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This study takes a novel approach by verifying FTA"s impact on investors from outside the region.
When examining how FTA affects FDI patterns of Japanese affiliates, it makes use of the industrial
competition from Korean counterparts, to mitigate the potential estimation bias.

This research analyzes the effects of the formation of bilateral free trade

agreement (FTA hereafter) on the investment of multinational firms whose origin is from outside the
FTA regions. In particular, this study empirically verifies how bilateral free trade agreement
signed by EU and Korea in 2011 affects Japanese firms® investment in EU, by looking at the
decision-making of Japanese affiliates that have already operated inside EU.
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EU and Japan have been major economic partners to each other for along time. Japanese
investments in EU are steadily increasing after the world economic crisis, however, as seen in
Figure 1, it experienced a period of drop right after EU and Korea entered into the FTA in 2011
(JETRO), in contrast to the steady growth of FDI in North America. Is this because the removal
of trade barrier between Korea and EU reduces the attractiveness of EU as an investment
destination for Japanese firms? Or because that Japanese firms were crowded out due to Korea
firms’ competition? If that is the case, how much can the drop be explained by similarity of

industrial structure between Japan and Korea? These are the starting points of the current study.

Unit: US$ million Figure 1 Japan's Outward FDI by Region
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Macro data seem to point to the direction that EU-Korea FTA negatively affects Japanese
investment in EU, but how can we explain such phenomenon from the micro perspective? Thus,
the main pur pose of this study isto empirically verify how bilateral free trade agreement signed
by EU and Korea in 2011 affects Japanese firms investment in EU, by looking at the decision-
making of Japanese affiliates that have already operated in EU. To be specific, we will verify not
only the investment behavior, but aso firms performance following the conclusion of the
targeting FTA.

Previous studies have investigated how regional trade agreement promotes foreign firms
economic activities in that region (Antras and Foley, 2011; Hwang and Lee, 2014). However,
none of the existing literature have attempted to verify FTA’s impact on investors from outside
the region. We attempt to fill in the blank by quantifying how Japanese affiliates located in EU
react to EU-Korea FTA on survival, interms of investment, sal esrevenue, employment and export
back to Japan, etc.

In practice, when examining how bilateral free trade agreement affects FDI patterns of
Japanese affiliates, we make use of the industrial competition from Korean counterparts and
conduct adifference-in-difference analysisto mitigate the potential endogeneity issue. Inthisway,
the accurate estimation of the FTA’s influence on Japanese affiliates decision-making can be



obtained. The affiliate-level datataken from the Basic Survey of Overseas BusinessActivitiesare
applied for the quantification.

During the period the study, | attended various workshops and conferences, and presented the
work both domestically and oversea. Based on the comments from the audience, |1 have
summarized part of the findings into a chapter written in Japanese, which is expected to be
published in the book edited by the Institute of Comparative Economic Studies, Hosei University.
In the meantime, | have drafted a paper, which is forthcoming in the working paper series of the
Economics Department, Hosei University. It is scheduled to be submitted to arefereed journal in
the near future. Last but not least, | have revised several other working papers and one of them
was accepted at the World Economy.
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