFAT, 2008).  
 
As the recent official economic and trade data in Australia show (DFAT, 2008), 
Australian exports of resources and energy already made a significant contribution to 
Korea’s economy and its export growth. Korea is also Australia’s third largest market for 
Australian beef, with exports worth $A662 million in 2005/06. Korea is a significant 
destination for Australian services exports, especially education (with 32,000 students 
studying in Australia) and tourism (with 250,000 Koreans visiting Australia) in 2005/06. 
Australia’s strong export performance to Korea posted a record $A20 billion in the same 
financial year, and Australian investment has also been increasing steadily. By contrast 
and from a Korean perspective, Korea has continually had a trade deficit in favour of 
Australia and, dismally, Australian tourists to Korea were minimal in number and only 
about 100 Australians were studying in Korea during 2005/06 (speech by Korea 
Ambassador to Australia, H.E. Chang-Beom Cho, at the Korea and the World Economy 
Conference, 2 July 2007, University of Wollongong). A comprehensive AKFTA would, 
it is claimed, however further strengthen and deepen the bilateral commercial relationship 
by lowering input costs through reduced tariffs and multiply the contribution of 
Australian exports to Korea’s economic and trade performance. Finally, this FTA would 
allow Australian service providers to play a great role in assisting Korea to achieve its 
ambition of becoming a North Asia services hub (DFAT, 2008). 
 
4 RECENT TREDNS IN AUSTRALIA-KOREA ECONOMIC AND TRADE 
RELATIONS 
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The strong commercial relationship alluded to by the political leaders of Australia and 
Korea above refers to the growing trend in exports and imports between the two countries 
which started in the 1960s but especially since the early 1980s (DFAT, 2002). Since the 
late 1980s when monthly data were collected, this trend has generally shown a consistent 
growth path which was seriously interrupted briefly by the contagion of the great Asia 
economic and financial crisis starting on 2 July 1997 in Thailand (see Figure 1). The 
historical data also show that Korea is second (after Japan) in Australia’s 30 top surplus 
trading partners, and in 2005, the surplus reached $A5,726 million with $A10,926 million 
exports to Korea versus $A5,199 million imports from Korea. 
 
As mentioned earlier, Australia’s trade with Korea is dominated by the former’s strength 
in exports of resources, energy, education and tourism, while Korea’s strength is in 
exports of manufactured goods to Australia. The trade imbalance is growing unabated it 
seems. Between 2004 and 2005, the imbalance growth was 34.9 per cent, while between 
2003 and 2004, it was only 26.8 per cent (DFAT, 2008, and own calculations). It is 
within this trade environment that an AKFTA was contemplated. And it is perhaps this 
environment, in addition to Korea’s well-known domestic opposition to trade agreements, 
that an AKFTA has been advocated generally at the behest of the Australian government. 
It can be argued that an FTA is mutually beneficial whether it is with a surplus or deficit 
trading partner. But this argument assumes essentially that an FTA is expected to 
liberalise trade and an enhanced trade (in goods, services and investment) is expected to 
increase development, growth and living standard for FTA members (or even for 
countries outside the FTA according to academic research – see Wan and Zhou, 2005). 
How credible is this causal assumption in practice in the case of an AKFTA? The 
sections below use a new and appropriate approach (the GGT) to modelling this assumed 
causation between trade and development and growth for the two countries in-focus, 
Australia and Korea, to provide substantive empirical support (or a lack of it) for a viable 
AKFTA, and to improve debates, discussions and negotiations on the subject-matter. 
  
Figure 1: Australia’s Monthly Trade with Korea, Jan 1988 to Aug 2005 
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Note: IMfKR=Australia’s imports from Korea, X2KR=Australia’s exports to Korea. 
 
5 A GGT MODEL OF AUSTRALIA-KOREA TRADE AND GROWTH 
 
In a number of recent papers, Tran Van Hoa (eg, 2002a, 2007) uses a simple, new, 
effective and general modelling approach (the GGT) to empirically study comprehensive 
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trade (goods, FDI and services) and economic ‘conditions’ and their causal link to growth 
in major developing countries in Asia. The conceptual framework of this modelling 
approach is a generalisation of the standard growth regression (Levine and Renelt, 1992) 
and gravity theory (Frankel and Romer, 1999) and is more appropriate for regional FTAs 
or AKFTA where, by their design, more considerations than just WTO-focused 
merchandise trade are involved (see above). The major and novel features of a GGT 
trade-growth model which are major improvements on existing popular models are 
several-fold. First, it assumes no a priori (eg, linear or log-linear) functional form for 
trade and growth determination. Second, it incorporates FDI, services, and other events 
(such as crises and policy reforms) that have actually affected trade and growth in the 
region in recent years but not taken into account in previous studies. Third, it incorporates 
explicitly the endogeneity of or the interdependence between trade, growth and major 
macroeconomic conditions or activities in the trading economies. Endogeneity is a 
traditional economic-theoretic concept in the sense of Marshall and Haavelmo for 
appropriate partial equilibrium or economy-wide modelling, but it was made more 
prominent again recently especially by Krueger (2007).  
 
Existing modelling approaches for this kind of study used routinely by academic and 
international organisation researchers are inappropriate or not credible for policy uses 
because of their structural and econometric limitations. Some of these limitations are 
listed below. For example, the CGE/GTAP is essentially confirmatory with its a priori 
assumed causal relationships and given impact parameters. The gravity theory (Frankel 
and Romer, 1999) deals chiefly only with cross-section data and is beset with serious 
cross-country heterogeneity. Growth regression is econometrically fragile (Levine and 
Renelt, 1992) and lacks the well-known circular causality among economic activities 
such as trade, growth, monetary, fiscal and industry policies (see also Krueger, 2007). 
Gravity theory and growth regression or its extended fixed-effect panel regression lack 
endogeneity among their key and intertwining economic variables. The specification of a 
linear function for empirical trade-growth studies has been increasingly regarded as 
unsuitable (Minier, 2007). More significantly the role of crises and shocks in 
contemporary Asia (or even North and Latin Americas) has not been incorporated in 
trade and growth studies (see however Edwards, 2007 for a recent study). Previous GGT 
studies have also demonstrated the excellent modelling performance of the GGT model 
when this performance is assessed, not only by conventional summary diagnostic 
statistics, but by the Friedman or Kydland individual data-model consistency (2006). 
Finally, as the economic variables in the GGT model are expressed as their rates of 
change (see the derivation in Tran Van Hoa, 2004), the model’s findings can be regarded 
as long-run outcomes in the sense of Engle and Granger causality if all of these variables 
are integrated of degree one. 
 
The Model 
 
The GGT trade-growth model for Australia and Korea to study the causal aspects of trade 
and growth determination within the scope of an AKFTA and with features relevant to 
the two countries in their development in the past 20 years or so can be written in its 
function-free form as 
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Y=Y(T,FDI,F,S)                  (1) 
T=T(YT,FP,MP,INF,XR,IP,POP,S)             (2) 
 
or expanded equivalently mathematically for empirical implementation as (see the 
derivation in Tran Van Hoa, 2004) 
 
Y%=a1 + a2T% + a3FDI% + a4F% + a5S + u1          (3) 
T%=p1 + p2YT% + p3FP% + p4MP% + p5INF% + p6XR% + p7IP%  

+p8POP% + p9S + u2               (4) 
 

Where the u’s denote error terms. The model’s rationale can be described as follows.  In 
equations (3)-(4), Korea’s real GDP growth (Y%) is assumed to be or to be tested as 
being dependent on its trade in goods with Australia (T), FDI and financial services (F), 
crises, shocks or policy reforms (S).  But this Australia-Korea endogenous trade for 
example is also affected by economic activities (see below), trade-related policies (XR) – 
see Coe and Helpman, 1993 – and external or internal shocks (S) – Johansen, 1982; Tran 
Van Hoa, 2002a, 2007) in Korea and its trading partners. Assuming for convenience and 
for lack of sufficient sampling sizes for the data, that the real GDP of Korea’s major trade 
partner (ie, Australia) is a proxy for all variables reflecting its own economic activities in 
addition to policies and shocks, then equation (4) for T in its reduced form of our two-
simultaneous equation model simply assumes more specifically that Korea’s trade with 
Australia is affected by the exogenous factors such as the real GDP of Australia (named 
YT), fiscal policy (FP), monetary policy (MP), inflation pressure (INF) – see Romer 
(1993), exchange rates (XR) – see Rose (2000), industry policy (IP) – see Otto et. al. 
(2002), population (POP) – see Frankel and Romer (1999), and structural change (S) – 
see Johansen (1982) and Tran Van Hoa (2004).  Equation (4) is in fact a derived demand 
equation for tradable goods (or even transacted decommoditised services and investment) 
reflecting essentially its demand [by its trading partner(s)] and Korea’s domestic supply 
conditions, as postulated in standard microeconomic and international trade theory. The 
model’s exogenous variables explicitly constitute Korea’s domestic and international 
macroeconomic conditioning environment. The tests for significant causality between 
Korea’s trade with Australia and its impact on Korea’s growth are then based on the 
testing of equation (3) above by appropriate estimation and conventional testing 
procedures. 
 
The Data 
 
Data for the estimation were obtained from the ICSEAD (2006 and 2007) and OECD 
(2007) regional databases. For consistency with previous studies, all economic (except 
real GDP) data are in current value. In our study, all original data are obtained as annual 
and then transformed to their ratios (when appropriate).  The ratio variables include trade 
(T) in goods (exports + imports), FDI, financial services, and government budget (G), all 
divided by Korea’s GDP.  Other non-ratio variables include population (a gravity factor 
proxy) and binary variables representing the occurrence of the economic, financial and 
other major crises, policy shift or reforms over the period 1986 to 2005.  All non-binary 
variables are then converted to their percentage rate of changes.  The use of this 
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percentage measurement is a main feature of our GGT approach and avoids the problem 
of a priori known functional forms (see above) and also of logarithmic transformations 
for negative data [such as budget (fiscal) or current account deficits].  In this paper, we 
have focused on a unidirectional direction of trade and growth below in a ‘dual’ context, 
that is, Australia’s trade with Korea and its possible causal impact on Korea’s growth. 
This (preferably positive) causality is the fundamental premise of an AKFTA as 
discussed earlier. 
 
6 SUBSTANTIVE CAUSAL EMPIRICS AND POLICY IMPLICATIONS 
 
The empirical findings for the structural equation (3) in the two-simultaneous equation 
model of Korea’s growth as a result of trade with Australia are given in the table below. 
Conceptually interpreted, equation (3) can be implicitly regarded as a growth regression 
when it is estimated by the OLS or maximum-likelihood method that will produce, as is 
well-known, biased impact parameters. Or it can be regarded as a structural equation in a 
simultaneous equation model with circular causality or endogeneity. As a result and for 
consistency in efficient impact studies, an instrumental-variables estimator such as the 
2SLS has to be used for the estimation. The instrumental variables in this case are all the 
exogenous variables incorporated or assumed for the model. As discussed above, these 
instrumental variables reflect the macroeconomic conditioning environment of Korea and 
its major trading economy in an AKFTA focus, namely Australia.  
 

Table. Australia-Korea Trade and Its Impact on Korea Growth 
GGT Modelling in Flexible Structural Form 

1986-2005 
 
 OLS  2SLS  
 Growth 

Regression 
 
p-value 

GGT Structural 
Equation 

 
p-value 

     
Const 10.125 0.000 10.111 0.000 
Australia 
Trade/GDP 

-0.219 0.000 -0.233 0.000 

FDI/GDP 0.0007 0.276 0.0009 0.368 
Services/GDP 0.015 0.003 0.015 0.000 
Gulf War 1991 -2.873 0.037 -2.832 0.023 
Asia Crisis 1997 -2.403 0.080 -2.373 0.062 
Terrorist Attacks 
2001 

-1.111 0.430 -1.239 0.377 

     
R-Squared 0.866  0.864  
F 12.872    
DW 2.141  2.075  
 
Judged from the table, the statistical performance of the estimated GGT models for 
Korea’s trade and growth above appears good in terms of the R2, F-statistics, and DW 
value. The performance of the models can also be evaluated by the Kydland data-model 
consistency (2006) criterion where the trend gap and discrepancy between historical data 
and predictions have to be tight and small. This performance is given in Figure 2 for 
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Korea’s growth and Australia-Korea trade, and in Figure 3 for Korea’s services trade and 
FDI. A visual indicates that the models emulate very well the troughs, peaks and turning 
points of Korea’s four economic activities (even for Korea’s highly volatile FDI) over the 
whole sample period. 
 
Figure 2: GGT Modelling Performance of Korea’s Growth and Australia’s Trade 
Friedman and Kydland (2006) Evaluation Criterion 
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Notes: YCKR=Korea’s growth, YCKOZ2S=YCKR as predicted from the GGT model, 
TKOZYC=Australia-Korea trade/GDP, TKOZYCF=TKOZYC as predicted from the GGT model. 
 
Figure 3: GGT Modelling Performance of Korea’s Services and FDI 
Friedman and Kydland (2006) Evaluation Criterion 
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Notes: SCYC=Korea’s services/GDP, SCYCF=SCYC as predicted from the GGT model, FDIYC=FDI into 
Korea/GDP, FDIYCF=FDIYC as predicted from the GGT model. 
 
What are then the implications of our substantive empirical findings for discussions, 
debates or even negotiations or trade policy formulation relevant to an AKFTA? Also 
what is the difference between the political economy expectations and substantive 
realities of an AKFTA costs and benefits? 
 
Does Australia-Korea Trade Significantly Affect Korea’s Growth? 
 
The major claim by Australia in pushing for an AKFTA is that this FTA will enhance 
Korea’s economic performance and export growth (DFAT, 2007). Our empirical findings 
reported above appear not to support this assertion. In fact, there is evidence that 
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Australia-Korea openness [ie., (exports+imports)/GDP] has a strong damaging effect on 
Korea’s growth. The findings are robust with respect to several modelling specifications 
[or ‘computational experiments’ as advocated by Kydland (2006) recently] of a bilateral 
or plurilateral kind between Korea and its major traditional trading partners such as the 
US, the EU and Japan. There are two important policy implications here. First, a mere 
observation of Australia’s export surge to Korea and Korea’s high growth indicates at 
best a descriptive or correlational relationship and surely not a causal one for credible 
policy use.  Second, substantive empirical support that is based on rigorous econometric 
research may indicate the opposite. The findings would also not be surprising from a 
careful study of Australia’s export share data to Korea over the past 20 years when they 
show the relatively small role of Australia’s trade to Korea and a fortiori to its economic 
growth (see Figures 4 and 5). In 1995 for example, Korea’s share of exports to and 
imports from Australia amounted to a mere 1.25 per cent and 3.62 per cent of its total. In 
2005, these reached 1.34 per cent and 3.77 per cent respectively and were falling 
especially from the 1997 Asia crisis. In comparison, also in 2005, Japan, the EU and the 
US posted an export share of 8.45 per cent, 14.06 per cent and 14.59 per cent respectively, 
and an import share of 18.53 per cent, 10.93 per cent and 11.79 per cent respectively 
(ICSEAD, 2007). 
 
Figure 4: Korea’s Export Share with 
Major Trade Partners 
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Figure 5: Korea’s Import Share with Major 
Trade Partners 
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Notes: XUSS, XOZS, XJPS and XEUS are export share of the US, Australia, Japan and the EU. IMUSS, 
IMOZS, IMJPS and IMEUS are imports share of the US, Australia, Japan and the EU. 
 
Growth Regression versus GGT Simultaneous-Equations Modelling 
 
The findings in the table show the difference in impact parameter estimates though not in 
sign but in magnitude between the OLS and 2SLS estimation methods being applied to 
equation (3). An implication is that OLS estimates here may be regarded as estimates 
from a growth regression where the impact of interrelated economic activities on the 
included explanatory (especially endogenous) variables is ignored or overlooked. The 
volatility or fragility of this kind of growth study is well-known (Levine and Renelt, 
1992; Minier, 2007; Tran Van Hoa, 2007a, 2007b). The use of growth regression in this 
context is also not consistent with realistic economic conditions that are necessary for 
credible economic policy study supported earlier by Marshall and Haavelmo and 
currently by new-thinking experienced economists (eg, Krueger, 2007). From another 
perspective, various researchers on the Korean economy (eg, Harvie and Lee, 2002) have 
claimed that Korea’s growth had been supported by the so-called East Asia Economic 
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Model (EAEM). This model is not a big-bang framework where all economic, trade, 
industry and administration reforms emerge in a very short time span (eg, in one 
government election term), but it consists in fact of a sequence of policy reforms (of for 
example the monetary, fiscal and industry kind), that were gradually introduced over a 
number of years and deeply imprinted in the activities or infrastructure of the economy. 
This aspect of policy modelling cannot be captured by a growth regression approach 
where it is usually overlooked. In this context, the 2SLS-based findings are more 
appropriate for econometric analysis and policy study as it has taken into account this 
aspect in the form of an auxiliary structural equation or a series of auxiliary structural 
equations. 
 
Are Services and FDI Important Determinants of Korea’s Growth? 
 
The findings reported show that both services and FDI do make positive but small 
contributions to Korea’s economic performance. A surprising result from our estimated 
GGT trade-growth model for Korea is that the impact of FDI is statistically insignificant. 
This can be explained on two grounds. First, the finding is consistent with the results of 
previous studies on FDI in general or in Korea in particular that indicate that, apart from 
the findings by Levine and Renelt (1992) and other related studies (Minier, 2007) that 
found capital accumulation, development stages and labour skills as three main causes of 
growth, the link of FDI to economic performance is still elusive. Second, Korea’s FDI 
data show great fluctuations of a non-stationary type during the period in focus, this 
would make a study of its causal link more difficult.  
 
Official data show that Korea’s services (credits minus debits) have almost 
monotonically exploded in recent years (from 0.1 per cent of GDP in the post 1997 Asia 
crisis year of 1999 to 1.8 per cent of GDP in 2005). These services were in almost all 
years dominated by service debits. The finding in the table above is interesting as it 
shows that services are more than 20 times stronger than FDI in their contributions to 
Korea’s growth. In the context of Australia-Korea trade especially in the sectors of 
tourism and education (two areas of interest to Australia), the finding would lend 
statistical support to an AKFTA with mutually benefits for the two countries in the area 
of services.  
 
The Role of Crises in Korea’s Economic Performance 
 
While sudden crises, shocks and major gradual policy reforms have been acknowledged 
as important sources of fluctuations in economic performance worldwide (see Johansen, 
1982; Tran Van Hoa, 2002a, 2002b, 2004), they have rarely been incorporated in such 
well-known economic policy modelling studies as the CGE/GTAP, gravity theory, 
growth regression, or in a more realistic (or multiple structural breaks and with temporary 
or non-decaying effects) manner in the often-used cointegration or unit root analysis. A 
feature of the GGT approach is in its flexibility in accommodating these events (see 
Edwards, 2007, for a recent use). The findings from the table above indicate that all three 
shocks in our study, the 1991 Gulf War, the 1997 Asia economic and financial crisis, and 
the 2001 terrorist attacks in New York and Washington, D.C., do have a strong and 
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damaging impact on Korea’s economic growth. These effects are statistically significant 
for the Gulf war and the Asia crisis, but weak for the 11 September 2001 event. The 
finding of a severe adverse and strongly significant impact of the 1997 Asia crisis on 
Korea’s growth is only to confirm the well-supported views and facts on this crisis’ 
serious contagion on the Korean economy (Tran Van Hoa, 2000, 2001), and to lend 
credibility to our modelling study. Due to the far-reaching effects of crises, shocks and 
policy change on a large number of sectors in an economy, the need to specify these 
aspects of structural change in a multi-equation or even single-equation policy model is 
clearly desirable and appropriate.  
 
7 CONCLUSION 

 
In the previous sections, we have focused on an important regional development in East 
Asia and Oceania within the context of globalisation and bilateral trade enhancement. 
This development, namely an AKFTA, has necessitated a joint study on its aspects and 
features and to be carried out by private institutions in Australia and Korea to make 
recommendations to the two governments to start, if feasible, official negotiations (DFAT, 
2008). A number of claims or reasons have been put forward to support the trade 
agreement. It is also expected that industry reports and submissions based either on 
surveys, descriptive or correlational analysis, extrapolations or predictions, and past 
anecdotal experiences with similar bilateral FTAs (such as the Australia-US or the Korea-
US FTA) will be taken into account in the joint study. The paper avoids this political 
economy approach to support a de facto policy, and provides, from a rigorous 
econometric perspective, substantive evidence to improve the quality of debates and 
discussions and subsequent policy negotiations. Our findings indicate that, based on 
historical data and more credible modelling, Australia-Korea trade is relatively small 
when compared to that of Korea’s other major trade partners, and that, econometrically, 
this trade impact on the Korean economy is not beneficial (a study using Kydland (2006) 
computational experiments obtained similar results for the impact of exports and imports 
separately). Perhaps, Australia-Korea trade may enhance Korea’s manufacturing exports 
(as claimed by Australia) which are then transmitted via other sectors into the country’s 
higher growth, but this transmission mechanism, effective or not, is still a controversial 
issue in international research in the area (see Rose, 2007). FDI and especially services 
appear to be important sources of Korea’s economic performance. As a result, a useful 
emphasis in an AKFTA’s joint study and subsequent negotiations should be concentrated 
on these aspects. Importantly, the findings show that appropriate crisis management in 
both countries is important to avoid the adverse effects  of crises, shocks, ’bad’ policy 
reforms, and damaging geopolitical developments of trade partners (see for example 
Toner, 2007 for political concerns on an Korea-US FTA) in the region or globally. The 
asymmetry of loses and benefits from an AKFTA from an Australian perspective is also 
worth studying in the future. 
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