North Korea
Development Report
2003/04

North Korea

Development Report 2003/04

INTERNATIONAL ECONOMIC POLICY

KOREA INSTITUTE FOR

KOREA INSTITUTE FOR
INTERNATIONAL ECONOMIC POLICY



The Korea Institute for International Economic Policy (KIEP) was founded in 1990 as
a government-funded economic research institute. It is the world’s leading institute on
the international economy and its relationship with Korea. KIEP advises the government
on all major international economic policy issues, and also serves as a warehouse of
information on Korea’s international economic policies. Further, KIEP carries out
research for foreign institutes and governments on all areas of the Korean and

international economies.

KIEP has highly knowledgeable economic research staff in Korea. Now numbering
over 100, our staff includes research fellows with Ph.D.s in economics from international
graduate programs, supported by more than 40 researchers. Our staff’s efforts are
augmented by our affiliates, the Korea Economic Institute of America (KEI) in
Washington, D.C. and the KIEP Beijing office, which provide crucial and timely
information on the local economies. KIEP has been designated by the government as the
Northeast Asia Research and Information Center, the National APEC Study Center and
the secretariat for the Korea National Committee for the Pacific Economic Cooperation
Council (KOPEC). KIEP also maintains a wide network of prominent local and
international economists and business people who contribute their expertise on

individual projects.

KIEP continually strives to increase its coverage and grasp of world economic events.
Expanding cooperative relations has been an important part of these efforts. In addition
to many ongoing joint projects, KIEP is also aiming to be a part of a broad and close
network of the world’s leading research institutes. Considering the rapidly changing
economic landscape of Asia that is leading to a further integration of the world’s
economies, we are confident KIEP’s win-win proposal of greater cooperation and sharing
of resources and facilities will increasingly become standard practice in the field of

economic research.

Choong Yong Ahn
President

KOREA INSTITUTE FOR

INTERNATIONAL ECONOMIC POLICY

300-4 Yomgok-Dong, Seocho-Gu, Seoul 137-747, Korea
Tel: 02) 3460-1114 / FAX: 02) 3460-1144 1199

URL: http//www kiep.go kr

Price USD 12



Preface

The North Korea Development Report was launched as an annual report in
2002 in recognition of the need for a comprehensive overview of the North
Korean economy and policies. The publishing of this second edition is impor-
tant because it not only supplements the findings of the first edition, but also
updates the present condition of the North Korean economy and reflects the
recent changes in its economic policies. Like the inaugural volume, Korean
authors have contributed to this Report to reflect exclusively Korean experts
views.

The topics covered in this report are as follows: macroeconomics and fi-
nance (Part 1), industry and infrastructure (Part I1), foreign economic relations
and inter-Korean economic cooperation (Part 111), social welfare and science &
technology (Part 1V), and the recent economic reforms (Part V). Parts | through
IV correspond to the organization of the first edition of the report, while Part V/
is a new section that covers the “July 1 Economic Reforms” launched two years
ago and subsequent economic policy changes. This second edition moves a step
beyond the economic and policy focus of the first edition by attempting to ad-
dress the most pressing guestions concerning the North Korean economy.

As is widely known, North Korea announced the so-called July 1 Economic
Reform and later designated Sinuiju, Kaesong, and Mt. Kumkang as special
economic zones. Despite these recent attempts to revitalize its economy through
economic policy changes, however, it has failed to attract active economic as-
sistance and investment from the international community because of the North
Korean nuclear standoff and subsequent regional uncertainty. As a consequence,
the initial expectations of the North Korean government with regard to the eco-
nomic reforms and to the partial opening of the economy to foreigners have not
been met.

North Korea’s economic growth rate for 2003 is estimated at 1.8 percent,
slightly higher than the previous year’s 1.2 percent; the positive growth rate
over the past five years since 1999 offers some basis for optimism. Nevertheless,
it cannot be said that the country’s economy is on the road to recovery, as this
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anemic growth rate is far too weak to overcome the near collapse of the economy
during the 1990s.

If we examine the trends in each industrial sector, we can see that the manu-
facturing sector is still experiencing considerable hardship due to the shortages
in energy and raw materials that have continued in parallel with little progress in
North Korean nuclear issues. On the other hand, slight improvements in electric
production, helped by factors such as the construction of small-scale electrical
power facilities and some increases in coal production, have enabled slight in-
creases in manufacturing production. In other areas, the July 1 Reform has greatly
stimulated the commercial and distribution sectors thanks to the enormous growth
in the range of private commercial activities, including increases in street ven-
dors and stores and the systematization of service industries and brokerage
businesses.

In agriculture, total grain production in 2003 reached an estimated 4.25 mil-
lion tons, an increase over the previous year attributable to good weather and
300,000 tons of fertilizer assistance from South Korea. This increase, however,
was far less than the domestic demand, so that appeals for food assistance from
the international community were unavoidable. The construction industry saw
the largest growth among industrial sectors, thanks to favorable factors such as
a large surplus labor pool and the rehabilitation of urban living facilities financed
through sales of People’s Bonds.

Despite the overall deterioration in foreign relations caused by the nuclear
problems, North Korea’s trade with its major trading partners such as China
continues to grow. Trade grew 5.8 percent in 2003 to $2.39 billion; exports rose
5.5 percent to $777 million while imports increased 5.9 percent to $1.61 billion.
Trade with China in particular is growing significantly, and now comprises al-
most 50 percent of North Korea’s entire foreign trade. This increasing depen-
dence on China is partly the result of the international economic sanctions. The
likelihood that this dependence will have a negative impact on future expansion
of inter-Korean economic cooperation cannot be ignored.

Although the external environment has worsened over the nuclear question,
inter-Korean cooperation and investment have steadily grown. North-South eco-
nomic exchanges have led to substantial results, including new legislation and
systems related to inter-Korean economic cooperation as well as the three major
cooperative projects (Mt. Kumkang tourist projects, the reconnection of railroad
and highway links, and the construction of the Kaesong industrial complex).
Although trade between the two Koreas has continued to rise, reaching $700
million annually for the first time in 2003 and maintaining that pace in the first
half of 2004, the recent chill in North-South relations has interrupted this trend.
As of August 2004, although a total of 46 investment projects have been ap-
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proved by the South Korean government, the pace of bilateral interchanges has
slowed compared to the past. Nevertheless, the situation is slowly turning around
thanks to the construction of the Kaesong industrial complex. Given that the
strained relationship between North Korea and the United States over the nuclear
issue and the uncertainties surrounding the Korean peninsula are the fundamen-
tal obstacles blocking further expansion of inter-Korean cooperation, a rapid
and peaceful settlement of the nuclear issue is of urgent concern.

Meanwhile, North Korea is making efforts to change the management and
operational framework of its economic system through measures such as the
July 1 Reform and follow-up policy changes. The policy measures launched
after the July 1 Reform are unprecedented, active policy changes. The govern-
ment itself has commented that they are “as epochal as the land reforms of 1946.”
The recent reforms will not only have major impacts on North Korean consumers,
economic activities, and production management systems, but are also expected
to lead to significant changes in future developmental planning.

Currently, evaluations and discussions of the July 1 Reform are taking place
in South Korea, the international community, and the field of North Korean
studies. The first question is whether the July 1 measures will fundamentally
alter the characteristics of the North Korean economic system. Some are of the
opinion that these measures are a potential sign of progress toward a market
economy, while others insist that these reforms are simply intended to strengthen
the existing planned economy.

The second question is whether these reforms will produce sufficiently fruit-
ful results to lift North Korea out of its current economic crisis. On the one hand,
optimistic assessments claim that the introduction of an incentive system will
motivate both labor and capital enough to revitalize overall economic activity
and create a certain amount of progress. On the other hand, some argue that the
reforms do not go far enough in creating an economic environment favorable to
large-scale foreign investment, leaving North Korea short of the funds it needs
to resolve its economic problems, and will thus ultimately fail. In this regard,
analysis and verification of the key aspects of the July 1 Reform and subsequent
policy adjustments based on a variety of domestic and international opinions are
needed.

Looking at the July 1 Reform, the most representative of North Korea’s re-
cent economic policy changes, the following characteristics can be identified.
First, in moving from an economic system based on political and ideological
motivation to one based on concrete material rewards, the government is at-
tempting to resolve its daunting economic problems by stimulating the desire to
work. Second, by applying the new concept of price and reducing the concep-
tual difference between value and sales price, it hopes to cut the losses of state-
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owned enterprises. Third, by rationalizing planning goals and operations
processes, North Korea is attempting to minimize the lack of coordination among
industries and state-owned enterprises in order to create more effective manage-
ment of its internal cooperative production systems. Fourth, the North Korean
regime is working towards increasing the autonomy and responsibilities of local
governments and public companies to foster creativity and initiative, and at the
same time decentralizing the central government’s burdens and responsibilities.

It can be seen that the recent changes in government policy are more innova-
tive than earlier reforms, in that they are not limited to specific sectors but rather
are intended to promote overall economic change. However, it cannot be as-
sumed that North Korea has completely abandoned its existing ideology and
philosophy, as the regime itself has noted that the July 1 Reform is compatible
with socialism and are simply the most effective economic management method
to improve and perfect the socialist economic system.

In general, the economic reforms of socialist countries involve three factors:
reform of the price system, decentralization of decision-making, and increase in
the flexibility of developmental targets. The July 1 reform measures include all
three historically distinguishable socialist economic reform factors, and thus
can be considered highly progressive. Lately, even high-ranking North Korean
officials casually refer to these changes as “reforms,” implying that they practi-
cally accept the notion of “market-oriented reforms.” However, many additional
policy changes are yet necessary for the economy to fully recover, and only by
aligning these changes with the fundamentals of a market economy and eco-
nomic liberalization can they succeed. Furthermore, in order to realize the re-
sults of these economic reform policies, the North Korean regime must clearly
acknowledge the necessity of establishing peaceful foreign relations and coop-
erative inter-Korean relations.

Until now, North Korea has been severely isolated from the international
community because of its secretive administration and strict regulation of
information, which have limited international understanding of its systems. Re-
search on North Korea has been carried out in various forms by different
institutions, but there have been few attempts to organize and synthesize the
available information. In this regard, The North Korea Development Report can
be considered a comprehensive, in-depth assessment that was compiled to serve
as an authoritative reference for policymakers in the Korean issues and inter-
Korean cooperation, international experts on Korean affairs, and companies in-
terested in business with North Korea.

We would like to thank the contributors who actively participated in the writ-
ing of this volume and the domestic and international North Korean experts who
offered their expertise comments during the research process. We would also
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like to thank our institution’s North Korea Team and Publishing Team for their
efforts in planning, research and editing this volume. We also owe a debt of
thanks to Mr. James M. Lister and other staff of the Korea Economic Institute in
Washington, D.C. for their consistent support and useful suggestions to edit this
Report.

The Korea Institute for International Economic Policy will continue to ana-
lyze North Korea’s economic changes, publish a new edition of The North Ko-
rea Development Report each year in order to raise international interest in North
Korea, and strive to improve the quality of its future Reports by inviting interna-
tional contributors. We hope that this second edition of The North Korea Devel-
opment Report will help raise the quality of research on and policy toward North
Korea’s economy as well as advance the international community’s understand-
ing of “the closed country.”

Korea Institute for International Economic Policy
President Ahn Choong Yong
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The North Korea Development Report has been written by the researchers of
the Korea Institute for International Economic Policy and by leading experts in
the field of North Korean studies in South Korea. Papers were contributed by
Ahn Choong Yong (Chapter 1), Cho Myung-chul (Chapters 1, 14), Yoon Deok-
ryong (Chapter 2), Park Suhk-sam (Chapter 3), Lee Seog-ki (Chapter 4), Kim
Woon-keun (Chapter 5), Ahn Byung-min (Chapter 6), Hong Soon-jick and Kim
Young-yoon (Chapter 7), Kim Chul-whan (Chapter 8), and Hong Ihk-pyo (Chapter
9). Lee Jong-woon (Chapter 10), Dong Yong-seung (Chapter 11), Lee Sam-sik
(Chapter 12), Lee Choon-geun (Chapter 13), Lee Chan-woo (Chapter 15), and
Kim Keun-sik (Chapter 16) have also provided their works for this report.

The North Korea Development Report was supported by an advisory group
which consists of experts inside and outside KIEP; Kim Jung-sik (Yonsei
University), Lee Sang-man (Chung-Ang University), Kim Kwang-yong (Hynyang
University), Kim Yeon-cheol (Korea University), Ro Jae-bong (Korea National
Committee for Pacific Economic Cooperation), Lee Chang-jae (KIEP), Ahn
Hyund-do (KIEP), and Chae Wook (KIEP). Indeed, a number of scholars and
researchers related with the North Korean affairs worldwide have made valu-
able comments and suggestions for improving the project. The preparation of
the report was aided by KIEP’s Publishing Department head by Bae Sun-hee
and research assistants for the project; Lee Hyun-suk, Kim Min-ju, and Kim A-
young. Editorial work was supported by Lee Jong-woon and Uhm Sooya of
KIEP, Publications Professionals LLC, and staffs of the Korea Economic Insti-
tute in Washington, D.C.



Contents

Preface 3
Contributors 17
Part I. Macroeconomic Status and Finance

Chapter 1. Current Status of the North Korean Economy and

Its Prospects 23
A. Macroeconomic Status 23
B. North Korean Economic Trends by Sectors 34
C. Outlook for the North Korean Economy 46
Chapter 2. National Financial Revenue and Expenditure 50
A. Changes in North Korea’s Budget 50
B. Changes in the Financial Situation 56
C. Issuance of the People’s Life Government Bond 58
D. Conclusion 64
Chapter 3. Banking and Price Management 68
A. Banking System 68
B. Price System 77
Part I1. Industrial Management and Problems
Chapter 4. The Industrial Sector 89
A. North Korea’s Recent Industrial Policy 89
B. Industrial Conditions by Category 90
C. Problems and Prospects for North Korean Industry 99
Chapter 5. The Agricultural Sector 103
A. Overall Agriculture in North Korea 103
B. Structure of Agricultural Production in North Korea 105

C. Current Status, Issue of Grain Production, and Its Prospects 109

D. Current Situation and Issues of the Agricultural Products
Marketing System 113
Chapter 6. Social Overhead Capital 117
A. Current Status of North Korea’s SOC 117



10 | North Korea Development Report 2003/04

B. Problems of North Korea’s SOC
Chapter 7. Commerce and Distribution Sector
A. Conditions in Commerce and Distribution by Category
B. Trends and Issues in Commerce and Distribution
after the July 1 Economic Reform
C. Outlook
D. Conclusion
Chapter 8. The Defense Industry
A. Characteristics of North Korea’s Defense Industry
B. The Process of Development and the Current Status
of North Korea’s Defense Industry
C. Problems and Future Direction of North Korea’s
Defense Industry

Part I1l.International Economic Activities

Chapter 9. Foreign Economic Relations
A. Foreign Trade
B. Attracting Foreign Capital and Foreign Economic
Cooperation
Chapter 10. Special Economic Zones
A. Current Status of the New SEZs in North Korea
B. Developmental Potential of North Korea’s SEZs

C. Obstacles to and Future Tasks for the Success of New SEZs

Chapter 11. Inter-Korean Economic Relations
A. Current Situation

B. Assessment of the Differing Positions of the South and North

C. Problems of South—North Economic Cooperation
D. Possible Solutions for Economic Cooperation

E. Other Instruments Needed

F. Outlooks

Part IV. Social Security and Technology Development

Chapter 12. Social Security and Social Services

145
149
149

157
164
166
169
169

172

182

191
191

200
208
209
214
216
224
224
230
231
232
233
235

239



Contents | 11

A. Structure and Contents of Social Welfare System
B. Problems of the Social Welfare System in North Korea
C. Concluding Remarks
Chapter 13. Science and Technology Sector
A. Analysis of the Current Status
B. Issues
C. Future Outlook

Part V. The Recent Economic Policy Changes

Chapter 14. The Contents and Background for the
Recent Policy Changes
A. The Main Contents of Recent Economic Policy Changes
B. The Background for the Recent Economic Management
Reform
C. Conclusion
Chapter 15. The Features and Problems of the Recent
Economic Policy Changes
A. A Review of North Korea’s Economic Policies Prior
to the July 1 Reform
B. The Features and Problems of the July 1 Economic
Management Reform
C. The Positive Aspects and Problems of North Korea’s
Recent Economic Policies
D. Conclusion
Chapter 16. Prospects and Future Tasks of the July 1
Economic Reform
A. Several Things to Consider
B. Meaning of the July 1 Economic Reform and the
Key to Success
C. Policy Tasks for Economic Reform
D. Prospects for Reform and Tasks Ahead
E. Concluding Remarks: System Reform and System
Transition

240
258
261
265
265
278
281

287
288

303
309

312

313

329

341
343

347
347

349
353
358

366



Tables

Table 1-1.
Table 1-2.
Table 1-3.

Table 1-4.
Table 1-5.
Table 1-6.
Table 1-7.
Table 1-8.
Table 1-9.
Table 1-10.
Table 1-11.
Table 1-12.
Table 1-13.
Table 2-1.

Table 2-2.
Table 2-3.
Table 2-4.

Table 2-5.
Table 3-1.

Table 3-2.
Table4-1.

Table 4-2.
Table4-3.
Table 4-4.
Table 4-5.
Table5-1.
Table6-1.

National Per Capita Income Announced by North Korea 26
Estimations of North Korea's GNI 27
Comparison of the Size of the Economy and Per Capita

GNI of North and South Korea 28
Budget Status by Y ear 30
Trendsin North Korea' s Trade 31
Changesin Trade Volume with Main Trading Partners 32
General Statistics for Trade between North and South Korea 33
Annual Grain Production 34
Production of Iron Ore and Coal 37
Steel Production Capacity 40
Production VVolume of Chemical Fertilizers 42
Crude Oil Imports 43
Electrical Power Capacity and Actual Amount Generated 45
Relative Proportion of Each Category in

Budget Execution, 2002 52
Changesin North Korea' s Budget in the 2000s 52
Budget Execution Plans According to Category 54
Changesin North Korea' s Military Expenditure

(percentage of the total budget) 55
Specific Content of the I ssuance of the People’s Life Bond 60
Adjustment of Prices and Wages by the July 1

Economic Reform 79
Changesin Relative Prices by Item after July 1, 2002 81
Investment and Technology Improvement in North Korea' s

Heavy and Chemical and Mining Industries, 2002 91
North Korea's Industrial Output 92

Factories and Enterprises That Achieved Targetsfor First Half 93
Light Industry Investment and Technology Projectsin 2002 95
Trendsin North Korea' s Energy Sector 97
Y early Status of North Korea' s Food Supply 111
Stated Goals for the Energy Sector 120



Table 6-2.

Table 6-3.
Table 6-4.
Table 6-5.
Table 6-6.
Table 6-7.
Table 6-8.
Table 6-9.
Table 6-10.
Table 6-11.
Table 6-12.
Table 6-13.
Table 6-14.
Table 6-15.
Table 6-16.
Table 7-1.
Table 7-2.
Table 7-3.
Table 8-1.
Table 8-2.
Table 8-3.

Table 9-1.
Table 9-2.
Table 9-3.
Table 9-4.
Table 9-5.

Table10-1.

Table11-1.
Table11-2.

Capacity of North Korea' s Power Facility and
Electricity Status by Y ear

Construction of Small- and Middle-Sized Power Plants
Hydroel ectric Power Plantsin North Korea

Status of Thermal Power Generation in North Korea
Comparison of Railwaysin South and North Korea
Railroads of the West Lines

Railroads of the East Lines

Railroads of the East-West Lines

Railroads of the Inland Lines

Railroads of the West Circular Lines

Progress of North Korea' s Road Expansion

Status of Road Extension by Level

North Korea' s Road Structure by Level

Status of North Korea' s Main Road Network
Facilities of Major Trade Portsin North Korea

Key Price Reform Measures

Wage Increases by Occupation (Monthly)

Pricesin Pyongyang's Farmers’ Market

The Number of North Korea' s Munitions Factories
DPRK Ballistic Missile Characteristics

The Current Status of Nuclear Weapons Materialsin
North Korea

Trendsin North Korean Foreign Trade

North Korea' s Main Export Products

North Korea's Main Import Products

North Korea' s Ten Largest Trading Partners
Foreign Investment Trends in North Korea,

China, and Vietnam

Main Contents of the Basic Laws of the Sinuiju Specia
Administrative District

South—North Trade

Enterprises and Approval for Businesses

Tables | 13

121
122
124
125
127
130
130
130
130
131
137
138
138
140
144
156
157
163
175
179

181
192
194
197
199

201

213

225
226



14 | North Korea Development Report 2003/04

Table11-3.
Table 12-1.
Table 12-2.
Table 12-3.
Table 13-1.
Table 13-2.

Table 13-3.

Table 13-4.

Table 14-1.
Table15-1.

Table 15-2.
Table 15-3.

Table 15-4.
Table 15-5.
Table 15-6.

Table15-7.

Table 15-8.

Humanitarian Aid to North Korea

Criterion for Benefits of the Disability Pension
Criterion for Benefits of the Survivor’s Pension
Criteriafor Premium of Social Insurance in North Korea
Growth of Employees at the KCC

New Five-Y ear Plan for Science and Technology
Development

New Five-Y ear Plan for Science and Technology
Development (Improving Public Welfare)

New Five-Y ear Plan for Science and Technology
Development (Basic/Advanced Technology)

Price Increase after the July 1 Economic Reform
Characteristics of North Korea' s Typical Economic
Management Policies

Major Foreign Policies before the New Economic Policy
Similarities and Differences between North Korea's
Amendments (1998) and China s Amendments (1982)
The Main Contents of the National Economic Plan Law
The Price Adjustment of Major Goods

The Changesin Market Price Functionsin

Each Product Categoriesin China

A Ratio Between the Average Wage Increase, GNP, and the

Labor Productivity (Increasing Rate of the Annual Mean)

Comparison of China' s Reform and Opening Measures and

230
245
246
247
271

275

276

276
292

315
319

324
326
331
333

336

North Korean Economic Management Adjustment Measures 339



Figures

Figure1-1.
Figure2-1.
Figure 3-1.

Figure 8-1.
Figure 8-2.

Figure 13-1.

Figure 14-1.
Figure 15-1.

Growth Rate of the North Korean Economy

Process of Civil Accumulation of North Korean Currency
Circulation of Cash in North Korea s Conventional
Banking System

The Locations of the Munitions Factoriesin North Korea
International Connections Relating to the Development
of Ballistic Missilesin North Korea

Historical Trend of Research Institutes under the
Academy of Sciences

The Structure of North Korea' s Economic Collapse
North Korea' s Trade Development with Its Major
Trading Partners

24
56

70
174

178

269
305

314



Contributors

Ahn Byung-min is head of the Transport Policy and Market Analysis Division
at the Korea Transport Institute. He holds a Ph. D. in Public Law from Tsukuba
University in Japan. The focus of his research has been analysis of the North
Korean transport and logistics system. His numerous publications on the topic
include “Restoration of the Seoul-Shinuiju Line: Review and Outlook” (East
Asian Review, 2002) and A Study on the Role-Sharing Between Central & Local
Government to Facilitate the Development of Transport System in South and
North Korea Border Area (KOTI, 2002).

Ahn Choong Yong is the president of the Korea Institute for International Eco-
nomic Policy. He received his Ph.D. from Ohio State University. He was a
professor in the Department of Economics at Chung-Ang University in Seoul.
Dr. Ahn is currently serving as the Chair of the APEC Economic Committee and
as a member of the Presidential Economic Advisory Council in Korea. He has
written extensively on issues related to East Asian development and economic
cooperation in the Asia-Pacific region. His recent publications include “A Search
for Robust East Asian Development Models After the Financial Crisis: Mutual
Learning form East Asian Experiences”(Journal of Asian Economics, 2001) and
“Financial and Cooperate Sector Restructuring in South Korea: Accomplish-
ments and Unfinished Agenda”(Japanese Economic Review, 2001). He was
bestowed with the Okita Research Award from the National Institute for Re-
search Advancement in Japan on the book, Gendai Higashi Asia Geizairon
(Modern East Asia Economy), published by Iwanami Shoten in 2000.

Cho Myung-chul is a Research Fellow at the Korea Institute for International
Economic Policy. He received his Ph.D. in economics from Kim Il Sung Uni-
versity in Pyongyang, North Korea and taught at there the same university be-
tween 1987 and 1994. His main research areas include North Korea’s current
economic situation and problems, future directions for economic reform, inter-
Korean relations and Sino-North Korea economic relations. His recent publica-
tions include: Patterns and Performance of External Financing in Transitional
Economics (KIEP, 2000) and The Current Status of Market Economy Education



Contributors | 17

in North Korea and the Possible Measure of Inter-Korean Cooperation (KIEP,
2001).

Dong Yong-seung is a Chief of a North Korea research team at Samsung Eco-
nomic Research Institute. He received his B.A. from Yonsei University. He has
written several books on Intra-Korean economic cooperation, and his recent
publications include The Changes of North Korea’s Economic Policy and Intra-
Korean Economic Cooperation (KorCham, 2002).

Hong Ihk-pyo is a Senior Researcher at the Korean Institute for International
Economic Policy. He holds a B.A, and M.A. in Political Science from Hanyang
University, Seoul. Specializing in the North Korean economy, his publications
include Early Policy of Reform and Opening in China and Vietnam and the
Direction of Reform in North Korea (KIEP, 2000) and Expansion of Special
Economic Zones in North Korea: Possibility and Direction (KIEP, 2001).

Hong Soon-jick is a Research Fellow at Hyundai Research Institute, where he
leads the team for North-East Asian Economic Analysis. He received his M.A.
and has completed his Ph.D. degrees in economics at Chungang University in
Seoul, Korea. While working at HRI, he has published numerous papers on the
North Korean economy and South-North economic cooperation, including North
Korea’s Reform/Opening and South-North Economic Cooperation (HRI, 2003),
North Korea’s Special Zone Policy: Evaluation and Tasks (The Institute of North
Koreanology of Korea University, 2003), Development of the Kaesong Indus-
trial Zone: Economic Effects and Tasks (KOTRA, 2003), and Hub Korea
(Keorum, 2003).

Kim Chul-whan is a professor of the Defense Science Division at the Korea
National Defense University. He received a bachelor's degree in Engineering
from Seoul National University (1974) and received his M.S.(1979) and Ph. D.
(1982) in Materials Engineering from the School of Engineering at Purdue
University. He published several articles on science and technology in the na-
tional security areas, and also published several books on weapons system
aquisition and defense research and development. His recent publications in-
clude “A Study on the Strategy and Plan for the Interchange & Cooperation of
Science Technology between the South and North Korea” (Journal of National
Defense Studies, 2001).

Kim Keun-sik is a Research Professor at the Institute for Far Eastern Studies,
Kyungnam University. He received his Ph. D. in political science from Seoul



18 | North Korea Development Report 2003/04

National University. His main area of research major subject is North Korean
politics and economy. He has written extensively on North Korea’s political
economy, and his recent publications include “The Change in North Korea's
Party-Government-Military Relationship in the Kim Jung-1l Era: The Implica-
tions of the Change of the *Great Leader’ (Suryong) System,”(Korean Political
Science Review, 2002); “The Humanitarian Aid for the North Korea and 'South-
South Conflict': Focusing on the 'Giveaways’ Criticism,”(The Korean Journal
of Unification Affairs, 2002); The Kim Dae-jung Government’s Sunshine Policy:
Evaluation and Prospects,”(Korea and World Politics, 2002).

Kim Woon-keun is a President of Korea Peninsular Agro-fishery Policy Re-
search Institute. Before joining KAPRI, he worked at Korea Rural Economic
Institute. He received a Ph.D. in Economics from Korea University. He has
written extensively on North Korea’s agricultural economic relations, and my
recent publications include * Evaluation of Agricultural Productivity in North
Korea”(Journal of Agricultural Economics, 1993): and “Assessing the Food Situ-
ation in North Korea” (Economic Development and Cultural Change, 1998)

Kim Young-yoon is a senior Research Fellow at the Inter-Korean Economic
Affairs Division, Korea Institute for National Unification. His areas of expertise
include North Korean Eeconomy and economic integration between South and
North Korea. His current research interests include German unification and eco-
nomic development of North Korea. Recently he has published “The Study on
Reform Direction of North Korea Collective Farm™ (KINU, 2002), “Strategy
for Marketization of North Korea” (KINU, 2002) and “Evaluation for the July 1
Economic Management Reform of North Korea” (KINU, 2003). He received his
Diplom-Oekonom and Dr. rer.pol. from the University of Bremen, Germany.

Lee Chan-woo is a Program Officer and Senior Researcher at the Sasakawa
Peace Foundation (SPF) in Tokyo, Japan since April 2003. Before joining the
SPF, he worked at the Economic Research Institute for Northeast Asia (ERINA)
in Niigata, Japan. He also has also experience of working at Daewoo Economic
Research Institute in Seoul from April 1996 until May 1999. He has written on
the DPRK’s domestic economic situation and external economic relations in-
cluding inter-Korean economic relations. His recent publications include “Eco-
nomic Relations between Japan and the DPRK and Economic Cooperation in
Northeast Asian Region”(Proposals to Northeast Asian Age, 2003) and “Ten
Years of Tumen River Area Development: Evaluation and Issues”(ERINA
BOOKLET, 2003).



Contributors | 19

Lee Choon-geun is a Research Fellow at the Science & Technology Policy
Institute (STEPI). Before joining STEPI, he worked at the Peking University at
Beijing, China. He received his B.A. and Ph. D in engineering from Seoul Na-
tional University and another Ph.D. in education from Beijing Normal Univer-
sity in China. He has written extensively on North Korea’s science & technol-
ogy relations, and his recent publications include “The National R&D System
and Human Resources Training System in North Korea” (STEPI, 2001) and
“The Strategies for Promoting S&T Cooperation with North Korea” (STEPI,
2002).

Lee Jong-woon is a researcher at the Korea Institute for International Economic
Policy. He studied international development at Saint Mary’s University and the
University of Toronto. He has written extensively on the dynamics of North
Korea’s economic transition and its foreign economic relations. His recent pub-
lications include “North Korea’s Information and Communications Technology:
Status, Potential, and Constraints” (Asian Profile, 2004) and North Korea’s Eco-
nomic Reform Under An International Framework (KIEP, 2004)

Lee Sam-sik is a Senior Researcher at the Korea Institute for Health and Social
Affairs. He currently serves as a member of the National Pension Finance Analysis
Committee for the South Korean government. The focus of his research has
been the sociological and demographic analysis of social phenomenon and so-
cial welfare. His other research interests include reproductive health, specifi-
cally for adolescents. He has published numerous articlesly on these topics, and
his publications include Demographic Dynamics in North and South Korea and
Socio-demographic Policy Issues under Reunification (Korea Institute for Health
and Social Affairs).

Lee Seog-ki is a Research Fellow at Korea Institute for Industrial Economics
and Trade. He received his B.A. and Ph.D. in Economics from Seoul National
University. He has written extensively on North Korea’s economy and inter-
Korean economic cooperation. His recent publication includes North Korea's
Industrial and Enterprise Management System (co-work, 1998), Approaches to
Inter-Korean Economic Cooperation (co-work, 2000), North Korea's Economic
Crisis in 1990 and Behavioral Changes of Enterprise-Survival Pursuit Type In-
sider Control and Regressive Marketization (Ph.D. Thesis, 2003).

Park Suhk-sam is senior economist at the North Korean Economic Studies
Section, Institute for Monetary & Economic Research, the Bank of Korea. He
received his master’s degree in economics from Korea University and studied at



20 | North Korea Development Report 2003/04

the University of Texas at Austin (Ph.D. a.b.d). The focus of his research has
been on the North Korean economy, intra-Korean economic cooperation. He
has published numerous articles including “North Korean Banking System: To-
day and Tomorrow” (the Journal of Economic Policy, 2002), Studies of the North
Korean Private Economy (2002), Analysis on Inter-industrial Effects of South
Korea's Infrastructural Investment in North Korea (2000).

Yoon Deok-ryong is a Research Fellow at the Korea Institute for International
Economic Policy. Before joining KIEP, he worked at the Korea Economic Re-
search Institute under the Federation of Korea Industries. He received his Ph.D.
in economics from Kiel University in Germany. Besides numerous papers and
books, he is the author of Economic Cooperation and Unification Costs (Samsung
Economic Research Institute, 1998) and “Asian Monetary Cooperation: A Search
for Regional Monetary Stability in the Post-Euro and the Post-Asian Crisis Era”
(Economic Papers, 2000). Recently he has published Searching for a Better
Regional Surveillance Mechanism in East Asia (KIEP, 2002)



Part |

Macroeconomic Status
and Finance



Chapter 1

Current Statusof theNorth Korean Economy
and I ts Prospects

A. Macroeconomic Status
1. Economic Growth Rate and National | ncome

In 2003, despite internal reforms aimed at economic revitalization, North
Korea could not achieve its goal of resolving its economic hardship. North Ko-
rea has been unable to maintain enthusiastic economic aid and foreign invest-
ment from Western nations and the international community because of its lack
of progress in improving its foreign relations, which stems from the revelation
of its nuclear development program. The growth rate of the North Korean
economy in 2003 is estimated to be below 1.5 percent, which is similar to the
rate of economic growth in 2002 of 1.2 percent. This situation can be considered
somewhat positive, because the North Korean economy has shown positive
growth for the five years since 1999. However, considering the serious eco-
nomic crisis in which the North Korean economy currently finds itself, this level
of growth is rather insignificant. In addition, rates of growth in 2002 and 2003
were considerably smaller than the growth rate of 3.7 percent in 2001. Therefore,
it is still too early to conclude that the North Korean economy has truly entered
a phase of recovery.

In 2002, owing to favorable weather conditions and increases in purchase
prices, the agriculture, forestry, and fishing sectors, which make up a significant
portion of the North Korean economy, reported a 4.2 percent growth rate. Growth
continued in 2003 at 3 percent. In 2002, the construction industry grew a marked
10.4 percent, centering on residential constructions, and led the growth of the
country’s economy. The growth of the construction industry is expected to con-
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tinue because the national budget for construction and city management has
been increased by 10.6 percent over that of the previous year. A large portion of
the revenue from government bonds has been committed to the construction
industry. However, in 2003, as in 2002, the manufacturing, mining, electricity,
gas, water, and government service sectors, which make up a large portion of
the North Korean economy, shrank because of the shortage of energy and raw
materials. This outcome has posed obstacles to economic rehabilitation. Espe-
cially since the Korean Peninsula Energy Development Organization (KEDO)
cut off its crude oil supply to North Korea, decreases in industrial productivity
and the dwindling of the service industry from energy shortages have become
very apparent.

In the meantime, North Korea’s July 1 Economic Reform of 2002 has not led
to an increase in the productivity of industry overall because of chronic short-
ages of materials and the deterioration of the conditions for foreign economic
cooperation after the nuclear crisis. However, the measures have served to raise
the level of motivation in North Korean firms, laborers, and citizens, and those
measures are considered to have invigorated the labor-intensive light industry
and commercial distribution industry.

Figure 1-1. Growth Rate of the North Korean Economy
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In North Korea, the concepts of gross social product (GSP) and net material
product (NMP) are used as indices of the net economy. Gross social product
refers to “the summary of the total material wealth produced by all production
sectors of the society on a pan-social scope.” That is, GSP is the society’s total

1 Social Sciences Publishing (1995, 688).
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amount of production generated by the labor of workers engaged in production
sectors such as manufacturing, agriculture, and construction. Therefore, nonpro-
duction-based service sectors such as education, science, and the arts are not
included in the concept of GSP.2

The actual elements of GSP are the means of production and consumer
products. The form of value of GSP consists of the means of production con-
sumed during the manufacturing process, or it consists of the newly created
value and labor.?

However, NMP is defined as “the amount that remains after the consumed
means of production has been subtracted from the GSP; thus, it is the newly
created value of a given year.” Therefore, the national income is the amount that
remains after the fixed capital appropriate for compensating for depreciation
and for the cost of inputting intermediate goods is subtracted from the GSP. In
light of those definitions, the North Korean concept of national income is differ-
ent from that used by nations with market economies. Moreover, there is diffi-
culty in accurately assessing North Korea’s national income because of the lack
of basic data (transaction revenues, scope of subsidies, production yield, etc.)
necessary for drawing up statistics. In particular, North Korea is not even prop-
erly announcing its national income, and the occasional announcements of the
national per capita income are willfully fabricated for political purposes.

For instance, in May 1997, when North Korea’s membership fees to the United
Nations (UN) were being assessed, contrary to what it had done in the past,
North Korea dramatically lowered its statistics for the national per capita in-
come for the period from 1995 to 1998 and submitted those figures to the UN
Budget and Finance Committee, all in order to decrease its membership dues. A
year later, in 1998, to acquire financial aid from international organizations such
as the United Nations Development Programme (UNDP) and the International
Monetary Fund (IMF), North Korea reported a somewhat inflated national per
capita income for the five-year period from 1991 to 1996 compared with that
submitted to the UN Budget and Finance Committee. Although those data come
from the same source, the Choson Central Bureau of Statistics, they vary de-
pending on purpose, timing, and to whom they are targeted. (See Table 1-1.)

2 |t would be inaccurate to say that North Korea' s GSP includes only commodity production and
excludesall service sectors. Rather, it ismore accurate to say that nonproductive serviceindustriesare
not included. For example, some production in nonproducti on-based sectors such as science, education,
the arts, and health are included. Also, the transportation and communication of goods and trade are
service sectorsthat areincluded in GSP.

%1bid., 688-89.

“Ibid., 168.

5 Ministry of Unification (2003, 156).
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Table 1-1. National Per Capita Income Announced by North Korea

Per Capita .

Year Incon?e Basis

1946 64.44won | Deduced from “Income in 1967 is 9 times that of 1946”

1949 131.82won | Deduced from “Income in 1967 is 4.4 times that of 1949”

1962 416.67won | Deduced from “Income in 1962 is 1.2 times that of 1962”

1966 500.00won | The first round of the 4th Supreme People’s Assembly (16 December 1967)

1967 580.00won | Reported by Korean Central Broadcasting Station (17 September 1979)

1970 605.30won | Deduced from “Income in 1970 is 9.4 times that of 1946”

1974 | 1,029.75won | Deduced from “Income in 1974 is 1.7 times that of 1970”

1979 $1,920 Kim Il-sung’s New Year’s speech (1 January 1980)

1982 $2,200 Kim Woo-jong, Vice Chairman of Society for Cultural Relations with Foreign Countries (12
September 1983), press conference with Japanese reporter

1986 $2,400 Bang Wan-joo (1998), Abstract on North Korea.

1987 $2,400 Lee Myung-so, professor of sociology, press conference with Western reporters (September
1988)

1988 $2,530 New York Times (July 1987). An article dispatched to North Korea

1988 $868 Material submitted by the North Korean delegation to the Budget and Finance Committee at
the 57 UN General Assembly (May 1997)

1989 $911 Material submitted by the North Korean delegation to the Budget and Finance Committee at
the 57 UN General Assembly (May 1997)

1990 $835 Material submitted by the North Korean delegation to the Budget and Finance Committee at
the 57 UN General Assembly (May 1997)

1991 $2,460 Kim Jung-woo, Assistant Head of the Ministry of Foreign Economic Affairs, press conference
with Japanese reporter (Yonhap News Agency, 24 February 1992)

1992 $659 Kim Jung-woo, Assistant Head of the Ministry of Foreign Economic Affairs, press conference
with Japanese reporter (Yonhap News Agency, 24 February 1992)

1992 $1,005 Material submitted to UNDP and IMF (May 1997)

1993 $547 Material submitted by the North Korean delegation to the Budget and Finance Committee at
the 57 UN General Assembly (May 1997)

1993 $994 Material submitted to UNDP and IMF (May 1998)

1994 $432 Material submitted by the North Korean delegation to the Budget and Finance Committee at
the 57 UN General Assembly (May 1997)

1994 $721 Material submitted to UNDP and IMF (May 1998)

1995 $239 Material submitted by the North Korean delegation to the Budget and Finance Committee at
the 57 UN General Assembly (May 1997)

1995 $590 Material submitted to UNDP and IMF (May 1998)

1996 $481 Material submitted to UNDP and IMF (May 1998)

1998 $467 Material submitted to the APEC ministerial meeting (January 2001)

Source: 1. Choson Joongang Nyungam (1970), 276.

2. Choson Joongang Nyungam (1968), documentary records issue, 2.
3. Choson Joongang Nyungam (1974), 242.

4. Choson Joongang Nyungam (1976), 371.

Note: The won is the North Korean currency.



Chapter 1 Current Status of the North Korean Economy and Its Prospects | 27

At South Korean and other foreign specialized research institutes, North
Korea’s gross national income (GNI) and per capita GNI,® which correspond to
the capitalist concept of national income, are estimated using the inconsistent
data published by North Korea and modern measurement devices (satellite
images, etc.). However, not only are GNI and per capita GNI themselves diffi-
cult to assess, but also there are debates on whether they are indexes that can
accurately evaluate the citizens’ welfare or the status of the income distribution
of a nation. The general assessment is that calculating the national income of
North Korea, whose economic system and theories are so different from those of
other nations, according to extremely limited data is extremely difficult and
prone to error.

Therefore, it is important to be aware that there is a definite limitation in the
evaluation of North Korea’s general welfare or in the comparison of the eco-
nomic power of North and South Korea using North Korea’s GNI or per capita
GNI. Recently, the Bank of Korea has been publishing the estimated level of
North Korea’s national income using the UN citizen accounts system. The Bank
of Korea’s published estimates of North Korea’s GNI and per capita GNI so far
are as listed in Table 1-2.

Table 1-2. Estimations of North Korea's GNI

1975 1980 1985 1990 1995 2000 2001 2002
GNI ($100 million) 94 135 151 231 223 168 157 170
Per Capita GNI ($) 579 758 757 1,142 1,034 757 706 762

Sources: Data before 1985 are based on the estimates of the Ministry of Unification, and data after 1990 are
drawn from the Bank of Korea (various issues).

According to the Bank of Korea’s statistics, North Korea’s 2002 GNI is shown
to be $17 billion, and its per capita income, $762. The GNI is 1/28 of that of
South Korea and the per capita GNI is only 1/13 of that of South Korea. Also,
the size of the North Korean economy (categorized GNI) and per capita GNI in
2002 have decreased 26 percent and 33 percent, respectively, from 1990. (See
Table 1-3).

8 GNI was devel oped in 1993 and has been used mainly by the UN to accurately reflect theincome
level; arevised system has been implemented since 1998.
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Table 1-3. Comparison of the Size of the Economy and Per Capita GNI of North and

South Korea
North Korea (A) South Korea (B) B/A (ratio)

2001 2002 2001 2002 2001 2002
Categorized GNI 20,287.0 21,330.7 550,014.4 596,881.2 211 28.0
(1 billion won) (6.9) (5.2) (5.9) (85)
Per Capita GNI
(10,000 won) 91.2 95.4 1,161.8 1,252.9 12.7 131
Population
(1,000 people) 22,253 22,369 47,343 47,640 21 21

Note: The figure in () is the ratio of increase or decrease from previous year (percent).
2. Size of Economy

Since 1994, the national budget, which made up the largest portion of North
Korea’s GNP, has decreased significantly. This decrease shows that North
Korea’s economic crisis is extremely grave. For political reasons, North Korea
is publishing only the expected national revenue and the amount of energy ex-
penditure in a net gross format or as a comparative ratio against the figures from
the previous year. For example, in 2003, specific results of the previous year’s
budget execution and 2003’s budget plans were not revealed; the figures were
reported only as increased ratios against the previous years’ figures.

In 2003, North Korea’s national budget showed a high increase of 13.6 per-
cent in revenue and 14.4 percent in expenditure. The 2003 budget increase phe-
nomenon has been the highest budget increase since 1974, which saw a 16.3
percent actual increase from the previous year. However, in 2003, unlike in
previous years, North Korea neither presented in detail the entire scope of the
budget, nor specified the particulars of each category.’

The transaction income, which made up the largest portion of the financial
income, was not presented. Instead, the income from land use fees was pre-
sented as a category, which demonstrates that since the Economic Reform of
July 1, in the budget income category, land use fees have made up the largest
portion. When examining the budget income by items of expenditure, profits
made by state enterprises rose 5 percent from the previous year, profits made by

7 At the sixth round of the Tenth Supreme People’ s Assembly (26 March 2003), without presenting
specific numerical values, North Koreaannounced that the results of the 2002 budget execution showed
that the expenditurewas at 99.8 percent of what had been planned and that the 2003 expenditure budget
would increase by 14.4 percent from that of the previousyear.
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cooperative organizations rose by 3.3 percent, social insurance income rose by
6.7 percent, and land use income rose by 3.7 percent.

In terms of expenditure, only the proportion for military expenditure was
presented, while the proportions representing the people’s economic expenses
and people’s policy expenses were not revealed. In other words, only the pro-
portions of total expenditure representing sectors of strategic national interest
were presented. Examination of itemized budget expenditures shows increases
of 15.4 percent in military expenditure, 112.8 percent in the energy sector, 130
percent in the coal industry sector, 121.3 percent in the agricultural sector, 112.
4 percent in the light industry sector, 115.7 percent in the science and technol-
ogy sector, and 118.5 percent in the land construction sector. Within the people’s
policy expense, expenditure has increased by 115.3 percent in the education
sector, 114.4 percent in the arts and culture sector, and 106.6 percent in the
healthcare sector from the previous year.

In the meantime, when the accounts settlement of the 2002 budget is examined,
it is shown that the actual income was recorded at 100.5 percent and the actual
expenditure was at 99.8 percent of what had been planned. Upon examination of
the itemized budget expenditure details, only the people’s economic expense at
22.7 percent and the military expenditure at 14.9 percent have been announced.
The people’s policy expense and the proportion of the total expenditure taken up
by the national management expense, which normally had been reported, were
not referenced. According to statistics, North Korea’s 1999 budget was half of
the net budget income in 1994 of 41.6 billion won. In particular, during the four-
year period from 1994 to 1998, the budget decreased at an average of 6.6 per-
cent every year. This decrease is thought to have resulted from the dramatic
decrease in the proportion taken up by the national budget in the object-economy
caused by the collapse of the food and basic commodities distribution system. In
addition, it has been shown that income and expenditure recorded a deficit from
1998 until 2001 but that a narrow gain was realized between 2002 and 2003.
(See Table 1-4.)

The distinctive feature of North Korea’s state finances in 2002—-2003 is that
while military expense was on the rise again, the national management fee
decreased. When the proportion of military expense in the annual expenditure
budget was examined, it topped 30 percent in 1967; rapidly decreased to less
than 20 percent after the start of the North—South talks in 1972; and since 1990,
has been announced at a lowered level of 12 percent. However, the proportion
of military expense for 2000 was increased and fixed at 14.5 percent at the
second round of the Tenth Supreme People’s Assembly (7 April 1999). It has
maintained a 14-15 percent level ever since. This increase is thought to show
North Korea’s intention to prepare for the North Korea—United States antagonism,
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Table 1-4. Budget Statusby Y ear
(unit: 10,000 North Korean won)

Details on Expenditure by Category

Annual Annual People’s_; Som_al Military Management
Year . Economic Service

Revenue Expenditure Expense Expense Expense Expense
1965 357,384 347,613 236,376 68,422 27,809 15,006
1970 632,220 600,269 282,126 119,394 187,884 10,805
1975 1,158,630 1,136,748 650,688 275,762 186,427 23,872
1980 1,193,923 1,883,691 1,139,777 417,434 275,019 51,461
1985 2,743,887 2,732,883 1,762,789 535,387 393,535 41172
1990 3,569,041 3,551,348 2,399,145 669,279 426,162 56,762
1991 3,719,484 3,690,924 2,504,707 692,704 446,602 46,911
1992 3,954,042 3,930,342 2,662,504 750,891 448,058 68,879
1993 4,057,120 4,024,297 2,929,067 765,908 462,794 66,528
1994 4,160,020 4,144,215 - - 472,440 -
1998 1,979,080 2,001,521 - - 292,222 -
1999 1,980,103 2,001,821 - - 290,264 -
2000 2,090,343 2,095,503 840,297 800,482 299,657 155,067
2001 2,163,994 2,167,865 917,007 825,956 312,172 112,729
2002 2,328,247 2,173,031 - - - -
2003 2,518,942 2,536,681 - - - -

Source: The figures are based on the North Korean government’s annual reports on budget implementation by
year. Data for 2003 are an expected estimate.

which has intensified over the nuclear issue.
3. TradeVolume

In 2003, North Korea’s foreign relations environment had deteriorated be-
cause of the nuclear crisis. However, despite this difficulty, external trade had
increased by 3.8 percent from the previous year to $2.34 billion, thanks to in-
creased trade with China and other major trading partners. Data on North Korea’s
2003 trade income and expenditure show that while exports have increased by
27.4 percent from the previous year, totaling $910 million, imports increased by
6.2 percent, totaling $1.43 million. Therefore, North Korea’s 2003 trade deficit
had decreased to $520 million from 2002’s $790 million.

When trade with main trading partners is examined, one sees that while trade
with China had increased by 19.2 percent from the previous year at $880 million,
trade with Japan had decreased 26.2 percent to $270 million. Trade with those
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two nations made up 49.2 percent of North Korea’s net trade volume. Currently,
North Korea’s main export items to China are marine products, apparel, and
steel; its main import items from China are mineral energy, grains, and electric
machinery and tools. In the meantime, North Korea’s main export items to Ja-
pan are marine products, apparel, and electronic and electric products. Its main
import items from Japan are automobiles, electric machinery and tools, wool
products, and artificial fibers.

With 2002 as a reference, North Korea’s trade volume is about $2.26 billion,
with exports making up 4.3 percent and imports making up 7.0 percent of the
GNI. Thus, North Korea’s trade dependency is 13.3 percent.®

North Korea’s trade history shows an overall increasing trend from the 1950s
to the late 1980s. Especially in the late 1980s, trade volume increased to 6.6
times that of 1970. However, trade instability was also evident in the process. In
the mid-1970s, North Korea went through various ups and downs. The oil crisis
and the decline of the international price of nonferrous metals (North Korea’s
main export item) made it difficult for North Korea to repay foreign debt, lead-
ing to a dramatic decrease in imports. Also, in the early 1980s, there was overall
stagnation in trade because of problems with repaying debt to Western nations,
the drop in prices of minerals (North Korea’s main export item), and the lack of
foreign currency.® For instance, the export volume in 1985 had decreased 26.6
percent from that of 1980, and the import volume had decreased 4.1 percent.
The steep declines in North Korea’s exports were mainly caused by the de-
creases in exports to Western nations, which resulted from the production crisis.
(See Table 1-5.)

Table1-5. Trendsin North Korea’'s Trade
(unit: $100 million, %)

1970 1980 1990 1995 1998 2000 2001 2002 2003
Export 34 15.7 19.6 74 5.6 5.6 6.5 73 9.1
Import 4.0 188 271.6 131 8.8 141 16.2 153 143
Total 74 345 47.2 205 144 19.7 22.1 22.6 234
Percent Increase 9.1 16.6 3.2 A5.3 Al113 331 15.1 A0.4 A3.8

Source: Results of the Ministry of Unification and Korea Trade-Investment Promotion Agency estimation.
Note: Percent increase is the average annual increase per period.

8 Ministry of Unification (2003).
°|bid.
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North Korea’s trade volume has been decreasing each year since 1988’s $5.
24 billion. The reason for this decrease is that trade with Russia, which had been
North Korea’s largest trading partner, has virtually ceased. Also, with the col-
lapse of the socialist economic system in the early 1990s, the supply lines of
strategic resources and the export market for North Korean goods were destroyed.
Consequently, domestic industrial production rapidly diminished. However, since
2000, North Korea’s trade volume has been gradually increasing. Currently, the
country is maintaining about a $2 billion trade volume. (See Table 1-6.)

Table 1-6. Changesin Trade Volumewith Main Trading Partners
(unit: $100 million)

1990 1998 1999 2000 2001 2002

Total 48 41 37 49 74 74

China Export 12 0.6 04 04 17 27
Import 36 35 33 45 5.7 47

Total 48 39 35 46 47 37

Japan Export 30 22 20 26 22 2.3
Inport 18 17 15 20 25 14

Total 25.7 0.6 05 05 0.7 08

Russia Export 105 01 01 01 01 01
Impor 152 05 04 04 06 0.7

Total 111 58 71 9.7 9.9 10.7

Others Export 55 2.7 26 26 25 22
Import 5.6 31 45 71 74 85

Source: KOTRA.

A large portion of North Korea’s recent external trade volume consists of
trade with South Korea. Trade between North and South Korea has shown con-
sistent progress in terms of quantity and quality for the fifteen years since the
implementation of the July 7 Special Declaration in July 1988 and the Guide-
lines for inter-Korean Trade of Goods, which was announced the same year. The
actual inter-Korean trade in 2003 was recorded at about $724 million, a 12.9
percent increase from 2002’s $640 million. In terms of North Korea’s external
trade, trade with South Korea makes up the second largest component after that
with China. In 2003, the amount imported to North Korea was $290 million, a 6.
5 percent increase from the previous year, and the amount exported from North
Korea was $434 million, a 17.5 percent increase from the previous year.

Since 2002, inter-Korean trade has surpassed North Korea—Japan trade and
South Korea has become and remained North Korea’s second largest trading
partner. Since the beginning of inter-Korean trade, up to the end of 2003, the net
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volume of inter-Korean trade has reached $4.3 billion. It is projected that if the
North Korean nuclear crisis is resolved peacefully and institutional mechanisms
necessary for inter-Korean trade are established, inter-Korean trade will show
an even greater growth rate. Since the beginning of North-South trade, up to the
end of 2003, South Korea has imported about $2.36 billion worth of goods and
exported about $1.55 billion worth of goods. From the start of inter-Korean
economic cooperation until 1997, the trade dynamic was one of exclusive im-
ports by South Korea. However, since 1998, with the various economic coop-
eration projects such as (a) export processing, (b) South Korea’s sending of food
and other aid commodities to North Korea, and (c) the Mt. Kumgang tourism
development project, South Korean exports to North Korea greatly increased
and exceeded the amount of imports from North Korea.'® The figure for the 2003
nominal income and expenditure shows that South Korea is in the black by

Table 1-7. General Statisticsfor Trade between North and South Korea

Import Export Total

Year No. of | No. of| Amount No. of | No. of| Amount No. of | No. of| Amount

Transactions| Items | ($1,000) |Transactions Items | ($1,000 ) |Transactions| Items | ($1,000)
1989 66 24 18,655 1 1 69 67 25 18,724
1990 79 23 12,278 4 3 1,188 83 26 13,466
1991 300 43 105,719 23 16 5,547 323 57 111,266
1992 510 69 162,863 62 25 10,563 572 572 173,426
1993 601 69 178,167 97 37 8,425 698 103 186,592
1994 827 80 176,298 495 67 18,249 1,322 158 194,547
1995 1,124 109 222,855 2,720 166 64,436 3,844 243 287,291
1996 1,648 128 182,400 2,980 166 69,639 4,628 256 252,039
1997 1,806 142 193,069 2,185 281 115,270 3,991 362 308,339
1998 1,963 135 92,264 2,847 376 129,679 4,810 445 221,943
1999 3,089 171 121,604 3421 404 211,832 6,510 487 333,437
2000 3,952 204 152,373 3,442 526 272,775 7,394 576 425,148
2001 4,720 200 176,170 3,034 490 226,787 7,754 545 402,957
2002 5,023 202 271,575 3,773 493 370,155 8,796 568 641,730
Total 25,708 2,066,292 25,804 1,504,613 50,792 3,570,905

Source: Ministry of Unification.
Note: 1. Based on South Korea’s export and import.
2. Rice aid to North Korea amounting to $237.21 million excluded from 1995 trade amount.

©1hid.
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about $146 million while the figure for actual income and expenditure, minus
nontrade exchanges, shows that North Korea is in the black by about $170 million.
(See Table 1-7 for general statistics.)

B. North Korean Economic Trends by Sectors
1. Agriculture

North Korea’s 2003 agricultural production is estimated at 4.25 million tons,
about 3 percent more than 2002’s production of 4.13 million tons. This increase
is attributed to (a) fair weather conditions, (b) South Korea’s fertilizer aid, and
(c) an increase in farmers’ motivation because of higher government procure-
ment prices. However, considering that North Korea’s grain consumption in
2004 will be 0.32 million tons, agricultural production still cannot meet demands;
even in 2004, more than 2 million tons of food will need to be procured from
abroad.™

Table 1-8. Annual Grain Production
(unit: 20,000 tons, common grain standard)

1995 1996 1997 1998 | 1999 2000 2001 2002 2003
345 369 349 389 a2 359 395 413 425
(121) (134) (150) (146) (162) (142) (168) (173)

Source: Estimates from the Ministry of Unification/Rural Development Administration.

The productivity of North Korea’s agricultural sector has been greatly dimin-
ished by overarching reasons, such as (a) the uniform application of
collectivization, (b) the Juche farming methods, and (c) the lack of agricultural
infrastructure and farming resources. Large-scale flooding in the mid-1990s and
the drought that followed dramatically lowered the level of food production and
caused mass starvation.

North Korea has promoted the goal of self-sufficiency in food production. To
realize this goal, the country pursued the irrigation, electrification, mechanization,
and chemicalization of agriculture. At the twelfth round of the fifth general meet-
ing of the party’s central committee in October 1976, the Five General Mea-

1 Grain consumption in North Korea for 2003 would be 5.42 million tons if supplied at the 22
percent reduced supply standard of 564 grams per adult. At the normal supply standard of 700 grams
per adult, 6.32 million tonswould be needed.
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sures for Environmental Reorganization was decided upon,? and long-term en-
vironment reorganization projects for increasing crop production began. At the
fourth round of the sixth meeting of the party’s central committee in October
1981, the Four General Measures for Environmental Reorganization was
proposed, which included the following content: (a) reclaiming 300,000 jeongbo
(1 jeongbo = c. 99 acres) of dry beach, (b) finding of 200,000 jeongbo of new
land, (c) constructing the Nampo Water Gate, and (d) developing the Taechon
Nuclear Energy Plant.

Currently, North Korea’s agricultural industry has been focused on its
mechanization, modernization, and transformation into an information-based
system. There has been an emphasis on science in land reorganization, on ex-
pansion of the irrigation system, on projects for creating agricultural foundation,
and on farming. North Korea has set a goal of reorganizing a total of 1.8 billion
pyong of land nationwide. Since October 1998, starting from Kangwon Prov-
ince and moving to North Pyongan Province, South Hwanghae Province, and
South Pyongan Province, a transregional land reorganization campaign has been
under way. The accomplishment thus far has been the near completion of the
South Pyongan Province Pyongyang-si/Nampo-si land reorganization project—
a total of 270 million pyong of land. The project began in early 2002. Moreover,
as a part of the irrigation system restoration project for the South Pyongan
Province, North Korea received a loan from the Organization of Petroleum Ex-
porting Countries (OPEC) and completed construction on the Kaechon-Lake
Taeseong Waterway in October 2002. Subsequently, to restore the irrigation
system in North Pyongan Province, work on the Baekma—Cheolsan Waterway,
which is planned to be completed by 2006, began in May 2003.2 In terms of
livestock farming, North Korea has been concentrating mostly on construction
of goat farms and goat milk processing plants in 2003. North Korea built a total
of 100 goat farms during the past seven years and increased the number of goats
being bred by 3.8 times. The results of the marine products industry and forestry
in 2003 were similar to those of the previous year.

2. Mining Industries

In North Korea, the extraction industry is considered to play the most pivotal

12 “Five General Measures for Environmental Reorganization” refers to (a) completion of field
irrigation, (b) land reorgani zation/land reform, (c) construction of multi-tiered fields, (d) flood control
forestation, and (€) reclamation of dry beaches.

B Ministry of Unification (2003).
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role in the self-reliant economic policy. North Korea’s extraction industry is
“the entirety of all manufacturing sectors that produce raw materials and fuel,”**
including coal manufacturing, mining, oil and natural gas extraction, forestry,
and fishing, with coal manufacturing and mining forming its core. North Korea
has proposed three rules for the development of the extraction industry. First is
the strengthening of geological explorations for the development of new coal
mines and mine fields. Second is the technological revolution in gallery excava-
tions and the extraction process. Third is the promotion of scientific research
projects related to excavation equipment and exploration.

In 2003, North Korea increased investment in the coal manufacturing indus-
try by 30 percent over the previous year and concentrated its resources toward
resolving the energy (power and fuel) crisis. The central government’s Central
Bureau of Coal Manufacturing Industry announced that it would develop some
230 new small- to mid-sized coal mines around the nation by July 2003. In
Sunchon, Kaechon, and Kangdong regions, which are known to house the larg-
est coalfields, some forty small- to mid-sized coal mines have been developed
and made operational. Some ten to twenty small- to mid-sized coal mines have
also been newly developed and made operational in Pyongyang and Kangso
districts.

In the mineral industry in 2003, however, despite adding mines to existing
large-scale mines or expanding their facilities, actual profits are shown to be
minimal. As an example, on 29 August the mine unit in Gumdeck mine began its
operations (1 May 2003, Rodong Sinmun), seven drains including thirteen circu-
lar drains were repaired (11 November 2003, Rodong Sinmun), Ryanggangdo
mine was repaired and expanded (10 August 2003, Rodong Sinmun), and Hyesan
mine began its operation (31 August 2003, Korean Central Broadcasting Station).
Also, various other projects, including the opening of Sangwon Cement Factory’s
lime mine, were pursued. But in general, the lack of financial resources and the
depletion of natural resources from long-term excavation have brought the de-
velopment of mines to its limit.

A general survey of North Korea’s natural resources has so far confirmed the
existence of a total of about 360 types of mineral resources; of those, some 200
are useful minerals with economic value. For seven of those minerals, such as
tungsten, molybdenum, graphite, barite, and fluorite, North Korea’s world mar-
ket share is within the top ten.’® For magnesite, North Korea’s international
market share is the largest. Because of its abundance of metals and energy

14 Encyclopedia Publishing (1996, 382).
15 Ministry of Unification (2003).
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minerals, 70 percent of the nation’s fuels, including industrial fuels, are supplied
domestically. However, oil, which is the basic resource for the chemical and
energy industries, has not yet been discovered. Also, while there is an abun-
dance of anthracite coal and brown coal, there is very little bituminous coal,
which is absolutely necessary for the iron and steel industries, so its entire sup-
ply depends on imports. (See Table 1-9 for annual production of iron ore and
coal.)

Table 1-9. Production of Iron Oreand Coal
(unit; 20,000 tons)

1993 1994 1995 | 1996 | 1997 1998 1999 2000 2001 | 2002
IronOre | 476.3 458.6 4221 | 3440 | 2910 289.0 3793 3793 4208 | 407.8
Coa 12,710 | 2,540 2370 | 2100 | 2,060 1,860 2,100 2,250 2,310 | 2190

Source: Bank of Korea.

Through the continual expansion and development of iron ore mines, the
production of iron ore had been increasing annually by 2 percent since the 1970s.
In the 1990s, however, not only did the exploration and development of iron ore
mines stagnate, but also existing equipment became outdated. Consequently,
there has been a rapid decrease in production volume. Iron ore production, which
had reached 9 million tons in 1989, fell to 2.89 million tons in 1998, rising back
to only 4.08 million tons by 2002.

North Korea’s net coal deposit is 14.7 billion tons. It is known that some 7.9
billion tons of it can be mined. Massive amounts of anthracite coal are deposited
in Sunchon, Dukchun, Kangdong, and Kaechon-gun of South Pyongan Province;
Kujang of North Pyongan Province; Kowon of South Hamgyong Province;
Chunnae of Kangwon Province; and areas surrounding Pyongyang. Brown coal
is abundant in the Eunduk (Aoji) region, Saebyul, and Onsung of North Hamgyong
Province; and the Kumya (Yungheung) region of South Hamgyong Province.

During the Third Seven-Year Economic Plan period, North Korea pursued
expansion plans for various coal cooperatives around the nation, as well as for
South Pyongan Province’s Anju District Coal Cooperative, which contributes
about 30 percent of the total brown coal (bituminous coal) production, with the
goal of increasing coal production to 120 million tons. However, coal produc-
tion actually decreased. North Korea had announced that its coal production in
1989 was 85 million tons; in 1993, it was 107.1 million tons (1.4 times that of

% 1bid.
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1989).17 However, the actual amount of coal production in 1993 is estimated at
21.1 million tons. Production subsequently decreased further because of the lack
of progress in developing new coal mines, the slowdown of excavations, and the
outdated equipment. By 2002, total coal production is estimated to have been
about 21.9 million tons.*

In the July 1 Economic Reform made in July 2002, North Korea set a higher
wage for coal miners compared to that of workers in other industries. The aver-
age increase in the wage across industries was about 18 times. In contrast, the
wage for coal miners increased more than 20-25 times. This wage increase
seemed to have increased production for a while. Because of continuing infla-
tion and organizational problems in the bronze industry, however, it has not
been able to achieve the success anticipated.

Poor coal production and a drop in oil imports caused by the lack of foreign
currency are factors that have exacerbated the energy crisis. Because of those
circumstances, North Korea is encouraging the development and use of low
heat and subbituminous coal for cooking, for heating, and for operating smaller
provincial industrial factories.

Geomdeok mine, Gyesang mine, Seongcheon mine, and Hwapoong mine
are nonferrous metal mines that produce lead and zinc. Of those, Geomdeok is
the largest, with an annual production capacity of 52,000 tons of lead and 124,
000 tons of zinc. At Geomdeok, a large-scale dressing plant capable of process-
ing 10 million tons of ore was completed in 1983 and has been in operation ever
since. Also, tungsten is produced at Mannyeon mine, Jeonchang mine, and
Gyungsoo mine. Gold, silver, and copper are produced at Woonsan mine, Daeyoo
mine, Holdong mine, Sangnong mine, and Sungheung mine. However, details
about their production are not being reported. There is a concentration of mag-
nesite—the raw material for magnesium —in South Hamgyong Province and
Ryanggang Province regions. Conditions for excavation are relatively favorable.
Major magnesite mines are Yongyang mine and Daeheung mine in South
Hamgyong Province and Dancheon-si and Namgye mine in Baekam-gun. Of
those, the amount of magnesite in the Yongyang mine is of an international
scale, estimated at 6 billion tons, and the mine has an annual production capac-
ity of 3 million tons.

17 Report from the general meeting of the Party’ s central committee regarding the execution of the
Third Seven-Y ear Plan (9 December 1993).
18 Bank of Korea (1998).
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3. Metal Industry

North Korea’s metal industry is divided into the black metal industry and the
color metal industry.’® The former refers to the steel and steel manufacturing
sectors, which use iron ore as their main raw material and produce pig iron,
steel, rolled steel, processed metallic goods, and similar items. The latter refers
to nonferrous metal sectors that produce gold, silver, copper, lead, zinc, and
aluminum and that manufacture their processed goods.

The conditions of the black metal industry show that its main steel and steel
manufacturing plants are as follows: Kim Chaek Iron and Steel Complex (North
Hamgyong Chongjin), Hwanghae Iron and Steel Complex (North Hamgyong
Songrim), Songjin Steel Complex (North Hamgyong Kimchaek), Chollima Steel
Complex (Nampo), Chongjin Steel Manufacturing Plant (North Hamgyong
Chongjin), 4.13 Steel Plant, 8 Unit Steel Manufacturing Plant, and Daedong
River Steel Plant. Of those, only 4.13 Steel Plant and 8 Unit Steel Manufactur-
ing Plant were constructed by North Korea. The rest are facilities that were built
during the Japanese colonial occupation and that have been renovated or
expanded. Because of the lack of financial resources, expansion of production
facilities has not been feasible since 1995; however, there has been a concen-
trated effort to increase production efficiency by maintaining and repairing ex-
isting steel and steel manufacturing facilities.

North Korea’s annual steel production capacity in 2002 is assessed to be 5.41
million tons for pig iron, 5.98 million tons for steel, and 4.04 million tons for
rolled steel. Kim Chaek Iron and Steel Complex is North Korea’s largest steel
plant. Its annual production capacity is 2.16 million tons of pig iron, 2.4 million
tons of steel, and 1.47 million tons of rolled steel. Hwanghae Steel Complex’s
annual production capacity is 1.14 million tons of pig iron manufacturing, 1.44
million tons of steel manufacturing, and 750,000 tons of rolled steel. Songjin
Steel Complex’s annual production capacity is 480,000 tons of pig iron, 726,000
tons of steel, and 415,000 tons of rolled steel. Chollima Steel Complex pos-
sesses an annual production capacity of 764,000 tons of steel and 550,000 tons
of rolled steel.?® (For overall steel production, see Table 1-10.)

19 Encyclopedia Publishing (1996, 531).
2 Ministry of Unification (2003).
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Table 1-10. Steel Production Capacity
(unit: 10,000 tons)

1980 1985 1990 1995 2000 2001
Pig Iron 346.6 507.6 517.0 541.3 541.3 541.3
Steel 398.3 430.0 594.6 598.0 600.0 600.2
Rolled Steel 276.0 339.0 494.0 404.0 404.0 404.0

Source: Ministry of Unification.

The 2003 production trends in the metal industry show that in both the non-
ferrous metal and the steel sectors, production is low. North Korea’s policy
direction in 2003 for the metal manufacturing sector was the implementation of
steel and steel manufacturing technology using domestic raw materials and fuel
rather than the construction of new plants. Also, the goal in 2003 was to satisfy
the demand for steel production needed for “national security and the people’s
economy.” To resolve the labor shortage in the metal industry, North Korea
placed large groups of discharged soldiers at the Kim Chaek Steel Complex and
other large-scale metal plants and then committed them to technology improve-
ment and massive repair projects at each plant.

There was no conspicuous progress in the metal manufacturing industry in
2003, apart from the construction of a new magnesia production center at the
Dancheon Magnesia Plant. The production status of 2003 shows that in the steel
manufacturing industry, Chollima Steel Complex met its planned production
target (Korean Central Broadcasting 1 May 2003); Songjin Steel Complex met
its planned target for June, July, and August (Korean Central Broadcasting 12
August 2003); and Kim Chaek Iron and Steel Complex had exceeded its planned
production target some time in August. In the nonferrous sector, apart from the
Dancheon Plant exceeding its quarterly production target (Rodong Sinmun 1
June 2003), no other exceptional progress could be presented.

The problem with North Korea’s steel industry is the diminutive size of each
factory’s facilities. Most are based on small facilities built during the Japanese
occupation and have undergone only partial renovation and expansion since the
Korean War. Thus, they are not able to achieve a uniform and standardized
system, and they are technologically very far behind. To address these problem
areas, the country pursued installation of an industrial television network system
and a remote control system at the Kim Chaek Steel Complex, Hwanghae Steel
Complex, and various other major plants during the second round of the Seven-
Year Economic Plan period. In addition, massive repair projects were under-
taken at the Kim Chaek Steel, Hwanghae Steel, Songjin Steel Manufacturing,
and Chollima Steel Complexes during 2002. Despite those efforts, the general
technological level was still estimated to be similar to South Korea in the early
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1980s.

North Korea has been producing lead, zinc, nickel, and molybdenum. With
the construction of the Bukchang Aluminum Factory in 1983, much effort has
been made in the production of rare metals such as aluminum, tungsten, niobium,
and cerium. Bukchang Aluminum Factory was constructed with equipment
brought in from the former Soviet Union and other Western nations. Its annual
production capacity is 20,000 tons, and it receives its supply of alumina (40,000
tons per year)—the raw material for aluminum—from Busan Alumina Factory
in Sunchon. In February 1990, a nickel mine began its operation in Hannam
Jungpyong-gun. Nickel is the main raw material for stainless steel, heat-resis-
tant steel, and various other types of special alloy steel. The nickel mine in
Hannam is known to have an annual production capacity of processing around
200,000 tons of nickel ore (Ni 0.5 percent) to create 30,000 tons of concentrated
nickel (Ni 3 percent).

In the meantime, with the purpose of drilling for and exporting rare metals
excavated in North Korea, Hamhung Chemical Cooperative Enterprise (which
produces 10,000 tons of yttrium and lead per year)—founded jointly by Yongaksan
Central Trading Company and the General Association of Korean Residents in
Japan (Jochongryun)—began its operations in April 1991. The Chongjin Metal
Cooperative Enterprise, a North Korean—-Chinese cooperative plant that pro-
duces and exports metal processed goods and major commodities, was founded
in April 1998. However, as in the steel and steel manufacturing sectors, the
smelting technology and production facilities of the nonmetal manufacturing
industry still fall significantly short of international standards. Consequently,
the modernization of industrial facilities has become the obvious task for the
nonmetal manufacturing industry.

4. Chemical Manufacturing Industry

Because of the recent energy and energy distribution crisis, North Korea’s
policy has prioritized the feeding, clothing, and housing of its citizens. The chemi-
cal manufacturing industry is closely related to the possible resolution of the
feeding, clothing, and housing issue. North Korea is concentrating its efforts on
the construction of factories to produce chemical fertilizer and pesticides so it
can increase food production and construct vinyl factories that will increase the
production of chemical fibers. However, the chemical manufacturing industry
has promoted a development strategy of creating dependency on coal rather
than oil, its facilities are not systematized, and it operates a production system
independent from the production center of the raw material. Also, with the stag-
nation in supporting industries such as the light industry and the automobile
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industry, progress in the material industries, such as the chemical manufacturing
industries, is at a standstill. North Korea’s chemical manufacturing industry is a
major industry that has been unsuccessful in experiencing a dramatic revitaliza-
tion from the energy and energy distribution crisis.

North Korea’s major chemical fertilizer plants include the Hungnam fertil-
izer company, Soonchun lime nitrogen company, Sariwon fertilizer company,
and Namheung youth fertilizer company. The Hungnam fertilizer company is
North Korea’s largest plant producing chemical fertilizer. It can annually pro-
duce 1.33 million tons, and it provides 37 percent of the North’s total production.
Unfortunately, it has been unable to operate normally because of major break-
downs and other problems.

The production levels of North Korea’s chemical fertilizer industry constantly
decreased in the 1990s because of the depreciation of facilities and insufficient
energy and raw materials. By 2002, production had fallen to 503,000 tons. Most
notably, a serious imbalance in production capability exists, because the pro-
duction mechanisms of chemical fertilizers are based on short-term installations,
plus the production of Kkali fertilizers is extremely lacking.

In 2003, there were no notable production activities, with the exception of
the modernization of the artificial soda production line at 2.8 Vinyl United plant
and surplus production at the Hasung tire production plant.

Table 1-11. Production Volume of Chemical Fertilizers
(units: 10,000 tons)

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
160.9 1318 1209 95.6 770 70.0 770 539 54.6 50.3

Source: Bank of Korea.

In the petrochemical industry sector, the Bonghwa chemical plant (Pihyun
district) was built with Chinese aid, and the Sungrhee chemical plant (Raseon-
si) was built with aid from the ex-Soviet Union. Each plant has a refining capac-
ity of 1.5 million and 2 million tons, respectively, and produces gasoline, light
oil, jet fuel, diesel oil, lubricating oil, and kerosene oil. The Namhung United
Youth Company (Pyongnam, Anju) is a petrochemical plant that was constructed
to resemble facilities in the West. This plant produces chemical materials such
as polyethylene; its production is supported by the Bonghwa Chemical Plant.

The level of North Korea’s crude oil importation has increased in recent
years after showing a decreasing trend since 1988. Notably, there has been a
drastic decrease in the shipments of crude oil from Russia after the transition to
a trade system that is based on hard currency. During the same period, crude oil
shipments from China decreased visibly; by 2002, the volume remained at a
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mere 600,000 tons.

Table 1-12. Crude Oil Imports
(unit: 10,000 tons)

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
136 91 110 % 51 50 32 39 58 60

Source: Bank of Korea.
5. Electricity

North Korea’s electricity generation industry can largely be divided into hy-
droelectric power and coal electric power that is based on anthracite. North
Korea has abundant water resources and a largely mountainous landscape. Be-
cause of this natural advantage, the construction of hydroelectric power plants
had been promoted in areas such as the Supung, Jangjin River, and the Bujun
River since the Japanese colonial era. As a result, North Korea’s electric power
production structure depended mostly on hydroelectric power until the 1960s.
But constant changes in the level of rainfall led to problems with fluctuating
power generation. Supplying electricity to distant areas was another difficulty
with this system. So in the 1970s, emphasis was placed on constructing coal
electric plants that would use the abundant anthracite resources.

Following this trend, the ratio of hydroelectric to thermal power was 5:5 in
the 1980s. The construction of power plants progressed actively in the 1980s,
but in the 1990s, the lack of necessary investment resources caused construction
to drastically slow down.

North Korea’s hydroelectric power plants include the Supung power plant
with a power capacity of 700,000 kW. Others include Woonbong, Sudoosu,
Huchun River, Jangjin River, Kangkyechungnyun, Bujun River, Taepyungman,
Wuiwon, and Taechun power plants. Of those power plants, the Supung,
Woonbong, Taepyungman, and Wuiwon power plants are jointly managed and
used with China.

In the mid-1990s, North Korea promoted the construction of mid- to small-
sized power plants with a power capacity of less than 10,000 kW for their short
construction times and low costs.? Those plants were constructed to satisfy the

2 The construction of mid- to small-sized power plants was promoted according to the decisions
madein the nineteenth meeting of thefifth central committee of the party (December 1979). However,
policy interestsin those power plants decreased because of their low efficiency and constant malfunctions.
However, there has been recent emphasis on the small- to mid-sized power plants, such as the legal
codification of “principles of construction of al nations’ when the “ Electric Power Laws’ (January
1996) and “ Rulesrelated to the execution of the Electric Power Laws’ (January 1997) are selected.
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electricity demand for small-scale production plants and homes outside the capital.
In 2002, the construction of 6,740 power plants was completed. However, those
small- to mid-sized power plants have severely low power capacities and are
sensitive to seasonal changes. Hence, the North concentrated more on the con-
struction of large-scale hydroelectric power plants with a power capacity of 10,
000 kW or more while constructing larger-capacity small- to mid-sized power
plants using the step construction method.?

Thermal power plants in North Korea include the Bukchang thermal power
plant with a power capacity of 1.6 million kwW. Other thermal power plants
include the Pyongyang, Sonbong, Chungchun River, Chongjin, Sunchon, and
East Pyongyang plants. The Pyongyang, Sonbong, Bukchang, and Chongjin ther-
mal power plants were created with Soviet aid. Construction of the Dongpyung
thermal power plant was initiated with Soviet aid but was never completed.
Currently, it is partially operational. Since the mid-1990s, North Korea has con-
centrated more on the maintenance and repair of existing thermal power facili-
ties than on the construction of new ones.

It is estimated that North Korea’s total electric power capacity is 7.77 mil-
lion kW and that the ratio of hydroelectric to thermal electric is 6:4 (at the end of
2002). Other facts include establishing the Center for Developing and Utilizing
Renewable Energy in September 1992. This establishment has been in charge of
developing renewable energy sources such as wind energy, tidal energy, and
solar energy. Accomplishments include the installation of a 90 kW wind energy
power plant and the construction of a tidal energy power plant with a capacity of
several thousand kW in Byeokseong county of South Hwanghae district.
However, the process is still in the experimental stage. (See Table 1-13 for elec-
trical figures.)

North Korea’s electric power sector has had problems in productions be-
cause of a serious energy crisis in 2003. The Pyongyang thermal electric power
plant (capacity of 500,000 kW) is operating only six of its fourteen boilers, while
nine of the fifteen boilers in the Bukchang thermal power plant are being repaired,
leaving only six boilers operational. The East Pyongyang thermal electric plant
is in the process of a total repair and cannot generate any electricity. However,
North Korean media reports that the Bukchang, Pyongyang, Dongpyonya,
Chungchun River, and Sunchon thermal power plants have reached their 2003

2 After Chairman Kim Jong-il ordered the construction of large-scale hydroel ectric power plants
during hisvisit to the Taecheon power plant on 18 January 1999, construction projects of large-scale
hydroel ectric plants such asthe KumyaRiver, Y esung River, Anbyunchungnyun, and Orangchon plants
were promoted.
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Table 1-13. Electrical Power Capacity and Actual Amount Gener ated

Power Capacity Actual Generated Amount
(10,000 kw) (100 million kWh)
Year Total Hydro Thermal Total Hydro Thermal
1985 596.0 336.2 260.0 252.8 1244 1284
1990 7142 429.2 285.0 2174 156.1 1213
1991 7142 429.2 285.0 263.0 150.3 127
1992 7142 429.2 285.0 247.0 1419 105.1
1993 7142 429.2 285.0 2213 1329 884
1994 7237 4337 290.0 2313 1384 92.9
1995 723.7 4337 290.0 230.0 142.0 88.0
1996 738.7 4437 295.0 213.0 1240 88.0
1997 738.7 4437 295.0 193.0 107.0 86.0
1998 738.7 4437 295.0 170.0 102.0 68.0
1999 738.7 4437 295.0 185.7 102.7 83.0
2000 755.2 459.2 296.0 193.6 101.6 92.0
2001 775.2 479.2 296.0 2015 105.5 96.0
2002 777.0 481.0 296.0 1904 106.2 84.2

Source: Ministry of Unification and Bank of Korea.

first quarter goal. Nonetheless, after April 2003, production showed stagnation;
the only power plant that successfully executed its production plan was the
Chongjin thermal power plant.

In terms of hydroelectricity, thanks to the abundant rainfall in the summer of
2003, the amount of power generated in August 2003 is shown to have increased
by 35 percent over that of the same period of the previous year (6 September
2003, Korean Central Broadcasting). According to the North Korean media,
Supung power plant, as well as power plants in Jangja River, Taechun, Wuiwon,
and Nam River, reached their February 2003 goals. The Daedong River and
Jangja River plants reached their first quarter goals. In addition, it has been
reported that the 17 March electric plant exceeded its 2003 plan each month. In
the meantime, it has been reported that small- to mid-sized power plants in
Jagangdo are operating at full capacity. Their daily energy production is known
to be about 33,000 kW.

The problems facing North Korea’s electric power sector are as follows. For
hydroelectric power plants, the problems are a decrease in water resources caused
by deforestation, low rates of operation because of outdated equipment, and
extreme seasonal fluctuations in electric energy production. For thermal power
plants, the production and distribution of their main raw material-coal-has reached
its limit yet enables only a low rate of operation. Moreover, an inefficient supply
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system results in a high rate of short-circuiting. Because the electric pressure is
not consistent throughout, there is a decline in the amount and quality of the
energy supply.

During 2003, North Korea pursued the modernization of its electric energy
supply system by signing an agreement to construct a high-speed supply system
with a multinational corporation like ABB, among other things.z However, North
Korea’s electric energy situation is not likely to improve soon, because there are
structural problems with electric power generation and the system of supply and
distribution.

C. Outlook for the North Korean Economy

Despite the extreme deterioration in foreign relations over the nuclear weap-
ons issue, the North Korean economy has recorded a positive growth rate in
trade, albeit minimal. This growth can be attributed to China’s aid, to increases
in North Korea-South Korea economic cooperation, and to increases in demand
arising from internal economic reform. For the successful completion of the July
1 Economic Reform, North Korea has been focusing its efforts on increasing the
general internal supply capacity. North Korea has focused on aiding and invest-
ing in economic sectors of high performance. It has also exerted its efforts to
increase the production of the people’s consumer goods by modernizing the
light industry. In addition, agricultural production has increased through breed-
ing revolutions, increases in potato farming, and continual support for second-
crop farming and the land reorganization project. In the meantime, actual profit
and the introduction of advanced technology are especially emphasized in inter-
nal economic management and foreign economic relations.

In individual economic sectors, key industries are still stagnating because of
a lack of improvement in foreign relations. However, a small amount of growth
has been recorded, and it is thought that this growth is being caused by labor
mobilization and expanding of private business activities. With the official rec-
ognition of the private distribution sector, stores have multiplied, and the service
and transit industries have become systematized. In particular, the construction
industry’s use of surplus labor and profits from people’s life bonds has made it
the most active production sector. Also, the agricultural sector has managed to
increase crop production thanks to favorable weather conditions and to South
Korea’s fertilizer assistance. However, the key industries are still suffering from

2 Korean Central Broadcasting (19 May 2003).
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an energy and raw materials crisis caused by the suspension in crude oil supply
and the lack of improvement in foreign relations. Thus, the key industries’ rates
of production have fallen dramatically.

The proposed main tasks for the North Korean economy are an absolute in-
crease in the production amount for commodities for the domestic market and
the maintenance of the ideal exchange rate for the North Korean won. It seems
that in 2004, as in 2003, North Korea will have as its main goal normalizing the
production at industrial plants in each sector and strengthening the capacity of
the commercial distribution sector. The specific management strategy for this
goal is the expansion of the comprehensive economy, the gradual increase of
private ownership, and the changes in financial and exchange rate policies. This
limited strategy is intended to be implemented as it is needed. In the meantime,
efforts will be concentrated on furthering economic cooperation projects with
South Korea, which have played a central role in the North Korean economy’s
positive growth. There will be efforts at trade expansion; enthusiastic promotion
of the construction of the Kaesong Industrial Complex; and invigoration of South
Korean tours to famous tourist destinations such as Pyongyang, Kaesong, Mt.
Kumgang, Mt. Myohyang, and Mt. Paekdu. Additional measures to increase
foreign investment will be adopted, depending on the direction of the six-party
talks.

Since 2003, North Korea has been concentrating national efforts in the energy;,
agriculture, science and technology, and residential construction sectors. In the
energy sector, a three-year plan (2003-2005) to resolve the fuel and power crisis
is being devised and pursued.? North Korea considers the energy crisis to be the
main cause of its economy’s stagnation. Thus, it is pursuing plans to increase the
energy supply through improving power plant technology, increasing coal
production, and supplying related machinery and equipment.

In the agriculture sector, the use of computers in farmin—*“information agri-
culture”—is being pursued as a national project to produce 8 million tons of
food by 2007.% As the first step in this plan for increased food production, the
so-called information agriculture was introduced to Anak-gun in South Hwanghae
Province and three other guns in 2003 in an attempt to change positions and
make farming technological. Also, in the science and technology sector, the
Five-Year Science and Technology Improvement Plan has been pursued since
2003.%¢

2 |nterview with Choi Hong-gyu, Director of State Planning Committee, Homeland (April 2003
issue).
% Choson Sinbo (22 April 2004).
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In the meantime in the residential construction sector, the Three-year Plan
for Residential Construction in Pyongyang was devised to promote the con-
struction of 22,800 residences in Pyongyang city during a three-year period (2002—
2004).7

It is believed that in the midst of pursuing plans in each sector, North Korea
is preparing a foundation for a mid- to long-range economic plan.?” However,
considering North Korea’s current economic conditions and foreign relations
situation, it would be difficult to attain not only the goal of a mid- to long-range
economic plan but also the goals of sector-specific plans. The reason is that the
most fundamental obstacle to the growth and development of the North Korea
economy is the problem of development funding. Development funding must
basically be supplied by foreign capital. However, the United States, which
holds the key to supplying foreign capital to North Korea, is unlikely to change
its policy toward North Korea.

Henceforth, it seems as though North Korea will pursue sector-specific eco-
nomic plans, taking into consideration the conditions of foreign relations and
focusing on resolving urgent economic problems such as the energy and food
crises and the normalization of the economy. Also, it is projected that to demon-
strate the actual results of the July 1 Economic Reform, the autonomy of com-
mercial distribution and corporate management will be regularly increased. Then
the scope of self-responsibility in the economic activities of provincial
governments, enterprises, and citizens will be expanded.
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Chapter 2
National Financial Revenue and Expenditure

A. Changes in North Korea’s Budget
1. Changes in the Scale and Content of Expenditure

The North Korean government approved the settlement of the 2002 budget
execution and the budget for 2003 through the tenth round of the Sixth Supreme
People’s Assembly.! The main goals for the 2002 budget execution included
achieving 100.5 percent of the planned revenue level while 99.8 percent of the
planned expenditure was executed, hence leaving a 0.7 percent surplus. The
specifics of the budget execution are as follows: people’s economic expenditure
was 22.7 percent while military expenditure was 14.9 percent. The people’s
economic expenditure recorded a 20 percent decrease compared to the previous
year when 42.3 percent of the total expenditure was allocated to the people’s
economic expenditure. The people’s economic expenditure was primarily in-
vested in the so-called “Main Front for Economic Construction”—sectors such
as electricity, coal, metal, railroads, and transportation. Hence, it is reported that

1 Every March the North Korean government holds the Supreme People’ s Assembly (similar to a
parliamentary meeting) in order to settle the accounts of the previousyear while authorizing the budget
for the current year. Authorizing the budget for the current year in March isnot problematic asaresult
of the specia characteristicsof aplanned economy. North Korea snational budget is preplanned by the
Ministry of Finance of the political committee in cooperation with the Council of National Planning
and Council, to decide national pricelevels. The Supreme People’ s Assembly only symbolically autho-
rizes the budget planning and customarily does not alter the national budget. For more on the budget
decision process, refer to Deok-ryong Y oon (2003).
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the increased investment for industrial infrastructure and major sectors is help-
ful for strengthening the foundation of economic recovery.

North Korea’s main elements of financial expenditure usually include the
people’s economic expenditure, social and cultural facilities expenditure, mili-
tary expenditure, and maintenance expenditure.? The exact figures of these ex-
penditures are not announced, only the proportion of each expenditure category
relative to the total expenditure. Usually, the percentage increase or decrease
from the previous year is the only aspect that is consistently announced. Table 2-
1 shows that North Korea announced only the relative proportion of the people’s
economic expenditure and military expenditure in the 2002 budget settlement
and did not reveal the exact amount of the maintenance expenditure and the
social and cultural facilities expenditure.

The background for the 20 percent decrease in funds for economic construction,
which is the most urgent issue for the country, is assumed to be simple lack of
income or the occurrence of other urgent issues that required budget allocation.
However, as North Korea did not have any urgent issues that required budget
allocation in 2002, it is more likely that the reason for the decrease is simple
lack of income.

North Korea’s July 1 Economic Reform seems to have placed increased strains
on the budget. The act increased the demand for government expenditure be-
cause it included provisions to raise the government purchasing price of prod-
ucts and raise the wages of laborers. Additional elements that led to the decrease
in the budget are the increase in reserved profit levels for firms. The July 1
Economic Reform was meant to increase incentives for firms.

As a result, it is highly likely the various changes that were made after the
economic reforms led to the decrease in North Korea’s budget level. Hence, the
conclusion is that this is the reason behind North Korea’s inability to provide
adequate funding for the people’s economic expenditure. This kind of conclu-
sion is a contradiction to the government’s announcement of a 0.7 percent bud-
get surplus. Thus, it is assessed that North Korea’s announcement of budget
surplus is different from the truth.

Another reason the people’s economic expenditure decreased significantly is
that the social and cultural facilities expenditure, which was traditionally in-
cluded in the people’s economic expenditure, was included in the people’s policy
expenditure from 2002.

2 K orean government organizations such asthe Ministry of Unification and the Bank of K oreacal cu-
late the estimation valuesfor North Korea sexpenditure statistics on the basis of the dataannounced by
the North Korean government.
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Table 2-1. Relative Proportion of Each Category in Budget Execution, 2002

People’s El_:onomic People’s Eolicy Milita_xry Mainteqance Total
Expenditure Expenditure Expenditure Expenditure
2002 22.7% — 14.9% — 100.0%
2001 42.3% 38.1% 14.4% 5.2% 100.0%

2. The Budget Scale and Changesin the Content

North Korea’s 2003 budget established a clear basis for the policy of budget-
ary expansion. North Korea showed a regular budgetary increase of 3-5 percent
and has not shown any drastic increase since the 1990s. However, in 2003, the
North announced a 13.6 percent increase from the previous year. This increase
was planned to be supported by the following activities: profits from national
firms, 5 percent; profits from cooperative organizations, 3.3 percent; income
from social insurance, 6.7 percent; and income from land usage fees, 3.7 percent.

However, whether this plan to increase national income will succeed is
questionable. There are two ways to carry out this plan to increase government
income through profits from companies, profits from cooperative organizations,
social insurance fees, and land usage fees. The first option would be to increase
the usage fee for organizations and firms. However, this fee will result in de-
creased profits for the firms and cannot be a viable plan, especially in a strained
condition where fewer than half of the production plants and companies are in
operation. The second solution might be to increase the operation rates of firms
and stores. However, this plan is also not very viable because most firms are not
functioning. If those firms are to be normalized, there must be refreshed supply
while demand must increase, in terms of purchasing power, so they can generate
profits. Although the July 1 Economic Reform increased prices to a level where
profit generation is possible for firms, expansion in the supply mechanism re-

Table 2-2. Changesin North Korea’s Budget in the 2000s

Year 2000 2001 2002 2003
Budget| Settlement |Budget| Settlement |Budget| Settlement Budget
Percentage, Percentage, Percentage Percentage
Amount/Amount| Increase/ [Amount/Amount| Increase/ |Amount|Amount| Increase/ |Amount| Increase/
Decrease Decrease Decrease Decrease
Income 204.1 | 209.0 5.6 2157 | 2164 34 2217 | 222.8 30 253.1 136
Expenditure | 204.1 | 209.6 46 2157 | 216.8 35 2217 | 221.3 21 253.1 144

Notes: 1. The “amount” is calculated using the price index of 2000.
2. The “Percentage Increase/Decrease” is based on the previous year.
Source: Bank of Korea.
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quires initial investment. Hence, only limited spheres and aspects of the economy
meet the necessary requirements. Without active investment from the government,
this plan cannot succeed. (See Table 2-2.)

Even with small-scale investment on the company level, the production level
of consumer products would increase, hence increasing government revenue.
However, even such partial opportunities can be possible only when the nation-
alized companies can meet adequate profit levels. Hence, direct access chan-
nels to government-owned stores and private markets such as the former “farm-
ers’ market” must be established.

It is apparent that the North Korean government has recognized such problems.
North Korea has transformed the former “farmers’ market” into “consumers’
market” in which industrial goods can also be traded.® Furthermore, it has al-
lowed normal production plants and firms to participate in the market to trade
goods. As a result, it created the basis for improving the profitability of nation-
ally owned companies. Such acts of reform in the market structure are geared
toward (a) giving the physical stimulus needed for promoting production activity,
(b) solving the shortage of basic goods, and (c) normalizing the amount of gov-
ernment revenue.

For increasing investment, North Korea allowed the acquisition of necessary
capital from the market. However, without proper financial markets, increasing
investment cannot be possible in a short period of time. Hence, North Korea
issued the People’s Life Government Bond to use the people’s excess revenue.
In fact, the sale of People’s Life Government Bonds was initiated in May and
continued until November, exceeding the August deadline for sales. It was an-
nounced that the People’s Life Government Bond contributed positively to gov-
ernment revenue.

While the North Korean government implemented various measures to in-
crease government revenue, time is needed to reap the benefits from those
measures. The various measures will not contribute significantly to increasing
government revenue for 2003, because the effects of those measures are esti-
mated to materialize with time. Hence, the expanded budget that North Korea
planned will ultimately be promoted through the issuance of government bonds.
If this measure is unsuccessful in raising revenues, a budget deficit is inevitable.

In North Korea’s 2003 budget plans, it was finalized that expenditure would
increase 14.4 percent from the previous year. Of the budget, 15.4 percent is
allocated for national defense, and the other categories are announced only in

3 Further analysisof North Korea sissuance of public bondswill be discussedin detail in thefollow-
ing chapter.
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terms of the percentage increase or decrease from the previous year. The an-
nounced increases are as follows: 12.8 percent in electric supplies, 21.4 percent
in farming, 12.4 percent in light industry, 15.7 percent in development of sci-
ence and technology, and 15.3 percent in education. Although the main reason
there is a general increase in the budget allocation for the economic sector is the
urgency of economic recovery, another reason is the July 1 Reform. Because of
the enactment of that reform measure, the government significantly decreased
the amount of free supplies. As a result, part of the socio-cultural funds that were
previously allocated for free supplies could now be re-allocated to the economic
sector.

It would not be wrong to say that each sector for which North Korea in-
creased budget allocations is one that has issues that urgently require attention.
For example, the problem of the supply of electricity needed to be solved ur-
gently following the U.S. decision to halt shipments of crude oil to North Korea.
In particular, it was announced that for the coal sector, 1.3 times the original
budget would be allocated. Furthermore, one can see that food shortage is per-
sistent considering the fact that there was a 21 percent increase in budget alloca-
tion for the farming sector. Along the same lines, the increased budget alloca-
tion for the light industry sector suggests that consumer goods are still in short
supply. Finally, the large-scale increase in the budget allocation for the science
and technology sector suggests that the North is pursuing an economic develop-
ment plan that places emphasis on science and technology. (See Table 2-3.)

Table 2-3. Budget Execution Plans According to Category

People’s Economic People’s Policy Military | Management| Total
Expenditure Expenditure Expenditure |  Expenditure

Proportion(%) 154 100
Rate of Electricity: 12.8% Education:15.3%
Increase Coal Industry: Over 30% Culture and Art:14.4%
(from previous | Agriculture: 21.3% Health: 13.1%
year) Light Industry: 12.4% Sports: 6.6%

Science and Technology 15.7%

Land Development: 18.5%

The only expenditure category for which North Korea revealed the exact
proportion of the 2003 budget is the military expenditure. The government tradi-
tionally fixes the proportion of the military expenditure at 14.5 percent of the
total budget. However, in 2002, there was a reported increase of 0.5 percent in
the expenditure settlement and another increase of 0.5 percent in 2003. The
government publicly expressed its intent to develop the national defense indus-
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try and strengthen the nation’s defensive capability.

It is believed that North Korea’s explanation for the 1 percent increased bud-
get allocation—the production guarantee and strengthening of military power
through guaranteeing raw materials for the national defense industry—shows
that these measures are due to the tension with the United States over issues
related to nuclear development. Furthermore, an increase in the military expen-
diture can also be regarded as a plan to increase the government’s control over
the nation by guaranteeing a system of governance that prioritizes the military
over everything. (See Table 2-4.)

Table 2-4. Changesin North Korea's Military Expenditure (per centage of the total
budget)

1999

2000

2001

2002

2003

From the Expected Budget

14.5%

14.5%

14.5%

14.4%

15.4%

From the Execution of the Budget

14.5%

14.3%

14.4%

14.9%

Another peculiarity of the 2003 budget announcement is that the actual size
of the budget remains unannounced. In previous years, it has been standard for
North Korea to reveal the total amount of the budget and the specific proportion
of expenditure for each category. However, even in the 2002 expenditure, the
North only partially revealed the rate of change; in the 2003 budget, the North
revealed the rate of change only in some specific categories.

The reason the North does not reveal the actual amount of the total budget
can be explained in two ways. First, North Korea has experienced enormous
hikes in real inflation and wage levels since the July 1 Economic Reform. Also,
when economic transactions are made through monetary means, liquidity be-
comes the most important measuring standard for economic activities. In reac-
tion to those changes, inflation rates in all sectors of the economy are in flux.
However, the regime lacks the skills to manage the economy through monetary
policies. Hence, it seems impossible that the North can formulate a budget plan
that is measured by monetary means. It is highly probable that the statistics
announced by the North are based on the real production rate, because socialist
nations traditionally formulate real production plans (based solely on actual physi-
cal production).

Second, possibly the budget plans of the previous year could not be executed
as planned. As a consequence, the state cannot reveal the actual statistics with-
out exposing this mishap. Realistically, it is assumed that the economic man-
agement reform measure has significantly decreased the North’s government
revenue. North Korea’s claim of a budget surplus in 2002 has stirred many doubts
as to the credibility of this claim. Therefore, this reticence could reflect the
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government’s desire to disguise its internal situation, considering its own pres-
tige and strategic interest. Of course, the first reason and second reason could
both be valid in explaining the situation.

B. Changesin the Financial Situation

It is believed that North Korea’s financial situation has worsened. The money
circulation channel is not functional because the operational accomplishments
of North Korea’s organizations and firms have not improved significantly.
Furthermore, a plan is urgently needed to solve the problem of stagnation of
government investment owing to increased expenditure and decreased income
caused by the economic reform acts. The actual changes in the economy can be
summarized as follows.

First is the malfunctioning currency circulation system. The process of cur-
rency circulation is described in Figure 2-1. Normally, the currency issued by
the central bank is circulated as follows: Central Bank — Organizations and
Firms — General Public — State-owned Stores and Firms — Central Bank. And
through the central bank, the currency is ultimately channeled back to the
government. The currency retrieved is then redistributed to the people according
to the government’s budget plan.

However, North Korea’s crippled production ability has, in turn, paralyzed
the currency retrieval function of government-managed stores and firms. The
supplied currency cannot be retrieved because of the current disintegration in
the production circulation system. Furthermore, the supplied liquidity has begun
to accumulate in the black markets and the farmers’ markets, instead of the
publicly recognized market. Those factors have generated severe internal infla-
tionary pressure. Basically, this internal inflationary pressure has consistently
increased as the public market has lost its ability to absorb the currency because
of its lack in supply.

Figure2-1. Process of Civil Accumulation of North Korean Currency
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Second is the increased expenditure and decreased income following the
July 1 Economic Reform of 2002. North Korea’s economic reforms created the
burden of increased expenditures owing to the rise in prices of consumer goods.
The North Korean government satisfied most of the government’s demand for
goods, either without cost or through transactions made for the sake of formality.
However, since the economic reforms, all economic transactions are made with
currency. All economic activities by the government are transformed to function
through monetary means. Therefore, those changes led to increased expendi-
tures for the North Korean government. Furthermore, the rise in wage levels
also demanded increased expenditure. All of the various elements are reasons
behind the state’s increased expenditures. Decrease in imports is also expected.
To rejuvenate enthusiasm among workers, all the organizations and firms were
allowed to retain significantly higher levels of profits and to provide incentives
significantly higher than the monthly salary. Consequently, it is assumed that
the profits from state-owned companies, which normally contribute more than
half of the total government revenue, will be significantly reduced.* Although
the possibility is increased that state-owned companies would generate profits, a
general increase in profits through increased production will take a significant
amount of time. Hence, a decrease in government revenue is inevitable in this
situation.

Third is the stagnation of investment owing to the insufficient budget caused
by the malfunction within North Korea’s currency retrieval system. Stagnation
has hindered investment plans for organizations and firms while also preventing
investment in economic construction. If the economic management reform act—
the first official internal reform promoted by North Korea—is to increase gov-
ernment revenue and revitalize the economy in the long term, it is necessary to
find a solution to the short-term problems caused by insufficient funds. Unless
investment funds or an income source is found for the purpose of supplementing
the short-term shortage of funds, investments will decrease and production ca-
pability will shrink further. The economic situation will worsen rather than
improve. If that occurs, it is highly possible that the economic management
reform measures will fail, as well. Therefore, North Korea has no other alterna-
tive but to solve the problem of insufficient investment funds by using every
possible source of funds that is available.

41n 2002, at thefifth round of the tenth People' s Supreme Assembly, 77.6 percent of thetotal gov-
ernment revenue consisted of profitsfrom nationalized firms.
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C. Issuance of the Peopl€’'s Life Government Bond
1. Background to the I ssuance of Government Bonds

To satisfy the drastic increase in the budget’s need for funds, North Korea
proposed a plan to issue government bonds and, in fact, sold them from May to
November of 2003. Plans to issue government bonds were announced in March
2003 in the tenth round of the Sixth People’s Supreme Assembly. Finance Min-
ister Mun 1l-bong clearly stated that the government bonds would be issued for
the purpose of generating internal funds. According to his report, North Korea
would issue government bonds “in order to efficiently mobilize and utilize ex-
cess liquid funds.” The 30 March 2003 issue of Rodong Sinmun also stated that
“Government bonds are issued for the purpose of generating the necessary funds
for modernizing the people’s economy and stimulating production according to
the demands of the era of information-based industries.” This report clearly states
that the government bonds were issued to acquire the necessary investment funds
for the modernization of the people’s economy.>

The North Korean government has for the first time admitted that it is under
budgetary pressure by announcing this issuance of government bonds. At the
same time, the announcement is an indication that the people possess excess
funds. This indication is notable in the sense that it reflects the collapse of the
centralized economic system and the relative expansion of the private economic
sector. It is also an indication that the currency retrieval and accumulation func-
tion has been paralyzed from the dysfunction of the nation’s financial system.
This problem also means that a significant amount of currency has been ex-
pelled to the private sector. By revealing the urgent need to mobilize the funds
acquired by the private sector for the first time, the North Korean government
has indirectly shown that it is under pressure from insufficient funds.

Apparently in North Korea, government bonds are regarded as a form of
savings. And if there is an accumulation of savings, it is stipulated that the need
for government bonds will disappear.® From a socialist perspective, government

5 Among the commentaries contained in the Rodong S nmun issued on 30 March 2003 isthefollow-
ing statement: “The populist characteristic of the government bonds issued by our country can be
expressed by its purpose of guaranteeing the stability of our currency by controlling the amount of
currency circulation so that the peoplewill not feel discomfort intheir livesand all equally livewell.”
Thisreveals that the issuance of government bonds is designed not only to be used as a conduit for
supplying funds but al so to stabilize the value of the currency.

6 “Government bonds in asocialist country areinherently a conduit to mobilize the funds accumu-
lated by the peoplein order to execute national policiesto enhancethelives of the people and develop
the people’ s economy. Hence, it can characterized as a ‘saving.” With the development of various
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bonds are a form of social saving; if the intersocial saving mechanism is func-
tioning properly, government bonds are useless. Considering North Korea’s defi-
nition of a government bond, the issuance of government bonds indicates two
things. First, the government must mobilize the accumulated wealth of the people.
Second, the saving function is not performing properly. Those facts prove that
the purpose for North Korea’s issuance of government bonds is the acquisition
of government income.”

An additional purpose for the issuance of government bonds is to curb inflation.
North Korea has traditionally managed a supply-centered economy (as have
other socialist nations), controlling the supply side in order to regulate
consumption, hence controlling overall supply and demand. As a result, pur-
chasing power consistently surpassed the supply of products and led to the accu-
mulation of purchasing power. Such excess accumulated purchasing power has
resulted in a consistent increase in inflationary pressure.

The disruption generated by the accumulation of purchasing power was tem-
porarily reduced by the July 1 Economic Reform. However, the assumption is
that production levels could not match the increased currency supply, because
of the increase in government purchasing prices, wage levels, and bonuses, hence
creating inflationary pressure.®

2. Characteristicsand Conditionsof | ssuance of the People' sLifeBond

North Korea revealed that it would issue the People’s Life Bond for a limited
span of time and politically reward those who contributed to the national income.
It was also announced that people who drew a lucky number would be reim-
bursed first and would be given prize money. Regarding these standards, the
People’s Life Bond shows no difference in characteristics from other socialist
government bonds. The only difference is its limited sales period, manifesting

convenient forms to organize the peopl€' s savings, government bond loses its meaning as a form of
saving” Socia Science Publication (1985, 168).

7Yang Chang-yoon, North Korea's vice director of the ministry of finance, revealed in the 2004
January issue of Wolganjogook (Fatherland Monthly) that “ As the production plants and companies
cannot be operated in the normal level ... national income cannot catch up with theincreased govern-
ment expenditurelevel.” Furthermore he explained, “in order to satisfy the demand for fundsthrough
the power of the people, we have issued the People’s Life Government Bond” (Choson Sinbo, 19
December 2003).

8Inaninterview included inthe 1 April 2003 issue of the Choson Sinbo, Choi Hong-gyu, head of the
State Planning Committee, admitted the existence of inflationary pressure by stating that the estrange-
ment between national income and expenditure has decreased but has not disappeared sincethe July 1
Economic Reform.
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the government’s expectation that the problem of insufficient funds would be
solved in a short span of time. (See Table 2-5.)

Table 2-5. Specific Content of the | ssuance of the People' sLife Bond

- Name of Government Bond: People’s Life Government Bond

- Period of Issuance: 1 May 2003-end of November 2003

- Basis for issuance: “Statute for the issuance of the People’s Life Government Bond” (passed in the tenth round of the
Sixth Supreme People’s Assembly)

- Face valug(s): Three types—500 won; 1,000 won; 5,000 won

- Maturity: 10 years: expires in April 2013

- Profitability: Prize money will be provided only to those who draw the lucky numbers. Draws will be performed every
six months in the first two years. After that, draws will be performed once every year, and the selected people will win
the prize money and receive the principal amount (amount of money used to buy the bond). There will be a total of
eleven draws until the tenth year when it expires.

- Amortization of the government bond: Amortization will commence from December 2008 and all of the principal
amount will be returned by 2013, according to the budget situation. People who do not draw lucky numbers will get only
the principal amount.

- Organization that will sell the government bond: The Council for the People’s Life Bond will be established at the
central, district, city, and county levels. A suborganization for the council shall be established in all organizations,
firms, subdistricts, and district offices.

- Methods of promotion: “People who purchase vast quantities of the bond shall be regarded as doing a patriotic deed for
the construction of a strong nation. They will be highly regarded politically and economically.”

Source: Cabinet Public News (27 March 2003); Rodong Sinmun (30 March 2003). Various issues of Choson Snbo.

When looking at the sales conditions of this bond, the People’s Life Bond
does not satisfy the conditions of a financial product. The most important stan-
dard for a bond in terms of being a financial product is its profitability, its stability,
and its ability to be retrieved. Normally, a government bond provides low inter-
est because a nation or a government organization issues the bond and guaran-
tees the stability of the bond. However, the conditions in Table 2-5 do not men-
tion anything related to interest or interest accumulation. The only profitability
is from the prize money that might be obtained through draws. Furthermore,
although the first draw was held in December 2003 and the winners were present,
specifics of the prize money have not yet been announced. Hence, in terms of
profitability, it is considered that the bond is similar to a lottery.®

% In North Korea, alottery “has the same utilization purpose as a valid currency and of rendering
convenient the currency circulation.” L otteries are used as expenditure for economic development en-
hancing the peopl €' sliving standard. L otteriesare a so used even for average savings. The government
encourages participation in this process by providing goods or cash to the lottery winner.
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Accrued interest from financial assets is a form of compensation for the sac-
rifice of current consumption. Hence, a government bond that does not generate
interest not only lacks compensation for the sacrifice of current consumption but
also causes losses in case of inflation. North Korea is currently experiencing
annual inflation rates of several hundred percent. Therefore, the bondholder will
suffer losses in real income when he or she retrieves the principal after ten years.
Hence, the People’s Life Bond actually results in a permanent transfer of real
income from the people to the government at the expense of the people.

The stability of the North Korean government’s bonds is also problematic. In
North Korea, the general public was often forced to have savings in the banks.
The government has even limited or completely disallowed the withdrawal of
savings from savings accounts. Hence, the government could assign a savings
account rather than pay cash when the government bond matures. Furthermore,
a discussion about currency reform has materialized and has created concerns
among North Korean citizens. The state has periodically executed currency re-
forms in order to unilaterally absorb currency assets when there is excess cur-
rency in circulation. As a consequence, there are concerns that the government
bond holders will suffer losses in financial assets. Depending on whether the
sales price for the government bonds is decided according to a convertible cur-
rency standard, it is highly probable that the North Korean government bonds
will not satisfy the stability standards.

In North Korea, private trading of government bonds is restricted; hence,
there is a convertibility issue with the bonds when bond holders need cash. Trad-
ing of bonds between citizens is not allowed in North Korea, and there is no
market for this kind of transaction. Therefore, the purchased bond cannot be
converted to cash unless the government purchases it or the bond matures.

In short, the People’s Life Bond issued by North Korea does not satisfy the
criteria of profitability, stability, and convertibility when evaluated as a finan-
cial product. Therefore, it should be regarded simply as a means of raising gov-
ernment revenue.

3. Sales Amount and Sales Method of North Korean Government
Bonds

The successful sale of North Korea’s government bonds depends on whether
the entire expected quantity is sold. North Korea has not revealed the exact
amount of government bonds sold, and the assumption is that the required amount
of government bonds to be sold is approximately 10 percent of the 2003 budget.
The basis for this assumption is that North Korea announced in 2003 that bud-
getary income increased 13.6 percent from the previous year. This figure is 10
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percent more than the average rate of increase, which is 4 percent. Thus, one can
assume that the excess 10 percent will be filled through the issuance of govern-
ment bonds.

Table 2-2 shows the assumed changes in the budget size using 2000 as the
base year for prices. If, in 2003, 10 percent of the budget must be filled through
government bonds and using 2000 prices as the base, the exact amount would be
2.53 billion won. To convert this amount to current prices and wage levels,
which jumped 15 to 20 times (after the July 1 Economic Reform Measures), the
central government must sell 38-50.6 billion won worth of government bonds.2°
If one calculates the burden per household when assessing the feasibility of this
plan, it is as follows: assuming a total of 20 million households, each citizen
must purchase 1,900-2,530 won worth of government bonds. When assuming
that each household consists of four members, that household must purchase 7,
600-10,120 won worth of government bonds to reach the government’s goal. In
other words, for the government bond schema to succeed, each household must
spend four to five months’ worth of wages (average monthly wage is 2,000 won)
on purchases of government bonds.

Selling this amount of government bonds seems infeasible when one consid-
ers the fact that the profitability of government bonds is negative. Hence, this
plan is impossible if it is left solely to the people’s free will. It is probable that
sales of government bonds will be executed through an organized sales network,
which will forcefully sell the bond to the people. And in the tenth round of the
Sixth Supreme People’s Assembly, North Korea passed laws related to the cre-
ation of a sales network for selling government bonds. North Korea stated that
“the issuance of People’s Life Government Bond shall progress by combining
the principles of the people’s will and public obligation.” This statement shows
that the sale of government bonds will not be based solely on the people’s will
but also on forceful sales of the bond as public obligation (Rodong Sinmun, 30
March 2003).

The Cabinet Public Report of the North Korean government revealed that the
sale of government bonds will be executed through an organized and adminis-
trative method of sales rather than individual sales.* The reason behind this

1 Therateof increasein pricelevel isdifferent according to products and categories. However, the
standard wage level was 110 won before the July 1 Economic Reform, and it has increased to 2,000
won. Hence, the assumptionisthat it would berealistic to calculate that the pricelevel increased 15 to
20times.

11In order to guarantee the outcome of the sales of the People’ sLife Bond, atemporary council for
People' sLifeBond will be organized inthe center, province, city, and county level. On the sub-level,
acommercial attache for the government bond will be established and organizations, firms, districts,
and towns will organize a government bond sales cooperative” (Cabinet Public Report, 27 March
2003).
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approach is that North Korea’s organizations and firms can directly manage the
profit they generate (since the July 1 Economic Reform) and, hence, directly
possess the necessary purchasing power. Furthermore, those entities can conve-
niently use their organizations to influence the process of sales. Therefore, the
People’s Life Government Bond will be sold mainly through organizations and
firms.

However, the progress in government bond sales does not seem easy. North
Korea has extended the original final sales date from the end of August to
November.’2 However, as stated in the previous section, the question of whether
the sales activities will continue until the sales goal is reached is unclear, con-
sidering the vast sales plans.

4. Effects of the Issuance of the People’s Life Bonds

North Korea is expecting to raise government income by issuing government
bonds. The fact that North Korea is not planning to raise government revenue by
issuing more of its currency reflects North Korea’s concern for inflationary
pressure. Government bonds will help decrease inflationary pressure. Through
those measures, macroeconomic stability will be restored, and a stable relation-
ship between products and prices will be maintained. As a result one can deduce
that the North will acquire the necessary capital to expand economic construc-
tion and increase the efficiency of economic planning. However, the magnitude
of the effects that the government bonds will create depends on the extent of the
sales.

It is known that North Korea has used the revenue from the People’s Life
Bond to construct power plants such as the Baekam and Orangchon plants. Other
uses of the revenue include infrastructure construction projects, improvements
of the social overhead capital in Pyongyang such as the construction of Seungrhee
Street and Yungkwang Street, and the modernization of trains. The revenue from
the People’s Life Government Bond has mostly been allocated for urgent infra-
structure construction projects. This use can be seen through announcements
claiming that the revenue from the sales “has been allocated to various sectors
of the people’s economy for the enhancement of the people’s lives, and has
reaped many benefits.”*® It can be deduced that the sales of the government bond
have progressed in an organized and large-scale manner, which temporarily re-
lieved North Korea’s budget insufficiency. Most notably, investments in gen-

12 Minju Choson (29 November 2003).
13 Choson Sinbo (19 December 2003).
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erator facilities can be expected to have a positive ripple effect on the activity of
other economic sectors.

The North Korean government probably absorbed the currency circulated to
the people through the sales of government bonds. This absorption likely de-
creased the inflationary pressure generated by increased amounts of currency.
However, the issuance of government bonds transferred the currency held by
the people to the government’s budget. Hence, it is probable that the sale of
government bonds decreased the rate of inflation, rather than decreasing the
absolute amount of currency or inflationary pressure.

D. Conclusion

If one looks at the 2003 budget, it is obvious that North Korea has abandoned
its traditional approach of budget surplus and balanced budget while adopting
expansionary policies for budget management. The government decided to use
citizens’ excess funds to fill insufficiencies in the budget.

It can be said that the regime’s decision to acquire capital and decrease infla-
tionary pressure by using internal capital for investment expansion is a suitable
policy direction. However, the government considers the bond as a vehicle for
acquiring capital, not as a financial product. The systematic transfer of the people’s
assets into the public sector shows that North Korea has not been able to aban-
don its socialist economic management methods.

North Korea’s expansionary fiscal policy and bond issuance confirms the
budget insufficiency and the growth of the private sector. It may be deduced
tha—through the July 1 Economic Reform measures—the private sector will
grow further. Hence, government needs to seek a fundamental change in its
view of the budget. If the government is to solve the fundamental problems of
the budget, there needs to be a reorganization of the conceptual understanding of
budget expenditure and a wide-scale reform in national income prospects.

Primarily, the expenditure mechanism is breaking away from its traditional
ration system, but a systematically coherent alternative has not been provided.
Consequently, there needs to be a new role of the state in economic management.
This new role demands a change in the sphere in which the state will supply its
public assets along with a revision in the provision of and benefits from the
social security system. Also, the state needs to decide the sphere of free supply
and the level of personal financial burden in education and health. In the present
situation, the state maintains its earlier system, yet it cannot supply stipulated
health or educational benefits because of insufficient funds. The fact that many
individuals in North Korea hide money in the home rather than saving in the
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bank can prove only that the system has failed. Hence, a more efficient plan
would provide purchasing possibilities for the general public who have money
while using that money to guarantee minimal benefits to the people who have
none.

The most important area where the state needs to reduce its interference is
the management of state-owned enterprises. The government needs to allow
firms to invest independently and to produce under independent responsibilities.
Meanwhile, the government should implement taxation and usage fees for pro-
duction facilities. Unless this kind of change is made, it will be impossible to
stop firms’ dependency on the state.

An effort is needed to find new sources of government revenue. There also
needs to be a transformation of the government income structure, which is cur-
rently based on management income from state-owned organizations and firms,
into a system based on fees for production facilities and taxes. Furthermore, a
commercial financial institution should be established and managed to render
investment activities that would be possible for private companies.

North Korea has already partially increased individual profit calculations in
various sectors while also collecting both land usage fees and installation usage
fees. However, the state still remains the main investor and manager of produc-
tion facilities. In this situation, it is impossible for the state to escape from its
budgetary burden. As a result, the government cannot supply sufficient levels of
public goods and cannot escape from the economic crisis. It is already clear that
restoring the collapsed socialist production mechanism is impossible. Hence,
North Korea must reinstate a production mechanism that is closest to its policy
goals while redefining the role of the state. This action will consequently rede-
fine the role of the budget and provide integrity to the system.
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Chapter 3
Banking and Price Management

A. Banking System
1. Conventional Banking System of North Korea

The banking sector in North Korea has not served as an important source for
the supply of funds to the economy in comparison to the state budget, because
North Korea’s socialist-planned economic system functions on the basis of
government subsidy. Nevertheless, the banking sector plays a significant role
because the central bank exercises comprehensive control over the circulation
of money under the principle of “control by won.”*

The North Korean banking system can be summarized as operating under the
concept of a monobank or one-tier banking system. Under this system, the Central
Bank of the Democratic People’s Republic of Korea (DPRK) not only takes on
the functions of central banks—such as taking charge of government accounts,
issuing banknotes, controlling currency in circulation, and maintaining the
clearing and payment systems—nbut also undertakes banking business associated
with commercial banks—such as extending loans to enterprises and accepting
deposits from individuals. From the perspective of socialist planning, this banking
system can be considered useful because it allows complete control over the
economic activities among enterprises and individuals through the monitoring
and regulation of the flows of funds.

1 Inthe pattern of “control by ruble,” used in the former Soviet system.
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North Korea’s current monobank system was established as a result of the
banking system reform in 1976.2 At that time, emboldened by the success of its
Six-Year Economic Plan (1971-1976), North Korea seems to have intended to
streamline the socialist planned system in every aspect of the economy, including
the banking sector. Nevertheless, North Korea has since found itself experiencing
a protracted long-term economic decline.?

North Korea’s monetary circulation system is categorized in two parts:
“circulation of cash” and “non-cash settlement.” Cash is usable only for the
people’s purchase of consumer goods and services, and the basic mechanism for
its circulation is summarized in Figure 3-1. Settlements between state-owned
enterprises for their trades of means of production, including intermediate goods
and machinery, are achieved by transfers between their accounts in the central
bank, which is called “non-cash settlement.”

2 Before 1976, there had been two major banking system reformsin North Korea. Before the estab-
lishment of the DPRK, a monobank system was introduced to the Soviet-occupied zone in 1946. At
that time, acentral bank carried out the commercial banking businesswith enterprisesand individuals,
including the acceptance of loansand thetaking of deposits. In 1964, North Korea set up acommercial
bank called the Industrial Bank and had it take over the central bank’ scommercia banking operations.
Following thereform in 1964, the North K orean banking system apparently had the framework of what
istermed a“two-tier banking system,i” in which the central bank and the commercial banksare separate.
The next banking system reform camein 1976 with the merger of the Industrial Bank into the central
bank, thus bringing areturn to amonobank system.

3 The objectivesof the Six-Y ear Plan can be summarized asparallel devel opment of national defense
and the economy, consolidating the physical and technological foundation of the socialist economy,
modernizing industrial suppliesand facilities, promoting technological innovation, liberating workers
from heavy labor, etc. With the success of the Six-Y ear Plan between 1971 and 1975, North Korea
registered 2.2-fold growth of total productionintheindustrial sector, 2.3-fold growth inthe machinery
and intermediate goods sector, and 2.1-fold growth in the consumer goods sector. North Koreawent on
to pursue asecond Seven-Y ear Plan (1978-84) and athird Seven-Y ear Plan (1987-93).

In the second Seven-Y ear Plan period, North Korea managed to achieve its targets except for na-
tional income growth; during the period, national income grew 1.9 times, total industrial production
grew 2.2 times, machinery and intermediate goods grew 2.2 times, and consumer goods grew 2.1
times. For the third Seven-Y ear Plan, however, the objectives had been set lower than before, at 2.1-
fold growthin national income, 1.9-fold growth of total productionintheindustria sector, and 1.4-fold
growth of total production in the agricultural sector. The results of the third Seven-Y ear Plan were
evauated asafailurefollowing the external shock left by the sudden collapse of the socidist systemin
the Soviet Union and East European countries.

North Korea underwent an economic ordeal in the 1990s, experiencing nine straight years of nega-
tive growth from 1990 to 1998, during which theworst situation occurred between 1995 and 1997. Itis
referred to by North Koreansasthe “March of Hardship.” In 1999, North Koreasaw the decade’ sfirst
positive economic growth of 6.2 percent, indicating that the economy was climbing out of its trough.
The positive trend was sustained through 2002. North K oreahas not announced any further economic
devel opment plansas of the date of publication sincethethird Seven-Y ear Plan.
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Figure 3-1. Circulation of Cash in North Korea's Conventional Banking System
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The central bank’s role in monetary control has mainly been to maintain a
balance between “desired cash stock” and “cash in circulation” in the economy.
Since the middle of the 1990s, however, the bank’s ability to regulate the cash
stock has weakened considerably, with the mushrooming of farmers’ markets
nationwide. The expansion of the farmers’ markets occurred with the collapse
of the national rationing system, as the country’s economic stagnation deepened.
Having found state-run stores bare of commodities, the people were driven to
farmers’ markets in search of grains and daily necessities. The growth of farmers’
markets foreshadowed the paralysis of the conventional monetary system of
North Korea on the monetary side. The central bank could no longer exercise
control over the circulation of cash because the two main channels of retrieving
cash had been blocked: people could not purchase goods in state-run stores, and
they avoided making bank deposits in the central bank. Thus, there was continuous
leakage of cash out of regular circulation.

In spite of the monobank system, in which a central bank theoretically covers
all banking business, there are some exceptions. The Foreign Trade Bank takes
charge of external banking business including foreign clearing and settlements;
contracts with foreign banks; deposits, transfers, and exchange of foreign
currency; setting of the foreign exchange rate, etc.* The Golden Triangle Bank is
in charge of banking business in Rajin-Sonbong Economic and Trade Zone, and

41naddition, there are banksthat deal with external clearings and settlements such as Daesong Bank,
Changwang Credit Bank, and Kumgang Bank. Although thoseingtitutionsgo under the name of “ banks,
" they may be considered “windows” of the Foreign Trade Bank.
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the Credit Department of Collective Farm runs it in agricultural areas.

North Korea practices a bank deposit system to mobilize idle funds held by
the people. By types, there are ordinary deposits (similar to demand deposits,
with a 3 percent yearly interest rate); lottery-type deposits (depositors enter a
quarterly lottery, with no interest rate); savings deposits (similar to savings
deposits, with a 3.6 percent yearly interest rate); and tagged deposits (similar to
a checkbook, except that it is possible to withdraw by mark of bankbook, with
no interest rate). The central bank makes loans to enterprises using the funds
mobilized by the people’s deposits and insurance premiums, the bank reserves,
and the floating fund of enterprises held in their accounts. The bank loan system
is meant to supplement government fiscal activity, by which enterprises are
supposed to make use of the loans for temporary accommodation with funds. All
bank loans are given for the short term; the period of redemption is limited to
180 days for state-owned enterprises, 365 days (one year) for collective farms,
and 120 days for corporative unions.®

2. Problems of the North Korean Financial System

We can assess the problems with the North Korean financial system from
two aspects. One aspect is that the fund supply system, leaning mainly on
government budget, results in low efficiency in the use of funds. This lack is
because fiscal funds, which do not require enterprises to redeem the principal
and interest, promote the expansion of economywide excessive demand for funds
because enterprises always have a propensity to receive more funds than they
need, and because the government cannot distinguish how efficiently each
enterprise uses such funds.®

Another problem is that North Korea’s conventional banking and monetary
system was paralyzed by the economic difficulties from the middle of the 1990s.
The progression was as follows: economic hardship; virtual collapse of the
national rationing system; expansion of people’s participation in farmers’ markets
for side jobs and purchasing daily necessities and food grains; emerging propensity
among people to hold cash, avoid bank deposits, and prefer foreign currency;
appearance of private loans; weakened central bank’s power of monetary control
and exhaustion of resources for loans; and paralysis of the banking and monetary

5 From the Ingtitute for Law Research of Social Science Academy (1977, 175).

6 However, bank loans are more efficient than fiscal funds because the former impose an obligation
to redeem the principal and theinterest. For example, if enterprises get bank |oansthat arelarger or less
than they need, they haveto pay extrainterest or to experience funding shortages; thus, they try to get
the exact amount of loansthey need.
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system of North Korea.
3. Changesin the Banking Sector after the July 1 Economic Reform

With the introduction of the July 1 Economic Reform, North Korea
implemented several steps in the banking sector, including (2) a sharp devaluation
of the currency and (b) the issue of high-denomination banknotes and government
bonds (People’s Livelihood Public Bonds).

a. Devaluation of Currency and Change in Official Foreign Currency

In August 2002, North Korea officially raised the won to U.S. dollar exchange
rate from 2 won to the dollar to 150 won. Considering that the black market
exchange rate at that time stood at 200 won = 1 dollar, we can interpret this
change as an adjustment of the previous official exchange rate to a realistic
level. Sharp devaluation may be understood as a parallel to an increase of prices
and wages. But if one considers that the currency was devalued as much as 75-
fold, which was much greater than the increase in wages (about 20-fold) and the
prices of industrial goods, it seems that the government’s objective was to
encourage enterprises to produce more exportable goods.

In parallel with the devaluation, the black market exchange rate also increased
sharply. Progression of the won to U.S. dollar exchange rate on the black market
before and after 1 July 2002 was as follows: February 2002, 220 won; February
2003, 670 won; June 2003, 920 won.’

North Korea changed its official foreign currency from the U.S. dollar to the
euro in December 2002. This measure reflects North Korea’s attempt to gather
foreign currency held by the public into the government’s vaults.® In spite of this
change, foreigners may use the U.S. dollar in North Korea.

b. Issuance of Government Bonds and High-Denomination Banknotes
In March 2003, North Korea announced its intention to issue government

bonds, called People’s Livelihood Bonds, which were first actually issued in
May 2003.°

”Donga Snmun (9 February 2003); KOTRA (24 June 2003).

8 The foreign currency consists of U.S. dollars, yen, and yuan. The estimated total amount in U.S.
dollarsis 960 million dollars (Park Suhk-sam 2002).

9 They areissued with three face values: 500 won; 1,000 won; and 5,000 won. Theissuanceday is1
May 2003, and the maturity day is 30 April 2013. Redemptionisby lottery; if abond holder winsin the
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The issue of bonds is a noted departure for North Korea, considering its
previous negative stance toward such a fundraising policy. In fact, North Korea
has issued bonds on only two occasions: in the mid-1940s when Korea had been
liberated from Japanese colonial rule and in the early 1950s just after the Korean
War.1

North Korea’s exceptional decision to issue government bonds delivers a
message that its economy is in a critical situation. The country is facing
inflationary pressure created by the huge increase in workers’ wages under the
July 1 Economic Reform. If the country is to curb inflation, it is imperative to
increase aggregate supply in the economy by stepping up investment in the
electricity, agriculture, and light industry sectors. This situation has driven North
Korea to issue bonds to cover the anticipated budget deficit generated by
investment increases. According to an official from the Ministry of Finance of
North Korea, the targeted bond sales amount is 40 to 50 billion won and the
main share of the mobilized funds will be invested in power plant construction
and modernization.*

In addition, North Korea issued a new banknote of 1,000 won following the
July 1 Economic Reform.'? Hitherto, the highest denomination banknote had
been 500 won.

4. Direction of Financial Reform

North Korea did not explicitly include financial reform in the July 1 Economic
Reform. Without financial reform, however, the logic of the economic measures
cannot be easily understood. The possibility of financial reform provides
something of a puzzle. Perhaps financial reform is an unannounced part of the
whole story of the measures. There are two possibilities for this enigma. One is
that North Korea left out the financial reform by omission. The other is that the
country has been deliberately readying it under wraps. The latter reason may be
more plausible, considering that Kim Yong-sool, North Korea’s vice minister of
foreign trade, reportedly divulged the information in a closed seminar held by
the International Forum of Tokyo on 2 September 2002 that a new bank, named

lottery, the principal and prizewill be given, otherwise he or she getsthe principal at maturity without
interest.

10 North Koreahas argued that because government bondsareissued under the capitalist system only
to cover budget deficits, they are another form of exploiting people for taxation, whereas the i ssue of
bondsunder the socialist systemisnot rel evant because abudget deficit isnonexistent.

1 People sKorea (7 May 2003); Rodong Sinmun (28 September 2003).

12/ oice of Russia (7 October 2002).
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the Trust Bank, had been established in July 2002. From Mr. Kim’s statement,
we can guess that financial reform has been implemented or is under progress in
North Korea, along with the July 1 Economic Reform.

We can address in two ways the case for the July 1 Economic Reform having
to be accompanied by financial reform. First, North Korea is facing inflation of
its currency as the approximately 20-fold increase in workers’ wages may be
rapidly translating into an expansion of cash stock, which is flowing into farmers’
markets and is raising market prices. Under this scenario and to add to North
Korea’s woes, it appears the central bank has already lost the capability to control
cash in circulation and now merely observes inflation occurring. However, the
cost of inflation may be unbearable from the viewpoint of the North Korean
government because it may lead to a situation where the populace challenges
the party’s authority as living standards worsen. If one considers the stance that
the North Korean government may take, it is very important to reorganize the
banking system to restore the central bank’s monetary policy.

Second, with the July 1 Economic Reform, the augmentation of the self-support
system for enterprises has led to the tapering off of government subsidies.®® North
Korean enterprises are thereby suffering from a shortage of funds and are eager
to borrow from banks to supplement the reduced subsidies.

We cannot fully comprehend North Korea’s ideas about financial reform
because the country has not disclosed its policy, but we can deduce its direction,
as described next.

a. Disintegration of the Monobank System

North Korea’s central bank is almost totally incapable of countering
inflationary pressure. Realizing this inability, the government may set about
breaking up the existing monobank system by establishing commercial banks to
take over the central bank’s commercial banking activities. This kind of banking
reform may be relevant in dealing with inflation in that—if the newly established

B Thereisapossibility that the July 1 Economic Measures may have the effect of shrinking govern-
ment budget revenue and expenditure simultaneously. Decrease of budget spending may comewith the
abalition of therationing system and the stepping up of self-support for both householdsand enterprises.
Reduction of budget revenue may be led by the newly strengthened incentive system, because the
government should allow enterprises to accumulate internal reserves by reducing turnover tax and
corporate profit tax, which hitherto have covered about 70 percent of total budget revenue. But for the
time being, North Korea must frame a deficit budget, given that expenditure cannot immediately be
curtailed because of theincreased investment needed for economic recovery. Budget revenueswill be
immediately reduced by putting in place the new incentive system. We can guess that North Korea's
decision to issue government bondsin May 2003 reflects the materialization of abudget deficit.
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commercial banks successfully induce people to place cash on deposit—the
central bank will regain control over monetary policy by way of commercial
banks and by using the monetary policy tools of a market economy, such as
reserve requirements and a rediscount system. The success of the banking reform
is critically dependent on how effectively the commercial banks can bring people
to place their cash holdings on deposit. In this regard, the commercial banks
need to provide service from commercial motivation. Services attractive to
clientele may include providing higher interest rates, guaranteeing free deposit
and withdrawal, protecting depositors’ information, and developing a variety of
financial instruments.

b. The Switch from Budget Subsidies to Bank Loans Given to Enterprises

North Korea may initiate a shift from the subsidies given to enterprises to
bank loans. This change may serve a double purpose for the economy: on the
one hand, the government may narrow the budget deficit by cutting back
government subsidies given to enterprises and by reducing expenditure; on the
other hand, the enterprises will have to put more effort into improving the
efficiency of their production and management so they can generate profits and
pay off the principal and interest from the bank loans.

Among the items of government budget expenditure for assigning subsidies
to enterprises, the basic construction funds and operating funds contained in
expenditures for the people’s economy are funds that may be shifted to bank
loans. The newly established North Korean commercial banks may launch the
extension of loans to enterprises under the “Provisions of Foreign, Joint \enture,
and Equity Venture Banks in the DPRK.”%

c. Introduction of Systems of Collateral and Insolvency

For commercial banks to make and retrieve loans to enterprises seamlessly,
it is important to develop a bank loan security system. Under the existing North
Korean banking system, enterprises are supposed to offer physical materials and
productive funds as security, according to guidelines for bank loan organization
(plan, purpose, redemption, security). However, in reality, bank loan security

1 Inthoseprovisions, itisstipulated that (a) the maximum limit of loansfor banksisup to 25 percent
of their capital stock, (b) the maximum guaranty isup to 20 timesthe equity capital of banks, and (c) the
maximum limit of bank loansheld by an enterpriseisup to 25 percent of itsequity capital fromasingle
bank and up to twiceits equity capital inthe case of borrowingsfrom various banks (Institute for Law
Research 1997, 178).
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has been applied so loosely that the central bank merely imposes an overdue
interest rate when holders fail to redeem. This kind of lax bank loan security
system must be replaced by stronger enforcement if commercial banks begin
giving large-scale loans to enterprises. Otherwise, the trend is that enterprises
prone to default on loans present the economywide moral hazard by commercial
banks of insolvent accounts.

Although we cannot determine exactly how North Korea will arrange its
bank loan security system, it is possible to make a prediction. The system of
bank loan security is closely related to the institution of property ownership:
enterprises do not have ownership of machinery, land, or claims on sales, although
they may have the right to use them. This absence of ownership is because
enterprises themselves and all of their property are “property of the people as a
whole.” In this respect, North Korean enterprises at the moment have almost
nothing to put up as collateral for bank loans. If the country if to establish a
system of bank loan security, there must be some changes to the concept of
“property of the people as a whole.” For example, if specific values are assigned
to the right to use the properties that are now used by the enterprises, such
quantified value might be accepted as collateral for bank loans.?®

Provided that a system for the insolvency of enterprises is established, such a
working bank loan security system must carry legal binding force. When
enterprises do not repay bank loans, banks should declare them insolvent and
seize the rights attached to using the properties that were put up against the
loans. Introducing insolvency regulations will eventually serve to consolidate
the independent accounting system for North Korean enterprises. Failing to
improve efficiency in management and production offers a real threat for failure
to generate profits and to repay bank loans.

d. Establishing aBond Market

Establishing a bond market is an important component in the process of
financial reform. To borrow funds from the central bank, commercial banks must
offer eligible bonds as collateral. Thus, establishing a bond market is one of the
essential elements of the reform.

Btisafirmly established concept of North Korean civil law that the right of occupation isinsepa-
rablefrom property ownership, whiletheright of using property isseverablefromit (Institutefor Law
Research 1997, 473). In asimilar context, Park Hong-yeop (2001) explains that the enterprises may
havetheright to use“the property of the peopleasawhole,” but they do not havetheright to occupy it.
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e. Introducing Developed Financial Technologies

The dissolution of the monobank system and establishment of a two-tier
banking system may be thought of as the “hardware” for a market-type financial
system. But financial reform is more. The individuals operating the system must
be its “software” and must work in the right mindset. In this respect, North
Korea needs lessons and help from the outside world concerning issues of
methodology for the central bank’s monetary policy, developing commercial
banking business, educating professional bankers, and exchanging experience
in financial reform with other countries.

Considering the above points, North Korean banking reform should not be
limited to establishing commercial banks but should be accompanied by an entire
set of measures, including adopting a system for bank loan security and the
regulation of insolvency, establishing a bond market, and fostering a market-
oriented way of thinking among banking professionals. In view of its centrality
to the transition to a market system, banking reform may be an indicator by
which we can assess the direction and speed of North Korea’s overall economic
reform in the future.

B. Price System
1. Conventional Price System

In North Korea, prices have traditionally been set according to the principles
of socially necessary labor expenses, an ensured profit, and the maintenance of
a price balance. First, those principles mean that the price of a commodity should
be set on the basis of socially necessary labor expenses that constitute its value.
Thus, the socially necessary labor expense is equal to the commodity’s value,
which is then equal to its price. Second, prices should ensure the profitability of
state-owned enterprises. Third, prices should be administered with a plan and
objectives that consider factors such as supply and demand and distribution of
income.

North Korean prices are classified into wholesale prices, retail prices, and
government purchasing prices of grains, portage, and fees. Wholesale prices are
applied in trading producer goods among enterprises and in delivering consumer
goods from manufacturing plants to state-run retail stores (or distribution
companies). Retail prices are applied in transactions of consumer goods between
state-run retail stores and customers. Government purchasing prices of grains
are applied when the government purchases agricultural products from collective
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farms. Portage is the price for using a means of transportation, and fees are for
using services and public facilities.

The components of a price are its costs, net social earnings, and value added.'®
Cost is a basic factor and makes up a major portion of the price of a product. It
becomes a measure of the price balance between prices of various products. It
consists of expenses of raw and intermediate materials, fuel, electricity, labor,
and depreciation. Net social earnings consist of the profit of enterprises and
turnover tax, which constitutes the main sources of the government budget. Almost
all of the profit is channeled into the government budget through profit tax,
which is similar to a corporation tax, whereas turnover tax is an indirect tax
levied on the wholesale price. Value added covers the costs and profits of
distribution companies.

These components figure into prices differently. Wholesale prices, for
example, are set by cost and net social earnings (profit plus turnover tax), whereas
retail prices are set as the wholesale price, plus the value added of distribution
companies. The government purchasing prices of grains, portage, and fees are
set in a way similar to wholesale price.

North Korean pricing policy is supported by the principles of “one-tier pricing”
and price discrimination between general public consumer goods and luxury
goods. The principle of one-tier pricing means that the price of the same product
should be the same nationwide. The concept provides a logical basis for price
setting and control by the National Committee of Price Setting and the local
administrative organs. To maintain the price discrimination policy, North Korea
has been giving subsidies to distribution companies from the government budget
to compensate for the discrepancy between the buying and the selling price.

2. Changesin the Price System

Implementing the July 1 Economic Reform of 2002, North Korea raised the
state-fixed prices of food grains, fuel, electricity, transportation, and house-rent
from tens to hundreds of times. (See Table 3-1.)

North Korea changed the criterion for setting the prices of products by
benchmarking the price of rice. The method of setting the price of rice also
changed. In the past, the price was determined exclusively by production costs
such as those of water, electricity, and fertilizer. But now, the international market

16 North Koreaconsiders net social earnings asthe labor share created by workersin the productive
sector. But one characteristic is that the share is not distributed directly to workers but distributed
indirectly through the government budget.



Chapter 3 Banking and Price Management | 79

price and domestic supply and demand are taken into account, in addition to the
production cost. Although government still holds fast to its power to set prices,
it has given some discretion in setting them to local factories that are producing
mostly consumer goods. Local factories can determine the prices of products
under the guidance of superior authorities following the standards set by
government.

Table 3-1. Adjustment of Prices and Wages by the July 1 Economic Reform

tem/ Farmers' Price Difference
Class/ Unit State-Fixed Prices Market )
Currency Prices {Ies)
Before After Increase | Before Before After
July July (BIA, July July July
2002 (A) |2002(B) |times) 2002(C) | 2002(C/A) | 2002(C/B)
Prices Rice 1kg 0.08 4 550 49 613 11
Corn 1kg 0.03 24 800 K7} 1,120 14
Power 1kWh 0.035 2.1 60
House rent | Pyong- Almost 2 won for
yang free 1square - - - -
area meter
Wages Worker 1month | 100 2,000 20 - - -
Miner 1month |240-300 | 6,000 20-25 - - -
Foreign usb $1 2.15 150 70 200 100 15-18
Exchange (before)
Rate 300-350
(changed (after)
August
2002)

3. Changesin Relative Prices

By tracing changes of relative prices for all products, we can analyze the
intended direction of North Korea’s economic policy as implied by the increase
in nominal prices. Let the relative price of item j against item i be defined as the
result of the nominal price of j divided by the nominal price of i. We can set a
formula for calculating the change in the relative price of item j against item i by
comparing the prices before and after the July 1 Economic Reform, as follows:
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1
p=Lip B P
L 07 L 0° L 1
Ji pﬂ Ji p Ji p
Where
P : item j’s change rate in relative price with respect to item i period before
and after July 1, 2002.

p‘;: item j’s relative price with respect to item i before July 1, 2002.
p’,.,: item j’s relative price with respect to item i after July 1, 2002.

P, D.: item i’s state-fixed price both before and after July 1, 2002,
pf,, p]/: item j’s state-fixed price both before and after July 1, 2002.

For example, looking at the change in the relative price of rice (j) against
sports footwear (i), we know that before the July 1 Economic Measures, the
price of 1 kg of rice at the government purchasing price had been 80 jeon (0.8
won), and the price of a pair of sports footwear had been 8 won. Thus, the
relative price of rice against sports footwear had been 0.1 (0.8 won/8 won).
After the July 1 Economic Measures, the price of 1 kg of rice rose to 40 won,
and the price of a pair of sports footwear rose to 180 won. Thus, the relative
price of rice became 0.22 (40 won/180 won). As a result, the relative price of
rice against sports footwear increased by 122 percent (0.22/0.1 — 1).*

By using price data for sixteen items for which we can obtain nominal state-fixed
prices before and after the July 1 Economic Reform, we may calculate the average
change in the relative price for each item using the following formula;®

. 16
p./' - Zp./i 16
i=1

The results may be summarized as follows: the items whose average relative
price increased are seasonings (501 percent,), bean oil (351 percent), electricity
(141 percent), sleeping car fare (141 percent), government purchasing price of
rice (100 percent), diesel oil (52 percent), smokeless coal (43 percent), soybean
paste (24 percent), and soy sauce (17 percent). The items whose average relative

17 This price can be interpreted in adifferent way as meaning that before the economic measures, a
pair of sports footwear could have been traded for 10 kg of rice and after the measures they could be
swapped for 4.5 kg of rice, which meansthat the government purchasing price of rice more than doubled
inreal terms.

18 That is to say, the average change of the relative price of item j is calculated by averaging the
changes of itsrelative prices against the other fifteen itemsand itself.
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price decreased are pork (-0.03 percent), sports footwear (—10 percent), subway
train fare (—20 percent), soju, i.e., distilled liquor (-28 percent), laundry soap (-
33 percent), soap (-60 percent), and coal (-60 percent). (See Table 3-2.)

From the results above, we can derive the following implications in North
Korean economic policy.

a. Rectifying Distortion of the Price System

North Korea’s conventional price system had been distorted by the policy of
price discrimination in such a way that the prices of standard consumer items
(rice, soybean paste, etc.) had been very low, while those of industrial consumer
goods (or luxury goods) were very high. But the analysis of changes in relative
prices shows that the traditional price discrimination policy has been adjusted;
the relative prices of what are termed general public consumer goods such as
rice, soy sauce, and soybean paste were increased while those of industrial con-
sumer goods such as sports footwear, soju, laundry soap, and soap were reduced.
In this regard, we can hazard a guess that North Korea intended to ease the
distortions of the price system by raising the nominal prices of all products.

b. Augmenting Production in Local Factories and the Agricultural Sector

We can interpret the increases in the relative prices of rice for government
purchase and daily provisions such as seasonings, soybean oil, soybean paste,
and soy sauce as reflecting a policy to encourage both workers at collective
farms and local factories to expand production, by allowing them higher profits.

¢. Increasing Government Subsidies to the Coal Mining Sector

The relative price of coal was decreased by 60 percent by the July 1 Eco-
nomic Reform, which meant that the financial state of the coal mining sector
would worsen considerably. Considering that coal is a prerequisite for produc-
ing electricity in North Korea, the government needed to provide subsidies to
coal mines to compensate for the loss caused by the price adjustment. This com-
pensation has increased the mine industry’s dependence on government
assistance. Such a policy of increasing subsidies to mines may be interpreted as
ad hoc in the general context of the July 1 Economic Reform, because the eco-
nomic measures’ overt intention was to reduce government subsidies to enter-
prises and to encourage their greater responsibility and self-sufficiency.
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d. Enhancing Profitability in the Electric Sector

The adjustment of prices under the July 1 Economic Reform should enhance
the revenue of the electric sector significantly by about 200 percent, because the
relative price of electricity was increased by 141 percent, and that of coal was
decreased by 60 percent. North Korea may use the heightened earnings of the
electric sector to support heavier subsidies to the coal mining sector.

4. Signs of Stabilizing Market Price

North Korea’s July 1 Economic Reform first became known to the outside
world in the latter part of July 2002. At that time, North Korea was expected to
face inflationary pressures, potentially not only bringing about the breakdown of
the economic system but also undermining the regime’s stability. Contrary to
expectations, however, this dreaded inflation does not seem to have materialized,
because the purchasing power of a North Korean worker’s wages in terms of
market prices increased for the ten months following 1 July 2002.

To see the changes in the purchasing power of a worker’s wages at market
prices before and after the economic reforms, let us take two points in time—
June 2002 and May 2003—and set an assumption that the price of rice repre-
sents the overall market price. In June 2002, 1 kg of rice cost 47 won in the
marketplace (farmers’ market) and an ordinary worker’s monthly wage was 100
won, so a worker could purchase 2 kg of rice in the market with his monthly
wage. As of May 2003, ten months after the July 1 Economic Reform, the price
of rice had risen to 230 won, but an ordinary worker’s monthly wage had been
raised to 2,000 won, making it possible to buy 8.7 kg of rice with a month’s
wages.'®

From this change, we can highlight two points. First, during that time, the
nominal price of rice in the farmers’ market had increased by about 400 percent
from 47 won to 230 won. Second, during that time, the purchasing power of a
worker’s wage in the farmers’ market increased by more than 300 percent. As-
suming that purchasing power was changing in the inverse direction to the changes
in “price in real terms,” we can then say that the price in real terms in the mar-
ketplace had decreased by 300 percent during the ten months after July 2002.

Although we do not know exactly what made the price in real terms in the

19 1n Eorang County, North Hamgyong Province, on 10 May 2003, according to evidence provided
by a North Korean refugee, Information of Intra Korean Economic Co-operation (in Korean), pub-
lished by KITA, 18 June 2003.
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marketplace decrease, there are several possible reasons. First, government policy
may have promoted a switch in the channel for distributing resources from state-
run stores to the marketplace. The increased supply in the marketplace would
then have driven prices downward, even without any change in aggregate supply.
Second, North Korea might have produced more consumer goods by investing
more resources in light industry than in heavy industry and, as a result, may have
generated an actual increase in aggregate supply. Third, the North Korean gov-
ernment may have imposed controls over the market prices to keep them down.

5. Attempting Price Liberalization by Expanding Free Markets

On the path to market reform, price liberalization is considered a prerequisite
step, and North Korea cannot avoid this step if it is seriously attempting to move
toward a market economy. There is a possibility that North Korea may imple-
ment price liberalization in a way different from other economies in transition.
Most countries undergo this step by announcing, for example, the date and range
of liberalized prices. But North Korea may be undertaking price liberalization
by implicit rather than explicit means, thereby expanding the free markets.

North Korea’s KCNA (Korean Central News Agency) announced on 10 June
2003 that the country would reorganize conventional farmers’ markets progres-
sively by changing them to “composite markets,” where industrial consumer
goods could be traded alongside agricultural products. KCNA also said that it
would organize this kind of market nationwide. By adopting the composite mar-
ket officially, North Korea put in place an institutional and physical framework
that would enable consumer goods to be distributed through the markets.

Although North Korea has not made any explicit statement concerning this
aspect of reform, the introduction of composite markets for consumer goods
may represent the establishment of a “market for intermediate goods” for pro-
ducers of such things as raw materials and machinery, in line with Chairman
Kim Jong-il’s reported order in October 2001 to establish and operate this type
of market.

There is a strong possibility that the free markets—including the composite
markets and the markets for intermediate goods—will become the major chan-
nels for distribution of all resources, including consumer and producer’s goods,
and will effectively take the place of the conventional state markets.

In this light—even if North Korea ostensibly maintains the state-fixed price
system—the wider the coverage of free markets becomes, the greater the price
liberalization realized in the economy, thus rendering the state-fixed price sys-
tem meaningless.
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Chapter 4
The Industrial Sector

A. North Korea’'s Recent Industrial Policy

North Korea’s recent industrial policy can be summarized as regularizing
production in leading sectors of the economy through technological improvements
and increasing light industry production and as emphasizing science and
technology.

After the failure of its third Seven-Year Economic Plan,! the country did not
propose a new economic plan until 1998, when it announced a new economic
policy approach, the kangsungdaeguk kunseul lon (theory of building a thriving
and great country).?

The kangsungdaeguk kunseul lon aims to make industrial production regular
by reviving the “leading sectors of the people’s economy.” Investment will be
focused in the five leading sectors of the economy: agriculture, coal mining,
electricity, rail transport, and metals. Although North Korea has emphasized
leading sectors in the past, the current policy differs by aiming to normalize
production in those sectors, rather than trying to increase productive input.
Technological improvement refers to installing modern technology in factories
and enterprises, and it includes the repair, servicing, or replacement of antiquated
facilities, as well as automation of the production process. North Korea’s overall

11n December 1993, North Koreaannounced that thethird Seven-Y ear Plan had failed and designated
the next two or three years as “a buffer period in the construction of a socialist economy.” It also
proposed its “Revolutionary Economic Strategy,” which emphasized the so-called “ Three Firsts” of
agriculture, light industry, and trade.
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factory use rate is currently estimated at less than 30 percent, and the first step in
normalizing industrial production would be to repair or replace rundown facilities
or to automate production processes.

Besides promoting normalization of production in the leading sectors through
technological advancement, North Korea is trying to improve the people’s living
standards by promoting increased production in the light industry sector. Since
the July 1 Economic Reform, efforts in this area have been intensified.

Another aspect of North Korea’s recent industrial policy is the improvement
of science and technology. The government’s science and technology policy
consists of normalizing production in the leading sectors through technological
advancement and modernization, applying information technology (IT) to
“Automate and Computerize the People’s Economy” and fostering cutting-edge
industries that are based on science and technology—including IT, computers,
and biotech—to achieve a “Single Take-off.”3 4

B. Industrial Conditions by Category
1. Mining and Manufacturing Industries
a. Heavy and Chemical Industries and Mining

In its effort to normalize production in the heavy industry sector, North
Koreaisfocusing on repairing and upgrading existing facilities rather than on
new construction. In 2002, heavy industry investment focused on repairing
and modernizing the iron and steel manufacturing sector, as well as the
nonferrous metal and mining sectors (see Table 4-1). According to North
Korean reports, technology is being upgraded at the country’s large iron and
steel complexes, including Kimchaek, Hwanghae, Songjin, and Chollima, while
modernization and computerization are being pursued at the Hagju and Danchon
nonferrous metal refineries. In the mining sector, authorities are upgrading
technology at the Musan and Eunyul iron ore mines and are expanding
production capacity at the Bocheon and Y ongyang nonferrous metal mines.

2 The kangsungdaeguk kunseul lon slogan was introduced in 1998 by the Kim Jong-il regime. The
slogan encourages devel oping acountry that isideologically, militarily, and economically strong. An
economically strong country is referred to as “a country that invigorates the economy to further the
devel opment of socialism, and elevatestheimportance of economic independence.”

3Yang Moon-soo (2001, 9-17).

4 For moreinformation on North Korea’ srecent science and technology policy, refer to chapter 13 of
thisreport.
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The machinery sector has yet to see significant progress, other than efforts
related to i nter-K orean economic cooperation, including the completion of the
Pyonghwa Automobile Factory. Meanwhile, the chemical industry sector has
improved production processes in the Hungnam Fertilizer, the Sunchon
Vinylon, and the 2.8 Vinylon.®

Table 4-1. Investment and Technology | mprovement in North Korea’'s Heavy and
Chemical and Mining Industries, 2002

Category Factory/Enterprise Investment or Technology Project
- Construction of sintering facility no. 1 and introduction of new
Kimchaek Steel Complex OXygen process
- Repair of cokes facility and introduction of cold rolling process
Iron and Steel - -
Hwanghae Steel Complex | - Repair and automation of blast furnace
Songjin Iron Complex - Installation of storage bins, ceiling cranes, and passageways
Chollima Iron Complex - Extensive modernization of production process
Hagju Refinery - Began development of low—frequency inductors and plasma
Nonferrous Metal welding machine
Dancheon Refinery - Began computerization of production process
Musan Mine - Began computerization of separation process
Western region steel
mines, including Eunyul, | - Began technological improvement
Miri Jaeryong, and Daetan
ning . - Completion and use of transport shafts and stopes; acquired
Yongyang Mine . .
capacity to produce tens of thousands of tons of magnesite yearly
) - Improved quantity of colored metals such as gold, silver, and
Bocheon Mine
bronze by up to 85%
Pyonghwa Automobile ) ) )
- Planned production of 15,400 Fiat automobiles by 2006
Factory
) South-North Test Factory
Machinery : : . )
for Farm Machine Repair | - Completion of South-North cooperative venture
and Research
9.11 Factory - Began operation
Hungnam Fertilizer - Creation of sulfuric acid production process and modernization
) of fertilizer production process
Chemical

Sunchon Vinylon

- Manufacture of carbide by oxygen and electricity heating method

2.8 Vinylon

- Began construction of caustic soda production process

Source: Ministry of Unification (2002).
Note: Derived from North Korean reports.

> Ministry of Unification (2002).
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Despite North Korea’s efforts to normalize production in the economy’s lead-
ing sectors, production appears to have fallen slightly from the previous year
because of a shortage in energy and raw materials. This shortage was worsened
by North Korea’s nuclear weapons crisis, which led to the suspension of crude
oil shipments from Korean Peninsula Energy Development Organization (KEDO)
and to deteriorating external economic conditions. According to the Bank of
Korea’s Estimate of North Korean GDP in 2002, heavy and chemical produc-
tion fell by 4.2 percent from the previous year, caused by factors such as de-
creased output of steel products and construction machinery. Considering that
the 2001 growth rate for heavy and chemical industry was 4.1 percent, one can
see that North Korea’s industrial sector quickly reflected the worsened external
conditions. Table 4-2 shows that North Korea’s industrial production in 2002
remained far lower than in 1990.

Table4-2. North Korea's Industrial Output

Unit 1990 2000 2001 2002

Iron Ore million tons 843 3.793 4.208 4.078
Nonferrous Metal thousand tons 241 9% 92 87
Automobiles thousands 13 6.6 5.7 48
Steel million tons 3.364 1.086 1.062 1.038
Cement million tons 6.130 4.60 5.16 5.320
Fertilizer million tons 1.195 0.539 0.5436 0.503
Synthetic Fiber thousand tons 50 29 27 26

Source: Bank of Korea, Estimates of North Korean GDP, various issues.

In 2003, the emphasis in heavy industry investment is expected to remain on
maintenance and modernization. As presented in its 2003 collective statement,
North Korea’s industrial policy is similar to that of the previous year except for
a new emphasis on the defense industry. Electricity, coal, metals, and rail trans-
port were selected as “key links in the people’s economy,” and it was stated that
innovation in those sectors would lead to normalized production. North Korea
has maintained the same basic industrial policy for years, probably because its
lack of resources has given it little choice but to raise the productivity of its
existing facilities. Toward this goal, North Korea is attempting to increase pro-
duction in its metal factories and mines, including the Kimchaek Steel Complex,
Chollima Iron Complex, Songjin Iron Complex, Hwanghae Steel Complex,
Musan Mine, and Dancheon Refinery, while normalizing production through
technology upgrades at the Daetan and Rakwon Machinery Factories.

The performance of North Korea’s heavy chemical industry will probably
worsen in 2003 because of continued external pressure in connection with the
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nuclear crisis. This drop in production can already be seen from North Korean
news reports on economic performance for the first half. They reported that only
53 factories and enterprises (15.9 percent less than in the previous year) had
achieved their production goals for the period. The number of both heavy indus-
try and mining factories that achieved their goals had declined (see Table 4-3).5

North Korea’s nuclear standoff seems to be the main factor in the downturn
of production. It has worsened the country’s energy shortage by causing the
suspension of oil shipments from KEDO, as well as the raw materials shortage
by leading the decreased shipment of resources from abroad. Those conditions
have had a negative effect on industrial production, with the heavy industry
sector being hit especially hard.

Table 4-3. Factoriesand Enterprises That Achieved Targetsfor First Half
(unit: enterprises)

Year Energy Heavy Industry | Light Industry |  Mining Other Total
2002 11 28 6 11 7 63
2003 20 11 10 6 6 53

Source: Ministry of Unification, Weekly North Korean Trends, no. 650.
Note: Derived from North Korean reports dated 1 June to 2 July 2003.

b. Light Industry

Along with the normalization of production in the leading sectors, North
Korea has emphasized the improvement of living standards, and it is working
toward this goal by attempting to increase light industry production, especially
that of daily necessities. Light industry production was further expanded after
the July 1 Economic Reform of 2002, when North Korea raised prices to levels
similar to those in farmers’ markets while also increasing wages in an attempt to
expand supply and resolve the distribution imbalance in the economy. This move

8 Thefollowing factories and enterprises achieved their first haf targets. In the heavy and chemical
industry sector, the Nanam Mining Machinery Associated Enterprise, the 3.25 Factory, the 10.5
Automobile Machinery Factory, the Moranbong Automobile Machinery Factory, the Sariwon Tractor
Parts Factory, the Second Metal Construction Associated Enterprise, the Chemical Construction
Associated Enterprise, the Metal Construction Associated Enterprise, the Hamhung Industrial
Construction Enterprise, the 32nd and 34th Chemical Factory Construction Enterprise, the 21st Metal
Factory Construction Enterprise, the Dancheon Mining Construction Associated Enterprise, and the
Gangso Geological Exploration Team. In the mining sector, the Dancheon Mining Construction
Associated Enterprise; the Gangso Geological Exploration Team; and the Hwangnam, Pyongnam,
Hamnam, and Pyongbuk Province Exploration Associated Enterprises. For more details, see Ministry
of Unification (2002).
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was risky, however, because it had the potential to worsen inflationary pressures.
The possibility of inflation became a reality because of the recent nuclear standoff,
which thwarted North Korean efforts to attract foreign capital and prevented the
planned increase in production of daily necessities. As a result, North Korea was
forced to promote expanded light industry production while relying solely on
domestic resources.

The state’s renaming of farmers’ markets as general markets in March 2003,
and the granting of permission to sell collectively made goods, which had been
forbidden in the past, can be understood in this context. Originally, North Korea
had tried to tightly regulate farmers’ markets while pursuing its economic reform,
but this policy was opposed by citizens when the public sector failed to increase
supply. Eventually, with mounting inflation, the authorities gave up their at-
tempts to regulate farmers’ markets and authorized the sale of collectively pro-
duced goods, thus allowing the farmers’ markets to provide daily necessities
that the public sector could not supply. This change in policy meant that the light
industry enterprises that produced daily necessities were given some freedom in
distributing their products. In effect, North Korea had eased regulations not only
for farmers’ markets on the demand side of the economy, but also for factories
and enterprises on the supply side.

The efforts to ease restrictions and to increase production in the light industry
sector appear to have been successful. Table 4-4 summarizes North Korean re-
ports on light industry investment in 2002, showing that technological improve-
ment in shoe factories and yarn factories received the most attention, while ex-
panded operation and production capacity were reported at the Pyongyang Daily
Necessities Factory, the Pyongyang Clothing Factory, and the Daedong River
Beer Factory. Overall, production seems to have risen slightly. According to the
Bank of Korea’s Estimate of North Korean GDP in 2000, the efforts to spur
production of daily necessities after the July 1 Economic Reform have helped
North Korea’s light industry—unlike its heavy industry, which is experiencing
negative growth—to record a 2.7 percent expansion that is based on increased
production of food products, clothing, paper, and wood products.

The efforts to increase light industry production intensified in 2003. North
Korea emphasized the “modernization of light industry” in its 2003 joint state-
ment and is working to increase industrial capacity. Toward this aim, the mod-
ernization of light industry factories in Pyongyang and Kaesong has been
proposed.

Although North Korea’s light industry production figures for 2003 are not
available, judging from the number of enterprises that fulfilled their plans for the
first half,” one can guess that it continues to grow in 2003.
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Table 4-4. Light Industry Investment and Technology Projectsin 2002

Category Factory/Enterprise Investment, Technology Project
Pyongy@g aly Operation of toothbrush factory
. Necessities Factory

Necessities Daedong River Beer Completion and operation of factory with yearly production
Factory capacity of 70,000 kI
Pyongyang Clothing Factory | Completion, beginning of operation

Textiles, Apparel | Pyongyang Yarn Factory Technological improvement and modernization
Kangso Yarn Factory Technological improvement and modernization
ZTS%??;L?; Technological improvement and modernization
Sariwon Footwear Factory Technologica improvement and modernization of facilities
Haeju Dress Shoe Factory (As above)
Kaesong Footwear Factory (As above)

Footwear Haesan Footwear Factory (As above)
Sunchon Shoe Factory (As above)
Pyongyang Footwear Factory | (As above)
Kangso Footwear Factory (As above)
Kanggye Footwear Factory | (As above)
Sinuiju Footwear Factory (As above)

Source: Ministry of Unification, Weekly North Korean Trends, no. 650.
Note: Derived from North Korean reports.

A glimpse of North Korea’s light industry policy can be seen from the country’s
reports on light industry production for August and September 2003. In Weekly
North Korean Trends, no. 661, North Korea’s reports on the light industry sector
for August and September 20038 describe a policy with several aspects. First,
factories are being built quickly with military labor and funds from People’s

" Light industry factories that achieved their targetsfor thefirst half include the September Textile
Factory, Sinuiju Shoe Factory, Sariwon Textile Factory, Sariwon Patriot Plastic Toiletries Factory,
Sariwon Honor Soldier Sewing Factory, and Bakcheon Y oungbin Silk Factories, plusthe Pyongyang,
Hamhung, and Kangso Silk Mills. See Ministry of Unification, Weekly North Korean Trends, no. 661.

8 North Korean reports on light industry during this period consist of thefollowing:

Source (date) Content

Rodong Snmun (1 September) Completion of Pyongyang Gum Factory

Rodong Snmun (2 September) Operation of Kangso Mineral Water Production Factory
Rodong Snmun (14 September) Output expansion of 120.5% by local industry factories

inal regionsin first stage of consumer goods production
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Subsistence Bonds. Second, great efforts are being made to produce consumer
goods such as gum, mineral water, and cosmetics, in addition to essentials such
as soap and soybean paste. Third, both competition between factories and projects
jointly managed and owned with foreign parties are being encouraged to boost
production and improve quality. Fourth, raw materials are being supplied ac-
cording to performance evaluations, and greater attention is being paid to the
comments of buyers.

North Korea also seems interested in exporting its light industry products. It
is building more factories that produce not only domestic necessities like soy
sauce and soybean paste, but also products for export. It is strengthening coop-
eration in light industry with countries such as China and Russia.® North Korea
is also pursuing joint management and joint ventures with East Asian and Euro-
pean countries to increase investment in the light industry sector.®

2. Energy

Together with the food shortage, the energy shortage was the main cause of
North Korea’s economic crisis in the 1990s. The energy crisis is worsening with
growing international pressure surrounding North Korea’s nuclear ambitions and
the halt of crude oil shipments from KEDO.12

Korean Central Broadcasting Final stage of container production processat the Sinuiju
(15 September) Cosmetics Factory

Choson Joongang (19 September) Operation of Janghoon Food Product Joint Enterprise
Choson Snbo (23 September) Quality competition between Pyongyang Cosmetics

Factory and Sinuiju Cosmetics Factory

Source: Ministry of Unification, Weekly North Korean Trends, no. 661.

90n 8 July 2003, North Koreasigned aprotocol onlight industry cooperation with Russia smaritime
provinces. The protocol seemsintended to expand bilateral trade and promote cooperative projectsin
light industry. Ministry of Unification, Weekly North Korean Trends, no. 651.

19 The Yonhap News quoted the March issue of Choson as stating that North Koreaplansto actively
promotejoint light industry ventureswith capitalist countries. Man I1-hong, North Korea' s director of
the Light Industry Committee, revealed in an interview in the March issue of Choson that “the Light
Industry Committee plans to pursue extensive cooperative ventures with many countries, including
those of East Asiaand Europe, and careful preparation isbeing madetorealizethisplan ... by improving
thequality of thelight industry sector to the highest level and by vastly increasing the variety of exported
products, weintend to pursue many joint operation[s] and joint ventures,” and “weare actively pursuing
joint operationsand ventureswith other countriesin the clothing industry.” See Yonhap News (9 March
2003).

11 0On 20 January 2003, Kim Jong-il told aRussian visitor to Pyongyang that “ North K orea’ seconomy
isworsening, and especially lacks crudeoil,” which revea sthat the crude oil supply shortageishurting
the North Korean economy. KDI, North Korean Economic Review (February 2003), 85.
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Suspension of the oil shipments, at a time when North Korea’s thermoelec-
tric power plants require more crude oil because of their old age, is worsening
the country’s energy shortage. Although North Korea’s thermoelectric genera-
tors are fueled by domestic coal, they need crude oil for ignition. Worn-down
generators use more crude oil and their usage has fallen with the halt of crude oil
shipments, bringing a decrease in electricity generation. Every month, the
Pyongyang Thermoelectric Power Plant used 2,000 to 5,000 tons of crude oil
provided by the United States, but after the halt in oil shipments, only six out of
fourteen boilers were operating in January 2003, and the electricity generated
fell to the lowest level of the generator’s capacity.®®

North Korea’s decreased coal production in 2003 also worsened the energy
situation. According to estimates by the Bank of Korea, North Korea’s coal
output in 2002 fell by 5.1 percent from the previous year to 21.9 million tons.
That decline, along with the halt in oil shipments, was a key factor in North
Korea’s lower energy production. In 2002, North Korea’s energy output was
only 19.04 billion kilowatts (kW), a decrease of 5.5 percent from the previous
year.

Table4-5. Trendsin North Korea’'s Energy Sector

Unit 1990 2000 2001 2002
Coa Production million tons 3315 22.20 2310 21.90
Energy Generation Capacity | million kWh 7.14 7.55 7.75 7.77
Energy Generated million kW 252 1.936 2.015 1.904
Imported Oil thousand tons — 389 692 597

Source: Bank of Korea, Estimates of North Korean GDP (various issues).

In response to the deteriorating energy situation, North Korea drafted a “Three-
Year Plan for Fuel and Power (2003 to 2005)” in an attempt to resolve the situation.
Choi Hong-kyu, director of North Korea’s State Planning Committee, stated
that the three-year plan “comprehensively envisioned everything down to the
smallest details, including how to improve technology at power plants to solve
the fuel and power issue, the amount of coal needed to produce electricity, and
the facilities needing repair in the machine industry sector.” He also stated, *

2The Choson Snbo quoted aNorth Korean official as stating that the record low energy production
hasled the country into acrisis, and that citizenswere shivering from cold in the darkness because they
lack electricity. Choson Snbo (16 January 2003).

13 Reported in the 18 January 2003 edition of Choson Sinbo, quoted in the February 2003 issue of
KDI’sNorth Korean Economic Review (February 2003) p. 83.
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[On the basis of] expected fuel and energy output during the three years, we set
goals for the entire economy, such as the amount of metal or chemical fertilizer
production.” He added that a second stage would be implemented if the first
stage was a success, which, in turn, would involve reform of any irrational as-
pects of the industrial structure and introduction of new industries with the goal
of raising the quality and quantity of North Korea’s products.’* Considering that
North Korea had not drafted an economic plan since the third Seven-Year Plan
(1987 to 1993) ended ten years ago, the Three-Year Plan for Fuel and Power”
appears to be a replacement for the previous format of economic plan.

To fulfill its Three-Year Plan, North Korea is repairing and modernizing its
large-scale mines and power plants to normalize production. It is also expanding
construction of smaller mines and power plants.

In the coal industry, the budget for related sectors was raised by 30 percent in
2003 over that for the previous year. Considering that the budgets for light in-
dustry and farming were raised 12.4 percent and 21.3 percent, respectively, the
importance that North Korea places on the coal sector is apparent. The country
is attempting to increase coal production by improving technology and by mod-
ernizing existing large-scale mines, while also developing smaller mines. Ac-
cording to North Korean broadcasts, emphasis is being placed on the latter.
From January to July 2003, it was reported that North Korea developed 230 new
small-scale mines, a three-fold to fourfold increase from the previous year.®

Mine construction has been especially active in North Korea’s mining areas
of South Pyongan Province and South Hwanghae Province. North Korea’s ef-
forts to build new mines seem to be the result of the country’s continuing nuclear
crisis and cutoff of crude oil shipments. Lacking any alternative fuel source,
North Korea has turned to coal as the only fuel for which it can increase produc-
tion through its own effort. With the halt of KEDO crude oil shipments in De-
cember 2002, the coal produced by large mines was used for ignition at thermo-
electric facilities. It seems that the authorities are urging local units and enter-
prises to independently make up for the lower coal supply.’® As a result of those
efforts, North Korea’s coal production has increased from the previous year’s,*”
and many mines have announced the fulfillment of their first-half production
goals.®

14 Choson Snbo (8 November 2003).

15 Korean Central Broadcasting (10 August 2003).

16 Ministry of Unification, Weekly North Korean Trends, no. 656.

17 Korean Central Broadcasting reported on 27 August that because of North Korea’ sall-out effort
to supply fuel to factories and enterprises, coal production through late August had increased by 456,
000 tonsfrom the previousyear.
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North Korea has also concentrated its resources on the power generation
sector, investing its revenues from its People’s Subsistence Bonds in power
generation. It is building large-scale power plants at places like Kumya River
(180,000 kwh), Yeseong River (100,000 kWh), and Orangchon (73,000 kWh),
in addition to repairing and modernizing existing generators and building small-
scale power plants in each district. In the construction of small-scale generators,
the focus has shifted from merely building more generators to building rela-
tively larger generators with capacities of 4,000 kWh capable of generating elec-
tricity usable by households and factories. For example, Rodong Sinmun re-
ported that in 2003, the province of Jagang set a goal of adding approximately
20,000 kWh of generation capacity. To achieve this goal, it is building six rela-
tively large small-scale power plants, including the Euijin and Yonha Power
Plants.? Other power plants are also being built, including the Daegwan 1 Power
Plant, Unbong Power Plant, Nohyun 2 Power Plant, and Wanpoong Power Plant
(all in North Pyongan Province), plus the Naepyong 2 Gunmin Power Plant in
Kangwon Province and the Woonchonggang 6 Power Plants in Ryanggang
Province.?°

C. Problems and Prospectsfor North Korean Industry
1. Problems

The basic problem of North Korea’s industries is the industrial structure itself,
which is based on the heavy and chemical industries (such as metals, machinery,
and chemicals), as well as the mining and power industries. North Korea has no
choice but to work within this industrial structure because it would be impos-
sible to change in the short term. The problem is that the competitiveness of
these heavy and chemical industries is extremely low. There is little possibility
of mobilizing resources to make them more competitive. Despite recent signs of
normalized production in some areas, the uncompetitive heavy and chemical
industries, as well as the undeveloped light industries, are making it difficult for
the North Korean economy to find a viable growth engine.

18 The number of factories and enterprisesin the energy sector that reached their goalsfor the first
half rose from elevenin the previousyear to twenty, and most of those werein the mining sector, such
asthe 2.8 Coa Mine and the Cheongnam Coa Mine (Ministry of Unification, Weekly North Korean
Trends, no. 661).

19 Yonhap News (10 February 2003).

2 Korean Central Broadcasting (26 August and 3 September 2003), quoted in Ministry of Unification,
Weekly North Korean Trends, no. 659.
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Even more seriously, those problems are intertwined. It is not just a certain
industry or sector that has fallen behind, but the entire industrial cycle is riddled
with problems. The problems include the dual structure of military and civilian
industries, the relationship between heavy and light industries, and the relation-
ship between upstream and downstream industries. For example, because of a
shortage of raw and subsidiary materials, the textile industry is failing to achieve
regular production. In addition, the chemical fiber factories that require vast
amounts of electricity to inefficiently produce vinylon have lowered their utili-
zation rates because of the stagnant coal sector and the resulting energy shortage.
Meanwhile, the mining sector, which is suffering from worsened mining condi-
tions and a lack of equipment and materials, is unlikely to see a recovery in the
short term. In addition, the food and necessities shortage is making it difficult to
recruit labor in the mining sector and has caused production to fall even lower.
Because the economy’s problems are interconnected in this way, it is difficult to
improve the situation simply by focusing human resources on a certain sector.
Even if the energy situation improved, the raw materials shortage would con-
tinue in the textile industry if the synthetic fiber factories fail to reform their
inefficient production system. Unfortunately, the production system of those
factories cannot be reformed in a short period of time.

There appear to be no sweeping solutions to those comprehensive problems.
Extensive modernization or repair of industrial facilities is impossible, while it
is also unfeasible to overhaul the inefficient technology system. Although the
changes may be possible with large-scale external aid, such aid would be granted
only if North Korea adopted a policy of dramatic opening and economic reform,
which is unlikely because it would threaten the regime’s stability.

North Korea is also unlikely to de-emphasize heavy industry. Heavy industry
is the country’s leading sector and occupies a crucial role in the industrial cycle,
and it will continue to receive a certain level of investment. In addition, heavy
industries are closely related to military production, and a shift away from this
sector would have high political costs. Therefore, the biggest constraint on North
Korea’s industrial policy is that the comprehensive problems have to be ap-
proached in a piecemeal fashion.

With the increasing international pressure from the nuclear crisis and the
resulting suspension of external aid, North Korea’s applicable resources have
further diminished, which, in turn, has worsened the raw material and energy
shortages that are crippling the country’s industry. Although North Korea is
pursuing its Three-Year Plan for Fuel and Power and is attempting to indepen-
dently solve its energy shortage, the country will not be able to find a basic
solution to its industrial problems by relying on only domestic resources, as
shown by the effect that the KEDO crude oil suspension has had on North Korea’s
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energy production.
2. Prospects

Considering that North Korea’s problem can be approached only in a step-
by-step manner, the industrial policy of “normalizing production in the economy’s
leading sectors through technological improvement” and “improving the people’s
living by expanding light industry production” seems to be a step in the right
direction. The recent partial recovery in the economy seems to be connected to
this pragmatic policy. Therefore, it is not expected to change in the near future.

However, the fact remains that this policy stance is not a fundamental solu-
tion to North Korea’s economic problem. Relying only on domestic resources
will bring very limited results. If the external conditions that have been aggra-
vated by the nuclear tension become even worse, the recent partial recovery
may be undermined, plunging the economy into another crisis.

This point was illustrated by the negative growth in the heavy chemical in-
dustry in 2002, which was caused by worsened external conditions despite the
efforts to improve technology. The fact that the July 2002 Economic Reform
failed to expand supply—Ileading to inflationary pressures and authorization of
farmers’ markets to sell collectively made products—also shows the difficulty
of achieving real change while relying on only domestic resources.

Although it is understandable that North Korea has created a new economic
plan in the form of the Three-Year Plan for Fuel and Power and is attempting to
rely on domestic resources to resolve the energy shortage and, in turn, modern-
ize its industrial structure, the likelihood of success does not seem high.

In this respect, 2004 is expected to be a very important year for the North
Korean economy. The nuclear crisis needs to be resolved—or at least eased—
for the country to expect any external aid, which is crucial for an industrial
recovery. Considering that the nuclear issue is restricting inter-Korean economic
cooperation—the only current source of aid—the outcome of the nuclear issue
in 2004 will affect North Korea’s industry for years to come. On the one hand, if
a positive solution is found to the nuclear crisis, the mood for inter-Korean eco-
nomic cooperation will improve dramatically, allowing the four agreements on
South—North economic cooperation to come into effect and promoting the
Kaesong Industrial Complex project. Economic cooperation (especially the re-
alization of the Kaesong project) would further stimulate North Korea’s exter-
nal opening policy. The foreign currency attracted by this policy would make
“normalizing production in the economy’s leading sectors through technologi-
cal progress” into a real possibility. North Korea’s efforts to prepare its light-
industry sector for export would also benefit. On the other hand, if the nuclear



102 | Part Il. Industrial Management and Problems

issue is not peacefully resolved, the resulting aggravation of the energy and raw
material shortage may push North Korea’s industry into a permanent collapse.
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Chapter 5
The Agricultural Sector

A. Overall Agriculturein North Korea
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nzng fermers merkets for the first tina In edticn to vegstebles, [poiEtess,
grezn nz ze framid tehen gzrasns, & veriety f s sdd im
ftlhose merlets. [Rrners, owaver, ot @ rest to the mrlkets toe
szl stepl @ffeod commudittl s (Ebove thelr grein &ll cestien fer ons consungti an).
Instezd, fermers mst sell thelr stepl @ food eraps to the goverment [eresurensnt
egeney. I éllowes) fermers marlkets threughout the country czn [play &n i myor =
ttent rde im this mewi nosntlve-lzssd system [t s resonrandsd thet in edd it en
fto pravicing ur gzntly ffcod £l the govermnant ttha i nternzti cnzl
commmi ty shovlel enter @ policy diglcgye to st en enzbling frenswerk tlhet
will mebilize the econoni, finenciel, &nd ciler essisience mezdsd O [prenui@
sustel nzldl @ feod [gredustien end everell oo seaur tys
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B. Structure of Agricultural Production in North Korea

Because Nirth Korea e ntel ns & sod &l i st comrmned econeny, |cwnzEteri &l
I meentl ves to fernars [oraught goovt oy & stete nunogely of &griedlture] [oredicts
end e cogperetive emership cf ferms [ed to a dzsrezse i n fernng produst(v-
fty end resulted im the savere ffeod shortege of e nickICSls, wiich wEs coma
loy imedsuzie supplies of egriculture]l imputs end the mMsEnEgEnEnt
o Nirth Kerezn egri el ture

Nertl Kores! s ggrl culture cavel cpnant [gs con? to &n [ nuzsse sinee the l&te
&nd {2 ffeod S tuzti en sari cusly warsznzd efiter In perticder, fem
fme delnsd many lives in Nirth Korea curing the nic-1880s, Tihose fecters
dezrly showtihgt Nirtlh Koresl s feod [preducticn gbility hes rezched fts 16 mit.
Aeng With the mntenenee ¢f the cdlestive fermsysten the dsdinng e
monie s tuztl en eontri iuted to the food shorttege @f the nic-16S0s, North Koresl s
econanie reesss] an resyl ted in & suspension of mEterie] supplies, i udlng fuEl,
sl e fertllfzers, pesticicss, ferming mechimeny, &nd szzus, &ll ©f Wich &re nss
Essgry ffer grelm predycticn

Snee e inospiicn f the sodelfst regny resdvimng the ffood shortege es
[zzn cn tep f Nirth Keres! s meticnzl ggenda As the politicel €logzn “Rez Is
@ommni sl §mpl fes, mitl gzt g the e prk] emnzans nure then just dsvel -
cping egricdturg it s the [ey to & sucesssiu] sodlglist mation @nszgusntly,
Nerth Korez! s ggricture] pdlicy end lts esonone Cavel cpnant [glen eve fo-
cuszd eon [ merezs]ng ffead precusticn fer the [psst five dsczdss Sty Yezrs ©f
egicdturel (ool i ey-rel gted docunents showtlhet Nirth Korea hes
miny eoncerned With [ neressing grel n roducticn Nitebly, Nrth Korea re
gzrezd the eq@zEnsion of &reble lend end the davelcunant ¢f ggriadture] tech-
o] agy &s {i mportent to i nerezs ng the food supply, resylilng in contlnuaus & fats
fto @qpznd fernend &nd to [ mreve i rri gzt cn systens.

Tie sericusness ¢f e food shortege in the nd-1e20s &fter the
fellure cf the third Sven-Yezr Ren Wilch endsd in g8 With suwh & dre
dtuztian the revicus mnegenant systemwes dhenged to the “nsw sugreup
rea delms thet the nswsuogroup ma et systemcrenticelly | noressed
the uilt [preducticn of ffeod the ectuz] ef fest [s cussticnzdle (Wilhout en im:
crezsed supply ©F ferming mEteriels).

Nrth Kerea s mds verl aus ettengts to [ noresse the enount of teid [re-

1 Each subgroup consisted of fiveto eight membersof onefamily and relatives, with lower production
goalsand theright to dispose of surplus production.
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cetfen cf ffood i mthe pest, [out it Teiled to do so lecsusa of [&ck of imvestmant im
fthe ggiclturel sesier.

Tine cherecteristics of Nirth Kregt s ggicltwrel strusture szzn im
tterms o @r gznl z&tl en &nd techne agy uszdl With resgest (o the g7l el turel
cicti en structure, Nirtlh Korez! s fermmend i s oot 2 Qmillien jeangeo @ jeangto
=89 auresy), or A pereant o 12 25 millien hesteres (the teid] lend sizz af the
cauniny). @ this tciel, L4 millicn jeangio ere uszd fer crop edtiveticn O3
nilicn jeongoy for vegsiedl@ crops Q16 millicn jeongeg feor frdt crehercs
&nd & cons] ezrel @ erea &) | cezted to Verl aus cther ffeod gnd { ndustrie] creps such
&s mleerry, gnseng, &nd tetzecn There s very [imited seope far @ g
altivetle erezs  About lhecteres consist ©f crehercs, mlosrry fields,
cornfi€lds en terreced |ends With a slxtesn-dsgres slcps [oredid ng
reletivey less prodlestion Tine everege étituds of Nrth Koresn fermend is
reletively hgher then thet of Sth Korea The d i et eond tians ere sonsWist
unfeveresl @ for erep [produstiacn losczuse 52 [pereent of lend in Nirth Korea (s
loezted &t en Eltituds ¢f nare tlen 400 meters, end tihe everege tengereture is
oite law

Wit respest to tlhe nz snt ©f coopEretive ferns, everese fermsize is
Jeangbo &nd consists of 800 ferming lousss, Tiere &re ffive to ten warle
in & cogperetive ferm end ezch werlehop [es 50 to 00 ferners. The
ere lorcken into tlre2 ar four The recent [ mpl ensnteticn
o tle “sUsgrayp contrest systen is conslcsred en ezrly stege of refermin the
Nrtth [Krezn ggyl el turgl szctar. ltsgpzl 1stogvelnsentives tolndvicuE fernars
gt the slogreup level (lundo) ly &llaing themto tele cere ¢f the suplus
prodicticn e sUegreup cantrect systemis & nudl i ed fermar the ferner sus-
@reup mnsgEnsnt system [Each subgroup Used to consist ©f twenty to twenty:
ffive fermers, currently, @zch includss five to saven fermsrs, The naw pol i gy
regieed the sz of the werlding wit to inreve e ifl ¢l ensy &nd preductivity im
tthe egiiclturel wnlt.

Tie mzterie] fnesntives im the subgreup eonirest Systemare @it ferent frem
the pest in thet the suplus preducticn ecssding the ter get sst ly the govern:
ment vadld (o2 g ven to the sutgreyss to use &t thelr dsposs]l. The 2008 [redus-
tienter get, for eeng@ s czddzd by avereg) ng the Ervest fromthe pest thres
yezrs (2000-2002) of ezch suograup &nd the [Ervest of the ten yezrs lefore
TiN's navenznt [s viewsd &s en insvitell @ [gol gy shifft fn ardsr to inorezse
egicdturel predustien by rel nferd ng the sUsgraup cantrest systemend) thus, to
i moreve the nutiveticn of fernars.

the qusstion 1s wiEther the sutgroup contrest systemvill
susoessf. A first glency [t lodks &s i en2 is lendlng the menggenent &utlhor -
fty fromtle stete to Indvickzls, [t ectuzlly it is ey reducng the mnsr of
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fernars im the warldng writ. The resdlt is edrensly uncertein loscause the coo
manie @ T il et es cantlnue &nd [seczuss there s @ inted suggly of the fertiliz
ers &nd [p=sti ¢l €=s neoessery ffer producticn Sch pessive refarmi n the ggri e -
fture] szcter wavld enly temporerily suseys ferners comyl g nts, &ndl it is calbt-
fl virtlher it vill o2 &f fident im the [ eng run

Nezmvini | @ North Kores! segriedturel infrestructiure s consi esrelly cuicsted
Agricdture]l collectivizztien im Nirth Korea grter the Koezn We. The
egfiadiurel fedllities grewes tihe cdllective ler ga-sez] @ fariing systemsteriied,
[Kvaver, egricdlturel feclliitles suches crelngge e lities it [nthe early 8808
gre glmust varn aut gfter thirty Years noreover, It ggoezrs it &l [Esle fedli-
tties of grenzries inthawest cozst &reaware rulned [oy 1l codl ing) i m e mhe-eS0s,

To reso] ve ffeod shorteges, ferners [eve [ ang lozen seoretly e ti vetl ng unsur
ftiorl zed fFermiend cen (il edds ezl ed “patch fielcs. ™ BYt damEged ferests caused
eresian, end meny [l eck ferms vere [est to flcds er [endslidss

Atlhough North Kerea enj cyed some ecventesss of [ &r ga-scgl @ farmimng
tthreugh ttie i Atredusticn of the cdllective fermsystem [ er ge-sezl @ ferming in &
sodélist sodety [es erested nore negative then [posltive sids €f fects, Rrning
meeh] mery egorepri ete for North Keres! s geogreph ezl feztures is ot (o2l g used)
end it is dff ficlt to w2 the leor forea Thereferg In the usy ferning sszson,
students &nd solclers ere ool [ zed to el p Farmmg)

In tha of ferming resouress, must fermend fm Nirth Korea is @tlher
polluted @ edldlffiied lozezuse ¢ @esssive usa of fertllizzrs and pesticidss That
eczssive Use resuted in soll polluticn &nd conszouzntly &griculture] produs
tivity feéll etrensly lew It hes [cszn emounced thet, in ths 36805, the enaunt of
fertlilfzer [ogiing used ves 2,000 kg per jeangea Tt figure is dalsHiul
e to South Keresl s 85 fertilizer usg 484 kg per jcanglo.
i cusly, Nirth Korezt s fertilizer use is eggozraiesl Typleel fertilizzsr eggli-
cztion retes this yezr in the @Grezl [erovi Mees renge ffrem&e0 to S00 kg ef
enan umsyl i te [ger [hestere of [paddy (ebout 165 to 215 kg per IEctere of Ures
the nust comunly Used [reduct), wWith Sightly lover retes for nziza

In 2008 Nirth Korea ussd 244, 512 mutrient tens of fertfilizer, conpsred to
anly 89) 000 ttans tthe previcus year. Nst fertilizer vas providsd es humeniter =
ien essistence by the Repwblic of Kres the Ercpesn Uien (B, the Reod
eml Agri el ture @ gzni &t an (FRO) of the Uilted Niticens, &nd veri cus mengov-
ernnante] ©r gznl zztlians (NE&). Just 82,000 mutrient tens Wer@ [presuced
fm tha country, &, 108 mutrient tens were imported comerclelly. @ the
ftctg] ussdl 68 [pereznt WeEs mtregen musily in the fermel weg 35 5 pereent
[phosphorus; end 185 [pereent potessium [t s reported thet €l farms
Mener Tertilizer retes this yezr than fer the pest saverel Years-gppred mEtely
10 [pereznt Mgner tlen in 2002 Rrnars dted this festor &s the meln rezson for
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fncressed i€lcs e supply ©f fertlizers doss ot mset @smnd loecsuse 6f the
felling rete of mnufecturing eperetians czused by the d=dininy esonany. A=
tthoygh tie cpereting rete of fertilizer mmfecturers s i norezsed sonaiat,
fferttili zer [roducticn enaunts to ey 80 peresnt ¢f the tetel Th2 Ensr gy
shorttegs s [gertielly responsllele for the [imited supply of fertilizzr . Although
@ gznic fertilizzrs ere en &ltermstive to Nirth Kerea codl@l met
[ereduce er gznc fertilizers such es [insstens end compost to mest
Ceferestetion end the d seontl nuanes cf [ vesteck usbandry &l so con-
ttrilavted to the shortege of or ganie fertlilizzrs. In son® eress, [ntensive ferning
end| fresuznt {leods | evered the fertility cf the sdl.

e Tfeod shortege Was canpoundzd this past loy & report ¢f &n autlorezk
of veter weavils Tihe [pest WEs reported to [op present over &n &rea o goout
[hectares t@ &ff fected the yield in 350,000 hesiares fm Nirth
Byengyeng-si , Frovi nees.

Bl mtes stgte thet fermpover ussge wes qulte high untll the 16808 @ the
country s 64225 tresters, 57 [pereent ere reported to (o2 cpereti ol &s aresdt of
ennenced evel [ gbl ity of fuzl, tires end spare [parts, conpered to 55 peresnt [ &st
Yezr., [Rovever, must functenng tresters ere @drensly dlel [t gppesrs tihet oot
[Elf of the e pregeratien i n the @Grezl eroviness is still done using creft
cattle &though soms ferms regert thet s mech es 70 pereent ¢ thelr edtivetion
is ezrried aut [y trectars Rerms elso report & slight imrovensnt [m power
ply this yezr, Wiich is especlelly [ muortent for [ouml g st&tlens end tireshi ng

o North Koreg s (rrigztian systens @n eectrically
punyi ng) steticns, eltlhough some frrigzticn is by grevity fesd Ths yezr, e
pover supply i mireved so there were fewer stoppzgss. Levels in the cauntry s
reservelrs [eve losen sati sfestory. By Sspienusr 2008, they vere et €8 [pereent
ezpedty, wWich is slgnifieently hgner then lest yezr. e country’ s | engrterm
frrigztion Sltuztien continuss to ineve The 148l cnster Soutlh
Wetervay [n Ssuth Bengan RFrevinee recently compl €ted) the con-
strustion of tvo sinhler veterveys (Nerth Bengan Nerth Hrenghes—
[engyan) [es sterted Theseeredll grevty-lesed systens thet Wil ke 11 nked to
the edstiny netvark, thus redud ny the need for & [pungl ny stetien

Altlhough North Koreg! s egriellturel techne cgy hes [oszn ces? to the aver =
gge levd o et in dsvelcpling regjans, the soclled jugie farmng nstheds
[eve [ ndsred &f fectl vensss i ferming, @ogrepn cally, Nirth Kerea s consid:
ered to eve & shortt greving sezson of i c2 [gaddies, end Usi g i ce-soving natlh
oss [nzs negziivel y &f fected the nzturity of rica Wil @ dscress]ng ri e producti cn

To overcons such ¢ i mtic ¢ seoventeges, Nrth Korea
erel methods @ rice ferming, Wilch the mortlhern @ the Korezn
perl sVl & to stert i ce sezding el nust & manth ezrlier then the southern pert, thus
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&vel dling lervest durl g the frest Nirth Korea [hes &) o tri ed to cverecona
ol seoventegeaUs Weztiher conditicns tireugh §mireving Verieties of corm
ciler creps. Nonztlheless, sinee the lete 18808, grelm [gredyct] an (s cantl muzd te
Csorezse [oscause of & shortegp ©f mteriel [muts, s wall &s edweysticn end
eddficetion of dll.

C. Current Status, Issue of Grain Production, and Its
Prospects

Tie current stetus of greim [grecicticn im Nirth Korea recsived
gttenticn fremthe internsticng] conmmmity. Agcording te & Nerth Korezm
gnnouneenent, therewere two millicn jeangio of eredelanlinzit® Inestualiiy,
tthere se=ms to b2 anly 1.8 millicn jeangio aellgde @ thel8mnillicn jeangto,
food] e i vetl on usss gbout 148 mil[icn Jeangeo; [zddy fiElcs, 528000 Jeangto;
cornil €l es, 425,000 Jeangboy; [oieicss, 67,000 Jeangboy; [ozr] gy end wiezt, Wi ch
gre planted tvice a yezr, 108000 jeangbo; & ciher creps, Jeangko.

Reddy (s mowtthe nust §mportent crep in Nerth Korea in terms of grea used
ffor [ooth edltiveticn end [recucticn (n 2008, tthe &rea ussd fer [pEddy ferming
Vs reported &s 588000 fecteres, &n inorezse ¢f 1.8 [peresnt the predcus
yezr. [ pericds of severe veter shortegss, the peddy erea iy (o2 redused end
suesegueErtly plented With soyg o nore droughi-resisient erops such &s sor =
gumend mllet. s yezr, however, good utllizticn o ths @pandsd ereaves
el pedl oy the generelly fevoreble relnfell end the ingreved e ectridty supely
ffar frrl gzt on pumsl ng) stetliens,

Mize [s nore universzl |y o stri luted tien peddy. Untll 1688 the erea undsr
Ml z8 enuunted to hzcteres. Sinee then however, the govern:
ment s et [ever meize [glanting ter gats fn ardsr to aveld epensicn into [ &nds
with | ewpstentiel . @ such mer ¢zl lends, [Ess Veter -dsnzanei g Ceres] ereps
end pUl ses leve repl eced nEize. @ [&nds Wrth [ gher [eotentie], vegsteles &nd
mel M sszson [ootetess [eve entered the arep ratetions s Year s &rea cf 484
€23 [necteres shovs & very slight reductien wien congered to [ est yesr "s ereact
485,820 [necteres,

Rotetess ere grom &s & syring (dovd @) erep im the @rez reg en end
&s a sumsr erep in the eoder northern M ghl ends (JEgeng, Ryengeang), wWisre
e shorter grewing sezson |s @qerienced As & dovtl @ crep, [potEtess &re som in
Nirch-Aorl [ &nd lhervested in Jung, Will @ &s & maln crep thsy ere s i n My—
June endl lervested | n August =Szt @niser . T mad mmed] ti vell @ erea of spring
&nd e]  SeEson Ereps Wder [resent coneltiens fs gbout 160,000 hecteres. The
grezss undsr spriing end mzi n sezson [potetess this year were €8) 000 hesteres end
[ecteres, respectively. e erea undsr Spring [ectetess [n 2004 s @e
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pected to be Sl er tothet o sprimng 2008

Winter wWrest sering berl ey ere [greduced in &l [grovi nees
North T2 covdle erepping (s cons @ared),
presznt condltiens, to [oe &n € fective stretegy for enend g feod [predisti an
E ffartts tto inorezse the use of cold@ eragplng eve [ &d to en @pensicn of the
dovd] e-eropped erea undsr vinier whest, spring loerl ey, &nd sprlng potatess fram
88,000 [hzsieres im ICS7 toe nure tlhen 214,000 hesteres in (en im-
crezse ©f glmust 50 pereent). A further 19 pereent @qansicn of the &rea undsr
wnter wrest fromby, 700 [ecteres to €8 500 ecteres ['s (¢l emned for 200872004
will @ the erea undsr spring) lezrl @y (i 2004 | s @qpested to remln el cs2 to thet of

@lher [mportent crops preduced in North Kerea §ind uds summsr wWisst
berley, svghum millet, soybezn budelsst, vegsiebles, end frult. The erea
undsr mnor eerezls end grelns such &s sor gunp Verieus types of millet,
Wrzzt end [ozrl gy i nuunte] nous erezs hes i norezsed this year fremSs,
(000 [=cteres tto 60000 ectares, reversing lest yesr 's covmverdl trend. The erea
soylezn, Wilch Is generelly [glented eleng the edgss of pecdy fiElds ar
f nterercpped With mel ze end/cr sor ghung gppeers tto 62 §noressi ng;

Nortlh Kores! s crep [erecicticn wes estimzted to o2 goout 4-4 5 millicn tens
emuz] |y [esfere the end of the 1€80s, [out tlhe evergge [producticn figures
greduz] |y Ihezdsd converd sl nee e Werld Rood Rregrem(Vee) estl-
mites thet North Koresl s crep preducticn in the merketl ng
(Novenuer end @itcbsr) Wil o2 4 155 mill licen tons, the lest fm the past
nine yezrs, &nd 47 [gereent &r gzr then lest yezr 's revisedl estimzte

Tie meim Testers cehimd this contl nusd resovery i nd uds feverekl @ westler
conditions, especlelly et the kg ming F the szzsom & rel &tively [ ewl i cenee
@ ©rep [p=sts &nd clszzsss; &n norezszd gpolicztion of fertilizer, Wich is [pre-
i @=dl tlreush [ nterneti cne] esslstency [ mureved i rirl gzt en fecl 11t es im the meln
regien ¢ the country ewng to conpleticn ¢f the Kesdhon-Leke
Teessong weterwey fundsd by the @ genlzeticn of Retrel eum Eqporting
@uniries &nlingroved avell€dl ity of éestricty for Irrfgztl an pungl ny stetl ens;
end &n ennenessl mechen z&tli an resydlting framgerester avelledl ity ef fuzl
SwEre [pErts

(Rew mueh foed s fm Nortth Keres? North Kores! s popllétion is
glnest [elf the dze of Suih Keregl § <o if Nirth Koresl s econoniic Stgius 1S
dmiler to Suth Kresl s, its crep consumpticn shovld enount to A0 millfcn
fios Tek g o gosount the fest thet Nirth Koresl s eurrent esononie s tuztien
s egivelent to Shuth Korez! s esonenic stgtus euring the 1680s, ood consunp-
tian [ m Nirth Korea czn be cstimzted to b gbovt BB 5 millicntes A Teles
i shovg, ttle AT ference [ostwezn [producticn consunpticn (the emwunt cf
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ffocel shortiegy) s goout 2 milllicn tens enmelly. 1T interneticnsl feod & d stags,

tle ffood Shorttege IS sure tto gst warsa

Table5-1. Yearly Status of North Korea’'s Food Supply

(unit: 1,000 tons)

§ . Total . Pr(‘)l'dotal_ TG ST @ ;al/;Sufficient
ear onsumption uction +
A) ®) ©) (A-(B+C)) ) B/A (%)
1991/1992 5,762 4,427 1,290 —45 99.2 76.8
1992/1993 5,894 3,898 830 -1,166 80.2 67.7
1993/1994 6,065 2,923 1,093 —2,049 66.2 48.2
1994/1995 6,156 3,768 490 -1,898 69.2 61.2
1995/1996 6,244 2,606 1,330 2,288 63.2 41.9
(5,989) (4,077) — (1581) (90.3) (68.1)
1996/1997 6,061-6,226 | 2,447-2,817 1,160 —2,454 59.5 40.4
(5,359) (2,995) — (£1,204) (77.5) (55.9)
1997/1998 6,188 2,559 1,460 -2,169 64.9 414
(4,614) (2,663) — (491) (89.4) (57.7)
1998/1999 6,311 3,138 1,140 -2,033 7.86 49.7
(4,835) (3,481) — (214) (95.6) (72.0)
1999/2000 6,569 3,406 786 2,377 3.86 51.8
(4,751) (3,420) — (545) (88.5) (72.0)
2000/2001 6,290 2,573 1,300 2,417 61.6 40.9
(4,785) (2,920) — (565) (88.2) (61.0)
2001/2002 6,290 3,500 919 -1,871 70.3 55.6
(4,957) (3,656) — (382) (92.3) (73.8)
2002/2003 6,300 3,500 400 A2,400 61.9 55.6
(4,921) (3,840) — (1681) (86.2) (78.0)
2003/2004 6,300 3,700 540 A2,060 67.3 58.7
(5,100) (4,156) — (1404) (92.1) (81.5)

Source: Kim Woon-keun (2003).

Notes: 1. Figuresin parentheses are FAO/WFP estimates.
2. Total production includes previous year’s stocks.

3. Imports include North Korea's commercial imports and food assistance from international
communities.
4. Although commercial imports are realized only when North Korea has sufficient purchasing
power that isbased on economic growth, in reality most of North Korea' simports have been food
assistance from international communities.

Rowwill the food precuctien curfng the ggricdlture] yezrs turn
out (fremd Novenosr 2008 to the hervest peried of @tcosr 20097 [t se=ms to
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ezl ew e [ro) ecticn mads by the WEP in @itchsr Vil ch ves 4, 158
mllicn tens. @rrently, the lbsst gpprednzticn fer 2008 is @qscied to b2 gbout
&7 milien tas s figure reflests fevoretl @ westher condltiens end &n in:
crezszdl gppl i ezt on oF ferttl i zzr proviesd tireush i nternsti onzl essistemca Witk
et feod end fertilizer &ld framSivih Kerea end tihe i ntermsticns] commmi ty,
ffood [predicticn of the coniing Ervest yezr is @qpected to desrezsa Tihe ffeod
shorttege i n 2004 ['s @qpscied to (b2 eround 2 mil [ en tens, @« vl ny ennuz] §nier -
maticne ffood &1@l of gyt S00)000 ttens ¢f erogs. Those ffil gures &re lezsed an the
essunti en thet Nerth Kores! s ¢zl1Yy feod consungtli an [per [gsrson | gbout
grens (2,3%0 Kiczleries) acsy, Wilch s [bzsed an Shuth Kores! s consumgti cn
of 207.8 g per [eerson [per Yesr (m IS7& Nirth Kores! s ffeod consumyticn [par
[person s csterninzg oy FAQ) WEP is less tihen the figure gova ths
figre is ftlhe enuz] crep consumticn [ge7 [persen is gbout

Nortlh Kores! s eurrent ffeod shorttege [s & strusture] [prol eémczuszd oy shortt-
o the cdlestive fermsystem Uiless the [prodens ere reselved, the
{food shorttege Will enly warsen [Recently, Nirth Kerea tried et vatlng cavtl@
crops ezch yezr end [glentlng sprii g lozrl @y end spring Wiezt edenslvely to re-
solve {tihe feod shortega  Threugh the dengss fromihe July 1 Esencnic Referm
@f 2002 end csvel cpnant ©f tthe Sinulju Specl el [Ecenanic Zong, North Kerea s
@qscted to Tl usnee referminzzsures in the ggriclture]l szsier in ardsr to end
e fel cidls T2 intiel egicltwel refarmvill [roszdly teke [¢laee [partly in
spedlfie regjens. 1n Gther ft Wil [pzrtly epply the @insss nudsl ©f egfi-
altwrel refermin the renie eress o the nuntelns o to spediiicElly cssigr
neted regens fm Nirth Korea, After sone e@gerinsnte] perieds, this nuds may

Tihe suceess @ North Koregt s ggricdlture] refermnzzsures s mot possidle iff
stete eerghlp of [&nd governmment nterventicn [n farm eEnegenent
cortinuss, Tihus, I ene (s to echi eve @Eected reslts, tihe resrrengenat ¢f the
owiershi p strusture of the egricdlture] ssciar meturelly tthe [pri mary
cgestive of refam Aang Wih [nterns] refarmp Nirth Korea nezds to regysst
ffooel &1 endl ttechnics] eoopsraticn im renstllitetling fts gl cllturel szsier frem
Sth Koreg, the Uilted Sietes, Jepen, @ing, &nd BUnztlans,

North [Korea df ficdties in resdving ths feod
crigls an its e Vericus projests &re currently [osl g
leunehzdl oy internsticnzl ©r gzn z&ti ens such &s [FAD) the Uilted
Nzt § ans Rrogremm® (UNDS), RO tto | mprove North Keresl s
ggricdtturel precucticn Although the [erej ects &re regjen-spedifiie tlhey heve mot
yet [oz=n very susesssf]. Tie [red ens Wih Nrth Kores s ggicdturg
cl&lly the ffeod shorttegs shodl @ (o2 ol vedl gracuz] |y &nd With & [ engxtermiroecys,
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Iriter =[erezn coogperatien im the ggricd ture]l szsier s nsossszry tto i norezse ffoodl
[recucticn ef i clengy.

D. Current Situation and Issues of the Agricultural
Products Marketing System

Im North [regy, howere produstlicn, d striluticn, &nd credl gtion cf predicts
Rreductian [s &)l cezsted to Indvicys] eooperetlve ferns escardl g to
thelr lze end typs cf The [gredictien &)l cegtien ¢f ezch fermused to b
contrel | €d oy tlhe centre] govermment, [t resently, wnverified reports stete tlhet
ferms eurrently dedids thelr em proeductien end [ori arf ties.

Wit regzrel to ggri el turel [ereducticn, imdlvicdyz]l fermers  [perfermzncss ere
gssessed endl reported &t the generel nzeting of the cogeerative ferm
ly manth @uerter . The ferm neEnsgenent conmtie the af
varking dzys in oz yezr el etes the enwunt o [roduct @ strl ot an
[Rreoust] on reports end stetistics o settlenant ¢f vark ere suanitted toths county s
(oun) TermmnanzgeEnsnt commitie® end ere reviewed d esely lby the neners of
ttlhe conmittes for gpprovel.

Tihe &llcezticn ©f products ffer ezch fernar s the sumer tetel Yield and czsh
ezrinsg, C=dusting costs, cividzd oy the tciel o verldng csys of &l
fermers, s mnuer is mitlplied by the mnesr of warld ng cays cf &zch i ndi -
viduel ferm menlazsr . The dedusticns &lloved ere costs ¢f [purchesing ferming
eoVipnant, TuEl, fertilizers, fermeoypnent |ezsss, enml fezd) &nd so-
del-elturel Rovaver, such &llccztians ere a theoreticsl c&ledl&tlien,
end the rez] enunt of &llceztion is gl eved to b2 mch snzller . et s to sy,
gny [presusticn In eesss ¢f the enaunt ©f ¢35y neoessery ffeod is sdd to the
govermznt. & & tina such s the resent yesrs Wizn the food cefict s @eozr -
losted [oy the Shorttege of fertilizers, tihe enaunt of &llccztlicn wavld not mest the
fermer s eqestetion Esczuss the government (es [orf erl ty f n purehes] ng preducts,
ttihe rezl enaunt of food &l cezted to fernars auldl o2 fer snaller tien the stz
@farts meds [oy fernsrs.

North Korea er guzs thet [ts cstrilouticn mnsgenant systemer egri cdlturel
products mot @y celivers egriculture] [products to consunzrs oyt &lso @ mmn:
fshes e gzp lesiwzzn Wrlesn endl rurel eress tlreugh treding egri cdlturel ey -
mant end ggricylture] products. TH'S &r gunent, however, Ies apditicel irien
itl on to connzet urlozn &nd rurel peopl@ im terns of (esd gy end el ture

@l estiveterns erelincner gaef €l esononie ectivities of ferners [greducti an)
astrifuticn &nd consunyticn ere &ll eeclicd by & sing)@ plen The [precysticn
gosl s sat emuzElly end) [t the quota hes mot [os=n met, the fernars then ke
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felse reports to the mmeging evthority. In Nrth Kreg there to b2 &
sgificant df ference [bstwezn the emount o estuz] |nventery end the eneunt
reported to the centre] govermeEnt.

Tihe systemer co [ ective fermmaneganant [bzzn chenged fremea singl @
to & dzl system Tihe centrel [glemlng euthority cstermines the
supply of mEjer erags, Wilch ere then eeuted [passively by sUsord nst@ ggen-
des gt the county level o [belew [t nezns thet the ed st ve fermmnanggenent
comittes dstermnes the cemnd end sugdly of mEjer eutum crogs in cansyl=
ttetlan With the Cepertment of Cmisres ¢f the Gunty Regpl @ s @Grmittea In
e county, €zch collestlve fermesternnes tlhe enaunt of [groduct &)l cestlen fter
consl tetl an with ctier cdl estlive ferms [ the caunty. The Cepartmant cf
c=zls With the excess end c=fidensy [y eentrd [iny the demrnd end suggly in
gdvence &t {lhe [plenning stega

@untles ere sugeoszd to magt thelr am cemnd fer spring vegstetl &s and
for condl ments sueh &s ot [pepper, gErlic & aicn @ee tihe Guity Respl€ s
(@qnnuiee the tcte] quantities tlhe conttes a
supply contrest With the locgl Villega( 7) RermiMnegensnt @mittess, &fter
consul tetti an with the Gunty @operetive Rerm NMinggenent Cammittes
cdll ectlive ferms @eauting the contract. ViEn the supply cgped ity of cdlestive
ferns ewcesds the demnd of the Gunty Reopl@ s Gniittes the surglus en
[z sdld tlireugh the Gunty Recel @ s @rmittea The Qunty Reoy] @ s Commiit-
tte sells [erooiets frameol | estlve ferms to gressrny steres of ciler caunties,
gotuz] consuners, Such &s Enterjeri ses end ferms, c&n lovy predusts ef Wil eh they
&re short.

@]l ective Termars dsirilyute precicts ctler tlen mEjer cregs
eutun Vegetell es tirough ferners nErkets end gresery steres [ GOURLY:
In eErticder, the surplus vegstedl 6 fremldtchan &re trevsd nustly &t
fermers merlets e shortege ©f ME)er crags SUeh &s Il @2 &nd corin SUrffessd) s
a aiticd [l emezused by decrezsed [reducticn since the mMc-IE80s, thus
vezkeni ng fermers markets. ereld] @ | end fer corm
altiveticn ciler crops and vegsiall €s tlet vere not dsened essentie] were mot
[rodiced @nseguEntly, the gbsoluie leck of sUtsidiery foods, such &s mezt,
vegetables, end fruts, further relssd the dsnand for mgjor creps.

Recently, Nirtlh Korez! s ffeod supply sltuztien es  mureved s ffeod & @ frem
tthe interneticne] eonmamity f norezsed] fertilizer suggdy riszn
Noverthel ess, tlhe food) supply rezches erlly spediific regjons &nd certel n €l essss,
so smEller cties and lawer clessss tet gctuzlly need foad ere suf ferl ng freme
{foodl shortega T ecananie Mezsures of JUy 2002 reslistl e pri e resg) ustneant,,
end veEge [ nerezses [eve [preven nre bensfid el to fernsrs then to nonfernsrs,
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Thi s oenzfit s [czcause e goverment” s purches]ng) [orl ces for &gyl eulturel
[eve fi nerezsed oy undreds of i nes end [cecause fernars cen sell [grodusts fram
thelr privete g aligh prica stiml ete egri cdl turel

[resucticn, mure ereps ey [0 predysed then befcre Nonfernsrs mey ot

gd @ to [purchzss ffood it they czn &f ford the [orica sines ferners eften
celay selling to feree ahigher prica Rivete econanie ectivities ere very fmuor =
fent tofernars mow Uil ess the steie eontl nuss to contrel [ori czs end e o stirf b

ticn system fnfleticn Wil incresss cresticelly. Atlhough stete functians
mot [oz=n trenchent curlng the (&st dscz0s [ceeause ©f e seriaus ffood Shortegy

tthe dstriluticn functien Wil restered tthe food eridls s sonait

rese] el
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Chapter 6 _
Social Overhead Capital

A. Current Status of North Korea’'s SOC
1. Concept and Features of SOC in North Korea

The concept of social overhead capital (SOC) is yet to be specified. Despite
the divergent views defining the term “social overhead capital,” there is no ob-
jection to the fact that the concept refers to resources that promote higher living
standards, facilitate effective use of land, and provide an indispensable founda-
tion for the long-term development of society and the economy. According to
the Japanese Association of Civil Engineering, SOC should also contribute to
productivity, improvement of living environment, and safe land development.
Even though SOC creates an effect of something similar to external economies
and even though the benefits of SOC investment are continuous and long term,
participation of private bodies is rare mainly because of the public nature of
SOC, the immense size of SOC investment, and the long-term investment col-
lecting period. For that reason, SOC has not attracted the private sector.
Nonetheless, because of the increased capacity of the private sector, private
investments in SOC have gradually increased in recent years.

In North Korea, SOC is defined as a capitalistic idea. In other words, SOC—
items such as railroads, roads, harbors, airports, telecommunication, energy, water
supply and drainage, and tideland reclamation—is something that monopolistic
capitalists invest in. Capitalists need SOC for their own self-serving business
activities rather than for the general economy or public welfare, which is why
capitalists make SOC investments despite its high investment risk and low profits.
1 In this respect, North Korea regards SOC as part of the basic construction



118 | Part Il. Industrial Management and Problems

involving maintenance or extension of fixed facilities that are either productive
or nonproductive. North Korea focuses on industrialization and normalization
of basic infrastructure.

Therefore, North Korea treats SOC as a basic necessity involving the
improvement, repair, and expansion of fixed facilities that are either productive
or nonproductive. North Korea emphasizes centralization, industrialization, and
normalization of basic construction and then makes clear the fact that all re-
sources are focused on productive construction in order to guarantee the expan-
sion and reproduction of socialism.2

North Korea has also mentioned that the Comprehensive National Develop-
ment Plan, which includes basic construction, should not damage arable land,
should build cities of appropriate size, and should consider regional develop-
ment prospects and military needs. The principle of building cities of an appro-
priate size reflects the legitimate demand of socialist and communist construction.
It aims to avoid the disproportionate concentration of industrial production in
urban areas, as well as the concentration of population and transportation, which
causes development disparity between cities and rural areas.®

Indeed, North Korea views SOC as part of its production activity. SOC is
built, maintained, and managed regardless of demand. Therefore, the key prob-
lem with North Korea’s SOC is that it is building, maintaining, and managing
industrial infrastructure on the basis of construction principles with limited in-
vestment resources under a planned economy.

2. Current Status of SOC
a. Electricity

Chairman Kim Il-sung stated, “We should give priority to the energy industry
because there is no part of the North Korean economy that does not use electricity.
... Either in peacetime or wartime, without electricity, we cannot produce
anything.”* Likewise, North Korea has recognized the development of the en-
ergy industry as the first priority for creating normalized and sustainable
production, developing a successful economy, and supporting a technical and
cultural revolution. Thus, the objectives of the North Korean energy industry are

1 See North Korean Academy of Social Science (1985).
2 See Bang Wan-joo (1988, 167).

3 See Kim Su-yeon (1992, 30).

4KoreaWorker's Party Press (1985) Vol. 22. p. 155.
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strengthening the existing electrical facilities so that they are consolidated and
are based on modern technology, thereby making energy systems reasonably
stable; minimizing the electricity deficit by improving energy management; and,
finally, raising the quality of electricity.

As industrial facilities improve technologically, electrical power production
in North Korea is becoming increasingly important. Power production equip-
ment is an important factor in determining the technical level of production.®
Therefore, North Korea evaluates the energy industry as “the frontline of build-
ing socialism” in 2000 and “the most important factor of building [a] socialist
economy” in 2001 while also claiming the energy industry should lead eco-
nomic breakthroughs.®

North Korea holds a mass rally for twelve days (starting 6 January) in every
city and province to create the 2003 joint editorial and also allow the Cabinet
Assembly to meet. Through those kinds of assemblies, North Korea emphasizes
raising factory operation rates by maintenance and modernization of the exist-
ing electrical facilities.

In 2000, Chairman Kim Jong-il visited the Naepyong power plant, the Anbyeon
Youth Power Plant, and the power plant built by People’s Army Unit 308 for
field guidance. In 2001, he visited the Taechon Power Plant and the Beoman
Power Plant for field guidance. Most regional authorities placed improvements
to the energy industry on their 2003 objective lists:

- Pyongyang: Increase power generation and timely completion of the
Pyongyang and East Pyongyang Power Plants.

- Jagang Province: Expand the construction of Kanggye Youth Power Plant,
Jangja River Power Plant, Wuiwon Power Plant, and Heungju Youth Power
Plant.

- Ryanggang Province: Construct small- and middle-sized power plants.

- Kangwon Province: Complete the power generator for the Anbyeon Second
Unit Youth Power Plant and Wonsan Youth Power Plant in a timely manner.

- North Hwanghae Province: Normalize small- and middle-sized power gen-
erators and the expansion of the construction of Yeseong River Power Plant.

- North Hamgyong Province: Complete the second phase of construction of
Orangchon River Youth Power Plant and Suseongcheon (stair-type) Power Plant.

- North Pyongan Province: Increase operating capacity of power generators

5 See Choi Woon-suk (1992, 13).
5Thejoint editorial of Rodong Snmun (Workers' Daily), Choson |nmingun (Choson People’ sArmy),
and Youth Junwi (January 2002).
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in Taechon Fourth Unit Power Plant and Supung Power Plant, and construction
of small- and middle-sized power plants.

- South Pyongan Province: Reinforce the Bukchang Thermal Power Plant’s
generating capacity.

Since the inception of the socialist regime, North Korea’s energy policy has
pursued a balanced development of hydroelectric power generation and thermal
power generation to overcome the concentration on hydroelectric power
generation, which is more than 90 percent. North Korea’s plan was to raise the
proportion of thermal power generation to 32 percent in its first Seven-Year Plan
and the supplementary years (1961-1970). However, this effort brought the rate
up to only 18 percent, resulting in a dependency on hydroelectric power until the
late 1960s.

In the 1970s, North Korea concentrated on constructing thermal power plants
in hopes of creating a balance between thermal and hydroelectric power. As a
result, thermal power generation rose to 43 percent after the first Six-Year Plan
(1971-1976). North Korea further increased the proportion of thermal power
plants in the second Seven-Year Plan (1978-1984) to 68 percent by 1984. The
third Seven-Year Plan aimed at building the Taechon power plant and increasing
energy production. However, most of the power production goals assigned by
the economic plan were not achieved. (See Table 6-1.)

Table6-1. Stated Goalsfor the Energy Sector

Classification | Duration Goals

- Increase power generation to 28-30 billion kWh.

- Complete construction of Seodusu Power Plant, initiate construction of
Geumseong Hydroelectric Power Plant and Gicheon Power Plant, and normal-
ize small- and middle-sized power plants.

- Maintain and repair electric power supply system.

- Expand campaign for energy conservation.

- Increase power generation to 56-60 billion kWh.

Six-Year Plan | 1971-1976

Second - Complete construction of Daedong River Power Plant, Wuiwon Power Plant,
Seven-Year 1978-1984 and Huichon Second Unit Power Plant.
Plan - Increase power cable transmission site following the expansion of newly estab-

lished industrial centers.
- Increase power generation to 100 billion kWh by building hydroelec tric plants.

Third
' - Complete Taechon Power Plant construction and increase small- and middle-
Seven-Y ear 1987-1993 . .
B sized hydroelectric plants.
an

- Increase thermal power plants using low-heat briquette.
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North Korea turned its attention to thermal power plants because of the ad-
vantages in construction cost, duration, and number of workers required for plant
operation. Thermal power plants also seemed advantageous because of North
Korea’s vast coal resources. Moreover, during the dry season, the operating
capacity of hydroelectric power plants drops, thus severely decreasing the amount
of power generated. For all those reasons, North Korea needed to develop bal-
anced sources of power.

Geographically, North Korea has abundant water resources and large quanti-
ties of anthracites that can be used for hydroelectric generation. The annual
water resources are estimated to be 55.6 billion tons, 85 percent of which is for
industrial use. Most of the industrial water is used for hydroelectric power
generation. The total amount of water used for hydroelectric power is about 43
billion tons. The potential hydroelectric generating capacity of North Korea is
about 8.3 million kilowatt-hours (kWh) and developable hydroelectric power
per square kilometer (km?) is 77.4 kilowatts (kW). The rate of developable hy-
droelectric power per km?is comparatively higher than the world average of 50
kw.

Thermal power generation also seems natural to North Korea because of its
wealth of high heat-value anthracite. For this reason, North Korea’s thermal
power plants are situated around major anthracite production sites: the mines at
Sunchon, Deokcheon, Bukchang, Kaechon, Kujang, and Daedong in the Pyongan
Province. The Chongchon River Thermal Plant is located in the Anju mining
area, and Chongjin Thermal Plant is located in the northern mining area in the
North Hamgyong Province. In terms of aid from neighboring countries, thermal
power generation was assisted by the Soviet Union, and hydroelectric genera-
tion was aided and jointly conducted by China. In 1999, the capacity of North
Korea’s electric facilities was around 7.4 million kW, and electricity production
was 19 billion kwh. The capacity of North Korea’s generating facilities and
electricity production are respectively 16 percent and 8 percent that of South
Korea’s. When comparing North and South Korea’s hydroelectric power
generation, one realizes that North Korea’s is around 4.45 million kW higher

Table 6-2. Capacity of North Korea's Power Facility and Electricity Statusby Year

1974 1985 1990 1996 2001

Generating Capacity (10,000 kW) 433 595 714 739 775

Generated Amount (100 million kWh) 174 251 277 213 202
Hydroelectric 97 123 156 125 -
Type Thermal 77 128 121 88 -
Nuclear - - - - -

Source: Korea Development Bank, Industriesin North Korea (2002, 261).
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than South Korea’s 3.15 million kW. Thermal power generation of North Korea
is 2.95 million kW lower than South Korea’s 50.94 million kW. North Korea
has no nuclear power generation, but South Korea’s nuclear power generation is
about 13.7 million kW.

As mentioned earlier, North Korea is currently expanding the construction of
small- and middle-sized power plants under 1 million kW to supply electricity
for small-scale regional factories and households. The construction of small-
and middle-sized power plants began in August 1982 after Kim Il-sung ordered
most to be built. It is estimated that since 1996, about 6,700 small- and middle-
sized power plants have been constructed across North Korea (Table 6-3).
However, most of them are small-sized power plants (under 100 kW) for re-
gional electricity supply and, consequently, are not helpful in stabilizing the
power supply. Therefore, North Korea is focusing on building a limited number
of small- and middle-sized power plants with improved power-generating
capacity.

North Korea reported that about forty small- and middle-sized power plants
were erected in 2002, and an estimated twenty to thirty were constructed in
2003.

According to a report by the Korean Central Broadcasting Station, North
Korea is able to supply power for household electric heating and factories in
small towns and districts, as well as irrigation water to paddy fields and dry
fields. The newly acquired power-generating capacity is several tens of thou-
sands of kW and scores of small- and middle-sized power plants are in the final
stages of construction.” North Korea has also built seven wind-powered genera-
tors with the help of the Nautilus Institute from the United States. The genera-
tors are reported to be in operation, but the generating capacity is only nine kW
per unit.

Table 6-3. Construction of Small- and Middle-Sized Power Plants

Until 1996 1997 1998 2000 2001 2002 Totd
Number of Plants 185 300 5,000 130 80 40 6,735
Total Generating
Capacity (kW) 90,000 60,000 36,000 26,000 18,400 - 310,400
Average Generating
Capacity Per 486 200 7 200 230 - 46
Generator (kW)

Source: The Ministry of Unification, Weekly Newsletter on North Korea, no. 612.

”Ministry of Unification, Weekly Data on North Korea, no. 616 (1-7 November 2002).
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North Korea’s hydroelectric generation facilities include these power plants:
Seodusu, Unbong, Wuiwon, Huichon River, Jangjin River, Kanggye Youth,
Bujeon River, Taepyongman, and Daedong River, plus the 0.7 million-kW-ca-
pacity Supung Power Plant. Hydroelectric power plants in construction as of
1991 were these: Taechon, Mt. Kumgang, Kumya River, Huichon River, and
Nam River. (See Table 6-4.) Taechon Power Plant is one of the four Nature
Improvement Projects proposed at the fourth plenary session of the Sixth Cen-
tral Committee of the Korean Workers’ Party. Currently, it is in the first stage of
construction. Mt. Kumgang Power Plant in Tongcheon generates an estimated
0.8 million kW and, when completed, will be the largest hydroelectric power
plant in North Korea.

Major thermal plants in North Korea are Pyongyang, Eumgi, Chongchon
River, and Sunchon, as well as the Bukchang Thermal Power Plant that pro-
duces 1.6 million kW. The Bukchang, Pyongyang, and Unggi Thermal Power
Plants were built with the aid of the Soviet Union.® Those plants use coal for
fuel, except Eumgi Thermal Plant, which uses only heavy oil. During the third
Seven-Year Plan (1987-1993), power plant construction in Eastern Pyongyang,
Anju, Sariwon, Haeju, December, and Kimchaek was planned. However, very
few of them, including the Eastern Pyongyang Thermal Plant, are in partial
operation.

The North Korean government has long shown interest in nuclear power
generation in its pursuit of a self-reliant energy policy and, therefore, has great
expectations for nuclear power plants. It believes nuclear power could contrib-
ute to solving the energy crisis it faces, allowing the country to maximize its
abundant uranium reserves and not to depend on oil imports. In the third Seven-
Year Plan, North Korea announced that it would build a 0.44 million kW nuclear
power plant with the assistance of the Soviet Union. However, that plan has
been delayed because of the disintegration of the Soviet Union and the ensuing
economic stagnation there.

It is said that North Korea has no nuclear power plants, but it does operate
one 5,000 kW pilot nuclear power plant in Yeongbyeon, at which construction
started in 1979 and operation began in 1986. The pilot power plant was modeled

8 The generating facilities aided by the Soviet Union are reported to be Supung Power Plant (0.7
million kW), Pyongyang Thermal Plant (0.5 million kW), Bukchang Thermal Plant (1.6 million kW),
Unggi Thermal Plant (0.1 million kW), east Pyongyang Thermal Plant (50,000 kW), Sonbong Thermal
Plant (0.2 million kW) and Chongjin Thermal Plant (0.15 million kW). For details, see Alexander
Timonin (1996).
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Table 6-4. Hydr oelectric Power Plantsin North Korea

. Capacity | Construction
Name Location (10,000 kW) . Features
Sakju, N. Pyongan 50% of generated power is transferred
Supung . 70 1941-1944 )
Province to China
Daeheungdan, .
Seodusu . 39 1941 Interchangeable drainage area
Ryanggang Province
) ) Huichon County, S. )
Huichon River . 39 1940-1943 | Toshibaof Japan
Hamgyong Province
R Yeonggwan County, ) ' .
Jangjin River ; 39 1938 Fifth unit was completed in 1967
S. Hamgyong Province
Bujeon Ri Sinheung Courty, S. 23 1932 G technol
ujeon River Hamgyong Province erman technology
Buryeong, Chongjin ) ) )
Buryeong City 4 1940 Stair type, interchangesble drainage area
) Manpo City, Jagang Was initiated by Japan (1937),
Dokro River Province o 1959 completed with aid from Soviet Union
Manpo City, Jagan Was initiated by Japan, completed b
Kanggye Youth po b, Jgang 25 1964 y = P Y
Province North Korea
Jaseong County, North Korea-China joint project;
Unbong . 20 1970 - .
Jagang Province 50% of 0.4 million kW is tunnel type
o Sadong Digtrict, )
Mirimgabmun 8 1982 Daedong River floodgate
Pyongyang
Bonghwagab Kangdong Courty, 2 1983 Daedong River floodgat
onghwagabmun Pyongyang long River floodgate
Deedonq Ri Deokcheon County, 2 1083
ong River S. Pyongan Province
Taepyongman N. Pyongan Province 10 1987 North Korea-China joint project
Taechon Cotnty. N Interchangeable drainage area, joint
Taechon aechon Lounty, . 35 1988 | facilitieswith China (North Korea
Pyongan Province .
capacity)
) Wian County, 50% of power generated transferred to
Wuiwon . 39 1990 )
Jagang Province China
_ Kangdong County,
Nam River 14 1993 North Korea's own technology
Pyongyang
Anbyeon County, Most recently completed power plant,
Anbyeon Y outh y .y 10 2000 y comp . powerp
Kangwon Province plans for further expansion
Total 405

Source: Data are developed from Jung Woo-jin (1996) and Korea Electric Power Corporation (1998).
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after the Calder Hall Nuclear Power Plant with a cooling system. It uses graph-
ite and carbon dioxide as moderators and natural uranium for fuel.

Table 6-5. Status of Thermal Power Generation in North Korea
(unit; 20,000 kW)

Name Location Capacity Features
Bukchang, S. Completed construction of first unit in 1972 and second unit in
Bukchang 160 .
Pyongan 1984; largest power plant in North Korea

Pyongyang Plains of Pyongyang 50 | Completed in 1970; aided by USSR; uses waste heat
Unggi County,

Sonbong N. Hamgyong 20 | Completed in 1977; aided by USSR; uses petroleum
Chongchon | Anju County, )
River S. Pyongan 20 | Completed in 1977
Chongjin Chongjin city 20 | Completed in 1986; aided by China
Sunchon County, ) ) ) )
Sunchon 20 | Located in Sunchon Vinylon Factory; aided by China
S. Pyongan
Eastern Nangnang District, Construction started in February 1989 to be completed within the
Pyongyang Pyongyang 5 near future
December Dagean District, ]
Power Plant | Nampo city 5 Completed in 1996
Total 300

Source: Data are developed from Jung Woo-jin (1996) and Korea Electric Power Corporation (1998).

North Korea seems to face electrical shortages caused by the halting of crude
oil donations by the Korean Peninsular Energy Development Organization
(KEDO), because most of the thermal power plants use crude oil from KEDO.
The donated crude oil is consumed at Sonbong, Cheonjin, Sunchon, Bukchang,
and Hwanghae Thermal Power Plants, while Pyongyang and Eastern Pyongyang
Thermal Power Plants use subsidiary fuels. Although North Korea planned for
increased production of electricity in 2002 through completion of Geumjin River
Sixth Unit Youth Power Plant and Anbyeon Second Unit Youth Power Plant,
plus construction of small- and middle-sized power plants, electricity shortages
are explained by stagnation of coal production, poor transport systems, and a
decrease in rainfall.

North Korea’s current plan for increasing electricity production is broken
into three phases starting in 2003 and ending in 2005. It is called the Three-Year
Plan for Solution of Fuel and Energy Problems (2003-2005). In that plan, North
Korea actively supports use of coal for production of electricity, consolidation
of the transportation system, construction of small- and middle-sized power plants,
repair and improvement of power plant facilities, and development of alterna-
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tive energy sources. Also, Kim Jong-il encourages production of electricity
through field guidance at Kumya River Power Plant, Hungju Youth Power Plant,
Orangchon River Power Plant, Eunhung Youth Power Plant, and military-oper-
ated small power plants such as the People’s Army Unit 841 Sungri Power Plant
and People’s Army Unit 549 Eundok Power Plant. It is also known that when
Kim was on field guidance at Orangchon River Power Plant on 20 July 2003, he
strongly emphasized collaborative work between the national and provincial
power plants despite shortage of resources after the economic settlement.
North Korea’s energy budget reported a positive change of 12.8 percent from
2002 to 2003. According to an industrial report from the government released on
7 December 2002, maximum electricity production has been achieved in ther-
mal and hydroelectric power plants, as well as the achievement of modernizing
the electricity supply. However, it is believed that actual normalization is limited.

b. Railroads

Railroads are North Korea’s major means of transportation, with roads as an
accommodating means. Railroads are responsible for 90 percent of freight and
60 percent of passenger traffic. North Korea actively constructed railroads to
establish a transportation network for economic purposes and to restore the rail-
roads built by the Japanese during the colonial period.

Kim llI-sung commented on the importance of railroads, saying, “In order to
build a new country, we need to rebuild the destroyed industries and to achieve
economic prosperity. To that end, we need to restore the railways, which are the
national arteries, and [to] normalize transportation.”® Kim also stated, “The rail-
way system can be compared to the circulation of blood in our bodies. Stable
operation of the railway will guarantee agricultural and industrial productivity,
allowing prompt construction of a democratic economy and guarantee people’s
lives.”%® Such statements from Kim Il-sung show the significant status and role
of railroads to the North Korean economy.

North Korea emphasizes the railroad as a means of transportation because of
its mass transportation capacity, timely manner, and low cost. The average trac-
tion weight of electric locomotives in North Korea is about 1,300 tons, which is
comparatively higher than the 1,000-ton average loading ability of North Korea’s
coastal maritime transport. The cost of railroad transportation in North Korea is

9 Korean Worker’ s Party Press, Collection of Kimll-sung’' sWritings, Vol. 1, 398.
10 K orean Worker’ s Party Press, Collection of Kiml-sung’ sWritings, VVol. 2, 294.
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reported to be 34 percent and 53 percent of automobile and maritime transport,
respectively. The average transport distance of North Korean railroad freight is
about 160 kilometers (km), fifteen times the automobile freight transport dis-
tance and 1.7 times the coastal maritime transport distance.

The basic direction for the transportation system in North Korea was set in
December 1977, at the first session of the Sixth Supreme People’s Assembly.
Kim ll-sung proposed the development of a centralized and containerized trans-
portation system and stressed the need for connecting transport systems. He also
stressed his desire to improve the railroad’s overall transport ability through
electrification and automation of signals, as well as increased production of
railroad cars and new tracks.* Thus, the basic direction of North Korea’s rail-
road policy is to ensure stable and consistent transport for “the people’s economy”
by strengthening the physical and technical aspects of the railroad, which would
carry out a central role in executing the development plan. (See Table 6-6 for a
comparison of railways in North and South Korea.)

Moreover, North Korea established a militaristic set of rules and orders to
strengthen the teaching and to control ideology in the railroad sector. Such rigor-
ous emphasis implies that the freight transport ability has reached its limit and
that the antiquated railroad facilities are hazardous. North Korea created rules
and orders and increased transport by establishing such campaigns as the “100-
Day Battle” and the “No Accident on the Railroad” campaigns. It is also operat-
ing the military-like Youth Battalion as part of the railroad construction project.’

Table 6-6. Comparison of Railwaysin South and North Korea

Classification South Korea North Korea
Length of route (km) 3,125 5,224
o Length (km) 661 4,211
Electrification Electrification rate (%) 21 81
Length (km) 901 156
Dual gauge Dual gauge rate (%) 29 3

Source: Internal data of the Korea Transport Institute.

1 According to the definitionsfrom the Choson Unsusa (the History of North Korean Transportation),
“Centralized transport system refersto cars with large-scal e cargos such as minerals and coal that are
linked to trainsthat go directly to their destination without stopping for loading or unloading. Contain-
erized transport system refersto atransport system that circul ates cargosfrom factories and enterprises
in standardized containers. Connecting transport system refers to a system using the coordination of
different kinds of transport such asrailway, automobilesand ships.” Park Man-hyup (1988, 401-2).

12 After the initiation of the Y outh Mechanized Company for Pyongyang Railway Unit under the
Pyongyang Railway Department in March 1973, a'Y outh M echanized Company was organizedin all
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The total length of all railroad tracks in North Korea at the end of 2001 was
5,224 km, including the narrow-gauge railway. This 20 percent increase is from
1965. South Korea’s total length of rail was 60 percent of this figure, at 3,125
km.

The allotment rate of transportation vehicles, which is an indicator of struc-
ture of transportation methods, shows that the railroad is responsible for 92.8
percent of freight per transport ton/km in North Korea, which is more than four
times the 20.0 percent level of South Korea. North Korea’s passenger rate is
twice that of South Korea.

The electrification rate of North Korea is 81 percent, comparatively higher
than South Korea’s rate of 21 percent. The high rate results from adapting the
railroads to North Korea’s geographical features and energy supply. Single-track
lines make up 98 percent of all rails and have a low operation speed because of
age and inferior quality.

North Korea signed the North Korea—China Railway Operation Agreement
on 25 January 1954. This agreement allowed for the operation of passenger
trains from Pyongyang to Beijing beginning 3 June 1954. Along with the Sinuiju—
Dandong line that connects Pyongyang to Beijing, the Manpo—Jian and Namyang-—
Tumen lines are in operation. The Chongjin—-Namyang—Tumen line uses the
Chongjin Port as the point of intermediate freight transport between Japan and
Guilin, Liaoning, and Heilungjang in China.

In October 1983, the Sinuiju—Dandong line started its passenger operation
along the Pyongyang—Beijing section, which was operated solely by China. The
line runs Pyongyang-Sinuiju—Dandong—Tianjin—Beijing. The total length is 1,
347 km, the run takes about 22 hours, and it is a shuttle service operated four
times a week.

The Namyang—Tumen line was made in the 1960s by the Borderline Travel
Train Operation Agreement to ensure the movement of borderline residents in
North Korea and China. However, because of the frequent incidents of North
Koreans escaping to Manchuria on this line during the 1990s, North Korea uni-
laterally closed it down. However, the agreement is still standing.

The Hongui line, an international railway connecting with Russia, was estab-
lished in 1963 and linked Hongui to the Tumen River. It connects the Hambuk
line with Khasan Station in Far Eastern Russia. It is connected to Russia’s Sibe-
rian Railroad, which has a run of Vladivostok—Khabarovsk—Irkutsk—-Omsk, and

railway unitsunder al railway departmentsincluding Hamhung, Chongjin, and Kaechon. Also, fatigue
parties such as the 25 April Battalion and Pibada (Sea of Blood) Royal Guards were organized to
improve productivity.
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is operated under mutual cooperation of the North Korea—Russia Joint Border-
line Railway Commission. This line seems to be used mostly for freight from
Russia. Since April 1987, a 10,214-km, weeklong shuttle service of interna-
tional passenger trains running Pyongyang—Khasan—Khabarovsk—Baikal-Mos-
cow has been provided twice a week.

North Korea’s geographical borders with Russia and China allow for its rail-
road connection with those two countries, and this network is used for transpor-
tation of international freight and passengers. The International Transportation
Office of the Department of Railway is in charge of the national railway operation.
The international transport centers are located in Sinuiju, Manpo, Namyang,
and the Tumen River area.

Before independence, North Korea operated six lines to China and one line
to Russia; but after the Korean War, three of the China lines were destroyed.
Currently, four international lines are operating: three China lines, Sinuiju—
Dandong, Namyang—-Tumen, and Manpo-Jian; and one Russia line, Tumen
River—Khasan.

The transport ability of trains in North Korea continued to rise until the 1980s
because it improved facilities and large-scale equipment. As a result of the eco-
nomic crisis during the 1990s, transport ability is now static.

Major freight items carried on railroad are coal (32 percent), minerals (12
percent), and construction materials (8 percent), followed by metal (6 percent),
lumber (6 percent), grains (4 percent), and chemical fertilizer (3 percent). The
regional distribution of freight transport shows that only four provinces carry out
80 percent of all freight transport in North Korea: South Pyongan Province (30
percent), North Hamgyong Province (24 percent), South Hamgyong Province
(17 percent), and North Pyongan Province (10 percent). North Korea allocated
eighty central freight stations around the country, including cities such as
Pyongyang, Kaechon, Hamhung, and Chongjin. Those sites include facilities
such as trailers, cranes, warehouses, and loading and unloading sites, but no
means of transportation would carry freight from producers to stations and from
stations to users and consumers.

North Korea’s major rail lines consist of ten key lines and ninety branch
lines. The major west lines connecting the west side of the Korean peninsula are
the Pyongui line and the Pyongbu line. On the east side are the Pyongna line,
Mt. Kumgang Youth line, and Hambuk line. The major inland lines—Manpo
line and Mt. Paekdu Youth line—connect inland cities, while the east-west lines—
Youth Icheon line and Pyongna line—connect the east and west side of North
Korea. Tables 6-7 through 6-11 show the status of major east-west express rail-
way lines.



130 | Part Il. Industrial Management and Problems

Table 6-7. Railroads of the West Lines

Name Block Distance (km) Notes
Pyongeui Pyongyang-Sinuiju 225 Became electric in 1964
Pyongbuk Chongju Y outh-Cheongsu 121
Baegma Baegma-Southern Sinuiju 44
Pyongbu Pyongyang—Kaesong 187
Pyongnam Pyongyang—Pyongnam Hot Spring 90
Pyongdeok Deokcheon—Kujang Youth 192
Table 6-8. Railroads of the East Lines
Name Block Distance (km) Notes
Completed railroad construction
Pyongna Ganri-Rgjin 781 in the Pyongyang-Chongjin block
in 1992
Sinheung Hamhung-Bujeon Lakeside 92 Became electric in 1992
Deokseong Sinbukcheong Y outh-Sangri 52
Huichon Dancheong Y outh-Honggun 80
Provides heavy transport of
Geumgol Y eohagjin-Geumgol 63 minerals from Sangunsong to
Omongri
Hambuk Banjuk/Hoeryong-Rgjin 327
Used for transport of iron orein
Musan Mt. Gomu Y outh-Musan 58 .
Musan Mine
Kangwon Kowon-Pyonggang 145
Mt. Kumgang o )
Youth Anbyeon-Mt. Kumgang 102 Began operation in April 1997
Table 6-9. Railroads of the East-West Lines
Name Block Distance (km) Notes
Y outh Icheon Pyongsan-Sepo Y outh 141 Began operation in 1972
o Opened Chongjin-Rajin block
Pyongna Ganri-Rajin 781 in 1965
Table 6-10. Railroads of the Inland Lines
Name Block Distance (km) Notes
Manpo Sunchon-Manpo border line 303
. Connects the Cheongsu line and
Youth Pawon | Kujang Youth-Palwon Y outh 40 .
Manpo line
Kanggye Kanggye-Nangnim 57




Chapter 6 Social Overhead Capital | 131

Table 6-10. (Continued)

Name Block Distance (km) Notes
Mt. Paekdu - Began operation in 1990
Youth Kilju Y outh-Hyesan Y outh 142 (eectric railroad)
Baekmu Baekam Y outh—Musan 187
B ) Used for visiting Kim Il-sung's
Samjiyeon Wilyeon-Motga 82 .
battle site
Table 6-11. Railroads of the West Circular Lines
Name Block Distance (km) Notes
Hwanghae ) )
Youth Sariwon Y outh-Hagju port 100
Used for transport of iron orein
Eunnyul Eunpa—Cheolgwang 118 Eunnyul Mine
Baecheon Jangbang—Eunbit

The recent status of freight transport on major lines is as follows.

(1) Pyongbu Line. Pyongbu line refers to the 187-km line from Pyongyang to
Kaesong. Hwanghae Joint Iron Mill, 8 February Cement Joint Enterprise, Sariwon
Textile Factory, and Hwangbuk District Anthracite Collective Enterprise are
located along this line. Freight transport on this line carries freight from those
enterprises, mines, and plants. Coal takes up the highest percentage of carried
freight, and raw metals such as pig iron and steel materials are transported in the
Pyongyang direction.

There are six central freight stations: Kaesong, Pyongsan, West Sariwon,
Seoheung, Hwangju, and Junghwa. West Sariwon station is in charge of freight
from Sariwon city and the Bongsan area. The major freight is anthracite, fertilizer,
steel, lumber, construction stone, sand, and gravel. Kaesong station is in charge
of freight from Gaepung, Panmun, and the Jangpung area. Major incoming freight
is anthracite, fertilizer, salt, steel, and cement. Major outgoing freight is con-
struction stone (granite) and scrap iron.

(2) Pyongui Line. The Pyongui line extends for 225 km, connecting Pyongyang
to Sinuiju. The whole line became electric in August 1964. With the change to
electric power, its transport capacity and transit ability improved. There are seven
central freight stations: Sinuiju, Yongcheon, Dongnim, Chongju, Sinanju,
Sukcheon, and Seopo.

This railroad passes through the industrial areas of Chongchon River and
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Sinuiju, Bukjung and Nakwon Joint Machinery Enterprises, Yongampo Shipyard,
Chongchon River Thermal Plant, and Anju District Joint Mining Enterprise.
Major transport items are coal, minerals, metal, wood, and cement. Anthracite
from Kaechon and Soonchun is sent to Pyongyang, and bituminous coal from
Sinuiju and Anju is sent to Chongchon River Thermal Plant. Sinuiju station is a
border station that crosses over the Yaru River, connecting with Dandong sta-
tion in China. Sinuiju station handles freight intended for export and import. The
major export freight is anthracite, while the major import freight is coking coal.
Imported coking coal is supplied to the Hwanghae Joint Iron Complex by way
of Sinuiju station and Jangcheon station of the Songrim line.

(3) Pyongna Line. The Pyongna line passes through Sunchon-Kowon-
Hamhung-Dancheon—-Kilju—Chongjin and continues on to Rajin. It is respon-
sible for 85-90 percent of all west—east freight exchange. This line became elec-
tric during the Six-Year Economic Plan (1971-1976), which improved its trans-
port capacity. Seventeen stations are on this line, including Kowon, Hamheum,
and Rajin.

Most of the freight carried on this line consists of fuel and raw materials such
as coal and minerals used in factories and enterprises, as well as construction
materials, fertilizer, and metals that are produced from those facilities. Coal is
disbursed from Sunchon Joint Cement Factory throughout the country, includ-
ing to Nampo port, a major export harbor. Metal is sent from major industrial
areas in the east, such as Kimchaek Joint Iron Complex, to major factories in the
west.

The Pyongna and Kangwon lines are directly connected to the plateau cen-
tral freight stations and to the Youth Icheon line. Thus, the Pyongna line is par-
tially responsible for the east—west freight. Freight items include imported cok-
ing coal and wood, minerals, metal, fertilizer, and marine products. Coking coal
is imported from China through Namnyang station of the Hambuk line and sent
to Hwanghae Joint Iron Complex by way of the Kangwon and Youth Icheon
lines. Chemical fertilizers are sent from Hamhung area to the plains in North
and South Hwanghae Provinces. Grains are produced in the plains of North and
South Hwanghae Provinces and sent to the east coast.

Hamhung station is connected to the Sinheung Youth and Jangjin lines, and it
handles freight to the Hamhung industrial area. The major incoming shipments
are of coal, minerals, building materials, salt, and fuel. The major outgoing freight
is chemical fertilizer, chemical products, building materials, and other industrial
products.

Banjuk station is near Chongjin station and is connected to the Hambuk Line,
a circular line of North Hamgyong Province. This railroad is particularly impor-
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tant because it links foreign shipments from China and Russia in the border
areas. Major freight items are coal, wood, minerals, fertilizer, cement, and ma-
rine products. The Rajin freight station is connected to the Hambuk line and
transports fuel and material supply to the Rajin-Sonbong industrial area and
products made in Rajin-Sonbong throughout the country.

The Pyongna line is mostly connected with maritime transport and runs be-
side Rajin, Chongjin, Kimchaek, and Hamhung ports along the east coast.
Hungnam port is connected to factories and enterprises in the Hamhung area,
including Hungnam Joint Fertilizer Enterprise, Buryeong Joint Alloy Steel
Enterprise, Hungnam Refinery, and Yongseong Joint Machinery Enterprise.
Dancheon port is connected to Dancheon Magnesia Factory and Dancheon
Refinery. Factories in the Kimchaek area, such as Songjin Joint Steel Complex
and freight factory within Songjin, are connected to Kimchaek port. Chongjin
Steel Complex and Kimchaek Joint Iron Complex are connected to Chongjin
port, and freight of the Tumen River area is collected in the Rajin-Sonbong port
for joint transport.

(4) Manpo Line. The Manpo line traverses the Gwanseo area and connects
the western plains with Kanggye and Huichon, which are military industrial
areas. The Manpo line became electric in 1980. It plays an important role in the
freight transport of mining areas, such as Kaechon and Kujang, and mechanical
industrial centers, such as Huichon, Jeoncheon, Kanggye, and Manpo.

The basic cargo along the Manpo line is coal and wood. The coal is produced
at the Kujang and Joyang mining areas and is then sent to major factories and
enterprises throughout Kaechon and Kujang. A lumber refining workshop is lo-
cated in the Unbong area, which distributes hundreds of thousands of tons of
wood nationwide over the Manpo line.

The Manpo and Kaechon lines are connected at the Kaechon central freight
station. Because of the branching of the Joyang Mining line, 70 percent of the
freight is coal. Kujang central freight station is an important transportation point
because this is where the Youth Palwon and Pyongdeok lines cross. It handles
coal and cement, as does the Kaechon station.

(5) Hambuk Line. Bordering China and Russia, the Hambuk Railroad plays
an important role in foreign import and export. It has five central freight stations:
Sonbong, Saebyeol, Onsong, Hoeryong, and Buryeong. At the border, the
Hambuk line is connected to Namnyang and Tumen stations in China. The
Hongeui line, a branch line of the Hambuk Line, is connected to Khasan station
of Russia through the Tumen River station. The major freight items are coal,
minerals, wood, crude oil, chemical fertilizer, and coking coal. Coal from



134 | Part Il. Industrial Management and Problems

Hoeryong coal mine, Secheon coal mine, Musan mine, and Onsung mine is
transported jointly by the Hoeryong Mine line, Musan line, and Hambuk line.
Major foreign trade freight is magnetic iron concentrate, magnesia krinka, col-
ored metal, and colored metal concentrate.

Hoeryong station is the branching-off station of the Hoeryong Mining line
that delivers products from the Hoeryong Mining line area and nearby coal mines
such as Gungshin, Secheon, Dongpo, and Sungpyong mines to areas around the
country; it mainly handles coal and minerals. Buryeong station is adjacent to
Gomusan station and delivers freight from the Musan line, steel concentrates
from Chulseong Station, and cement from Gomusan Cement Factory.

Onsung central freight station is near Namnyang station and plays an impor-
tant role in handling freight imported to and exported from China. Major import
freight is coking coal, and major export freight is steel concentrate, talcum powder,
steel material, and various marine products. The Tumen River station intermedi-
ates trade with Russia. Major imported freight is wood and crude oil, and major
export freight is magnesia krinka, chemical fertilizer, steel, colored metal, and
colored metal concentrate. Freight imported from Tumen River station is carried
to Rajin-Sonbong by both rail and maritime transport.

In joint editorials printed in Rodong Simmun (Worker’s Daily), Choson
Inmingun (Choson People’s Army), and Youth Junwi on 1 January 2003, North
Korea emphasized both railroad transportation and electricity, as well as the
coal and metal industries, as major parts of the people’s economy, and it empha-
sized the necessity of renovation in those categories.

As a result, North Korea’s first-quarter railroad policy stressed moderniza-
tion and information-oriented propulsion. On 5 January, a meeting commemo-
rating the field guidance of Chairman Kim Jong-il at Kim Jong-tae Electrical
Locomotive Factory in January 2002 was held to discuss production and techni-
cal renovation of railroads. Also, in the Cabinet Assembly suggestions for im-
proving the railroad system were presented to accomplish the goals of the New
Year joint editorial mentioned above.

Kim Yong-sam, the Minister of Railroads, spoke at the National Railroad
Labor Convention in February 2004: “Through improvement of transportation
organization and leadership we can normalize railroad transportation. This will
reinforce national defense and increase security, first and foremost of
transportation, and improve delivery of both everyday resources such as elec-
tricity and coal, and also metal industry resources in a timely manner.” Those
comments reinforce the importance of a technical base and the modernization of
railroads according to the demand of the information industry’s era. His speech
implies that the railroad has an important role and position for national security.
But rail freight transport is not ensured a timely scheduled operation or helpful
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economics. The Central Committee of the Korea Worker’s Party acknowledged
that the government could not provide enough financial resources and other
materials necessary for railroad transportation at the same convention.

At the beginning of the second quarter (April-June), a new motto was an-
nounced by the Central Committee of the Korea Worker’s Party and the Central
Military Committee. The motto commemorated the fifty-fifth anniversary of the
DPRK regime. It encouraged building innovative rules for the railroads, nor-
malizing railroad operation, and propelling modernization of the railroads.

Another significant fact about North Korea’s railroads is that in 2003, North
and South Korea held several executive conferences related to railroad connection,
plus working group meetings about railroad and highway connections. As a re-
sult of those contacts, about 3.5 km of the Kyongui line and about 3 km of the
Donghae line in North Korea have been constructed. North Korea plans to con-
struct a cargo loading station within Kaesong Industrial Complex to connect
with the Kyongui line and Panmunjom station. The new loading station would
be able to transfer and guide additional trains.

In mid-October, North Korea carried out basic research on connections be-
tween the Trans-Korean Railway and the Trans-Siberian Railway by permitting
examination of the railroad between Khasan and Rajin by investigation teams
from the Department of Russian Railroads.

c. Roads

North Korea’s roads are supplementary to railroads and are usually used for
short-distance transportation. Roads are considered “an important aspect of [the]
people’s economy and a means to meet transport demand, guarantee economic
development and ensure convenience for the people.”*®* Kim Jong-il, chairman
of the National Defense Commission, said, “Roads have an important role in
our country’s economy and the convenience of the people. Well-constructed and
managed roads meet increased transportation demand, and guarantee people’s
lives.”

The established principles for road building in North Korea are “solving trans-
portation problems in remote mountain areas, realizing mechanization of rural
areas, and construction of roads that does not encroach on farmland.”** That
road transport is limited to short distances of 30 km.

Most of the roads in North Korea were built during the Japanese colonial

13 Ahn Byung-min, Jun |1-soo, and L ee Je-hoon (1998, 88).
¥ 1bid., 89.
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period but were destroyed and unusable after the Japanese left and were further
destroyed during the Korean War. Like the railroads, roads in North Korea were
constructed by the Japanese for exploitation, such as material transport and mili-
tary purposes. Therefore, after the division of the Korean peninsula, most major
roads went North—South and short distances so they could connect port cities.
Under such circumstances, North Korea repaired roads and built new roads and
bridges in the inland area.

Until the 1980s, roads in North Korea were used primarily as a means of
connecting major railroad stations or ports. The basic policy was that only in
areas without railroad or water networks would the road act as the means of
long-distance transport. However, North Korea is starting to emphasize the im-
portance of road transport, thereby signaling North Korea’s desire to abandon its
railroad-based transportation policy. North Korea assesses that roads are effec-
tive in mobility and speed and can carry freight whenever desired. Also, it is
reported that for shorter distances of 150-200 km, road transport is cheaper in
transport cost; the cost of road construction is less than 10 percent of the cost of
railroad construction.’®

The 1990 North Korea Almanac states that North Korea’s roads (levels 1-V1)
extend about 75,500 km. However, when counting roads of only level 1V and
higher (allowing two-way passage), the total extension of roads in North Korea
is about 23,300 km. The total length of highways in North Korea is 661 km; only
six routes are paved with concrete or asphalt. The second Pyongyang—Nampo
highway, which was begun in 1998 and completed in 2000, is 46.3 km in total
length, with twelve lanes and is paved with asphalt.

There are ten level-1 roads in North Korea, which are Pyongyang—Kaesong,
Pyongyang—Nampo, Pyongyang—Wonsan, Pyongyang-Sinuiju, Pyongyang—
Manpo, Wonsan—Rajin, Bukcheong—Hyesan, Sariwon—Haeju, Wonsan—-Goseong,
and Wonsan—Gimhwa. Although unpaved sections still exist along those roads,
most sections in the Pyongyang—Kaesong, Wonsan—Goseong, and Sariwon—Haeju
routes are paved. The level-I road of Pyongyang—Kaesong runs almost parallel
to the Pyongbu Railroad line. From Sariwon, the level-1 road of Sariwon—Haeju
branches into other roads. Five level-1l roads—Pyongsan—-Huicheon, Pyongsan—
Haeju, Kaesong—Haeju, Hwangju-Songrim, and Geumcheon—-Majeon—also
diverge from this point. Major freight on this route includes agricultural products,
fertilizer, and minerals.

A level-1 road, Pyongyang-Sinuiju, passes over about 100 bridges, including

15 Research Institute of Geographical Studiesof the North Korean Academy of Socia Science (1989,
259).
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the Chongchon River Bridge and Daeryeong River Bridge. Four level-1l roads—
Shinanju—Kaechon, Shinanju—-Nampo, Bakcheon-Chosan, and Chongju—Sakju—
stem from this road. Major freight on this route is agricultural products and
fertilizer. Level-1 roads are narrow in width and are curved, and out-of-date
tunnels and bridges are in serious condition. As shown in Table 6-12, North
Korea’s roads increased by 17 percent over twenty-eight years, from 20,000 km
in 1970 to 23,407 km in 1998. This increase is slower than South Korea’s two-
fold enhancement from 40,244 km in 1970 to 86,990 km in 1998. Although there
could be many reasons for the sluggish road construction, it can be argued that
the railroad-based transportation policy of North Korea is the major reason.

Table 6-12. Progress of North Korea’'s Road Expansion
(unit: kmy)

Y ear 1970 1975 1980 1985 1990 1995 1996 1997 1998
Extension | 20,000 | 20,670 | 21,000 | 21,735 | 23,000 | 23339 | 23369 | 23377 | 23407

Source: South Korean National Statistics Office (1999, 75).
Note: Roads of levelsV and VI are excluded.

In June 1964, North Korea rated its roads from levels | to VI and established
management responsibilities for each type of road.'® Level-I roads refer to roads
connecting the capital city with provincial capitals. Level-11 roads connect pro-
vincial capitals with other provincial capitals, and level-111 roads connect pro-
vincial capitals with cities containing county offices. Level-1V roads connect
cities with county offices to villages, level-V roads connect towns to towns, and
level-VI roads connect villages to villages. The vehicle operational standard of
level-I roads is more than 5,500 vehicles per day, 2,500-5,500 vehicles per day
for level-11 roads, 800-2,500 vehicles per day for level-Ill roads, 300-800 ve-
hicles per day for level-1V roads, and 150-300 vehicles per day for level-V
roads.

The central government is responsible for managing highways and main roads
of levels I-I11, while regional governments are responsible for main roads of
levels IV=VI. The composition of roads by level is shown in Tables 6-13 and 6-
14.

The total road length in North Korea was 60,538 km according to 1982 data.
About 80 percent of those roads were under level IV and were less than 2.5

16 |n June 1964, Kim Il-sung ordered the Department of Internal Affairs and Urban Management
Council to divide the roads into six levels for effective management and road maintenance, while
assigning management responsibilitiesfor each road.
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meters wide, which is not suitable for automobile use. Considering North Korea’s
low rate of road construction, their status probably has not improved much.

Table 6-13. Status of Road Extension by L evel

Leve Number of Routes Length (km) Proportion (%) Pavement Length (km)

Highway 7 682.0 11 682.0
Level | 10 2,289.7 38 921.4
Level Il 29 4,299.6 71 283.3
Level 111 145 5,939.3 9.8 386.8
Level IV 638 8,334.2 13.6 203.3
Level V — 7,697.4 12.6 414

Level VI — 31,7445 52.0 46.9

Total 60,986.7 100.0 2,565.1

Source: Research Institute of Geographical Studies of the North Korean Academy of Social Science (1989,
336).

Table 6-14. North Korea’'sRoad Structureby L evel

Lanes Width (m) ) )
Level Routes Width () |Passage (no. Shoulder |Daily Vehicle
) ) ) Morethan | Morethan | Morethan More than
Level | Roads connecting capital and provinces ) 35 15 3,500
Level I Roads connecting provinces 2 35 1.0 1,500-3,500
Roads connecting province-county,
Level I11 2 30 0.75 500-1,500
county—county
Level IV | Roads connecting county—town 2 2.75 05 200-500
Level V Roads connecting towns 2 25 — 100-200
Level VI | Roads connecting villages 1 — — Under 100

Source: Recreated from Korea Research Institute for Human Settlements (1992, 402).

The purpose of roads in North Korea is (1) to increase automobile transport
in order to achieve normalization of production and construction by supplying
necessary raw materials, industrial materials, and equipment, and (2) to ensure
close connection and balance of production and consumption. Roads should
also reduce the cultural, social, and economic gap between urban and rural areas.
Roads are an important factor in evaluating the level of cultural and technical
development of a country, and roads are thought to play an important role in the

17Kim Jun-gi, Lee Chung-wan, and Oh Mu-il (1991, 11-12).
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cultural and economic development of North Korea.'” Therefore, North Korea
considers roads as “an important component of [the] people’s economy” and “a
means to meet transport demand, guarantee economic development, and im-
prove people’s lives.”

It should be noted that North Korea considers roads an important factor in
winning a war. North Korea has stated, “The more developed roads allow for
greater utilization of the transport system. Through the improvement of roads,
coordination between the front line and the home front will be stronger, which
guarantees high mobility of military activities and creates advantages for victory.
718 Kim ll-sung mentioned several times that the principal goal of road construc-
tion is “to solve transportation problems in mountain areas, mechanize rural
areas, and not encroach on farmland.” Such instructions from Kim Il-sung have
become the guiding principle of road construction in North Korea.

North Korea has seven highways: Pyongyang—Sunan, Pyongyang-Wonsan,
Pyongyang—Nampo, Pyongyang—Kaesong, Pyongyang—Huichon, Wonsan—Mt.
Kumgang, and Sariwon-Sinchon. Their total length is 682 km. The road net-
work in North Korea can be broadly divided into five groups (Table 6-15). There
are two routes in the Yellow Sea group routes: Panmunjom—-Kaesong—
Geumcheon-Sariwon—-Hwangju-Junghwa—Pyongyang—-Sunan—-Sukcheon—
Chongju-Yongcheon-Sinuiju and Haeju-Jaeryeong—Nampo—-Pyongwon.

There are two routes in the East Sea group: Poseong—Wonsan—Hamhung—
Songjin-Kilju—Chongjin—Rajin—-Ungjin—Aoji—-Onsong and Pyonggang—\Wonsan—
Hamhung—Chongjin—Soksari-Huchang.

The routes connecting the east and west are the Pyongyang—Wonsan High-
way and the Jangsangot-Songhwa-Jangyeon—-Nampo—Pyongyang—Kangdong—
Yangdeok—Deokwon route.

There are three northern inland routes: Pyongyang—lcheon—-Goksan—
Yangdeok—Huichon—Chosan, Sinbukcheong—Gapsan—Hyesan, and Yongjamri—
Taechon—-Sangyongpyong—Musan. The west and east of northern North Korea
along the Yaru River and Tumen River are connected by the Sinuiju—Supung—
Chosan—-Manpo-Huchang-Hyesan—Hoeryong—Onsong route.

North Korea mobilized the army, civilian workers, and members of the Work-
ers’ Party for road construction and repair. The government started mobilizing
soldiers in 1974 for construction of the Pyongyang-Wonsan Highway.*® Party
members and workers were mobilized for the construction of regional roads of
levels I-VI. Workers and engineers of forest enterprises were mobilized for for-
est road construction.

18 Kim Su-yeon (1992, 107).
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Table 6-15. Status of North Korea’'sMain Road Networ k

Route Group Notes
Connected to South Koreaand linked to Chinawith the possihility of connecting
Yellow Sea Group with the western coastline highway. Panmunjom—Kaesong-Pyongyang—

Chongju=Sinuiju route and Hagju—Nampo—Pyongwon route.

Passes through Rajin-Sonbong area, Shinpo light water reactor area, and Mt.
Kumgang tour area. Linked with northeastern China and Russia.

The road connecting North Korea's west and east is the Pyongyang-Wonsan
Highway and Jangsangot—Nampo-Pyongyang-Y angdeok—Deokwon route.
Because the Nangnim mountain range crosses through North Korea's central
area, roads are narrow and have a steep gradient.

Built with the purpose of developing natural resources in North Korea and
most of the roads are unpaved. Existing roads are Pyonggang—Chosan,
Pyonggang—Huchanggan, Sinbukcheong-Hyesangan, and Y ongjamri-Musan.
The roads in Sinuiju-Chosan-Hyesan-Onsong follow the borderline of North
West—East Borderline Group Koreaand China, connecting the mountainous areas and borderline areas. Most
are unpaved, are 4-8 meters wide, and have one or two lanes.

East Sea Group

West—East Connecting Group

Northern Inland Group

North Korea manages roads through road management agencies. It estab-
lished a highway management agency in 1978 and placed staffs for major ex-
pressways (levels I-1V). Roads of levels IV-=V are managed by relevant coop-
erative farms and state-owned ranches. Historical battle site roads are managed
by relevant management agencies. In North Korea, there are two Road Protec-
tion Weeks every year: one week in either March or April, and one week in
either September or October, during which everyone is forced to help repair
roads.?® Those weeks are organized by the Department of Social Security, and
instructors are dispatched to construction sites for technical guidance.

d. Ports

The division of the Korean peninsula has meant that North Korea faces geo-
graphical limitation in connecting the east coast and west coast. Because North

19“Kim Il-sung guided the highway construction plan and granted the People' s Army the honorable
task of carryingit out. The People’ s Army started construction for highways according to the order of
the Party in March 1974” (Kim Su-yeon 1992, 110).

21n 1978, Kim Il-sung ordered public participationin the road construction and repair project. “The
project must be carried out by thewhole public. All organizations and enterpriseswith carsand people
should al so participate in the road management of their towns’ (Korean Worker’ s Party Press, Collec-
tion of Kim|l-sung’' sWritings, Vol. 23, 1983, 198).
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Korea’s maritime transport that connects the east coast and west coast must
cross the Straits of Korea, west-east transport is virtually impossible. Therefore,
North Korea’s maritime port policy before the 1960s was limited to improving
and repairing the existing ports and coastal transport networks.

However, after the implementation of the Seven-Year Development Plan in
1961, North Korea focused on maritime transportation and ports. The target of
the Seven-Year Plan in the maritime transport area was to ensure coastal trans-
port and expand connections with railroads, and especially to improve foreign
trade using ships. Important ports such as Nampo, Hungnam, Chongjin, Wonsan,
and Dancheon will be enhanced and equipped with modern facilities to enable
the entrance and exit of big vessels.

Indeed, with the increase in oil imports during the expansion of foreign trade
in the 1970s, the construction of wharves was strongly encouraged exclusively
for crude oil transport and the expansion of loading and storing facilities in harbors.
With such basic goals, North Korea maintained and reinforced existing trade
ports and established new trade ports such as Rajin, Songrim, and Haeju. Inde-
pendent shipbuilding of freighters also started at this time. As a result, according
to the 1990 North Korea Almanac, North Korea’s freight passage capacity in-
creased by sixfold in ten years, from 1980 to 1989, and the loading capacity of
ships increased by scores.

There are eight trade ports, five pelagic marine base harbors, and 30 fishery
ports. The trade ports are Chongjin, Rajin, Sonbong, Hungnam, Wonsan, Nampo,
Songrim, and Haeju. The 1998 data on port facilities show that the wharf facility
is 15.6 km (Chongjin: 5.3 km, Nampo: 1.9 km, Rajin: 2.3 km); the loading
capacity is 35 million tons (8.4 percent of South Korea’s); and the amount of
freight handled is 16 million tons (2.1 percent of South Korea’s). However,
because of the aged port facilities, the usage rate is 3 percent, a sharp contrast to
the 90 percent rate of railway usage and 7 percent road usage. Even in foreign
trade, the excessive freight cost caused by the obsolete port facilities is a hinder-
ing factor in trade expansion between South and North Korea.

Although North Korea’s coastline is about 3,000 km, it is distinctly sepa-
rated into west and east by its geographical characteristics. Thus, organic ma-
rine transport between coastlines is physically impossible. Also, trade with North
Korea’s major trade partners is possible by road and rail, which further hinders
the development of the shipping industry. There are no multipurpose wharves
that can handle container freight. Loading and unloading facilities are not
automated. Outdated facilities, poor management, and lack of information cause
a transport jam even when the amount of freight handled is smaller than capacity.

(1) Chongjin Port. Chongjin Port is located in Chongjin city of North
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Hamgyong Province and was constructed in the 1930s. Chongjin Port is divided
into the east port and west port, and it is the center of foreign trade of North
Korea. Compared to other ports, Chongjin Port has a developed land-transport
network with the railroad and roads directly connected to it. The railroad is
connected to Russia and China by the circulating railroad of the Chongjin-Rajin
section and the Chongjin-Onsong section. A broad-gauge mixed track (with four
standard rails) is branched from Russia to Chongjin. The distances from Chongjin
to other major border stations are as follows: 146 kilometers to Chongjin—
Namnyang, 96 kilometers to Chongjin—Sambong, and 120 kilometers to
Chongjin—Tumen River. Chongjin Port handles freight from China to Japan,
acting as a foothold for international multitransport.

The total ground dimension of Chongjin Port is 1,013,750 square meters (east
port: 192,500 square meters, west port: 821,250 square meters) and the distance
from anchorage is 1.8 knots (3,334 meters) for the east port and 1-2 knots (1,
852-3,704 meters) for the west port. The freight-handling capacity of Chongjin
Port is reported to be 8 million tons when adding both the east and west ports,
but if the country is to fulfill such handling capacity, modernization of facilities
is necessary. The current capacity is estimated to be about 3—3.5 million tons.

(2) Rajin Port. Rajin Port is located in Rajin city of North Hamgyong Prov-
ince and was constructed by the Japanese in 1938. Rajin Port covers 38 hectares
(ha), and its total storage facilities are 20.3 ha, including a 2.8-ha storage area
and a 17.7-ha cargo-stacking area. The railway entrance line is 16 kilometers
(km), with an 11.7-km broad-gauge railroad that is the same size as the Russian
railway. After the establishment of the socialist regime, the Soviet Union used
the port exclusively since 1965, but Rajin Port was changed into a trade port in
1974. Rajin Port consists of three wharves and ten berths. The wharves were
constructed using the caisson method with steel concrete. The water depth is 9.
7 meters, and 10,000-ton vessels can come alongside the berths. The annual
loading ability of Rajin Port is 3 million tons, but 0.11 million ton is actually
handled.

North Korea has divided the Rajin Port development plan into two stages.
The first stage is to increase the loading capacity by 10 million tons by modern-
izing loading facilities, port services, and storage facilities. The plan is to ex-
pand the loading capacity of the first wharf to 1.2 million tons, the second wharf
to 3.8 million tons, and the third wharf to 5 million tons. The second stage is to
construct four new wharves and to build a 50-ha cargo-stacking area, a 14-km
train entrance track, a 2.7-ha storage area, and a 700-meter conveyer line. The
midterm plan is to build a quay that allows the anchoring of 0.1- to 0.2-million-
ton vessels and obtains a total freight handling capacity of 20 million tons, com-
prising 12 million tons of iron ores and coal and 8 million tons of containers.
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(3) Hungnam Port. Hungnam Port is located twenty kilometers southeast of
Hamhung city. Construction began in 1927 and finished in 1930. Compared
with other ports, the geographical location and natural conditions of Hungnam
Port are quite favorable. Physically, it is protected from wind and waves, and
the area of the harbor is fairly large. It is the best port on the east coast, with the
tidal range being only about 30 centimeters. The anchorage site is located about
ten knots southeast of the port.

Hungnam Port has four quays; three 10,000-ton freighters and two 4,000-ton
freighters can anchor simultaneously. There are five cranes (large is ten tons and
small is two tons) in the quays and comparatively many small loading machines.
The total area is 0.2 million square meters with three storage areas. There are
also two private rails and a 25,000-square-meter cargo-stacking area with a ce-
ment floor. Major export items of this port include magnesium, fertilizer, cement,
steel, and machines. Imported items are mostly light industrial products from
Russia.

(4) Haeju Port. Haeju Port is located southwest of Haeju, South Hwanghae
Province, and is only 200 kilometers from Incheon Port, South Korea. This newly
developed foreign trade port opened in September 1973 and has one 300-meter-
long quay. The depth of water at high tide is twelve meters and seven meters at
low tide. The waves in the anchoring basin are rough and the wind is strong,
which creates bad conditions for anchorage; anchors move easily in the sand.
Haeju Port has two ten-ton quay cranes, three two-ton quay cranes, and one
cargo-stacking area. A private rail is directly connected to the quay. The major
cargo handled in this port is cement.

(5) Songrim Port. Songrim Port is located to the northeast of Nampo Port.
The water depth near the port is eighteen meters, and about twenty-three meters
deep in the middle. The water depth at low tide is nine meters and fifteen meters
in the central route. Although affected by the tide, 0.1-million-ton vessels can lie
at anchor. There are three quays. One is a quay exclusively for raw steel, and the
other is a quay exclusively for oil, where 10,000-ton vessels can anchor. North
Korea plans to develop this port as a raw material trading port because 20,000-
ton vessels can enter at high tide. There are two cranes in this port, one of which
carries eighteen tons. As for port facilities, there are three 1,000-ton crude oil
tanks, one 5,000-ton crude oil tank, and three oil pipelines.

(6) Nampo Port. Nampo Port is located seventy kilometers southwest of
Pyongyang on the lower part of Daedong River. The tidal range of Nampo Port
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is 1.6-6.3 meters, and the water depth is 12-13.5 meters at high tide. It is the
biggest international port on North Korea’s west coast. Nampo Port is divided
into west and east quays. Both quays are concrete, straight embankment-type
quays. The east quay is about 300 meters, and the water depth is 5.3-8.9 meters
at low tide; the west quay is 250 meters, and the water depth at low tide is 7
meters. Mostly foreign ships are anchored at this port.

Nampo Port has nine quays and five anchorages: three 10,000-ton freighters
and two 3,000-ton freighters can anchor at the same time. There is a coal quay in
the eastern part of the port, which has a maximum water depth of ten meters,
allowing anchorage of 10,000-ton freighters. The most common freight items
are anthracite, cement, steel, tractors, various mechanical equipment, light in-
dustrial products, and agricultural products.

During the second Seven-Year Plan, North Korea carried out a full-scale
expansion of Nampo Port. During harbor dredging, all the companies in the port
were moved elsewhere, breakwaters were built from the south lighthouse of the
east quay along the river to the coal quay in the east, and the cargo-stacking area
was expanded. A quay exclusively for grains was recently constructed on an
island near Nampo Port, and a modern quay was also recently built in Yongnam
village, eight km from Nampo Port. The water level was raised by building a
large river embankment at Daedong River, which allowed direct entrance of
vessels into Pyongyang.

Table 6-16. Facilitiesof Major Trade Portsin North Korea

Name |Quay Length (m)| Major Equipment Notes
- Facility and equipment had enhancement in 1974
Chongjin 5,270 15-ton cranes - Started intermediary trade of Chinawith Japan in
1983
10-ton genera and )
Hungnam 1,630 - Opened in 1960 as trade port
gantry cranes
Ragjin 2,280 5- to 15-ton cranes - Opened as trade port in 1974
- Opened as trade port in 1976
Wonsan 2,250 - -
- Is currently used for military purposes
Nampo 1,890 5-ton cranes, - Connects Pyongyang with highway electric trains
maritime cranes - Isused as an east port quay for cod
Hagju 1,350 10-ton cranes - Opened astrade port in 1974
) - Opened as trade port in 1975
Songrim 700 18-ton cranes - Is exclusive quay for Songrim Steel Complex
Sonbong 600 - Developed as oil import port

Source: Lloyd' s of London Press, Lloyd' s Ports of the World. Essex: LLP Limited, 1996.
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B. Problemsof North Korea's SOC

The paramount problems with North Korea’s SOC are its obsolescence caused
by lack of proper maintenance and repair of facilities, as well as the deteriora-
tion of its economic efficiency because infrastructural facilities are operating
below capacity. The problems of the SOC sectors are as shown below.

1. Electricity

The actual operating rate of North Korea’s hydroelectric power plants, in-
cluding the plant at Yaru River and Tumen River, is about 20 percent, a low
level caused by their outdated power facilities and frequent breakdowns. In
particular, because power plants in Hamgyong Province were made during the
Japanese rule, most of them have become outdated, resulting in low power-
generating capacity.

The power produced in the Yaru River Plant is supplied to the industrial areas
of Pyongyang, Nampo, Kaesong, and Sinuiju, which are also densely populated
regions. If the energy demand from those regions were not met, the consequences
would be tremendous for North Korea’s industries. Therefore, it is necessary to
develop new power resources and to repair existing power generation facilities
in the Yaru River, which is currently managed jointly by North Korea and China.
If necessary, it is recommended that neighboring countries of North Korea par-
ticipate in the repair and improvement of facilities and have rights to sell elec-
tricity according to the investment proportion.

North Korea’s thermal power plants use coal for fuel. But supply of coal is
not efficient because of transportation bottlenecks and outdated mining equipment.
Also, the breakdown rate of equipment is high, and the overuse of aged equip-
ment results in the decline of power generation. Because most of the thermal
plants in North Korea were built with Russian aid, repair and improvement of
the facilities could be carried out by a consortium of relevant foreign countries
including Russia (power generator and wiring by Russia, supply of equipment
parts and construction by South Korea, and supply of labor and civil construc-
tion of general power plants by North Korea).

2. Railroads

Pyongeui, Pyongbu, and Pyongna railways that would be linked to the dis-
connected Trans-Korea Railway (Kyongui line) need to be immediately repaired.
In addition, investment priority should be given to the maintenance of the Manpo
line that runs to China and Russia, and the Pyongnam line that connects
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Pyongyang with Nampo. For those railroads, a gradual development task plan
should be made according to the analysis of freight volume trends and single
tracks needing to become double tracks. In particular, immediate attention should
be given to making Pyongeui and Pyongbu railroads double-track. Along with
those recommendations, establishing a new traffic information system would
improve communication and signal systems, as well as increase transfer speed
of freight and reduce empty carriages.

3. Roads

In the roads sector, primary attention should be given to restoring the six
disconnected roads between South and North Korea. Improvement of the Rajin—
Wonjeong route, the Pyongyang—-Kaesong Highway, and Pyongyang—\Wonsan
Highway, as well as supplementary roads connecting Chongjin, Wonsan, Nampo,
Haeju, and Rajin Port is also of foremost importance.

From the Yellow Sea group of roads, the Kaesong—Pyongyang Highway and
Pyongyang—Anju Highway need to be improved. The existing level-I road of the
Anju-Sinuiju section should be made into a two-lane road. For the East Sea
group of roads, the Mt. Kumgang—Wonsan Highway should be maintained, and
the existing road on the Wonsan—Onsong section should be expanded into a
highway. For the group of roads crossing the country from east to west, the
Pyongyang—Wonsan Highway should be expanded. For the north inland area,
Anju—Huichon and Huichon—-Manpo routes should be paved and maintained.

4. Ports

The urgent task needed with the ports in North Korea is the improvement of
facilities to expand harbor capacity. Therefore, in the short run, establishing and
dredging harbor facilities and creating operation systems are recommended. Par-
ticularly for trade ports, container cargo equipment (mobile harbor cranes, top-
lifters, etc.) and multipurpose quay cargo equipment (multipurpose cranes, fork
trucks, etc.) need to be added to ports. Because low-water depth limits the en-
trance of large ships, large-scale dredging is needed. In the long run, North Ko-
rea also needs to improve the capability of its major trading ports and to develop
specialized ports. If the country is to support foreign trade, ports exclusively for
large containers should be developed and should serve as bases for intermediate
handling of Russian and Chinese freight.
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Chapter 7
Commerce and Distribution Sector

North Korea’s commerce system supplies goods such as daily necessities to
the public. North Korean workers are paid in cash for their labor according to
quality and quantity. Citizens use their salaries to purchase food and goods at
state-run stores at official prices. Formerly, official prices applied to all goods
sold to the public. However, in July 2002, the government steeply raised official
prices, and changes have followed in many areas. While some changes have
been positive, such as greater profit-seeking in economic management and the
possibility of earning additional income, other changes have been negative, in-
cluding public discontent and surging black-market prices caused by supply and
demand imbalances. These are the main problems currently faced by North
Korea’s commerce and distribution sector.

This chapter explores the changes in North Korea’s commerce and distribu-
tion sector after the July 1 Economic Reform of 2002 and then forecasts the
sector’s future. Background knowledge on the operation of the North Korean
commerce and distribution sector® will be provided to help the reader under-
stand the changes that are occurring.

A. Conditionsin Commerce and Distribution by Category
1. Management Organizationsfor Commerce and Distribution

In North Korea, commerce and distribution are planned by the state. Plans

1Korealnstitutefor International Economic Policy (2002, 306-28).
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for commerce and distribution (including product distribution, procurement, and
food administration) are made in the Cabinet’s Commerce Ministry, and plans
that are approved by the State Planning Committee are adopted.

After a plan is approved by the State Planning Committee, it is sent back to
the Commerce Ministry, which devises concrete measures to execute the plan.
Those measures are conveyed through the Wholesale Commerce Management
Office and the Local Commerce Guidance Office to the commerce and distribu-
tion centers and companies of each do (province) and city. The Wholesale Com-
merce Management Office follows the party’s commerce policy and the plans
of the State Planning Committee, and is responsible for managing the distribu-
tion of goods, improving the quality of goods in distribution, and managing the
regional wholesale centers.?

Wholesale stores include the Central Wholesale Store, provincial stores for
each do, and regional stores that distribute goods for each city and kun (county).
Specialized wholesale stores exist for goods such as textiles, footwear,
refreshments, meat, fishery products, and farm products.

The Central Wholesale Store acquires the goods produced by state-run pro-
duction enterprises and sends them to wholesale shipping centers or regional
wholesale stores. The wholesale stores in each do act as shipping centers for the
production enterprises in their area.

Retail stores are the basic units that buy necessities from wholesalers and
that distribute them to the North Korean public. According to the goods distribu-
tion plan, the wholesale store acquires goods from production enterprises and
distributes them to the retail stores, which take the goods and distribute them
through the commerce network.

North Korea’s commerce network includes grocery stores, industrial goods
stores, specialized and general stores, stores that stock special goods, large- and
small-scale stores, workplace stores, consignment stores, and department stores.
Department stores are large-scale stores located in all major cities. Each li and
dong (village) has a direct sales store or shop. Inns, restaurants, and barbershops
are also available. This management system for commerce has existed since the
July 1 Economic Reform.

2 Theinstitutions under the Wholesale Management Office play the following roles. The Planning
Office creates distribution plans and prospects and then del egates them to subordinate institutions. It
aso regulates how the plans are carried out. The Bookkeeping Office creates spending plans for the
fundsallocated by the Wholesale Management Office and isresponsiblefor alocating goodsin distri-
bution and measuring profit and loss. The Transport Office creates transport plans and guides and
regulatesall transport tasks, whilethe Textile Office and Food Office all ocatetextile and food products
and adjust the consumption and supply of their subordinate enterprise centers.
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Recently, North Korea has promoted the construction of commerce facilities
in Pyongyang in order to build a commerce network. Since the July 1 Economic
Reform of 2002, modern general store buildings have been introduced in
Pyongyang’s Youngwang, Seungri, Chilsungmun, Gaesunmun, and Beudunamu
streets.® A store selling home appliances and home interior products for foreign
currency has also been established. The latter store, occupying about 1,000 square
meters, offers goods such as floor supplies, paints and varnishes, windows and
curtains, sofas, toilets, and kitchen equipment. North Korea has allowed for-
eigners to open stores in Pyongyang, which is a break from the past, when only
members of the Jochongryun (Association of North Korean Residents in Japan)
were allowed to invest in joint projects in the service industry.

2. Forms of Commerce and Commer ce Management System
a. Forms of Commerce

North Korea’s commerce consists of commerce in consumer goods (through
wholesale* and retail®sales), social rations,® and purchasing.” Wholesale com-
merce is operated by the Central Wholesale Store, wholesale shipping centers,
regional wholesale stores, and specialized wholesale stores. Wholesale com-
merce is an intermediate step between the production enterprise and the consumer.
It usually takes place in large quantities between production enterprises and
commerce centers, or among commerce centers.

North Korea’s wholesale commerce is managed by the Commerce Ministry’s
Wholesale Commerce Management Office, and the wholesale commerce of the
People’s Committee of each do is managed by the Wholesale Commerce Man-
agement Bureau.

Retail commerce stores buy daily necessities and directly distribute them to
the public. Those stores are responsible for moving goods from the distribution
sector to the consumption sector. Retail commerce follows a distribution plan

3 Rodong Shinmun (24 August 2003).

4Wholesale commerce acts asan intermediary between production and retail commerce. It acquires
goodsfrom productions enterprises and suppliesthem toretail centers.

5 Retail commerce provides goods directly to workers.

6 The social rations program prepares food and suppliesit to workers. Itisaform of retail business
but also performsaproduction and distribution role

"Purchasing consists of the state buying cooperatively and privately owned goods, but deals mostly
with agricultural goods.
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for goods, called the Retail Goods Distribution Plan.® The plan includes sales
plans, guarantee plans, and commerce network arrangement plans. There are
two types of retail prices: official retail prices and farmers’ market prices.

North Korea’s social rations program produces various food products and
sells them to the public. Although it has a retail commerce function in that it
sells goods to workers, the program is also similar to a capitalist restaurant be-
cause it produces the food. Prices and quantities for social rations are deter-
mined by regional party offices or by rations management organizations. Since
the 1990s, social rations facilities have suffered many difficulties from the shortage
of food and raw materials in North Korea.

Purchasing consists of statewide purchasing of farm, livestock, and fisheries
products. Those agricultural products are acquired through the national purchas-
ing network and distributed to industrial workers and the urban population. For
purchases, the state pays farmers the costs of production as well as a certain
amount of profit. The quantity and price of purchases are determined by the
North Korean government.

b. Commerce Management System

North Korea’s commerce is managed through the Commerce Guidance and
Management System®and the Goods Distribution System.* Its commerce man-
agement system is characterized by the separation of administrative guidance
and management. Administrative guidance is provided by the Commerce Min-
istry to the commerce administration branches of People’s Committees in each
do, city, and ku. Management of commerce differs for wholesale and retail
commerce; wholesale commerce is managed by a central government body,*
while retail commerce is managed by the local governments.!#13

North Korea’s commerce management is divided according to ownership

8 The plan isdrafted considering workers' demand by region, season, and class.

9 Thissystem consists of all bodiesthat manage commerce nationally.

10 Thissystem consists of al bodiesthat acquire and distribute goods.

1 Wholesale commerceis centrally managed so that the state can control the entire goods distribu-
tion process, from production toretail. To achievethisgoal, awholesale management division existsin
North Korea' s Commerce Ministry. Under its authority, a do whol esale management department, a
shipping wholesal e center, and regional wholesale centersexist.

2 Retail commerceismanaged by local governments, which areresponsiblefor distributing goodsto
citizens. The North Korean government is establishing retail commerce management centersin each
city and kun. All stores related to distribution in each city and kun receive their goods through these
commerce management centers.

13 North Korean Academy of Social Science (1985, 59).
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into state-run commerce, cooperative group commerce, and farmers’ market
commerce. State-run commerce accounts for the vast majority of goods distri-
bution and is run by the state’s planned management and operation. The Central
Party Office’s planning includes development of the commerce network, scale
of goods distribution, distribution costs, labor, and other indexes. Goods sold
under state-run commerce are subject to official prices.

Cooperative group commerce is based on joint ownership and is managed
and operated by cooperative groups. Cooperative group commerce supports state-
run commerce and is defined as one step before “people’s” ownership.* In co-
operative group commerce, goods and funds are jointly owned.

Farmers’ markets are formed by private citizens as a second source of in-
come and have free-market characteristics. They act to supplement the short-
ages in the state distribution system, allowing local residents to meet at a pre-
scribed area to buy and sell goods.'® The farmers’ market was started in August
1958 (Cabinet Decision 140) to replace traditional markets, which had been
abolished. The markets were held in places such as farmers’ fields to sell farm
and livestock products as a supplement to regular work. In the mid-1990s,
however, large-scale food shortages caused a collapse in the official food distri-
bution system, and the farmers’ markets expanded and included black-market
transactions in an attempt to provide an alternative supply. In 2003, it is esti-
mated that there were more than 1,000 farmers markets, including temporary
markets. Currently, farmers’ markets occupy an important place in North Korea’s
commerce distribution.

3. Forms and Systems of Distribution

There are four main forms of distribution in North Korea: (a) distribution of
goods and services produced at state-run enterprises; (b) distribution of goods
and services produced by cooperative group enterprises or as supplemental jobs
by individuals; (c) distribution of public services provided by the government,
such as defense, security, maintenance of public facilities, and social security;
and (d) transactions in the farmers’ markets.

Goods and services produced by state-run enterprises are sold to other state-
run enterprises as resource materials, where the wholesale price includes the
production cost, the enterprise’s profit, and the transaction income; to coopera-
tive group enterprises as intermediate or investment materials; to consumers

4 1bid., 244-45.
15 Korean Worker' s Party Press (1983, 465).
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directly, where the retail price includes wholesale price, transaction income,
and extra business charges; and to cooperative farms and state-run farms as
production factors, where the price includes production cost only.

Goods produced by cooperative group enterprises and individuals are distrib-
uted (a) through farmers’ markets or retail stores, where the transaction price is
the market price determined by supply and demand or is determined by the price
of raw materials, depreciation, and remaining income for the cooperative group
or individual; (b) through state-run purchasing organizations to be used as inter-
mediate goods in state-run enterprises, where the transaction price is the pur-
chasing price; (c) to consumers or other individual producers; or (d) to coopera-
tive group enterprises as consumption, investment goods, or as intermediate goods,
where the transaction price is the purchasing price plus the transaction income
and additional commerce fees.

Public services are provided free of charge by the government, but their price
can be calculated as the sum of the costs of intermediate materials, depreciation,
and labor.

Transactions in the farmers’ markets consist of transactions taking place be-
tween individuals or cooperative groups or black-market exchanges occurring
between individuals or with foreign merchants near border areas. Prices for those
exchanges are affected by supply and demand, and they are freely determined
by the participants.

4. Price Determination System
a. Typesof Prices

Unlike capitalist systems, where prices are determined by supply and demand,
prices in North Korea are determined by state plans. Two levels of prices exist:
producer prices that the state pays to producers and consumer prices that the
consumers pay to retailers.

Prices include wholesale prices, industrial wholesale prices, commercial group
retail prices, purchasing prices, transportation, and fees. Wholesale prices apply
when goods or a means of production is distributed among state-run enterprises.
They are usually calculated by adding the production cost—which includes the
production cost, depreciation, wages, and administrative and maintenance fees—
to the enterprise’s net profit.

Industrial wholesale prices are calculated by adding the wholesale prices and
a wholesale import fee, which is a form of indirect tax. Those prices mostly
apply to goods such as lumber, electricity, and agricultural products from state-
run farms and ranches.
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Commercial group retail prices are wholesale prices plus distribution costs,
such as purchasing costs, transport costs, wages, and packaging, with a profit
margin added. They usually apply when individual consumers buy goods from
retail stores. Retail prices for necessities are set at relatively low levels, while
those for luxury goods, scarce goods, or goods that are not necessities are set at
higher levels.

Purchasing prices apply when agricultural and livestock products are
purchased, and they are divided into planned and free purchasing prices. Planned
prices are determined by the state, while free purchasing prices depend on sup-
ply and demand.

Shipping rates are the fees paid to transport services and are determined by
the state. Shipping rates usually consist of cost and profit.

Fees are the prices that institutions, enterprises, and citizens pay for various
services, such as electricity, postal service, communication facilities,
infrastructure, printing facilities, and repair services. Fees are divided into pro-
ductive and nonproductive fees. Productive fees consist of cost and profit, while
nonproductive fees consist of cost and profit transaction income.

Commerce distribution costs are included in the above costs, and they in-
clude costs related to extending or completing production (e.g., shipping fares,
storage costs, packaging costs, product sorting, and additional processing costs)
plus net distribution costs spent in the process of selling and buying goods (e.g.,
living expenses of commerce workers, advertising costs, depreciation, building
and other maintenance costs, office costs, communication costs, and traveling
expenses).

b. Reform of Price Determination System

Prices are determined by the central government and local administrative
units. The Cabinet’s Price Enactment Committee sets prices from the central
government, while do administrative committees set prices for local units.

North Korea gives limited price-setting authority to local factories. Accord-
ing to the price-setting principles and standards that are set by the state and are
under the supervision of higher institutions, local factories may decide the prices
of the goods they produce.

In July 2002, North Korea steeply raised prices and wages and reformed the
price determination method (Table 7-1), while delegating some of the state’s
planning authority to lower bodies. Factories and enterprises were also given a
limited degree of management discretion. A market for raw and subsidiary ma-
terials was opened,® distribution was more differentiated, and the social secu-
rity system was reformed.
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After the measures, the price of a kilogram of rice showed a 558-fold in-
crease from 8 jeon to 44 won, corn prices showed a 400-fold increase from 6
jeon to 24 won, and bus and subway fares in Pyongyang showed a 20-fold in-
crease from 10 jeon to 2 won. Train fare from Pyongyang to Chongjin showed a
37-fold increase from 16 won to 590 won, while house rental fees, which were
previously 5-10 won per square meter a month, rose to 6-15 won per square
meter per month, making the monthly rent for most houses a few hundred won.

Table 7-1. Key Price Reform Measures

Product Former Price New Price Price (increase)
Rice (kg) 8jeon 44 won 550-fold
Corn (kg) 6jeon 24 won 400-fold
Pork (kg) 7 won 180 won 26-fold
Eggs (one egg) 17 jeon 8 won 47-fold
Naengmyun (noodles) (bowl) 10 won 150-200 won 15-20-fold
Soap (bar) 2won 10 won 5-fold
Fan 100 won 2,000 won 20-fold
Bus, subway fare 10 jeon 2won 20-fold
Train fare from Pyongyang to Chongjin 16 won 590 won 37-fold
Electricity (kWh) 3.3jeon 2.1won 66-fold
Housing rent (m?) 15 jeon 6-15 won/month 40-100-fold
Songdo resort (entrance fee) 3won 50 won 17-fold

Source: Author.

Meanwhile, the monthly earnings of factory laborers, which were about 85
to 110 won, rose to an average of 2,000 won. The monthly earnings of managers
at trading enterprises rose from 150 won to 3,000 won, while that of miners rose
to more than 4,000 won.

Along with the wage increase, differential compensation is being empha-
sized according to occupation, enterprise, region, and performance.

16 Marketsfor raw and subsidiary materialsoriginally did not exist in North Korea, but factoriesand
enterpriseswere permitted to deal in specified raw materialsand components after aSocialist Materials
Distribution Market was created. However, paymentsin this market could be made only through banks,
which upheld the principle of noncash distribution for exchanges of factors of production.
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Table 7-2. Wage | ncreases by Occupation (Monthly)

Occupation Before Increase AfterIncrease  |Level of Increase
Laborer, Office Worker 85-110 won 1,800-2,000 won 18-21-fold
Miner 130140 won 3,000-4,000 won 23-29-fold
University Professor 200 won 4,000-5,000 won 20-25-fold
School Teacher 120 won 2,880 won 24-fold
Doctor 80-150 won 1,200-2,250 won 15-fold
Soldier, Member of Specia Organization 150-250 won 1,500-2,500 won 10-fold
Party Member 170 won 850 won 5-fold
Reporter, Broadcaster 150-200 won 4,500-6,000 won 30-fold

Source: Author.

Under the previous distribution system, the state provided citizens with food,
consumer goods, and housing nearly free of charge, but this free distribution
effectively ended with the drastic price and rent increases following the July 1
Economic Reform. In the past, rice prices reflected only the costs of production
such as water, electricity, and fertilizer, but after the economic measures, they
were affected by global market prices as well as domestic supply and demand.
However, social security benefits such as education, health care, and social in-
surance are still provided free.

B. Trends and Issuesin Commerce and Distribution after
the July 1 Economic Reform

1. Trendsin Commerce and Distribution
a Opening of General Markets

The main changes in the North Korean economy following the July 1 Eco-
nomic Reform include reform of the price system, wage increases, invigoration
of regional markets, changes in the monetary and foreign exchange manage-
ment system, and imposition of taxes on citizens.

After the July 1 Reform, North Korea first embarked on reforming the distri-
bution structure for farm and industrial products. An attempt was made to create
a goods distribution system in which the purchasing prices of farm and indus-
trial products were close to actual prices in places such as farmers’ markets.
However, although food products traded at higher prices, they were distributed
in the same way as before.'”

To establish a goods distribution system, North Korea controlled existing
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marketplaces, limiting the goods that they sell to only farm produce, while ar-
ranging for food and necessities to be sold at state-run stores. As a result, mar-
kets were basically allowed to sell only vegetables, while the sale of other items,
except for selected goods such as rice and industrial products, was prohibited.
Citizens were persuaded to sell their rice supplies to state supply centers (formerly
called state distribution centers) at officially determined prices. Other goods
could be sold only through state-run stores. To verify that the markets were
selling only permitted goods, various inspection groups, such as the People’s
Security Ministry, Prosecution Center, and standing investigation groups were
used.®® As a result, in some cases, merchants sold their goods at below market
price to state-run stores, or sold their goods through state-run stores and received
the sales price minus a 5 percent tax.'®

However, despite such measures, the effort to absorb and control the func-
tion of farmers’ markets by the state-run store network was not a success. This
failure was mainly because the state-run commerce network could not acquire
enough farm produce and industrial goods to satisfy the demand of residents. As
a result, rice and industrial goods were traded more secretively, and prices in
farmers’ markets rose to higher levels.

The North Korean authorities finally permitted the sale of rice at market-
places in September 2002 and the sale of industrial products in December.?°
Also, in March 2003, the farmers’ markets that existed in each of Pyongyang’s
districts were expanded into “general markets” that also could sell industrial
products.?

North Korea changed its view on the function of the markets®?when it accepted

7 Thisfact was also proven in South Korea’ ssite verification of food distributionin 2003. All food
supplies, regardless of whether they had been given asloansor grants, were distributed at aprice of 46
won per kilogram. Ministry of Unification (2003, 2).

18 Yonhap News (19 March 2002).

19 Shin Ji-ho (2003, 10).

2 North Korea sestablishment of general marketsand itspermission to distributeindustrial products
wasreveal ed by the Choson Shinbo of 10 April 2003 and the Korean Central News Agency of 10 June
2003. However, those reports did not describe how theindustrial productswere distributed.

2 Inthisrespect, it can be said that the general marketsaretheresult of North Korea sfailuretoscale
down marketplaces and to regul arize the state’ s distribution system. However, when one considersthe
operation of the general markets, it is apparent that rather than giving up bureaucratic control, North
Koreainstead moved to expand and recogni ze the market functions. Just because North Koreareorga-
nized farmers’ markets into general markets does not mean that it is introducing a market economy.
Instead, the reorganization is more an effort to supplement and reform the economy’ sinternal opera-
tion while maintaining the socialist planned economy’ sbasic structure.

2 The regime stated that “ markets are another form of goods distribution” and “while socidismis
followed, the function of the market should not be neglected” (Choson Shinbo, 16 June 2003).
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them as a part of the socialist distribution system rather than as subjects for regulation.
2 The authorities also showed the intent to link the markets through economic
reform.?* In that respect, North Korea’s July 1 Reform was actually “economic
reform” measures.

North Korea’s policy toward general markets, unlike the former policy to-
ward farmers’ markets, is one that promotes the markets’ development. North
Korean authorities have urged companies to supply more goods to the general
markets. North Korea has even held lotteries to select shops in the general mar-
ket that will be jointly owned and operated as direct sales stores for trading
companies.

In addition, the North Korean government has used market principles to in-
crease fiscal revenue, for example, by receiving “market usage fees” that vary
with sales.? It has used general markets not only to sell surplus goods, but also
to satisfy the rapidly increasing demand for goods following the measures of the
July 1 Economic Reform.®General markets, which have taken the form of large
supermarkets, are helping to create a new atmosphere in North Korean commer-
cial distribution, along with the sales stalls, product display stands, and bars that
have appeared on Pyongyang’s main street.?”

b. Advent of Individual Sales Stalls

After the July 1 Reform, mobile sales stalls have appeared in the streets of
Pyongyang and other large cities. A new fixed sales stall that is a container type
and is operated by the People’s Welfare General Office has appeared on Tongil
Street in Pyongyang.® The stall sells roasted chestnuts and baked sweet potatoes

% “The state does not view markets as a subject for regulation but recognizes them as a part of
socialist goodsdigtribution. In Pyongyang, the‘ farmers’ markets ineach district arenow called ‘ markets.
’ They were renamed to reflect the trade in various industrial products besides agricultural goods’
(Choson Shinbo, 1 April 2003)

2 Asshown by the creation of general markets, economic reform in the Peopl€’ s Republic of Korea
ischaracterized by decisiveand flexible policy” (Choson Shinbo, 16 June 2003). “ Because we are new
to operating markets, we are trying to receive help from other countries, including training of special-
istsand implementing their experiences’ (Korean Central News Agency, 10 June 2003).

% Joongang Daily, 26 June 2003.

% | nternal report for Ministry of Unification. This Year’ s Changesin Operation of Farmers’ Markets
(unpublished) 3.

27 Yonhap News (2 October 2003).

2 Competing through Quality—Popul ar Roasted Chestnut and Sweset Potato Stalls,” Choson Snbo
(27 February 2002).
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for 150 won and 50 won per kilogram.?® Mobile sales stalls have existed since
1970, but their introduction was intermittent because of the authorities’
regulations. While the original stalls were simple mobile structures covered with
fabric, the new stalls are reportedly modified containers that have signs attached
to them. To save costs, the stoves are said to use coal instead of electricity.

It can be said that the sales stall business is part of an attempt to earn profit
and to reform economic management methods to fit changing conditions fol-
lowing the changes of 1 July. The business aims to discard the supplier-centered
sales method of the past that used the official sales network and to integrate the
business process, from acquisition of raw materials to sale, with the goal of
earning a profit.

c. Limiting liquidity in the Distribution Market

After the July 1 Reform, North Korea took measures to limit the increase of
liquidity and to invest the returned funds in economic development. In response
to the inflation that followed the economic reform measures, the authorities
issued People’s Subsistence Bonds,* collected liquidity, and released money in
higher denominations, such as 1,000 won, to deal with the surge in demand for
money that resulted from the rise in prices and wages. Until then, the highest
monetary unit had been the 500-won note.

In addition, with the approval of the Cabinet, banks can now create currency
circulation and loan plans every quarter. By adjusting the flows of liquidity,
they can manage price levels through the amount of currency in circulation.

Meanwhile, changes are being made to external transaction methods. The
North Korean authorities stated that, from 1 December 2002, they would switch
from the dollar to the euro as the unit of external transaction and would forbid
the use of dollars within the country. However, considering that dollars are still
being exchanged at currency exchange centers, this measure does not seem to
have succeeded. After the July 1 Reform, “Cooperative Exchange Centers” were

2 The Rak Yon Joint Venture Company, under the authority of the People' s Subsistence General
Office, isbecoming known as avery profitable enterprise, with sixteen stalls on Pyongyang’s Tongil
Street employing housewivesto sell baked sweet potatoes. Because al of the profits, with the excep-
tion of a“company profit charge,” atype of corporatetax, are shared by the employees, moraleisalso
said to haveimproved. Joongang I1bo (29 April 2003).

%0 “Regarding Peopl €' s Subsistence Bondsin the Democratic People' s Republic of Korea—Cabinet
Publicity,” Rodong Snmun (29 March 2003).

31 Choson Shinbo interview with Choi Hong-kyu, Director of State Planning Committee, Joongang
I1bo (2 April 2003).
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established in each district of Pyongyang to manage foreign currency exchange.
The Cooperative Exchange Centers sold the dollar at the black-market rate of
890-960 won, and one of its purposes was to collect foreign currency held by
the public.®?

On 27 March 2003, when North Korea announced its “Liquidation of the
2002 State Budget and Report on the 2003 State Budget,” it also announced that
it would issue People’s Bonds. The bonds were issued for the purpose of “effec-
tively mobilizing and using free currency.”*® The People’s Subsistence Bonds
are valid from 1 May 2003 to late April 2013; they are issued in 500-, 1,000-,
and 5,000-won units. They were sold for three months from May to July 2003,%
thereby *“creating temporary People’s Bond committees in each city and kun;
placing a People’s Bond board under its authority; and creating Bond Assistance
boards for every institution, enterprise, li eup (village), ku (county), and dong
(province) office.” This statement means that rather than recommending vol-
untary sale of bonds, organizations responsible for bond sales were created to
determine the bonds’ allocation.

The principal of a People’s Bond is repaid on maturity, as well as a prize
amount that is determined by lottery. Lotteries are held every six months during
the first two years, and then once a year thereafter. Starting from December
2008, principal on bonds that are not selected in the lottery will be returned
every year, depending on the state budget, upon their maturity. Thus, the bonds
do not earn interest and are redeemed by returning the principal and any lottery
winnings.%® The lottery winnings are divided into seven levels, with the first-
place winner for a 1,000-won bond winning 50,000 won; second place, 25,000
won; third place, 10,000 won; fourth place, 5,000 won; fifth place, 4,000 won;
sixth place, 3,000 won; and seventh place, 2,000 won. Winnings for 500-won
bonds are half those of the 1,000-won bonds, and winnings for 5,000-won bonds
are five times that amount.

The reason that People’s Bonds were issued was probably to restrict the li-
quidity surge that followed the July 1 Economic Reform and to use the collected

% Yonhap News (29 June 2003).

3 North Korea stated in an official cabinet report that “People’ s Subsistence Bonds are a form of
state credit that is guaranteed by the state, and they were issued to develop a strong and prosperous
country and to improve the welfare of citizens.” Rodong Shinmun (2 March 2003).

% Although the bond issue period was originally three months, Korean Central TV station reported
on 18 August that bond sales were continuing, thus confirming that the period of bond sales had been
extended. Korean Central TV station (18 August 2003).

3% Rodong Shinmun (29 March 2003).

36 Choson Shinbo (7 May 2003).
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funds for economic development. This policy of issuing bonds and collecting
liquidity to cope with the inflation following the July 1 Reform appears to be
based on the monetary economics theory that can be found in any capitalist
economics textbook.

d. Changein the Materials Distribution System
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wile privete comeres, Wiich feaused an ferners mrlets, Sete
conirel cver comsrciel distriluticn regidy the privete
esonony s rising to [bscon® & Vest sectar in the esonongy

Tie stete d strilouticn systemies presticel [y ol gpszd) Nirth Korea is
undsr gl ng & Shorttege ©f ffeod end e21y neoessities  Therefere
@epend nare on ferners merkets for c&ly nseesslties, the pleamsd econony is
splitting into & [l enned esonony secter end & [pri vet® esonony Seeter.

Eesusa @f the split §mthe d strilutlicn system a mgjer chenge i's cosurring fm
ttlh2 econanie &stivity &nd spendlng pattern of Nirth Korezn ctizens, Wiithile
@feetlive termnaticn of the | awpri e2 ¢ strilloutl on system it zens ed to turn to
mrketpl gess to ecouire the feod gnd neeessities they hed fermerly recslved

37 “Regarding the reform and completion of socialist economic management to build a strong and
prosperous country” (KimJong-il’s October 3 Guidelines, 3 October 2001 in Rodong Shinmun).
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fremihe govermeznt. ® n gdditicn, to gecomuoste the fnorezss im housshel @
spending, must North Kerezn [eve zd to werk side jobs, lergaer
snEll, [m the mErlet.

As shoym i Tedle 78 Nirth Korea (s unztl @ to resdve its chreni ¢ Shorttgge
@ gooss mfts stete-run steres dzsplte the Uy i Eononie REfarmp end pricss im
merketpl gces cantinu® to risa

Table7-3. Pricesin Pyongyang's Farmers Market

Product February 2002 Official (1 July 2002) Price February 2003
Rice (kg) 48-55 won 44 won 130-150 won
Corn (kg) 20-32 won 24 won 75-85 won
Soybeans (kg) 60-70 won 40 won 180-190 won
Cooking Qil (kg) 160-200 won 150 won 600-650 won
Eggs (1 egg) 10-13 won 8won 22-25 won
Fish (1 fish) 100 won 25 won 300-400 won
Pork (kg) 160-180 won 180 won 360-380 won
Sugar (kg) 130-150 won 100 won 400420 won
Gasoline (kg) 130-150 won — 330-350 won
Light Gil (kg) 80-100 won — 280-300 won
Cigarettes (domestic) 45-50 won — 70-80 won
Haircut 5-10 won 10 won 15-20 won
Exchange Rate (dollar) 220 won 150 won 670 won

Source: Authors, from interviews with North Korean defectors.

Although wages, along with prices, were steeply raised in the July 1 eco-
nomic measures, few workplaces are currently able to pay proper wages. Al-
though the food shortage has abated somewhat, supply is still scarce, resulting
in worsened inflation and lowered purchasing power for citizens, as well as in a
widened income disparity.

Although the rise in government procurement prices for farm products was
an incentive for producers to distribute farm produce through the state distribu-
tion system, North Korea needs more supplies, such as chemical fertilizer,
pesticides, and water pumps, plus development in the industrial sector for agri-

3 |t wasrecently confirmed that South K orea’ srice assi stance was distributed at marketplaces, and
North Korean authorities also stated in early August 2003 that South Korean rice was distributed to
workers at key enterprises such as the Musan Joint Mining Enterprise and the Kimchaek Joint Steel
Enterprise (in Chongjin) in North Hamkyon Province at the price of 46 won per kilogram, 2won higher
than the price of North Koreanrice).
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cultural output to increase. Therefore, the state distribution system is currently
unable to supply adequate amounts of food.

C. Outlook
1. Changesin Income Caused by Market Transactions

The North Korean authorities seem to have adopted a concept of “market”
that is far more progressive than the existing socialist definition. This under-
standing seems similar to that of the Chinese Communist Party in 1983 when the
party decided that it was possible for a socialist planned economy to coexist
with a market economy. However, North Korea’s recognition of market func-
tions is currently limited to the consumer goods market in the distribution sector.
Nonetheless, this recognition may promote increased production by inducing
citizens to raise their income through market transactions.*

2. Greater Price Determination by Enterprises

If Nirth Kerea cantl nuss to @qend end strengthen the refernzd price system
crezted n the Wy 1 Esononie REfermso [t [rices goods, @
giicel priczswill stert toles2thelr signlificzncs and enterprisss vill
dsoretion to szt the pricss of thelr prodicts Althoush the stete is mot [ilkely to
gve W its priceestting avthority; @ it mey try to egjust the fice of goods to
sugdy condl i ens,

% Inthisregard, not only general citizensbut also North Korean economic officialshave been heard
as saying they should “ contribute to the people and State by succeeding at commerce.” Joongang I1bo
(26 June 2003).

401n 1998, when North Koreawasreforming itssocialist constitution, it had already emphasized that
after prices of goodswere determined, they were standardized, rigid, and restricting. That determina-
tion caused a discrepancy between the value and price of agood, and it hindered effortsto accurately
evaluate how planswere carried out or to create and execute rational economic policies. In particular,
asthefood and energy shortage further worsened North K orea’ sshortage of materials, normal distribu-
tion according to official prices declined while black-market transactions surged, causing so much
disorder in the price system that proper economic management was difficult. Asaresult, theauthorities
stated that “normal business should allow prices to be raised or lowered when needed according to
supply and demand, and the quality of the goods.”

“1 North Korea' s State Price Enactment Office stated, “ Although prices may be adjusted in thefuture
to reflect supply and demand, suppliers cannot adjust them as they please. In our system, prices are
determined by the central and local administrations, and the prices do not simply follow market forces.”
Choson Shinbo (26 July 2002).
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3. Institutionalization of the Unofficial Distribution M arket

The Ecencriic Reformiiesures, by &d) usting of fidel plcstore codtiams,
eve [ ed to mare morine] i zzd gooss [predusticn, Wilch meEy | mvi gerete the @ st -
lovtlon market. [Esczuse tthe [oricss of nzossslties such &s ffeod) shelter, end e cth:
fing eve lozen relsed to reflest thelr preducticn costs, the figher fncons of the
preducers mEy ¢l ve themen fneentive to werk herdsr. Dstriluticn of
mey i ncrezse es the gzp loetvzen the of ficdel endferners marlet [priess nerros.

To stiml gt@ trensectiens in the dstrilkyticn merket, mErletplecss Wil
tto [02 prenuted lbscause the stete-run ¢ sirf byt cn nstwark s i Rsuf ficdent to sup:
ply goods, desgite the Uy 4 Essnonic Rferm Therefarg it isikely thet nea:
sures Wil (62 teken tto recogni z2 tihe und’ ficiel merketpl goss &s of fficel dstrilbu:
tien mrleEts

4. Reform of the Distribution Market and North Korea’'s Economic
Reform

Acng vith the chengss (n the cpereticn o Nrth Krest s femers mErlets,
tieer fert to [ ntredues “markets’ &s & [part ©f ecanonic refermeesns to (62 & nad
ftewarcl @qznd ng e supely &nd disiributicn ¢ goods toe ensure the success f
tthe Iy 1 Escnonlc Referm RKwaver, chang)ng the nene of fernsrs markets,
@ crezting generel mrlets, (s not encygh to esteld][sh & mrket economy. Thus,
North Kerea Wil preesdly melmtgln the besls of iits socl&list [plennsd eoenomy
Wil l @ contl Ui ng to sygpl ensnt end refermi nterne] esononic MEnsgansnt
cpereticn systeEns, @

Nonztlhel ess, tthe chengss fm the c strfuticn market eve mads Nirth Koreza
rezllize thet nore-czd sl ve refarmnzzsures ere nezosd i m the c stril [t en seeter
end [eve spurred donzstli ¢ ecenanie referm e el | eiing teng) o] @ end [ mien
gl e events ey coour &s & resyli:

= Frst, Nrth Korezn ctizens may ciscover howto & ficiently spend thelr
[gher inconss. [ pertieder, North Korezns warld ng | comzres &re [ilely to
discover mewveys to relss thelr {neonss,

42 Ministry of Unification, Weekly North Korean Trends (6—12 June 2003).

“ The following case may be cited: “When sweet potatoes were rationed in the past, they were
distributed in bulk through the commerce network, which resulted in many of them rotting or losing
their taste due to improper storage. Now, however, sales stalls are being created that can buy just the
amount they need to sell as baked sweet potatoesfor aprofit.” North Korean tour guide’ sexplanation
of the baked sweet potato stallsin the streets of Pyongyang, during avisit to North Koreato attend the
“ South—North Joint Document Exhibition on the lllegality of Japan’s Forced Capture of Koreans’ in
February 2003.
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- Stoomd] With the stete mo lenger supplying necessities et mnine [ricss
end Wrth the &6ty to spend thelr [neoms fresly, Nirth Korezns Wil preezdly
gooyire nare &f ficient [ouseh o spendlng Eblts, Rurthernore vith the esteb:
lisment of a nre nateriglistic wise system lebor praductivity is likely to
[ nerezse s worlers [Eve nore i neentl ves,

= Third, with the inigereticn o North Kerezt s @ strillovtlon merlet, conper
nes ere likely to nere ttrensecti ans enang thensel ves rether then
monezsh trensectians, In parti el e, thet ere jeintly amed er mEm-
ggzdl [oy Farelgners Wl preozdly [oe the first to use czsh trensecticens, 1T conge:
nes use eg=h ffor thelr tthey Wil [o2 £d@ to use som® of the c&=h te
by mteriels Ths wadld promte the mrket msdensmin the produsticn
szier threugh the o strf loutl an szster.

D. Conclusion

Nerth Kerez! s JUy 1 Econonie Referms i el udsd dseentire] § i ng) the [ @nnzdl
eoonany, MorieEl izl ng the [orice functien, §norezsi ng [purches]ng pover by rels
fng veges, end eqend ng the indspendence of enterprises. T palicy is mot &
return to & [ emned econony, vt the edopiicn of sone mrket esenony [pres
tices vl @ [reserving) the [eesl e rinciples of & [pl ennedl €sonong

Altlhoygh such refarmnessres ere@ inconsistent With [rie2 [ flosrel i zztian,
wiich is the coe of a mrket econony, the ere significent loscause
tthey &ttenuied to normzl i ze the @dsting systeme; sodlelist [plenmed orices &nd
tto resclve ttlhe @irens dsocsr inpicss As shom by referns in Estern Ere-
peEn countries, this mormel izt anis en essentiel step taverd ori e [ flosrel i &t an
Altlhough it Is unclezsr vinsther North Korea Wil estuzlly edopt [ricee referm
tthe cauntry [s egssted to wark towrd & ficent goods &nd eurrensy
dsirfltion Altlhough the Nirth Kerezn stete Wil not ¢ ve Up iits euthority to szt
elices # it Wil try toedust the pricss of goods to it sugdly end dsnemdl

Q@erell, the Nirth Korezn o strfiloutfen sscier is @qpecied to [posf tive
cevel gpnants. Atove gl the Jdy 4 Rfermill 1ikely result im fnerezssd pre-
cuctien of gooss oy &) usting of ficlel [pricsstonrerelisiicleds T relsing
o thepicacr food, shElter, &nddeihing toreflest predusticn costs i s espedielly
@qzcted to [grovi @2 prosucers With M gher nconzs end nure [ neenti ve to wark,

“ North Korea s State Price Enactment Office stated: “ Although prices may be adjusted in thefuture
to reflect supply and demand conditions, suppliers cannot adjust them as they please. In our system,
prices are determined by the central and local administrations, and the prices do not simply follow
market forces.” Choson Shinbo (26 July 2002).
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Asy with the nerroved gzp betvzen of fidel [prices e fermers merket [ricss,
gooss @ stri luti en wil | nare &f fdet. @

Kivever, there is & chence thet the icdous gele of infleticn Wil centlinuz
tthe [eroducticn end sygely cf ©zlly necessities s mot [ norezsed efter
the econoniie neesures. Altlhough this i ncrezse ey o2 &n [ nevitel] @ €@ €f fedt
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Chapter 8
The Defense Industry

A. Characteristics of North Korea's Defense Industry
1. Economic Policies and the Defense Industry

North Korea’s defense industry is in line with its basic economic policy of
building a self-sufficient socialist economy that is focused on heavy industries.
The economic system of North Korea is modeled after the traditional Soviet
economic system. Although most East European countries following this system
have modified it for application to their own economies, North Korea has ad-
hered to the original Soviet system.

North Korea’s basic roadmap for its economic policy is the concurrent pur-
suit of economic development and militarization. Pyongyang places priority on
heavy industry as a means of realizing this objective. North Korea first adopted
this strategy of parallel economic development and national defense in Decem-
ber 1962. As ideological conflicts in the Communist sphere and as border dis-
putes between the Soviet Union and China intensified, Kim Il-sung focused on
national defense and emphasized the strengthening of military power. Since
then, North Korea has sought to strengthen its military force, even at the cost of
delaying economic development.

The basic idea behind North Korea’s economic policy is that there is “no
military power without development of heavy industry.” In spite of the recent
improvements in relations with South Korea and the rest of the world, North
Korea has shown no changes in its attitude toward strengthening its military
power, building up its defense industry, and preparing for a future war.*
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2. The Status of the Defense Industry in North Korea

The armed forces of North Korea are considered to be an essential tool for
the socialist revolution and hold a central role in forming the economic founda-
tion that will preserve the regime. One of the most important factors that con-
tributed to North Korea’s economic crisis is considered to be the priority placed
on the defense industry that is part of the country’s industrialization policy. The
failure of North Korea’s heavy industry, which resulted largely from the exces-
sive emphasis placed on the nonproductive defense industry, led to the paralysis
of other economic sectors.

North Korea encouraged the development of the defense industry by assert-
ing that such development “is completely in line with the interests of the society
and the people” under the socialist system. Kim Il-sung, when addressing the
Korean Workers’ Party Representatives Conference in October 1966, ordered
listeners to “stockpile necessary goods, fortify militarily strategic areas, develop
the defense industry, and be ready in peacetime in order to rapidly shift the
economy to the wartime system in order to continue production during a war.””

In this context, North Korea’s policy as described by Kim Il-sung for its
defense industry centered on the following priorities: (a) self-sufficiency for
military tools and materials, (b) research and development of military tools and
materials, (c) strategic positioning of defense industry facilities, (d) construction
of an underground system of defense facilities, (e) preparation of a transition
system for wartime, and (f) stockpiles of strategic goods.®

North Korea’s defense industry takes up 30 percent of the total national
production, surpassing the total production of civilian industries. The dispropor-
tionate size of the defense industry in the North Korean economy can be further
emphasized by considering that in the Soviet Union, the defense industry was
responsible for 8 percent of the total national production.* This fact means that
the defense industry, which takes up more than 50 percent of the North Korean
economy, is a core foundation of the North Korean heavy industry and is a
major source of foreign revenue. Yet, its inefficient management, contrary to the
principles of a market economy, has made the defense industry a large eco-
nomic burden; in the event the Koreas are reunified, defense spending is ex-
pected to be a big barrier, not only to the creation of a unified defense industry

1 Choi Seok-awan (2001, 6-7).

2 SeetheKoreaCentral Intelligence Agency (1979, 263).
3Kim Y oung-kyu (1990, 66).

4Trivenko (1992, 116).
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but also to the overall economy.®
3. The Policy of North Korea's Defense I ndustry

After completing postwar reconstruction through the Three-Year Plan (1954—
1956) and the Five-Year Plan (1957-1960) following the truce agreement, North
Korea continued to strengthen its military while implementing its First Seven-
Year Plan (1961-1970), Six-Year Plan (1971-1976), second Seven-Year Plan
(1978-1984), and third Seven-Year Plan (1987-1993) at the same time that it
pursued a parallel policy of developing the economy and the national defense
sector. The armaments reinforcement in North Korea in the 1960s was defen-
sive in nature, but after 1970, the focus shifted to offensive capabilities.® North
Korea maintained its offensive armaments reinforcements, with the most inten-
sive developments taking place in the 1980s and 1990s.

“The Current Situation and Our Party’s Work,” Kim 1l-sung’s report at the
Korean Workers’ Party Representatives Conference in October 1966 most com-
prehensively laid out the policy on the defense industry, including the produc-
tion of combat equipment, combat technology, and general military goods.

The North Korean policies for the defense industry according to basic goals
described earlier were to be realized by constructing defense industry facilities
and extending existing facilities, increasing military goods, breaking away from
external dependency for munitions and arms, increasing the reserves of strategic
tools and materials, and formulating wartime production plans for major indus-
trial facilities.

The major policies of the defense industry were implemented by North Ko-
rea in recent years and were (a) the development of advanced equipment and
electronic equipment, (b) the development of weapons suitable for the North
Korean geography and environment, (c) the production of arms and equipment
for guerilla warfare and the invasion of South Korea, (d) the production of chemi-
cal and biological weapons, and (e) the development of missile and nuclear
weapons programs.”’

North Korea has invested heavily in heavy industry and focuses on develop-
ing a means of production in accordance with the principles of extension and
reproduction under the overall plan of the “construction of a socialist economy.
” Investment has also been heavy in the defense industry to make the develop-

5 Lee Sang-kyun (1999, 22-26).
6 Kim Chul-wan (1993, 243-46).
”Kim Y oung-kyu (1990, 66).
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ment of national defense concurrent with the development of the economy.
Consequently, light industry, especially consumer goods production, is extremely
underdeveloped, and this imbalance in development between heavy and light
industries has led to the chronic depression of infrastructure industries such as
energy and transportation.

The North Korean policy directed at developing the defense industry and
strengthening the military force has met its anticipated objectives, but the so-
cialist theory of economic development asserted by North Korea—that “the de-
velopment of heavy industry improves light industry, agriculture, and the living
standard of people”—has been clearly shown to be a fallacy.®

However, Kim Il-sung’s emphasis on military strength and independence
since the middle of 1960s has contributed greatly to advancing North Korean
military power in spite of the difficulties of the overall economy.

B. The Process of Development and the Current Status of
North Korea's Defense Industry

1. The Process of Development of North Korea's Defense Industry

Before and after the Korean War, North Korea attempted to establish a fun-
damental basis for heavy industry through the Five-Year Plan (1957-1961), and
it put its efforts into developing heavy industry focusing on the defense industry
through the first Seven-Year Plan (1961-1967).

a. Period of Establishment (1950s)

North Korea began to restore the foundations of its decimated defense indus-
try through the Three-Year Plan (1954-1956) right after the truce agreement. Dur-
ing the Five-Year Plan (1957-1961), it began to assemble and produce basic mili-
tary arms, such as small weapons and ammunitions, through a license agreement
with the Soviet Union. By that time, the country had constructed nineteen weapon
factories, including one in Kanggye—the largest small-weapons factory.

b. Period of Expansion (1960s)

During the first Seven-Year Plan (1961-1967), North Korea mostly produced

8 Kim Chul-whan (1993, 260).
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traditional basic weapons, small torpedo speedboats, high-speed patrol ships, and
small patrol ships through mass-production systems licensed from or imitating
the Soviet Union and China.

c. Period of Mass Production (1970s)

During the Six-Year Plan (1971-1976), North Korea expanded its mass-pro-
duction systems to all fields except for aviation, and it established independent
capabilities.

d. Period of High-Tech and Precision Weapons Development (1980s)

During the second Seven-Year Plan (1978-1984), North Korea pursued
independence, modernization, and economic development, and it focused on the
mass-production of high-tech and precision weapons.

e. Period of Strategic Weapons Development (1990s)

During this period, after establishing a mass-production system for core tradi-
tional weapons, North Korea invested heavily on developing strategic weapons
such as nuclear and mid- and long-range missiles.

2. The Current Status of North Korea’'s Defense I ndustry
a. The Location of the North Korean Defense Industry

North Korea’s defense industry was influenced by the nation’s policy of po-
sitioning facilities on the basis of principles of military tactics and strategies
rather than production efficiency. As a result, general industrial facilities be-
came located next to arms factories. A good example is the Kanggye Industrial
Complex, which contains defense industry facilities, as well as major produc-
tion facilities for machine tools. Kanggye is located in an administrative district
of the Jagang Province, a mountainous zone in central North Korea. The facto-
ries producing AK-47 automatic rifles and many types of ammunitions and bomb-
shells were constructed in that area, plus a group of general industrial factories,
including the Hoichon Machine Tool Factory, the February 16 Factory, the
Kanggye Tractor Factory, the Aprokgang Tire Factory, and the September Tex-
tile Factory, were constructed mostly underground to ensure that production
was maintained in wartime. The 50,000-square-meter Kanggye Textile Factory
was built underground in 1978.
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The known location of munitions factories in North Korea is shown in Figure
8-1. Most of the weapon production factories are in the Kanggye Industrial Com-
plex while general munitions factories are concentrated in the Sinuiju Industrial
Complex. Other defense industry facilities are located throughout other indus-
trial areas, and it is assumed that this selected distribution is based on antici-
pated wartime demand. The industrial areas and facilities of the defense indus-
try are located in two major economic spheres: the Pyongyang, Pakchon, Sinuiju,
and Kanggye industrial areas belong to the Western economic sphere, while the
Chongjin, Kimchaek, Hamhung, and Wonsan industrial areas are located in the
Eastern economic sphere.

Figure 8-1. The L ocations of the Munitions Factoriesin North Korea
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Source: North Korea Institute (1983, 1575) and Yu Kil-jae (2002, 247).
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b. North Korea's Conventional Weapons Production Capability

Despite some shortcomings, the defense industry in North Korea has reached
the level of advanced nations owing to the support of a strong, centralized eco-
nomic management system and technical support from the Soviet Union. An-
other reason for the strong development—despite the difficulties posed by the
overall North Korean economy—is the development of an export-oriented sys-
tem of weapons production and an active weapons export policy.

It is estimated that, as of 2000, about 180 munitions factories were in North
Korea, as shown in Table 8-1, including 44 specialized factories and 136 parts
factories. Since the late 1960s, North Korea has designated more than 100 gen-
eral factories employing a large number of workers as wartime transition factories.
Therefore, it is estimated that the total number of factories with munitions pro-
duction capabilities, including unidentified factories, is more than 300.

Table 8-1. The Number of North Korea's Munitions Factories

Division Totd Specialized Production Parts and Repairs

Guns and Cannons 43 8 35
Armored Vehicles 12 2 10
Shipyard 12 2 10
Aircraft 9 2 7

Guided Weapons 8 5 3

Ammunition 55 19 36
Electronic Communications 14 6 8

Biochemicals 16 0 16
Other Munitions 11 0 11
Total 180 44 136

Source: Yu Kil-jae (2000, 247).

Those arms factories serve as the core of the North Korean economy. The
Second Economy Committee under the National Defense Commission manages
the planning, production, distribution, and export of all the munitions produced.
The committee is composed of the Support Department and the General
Department, plus seven departments for machinery production, including the
first Department (conventional small firearms and ammunition); the second
Department (tanks and armored vehicles); the third Department (development
and production of cannons, anti-air guns, self-propelled guns, and multiwarhead
rocket launchers); the fourth Department (missiles); the fifth Department (nuclear
and biochemical weapons); the sixth Department (naval munitions, including
warships and submarines); and the seventh Department (communications equip-
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ment and aircraft).

North Korea named the factories with numbers or jargon to disguise their
nature. About 100 factories for civilian goods can be converted into arms pro-
duction factories. It is known that practically all medium and large factories in
North Korea have facilities and systems to convert them into military produc-
tion factories.

Jungmoowon is North Korea’s administrative committee and is closely re-
lated to the party and armed forces; it wields powerful political power and
influence. After Kim Il-sung emphasized the need for developing the defense
industry at the second Workers’ Party General Meeting in 1966, the second
Department of Machine Industry was formed under the National Administrative
Committee and was later renamed the Second Economic Committee in 1971.
The Ministry of the People’s Armed Forces, which produces key military goods
and repairs weapons, works closely with the Second Economic Committee.

The munitions factories in North Korea were mostly constructed before the
1990s using production systems introduced from the Soviet Union. The eco-
nomic difficulties currently facing North Korea prevent it from expanding its
facilities, but maintenance and repair of existing facilities have continued through
the 1990s. Clearly, North Korea can resurrect its Russian support at any time to
repair its facilities and equipment and to stabilize its defense industry.

North Korea’s annual arms production capacity is estimated at 218,000 units
of small weapons, 2,000 units of anti-armor vehicle weapons, 87,000 units of
grounds ammunition, 8 units of submarines, and 24 units of torpedo speedboats.
North Korea operated an assembly factory for training planes and helicopters
until the 1980s. It has successfully assembled and produced two MIG-29 aircrafts
with Soviet technology, while producing the AN-2 aircraft. However, it cannot
currently produce any more MIG-29s because the supply of parts from Russia
has stopped. North Korea assembles guided weapons, including surface-to-
surface, surface-to-air, surface-to-vessel, and vessel-to-vessel, with an estimated
annual production capability of more than 1,200 missiles.

c. The Current Status of Development of Strategic Weaponsin North Korea

(1) Missiles. North Korea established a special unit to test and evaluate mis-
siles in 1983, its first ground-to-ground missile unit in 1985, and a Scud-B regi-
ment unit under the Fourth Corps in 1988. It currently has a missile brigade
positioned 50 km north of the demilitarized zone (DMZ).

North Korea has made significant progress in researching, developing, placing,
and exporting missiles during the past few years.® The country has made rapid
technical progress in making and launching ICBM missiles that can target the
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American continent and in exporting them to countries hostile to the United
States.’ It is entirely possible for North Korea to export its Taep’0-dong no. 2 to
Iran, Iraq, Pakistan, Libya, and Egypt. The country has already exchanged nuclear
and missile technologies with Pakistan and many other countries. It is evident
that North Korea should be considered an active exporter of ballistic missiles
and ballistic missile technology.*

North Korea has at least four missile factories: the 26th Factory, located in
Kanggye city, Jagang Province, produces relevant parts; the 118th factory in
Kagamri, Kaechon-gun, Pyungnam Province, produces blast-off engines; the
125th Factory in Pyongyang city Junggyedong, Hyungjaesan area, assembles
missiles; and the Yakjon factory in Pyungang city, Mankyungdaeri, produces
explosives. One North Korean defector recently described a missile factory in
Nampo city, Kangseo area. Considering that most of North Korea’s first-level
factories maintain almost the same scale of military equipment, some experts
believe that there may be more than eight missile factories in North Korea.

It is estimated that North Korea’s annual production capacity for Scud-Bs is
8-12 units a month, or about a 100 units annually. For Scud-Cs, it is 4-8 units a
month. The total number of missiles in North Korea is believed to be about 500.
Nonetheless, the actual scale of North Korea’s missile capabilities has been
kept a secret, so it is possible to surmise only by analyzing information gathered
from various channels. According to the U.S. Defense Intelligence Agency, North
Korea produces 4-5 units of Scud-B and Scud-C missiles a month. According to
the Chronicle of Korean Military Defense, it produces 100 units of Scud mis-
siles annually. Therefore, it is reasonable to expect that North Korea may pos-
sess several hundred missiles, including 120 Scud-Bs and 180 Scud-Cs. In May
1997, three No-dong 1-hos were identified in positions near the DMZ, and seven
heads were found near Pyongyang.'2

The international connections relating to the development of ballistic mis-
siles in North Korea are illustrated in Figure 8-2.

® Park Jong-chul (2001, 17).

10 See Yonhap News (31 October 2002).
1 See Chosun I1bo (28 November 2002).
22 Park Y eon-sung (1999, 70).
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Figure 8-2. International Connections Relating to the Development of Ballistic

Missilesin North Korea
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Sources: Theinformation isdrawn from thefollowing references: Institute of Foreign Affairsand National
Security, “ The Development of North Korean Ballistic Missile and Japan’ s Conception on TMD”
(1993); Joseph S. Bermudez' s testimony on the current situation of China’'s and North Korea's
ballistic missile proliferation at the U.S. House of Representatives; and contents of the press
conference by Donald Rumsfeld, U.S. secretary of defense, on 26 November 2002.

The statistics and characteristics of the missiles produced and owned by North
Korea are summarized in Table 8-2:

Table 8-2. DPRK Ballistic Missile Characteristics

Class Name Max. Warhead | Stages| Length | Diameter| Weight DPRK
(alternate names) (km) (ka) (m) | (m) | (tons) | 10C
SA-2 60-160 190 2 10.7 2.3 1976
DF-61 600 1,000 1 9.0 6.0 —
Scud-B 300 1,000 1 11.2 59 1981
SREM Scud Mod. A 300 1,000 1 112 5.9 1984
Scud Mod. B 320-340 1,000 1 112 | 05-1.0| 59 1985
Scud Mod. C 500 770 1 113 | 05-1.0| 59 1989
No-dong 1 1,350-1,500 700-1,200 1 160 | 0.74 16.3 1993
MREM Taegp'o-dong 1 2,500 700-1,000 2 255 14 20.7 1998
IRBM Taep'o-dong 1 SLV 4,000 50-100 3 26.0 14 18.7 1998
Taep’ 0-dong 2 6,700 700-1,000 2 32 14 64.3 2000
Taep'o-dong 3
ICBM (Three-stage 10,000-12,000 | 500-1,000 3 14
Taep' o-dong 2)

Source: Joseph S. Bermudez Jr., A History of Ballistic Missile Development in the DPRK, Monterey, CA:
Monterey Institute of International Studies, (1999, 27-28).

Notes: 1. Information of North Korea's 1,350-km missile range is based on the analysis of information
about Iran’'s SHEHAB, with a 1,200-kg warhead, and information about Pakistan's GHAURI,
with a 700-kg warhead and a 1,500-km range.

2. Korean Ministry of Defense first estimated that it was about 1,500-2,000 km.
3. The Taep’ 0-dong 2 missile (three-stage propulsion) is estimated to have amaximum range of 15,
000 km, according to CIA analysis.

Assuming that North Korea maintains its present productive capacity, it is
predicted that within three to four years and at least by the year 2010, the coun-
try will be able to develop ICBM missiles with warheads that are nuclear,
biochemical, or both that can reach the continental United States. The actual
timing may be subject to change, according to multinational negotiations re-
garding the nuclear issue.

(2) Chemical Weapons. North Korea began manufacturing chemical weap-
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ons in the early 1960s and has had mass-production capabilities since the 1980s.
In the 1980s, North Korea spurred the development and production of offensive
chemical weapons, which it began to produce and stockpile for emergencies.
The country furthered the development of large-scale delivery and discharge
methods using trench mortar, field artillery, radiating artillery, rockets, and so
on. North Korea reportedly possesses six types of chemical weapons including
nerve, hermetic, emetic, suffocative, and bulla. In the 1990s, the country made
advancements in its efforts to improve its chemical warfare delivery system by
successfully developing the dual chemical warhead. North Korea is currently
considered to be in third place after the United States and Russia in its capability
to execute biochemical warfare.®

Itis believed that North Korea has eight production facilities located in Sinuiju,
Manpo, Aoji, Chongjin, Kanggae, Hamhung, Anju, and Sunchon; six stockpile
facilities are located in Sanumri, Whangchon, Sariwon, Samsandong,
Wangjaebong, and Shinansangri; and four chemical research facilities are lo-
cated in Sinuiju, Hungnam, Kanggye, and one other location. The chemical
weapons production and research facilities are all located to the north of
Pyongyang and Wonsan, while the stockpile facilities are located to the south of
that area so that they may be immediately mobilized for emergency.

North Korea’s biochemical weapons program is managed separate from the
general defense industry. It is extremely difficult to estimate the exact volume
of production because the location of the production and storage facilities and
their production volume are all top-secret information.

(3) Biological Weapons. Biochemical weapons research and development
are conducted by the Bio-Chemical Weapon Institute under the Defense Science
Academy and the Micro-Organism Research Center of the Military Medicine
School. North Korea is known to have developed and to currently have in its
possession ten different bio-weapons, such as the anthrax virus, and various
delivery methods, such as trench mortar, field artillery, and missiles (Scud, Frog,
No-dong, etc.). Chemical units are distributed up to the regiment level.**

North Korea’s bio-weapon production system is believed to have enough
facilities to support the production of bio-weapon materials such as anthrax,
cholera, and pest virus.*®* The country completed live experiments by the end of

13 Kim Hee-dong (2002).
14 Kim Hee-dong (2002).
15 See Yonhap News (19 March 2002).
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1980 and has three production facilities (in Jungjoo, Pyungbuk, and elsewhere)
for culturing thirteen types of viruses, such as anthrax, pest, smallpox, and yel-
low fever. Thus it joins the ranks of Iraq, Russia, and France as holders of a
secret cache of the smallpox virus, according to U.S. analysis.®

North Korea has six bio-weapon research facilities and three production
facilities, such as the 25th Facility in North Pyongan, the Hanchon Factory in
Mooncheon, and one on unnamed islands in the Western Sea.

(4) Nuclear Weapons. North Korea has made special efforts to develop nuclear
weapons that will accomplish its three goals of strengthening military power, pro-
moting economic growth, and securing international influence. On the basis of all
the available information, the necessary 10-12 kg of reprocessed plutonium was
apparently acquired before the 1994 Geneva Nuclear Agreement between the
United States and North Korea. In addition, it was also ascertained that North
Korea has all the reprocessing technologies needed for acquiring plutonium. In-
telligence agencies such as the U.S. CIA and Japanese intelligence believe that
North Korea may have acquired a maximum of 40 kg of plutonium.’

North Korea’s ability to acquire materials for nuclear weapons is illustrated
clearly in Table 8-3. The core materials for building nuclear weapons are high
enriched uranium (HEU), plutonium, beryllium, and high explosives (HE). It may
be safe to assume that North Korea has an advanced nuclear weapons capability,
considering that it has independently conducted all necessary procedures for the
design, manufacture, and maintenance of nuclear weapons.

Table 8-3. The Current Status of Nuclear Weapons Materialsin North Korea

Function Constituting Materials Preserving Materialsin North Korea
Nuclear Fuel UNat, HEU UNat
Nuclear Warhead Materials | Pu-239 (90%%), HEU-235 (90%1) Pu-239 (94%1), HEU-235 (90%1)
Reflectors UNat, DU (U-238), Th-232 UNat
Moderators Be-9, B-10, HP Graphite HP Graphite
High Explosives High-speed explosiveshighvpressire | Rox, PETN

explosives

Neutron Po-210, Ra-226, Cf-252, Am-244 Po-210, Ra-226, Pu+Be
Trigger Device Internal explosion device PBX, HE Lens, EED/EBW

Source: Sin Seong-taeck (2000, 29).

16 See Yonhap News (5 November 2002).
17 See Kim Hee-dong (2002).
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It is known that North Korea has twenty-two nuclear facilities in eighteen dif-
ferent sites, including a uranium mine, uranium refinement facilities, nuclear ma-
terials facilities, nuclear power plants, reprocessing facilities, and research facilities.
But it is unlikely that it has the technology to make accurate and microsized nuclear
mechanisms. One can assume that any nuclear bombs the country may be able to
produce will weigh more than two to three tons even if it develops nuclear explo-
sion technology.

North Korea recently announced that it would give up its nuclear weapons
program, but there is no clear evidence to support that announcement. It is likely
that North Korea will make its decision for total cessation or limited development
pending the outcome of multinational agreements regarding North Korea’s nuclear
issue.

C. Problems and Future Direction of North Korea’'s
Defense Industry

1. The Problems of North Korea's Defense | ndustry.

As already discussed, the industrial policy of the North Korean regime is based
on developing heavy industry, with a focus on the defense industry. There are a
number of problems with this policy. First, heavy industry in North Korea has
become awkwardly large, causing an imbalance of the North Korean industrial
structure. The share of heavy industry in the total industrial production gradually
increased from 40 percent in 1963 to 70 percent in 1990.

Second, the excessive orientation toward heavy industry has led to the under-
development of the agriculture and light industry sectors, resulting in the serious
imbalance of the industrial structure, and the consumer goods production sector
has fallen far behind. This imbalance is considered to be a major cause of the
economic depression in North Korea.®

Third, in a system of military economy, which emphasizes the production of
short-term and visible military goods to strengthen the military power, the need to
invest in infrastructure to reinforce the overall economy becomes less crucial be-
cause of the large amount of money it would require and the relatively long-term
results it would yield. Investment in construction, maintenance, and infrastruc-
ture repair is also ignored for the sake of military strategy because infrastructure
like roads and harbors could be used by the enemy in a military encounter.

18 Jeong Y u-jin (1995, 92-93).
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Moreover, under the principle of self-sufficient economic development in North
Korea, which aims to maximize total social efficiency rather than economic
efficiency, North Korea reduced the necessity for infrastructure such as roads by
placing production facilities close to the resources, and it pursued the develop-
ment of regional economies with the goal of securing raw materials to be used for
production within that region.®

Fourth, with little foreign trade in other sectors, the defense industry has be-
come an important source of foreign currency for North Korea. As in the case with
Russia, arms industries are particularly resistant to privatization.

Fifth, the defense industry in North Korea is strictly isolated from the other
sectors. This isolationism has hindered the spread of advanced technology from
the defense industry to other sectors. North Korea has focused only on the general
technology aspects of science, and it lacks the human resources to drive the devel-
opment of highly sophisticated sciences, pure theory, and advanced science. The
quality of products in heavy chemical industries—except for some areas related to
weapons development—is low and less competitive in the international market.?

North Korea will continue to invest in its defense industry as a means of main-
taining political stability, acquiring foreign capital for military power, and trans-
forming the country into a market economy. This investment is expected to cause
several problems.

First, international financial institutions and foreign investors will never sup-
port North Korea unless it reforms its economic system for economic recovery.?
For example, North Korea desperately needs long-term, low-interest financing
from international financial institutions such as the International Monetary Fund,
the International Bank for Reconstruction and Development, the International
Development Association, and the Asian Development Bank. North Korea needs
to come off the blacklist of terrorist nations to secure the approval of the United
States and Japan so it can become a member of those institutions. If North Korea
continues to develop nuclear weapons, there will be no financial support from the
outside, and its economy will continue to deteriorate.

Second, North Korea will receive no foreign investment as long as military
tensions with neighboring countries continue. After China’s affiliation with the
World Trade Organization, foreign investment will move into the Chinese market
for the time being, making it more difficult for North Korea to receive any finan-
cial support from foreign countries.

19 Sin Y ong-do (2000, 435).
2 Choi Seok-hwan (2001, 11-12).
2 Choi Seok-hwan (2001, 11-12).
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Third, the economic embargo against North Korea, which was lifted after the
South—North summit talks on 15 June 2000, will be reinstated if North Korea
continues to refuse inspections for weapons of mass destruction (WMD) and tra-
ditional negotiation for weapon reduction, especially in light of North Korea’s
acknowledgment of its nuclear weapons development program and its withdrawal
from the Nuclear Non-Proliferation Treaty. Since 11 September 2001, the United
States has included North Korea in its list of nations supporting terrorism, and has
attempted to impose political, military, and economic restrictions in order to es-
tablish some transparency over North Korea’s possession of WMD.

Fourth, North Korea’s economy will be bankrupt if the country continues to
invest in only its defense industry without the influx of finance and technology
because the national industrial structure will be destroyed from lack of resources.

Fifth, if North Korea continues to show no change in attitude, South Korea’s
engagement policy toward North Korea will face serious criticism from conserva-
tive groups in the South, making it that much more difficult for North Korea to
receive economic support and cooperation from South Korea.

Consequently, North Korea should change its attitude toward its defense
industry, which is negatively affecting the nation’s chances for economic recov-
ery and development. It is very important for South Korea to play a central role in
changing North Korea’s attitude and in making the North reform its industrial
system through economic cooperation.

2. The Future Direction of North Korea’'s Defense Industry.

North Korea seems likely to continue its weapons development to achieve
military, political, and economic gains through a “brinkmanship strategy” against
the West. In spite of the severe economic difficulty in the 1990s, North Korea
increased its military power and focused on developing strategic weapons such as
conventional weapons, biochemical weapons, nuclear weapons, and missile
technology. The priority for its resource allocation, which is not related to its
economic principle, can be summarized in a speech by Kim Jong-il: “Even though
economic conditions are bad and it is becoming burdensome, the national defense
force must be strengthened at any cost.”?? The priority placed on the military sec-
tor by Kim Jong-il can also be ascertained from a statement that he made during
talks with the chief executive officers of the South Korean media companies: “My
power [sic] come from military power.... If we want to be friendly with foreign

2 See Pyongyang Broadcasting (3 July 1997) and cited in Home and Foreign Communication, no.
1089 (25 December 1997).
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countries, military force is required and the power for foreign relationships comes
from military power, and my power also comes out of the military power. Even if we
have a good relationship with other countries, we should have military power.”%

In accordance with his instructions, many national goods and resources are
allocated to the military and the defense industry.?* According to the White Paper
on the National Defense for 2000, North Korea is spending more than 30 percent
of its GNP and 48-53 percent of its total annual budget on military expenditure. It
has been reported that the second economic sector related to the defense industry
in the Party Central Military Committee was transferred to the National Defense
Commission after 1998.% Exercising his control and command over the military
and arms sector, Kim Jong-il, as the supreme commander of the People’s Army
and the chairman of the National Defense Commission, emphasized that North
Korea has to produce and supply the necessary materials and facilities to the de-
fense industry before it addresses the needs of the overall economy. As a result,
the national policy is still heavily oriented toward investing in the defense industry.

According to the White Paper on National Defense for 2000, the North Korean
military had about 1.17 million soldiers in 1999 with an additional 7.48 million
reserves for emergency mobilization. This means that more than 8.65 million people
in North Korea, or about 40 percent of the total population (about 22.08 million in
1999), are affiliated with the military. Compared to the number of German troops
mobilized during World War Il, which was about 13.8 percent of the total
population, the scale of North Korea’s military is unprecedented in world history.
The vast amount of resources, capital, and labor—which should be invested in
economic recovery—is not being productively used in North Korea. As long as
North Korea maintains its military-oriented policy, the inefficiency of its economy
will only intensify.

The North Korean military purchased $105.63 million worth of weapons from
seven countries, including Russia and Kazakhstan, for the five-year period ending
in 2000. The weapons purchased included forty MIG-29 fighters, known to be the
best fighters to come out of the former Soviet bloc. North Korea also purchased
five MI-8 helicopters and forty MIG-21 fighters from Russia and Kazakhstan,
totaling $12 million in 1999, and it has expanded its weapon imports every year
since.?® These purchases occurred when North Korea’s food and energy shortage

2 See Joongang |1bo (14 August 2000).

2 The medical aid group from France, Medecins Sans Frontieres, decided to withdraw from North
Korea, blaming that many of therelief goods supplied to North Korea, including food, weregiven first
to the higher class, the military, the munitionsfactories, and thefactoriesfor export. See Chosun I1bo (2
October 1998).

% Kim Keun-sik (2001, 38).

% Jeong Y u-jin (1999, 56).
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was at its peak. The people’s hardship was totally neglected while the government
concentrated all its resources on expanding its military power.

It is reported that the North Korean’s armed forces have focused on improving
their combat capabilities following the West Sea Fight in June 1999. Even after
the summit meetings between South and North Korea in 1999, the armed forces
more than doubled the scale of their training, focusing on mechanized troops and
infiltration training, and the level of their training was the highest it had been in
ten years.?” The basic reason behind Kim Jong-il’s emphasis on military power
and the development of conventional and asymmetrical strategic weapons in spite
of the severe economic difficulties it would bring is that a strong military force is
considered the best measure for securing the regime in a hostile environment.
North Korea is expected to focus on the development of WMD to attain export
competitiveness and to gain an advantage in negotiations with the West. North
Korea is also expected to accelerate its biochemical weapons development be-
cause biochemical weapons are cheap, easy to develop, and more fearsome to
hostile nations.?®
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A. Foreign Trade
1. Current Status of Foreign Trade
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[Korea s o @qort [predicts With & conperetive edventeges in the i nternsti ozl

Table9-1. Trendsin North Korean Foreign Trade
(units: $1 million, percent)

Export Import Totd
Amount |Rateof Increase%| Amount |Rateof Increase%| Amount | Rateof Increase %
1990 1,733 - 2,437 - 4,170 -
1991 945 -455 1,639 -32.7 2,584 -38.0
1992 933 -13 1,622 -10 2,555 11
1993 990 6.1 1,656 21 2,646 36
1994 858 -13.3 1,242 -25.0 2,100 -20.6
1995 736 -14.2 1,316 6.0 2,052 -2.3
1996 727 12 1,250 -5.0 1,977 =37
1997 905 245 1,272 18 2,177 10.1
1998 559 -38.2 883 -30.6 1,442 -33.8
1999 515 79 965 9.3 1,480 2.6
2000 556 8.0 1,413 46.4 1,969 33.0
2001 650 149 1,620 15.2 2,270 2.6
2002 735 131 1,525 -5.9 2,260 -04
2003 77 55 1,614 5.9 2,391 5.8

Source: KOTRA and the Ministry of Unification.

The enunt of fmuorts fn 2002 ves gboyut $5L.525 [illicn, & 59 [pereent
crezse ffremthe preveus yezr. (€2 Tede &) Ths csorezse ves the first in
fmports in feur yezrs. M i muorts i nel ud® ener gy resouress, feod)
end € estran ¢ predicts, te@dl[@ produsts, &nd procsssed chenies] [redusts. Wi
tlhe ewcspiion ¢ enzr gy resouress &nd nsEt [roousts, the enount of [mgerts for
gll tlhose produsts cscrezszsd framithe previcus yezr . e nzln rezsons for this
C=orezse were the deorezse i n grél m f mperts ol | ewing the § murevensnt ef North
Kerez! s ffeod Sl tuztl en &nd the cesrezss | n sUbs| @ zed) [ muorts ¢f streteg) e guoss
ffrem@i na.

Qerell, epat [ewls [norezssd over 2001 [ewels, Wile the ingorteticn cf
produsts thet mele up the by k ef Nrth Kerezn i ngorts cscrezsed s gni i ezntly,
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resdlting in ey & snEll csorezse in the tctel (el of Tareign treds fremithe
previcus yegr. As a resdt, the ferélgn trede dsfidit @sorezsey frem$Sio
il 1§ en i 2001 to $70 mil [ien im 2002, [t & treds csficlt still rems medl

£ coservetlien far Nerth Kores s ferél gn treos levels fin 2008 i ndl ezted tiet
fts forel gn treds grewsl ey s aresdlt of tihe instebl ity on the Korezn [gsni nsd &
tlhet (s loszn caused [oy the revel etien of the Nrth Kerezn nuel ezr dsvel cpnant
progremend the incressed pressures eerted by the internzticng] commm tys
Rorel gn trede | evels shoved & 58 percent (ncresss enuunting to $2.89 billion 2
Treds Wrth aWny to the nuelezr erisls end the ebdictien ef
JeoEnzse et enzl s, [t treds Wt @ ma i nerezszd § gnl il ezntl y despl te tihe SRS
autforezk eurimg the first helf of the year . Tive [ nerezssd treds With @Gima hes
[ozzn consl esred the meln resson for the increzsss in ferelgn treds [eels Also
Wirth the [ nerezsed enghesls an the prestice] ggolicztians of the Iy 1 Refarmegt
prediciieon sitey the entlhusiestic 6 forts of fecteries and conpeni €s to fnorezse
prefits @zln farelgn eurrensy [eve [ed & [gositive & fest an Nirth Kerest s
edtermsl {reda

The enount ©F @gorts in 2008 was §777 nillien, & &5 pereent [ norezss cver
tthe yesr [osfere end the third conssautive increzse in feur years [muorts re
corded $L G il licny &89 [pereent increzse fremitle previcus yezr.

2. Analysis of Main Exports and Imports
a. Export Products

North Kores! s Ejor @gort comedities, &s [wrevicusly mantiensd, §nduds
meri e [reducts, tedlle produsts, mechl nery such &s €l estron © goods, nonmete]
nnerels, ggrledlturel &nol [processed chenics] [reducts. Notedly, the [ore-
portien of marine end tedil@ preducts wes 58 2 pereznt (m 2002, Wilch shovws
et North Korea is eoncentreting en @qorting [ight [milstrie] goods end [orf-
mery goods over e nure [pref tebl @ sscondzry @ tertiery goods

The first cztegory f comedlties Wiose @qport [evels heve i nerezsed ['s &nl-
&) -lozsed goods such es fish end etler marine [grodicts, @ Witth $281L 11 mil [ en
@gorted im 2002, & 649 pereent increzss over the previcus Yezr, tlhoss [gred:

2KOTRA (2004).

3KOTRA, pp. 14-16.

4The commoditiesthat contributed most to the North K orean export growth were marine commodities
such as shellfish, crustaceans, and mollusks. Through their export to Japan and South Korea,
thosecommodities have become one of North Korea's main sources of foreign currency, along with
textile and electronic goods. While plant-based commodities (e.g., songi mushrooms, rice-straw,
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ucts mede Up 85 peresit ©f the teie] enmunt of epots (S22 Tede €2) Mre
then €0 pereent @ the narine predusts @@orted weit to @Gina e JEgen [
perticuer, mrine [redust egorts to Gina & cdremtic [ noresse
sinee 2002 With this neressg the Nerth Keresn governnent
tretfing) fitts € farts @n [ ncrezsing 1l sheries &nd esteblishing | er ga-sezl @ szzfood
[recessing festeri s

Table9-2. North Korea’sMain Export Products

(unit: $1,000)
2001 2002

Amount | Proportion(%)| Amount(%) | Proportion(%) Rete of Increas(%)
Anima Products 158,359 24.3 261,106 355 64.9
Plant Products 42,029 6.5 27,481 3.7 -34.6
Mineral Products 50,464 7.8 69,814 95 38.3
Plastic and Chemicals 44,600 6.9 42,373 5.8 -5.0
Wood Products 5,596 0.9 10,166 14 817
Textile Products 140,530 21.6 123,061 16.7 -12.4
Precious Metals 14,077 2.2 14,556 2.0 34
Metalloids 60,245 9.3 57,400 7.8 4.7
Machinery, Electronics 97,914 15.1 85,615 11.6 -12.6
Other 36,394 5.6 43,420 59 19.3
Total 650,208 100.0 734,992 100.0 13.0

Source: KOTRA.

Tie second el eqeort eategery is minere] [products, Wiich resorcsd $88
&L millicn im egports in 2002, & 883 [pereznt [norezse aver the previcus yesr.
i m i mporters i el ude @ ma (entlhredte cozl, 1ren are [ereslous nstel are
refined petro]euny hellend (refined petrel eun; (entlredte cozl,
megnesi U end meture) send). @ the minere] egorts, €0 perest &re to tlose
tlves mEties @ resson for the increzss in the @@ot of mnrel products is
et Nrth Korea [es [bzzn concentretl ng s €f ferts en @qpend ng [ ts [preductien
of mnere] commud ties by purches] ng nsw minl ng ol pnents fremoversess
oy [ mpl enenti ng) § muroved mini ng metlhods. Austher contrl lutl ng) fecter [s
tthe Senificent (ncrezse fn minsrs vegss, resuting framthe Uy 1 Refarm
Wil ch [es [ ed to & [ooost im predustivity:

medicinal herbs) used to beimportant export commoditiesin 1994, contributing $111.21 million to the
total amount of exports, they showed a continuous decrease thereafter, making up only 3.7 percent of
total exportsin 2002 at $27.48 million.
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The third nEln egort cgtegary s [processed chenies] @oods &nd [pred cus
netels, wiich resorcsd egorts of 2811 milicn in2002 The egert level of
[processzd chemies] goods [Es [ozzn [ nerezsi ng every yezr Sinee 1888 &nd in
2002 [reported & 24 pereent rise cver @z rezson fer this increzss (s the
ftloreugh melmtenznes of fectcriEs fedllities elrezdy In @dstense tha
csiel] fsment of mawprediction plents end ctlher releted fedlities s nee 200
Tihe @gort of [pred cus netels &t L 58 mill [ en i n 2002 marked gt & & 4 [percent
fnorezse ever the previcyus yesr. NMist of tlhe predeus neie] @qports comurise
gdld [mngets egorted te Keng Bel gl en @ enunds [recessed in Nrtlh
Koiea

There were &lso comud ties @qorts fim fremthz
[revieus yezr. ® Frst, the @gort cf tedlle products, Wilch [ed [zzn ene ef Nirth
Keres! s mEin egorts, =srezsed §gni il eantly.8 e enaunt of teille egorts in
2002 ves $128, 08 mill licn, & 124 [pereent cscrezse fremihe [previcus yezr. (Se2
Tele@@2) Thedrect causeifor the dscrezse ves the crop i the gznerel 1evel f
eqorts to Jepan, Wi ch ed [ozen the munier eneclient for North Koreet stediles
Treds with Jepzen todk & 6l awefter Nirth Korea ¢f i cl el ly ednitted to the bdis
tien of Jepanese meticonzls drring the Jepen-Nirth Korea syt nesting held
in Ssptenier 2002 T s edniss] an eoversely &f fected Jpan s [gUdl e peresptien
o Nirth Kerea 7 Awtlher resson fer the dsorezss wis the dsdline (n | meustrl €
predusticn eutput end the veekening @ trensportet] an cgped ties erlslng fram
Nortlh Kores! s intermel ener gy erisls, Nirth Korea s te@itl | @ produets thereoy | ost
tthelr conpstitive edventege ever the preducts of conpstlng maticns, wilch fur -
tlher contri (outed to the dsorezse in the @@t of tedile redsts

Second, @@orts ©f electren e gt $88@®2 milllicn =
erezsed [oy 12 6 pereent fromilhe previcus year. Nichi nery end €l estreni ¢ goods
mde Up anly @5 peresit ¢ the tote] egorts in X8 Yet a stezdy ineressing

5 KOTRA (2003, 17-18).

61n 1994, textileindustry had devel oped into North Korea' snumber one export industry, with textile
products making up about 23.2 percent of total exports. However, since 1995, thedecreaseinindustrial
output resulting from the energy and economic crisesled to the decline of thetextileindustry’ sexport
level, aswell asthat of other industries. Despite such difficulties, thetextileindustry was North Korea' s
mainway of gaining foreign currency, and because of North Korea' spolicy in the 1990s of encouraging
the growth of light industries, the export of textile goods remained at about 20 percent of total exports.
However, in 2002, only 16.7 percent of total exportsweretextile goods, |eading to afurther decreasein
thiscommodity’ srelativeimportance.

”Meanwhile, theincrease of the export of processed textile products between North and South Korea
since 1999 is considered to have played apart in the decrease of North Korean textile exportsto Japan.
Indeed, as North Korea's relationship with Japan deteriorated, a large proportion of North Korean
productsthat were used for trade with Japan were transferred to trade with South K orea.
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ttrend pezked im 2000, Wrth those goods meEking Up 15 1. pereent o the yezr s
fteig] eqorts [czceniing North Kores! silirdler gest @qport meustry. Tihe rezr
son ffer the congeratively gnher graxih rete of the nachi nery &nd € ectren cs
f mdustry enid the @t fleUt econone condl tiens ves the i nerezse | n govermant
@farts es part of a[glicy to avelep tie nzehi nery end €l ectran ¢s i ndustries &s
mEin egot fnistiries The Nrth Korezn regjne hes [bzzn tryl ng to cdhenges its
@Eort strusture loy csvel gl ng M gh-prefit @qort [preducis Kivever, there vas
a signficant crep in eports of eledrene prediets to @Ging
[Ring Keng, &nd Jepen [n 2002 Nirth Keres! s 2002 @gort trends sssmto eve
cantimzd [ mo Th2 | ezding @gport commdlties were merine predusts,
fren goods, end minsre] Ener gy resouress,

b. Imported Goods

Nerth Keresl s mg)ar imports [ el uds ener gy resouress, food,
el ectren ¢ [ereclsts, texlle@ preciets, [prooicts, endnztellcics. 2002
vith the @esptlicn ©f ener gy resouress end nest [recusts, there vEs & deoresse
im the ingort of most of those nEger ingort [redicts. ®

In 2002, 5848 millien ¢f tetile predists were imported & 2238 [peresnt
fremthe grevicus yezr. (&2 Tede $8) Ths csorezss s ettrilyied
nEinly to the leck of rewtetile mnteries falang the shrinkdng of Nirth
Korez! s contiss] an-lozsed) preoess| ng treds in the tedl] e i eistry. @ interest-
fing trend was the Sgnificant dscrezse im food mports. The fmpert of [l nt
recucts, ineluding grelns, cremztice]ly ceoressed by 484 pereent framthe pre-
viaus yezr to LA millicn s decrezse was duB to the €l gnificant dsoresse
in gssstence-lezsed [ muorts frem@lna end Jgen Austher resson for the cs
crezse Vs thet, elftlhough its food sugdly s still imsf fident, Nrth Korea es
ener gzdl fromithe werst of fts ffood crisls end i n 2002 [ muorted 4. 33 ml [ § an tens
@ food, @46 [gereent [ norezse over the previeus Yesr. @her motevertlhy [ muorts
vere mutel [ of d products, wilch shoved & 12 1l pereent dsorezss fromthe [grevi-
as yezr to $88 22 millian gnd €l estrani ¢ [precucts, Wich d=
crezsed loy 8 ® pereent fromithe yesr befere to $284 67 millicn ©

8 KOTRA (2003, 20-22).

9 There was aconsistent increase in el ectronics and machinery imports until 2002. If one examines
product-by-product importsin this sector, the main import products were power generators and other
machineries used for the maintenance and renovation of production facilities, aswell as machineries
for industria infrastructure. Electronic imports focused on computers and related accessories,
demonstrating the North Korean government’ sintention to devel op itsinformation technol ogy industry.
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Table 9-3. North Korea’sMain Import Products

(unit: $1,000)
2001 2002

Amount | Proportion(%)| Amount(%) | Proportion(%) Rete of Increase(%)
Anima Products 73,904 4.6 103,435 6.8 40
Plant Products 221,024 13.6 118,406 7.8 -46.4
Oil-Based and Crude
Food Products 89,868 55 72,277 4.7 -19.6
Minera-Based Products 231,100 14.3 235,908 155 21
Processed Chemical
Products 123,403 7.6 122,110 8.0 -1.0
Plastic Goods 65,980 4.1 65,980 43 0.0
Textile Products 203,901 12.6 158,483 104 -22.3
Metaloids 100,355 6.2 88,224 5.8 -121
Machinery 243,826 15.0 234,673 154 -3.8
Automobile 88,427 55 76,051 5.0 -14.0
Other 178,504 11.0 249,849 16.4 40.0
Total 1,620,291 100.0 1,525,396 100.0 -59
Source: KOTRA.

Nonztlhe] ess, tlhe fmgort of minere] -lossed produsts fnorezsed cramzticelly in
2002 to $265.¢ milicny & 21 pereent increzse over the previcus yeer. (SE2
Tebdle ©-8) Ninsre] [preducts ensr gzd s tihe ler gzst imgorts for e year, s -
[pzss] ng) mzeh] nery &ndl €] @stran @ [precucts. e el n @qporters i ndl udsd @ e,
Rssie, Sngzpore Tihsllend, end Gezeg With cver 50 peresnt «f the tete] min-
erel preduct fmports cening frem@inga Kowever , Will@ the ensr gy resourcss
i muerted frem@i na dearezsed | n 2002, Verl aus ensr gy resouress were f muorted
fronRssig resdting in & net fncrezse in inMports for ener gy resouwress, The
fncrezse i the i mport o Verl cus petrel eumprecusts fremRissia i s ettrf uted to
the reviteli zzd tel s en esononie cooperatl an letvzen the two countri &s el | aw
fng tihe Nrth Keree-Russl & summit naeting fn Agust 2002 [ozfere then there
Iea] [c=zn Mo treel ng 6f €ner gy Fesourees lostween Nirth Korea end Russi & sl nee
dieen,

As fllustreted) (mports were [ed Gy ensr gy-[eredudi ng, minere] -logsed [oredk
uets end mezt [rodicts, Wile fmgort (evels in generel, Ineluding thet ©f feod
[preoucts, Cscrezssdl im 2002 Rivever, Wille imgort levels of Eestranics, tee
til @ preducts, end precessed cheice] @oods eontl nuzd to cscrezse I n 2008, [m
levels far grelms end [ gnt= meustry goods-eamudlties thet [ve & drest
@fect on the lives of tthe peop @ere [bzlieved to eve fnorezsed Th's (ncrezse
i nterjgreted es tihe centre] govermant” s Messure to min fze the shortege
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o [bzsic gooos end ffeod Mesesszry for its dtizens 1ives fell ewng the dJy 4
fnitigtiveg wich hes strengtihensd market funcificns, Mzmiiile the imert of
minere] -lozszd @ner gy resouress contl nuzd to i nerezse fn 2008 [t s (62l @ved that
f nerezsed [ndustrie] cutput (s [ ed to the increzsed dsmand far @ner gy

3. Trading Trends of North Korea’sMain Trading Partners

The d s ntegreticn of the Shviet [ e caused mgjar chenges i Nirth Korezt s
ttredl ng) pertmerehifps. Frst of &ll, treds vith Resig Nirth Kores s @n2
{tredl ng) [ozrttner , crestically framBE8 peresnt of Nirth Koresl s foil
ftreds m 2620 to 4 peresnt [m IS Tihe cirest ezuse of this dsorezse was the
Novenloer 1SS0 ggresnznt [ostwizen North Korea end Russia for &1l trede pay-
nants to (02 mad2 in herd errensy. ® Rrthernure, internsticns] econerie can-
dtlicns md2 it impessie far Ressia to contlinue to ¢ fer [orivil eged priess te—
maf ntel n & c-lzsed trede Wih-North Korea. Russien conpenies in the
erivete sscter treding wWth Nrth Korea tthe country [ edked
pEynent cgpalllities Mreover, With the [ilkeréizEticn of tihe Russlen ecanany
Ressiel s trensformzticn into & mrket econony, Nirth Koresn prodicts,
v eh [edl | eng enj gyed pretecti en frommerlet feress, no langer hed & congeti-
tive @nseguently, tredng lstvesn Nirth Korea Resia greduzlly
@screzsed durl ng tlhe 38808, 1n 2002, treds [between the two countr] € essounted
for enly 86 pereent @ Nirth Koresl s et firegs &

s trend ©f cssrezsing trede guplied met @iy to Resla bt glso to &ll
soclelist metions Even in 3680, treds with eesodelist neticns such &s Risslg)
@ima, end vericus [Estern Eircgezsn countries Up greund 70 [pEreEnt Gf
North Keree s tete] tredsvoluna Bt im 2000, this proportien dscrezsed to anly
&0 pereent. [However, With the eqensdien of treds wWith South Kerea, @ing
Jepen, cther Aslen matiens, &nd csvelcped metiens of the West, Nirth Kres s
treds dspenosnsy en egpltelist metions hes greduzlly incresssdl Nrth Korea is
enthus] estli ezl |y supgortling treds with espitelist mations so it calld mElnteln the
regin® end reouild its econony. Reeently, there [Es lzzn &n §noressed & fiat &t
fmpreving @ plenztic relgtions with the West in crdsr to stimlete treca a
resUt of suoh &f forts, Nirth Kores! s maln tred ng) partners §lnes 4620 [eve fn-

10 Another factor that decreased trade with Russiawasthe deval uation of the Russian rublefrom 0.67
rubleto 1.65 ruble per U.S. dollar.

1 However, in 2002, North Korea—Russia trade increased 18 percent from the previous year. That
increaseis considered to have been caused by therevitalization of economic cooperation on energy and
railroad construction following the August 2002 summit between the two nations.
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duded mustly ezpitelist metians such s @Ging @rEny, Kong, Indig
Jepen, Rissle Sngepore Swuth Kore Thel [ ensl

Norttlh Keres! s 2002 tired! ng) trends [y st on ere &s fdlova 2 Rrst, the mm
@2 ttred ng [eertner i 2002 ves @ ey constl tuting &2 7 [ereent ¢f the tatel
ftreds voluna (St2 Tebdle ©4.) Eports to @ na [ norezszd 62 4 perezsnt tth2
erevicus yezr, yei inports from@lima decressed 18 4 peresnt, resdting in @
snell incresse of @4 peresnt im the tctel treds voluns ($788 7 milien). The
ml n rezson for the i norezse i n @orts ves the | cosenzd regy &t ens @n loorcsr =
tte-loorcsr tredsy Wilch led to the epansicn of @gorts of marine e tedile
proousts, [plus the veluna of greln &nd nnsre] ensr gy i muorts C=crezszs] resyi-
fng i m the cscrezse of the tote] imgort Vol una

Table9-4. North Korea’s Ten Largest Trading Partners

(unit: $1,000)
Exports from Importsto
Country North Korea North Korea Total TradeVolume Total Trade (%)
2001 2002 2001 2002 2001 2002 | 2001 | 2002
1 | China 166,797 | 270,863 | 570,660 | 467,309| 737,457 | 738172 326 | 327
2 | Japan 225,618 | 234,404| 249,077 | 135137| 474,695| 369541| 210 | 163
3 | Thailand 24,098| 44,616| 105964 | 171,966| 130,062 216,582 538 9.6
4 | India 3,060 4,768 | 154,793| 186,573| 157,853 | 191,341 7.0 85
5 | Germany 22,756 | 27,799| 82,077| 140,418| 104,833 | 168217 46 74
6 | Singapore 3,050 796 | 112,298 | 83,026| 115348| 83822 51 37
7 | Russa 4,541 3642| 63794 77,048 68335 80,690 30 36
8 | Hong Kong 39,794| 21,940 425555| 29,169| 80,529 51,109 36 23
9 | The Netherlands 10,424 6,377 9,067 | 27,620| 19,491| 33997 09 15
10 | Bangladesh 37,701 32,267 1,275 490| 38976| 32,757 17 14
Total volume of trade of
al ten trading partners 536,019 | 642,472|1,391,560 (1,318,756 [1,927,579 (1,966,228 | 853 | 87.0
Total volume of trade
with &l nations 650,208 | 734,992 |1,620,291 |1,525,396 | 2,270,499 | 2,260,388 | 100.0 | 100.0
Source: KOTRA.

Note: Ten largest trading partners, according to 2002 figures.

Second) treds With Jepen dscrezsed Eqports to Jegen i n 2002 teie] ed $284. 4
millicny &&9 peresnt inoresss aver the grevicus yezr, Wile ingorts framdgpsn
ftcte] ed 88 M il [ ony 8148 7 percent Cecrezsse fremihe yezr befora (2 Tede

2 KOTRA (2003, 5-11).
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e4) the tete treds volune vith Jepen ves $8884 millicny a 222
[pereent dserezse fromtie [revicus yesr . Treds With Jepen croppsd to 18 8 [per -
ezt of thetcte] tredy vhich ves thefirst tine slnce 3620 thet it croppsd belaw
20 pereznt @ the tete] treds wWuna The cscrezse (n treds between the two
countries ves mel Ay ettrf buted to the dsterl eretl ng Nirth KereaJepzn rel &t ens,
resutling fremthe mdezr crisls nd the geducticn f Jepensse meticnEls Im
eddtien Jepan s (nterms] econonie [eredl ens end the finende] erisls of conper
ries &f flieted Viith e Jednangr yun (Assodeticn ¢ Nirth Korezn Resicznts fm
&re elso to eve contrilouted to the dsorezse In treds wWith
Nerth Kereza,

T2 third motedl @ trend ves the [norezss [ treds with ciler Aden metlas
Even ed udlng @l na end Jpzn, the mEjarity o the tep ten tred ng pertners cf
North Korea § n 2002 were Asien nztlens such gs Tiellend (third), (e (Feuwrth),
Sngzpore (€hxél), Ring Kong (€lenth), end Esng)edssh (tenth). In perticder,
fireds vitth el | end showed & lgnificant (norezsa Atter aviglt to Thell end [oy
[ m Yeung-nemp chel rmen of the Sugren® Reop] €@ sAssenial y, Esonanic €eop-
eretien wes strengtiensd betwezn the tvoe netlans, tens o rice
were [ mperted frem T [ gmdl

Tine feurth trend ves the consistent norezse in treds Wilh Eirepgszn Wion
(BY) metions Tirede wWith BU nsticns shoved & 0.9 peresnt {norezse over the
Erevicys yezr, stending &t $4,347.69 mill licn Egports dsorezsed by 108 [gereant
to $5808 millicn vt §myorts i norezsed loy 2L 6 pereent to $282.68 millicn The
i nerezse in treds Vith BURst ans sterted in The eq@ansicn in esaneme
positively &f fected [y North Koresl s normeliz&tien of reletians
vrth BUnstl ens,

B. Attracting Foreign Capital and Foreign Economic
Cooperation

1. Attracting Foreign Capital

North Korea to estively [renute farelgn [mvestinent tlhreugh the
gctment of the Mrger lewin Sspienver 1684, [t the results hewe [zzn
cleeppolnting, [Bstween M end 2002 the tete] [rflux of ferelgn fnvestment
rested gt en estlimzted $460 millfen # of wiidh can® ffremdJednongryuns
éfilfeted Souih Kerezn end etlnie

3 UNCTAD (2003, 251).
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the enount o §nvestmsnt frem Western conpeni s was negligill @

Nortlh Keres! s [perfermznce im &titrecting forel gn czpi tel eirenzly ds-
gppalnting fm conperison mat @nly to thet & @ing Wich hes [pronuted eco
monne refermsinee the lete s, byt glso to thet of Vietnamp wWieh
pranuting ferel gn i nvestnsnt [&ter then Nirth Korea, (Ss2 Tede©8) The dif-
ference was thet @ina end Vi etnemeancentreted an i mirevi ng rel &tl ans wWith
the Ulited Stetes end ctier Western meticns Rurthernarg [losrel i z&ticn ves
by systemtic refarmp produd ng positive cutcanss faveredle to
f duei ng) fereign i nvestnsnt. Nirth Korez, hovever, es still bzzn uEd @ to
morme] | z8 rel gtl ens with the Uil ted Siates bscause of nudl ezr &nd miss] | @ [ ssuzs,
Nireover , Nirth Kerea [es pursuzd enly & i mited [ lozrel | 2t en ol i gy, igmr =
fng tthe ne=d for systenztic reform Those festicrs have [eezn [pol nied cut &s e
min eauses of Nirth Korest s wesk [perfermance i n &ttrecting fore gn cgpltel .

Table 9-5. Foreign Investment Trendsin North Korea, China, and Vietham
(unit: $1 million)

North K orea? China Vietnam
1991-1996" 24 25,476 1,217
1997 307 44,237 2,587
1998 31 43,751 1,700
1999 -15 40,319 1,484
2000 5 40,772 1,289
2001 24 46,846 1,300
2002 12 52,700 1,200

Source: UNCTAD (2003, 251).
Note: 1. Annual average.
2. Estimated figures.

It vadld met [oe ineceurete to sgy thet farelgn Investnent in Nrth Krea is
met dstermined oy mesessity vt s mstezd nutiveted oy ol it ezl
ressons  Tine ffel [ ey tliree trends sugport this cosenetlien

Frst 1s the essentie] rele pleyed oy sl nesses owied oy cversess [Korezns
Ror eemnle [bscause en cvervine] ming mE crity of the [ nvestient fremdegen
canss fFremdJdedhengryun-lezsed this i mvestmznt coul @ gccuretely b2
d=scrf [oed] &8 & Nt Kerezste-North Korea esancnic @chiznge o Ging s
fmvestmant im North Korea, which @qendsd efter the 8805, conss fremetimic
[erezn [ousi nesses I @l et s Yeonoyun erean Also, Shuth Korezn i rms ere i n-
terested I m i nvesting i n North Korea fer rezsons ¢ [ nshi [ &nd mztl erfood)
net &s asinle ewesion el interest In the Nrth Korean merlet an the [bzss of
fthe country s fnvestment condlticns, TS stet@ cf &f felrs is goveszted oy Nirtlh
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Kerezy [nvestnent fromoversess Korezn ous] nesses ey (62 | nterpreted s Nirth
Kores! s o ezpite] under the lbzmer of ullding en evtcnonus metlenzl
econony

Seoond), there (es reeently [bzzn & consistent [norezse in @i nzse &nd Gver =
sezs @lnese (@inzse living gbrezd) [mvestment. @nerelly, @ilpese]
i nvesters prefer tofnvest inresl esteie andthefinenclel nerlet rather then inthe
meEnufecturi ng f mdusiry. s trend is not &n ewspiicn in Nrth Koresg nust
finvestnant [oy cversess @linsse [s gezred towrd rezdl estate end the i nend e
marleEt. @i nzse (nvesters sterted showing en [nterest m the North
Korezn merket efter the hendover of [Rong Kong to @ima inm July 687,
Nerth Kerea (s [oszn ectlively prenatl ng @ nese end cversess @ nese [ nvest-
nants §nee I8,

Thre) Avericen end Jepensse firns ere cauticusly prepering to fnvest in
Nrth Krea [nvestnent fromthe Uited Sietes s cesgly tied to the ezsing f
US econonie senctlicns, end fmvestnsnt fremdepen is ceszly rel gted to cstel:
1§ shing &1 ) et @ rel &tl ens [estwzzn Jpzn end North Korea end to the cutcan®
@ dsmnes [oy Nirth Korea far cdenel reperetians

Utinztely, to ettrect future ferelgn fmvestments, North Korea must
chengss to its lesie fnvestnent condittien im the ol aving erezs (€) Timding &
resoutian @f e Jepenzse cdaniel reperetian issuz emd mormzl i zi ng) € pl anztic
rel ekl ens Wit Jpzn, () indng & reseluticn ef the Nrth Korezn mid ezr erisls,
(© mormzl i 2 ng) rel etl ans Wit the Uil ted Sietes end i1t ng econonie senstians,
end (¢) mekiing & pUdlic czeleretlian ffer [ilozreli z&ti on end referma W tthout
ffuncznznte] ferelgn i nvestmant i Nerth Koreawill not b2 g8 @ to teke
ttle fermef econonie [eartl el peticn thet s [ozszd on the Erindples of a merket
eoonanyy rether it Wil o2 1inted to & c-ozsed i nvestnant o dsvel cpnante] &1a)
ferming cooperetien, @ to dswelegment ef tourfsmend ciler sevice
fdustries or construction of nfrestrusture fm 1inited erezs,  Tihoss types of in:
vestnants ey [orll g & shortt-=ttermi nerezse of ferel gn currensy lout Wil net (62 6f
mch el p fm the fundensnie]l revitellizzticn o the Nirth Korezn coonongy.

2. Foreign Economic Cooper ation
The Nerth Korezn govermmsnt” s gzl far ferel gn esonanie gctlivitl es fm 2002

ves to crezte & fil rmegort produsticn lzsls, increzse @@orts, &l i fureve treds
relgtians cooperetive projects * Kwaver, the ederns

14 Refer to the businessreport by Prime Minister Hong Song-nam, presented at the Supreme People's
Assembly on 27 March 2002.
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ecanonic condltiens fer Nerth Korea versensd sinee the previcus yesr
[ozczuse tlhe udl ezr crisis caused reltlans vith the Uil ted Sigtes to ceteriarete
mking it etrendly dff ficlt for Nirth Krea to pursyz its gozls

Re] gtll ans [cetwzzn tie Uil ted Stetes and North Korea vent [ nto & convard
spirel efter Meslcsnt @Gor @@ W B s Siete of tie Uilen spezch in JemuEry
i m Wi ch Nirtth Korea wes § nd udzel i m the “Ads of Eil.” The rel&ticnship
varsened further efter & North Korezn of ficlel gdnitted the conti muzticn of the
muel ezr csvel ggnant [regremeuring avisit by Assistent Seoreiery of Sigie JEnss
(KElly i @tcosr The Wited Sietes stepped [orovi @ ing Nirth Korea with
crude dl In Novenlsr, releticns [ostwezn the two [t reck bottemin
[Czcerlizr, Nerth Kerea ennouneed [ts [glens to resuns its nud ezr
@ns pregremend to Ul ot o the @Gnsva Asserdl

Re] et ans [cetvzen Nerth Kerea were @qected to [nirove &fter
the very first summit nzsting letveen the twe netians in Ssptenisr 2002 end
ttha sgning ef the Fengyeny Ascerc, Wilch conuriszd four ertices, [mdudng
ane thet providsd for econonie cooperatican Rvaver, With Nirth Korest s con:
firmtl an curlng the sunt thet [t [ed eodusted Jepanese metlongls,
pYelic cpimien turned sour . Addticng]l strein ves caused loy the mdesr erisls,
varszn g the rel &t anshi [ stvizen the tve countries Dspite the resdts o the
sumiit mesting, No [progress wes mEee en the normzl i z&ticn o releticns or the
expaisonNeiecoeie

@ima is North Keres! s must § muortent tred ng partnsr.. 17 2002 Nirth Korea
fiocuszd [its €f ferts en [ nerezsing treds recslving econonic &, end prenetlng
cogperetive projects wWith st moted]y, in Agril fn comenare:
tion of Rresicznt [Kmill-sung s nimstl et i rilhozy, Nirth Korea recsived 50 mil =
08 cn yuzn (ebout €8 milllien) warth ef gretultous esonenic &l d frem@ing @lher
cevel gonants [ el uded the estellisment f & Nrth Krea-Gina jelnt veiture
conpeny czlled the Nrnlng Randa Jol nt=Venture Canputer Gonpany [0
ftenver 2002, endthevist to @lma loy Nirth Korezn treds representatives,
by the dsputy treds mnister, in Gcber Econonic lestwzzn
North Korea end @l ma hes thus [eszn progressing rel etively snootiy.

Tihe nust notel] @ davel cgnant [n Nirth Keres s forel gn econonic rel &t ens
i m 2002 coneerned tihe country s rél &t anshi p vith Rssla R &tl ams [betwezn the
ftvo nztl ens crenitic progress efter KMmdongHil® s Viglt to Rsia for &
summit mesting With Rresicdent Vednir Riinin @her
nants includsd & Vit to the Fr Estern Reosrel Dsirfct of Rssia by Nrth
[Korezn econonie regresentatives in Avil; vislts to Nrth Korea loy Konstentin
R i kovely, tlhe Rysslen presicsnt’ s spedlel regresstetive to the Rr Estern
Fedsrel Dstrict in REeruzry end Awril; toplevel tells bstwazn tie minl sters of
fforéign &f felrs im My, &nd the Rssien rellvay mnister s vigt to Nirth Kerea
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fn @tcbsr. Veriaus [ssuss ffer cooperetien were ectively o scussed)
fi el usi ) & proj €t to comnect the Trens-Korezn R rozgd (TKE) end the Trens
Sloerien R [ rezd (TSR). ®

Savere] very importent dsvel conents ave teken [¢lese in Nirth Kores! sie -
egn coopzreticn pdides, dsspite the wersesnlng condticns such
the [ norezsed [ressure framtle Uited Sietes Frst, Nrth Korea [es [eszn pur -
suling &n &ctfve econanie [ i kerel i &t an policy, represented by estel i €hing spe-
cle] econonic zonss-sped ficEly, the Smiju Sedel Adnnstrative Dstrict
I n Septenier, the M. Kngen Speclel Tourl smzone i @teber, &nd the Kessong
Imcusirie]l Ganplex im Novenlosr . This policy czn b2 gssessed &s the Nirth K-
rezgn goverment’ s @Eressiene’ enthus] estl ¢ sugport ffer econonie [ i lozrel [ zti an

Nerth Keres! s econonic @ [gl crey estivities, wilch vere centered
@n @ spzteh] ng €canonic eVeys, [Eve lbssn Vi goreusly pursusd sinee 2000  There
[es [ozzn & contl nuous @chenge of ecanonic evays With EUnztl ens end Russi &,
esvall &s redprees] Vislis lostwzzn govermmant of fidels ® [Econonic exdhiengss
with Shuthesst Aslen metlans (eve &lso lezzn régtively ectiva

Third, ressnt o scussiens [ostwzen Nirth Korea end [Ryssi & ©n Eeonomic ©o-
operet] an leve [oszn | n ezrmest. M n esononie cooperatian fssuss fne udsd con-
neeting the TSR end TR condusting joimt dsvel opnent [rojests an Nerth
[Kerezn minsre] [precucticn, [recessing Rssien cruds cfl in Nrth Kores cb
ttel il ng ener gy resauree el d fremtie Rr EEstern Redsre] Dstrict’ SEner gy Sourcss,
end el ng) cooperetive | unlerl ng end ferming I n Rsslel s Rr Estern Rederel

15 North Koreaand Russiaentered various forms of written agreements on economic cooperationin
2002. Some magjor agreementsincluded amemorandum on economic cooperation between North Korean
and Russian firms (12 February); an agreement on scientific cooperation between North Korean and
Russian scientific research ingtitutes (22 March); and an agreement on connecting the TKR and TSR,
plusblueprintsfor restoring and moderni zing the Donghae Railroad (2 November).

16 Between 2 March and 15 March 2002, North K orea sent economic representatives to Belgium,
England, Italy, and Sweden, to explore the expansion of economic cooperation with those nations. The
team of economic representatives comprised twelve people, including Lee Kwang-geun (chief
representative), Kim Choon-seup (deputy finance minister), Ahn'Y oung-kil (deputy minister of metal
and machine-building industries), and Kim Gwang-gook (deputy minister of mining industries).
Additional diplomatic efforts werefocused on Germany, Sweden, and international organizationsfor
increased economic cooperation and aid. An agreement on economic and technological cooperation
was signed with Sweden (April 2002), and negotiations were made with Germany and Switzerland for
gratuitousfood aid of frozen beef.

17 Kim Y oung-nam, chairman of the Presidium of the Supreme Peopl€ s Assembly, visited Southeast
Asia(Indonesia, Malaysia, Thailand) and the Middle East (Libya, Syria) in March 2002 in an effort to
increase investment and cooperation in the transfer of technology. An agreement was entered with
Thailand regarding the promotion and protection of investments (March 2002), and North Koreaimported
200,000 tonsof Thai rice. A protocol was signed with Malaysiaregarding the use of export credit |oans
for the sale of palm oil.
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Dstrict.

Faurthy, asmll csorezsse @dsted in the tetel vdums of treds fin 2002 &fter a
cantl nuaus [ norezse sinee #6880 @2 of the rezsos for thls dowiturn ves the
csterieretian in dg enzstic releticns With Jegen, Wi ch cremticElly
crezsed @changss [ostwzzn the twe nEticns. Alsg the cssrezss in § nternzti el
gld the poor [erfermance of Nirth Kerezsn fecteries end firms, end the |eck of
conpzti tivensss of Nirtlh Korezn [greducts im the @qport merlet ware consi dsred
to [eve centriiluied to the csorezse i Nirth Korez! s ferelign tirecs

I 2008, North Korez! s ferelgn eeonanic cooperatien ffassd i neressi ng @it -
cties enang the escgletion of tensians Wikh the Uil ted Sietes over the el ezr
cisls Rens to eogdire ferélgn cgplte] [y estedlishing specl el
v ch entlud estiee] ly pronuted efter the Iy 1 Esonone REfarm
fell shortt of egpestetiens, &s dd esononie cogperetl cnwith Jepen end EUREt ens.
aredt, Nrth Krea ectively pursusd farelgn cooperatien With
@ing Resle end Suthesst Asen neticns durl ng 2008 ®

T2 nust notell@ espest of thls develqunant wes the strengtiheni ng of
manie cooperatian with Resia As previcusly nenticnzd) [goss it es for
monie cooperetien fn My eress @glered during the sunmit nsst-
fings o 2001 end 2002 [n 2008, ©=i&lled plens fer esononne cosperetiaon fm the
rellvay, lignt imoustry, end [unvsring sseiers mzteri €l zecl

In the [unesring sscter, ggyesnants Were@ rezchsd on estell i shing [ unlier -
preszssing pl ents &nd senoing godlti ezl [ unloermzn &) ang With the Nerth Ko-
[rezEn Min Ster &nd dsputy Ml ster ©f ferestry en thelr Reoruzry 2008 vislt to the
Fr &stern Redsre]l Dstrict of Rssia ® Inthe [igt mlstry sssicr, the Nirth
Korezn mnister of light Imoustry vidlted the Rr Estern Reosrel Dstrict
rezcihed &n ggresnant @ @quend] g coopsretien [etween the 1ight §mdustries of
Nortth Kerez end Russi & s Rrinarekd i regjen Rurthernaorg, thres @dilel il ans show
czszg Norttlh Kerezn [products Such &S Conputers, Tesiwesr, end ciier [ousshe]d
The first ediliticn wes held in Sint Rtersar g fram27 Jenvzry to 3
[Rebruzry 2008, &nd tthe sscond end third were hele in the Rr Estern Redsrel
Dsirict of Resia lestwzzn 2 Wy end B Uy 2008 end 7 Uy &nd 0 Iy,
respectively. [m the rellvay sssier, 00 Rssien réllresd epsrts heve
lzsic @zogreghl ¢z cperetiane] essessnEnts for the HtsenHRin [fna [0
@itcber 2008 seperete egresnznts on fterlf f cogperetion end technd egf ezl

18 Ministry of Unification (2003, 55-58).

19 As of 2003, 1,400 North Korean laborers were working in the farming and lumber-processing
sectors of Primorskii, Russia. It issaid that the two nations have agreed to about 3,000 laborers by the
end of 2004.
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cpereticn were signsdl Ror the first ting Resia dsdcsd to send $0 millicn
varth of feood gld to Nrth Kerea tlreugh the Werl ¢ Rood Rregrem

REl gtl ans with @ ma contlnued to b2 very clese i 2008 [Riiticz] cogpere:
itl on [oczczna fer nure ecti ve sl ne2 the previcus yezr, With G@Gna pleying the rele
of medleter im the SRty tells to resdve the nelesr crisis The sen® trends
were in econaniic cooperetian econonic cogperaticn wth
end the West dWindled [csczuse of the mudesr arisls, cooperatian With Gima
In @t cber Wu Ezngrlws, chel rmzn ¢f & stend ng contittes of
the Mtlongl Reopl@ s @nventlien vislted Nirth Korea to ¢ scuss reseving the
Nerth Kerezn nud ezr el & s &nd @qeznd] ng) cooperati an [cstwzzn the twe countri &,
A e sunmit, @na ennounced [l &ns to [grovide econone &l d fer resulldng
the Nirth Kerezn ecanany end to [ norezse grent-type gl 1n 2008, G pro-
vidsd North Korea Wt 10, Q00 tans of djesel ffuel &nd A0 000 tens cf

With the dserezse In treds vith Jpan Nrth Korea s concertreied cn @«
[p2nd] ng) €zanonmic cooperatl an With Soutihesst Aslenmsticns, espedielly ViEtnEm
Tingllend, [ndle, end Indenssia, m 2008, there ves @ consl Czrell @ @qpensi en Cf
economic cooperetien wWith Vietnem end Nirth Korea sent & trel nng tezm
@ twelve econanic [auresuerets end & graup ©f (&g €l &tlive regresentatives ¢f the
Syprene Reop] & sAssenlily in treds ewvoys in SspteEnisr
meticng] quElity eontrel representetives regresentetives fremthe
ferél gn ttreds dspzrtmant [n Novenosr el ml § tery=(ecl i tleg] warlers rep-
resentetives in Czoenisr
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Chapter 10
Special Economic Zones

In Ssptenuer 2002, Nirth Korea reves] € [glens to dsvelop tihe Smiju ds-
trict &s & speclEl esononic zane (§2). Nirth Korez! s [y ensntéticn of & new
s dgnifieznt in terms of refermend it correletes
Wit tie econanie ol [ gy edj ustmant negsure of July 2002 &nd wWith sussegyznt
chengzs [ n verl eus i nterns] econoniic mEnegenent systens, Although the Sniju
§#Z ffeced fritiel df flcdties imits estedlishmeant, jndudng the dsmsszl of the
gppol nted ecnin stretive mnister Yeng Eln (en etlhmiec [ous] messmEm ©f
Dytch matienelity) &nd wersenlng farel gn rel gt ans caused by the revel &tien of
Nertlh (Kereet s muclesr wespons @svel cpnent progrens, [t s ettrested speel el
gttenticn lecause of fts remrlede poisiens The Nerth Koresn reglme hes
[osstavzd en the Sniju SZ legdetive ednim stretive endjudiclel evtenony,
plus the rights to engzge i n i ndspendsnt i plenztic &f el rs end evtcnons treds
rélgtl ams Withi m the scopes preseriloed Gy the eentre] govermant.

Nireover, North Korea ves ectively prenated the construsticn of the ssang
ﬂ[ﬁ'ﬁﬁ[f gl coge amgjer fnter-[erezn ecsononic cooperatien [projest, Wich

ves initleted by en egresment [stween the South Koresn conpeny [Funds
I.laidh@ North [Kerezn evileri ti es soon efter the June 15 Sumit Nestfng)
of The Nortlf s igh egscteticn for the Kessong fndisirie] conglex is
cemnstreted by the cpgening @ the Keesong regjon, Wilch is considered a sen-
dltfve szovrity &rea ffar the Nirthy, (mn the ferme? en SZ Auctiher sign of the
Nortl¥ s [een I nterest ezn b2 seen I Its [yl enzntlng & newesvel qnent gl &n
ftlet the fermy et en end ednni stretion of the Kesseny § ndustrl €]
perk to Swuth Korezn lusinsss entities such s Hundsl end the Korea Lend
Dsvel cpnent @reretficn Rrthernorg cdsspite the cstericraticn im its fereign
reletiens efter the @idver 2002 reveletion of nuclesr dsvelcpnent [progrens,
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grezt ef ferts to consistently provice fell ewup neessures
far the renutien of the Essong i mdustrie] complex *

e gzogrepni el marlits o ezsong end Syl u ¢ ve those zanss the [woten-
tfel to into thriving tlhreugh cogperetien wWih Mtre-
politen Ssoul end the @Ginsse dity o @Endeong, Ths potentie]l (s particlerly
evident With the Eesong imdustrie] comdee Vizn the engd ng restereticn cf
e Trems-Korea R [wey (TKR [Srengui sun) s conpl€ted [&nd rovies [osiwezn
@ima end South Korea Wil (02 cpened, end conseguenily, [E=song coule [oe-
con® & hejer trensportatien o end @gort [eredusticn [bzse far Nirth Korez

Rovever, @ ven thet the sucesss ¢f S&5 I ctler dsvel opl ng countri &s ves
f mfl uznezdl [oy Veri cus festers, the sucesss ef Nirth Koresl s naw S&2s will Mot
sdlely rely en the zonss gzogreph] ¢zl North Kore! s@ fats fn &=
trestling ferelgn [ nvesters end [ nerezs]ing tlhe manegenent &f ficeny ¢f the soe
cdel zones Wil [ee importent fecters @nssouently, the Nirth Korezn regina
Wil mezdtolevll dl end upgrede tihe nsossszry i nirastrustre to ectli vate@ the [&zsong)
fmoustrie] comlex end tihe Smiju &2 Wille putting togzther a nre fledlle
end [ movetlve [padkege ¢f [ noentlves,

Tn's chegier Wil Tirst @enne the ressnt progress end instituticnel errenge:
ments for North Keresl s mew S5 end then Wil eenns ths zoss dsvel o
ment possifeilities es they fediliteie the country s econonic renzdlliteticn Ths
chegter Wil &lso eddress prodl ens end teshs thet Nirth Korea needs to reselve
so it ezn suseessfuly ectivete the nawsSe=s,

A. Current Status of the New SEZsin North Korea
1. Kaesong I ndustrial Complex

I Augyst tle North Kerezn reg) me and Fyundsl Asen §f gned &n ggres-
ment to csvelop tihe Keessong fndustrie] complex 2 Kowever, eving to vericus

1 For instance, to create institutional devicesfor the Kaesong industrial park, the North Korean re-
gime promulgated the Kaesong Industrial Complex Law on 27 November 2002, and sub-guidelines of
this lav—Development and Firm Management Regulations, and Regulations on Taxation and La-
bor—were enacted on 28 June and 1 October 2003, respectively.

2|n August 2000, Hyundai Asan made an agreement with the North—South Economic Cooperation
Committee and the Asia-Pacific Peace Committee of North Koreato participatein athree-step devel -
opment process for the Kaesong industrial complex. According to this agreement, the first phase of
development was to be completed by 2001, the second phase by 2004, and the third phase by 2008.
During thefirst phase, industriesthat would be ableto start operations and productionin ashort period
of time—textiles, apparel, footwear, leather, and electronic assembly—were to be established on 1



210 | Part I11. International Economic Activities

conestie fmterneticns] constreimts, such es Kunds! Gouy s ffimndiel
dificdties the USver on terrerisny &nd the crfippling of inter =kKorezn tells,
little progress wes mecs imitielly. It mot wntfl Nirth Kerea enzcted the
(e=seng) | neustriel @yl @x Lawi n Novenusr 2002 and el d the greunderezk ng)
czrenany en 80 June 2008 tthat the projest swing imto full gzzr. The
Imolstrie] @mulex Lewis conpossd @f five erticles end fertyrsix sectians, 1ts
el previsians fnduds investor rights 1§ miitetf ons, privil egzss,
creifencr lendusg gbor uiilizEtion teeticn enddspuiessti]enant prossolres,

In perticdler, gjven tihat its meln cojestive s to &tirest | nvestnaits fromile
South Korezn conmni ty, the Imoustrie] @mplex Lew in-
dudss spediie provisians fer Shuth Korezn | nvesters S entiry end dspsrture
end resicsntiel rignts, sEfety, gutanonuus economic &ctivi ty. A=
tlhough the lewis mot &s imowtive es the Esic o the Smiju Speciel
A stretive Dstrict, it fndudss some positive provisions, such &s &l eing
i nvestars to | ezs2 the | gnd to [l | @ § nirestructure end to meke | nvestnents, guer =
entegng [nvestars  [nerltence rights, end stef fing the camled s
ggencl s [ n gocorcznce With the dsvelcpers recomensticns, [n edditicn, the
[ezsong | mdustrie] @yl ex Lewel so [providss fer the urestrl cied use ¢f [postel
end conmm ezt ans serviees (Seetien 28) end fer the fres novensnt en c=sigr
meted routes lostvizen South Korea end the [Essong erea vith en entry eertifi-
czte [ ssuzd [oy tihe SHZ mnggenant ggzney (nlieu ol avisa (Ssticn 28). Those
negsres were meEnt to lml ity the investers entiry &nd dsperture [precess &nd
hel ) ezrence [grecsdrEs far resouress, they vere regussted oy
Suth Korezn [ vesters es a [greregisite fer i mvesting im the Essong | mdustri &)

@ 28 [Czceniuer & menth efter the enzstnent of the Kessong ndus-
triel @Grglex Law the Nerth Keresn reglne [ssuzd & l&nd use eertificete to
Azn fer 20 milicn pyeng of lend in the KE=song erea Firthsrmire,
ttle Nrth Kerezn avtiherl tl es @dqressed thelr [ nterests in dsvel ool g the (Ezsong
incustriel [erk by ennoundimy their Cavelepnent Regdletlicns, Regyletiens an
the Estel] | shment end Mnegenent o F rns, Tex end Lebor Regyl &t ans an

million pyong of land. When the Kaesong industrial park iscompletein thethird phasein 2008, the plan
isthat 1,200 companieswould belocated in the 8-million-pyong (26.6 km?) complex and employ some
160,000 workers. Also, therewere plansto construct anew city on 12 million pyong (40 km?) of land,
containing residential complexes and other facilities for the industrial complex. However, because
congtruction of theindustrial park has been delayed for variousreasons, large revisions of the devel op-
mental plan and downsizing of the project areinevitable at present.

3 For more detailed information on the Kaesong Industrial Complex Law, see the South Korean
Ministry of Justice (2003), Hong Soon-jik (2002), and Shin Ji-ho (2002).
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Juna i @¥tclsr Those regdl&tians [orovics spediic cere:
itiong] procsdres far dsvel epimg tihe complex The Kessong [ noustriel Gampl @x
Oavel ot Regletians, Wich conslst oF minstesn ertides, spediieElly e
viced ffor the legsl stetus 6 the [Eesong [ mdustriel perk end tihe spedl il e rel&s of
tihe Sauth Korezn [ vesters end tihe North Korezn govermmznt. e regy &t ens
erovicsd the kesis for steble progression of the devel opnant [rojest end fer
i nerezsed evtanony of Ssuth Korezn csvel cpers such &s Hundsl Asen end the
Korea Lend Deve] qonant @rporeticn Ror eeml e those dsvel cpers can ouild
tthe i nfrestructure i n el [ eborati en With cther ferelgn i nvesters er
nissien the projest to cther farelgn davel cpers. Rurthernare, the North Kerezn
reg) m2 [es guerentezd to fulfill the Ssuth Korezn davel cpers regyssts for killed
lelor &ndl ednin] stretive services, R event [eve vovzd toe cooperete
@n min niz ng i neenven] ences [ the flewe! Shuth end Nrth Kerezn resourees
end [gbor releted to the develconant «f tlhe fndustriel park

The Kessang) | mausttrl &) @l @x Regyl &t ens @n the Estel] | shnent end Min-
ggenent of Frms, WA ch were &l eng viith the ebove-mentlened Cevel =
opnent Regletiens, (melude spedfic [grovisiens an (€) [mvestnent preneticn
end [roseaures for estellishing firms (Sktions 24); (1) fimencle] cggitel
TnegEnent regy rensnts (Sseticn 6); (€) formt peried o 0 mvestment
(Sectiien M0); (©) soop= 6f ME ant ectivitles end f ssusnee @ oonos (Skcti ans
18-48); end (€) eccounting issuzs, distribution f [prefit, &nd mathods of essst
(1ol cztlian (Seetl ans 24-82). @2 czn &) so @ seern-in fts ennouncenznt @f the
e=song lndusirie]l @mplex Tex and [ebor Regyleticns en i1 Gtcosr 2008—
the North Korezn reg)ne s conesrited ef farts tovard stf mi&ting the §nfl ewe?
feregn fmvestmant &nd svel cping the fmdustrie] compl @t

The ffeez] points of the Tex end Lebor Regyl&tliens rest in the fdl  aWing czdi=
sl ens mao= [y the Nirth Kerezn regjnz (&) o=si gnztlng the [ noons tex (corporate
tte) rete fer investing 7irms &t 34 peresnt, wWich is conpergtly lover tlen that
cf S=5 in nelghibering countries; () stlpyletling €80 es the ninl mmnanthly
wege fer North Korezn workers; &nd (6) setting the sodle] nsurence cost gt 15
pereent o the munthly mn mmvege ($7.50). Mreover, by provicing in See-
tfondier tie Tex Regdletlians thet tex paynesnts in the SZ shell b2 mede in U
§ ddlers, the czntre] govermant showzd (s Wil i ngnesss toe ninl nze i neonve:
niene2 to farelgn investers, Tinese estéll ed regylaticns an the estellishnsnt of
ffirms, tex, endlebor, Wilch were lozszd an & [ egj €l gt ve ffrenswark fer the pre-
mutien of the imeustrie]l congley, e&re consicsred rel&tively well It is
entl cl pated thet the Nrth Korezn regjima will enzct ciler spediiic regyl&tians,
fthereby eddressimg ttlhe residsncy stgtus of lgbor, flewes imdusirigl resouress,
goeounting, ferelgn currensy, mansgeEnant ggend Es, merlketi ng end
govertlsensnt, &nd rezl Estet@
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The dsvel cpnant [raject of the Kesseny fndustrie] compl @x wes the enswer
to Suth Koregt s comitment to revitel iz ngy inter -Korezan econanic coopere:
tien Nerth Korezt s to overcam [ts [Eredip O=pite the
many setlozdks thet codld heve (e ted the projest, the graunderezld g cerenany
ffer tthe [E=song fndustrie]l complex ves finzlly held cn 80 June Z008 [m July
el Augusit [ end surveys end soil szl i ng were cencucied an 4 mil [ icn
o lemd essigneted for the first prese of the projest. Although the ggres-
nent [ostwzen Hundsl end the North Kerezn governasnt imn s pressntly
unzltergdl @ for & crestic revision ¢f the dsvelconent plen e constructicn of &
shovezse i moustrie] conpl @x cf fnslzeis angolng endl i s & med ffer
cany eti an [y the end of 2004

2. The Sinuiju Special Administrative District

Tine Nerth [rezn reg) ne eqpressed its intent to davelep the Sniju erea by
czderl ng thefarmetien cf the Syedel Adnin stretlve Dstrict §n Ssptenver 2002
fdll evrng [ mpl ensnteticn f the dWy i Econenie REferm T c=sfgnatlicn of
the Sniju erea es en SZ wes sanathing thet [ed [oszn entl ¢ pated slinee Km
Jongiil” s Vidlt to @ima im Jenuery 2000 [Rivever, it recsived fmoresssd etten:
tien because o the unpressdented end @@erinaite] content ¢f the ered s Esic
I ssuzd oy the Sygrem® Recp] @ sAsseni]y' s Stendl ng @rmittea These
| evs grented tothe Specie]l Adin stretive Dstrict theleg sl etive ednn stretive
end judidel evtenony, end they &llowed [ nospendsnt farelgn rel e
tlens cansuler cpereticns Wihin the scoee preseriled by the centrel

The EBssle Lavs of the Smiju Specle] Adtin stretive Dstrict conprise §1x
erticles end 101 sectfons. They stiplete thet the legzl stetus of the dstrict vl
met crenge Within the me¢ fifty yesrs, end they &lso grent mny ¢f the SZ s
eonn stretive rights to the ednn stretive min ster . The not@wertly cher -
eateristic of the Bsie Lavs (s tthat they contel n €l ensnts @f tthe market €sonony,
such &s i gfits to persanz] [preperty end i nherl tenca 4 Glher €ensnts o the Esie
lews cf tihe S (nduds (@) the right to autenonuus nunsy market finand mg,

4 According to Sections 12, 14, and 15 of the Basic L aws of the SEZ, the right to possessland belongs
tothe state, whiletheright to devel op land, useit, and manageit belongsto individual investors. Also,
Section 17 of the same law stipulates that within the Sinuiju SEZ, the right to personal property is
protected, asistheinheritance right to that property. Moreover, personal assetsin the SEZ cannot be
expropriated by the state. And if expropriation isinevitable for reasons such as national security, the
owner shall be compensated accordingly.



Chapter 10 Special Economic Zones | 213

Table 10-1. Main Contents of the Basic L aws of the Sinuiju Special
Administrative District

Main Content

Politics
(Article 1)

- Stipulation of autonomous legislative, administrative, and judicial rights through regula
tionsregarding thelegal status and autonomy of the Special Administrative District (Section
2)

- Elimination of the central government’s intervention in the administrative affairs of the
district, except in matters of national defense and foreign relations (Sections 6,7)

- Prohibition of politica activities (Section 10)

- Granting of rights to conduct international business and consular affairs in the name of the
Special Administrative District

Economics
(Article 2)

- Granting land devel opment, use, and management rights, and of guaranteed personal rights
to inheritance (Sections 12, 14, 17)

- Guaranteeing land-lease period of fifty years with the possibility of extension thereafter

- Strengthening the autonomy of the district through regul ationsthat allow autonomous money
market financing and unrestricted import and export of foreign currency (Section 23); tax
breaks for investment firms (Section 24); and a preferential tariff system (Section 25)

- Granting autonomous budget management (Section 27)

- Establishing regulations concerning investment and business facilities (Sections 29-31)

- Establishing 48-hour workweek (Section 19); regulations concerning vacation and the so-
cia welfare system (Section 25)

Culture
(Article 3)

- Eleven years of free mandatory education (Section 33); medical insurance (Section 38)

- Geared toward minimizing regulations concerning cultural activities within the Special
Administrative District

- Autonomous publication of periodicals such as newspapers and magazines, and autono-
mous management of broadcasting and communications systems

Basic Rights
of Residents
(Article 4)

- Stipulating basic rights and obligations of the residents of the Special Administrative Dis-
trict

- Bestowing equal rights and obligations to foreign nationals by including regulations that
stipulate that there will be no discrimination based on language, race, ethnicity, nationality,
or gender

- Authorizing freedom of movement for the SEZ residents (Section 49)

Ingtitution
(Article 5)

- Clarification of the district’'s autonomy from the central government by stipulating the
powers and organization of the legisiative assembly, the powers and obligations of the
administrative minister, and the extent of the authority of the department of administrative
affairs

- Inclusion of foreigners with residency in the legidlative assembly

Emblem and Flag
(Article 6)

- Use of an independent emblem and a flag that are different from those of North Korea
- Nonapplication of national laws to the district except those concerning national security
- Use of aflag with alight blue background with a white peony flower at the center
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(9) unrestricted flewe? ferelgn eurrensy (Sectfen ), (©) tex loesks fer [nvest-
ment firms (Seetfen 249, (€) a preferentliel teriff setem(Setion 2), (€ the
§&Z s right to evtanonus [budgst M st (Sectian 27), () feréign
worlers right to chenge jcbs end wark autiorl z&tl an Witlhin tihe S22 (Skctlien
50). (&= Teble A0-1 fer mEln contents of the Smiju Bsle lava.)

Altleugh it is &s yet undesr to Wist @dent the Nirth Kerezn regl ma vl
ectuzlly put the Esic into precticy the Sgnificance o the Smiju SZ
liesintve parts The first (s its leve of evtcnom=tnconyergbly gher then
thet of the RE]1n-Seneeng Fre2 Eeenanic Treds Zong, Wilch North Kerea
esteldlished im the early 3680s, The sscond (8 the esteblishnant of @ |egEl
imstitutiong] fremsvark to ettrest forelgn investnant. Ville Yeng Blm wes un-
gble to carry aut s cuties es ednnistretive mmster, Nrth Koresl s ggpeimnt-
ment ©f & ferelgn metiene] es the first mMinster dsnunstreted en gpprezch thet
dezrly lrdke fremihe psst. Mreover, the Nirth Kerezn reg e grented the
gonn stretive mnster of the Speclel Adnin stretive Dsirfct evthorlty
el felrs end csvelopnent [rojects, &s Vel es the right to ggpaimt
goverment of ficiels fer the ednni streticn Ubon @enin ig) the Bsi e 1aws of
fthe Smiju Syecigl Adini sirgtive Dstrict, 2 ezn S22 thet the Nrth Korezn
reg) m® [es {noorgoreted & ler g2 part of the | essons | ezrmed fram@ins s S&Z
egerieness in the fomisticn of the Esic et will tth2 [o=n-
elts of the SZ Rr eeng@ the ggpolntnant ¢f & minster With ednn stretive
euthoritty, plus the grenting of evtcnony to thes Sniju Speclel Adnin strative
Dstriet, in mEtters relgted to o plensy end neticnsl ssauwrity, [Es gven
the S=Z a stgius simler to thet of King Kong im reletion te meln e G ms
will e the instituticng] policdies to &ttrest feréign cepiite] reszntl @ fthoss of
fn @l nese cozstel Thereferg Wille there is &n ur gent need to construst
phsicEl [nfrestrusture fmreve [nvestnent conditicns fer revitell ng the
§=% theleg) €l &tlve end i nstl tuticns] espscts @ tihe zons showgrezt | murevensit.

B. Developmental Potential of North Korea's SEZs

The csvelqunent potentie] of the Smiju erea end the Kezsong  moustrl €l
campl @x ezn (o2 escerte] ned fromther geogrephi ezl to
atlher eress of Nrth Korea, Snulju end Kezsang ere cons dzred to heve a high
potentiel fer €s S5 [oecause thelr geogrepncdl predmity to Ssuth
Kerea end @ ma [ norezses the [ kel i lood ©f cooperetian With those
nel ghoori g countries. NMireover, wWith the congeticn of the i nter <Korezn rell-
vey resteretion project, |end trensporteticn to @Gina end Sith Korea Wil [os
con2 possid@ Smiju end Kessong ere =zl Yy [ cezted to devel gp into & mE)er
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[Wo o trensporteticn end treds between Siuth Korea end Gina T construs
tfoncf aler ge-segl @ trensit conylex end the epensicn of tthe suggorting i mous-
triel imfrestructure Will (62 mads [possilel@ wWith forel gn czpitel, Wil eh vl
likely 62 in ths faomer crest [mvestisnt fremSauth Kerezn end ml il gterel
Thus, i Nirth Korea s susesssiu] [ ettrecting forelgn czpitel by
ttauting tlhe gzogrephical edventege o the naWy dssignsted S5, the Sniju
end [essang [ mdustrie] park may dsvelep Into S&25 et unlte fndustriel funs
tl ans with key trensit polnts end thet &re faundsd en ecananic cooperetien Wit
el gheorl g regjens, ®

I c=vel epling Sy ju end Ezsong) [ s gzared toverd et vely using the i nfre:
strusture end etlher verl eus resouress of @ling s LU enl g Frovi nee nd the Ssoul
Netrogel ften Aez, met eily Wil escnonie rel&ticns wWith tlhess two regjans 62
strengtiened [t €lso there is @ igh possilility thet Smiju end [Eesong Wil
functicn &s pert o & unlffi edl ecanonic zane Wrth Cindang &ndl Ssau] § n generat-
ipo) lenefits, SYoreg) anzl cogperet] an [ostvzzn dt-
fes [ereven o [grecuse & [posi tve €f fiest en the [eertl e st ng
&s [ the czse o the Snggpere-dehore (Vi gysl @)-Rsu (Indonzsi &)
Gaxith Trieng e the Frovince ¢f @ime-Ring Kongs Simuju
eVl d rezp econonic [oenzflts oy estellishing & uniffi €d esononic zane With fts
loord=rling @tty, Cndong ef @imay in Wilch (€) rescuress wauldl o2 podl &d &ndl
nure &f fidently s arest of the €inmeticn ¢f umessssary congetitlan
() ferelen investnent wauld lo2 furthsr encoureged, (€) & §lzezlt]@ Esonany
vadld [ee crezted &nd () ecananie spedl &l i zztl an waul d (62 [ nerezsedl

Beezuse the [Ezsong regjen is $o ¢l es? to the mil fteri zsd bordsr Wit Ssuth
Korez), e [previcus Nirth Korezn reg) ne [berely estgl] i shed eny i noustrie] feun:
cztfens therg <o the regjen currently es nezger mdustriel [nfrestruciures &nd
wizt s there I's cosol cte end [ nef ficlent. Rrthermorg the kesie preregd sltes for
e Sucosssil §%2 such&s el ectrielitty, conmm catlens systens, &nd trensporteti en,
ere lecking im this regjan [Kivaver, it condticn of the @dstling i Airestrusture
is irrelevent, [tecause [unds] the Nerth Keresn governmant
glrezdy egreed to the Kessong Inousirie] [perk end to construst msw
i nfrestrusture it [Ezsong s en $Z gzzred spedically to Suth

5When seeninthelight of thefailed Rajin—Sonbong SEZ project inthe early 1990s, the advantages
of the Sinuiju and Kaesong areas’ geographical |ocation become even more significant. Not only was
Rajin—Sonbong’ stransportati on system so inconvenient that the areawas cut off from therest of North
Korea, but aso Rajin-Sonbong wasisolated from therest of theworld, and itsinternational trade was
limited to small-scal etrading with China s Y eonbyun area. Its poor transportation lines, communication
systems, and antiquated infrastructure made the Rajin—Sonbong area a poor investment environment
for an SEZ.
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Kagean! Therefore tthe construction @f e i nfrestrusiure shodld mot
2dfficdt it the dsvelcpnant of the Kessong imeustrigl park is undsriteken im
the diresticn intendzd oy Hundsl ctlher Suuth Korezn dsvel ogers,
Wit the Nerth Kerezn regl n® s entlhus] estic syggort.

Rirthernarg there is @& hgh possilility that, curimng the initiel stegss cf
csvel genent, tthe complex Wil b2 gble to use the suggorting resouress im the
Ntregaliten Aea Also [bscause many of the ffirms entering the [Ezsong
fndustrig] comyl @x crringtiheinitie] stegescf dsvelqunant Wil (62 fosussd nustly
an egarting perticderly to the Swuth Korezn market, Keessang Wil nest 10lely
csvelop [nto en S tlet condlmes [moustry end trenslt, vith the S Mire-
Eollten Area &s s mE n consuns? [Rovaver , 11 [pesszgp tlvaugh tihe dsnili -
fteri zed (o¥D) were to 62 fmoonvenient, it weuld b2 cif Malt ffor
fthose [eenefiits to meterieliza Thereferg it is fmueretive thet the Nrth Kerezn
regima i myl ensnts Mezsures to &l ewe rel gtivel y ezsy [pesszge acrass e OV,
elengwith e restereti cner thelrter -Korezn rellvay [ i ne and cpen ng) rezdhays.

C. Obstacles to and Future Tasks for the Success of New
SEZs

the Smiju end Kessang eress cans] dereld @
cevel cpnante] [poteEnti &l [czcEuse of thelr gzogreph ezl
RKowever, tlhose goVentggss cannot guerante? tihe sucesss @ &en S22 fthey mist
[y Vi goraus @ farts of e host counitry to &ttrest ferelgn czpitel
end tto manzge the S ef fidertly. The fd | eiing tesks mist o2 tedd ed gy Nirth
Kereasolt canlimv gorate the i nvestmant envi remnent of e $mdjj u end [Ezseng
S=25 end cgn ke the zZonss nare conpzt | ¢ ve then these § n nel ghleerl ng Mzt ens,

1. Lack of Infrastructure and Shortage of Development Funds

glrezoy moted, North Korez! s Infrestructure end [milstriel fedllities ere
@trengly cutcsted the cantry leds investnants el leWng the
monic erisls end [beceuse @f the country s leclarre menegenent system TS
leck is espedlel |y Signifficant ffer the [Ezsong reg) on becsuse @f 1ts prodmiy to
tthe mil i teri zed orcsr with the Suth e centre] goverment Mot [orevi=
ausly csvelepzed en fmousirie] [ezs2 fn =song, &nd the ered s fmelstriel infre:
strusture s Very [goor. Nit @nly coes Kezsong) [ &ck tie [0z © [ Rfrestrusture nes-
essery ffor &n i moustrril & such &s electricty, conmmn ezgtlans systens,
end & weter supely, [t elso eny @dsting fedlities ere dosdl et end i nef fideEt.
Aszn end North Korea ggrezd to estgllish the Eesong [nous-
trie] @nplex &s en $Z gzzred ed usvely to Swuih Korezn nvesters, 1t



Chapter 10 Special Economic Zones | 217

undsr the condticn thet maw i nfrestructure wauld b2 construcied Kowaver,
[ceczuse Site [prepereti ans to construst tthe congl @x end the nscessery i nfrestrus
fture regfire & ler g2 enaunt ©f fuwing aver & leng pericd of timg it vill b2
di ficdt for enly a fewSuuth Korezn dsvel cpars, such es Hundsl end the Ko-
rea lznd @svel cpnant @rporeticn, to susteln the [project using anly thalr funds,
To gzt smEll- to micksi zed [Kerezn end ferélgn firms to fnvest
lbzgjn [ ecg] [preductien ectivities, visikle progress mst o2 mds i the construs
tlon @ [esie (nfrestrusiure Yet meltlher the Swuth Korezn dsvelcpers nor the
Nortth [Kerezn reg) n2 eve [czzn gl @ to com® up With conerete [plens fer fundng
tthe prepereticn of the congleX s site emd the construstion ¢f the i nirestrusiure

Thereferg North end Ssuth Korezn dsvel opers [ mval ved i the proj est
to nike & cangrensns]ve end dstelled plen for ste [grepereticn &s vell es for
the construcsticn of the conglex s infrestrusivrg ndwelng the ensr gy end the
commn ezt ans systens. Asy, @lverse nsthods far [precuring funding shovld
[c2 prepered. Ssvere] metlods suggested for fund ng i el uds eanld ming the §n-
Vestnents of and the Korea Land Davel cpnent @rgoraticn Wih tha
project fingneingy infusien of pUtlic o comesrclel lozns, &nd [ssuznoe of im-
Vestient [conds for imternsticnz] investers. The @dpensicn of
i frestructurg wiich regyires a ler ge-scgl@ inflewer funcs, cznmet [62 [pursuzdl
& shortt=termconmiitnent. it is importent thet the Nirth end South
[Kerezn esvel opers drect thelr & forts tavere i neress]ng the prefitebl [ty of the
m@nmfna} perk so [t c&n ettrest [nvestinent fremconsstic end ferélgn
[ous| m=sszs end i vesters, The North Kerezn regj e mist &) o consi @ar ©f ferfing
fnvestnent noentives, such &s providimng udl@ummasmmn@[;:@m
constructing &n i Afrestructure wWih [ engrtermemershi p rights end mz g
rights. Nreover C;ucﬁ@@h*glﬂ@][tgrﬁL@umuml@mdaunmcrr(ftrr te
recsl Ve concsssieng] @svelcpnant [ezns ffremithe fntermaticne] finenclel [nstitu-
ttiens @ el ghieori ng) countri &s,

2. New Strategies for Attracting Foreign I nvestment

Nirth Korea is in congztitien with regjens in Swuthesst Asia end Gina fer
ferelgn f mvestnznt. Kovever, [nvestnent eand ti ens fm North Korea ere @drensly
wzzk [ conpzri son to those of Southezst Adla end @Ging &nd it wauld b2 @ ff fi-
alt fer Nirth Kerea to imgreve fts fnvestisnt condticns in & short [perl cdl 6f
th e to creste a conpstitive i vestnent envi ramment. With such
cszoVeniegss, [t is importent for Nrth Korea to use a dstinetive stretegy fer
gttrecting cirest forelgn fnvestnant end the relcssticn o Swuth Kerezn i rms
fnte Nerth Korea

Nirth Korea nzzss to ter gst countries f moustries Wit high [ nvestmant
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petentlel, to estellish en ggoreprigi@ sirgiegy, emdto ectively [ ure farégn fnves-
ttars into Nirth Korea @untries With Rgh gotentiel fer nvestmant in Smifju
eng [zsong ere @ na end Suuth Kerea Dwrlng the pressss ¢f cpenlng Snuju
end ezsong, tlhe Nirth Kerezn reglne mst [Eve & spedfic ter get of [potentiel
fnvester cendldstes Rreferentie] trestnsnt should 62 ¢ ven to Suth Korezn end
@i nese firms with [ egE imstituticns] guerentess to e¢end i nvestnent
fi mozrit] ves,

[ @2 consiezrs tilhe Smiju regjen s fndustrig]l end gzogrepniee] condtians,
tthen [ight fmoustry, trensit imoustry, &nd conmn]cstlans [nolstry &re gssessed
tto leve Wgh dsvel cpnant potentiel. Therefarg it s imgportent to conesnirei@
resouress into csvel aplng tihe eoypnent supplies, [rossssimg, &nd jlmt
i vestinents fer Mgt industries such &s tediles @neentrated &f fort shodlcl glso
o2 med® to construst & trensit conglex gfter the MRIis restered Ror the con-
struction @f the trensit conglex end the conmm ezt ens infrestructure, South
[Kerezn end @ mzs2 i rms [ nterested in i nvesting i n the S22 shodl d b2 ¢ ven the
right to eutenonuus dsvel cpnent end manegenant. [n cther wards, the dsvel-
conent of tihe S#Z neevs to 2 in [ime With ezch | nvestlng conpeny’ s usinsss
plen In the czse o the Kessong [mostrie]l @nplek, the csveloenent of the
SZmst (o2 gzared towerd ful |y usi g the &vel | €6 @ Shutlh [Kerezn | nfrestrusture
merket, end egpitel. Rurthermreg the fermaticn of the industrie] eongl @x mist
ffel | awttihe csvel cpnent [o] usprints of the meln Ssuth Korezn entities,
such &s Hunds] Asen Therefere cantlnued negotl &t ens With the maln Ssuth
[Kerezn csvel geers &nd ctier 1l rns @eqedted to enter the eyl @x Wil
szry to evercan® legel end [ eg) §l&tlve vegknesses

3. Guaranteesfor Autonomous Cor porate Activities

No metter owewespticng the dsvel cpnante] [ usgrints e the prom gzted
lews, [f they ere mot by dligent eecticn to stimlete ferelgn
i nvestment, they Wil mot [reduce & nore-gttractive i nvestnent e reament fer
the §Z [f Nrth Krea is to esuwre the susssss of the Smiju end Kessony
it fsvitel thet the regjne providss condliiens thet &llewicregn i nvesters
fto perfarmmEnggznsnt ectivities n & free enviremsnt. Ror thet, the North
A3 ves @il nezd [ the czses of Shuth Korezn Tl rns [pest nvestnent [pro) eats
in Nrth Krea end of Rl n-Saneang Nerth Korea s the tendsnsy to
ecsssvely infringe an the manggenant rigts end to interfere in the
estivities of forelgn conenies Thus, en fmstituticnE] dsvice needs to 02 gt in
Flece to [revent ecesslve [niterferense I the Investing MEMEgE
ment ectivities, &nd strict edherencs to estellished [avs relgted to feréign in:
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vestnent s essentlel.

The centre] govermmant &l so guErentee eutanany i n pereome] MEnEge:
ment to fnvesting i rms end must [neresss the fledbiity of the (gbor mErlet. IR
the p=st, regyetlons regy red fere gn | nvestl ng cangzn & to [ereaure thelr [ goer
feree firemen | nternsdl ery stete egensy, Wil eh evwen mEneged the [ eber eond -
tfens end the method e wege peynent to the stetiensd verkers. Witth swh re:
sirictivel gbor condittiens, it Wil (o2 fnuessi b @tottrest fere gncangzn €s Wicse
mjer rezson for fnvestnent s the chezp l&bor . Mereferg the Nrth Koresn
regima st &) [ ewl nvestt ng) conpzni &s to hire end terninzte el cyess &t Wil,
gt [ezst Within thes S5, end mst grent the flrns evteneny i M persome] mEm:
ggenent end [m dstermn g Wege condlticns, To ensure & flrmis
gutenony, North Kerea mst guzrente? the renitence of [prafits, esteblish non
restrictive fnternzti ansl commmi catliens connecticns, &nd &l ewtihe nevensnt
@ &b, ©

4. Economic Cooperation with Neighboring Countries

As previously shown, the challenges of improving investment conditions in
the SEZs lie mostly in tasks that the North Korean regime needs to undertake
internally. Moreover, international economic cooperation is a challenge that must
be met by improving North Korea’s relationship with other countries. First of
all, in the case of the Sinuiju SEZ, if one is to use its greatest advantage, which
is geographical location, then the zone must secure China’s active support. On
the surface, China has seemed favorable toward the SEZ designation of the
Sinuiju region. However, because of military and security reasons and the bur-
den of considerable funding needs, China has so far shown little enthusiasm for
the opening of Sinuiju. Some diplomatic tension also existed between North
Korea and China regarding the appointment of Yang Bin as the administrative
minister. Because Sinuiju may end up competing with China’s Dandong area,
the Chinese are guarded about developing the Sinuiju SEZ. The North Korean
government must consider the important role of China in developing the Sinuiju
SEZ and should work toward obtaining active support from the Chinese govern-
ment and direct investment of Chinese capital. One way to induce China’s par-
ticipation is for the North Korean regime to persuade the Chinese government
with a long-term development plan that will invigorate Sinuiju. The plan should

5 For more details on various measures and specific policy proposals on the guarantee of foreign
firms' right to free management, see Hwang Dong-eon (2000), Seo Bong-kyo (2001), Choi Su-young
(2001), and Hong Soon-jik (2002).
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include the mutual benefits of creating a Sinuiju—Dandong unified economic
zone and the positive effect that the Sinuiju SEZ will have on developing China’s
three northeast provinces (Helionjiang, Lianing, and Jilin).

In the case of the Kaesong industrial complex, in which mostly South Ko-
rean firms are expected to participate, the progress of the TKR (Kyonguisun)
restoration project is essential to the park’s successful development into a busi-
ness complex and major transit hub. The North Korean government should,
therefore, push for a speedy completion of the railway project and the establish-
ment of a stable transportation network between North and South Korea. Once
tangible progress is made to restore the railway and once land transportation
between South Korea and China becomes possible, the value of the Sinuiju and
Kaesong SEZs will rise significantly. This development will induce further in-
vestment from South Korea, as well as from other neighboring countries such as
China, Japan, and Taiwan. The North Korean regime, through negotiations with
South Korea and China, must find ways to eliminate tariffs on goods produced
in the Sinuiju region and the Kaesong industrial complex to maximize this
advantage.

5. Improvementsin Inter-Korean Relations and Foreign Relations

To [nvi gorete I nter =[Kerezn ecananic coopsreticn end to lwre drest ferelgn
fnvestmznt Into the §&28, & steble Nrth-Ssuth rél&tlenship end stebl @ fereign
réletlens mst e esteblished en the [zs]s ©f mtuz trust. Mst o the inter-
[Kerezn cooperetien projects tlt pursued simee the [&te
f5e0s leavily ef fested oy the politicel end militery sltuztion an the
Korezn peimsdla [t suggssted thet the rezson behind the € uggish
[pregress made @n the (Ezsong) [ moustrie] [park is the §norezssd i nvestment sk
fecters ly Nirth Kerez! s unstell @ ferelgn relgtlians

Aso, with Nrth Kores! s Gtebsr reveletien of fts muelesr
Csvel cpnant [regrem the fnterest of Ssuth Korezn firms to enter Nirth Keres
vl ch [ed i nerezsed With the SZ dssignetion f Smiju codled cremzticel 1y
Tihose rezcti ans csnansirete the i muortent role thet stebi (i ng ferelgn rel&tliens
pleys in the csdsion of Suvth Korezn end ferel gn i rms to enter the Nrth Ko
rezn merleEt. The esteld] [ dment of & compzny [h en SZ or & canpany’ seEtic-
retien I the construstien ¢f [nfrestrusture regyires & ler ga-seel @ | nvestment 1n
tthe ezrly stggss ©f cpzreifans, Thug, unstedl@ imter =[Grezn relgtlions
North Kores! s ungredictetle ferélgn relgticns ere undovsiedly the nust
importent festers [ ndsrl ng fereign frementer ng Nerth Kerea

Interms of ferélgn reletiens, tihe nust ingortent [ssus to o2 reselved i s Nrth
Koreg! s reletlanship With tihe Wted Stetes, wilch cans] czreld] y
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sirglnzd over the mdesrr crisis (M son respects, the USNirth Kerea reler
tienship Wil pley & rde in csternin ng Nirth Kerez! s econenie renstl [ iteticn
ttlreugh S=2s end i m § myrevi ng North Keres! s fnternsticnzl esonoine ectivities,
Normz] i z=d el gt ans Wrth the Uil ted Siates not enly Wil contrilovte to nerezs-
f ng) tth= i mfl ux cf technel egy end ferel gn cepite] nzzdsd to cavel op e &5, [aut
elso Wil (oo mecesszry ffor davel opl ng ferel gn markets far goods [predused im the
In eddition there ere tight fmermeiicne] regd&ticns en the treds of
fndustrie] resourcss, such &s cuz]-Use goods &nd gdvenced techmdl oy end ma-
chimery fer [vilcing en i neustri el These tedhne] egy f melust il &l
eg\ pnants ere nsesssery ffor construct ng endl mudsrini i ng) the [ nfrestructure im
tthe S&28, @nsid=ring the fnternzticns] regdl&tlicns restrietling @gports &nd 1 ma
fting the inflewer foréign investnent &nd tedhnol ogy, Nirth Korea c=finitely
me=cs tto fesys fits &f ferts en i mprevi ng i nter =Korezn reletians end its fareign
relgtians fer the sucesss of meWS=s,

References

In Korean

Chang Myung-bong and Park Jung-won. 2001. North Korea’s Liberalization of
Foreign Economics Relations and the Direction of Revision of Related
Legislation. Seoul: Korea Economic Research Institute.

Cho Myung-cheol. 2001. The Status of North Korea’s Market Economy Educa-
tion and Plan for North-South Cooperation. Seoul: Korea Institute for
International Economic Policy.

Cho Myung-cheol and Lee Jong-woon. 2001. “Evaluation of the Sinuiju-Dandong
SEZ Development Plans and Tasks.” KIEP World Economy Update, No.
01-58. Seoul: Korea Institute for International Economic Policy.

Choi Su-young. 2001. “Assessment of North Korea’s Ten-Year Strategy for At-
tracting Investment and Its Future Tasks.” In Cho Myung-cheol ed. North
Korea’s Foreign Economic Policy: Evaluation and Problems. Seoul: Ko-
rea Institute for International Economic Policy, pp. 56-89.

Export-Import Bank of Korea. 2002. North Korea’s Sinuiju Liberalization Plans
and Future Prospects for the Liberalization Policy. Seoul: Export-Import
Bank of Korea.

Federation of Korean Industries, Center of Northeast Asian Economy. 2002.
The Economic Effectiveness of the Kaesong Development of the Indus-
trial Complex. Seoul: Federation of Korean Industries.

Hong Ik-pyo. 2002. “The Background of the Establishment of the Sinuiju SEZ
and Tasks for Future Progress.” KIEP World Economy Update, No. 02-31.



222 | Part I11. International Economic Activities

Seoul: Korea Institute for International Economic Policy.

. 2001. North Korea SEZs’ Expansion Potential and Direction of
Development. Seoul: Korea Institute for International Economic Policy.

Hong Soon-jik. 2002. “The Economic Effects of and Conditions for the Suc-
cessful Development of the Kaesong Industrial Complex.” Unified
Economy (July—August): 52—-65.

Hwang Dong-eon. 2002. “Prerequisites for the Success of the Kaesong Indus-
trial Complex.” Unified Economy (July—August): 61-74.

Hyundai Asan Corp. 2003. Outline of the Kaesong Industrial Complex Project.
Seoul: Hyundai Asan Corp.

Kim Hwa-seob. 1998. East Asia Economic Cooperation Model: Focusing on
Division of Labor in Key Areas. Seoul: Korea Institute for Industrial Eco-
nomics and Trade.

Kim Won-bae. 2000. “Exploring Methods of Development for the Sinuiju-
Dandong Joint Area.” Reunification Issues Research 4, no. 2: 5-17.

Kim Yeon-cheol and Park Sun-sung. 2002. A Study on North Korean Economic
Reform. Seoul: Humanitas.

Lee Chan-woo. 2001. “The Role of China’s Dandong City in the Northeast Asian
Economic Cooperation and Its Prospects.” Unified Economy (May-June):
72-83.

Lee Jong-woon. 2002. “The Status of the Sinuiju Area’s Industries and Tasks for
SEZ Success.” KIEP World Economy 5, no. 11: 38-49.

Park Jae-ryong et al. 2001. Proposal for Successful Promotion of Special Eco-
nomic Zone. Seoul: Samsung Economic Research Institute (CEO Infor-
mation 64).

Seo Bong-kyo. 2001. Prospects and Challenges for North Korean SEZs: Com-
parison with China’s SEZs. Seoul: LG Economic Research Institute.

Shin Ji-ho. Spring 2003. “North Korea’s SEZ Strategy and Tasks for Success.”
Unified Economy 48-64.

___.2002. Analysis of the Kaesong Industrial Complex Developmental
Regulations: Their Economic Adequacy. Seoul: Korea Development
Institute.

South Korean Justice Ministry. 2003. Analysis of North Korea’s Kaesong Indus-
trial Complex Developmental Regulations. Seoul: South Korean Justice
Ministry.

In English

Crane, George T. 1990. The Political Economy of China’s Special Economic
Zones. London: An East Gate Book.

Ge, Wei. 1999. “Special Economic Zones and the Opening of the Chinese



Chapter 10 Special Economic Zones | 223

Economy: Some Lessons for Economic Liberalization.” World Develop-
ment 27, no. 7: 1267-85.

Lee Jong-woon. 2003. “The Emergence of the IT Industry in North Korea and
Inter-Korean Cooperation in the IT Field.” Journal of International Eco-
nomic Studies 7, no. 1: 143-75.



Chapter 11
| nter-K orean Economic Relations

A. Current Situation
1. Increased Trade

Eesplte tensians releted to the e esr erogremin Nrth Kores,
irter -[erezn econenive cooperetl an generel |y i nerezsed im 2008 [n the fewyesrs
losfere then, nonred procg] treds [ed esn the mEln forme? Sauth-North eso-
monie cospereticn [out fm 2008 the rete of redgrees] treds @eestsd the rate cf
nonredl proeg]  treds

Q@erell, the enounit of treds [cstwzen the Swih end the Nerth iR 2008 00
crezsed oy 129 pereent over the revicus yesr, to 24 2 milich The
©f imgerts fmorezsed by @5 pereent, resching $288.25 millicn Mjer §mgort
eredicts were ggriedtre end rErime [rodicts, es vell es tediles Agicdtue
fi m zrtti eUl &r eccountedlfor 44 2 [psresnt ¢f thetcte] imgorts, Wil @ merd ne [preducts,
the nust [muortent [redust im the econonic coopereticn, eccounted fer &L i
[ereert. As e processing of [muorted mEteriels noressed the [ mportaticn of
teilles ress by 124 peresnt, to &84 [pereent ¢ tete] imports Egorts i norezsed
ey 7.5 [pereent, to$4846r millicn endthe mEjer eport produsts were ggrficy -
ture end meri me [reducts, tediles, prodicts Tine el m rezsen fer
the increzse [n egorts wEs Sith Kre! s essistencs fer the Nrth to resslve
rice cn & czn [ozsls

By the end of 2008, the Swuth ves &8 71 milicn in the Bleck end the
Nirttlh ves $5168.49) mill [ en  m the ] eck aWng tto the sutstentie]l enmunt cf treds
vinl ch 1 mve] ved 488 eanpzni &s (109 canpeni €s far [presessing an conmss] an)
end 588 predusts (217 preducts &s [nported mterie] [presessed an coniss] an).
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The typss ¢f preducts were rel &t vely fewgven the mnisr cf oz
©EUs® Must ftended to dieniss thelr [nter -Korezn grter
[projest wEs eongl etedl

Recl [groee] treds i norezsed by 192 peresnt to $409 millfen curlng
(f myerts $289.08 millien egports were $LI0 60 millic), gccountlng
fior B84 pereent of toiel treds (i@ Tedelit-1) @Gmercle) treds ross oy 802
pereent to $2B.67 millicn (i nports $77.44 millien egorts
8B rillie), eccounting for 809 peresnit «f tetel treds end B48 [pereent o
redipreeg] treds [Rrocess]ngren-comiss] an treds [norezsed [y @ 1 [gereent to
S5 Ol mllfen eccounting for 255 [percent @ teig] treds end 45 2 [pereent ©f
ftreda

Table 11-1. South—North Trade
(unit: $100 million)

1998 1999 2000 2001 2002 2003
Reciprocal Trade 144 1.89 244 2.36 343 4.09 (19.2%)
Commercia Trade 0.73 0.89 115 111 172 2.24 (30.2%)
Processing on Commission 0.71 1.00 129 125 171 1.85 (8.1%)
Nonreciproca Trade 0.78 144 181 1.66 2.99 3.16 (5.6%)
Totd 2.22 333 425 4,03 6.42 7.24 (12.9%)

Source: Ministry of Unification (various issues).

Nonred] prece] tregs inorezsed by 5 6 pereent to $815 54 milllicn, Wil ch ves
4B @ [oeroent ©f ftetel treda Mierlel treds fer inter -Koresn econonc cooperes
tf on Cscrezsed by 483 [pereent to $44.69 millicn wilch was 6 2 peresnt ¢ tctel
ftreds endl M 2 peresnt ©f monred] proezl trecs IncstEll, tredngtor alight water
ressier [prejest wes $877 milicn, treding for the M. [Knteny prejest wes
$i6, 14 millfen endtredefcr cther cooperetion prejects enmunted to$5 02 mil [ fen
Ad to Nirth Kerea [ nerezsed by 27, 0 pereent to $7@ €8 milllicn, Wi ch ves &7
4 pereent of toid treds end €88 peresnt ©f momed e trada

2. Business Cooper ation at a Standstill
a. Current State of Business Cooperation

Since the epprovel of @rporeticn s [erocess ng-en-conmissi en
project im the Nigo &rea en & @itcosr 182, tlhere heve loszn, &s ©f @itcoer
fFifty-six Sauth Korezn rece] ved governant fer im-
g =[Kerezn [ous ness end twanty-saven [ous] ness [pre) edts got e [erniss] an frem
the govermant. Sauth Kerezn firms were ggereved end tvwo [rej ects
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€l so gzl nzd gggravel . (Sz2 Tedelk2) Awmng the conpzni €s gpgroved far
Mone ©osperetiacn were (&) Ade-Redic
@mittes fer the KEesung touri smisusi nesss, ([6) Bungrha teurs end the [ nter -
neti cng) M. Tew @npzny far the Byongyeng teur © k&
rea Resources @rgoratian Nerth Kereg s for the
grephite mning (6) Glemshin ungPung [ nternetl enel
Compeny, end Nrth res s @mpzny for the feod pre-
cessing The ftour greghlte mini ng
gre the two thet were gooreved &s cooperetien (s nssses,  Although new eco-
menic cooperetian [ous] nesses contlinue to (o2 dsve] oped) [nstenses of the stz
e@ewticn ¢ {those gre relgtively laweonsicsring the Wgh I nterne:
el end consstie frterest.

Table 11-2. Enterprisesand Approval for Businesses

1992 | 1993 | 1994 | 1995| 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | Total
Enterprises | 1 6 | 4 | 16 | 13 ] 2 1] 6] 3] 4]656
Projects 1 5 [ 9] 1 2 | 5] 2] 2|2

Source: Ministry of Unification.

b. Government-Led Large Cooperative Projects

@operet]ve [r) ects | €d by the govermment &re nustly § nirestrusture pro ests,
such s the [§engd end Canghee (Eest @est) refl end M ghway projest and the
Il m Rver {leod preventicn usinsss, The Kengyl &nd Binghe= reil end [ gh
vay [ousinesses gre K ng stezdy rogress. The Nirth end the Swuth Eld a
czrenany @n M June 2008 to [ink the rells cf (ooih sidss &t the dsnlfiter] z=d
(VD). Swth Korea finshed its porticn o the Kongd rell line en &
Decenusr 2002 end s im the fing steges of the ongy Hghway construdticn
gt the e tine thet it s |eying dom the rezdszsd ffor the Dinges rell
i gmay. Tie Nirth comyl eted [gortiens af the treck construciicn-&s km
@ the [§engy 11ne end 2 3 kmef the Cinghee [inees wall s must of the réll
end [ ghway rezdosd constructians, A the nzeting of the 7% South-North Ece-
none @aopzretien Fremuticn @anmities, [ooth & d=s
tthet the Swuth wedl d erevi €2 tihe Nerth Wth meterf el s end ey pnant nesded fer
ftle construstf en i | @ tle Nt h prennszsd trensgsrensy in i ts us2 ¢f the provisiens,
T2 rell treck construstien is prosssding With the Ssuth Kerezn nEteriels

iz Impi m prej est to prevent river il codling is eurrently &t & stenestill [gzndl g
theresyt of megotieticns fer & mtuzl egresnant. [ssuss such &s tihe @esuti an ©f
jeimt investigztians, imstelleticn o 1l eod Verm ng eoyi pnsnt, end tress fer fores-
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t&tien ere [being @ scussed through the @chenge o [etters

In the nesfting the construction of the Nirth Koresn [ight veter rescter
project s amltilgtere] [projest [ed oy the KetDend henee ot @ rectly &n i nter =
Kerezn lousi mess, [Rovever, [cecause Korea Electric @reoreticn Is @&y
fng & czntrel rd@ im the projest, it colle o2 conslcsred & &r ga-sezl @ cooperative
lostwzen the tvo Korezs, s [sinsss ves elso put en dd in re-
spons? to the Nrth Kerezn nuel ezr crisls end gfter the Korezn end i niernzti ongl
nadl e reported the esiEcio suspensiene’ thelignt vEier ressier [orojEst. A Spokes-
men fer the Nerth Kerezn Rorel gn At felrs DEpertnant steted thet “if the regorts
gre trug then the Uited Sigtes md 11l ed the egresnant grezt
lcssss to Nirth Korea st anly loy @ seantlimiing thelr sygdly o [heavy fuzl @l
vt elso oy Elting the light veter rescier comstrusticn Nirth Korea Wil ssgk
congensztien fer the ensr gy [ css czused oy & d=l&y §n constructi en framkeid
end the Uil ted Stetes Wil | @ forld dding) the retrieve] of eny eguipnsnt o materi-
éls fremtle Ko dstrict.” The [ight water rescier [projest is &t a conglEt@
stendstil] [cscause o the mudesr Issug end it Will [preesdy [oecons the prins
eemle of Swuth-Nirth esononc cooperaticn gone

¢. Kaesong Industrial Complex Devel opment Project

Rems fer the zsong (ndustrie] @Gnies & jdnt lostwzzn the Ko-
rea Lend Cave] cgnent @arporaticn and Hunds] el ffer davel qpling & 20
il i en- jpyeng comyl@x (8 mllicn ffar the comlex, 12 millicn fer the
dty) enconpessiing the eress of Kessong clty eand Bungre:R ,
Renmum- [um.  Tihe T rst-stege cyjestive is to [ile a Enillicen: gyang pretctype
compl e @nstructicn sterted an 80 June 2008, end e surveying end sall @«
ennztl en fer this stege wes conyl cted bzivezzn 20 July end 8 Augusit
18 Aaril 2008, (oot Si@=s ggrezd to fmsti tutl enzl such &s suogyi @zl i mzs
@ the Kezsong) [ moustry clstrict evs, &nd ffive meawprevisians, [ mel udl ng esvel =
cpnant [revisl ens,

Fve lover [grovisiams ggrezd| ere evelting enzctnent.
Durimg the mssting of the ssventh Ssuth-North Econonic @operaticn Bran-
itl cn @nmitttes, edditlicns tens were esdlczd, fmndudng the conylcticen cf tha
csigns for & femillicon- gyang csvel cpnent secter by 2008, the conmeneemsnt
@f tlhe construstien ¢ the feundsticn oy ezrly 2004, end the @pedient estedlish:
ment &nd epereticn of en fndustry congl @x nEnegenent corporeticn Mreover,
the dedsen to build & nudsl [housing dsvel epnant of gpprod mEtely
inerealythafirst helf of 2004 providsd ati nztel] @for fuiure dsvel conent.
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d. Tourism

@re neted @ [ssuz I the Nrth-Ssuth econonie @wchenges of 2008 vEs tihe
popul erltty ef teurism mstitutlcnel fer the cevelepnent f tlhe sym
lelie M. ere In progress. Nertth Korea desl gnated the regien &s &
speclel teurist zone en 25 Novenlner 2002 end enested Csvel epnent end [ousi -
ness estel] i shnant provi sl ons cn 29 June 2008 Additiicnz] [previsians ere [osing)
Clscussed, &nd the muicer o torists is [ norezsing with the cgening of the &
reste [n REruzry 2008 efter triel runs tle Nirth [cegan ecesstlng tawrists en
th2 lend rovte Kwever, lend trips Siliee) Stcppzd [ozcause ©f FezEd
constructicn end the sza rouie wes cesed for two nantlhs framzs Avil to 28
Juna 2008 [osceuse cf the SERS epidemic. The Situzsticn warsensd wizn the
sUesidy ffer tihe tour ves ct.

Rortungtely, |end trips sterted up 29z n an 1 Ssptenier 2008, end the nunisr
of tourists increzszd to 0,000 per nantl-en cptinistic sign fer tarism The
conweny ferecest tlet [t maght b2 £d@ to rezch preflted ity in the nezr futre
Nzl @ Rengyeny ceened [ts coors to tewrismifer the first tins sinee the
dvidaen  the penfinsdla Brungiva Arlinss initielly plemsd to [Eve 2000
tourl sts en i fteen tri s fromSspienier to Dseenoer By the end of @teber,
1, Qi teuri sts zdl j @l med the tewr. Nirth Korea regussted thet the teurs b2 ds-
contlmzd durfing the winter, end they were resterted on 20 Aoril 2004
fthough the meture of the teurs is meh like a plgingy it s Senificant thet
Siuth [Grezn tari sts ere gl @ to Vislt Bongyeng, the egpitel cty f the Nirth

3. Establishment of I nstitutional M easuresfor Economic Cooper ation

A motede event in inter -kKorezn reletiens s thet vericeus ffer
mone coggeretlen ere ozl ng eantl nuzl |y esteld] i shedl Four Jalnt
eretien egresnents, edoressing investnent guerentess, [rreventien o coddle
texeticn ssttlensts, end conflict resdlutien ening congenies, ere perticd ey
Sigificant. Tihose ggreznznts were s gned durfng the fewrth minsteriél tells in
2000 [outt [c=ceme @f fective anly twn yesrs end e gnt mantls therezrter «

Tie mzl n polnts @f the previslens &re es ol o

Te Sauth end the Nirth heve not hed eny |evs thet pretected ezch cther 's
investnents end [nvesters, Rreviaudy, Nrth Kerezn ferelen [nvestnent [&vs
manti enzdl enly ferel gners end faorelgn resicsnts, &nd Suuth Korezn
were ot sure Wistlher ey ft wirthi m thet Een in the recent |&vs relgted
to the Kessong and Nil. Kmieng [oro) ects, Suuth Kerezn compani@s &re not
“farelen resldsnts,” Rvaver, With the redsion o i nvestnesnt
guerentess, Ssuth Korezn ere now eble to fmvest In North Korea
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undsr the preecsticn of Nirth Kerezn lew &nd vice versa

Frovisians preventing covdl e texeticn ere elnzd &t recud ng teves for [ousi-
fm Nirth Kerea by [provicing tex eenicns cn incon instezd of [n-
con® {tex dzdustians. [neona tex dsductians ere gggl i €d to pess ve [ neans,
es mterests, ellcinants, end royelties in eccordznee Wit i nternzticngl custeom
Undsr those [revisians, South Korezn enterprisss In Nirth Kerea vere €ligille
for & 18 [pereznt tex e@eEmicn &s Nirth Korea i mposss & 14 pereent § neons ttex
Wil e Suuih [Grea imyoses @ 27 [pereent inoon® tex. There ere many [possikle
[czn=fits fromitie newrevisions. The rel &ticnship [bstwezn South Korea
Nirth Kerea is @sfinzd s “specie] releticns.™ [Bscause treds [esivzzn the twio
[es the cheresteristics of [oth interme] end ederngl treds teeticn Es
pedemiic If Shuth [Grezn enterprisss czn enjay the preferentiel tex reie of
Nirth Kerezy they Wil o2 £b @ to (2 congpstitive so fnorezsed muiers of
penies Wil (o2 i mterested i €olng [ousimess im the North

Rovisiens ffor ssttlensnt ¢l ezrence of paynent eccounts in the {nier =Kerean
treds ere es folom Eth [erties gpplled settlennt ¢l ezrence for [weyment of
the prodicts end then ettechsd serviee cher g Avgliczd @ preg-
ucts sl d eve en aign in ether Suth Korea @ Nrth Korea @her cggitel
il e, tthe enount for the seitlenent clezrancy shovle o2 sstiled mor =
mlly &t [eznks d=signated [y [ecth [gerties Nirth Korea chose tie Treds Bk
Suouth Korea [ol cked the [muort/Bgort Bk Ths nove cpenzd the [poss -
ity of dlrect treding lecsuse i the pest ten years, the two eountries [ed o
chole2 [t to us2 a third meticn s kznk to nke peynsnts. In the evwent cf eny
canflicts lostween the tvo [eartlies felling eny megetietians for mtuE
goreznznt, tthe countries mst consult tthe corporete @ spute nedi gtlcn conis-
donfer treca e “Agresnsnt cn the constltuticn cpereticn o & Nortlh=
Shuth corporet@ ¢ sput@ nedl&ticn ooy’ @ fiedlty curing the negetl&ticn
procsss, [t the ggresnsnt was finelly sl gned i m the thi re ccononiic coopsreatian
ftells (142 Nionsen). Agresnznt cn trenslt to [&=song and M .
Kunkemng), plus ciler cscussians releied to the cesring of ssitlensnts, ere
angel g

4. Active Humanitarian Aid

(Himan] terl en &l o sterted | n 4885 wien Nirth Korea suf fered a nEssi ve metur
rel dssster thet led to a sarious feod shortege &nd tthen regussied fniermnzticnzl
Tet wes the sterting polnt for the Swuth Korezn govermiznt to g ve foad
gld to Nirth Kerea [ the rivete sscter, the Stuth Korezn Réd @Gess was the
@y i mstl tutl en (8 [l ing Norttlh [Korezy [aut [esg) i ng) [ 3688 eilner entltl &s [ozgan
ectively [pzrticpating im sugpert of Nirth Koerea By South Korea
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provi ol gbout $i57.62 millicn fn & d-$87. 0L millicn fremthe governmeant
ol $70 G il | on fremiprivete entities (St Tede 148)

Table 11-3. Humanitarian Aid to North Korea
(unit: $10,000)

1995-1998 1999 2000 2001 2002 2003 Total
Governmental Sector 21.272 2.825 7.863 7.045 8.375 8.701 62.081
Private Sector 4221 1.863 3.513 6.494 5.117 7.061 28.369
Total 31.493 4.688 10.376 13.539 13592 | 15.762 90.450

Source: Ministry of Unification.

B. Assessment of the Differing Positions of the South and
North

Im the nsture of Seutl-Nirth esononic cogpseretlan
notedly, the posdtians o the Shuth and the Nrth were reversed Nirth Korea
previcusly nefntelnesd e pessive attituds toward esanciilc coggperatian.
Koveaver, Wien the muel ezr fssuzlert fit o gted fromi niernsticns] sodiety, Nirth
[erea [osgzn extively [perttl el petling n esenonie cooperetlicn wWrith the Stuth [t
even esked e Shuth to speed Up savere] [orojests, such &s tihe [Indng ©f reads
end rel lvays ecrass thelr gnd the [l ng ¢f &n [ moustri el
plex in Kessong, Altlhough there vere dezrly poiticsl [imiteticons, Nrth Korea
shoved itself to b2 strang)y coniitited to & loetter rel &t anshi p with Stuth Korea,
I cther vards, It chenged Its lesie stence tawrd cogperat]on Vith the Swth
Kivaver, fts “gld rirst, ecengs later” &ttituds still nezds [ nyrevenant.

Sinee the [ezg] mal ng) ¢f Rao Mi-yunt s ediin] streticn, Ssuth Korea Es [czzn
comitted to the so-czll ed Simshi e Rl i gy (engzgenznt policy) &nd & [policy of
[pezce &nd [grosperity. [Rowever, R s goverment wes not successiul [ meln-
telnmg fts [golicy lozcause @f the reveletians ef the Nirth Korezn mudl ezr wegp
ans pregremend the ensyiing conflicts With the Uil ted Setes, As aresdt, Suth
Korea ves ot &6 @ toe edd mch to the [gregress that the Kmkze-] ung edninl s-
ttretl en mds en econanic cooperatl an [pre) ects With the North  Tihe M .
ftourl smjerej est shodl @ (62 revi tel f zzd tihraugh the usa of short-termsiesicles, [out
it ves df ficlt toresatlis isuzat the Miicel Assenily, thels to the cgjes:
tien of the ngjcrity cppesiticen perty. The linkdng o the Keongy rellvay is
o=l g €=] ayedl es Nirth Kerea fesuses @n the Cinghee rellways, wWiich &re mot
very prefited @ BYlding tihe fndustrie] congl@x in iezsong i s loeszt [oy canflicts
[cztwzen Hundsl end the Korea Land Cavel cpnent @arjgoraticn &s well
erel poitical pretlens, such &s tle muelesr wezporns [ssue
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Nireover, the Ulted States te & msgztive viewe? Suutl-North
cooperetion The US goverment [bzsiez]ly [oz]ieves et coopera:
ttl en Wit tthe North codl @ anly prel eng the MmdungHil regjna Weshi ngten hes
eemn ng Nerth Kores! s esononie ectivities, [ udng treds end ferélgn
aurrensy sugply, endls segiding verl eus metless to ggprezeh tihe Nirth Rivever,
tlhe Ui ted Sietes [s relustant ebott theldsac! cress-bordsr esonane coopereti an
Thereforg, the US govermmsnt” s intenticn mght o2 very ingortent &s the two
Kerezs den thelr direct I Nirth Kerea ezn eoge With the regusst ©f
the Uil ted Sigtes an the [ssus of nuelezr wegpons, Weshi mgtan might &l
nure [positive gpprozeh, el uding &l dl end gppsssenant for the Nirth n thet
d reunstences fer esononc coopereticn betwezzn the twe Koress will
i mireve cansl dsreldly, let @ projects in the Nrth Wil presssd, end treds vill
incressa  Altlhough we do mot eny such positive fremthe Ul ted
Sietes et the noent, the Uited Stetes codld the nest veluzde &lly
@ne® tthe nudezr wegpans issuz is @y the normel [ z&tien of rEletians
[oztwzzn Nortth Kerea end the Ui ted Sietes ezn lorf ng) the Nerth | ntermstions] &ld
end I mirove lts mrket Stuztion

In conel S eny the tve [Kerezss should [l dl & stgtl @ systemiiar & festive et
menie cooperetian threugh the jant &fferits of [oth goverments Wille &t the
seme time i raiy nz ntel n ng engel g [proj ects, such &s the fndustrie] conglex
fm Kezsong and touri smin N .

C. Problems of South—North Economic Cooper ation

[Econanilc coopereticn [cetwezn the Nirth and South s =] ng pursuzd &l eng
the fellaing linss. Frst, the Ssuth kzlicves thet threugh stezdy
cooperetion, Nirth Kerea coul e greduzl |y edopt @ merket econony, end the twe
Korezs covld come to & [oetter undsrstend ng &nd overcan® @ ferences, [ sus-
cessfuly @=glimg with the Nerth Kerea vavld o2 b @ to
fim th2 [ ang rum

ftle conlo] et cn of Suuth Korez! s czpitte] &nd ttedhne] egy Wit Nertlh
Korezl s hunzn resouress weyl d [provi a2 a syner gstic ef et Tihe Ssuth is ev-
irgdf ficdties lbecuse @F the engelng autilawe’ the mnufesturi ng i neustry. if
South [Korea ezn [persuzds tihe conpenl €s thet ere | eaving Shuth Korea to go to
tthe Nrtlh, it cafld b2 & Wnwn situzticn fer leoth Korezss,

Tnire, mtuz] coopereticn shodld o2 strengthensd The two Keress should
szzk to evereon= thelr dff fereness [n custenp cllture, end [ ezdl agy oy [6uil d ng)
on mtuz] fmterests end oy cresting en &F ffecti ve ttrensportati an netwark that vl
link Nirth Kerea to the internsticns] soclety &nd Wil strengilen ties [csivezn
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Rourttlh, South-North ecenonic cooperetion shodld o2 instituticns]ized to
ensure & T rmfcundstien fer furtlher Byt [osfcre tilose gozls (o€
gohieveg) there ere still conflicts to b2 evercons

Frst is the insvited @ gzp lbstwzzn the two Korezs, Ben though Nirth Korea
s szzking to chzng [ ts ccononne system chenge IS cosurring &t & snEll’® s [paoe
conzred With chenge i n the cutsid2 warldl, e ud ng the Ssuth e Nerth will
covieusly met [o2 gkl @ to czich up to the Stuth. Nirth Kerea coss [eve a Vel uzhl @
werliorey [lout this resouree Wil [bscon» frrel event cnce the country czn fully
gdopt & merlet econony leeause the [ ebor marlet Wil e gpened by then

Secu] cogpsreticn [rejects do mot reflest the ectudl Stuzticn
Bsth governnents &re @&l nl ng meh erf ¢l el smissceuse esonenic cooperatien is
contiming Wil @ tihe muelesr issuzis still unreseved

Thire, cooperetien is [belng [prenated under the catchy ghrese cf
[p=zce &ndl [resperity. Rowever, in ectuzl ity ecenonic cooperatlan (Es tendsd to
o2 [ I mited to anly & Ffeweanyzn € (gbout tthet [eve & rezdy [partl € [ested I m
friter =[Kerezn [ore) ects. Such & el | o [ertlc pents is mek ng ctier
el the nore relustent to particlpet@

Rourth, econonic cooperetion loestween the Kerezs (s beszd on interns trede
Wrth ezch ctler &nd (es not @¢endsd lesyand the tvoe countries. Therefarg eco-
none estivities shovld be pursusd fntermati cnglly. Rovever, [re) ests
[o=twzzn tthe tvo [Korezs still conesntretes an i nternz] &7 felrs, espsclelly fromithe
Nortlf s pErticler cheresteristics

D. Possible Solutions for Economic Cooper ation

@ven &l th2 predens, there ere possil]e sdutlens for fmurevi ng esononic
cooperetien fm the fuiwre Frst, Swuth-North esononie cooperetien shodld b2 &
Ert of the St s eterns] esononie pal i gy. e govermant shavld find uds &l
enterpri szs i the (st ness Witth & stencsrd szt of [policl Es and shoul el g ve parti el
[cznzfits to the partidpants ef Ssutl-North eoononie coopereticn @nsi dzring
ttl® econonie gzp lestwezn the Ssuth and the Nirth, Swuth Kerea should feaus
an reducing ll risks fremitihe North rether then gglm prafit fremiihe esonanie
coopzretien direstly. s egerezch Wil (62 nure & fective fer gchieing & resl
eeonanic grewth.

ttlhe econonic coopsratian [gol i ey shovld (o2 ensndzd to teke certeln
ttima 1§ m=s nto gocount. Ror instenegy Nirth Korea is pl emi ng) &n | neustri €]
plex i Ezsong to | mrove its mrket stuztion RKwever, by the tine the com
RIS cpzreticngl, the Nerth Korezn market mght 62 th=
Nirth might b2 &bl @ to use the Fengyeng regjcn  Tihere might 62 & uge i e =
ence [esiwzzn tihe current Situzticn emd whet tihe Swuth ed pred cied in the tin
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o the Smshine Rliey, consldsring tedsy s intermetionz] sodlety. Tie United
Sigies end @i ma ere eerting presswre right nowen Nirth Kerea to chgngg, lout
gceoral g to the Smshine Rilicy, eny cenge in Nirth Krea Wil con» gredy
elly tliraeugh the i nter -Korezn esononic cooperati en.

Third) there is still & lcng Vay toe go ffer imnter -[Korezn econanic ceoperatien
virth the Nrth, so the govermeant of Ssuth Korea mist teke the lezd The gow
erment should renove the gzpes n custans end systens [betwezn the two coun-
tries to [reiest donsstic et perticipete in cooperati an
Then, enterprisss thet were fndf ferent to esononie coopereticn Wil [ eble to
jamwithout mch risk T the Ssuth Korezn govermnsnt s susesssful m i norezs-
i ng econonie cogperaticn, it Wil heve poverfy [everege wWith wilch toe i nfu-
ence tthe Nirtlh, so tlhet internziicns] concerns such &s e mudezr ssuz will
niing) €d wth the plen o cooperetien, thereby eceel ereting in Nrth
Kerea

E. Other Instruments Needed

Aiter the far Jelnt econonie cogeeretlcn ggresnants [ostvzen the tvo & d=s
eolntoEr fet, the mnl mmresy rensnts to premt@ esonene cooperaticn Wil
2inpesa Tt is [oih pertics Wil have eitered a nawstege ¢f {nstitutl onzl-
i zed] cooperation Dring the pest ten years, Soutlh-North esononic cooperetl en
[2d] [ez=n @n | ess-szoure ground) [oecause [t wes [os] ng) [propel | €d Gy [ozst [resticess
end met [y & system Such cooperetian [betveen the two Koress IS mow sup-
portted [oy the i nstituti ongl frenswerk of thefour egresnants, [ particer, Wisre
tthe tvo [gzrtl es [revicusly Ied mo legz] lzsis for thelr investnent, they ere now
gd e to [ mvest thelr eom ferelgn i nvestnent |ewes pert of the i nvestnant
QUzrentEs ggyeenent. s, the feur ggyesnents provics & turning point fer de
Vel op] g @conanic cooperatian

st importent, drest treds betwzen the tvo s dss s nowlscos fezsi k@
Rreviculy, the Swuth end the Nerth hed to pay eddlticnz eosts toe eondyst f{nd-
rect treds thraugh & thi re-perty metien, therety |esing thelr congetitive edga (N
tth2 prel i ninery stegss of tredng, the Shuth wasted teo mch ti e end nansy i n
ffimdl ng & 1 ik to the Nirth  Vizn the Suth estuzl [y entered the tred ng stegy it
f meurred luge | esses im ttryl ng to i md & right [l &ce to mest &nd arfgnt metihed of
conmn egti en.  The two Korezss were not gl @ to comnmmi cete & fiderily, &ml
the seitlensnt of treds paynsnts VEs &so very Unsteble /A drest treds is s
coning nare end nure & rezlity, many enterprisss ere @eqected to [pErtic pste in
tlhe esononic cogpereticn so thay teke o the [noresssd
conpetitivensss, Unnscessary costs [ ndsring canpstltivensss Wil
lbsczuse the joint egresnant [Es meo® [t [ossill@ to reduse [esses end to &tftract
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peAconmanfes

Nreover, [imieticns steming fremihe edrecrel nery rel&tlion lcsiwezn the
Swith end the Nirth heve € so lczzn dninished [0 the Eest, ther réetionship
ves @=sorf oed] &s “tentetively spedlel reletiens,™ Wil ch mads [ooth (et es df e =
ent ffremerd nery ferélgn investers, Thereferg there [eve leszn savere] @ sgdk
Venieges to [Korezn enterrises thet pertid pzte in the coopereticn Rr eenge
fthoss cafld mat put up cdlleterel for @ lezn in releticn to i nvested
gsseis, [Froducts meevzd o @ tlreugh donzstic quel ity conirels. [Korezn conper
nes ware ot €dl@ to recslve eny preferentiel treztmat for thelr foregn cpere:
iti ons &nd [red to risk o sori minzticn thst ciher erelmery forelgn cesraticens cld
mot feoa Resently, conwEnies [Eve [bzzn de to put Up cdlleterd for & lezn
relted to [ nvested gsssts fm Nirtth Keres, so reesiving | ezns fremifi mencl €l imstl =
tuti ans les [oscoms ezsler . A5 @ resUlt, enterprisss in the esononic cogperetian
lovsi mess [eve [oszn [partilEl |y relieved F eny [iqidty df fialties

@nzrelly, enterprisss elrezdy mvelved fn the coopzreticn [ousi-
ere egeriendng [ mprovensts sl nee the for egresments Copel
[noef fest. [Rovever, 1t [s too erly to @pest neweangzn € te jan
[eve shl ed ey frempert| d pztl ng bsczuse ©f the uncerte] ntl es of Nrth Korest s
merlet evirensnt. Bven though the feur egresnsnts heve mede & letter mar-
let sltwetion Imstedlities still edst to dster Suth Korezn congeni€s,

Savere] condlttions stfill mezd [ mrovensnt. Frst, gusrentEss en ffres trenst,
commn] egtian, end treds must (@ ggresd ugan (gy [ooth perties Bt [efare en
tering & mutuz] ggyesnant regzrelng these tires conceris, (it s nore ur gt to
enferee & “besic egresnsnt” [ostwezn the Stuth end the Nerth thet mot anly
lrings together &l the rovisiens fremesonone coopereticn ggresnants but
elso szts 1p the fundznente] csfinitions of irter -Korezn releticns

Seoond) e four ggresnznts should (o2 i riily estek] [ shed end put [n [erestice
lcefere eny edditicns] egresnents &re @t muous ensnenEnts i
provensnts of the egreznants are pertlcd erly i mortent, &nd goverments shoul d
@enins et &f feats thafar egresnznts Wil eve en@d stingleusinssses, T ra)
& systemcf drest gccount seitlensit betvzen the tvo Koress mst cons first,
shortly eftier the iy enznietion of ¢ ezrence settlenents, A [oresent, (osth per -
tl es [mve mantl aned € ezrence settl enant Aditicnglly, cstells regareling
cl ezrence szttt enants shoul o o2 spzci il €d), &nd the trensgstionz] nztihods of €l ezr -
gnoe sziitl enznts must o2 s mpl(Tiedl NMireover, erdnary settl ensnt bznks should
fmstel | ed possilde for ardimery seitlensits, B sting szttt ensnt
mstlods ezn [oe mad’s trensperent Gy usl ng eorrespand ng lbenks, Wilch is essen-
tiel for a sound systemer coopereticn &s well &s fer ezsing Nrth
[eree! s unzoeeptel] @ reguEsts.

Imterme] [repzreti on procsssss ffer [ereventl ng dovel @ taetion mist eontli muz



Chapter 11 Inter-Korean Economic Relations | 235

There must (09 nore reglistic interpretaticns ¢f the vel us-gddsd tex end i ncons
tax, wilch tdl ergted loy [orecessing there
mot [6zzn mEny czsEs to @ening it could b2 nure &f ficlent to asssss the donzs-
tic stuzgticn in releticn to the ggreznant thet wald prevent colde taeticn

F. Outlooks

Orimg 2004, Swutlh-North econonie cooperaticn Wil k2 entirey related to
the precess of sdving the mud ezr issus in Nirth Korea Eichangss letvzen the
ftvm € ¢ss ere currently limited  The Seuth Kerezn goverinent” S [pegee &nd [gres:
perity [eol ey cannet (o2 iyl enznted Wil l @ Nirth Korest s nud €zr weggans [pro-
gemedsts, I the tensens en the Korezn peni sl @ czn b2 ezszd treugh s
perty tel s for & mitiletere] solutian there codld 62 & mewegpartunity for
MeMG Gooperet] an

North Korea shovl @ seek presties] chenge end shodl @ 6yl [ ¢ construstive rel &
it cns Wit the i ntermzticng] conmmi ty tihrcygh & funeenznte] chenge im fts g
liticsl esgscts tto &chieve a syner geific e et T sstil enznt of the melesr issue
Wil ezdl to &ld end [eztter undarstend ng fremetiher states, Wich Wil metwrelly
lezd to the two Korezs eVl ng &n [ muroved eVl ramesnt fer ESenonic Cogpsre:
ticn fm 2004 [Rovever, North Korest s cantlmdng | nsl stence en i ts mudl ezr vzgp:
ons [progreml eaves open tihe possi ity of & stendstill.
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Chapter 12
Social Security and Social Services

In a narrow sense, social welfare refers to a system of social relief or social
works. Broadly speaking, social welfare can be understood as a social support
system for relief, protection, prevention, and recovery of groups or individuals,
which are considered as a “poor class” or “social outcast.” It is a system through
which their life can be maintained at the average level of living standards.! So-
cial welfare can be defined as social programs that are undertaken for all people
and that consider a variety of problems along with changes in social structures.
Such programs include social insurance, public assistance, social welfare services,
health and medical care security, etc. Social welfare consists of a comprehen-
sive system of public and civil programs, services, and institutions for the
prevention, protection, treatment, and recovery of individuals and groups against
difficulties and problems in social life, with the eventual aim of securing the
basic livelihood of all people.?

Social welfare can be classified as social welfare service and social security;
the former is to meet the needs for individuals’ adaptation to society and the
latter is to use social insurance or direct aid to secure the income of the society
member who is in need. In this chapter, social welfare refers to social security,
which includes medical security, income security, public assistance, and social
welfare services.

Immediately after liberation, North Korea was concerned about social wel-
fare and addressed it by institutionally legislating various social security sys-

1Kim Man-doo (1982, 12).
21bid., 19.
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tems and by establishing welfare policies, although such efforts were focused on
propagandizing the superiority of the socialist system. The related legal bases
included a constitutional law and Kim Il-sung’s instructions, most of which are
still in effect, at least legally, even today.?

However, the North Korean social welfare system and its legal regulations
have not been fully successful for several reasons. First, some of the legal regu-
lations for social welfare are only declaratory. Their purpose is merely to propa-
gandize socialist ideologies and the goals of North Korea in order to maintain
the socialist regime. For example, the laws related to social welfare have been
ignored in favor of the “Ten Principles for Sole Ideology of the Party.”* Second,
even if a social welfare system were to be established, it would not be able to
operate normally because of difficulties such as a poor economy and food
shortages. Third, the level of services provided by the partial operation of the
social welfare system is poor, quantitatively and qualitatively.

Taking those constraints into consideration, this chapter aims to identify the
social welfare system of North Korea, including its legal bases, structure, contents,
and problems in operation.

A. Structure and Contents of Social Welfare System
1. Medical Security

The medical security system of North Korea, established under the influence
of the health and medical care system of the former Soviet Union, has its legal
bases in the Social Insurance Act (enacted in 1946) and the Resolution on Prac-
ticing Medical Assistance and Reorganizing Industry Medical Care System for
Laborers, Office Workers, and Their Dependent Family (1946). The free treat-
ment system, which is the core of medical security, was adopted in the form of
social insurance in its early stages but was covered by the national social secu-
rity on the basis of the Ordinance on Operating Free Treatment (Cabinet Ordi-
nance No. 203), which was enacted in 1952, because the increasing humbers
injured or killed during the Korean War could not be covered by social insurance.
The general practice of free treatment was regulated by the Ordinance on Rein-

3 Ro Y oung-hwan and Y eon Ha-chung (2000, 72).

4 Kim Jong-il established absolute deification of Kim Il-sung, perfect succession of power, and
domination of Kim Il-sung’ s principlesin the society through these ten principles. Theten principles
dominate as the superlative law in North Korea, taking precedence over all other laws (North Korea
Democratization Network 2003, 46).
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forcement of People’s Health Activities, which was enacted in 1960.

In 1963, the doctor district assignment system was introduced. In 1970, the
expansion of medical security was strengthened by enforcing a project for elimi-
nating inequalities in medical security between agricultural and manufacturing
laborers, as one of “Three Technological Revolutions.” This system was fol-
lowed in 1974 by a project to improve Ri dispensaries (clinics) in rural areas to
the level of hospitals. The second Seven-Year Plan, launched in 1978, directed
improvements in sanitation and disinfection, full operation of the doctor district
assignment system, production of medicine and medical equipment, and expan-
sion of medical facilities and treatment.

It was in 1980 that the medical security system was completed through the
enactment of the People’s Health Act, which integrated previous health policies
and government decisions, as well as Kim 1l-sung’s instructions. The Medical
Act regulated the enforcement of the doctor district assignment system as a
basis for free treatment, reinforcement of preventive work, professionalization
of the medical sector, development of medical technology, and encouragement
of Korea’s traditional medical science.

a. Recipients

In its initial stages, the recipients of the free treatment system were confined
to laborers, office workers, and their dependent family members who were eli-
gible for social insurance benefits.> However, the range of recipients was gradu-
ally expanded to all people, because the free treatment system was covered by
the national social security.®

In 1953, individual farmers and commercial and industrial workers were ex-
cluded from the free treatment system by Cabinet Ordinance No. 203. In 1958,
the separate social status of individual farmers, commercial workers, and indus-
trial workers were abolished with the nationalization of their privately owned
assets. Members of the agricultural and handicraft cooperative unions were in-
cluded as recipients of free medical treatment. It was not until 1960 that all
people were covered.”

5 Resolution on Practicing Medical Assistance and Reorganizing Industry Medical System for
L aborers, Office Workers, and Their Dependent Families, which was enacted in 1946.

8 Ordinance on Practicing Free Treatment, which was enacted in 1952.

7 Ordinance on Reinforcement of People' s Health Project, which was enacted in 1960.
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b. Benefits

In the 1950s, the benefits from the free treatment system included exemption
from expense for treatment and medicine for all inpatients. However, exemp-
tion from payment for medicine also applied to the recipients of social insurance
and social security, laborers in national organizations and their dependents, la-
borers in cooperatives and social bodies, war veterans, and unusual patients.

Under the People’s Health Act, the benefits currently include the free provi-
sion of treatment and medicine without any discrimination, including (a) medi-
cines for inpatients and outpatients by medical institutions; (b) medical services
such as diagnosis, experiment, treatment, operation, doctor’s visitation,
hospitalization, meals, etc.; (c) recuperation for laborers; (d) transportation fees
for medical treatment, which are paid by the government or cooperative unions;
(e) delivery assistance; and (f) preventive medical services such as health
diagnosis, health counseling, and vaccinations.

Recipients also receive a subsidy as a sickness benefit, which is based on the
Social Insurance Act. A condition for the subsidy is that the insured cannot re-
ceive wages for sickness, injury, and malformation, irrespective of the type of
occupation. The amount of the subsidy is determined as the fixed rate of wages
earned before temporary lay-off.

c. Finance

In the beginning, social insurance funded financing for medical security. The
insurance rates were 5 to 8 percent of wages for national consumption coopera-
tive unions, social enterprises, and organizations in the production sector; 10 to
12 percent of wages for individual workers and employers; and 1 percent of
wages for insured laborers and office workers. The government was to cover the
insurance administration cost. However, all financing for medical security in
North Korea today is covered by the government’s treasury.

d. Delivery System

The delivery system for medical security consists of four phases. The first,
diagnosis and treatment, is conducted at first-level medical institutions such as
Ri, Dong, Rodongzaku (labor district) clinics or hospitals. Professional diag-
noses and treatments are conducted at the second-, third-, and fourth-level medi-
cal institutions, as necessary. The second-level medical institutions include the
people’s hospitals at the city (si) and county (gun) level. The third-level medical
institutions include central hospitals, university hospitals, oriental medicine hos-
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pitals at the province (do) level, and the large-scale hospital complexes and
professional treatment institutions concentrated in Pyongyang. Most of the medi-
cal services end at the third-level medical institutions. However, patients with
rare diseases or important persons in the party may be provided care at the fourth-
level medical institutions.

This medical delivery system is linked to the nationwide doctor—district as-
signment system that is organized by administrative areas and consists of a resi-
dent location—based assignment system and work location—based assignment
system. In urban areas, medical practitioners provide diagnosis and treatment
services for 4,000 residents at hospitals and clinics. In rural areas, medical prac-
titioners provide diagnosis and treatment services for 1,500 to 5,000 residents at
county people’s hospitals and village clinics/labor district hospitals (about 1,000
residents per doctor). In industrial areas, factory clinics or hospitals provide the
medical services.®

2. Income Security System

One legal basis for income security is the Labor Act, which regulates the
compulsory social insurance system for laborers and office workers in enterprises,
offices, and other economic fields. The other basis is the Social Insurance Act
that regulates, as a form of social security, a variety of subsidies and pensions.
The types of subsidies include temporary subsidy, delivery subsidy, funeral
subsidy, and unemployment subsidy. The types of pensions include old age
pension, survivor’s pension, and disability pension. The industrial accident com-
pensation insurance is an income security for loss of labor ability owing to work
accidents, diseases, and injuries, which was systematized under the Labor Act.
North Korea classified the benefits funded by the insurance as social insurance,
and the social works provided by the government were classified as national
social security.

The farmers, who had been covered by the mutual aid system of the coopera-
tive farms, were included in the national social security system on the basis of
the Ordinance on Operation of Social Security System for Cooperative Farmers
enacted in 1985. Thus, social security was completed, at least in its legal form.
Although an unemployment subsidy was provided for by the Social Insurance
Act, it has not been in effect since the Labor Act proclaimed that all laborers
under socialism had a right to labor and that unemployment has disappeared
forever in North Korea.

8 Seung Chang-ho and L ee Bock-hee (1986, 114-16).
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a. Recipients

The recipients of old age pensions are the insured, ages sixty and higher for
men and fifty-five and higher for women, who continue to pay their insurance
premiums and have worked for a certain duration of time. The recipients of
disability pension include those disabled by diseases or injuries, irrespective of
the type of job, as approved by the insurance doctor. The recipients of disability
pensions are divided into three classes. The first class includes those who are
completely unable to work and who require another’s care. The second class
includes those who are disabled of their general ability to work. The third class
includes those who are disabled of the ability to work continuously at regular
jobs but who are able to work irregularly or for a reduced period of time, or who
are able to work in other jobs with less capacity.

The recipients of survivor’s pensions are the dependent family members whose
livelihood had been maintained by the income of the insured. Conditions for
receiving the benefits include death of the insured, death of the insured within
fifteen days after lay-off, death of the insured receiving medical assistance, or
permanent disappearance of the insured as adjudicated by the court.

A laborer, or the dependent family in the case of the laborer’s death, becomes
a recipient under the insurance system for industrial accident compensation when
the laborer becomes disabled because of job-related diseases or injuries. This
insurance compensation also applies to laborers who are disabled after being
laid off.

b. Benefits

The benefits of old age pension can be paid in cash or in kind. As examples of
cash benefits, the recipients who meet conditions for full benefits receive 60 to
70 percent of the monthly basic living cost (or the basic wage in retirement), and
recipients who provided continuous services for fewer than twenty years receive
50 percent of that amount. The in-kind benefits include 400 grams of food, in-
cluding 100 grams of supplementary rice. However, recipients who continue to
work even after retirement can receive 100 percent of the basic wage and 700 to
800 grams of food according to their occupation. The disability pension is di-
vided into four classifications by industry and occupation; on the basis of those
classifications the recipients receive benefits proportional to the degree of their
lost labor ability. (Refer to Table 12-1.)
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Table 12-1. Criterion for Benefits of the Disability Pension

e Yearof | Gradeof Benefits (of average

Classifications S annual wage for

Work | Disability the latest 1 year)
1. Underground laborers or laborers engaged in hazardous Fewer 1st grade 60%
labor, exemplary laborers, and office workersin al jobs, than 10 | 2nd grade 40%
technicians years 3rd grade 25%
2. Laborers in metallurgy, machinery, coals, mines, Fewer 1st grade 58%
petroleum, quasi-alkali, rails, post-office, land transportation, than 10 | 2nd grade 38%
marine transportation, fishery, engineering and construction, years 3rd grade 24%

shipbuilding

) ) Fewer 1st grade 57%
3: All Iaborers., except Fhe abovei offl.ce workers engaged in than15 | 2nd grade 7%
direct production within enterprise field, teachers, artists years 3rd grade 7%
Fewer 1st grade 57%
4. Office workers not engaged in direct production than 15 | 2nd grade 3%
years 3rd grade 23%

Note: Additional rate ranged from 0.5 percent of yearly average wage to 2 percent or 3 percent in case of
exceeding the designated service years that are provided for workers.

The maintenance allowance for survivor’s pension is paid in a lump sum for
the survivors when an insured person with continuous service of three years or
more dies, irrespective of the type of job. The amount of the maintenance allow-
ance is to be differentiated according to the type of occupation as well as the
number of dependent survivors. (Refer to Table 12-2.)

The amount of benefits from industrial accident compensation insurance is
decided according to the level of disability. The recipients of the first grade
receive 90 percent of their average annual wage for the most recent year, the
recipients of the second grade receive 65 percent, and the recipients of the third
grade receive 35 percent.®

® There was an announcement that pension payments would be increased to an average of 50.7
percent starting in March 1992, for improvement of people’ swelfare (Ro and Y eon 1977, 75).
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Table 12-2. Criterion for Benefits of the Survivor’s Pension

Percentage of the Average
Working Years | No. of Survivors | Amount of Annual Wages
for the Whole Working Y ears
1 85%
Fewer than 10 2 110% . ) )
3 or more 135% If continuous service .dl.,lratl on
1 80% exceeds.lO years, ad(l1|t|onal rates
Fewer than 10 ’ 105% are applied a a certain level.
3 or more 130%
70% for laborers
60% for office workers

c. Ddlivery System

The agencies that are responsible for social insurance include the Depart-
ment of Social Insurance, the Ministry of Labor at the central level, the Labor
Agencies, and the Council of People’s Commissars (CPC) at the local levels
with a hierarchy of provinces (si, do) and city or county (si, gun). The Labor
Agencies at provincial and city or county levels establish the Social Insurance
Depository, Social Insurance Office, Social Insurance Investigation Committee
(S1IC), and social insurance inspectors. A Social Insurance Office can be estab-
lished by the employer of a workplace with 1,000 employees or more. The so-
cial insurance inspector is responsible for inspecting social insurance work. The
first SIIC is organized in city or county levels, and the second SIIC is organized
at the provincial level. SIICs play a role in investigating claims for benefits for
social insurance. The SIIC is composed of representatives of occupational unions,
labor administrators, representatives of employers, doctors, members of sanita-
tion inspection committees, technology inspectors, representatives of the party,
and social organizations. The members of an SIIC are appointed by the CPC at
the provincial level with the approval of the CPC at higher levels. The commit-
tee is supervised by the director of the Labor Division. Appeals against the deci-
sions made by the committee can be litigated in the courts.

The responsibility for operating social insurance was transferred from the
Ministry of Labor to the Central Committee of the North Korean Occupational
Alliance in 1958, on the basis of the Ordinance on Transferring the Managerial
Function of National Social Insurance and Labor Protection Related Work to the
Central Committee of North Korea Occupational Alliance. However, since Feb-
ruary 1961, social insurance has been operated under management of the Minis-
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try of Labor at the central level and by the Administrative Economic Guidance
Committees at the local levels.

d. Finance

The premium for social insurance that is based on the Social Insurance Act is
presented in Table 12-3. The government covers the cost of administering social
insurance from the national and local government treasuries. Employers pay a
premium at rates that vary according to the total amount of the wages and remu-
neration of the insured plus the degree of health risk at the workplace. The pre-
mium rates for government and organizations range between 5 and 8 percent of
the worker’s monthly wage, and the premium rate for the insured laborers and
office workers is 1 percent of the total amount of wages and remunerations.

Since 1978 when the Social Labor Act was promulgated, a subsidy for the
loss of labor ability for fewer than six months—which constitutes parts of the
disability pension, the old age pension, and the survivor’s pension—has been
covered by the premium paid by the national enterprises. The disability pension
for loss of labor capacity for six months or more is covered by the national
budget, appropriated to the national social security.

Table 12-3. Criteriafor Premium of Social Insurancein North Korea

Characteristics Coverage Related Acts

Administrative Cost National and local Socia Insurance Act (Article 13)
governmental treasury

Premium for the Insured 1% of remuneration Social Insurance Act (Article 14)

Premium for Organizations 5-8% of total amount of Regulation for Premium Payment

and Bodies wage of the insured Procedure (1946)

Penalty for Delayed Premium 0.5% of the delayed premium Regulation for Premium Payment
after five days since wage payment Procedure (Article 4)

Source: Ro and Y eon (2000, 73).
Note: 1.Remuneration included extra payment, prize, allowance, in-kind grant, wage (Regulation for Pre-
mium Payment Procedure, Articles 7-9).
2.5 percent of wage (administrative organizations, financial organizations, party, social organizations),
6 percent of wage (educational, medical, postal organizations); 7 percent of wage (fiber and cloth-
ing industries); 8 percent of wage (mines, engineering and construction industries) (On Execution
of Social Security System for Cooperative Farmers' in 1985).

3. Public Assistance

In North Korea, public assistance has been regulated by a variety of laws.
The public assistance system was concentrated on victims of war and veterans
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in its initial stages. However, the public assistance system can be considered to
cover social security as a whole. The state monopolizes all means of production
and distributes the products to all laborers to materially and culturally compen-
sate for their work and, thereby, to achieve the goals of the socialist state. One
form of compensation is to secure people’s livelihoods by providing the necessi-
ties of life free of charge or at low prices, in addition to wage and pension. In
short, the state is responsible, through blanket subsidies, for all the costs of
individual livelihood, as necessary, for controlling the people.

As a result, the social security system of North Korea, which is funded by the
state treasury, aims at improving the quality of the material and cultural life of
laborers in general rather than assisting the life of laborers with no ability to help
themselves. Thus, the social security system in North Korea is characterized by
an “all-ness of security” to secure an equal quality of life for all people including
laborers and a “wholeness of security” to secure people for the whole of life
against all kinds of social problems.°

a. Recipients

In a narrower sense, the recipients of the public assistance system are not the
poor but rather the special classes such as soldiers (veteran, disabled, or aged),
their dependent family members, civilian casualties of war, and immigrants from
Japan and South Korea.

For example, the recipients of the benefits of the public assistance system—
on the basis of the Resolution on Support for the Family of North Korean Sol-
diers and Staff Sergeants—include parents, wives, and children who were taken
care of by soldiers and sergeants before they entered military service. Among
the recipients, nonlaborers are fathers age 60 or older, mothers age 55 or older,
wives with children age 5 or younger, children age 13 or younger, and the physi-
cally or mentally disabled. A state subsidy is provided if soldiers or sergeants
were laborers or office workers in a family with a combination of laborers and
nonlaborers, such as no laborers, one laborer with three nonlaborers or more,
and two laborers with four nonlaborers or more. If the soldiers and sergeants
were farmers and if there were either no laborers or one laborer with four
nonlaborers or more, the agricultural tax in kind is reduced or the recipient is
exempted.

10|_ee Doo-ho (1991, 235-36).
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b. Benefits and Finance

The benefits of the public assistance system are diversified according to the
type of recipient. According to the Resolution on Support for the Family of the
North Korea Soldiers and Staff Sergeants, a subsidy is provided on the basis of
the number of nonlaborers within the dependent family. The amount of subsidy
is 200 won per month for only one nonlaborer, 300 won per month for two, and
400 won per month for three or more nonlaborers. Of the above amount, 80
percent is paid if the dependent family lives in a rural area. When a farmer enters
military service, the agricultural tax in kind is reduced by 10 to 30 percent for his
dependent family members.

Most of the laws related to public assistance regulate job mediation projects,
which include occupational education, re-education programs, free land for
farmers, provision of farm appliances, etc. For education security, the depen-
dent family members of fallen soldiers and immigrants from Japan and South
Korea receive educational expenses, school supplies, clothing, etc., free of charge.
Special education is provided to the handicapped. Food, fuel, clothes, etc., are
also provided under the public assistance system. Finance for public assistance
is covered by the state.

c. Ddlivery System

The organization for public assistance varies with the types of benefits, but in
most cases, associated ministries—such as the Ministry of Labor and the Minis-
try of Health at the central level and the People’s Committee at local levels—
play key roles in operating the system. There are some exceptions. According to
the Ordinance on National Social Security, the social security agencies are re-
sponsible for regularly providing subsidies to those handicapped by war and the
dependent family of dead soldiers, social security aid for the retired, and support
for the dependent family of civilians attached to the military and for partisans.
According to the Ordinance on Security for Job Mediation and School Atten-
dance Conditions for Veterans and the Honorably Disabled, koumissia for labor
security is organized in cities and counties to guide and inspect job security,
educational attendance, and protection of veterans and the honorably disabled.
According to the Resolution on Aid for War Victims, the heads of the CPCs at
various levels are responsible for arranging a broad range of social aid in col-
laboration with representatives of the needs of farmers, women, the party, and
other social organizations.
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4. Social Welfare Services

In an attempt to improve women’s welfare, the Act on the Equality of the
Sexes (promulgated in 1946) regulates the equality of the sexes as a social right,
which includes prohibition of polygamy, concubines, licensed and unlicensed
prostitution, and women working as kisaeng (singing and dancing girls). To se-
cure a healthy female labor force, the law protected women’s health. For example,
the Regulation on Maternity Hospitals (enacted in 1949), strengthens protection
of women before and after childbirth and provides support for delivery. The
Children Upbringing and Education Act (enacted in 1976), regulates establish-
ing institutions for childbirth and nurturing. The People’s Health Act puts an
emphasis on health for women and children.

Viewpoints on child welfare in North Korea have varied. First, the aim of
child welfare immediately following the Korean War (1950-1953) was to se-
cure justification for the socialist regime regarding casualties of war. Child wel-
fare was regulated to focus on children who were casualties of war, including
orphans through the Ordinance on Establishment of Primary Institutes (Schools)
at Various Administrative Levels for Children of the Patriots and War Orphans
(enacted in 1953), and the Ordinance on Reinforcing Improvement of Work for
Child School, Primary School, and Child Welfare Facilities (enacted in 1958).

Second, child welfare was aimed at reinforcing the social rearing of children
in order to help secure the female labor force so it could cope with the shortage
of labor.** Hence, child welfare was focused mainly on children younger than
school age; the basic direction of policy was to bring up children age three or
younger in pre-kindergartens and children aged four and five in kindergartens.
Under the Cabinet Resolution on New Measures for the Improvement of the
Kindergarten Program (enacted in 1964), the number of kindergartens rapidly
increased.’? An “upper class” of kindergartens for children aged five was created
in 1975 as a part of the compulsory education system by the Ordinance on Whole
Execution of 11 Years” Compulsory Education (enacted in 1975).%3

11 The Regulation on Pre-kindergarten (enacted in 1947) regulates that pre-kindergarten is respon-
siblefor rearing babiesfor femalelaborers.

2 Thelabor force participation rate for women was 20.2 percent in 1955 but increased to 33.3 per-
cent in 1960, 38.5 percent in 1965, and 40.4 percent after 1975. The number of pre-kindergartens
increased to 35,361 in 1970 when 1.44 million children were covered (North Korea Central Y earbook
(1984), 292; Kim Y oung-jong (1992, 168).

13 North Korea adopted “the whole compulsory education system of eleven years’ in September
1975, i.e., one year of high level kindergarten, four years of primary school, and six years of middle
school, al of which wereto be completed by the timethe children become seventeen yearsold (North
KoreaDemocratization Network 2003, 96).



Chapter 12 Social Security and Social Services | 251

Third, child welfare was used as a means of instilling juche ideology in chil-
dren and of bringing up children as revolutionary warriors. For example, the
Children Upbringing and Education Act states that all children should be edu-
cated in new revolutionary ideology and juche and that women should be set
free from the hard burden of bringing up children. The compulsory education
system of North Korea has also put emphasis on early education on socialism
and juche ideology.*

However, the welfare of the aged and the disabled has been neglected, be-
cause they were considered unable to provide labor for socialist industrialization.
The welfare services for the aged and the disabled are partly regulated by laws.
For example, the welfare for this group is currently based on Article 78 of the
Labor Act, which provides that the aged and the disabled without labor ability
and careers are to be taken care of by social welfare institutions. According to
the Ordinance on State Social Security (enacted in 1951), the state must also
carry out programs for the aged, which include job security, housing security,
distribution of living necessities, and expansion of relevant institutions.

Protection services for the disabled, focusing on support services for those
injured in war, have been provided. However, welfare service for the disabled in
general has been limited to accommodative protection with a low quality of
service. This low-quality service is attributed to the social prejudice against the
disabled. The aged and the disabled with labor ability are assigned productive
work even in the social welfare institutions.*®

5. Women’'s Welfare
a. Recipients

The women’s welfare service was formed to justify the Communist regime
in the beginning of constructing a socialist state and to secure the female labor
force; hence, the recipients of women’s welfare services are women.

b. Benefits

The Act on the Equality of the Sexes regulates equal rights in labor, wage,

14 North Korea Democrati zation Network (2003, 96).

15 One ingtitution for the disabled is established in each province, but the authority has adopted a
discriminatory policy to separate the handi capped from soci ety by migrating them to certain areas such
asremote mountain villages.
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social insurance, education, and cultural life; the right to liberal divorce; the
right to alimony from husbands; and the prohibition of polygamy, concubines,
prostitution, and women working as kisaeng. The Ordinance on Women’s Con-
sultation Centers (enacted in 1948) regulates the functions of the women’s con-
sultation center for protecting women’s health, including the establishment of
clinical measures, support for sanitary physical education, employment and job
transfers for unmarried women, protection of working women and pregnant
women, prevention and treatment of women’s diseases to protect pregnant
women’s health, prevention of induced abortion, protection of middle-aged
women against cancer, publicity for sanitation, and legal aid. According to the
Ordinance on Maternity Hospitals, maternity hospitals were to be established to
protect the health of women before and after childbirth, plus helping in delivery
of children.

The Children Upbringing and Education Act (enacted in 1976) regulates night
labor for women who are bringing up children or are pregnant. The Labor Act
regulates maternity leaves before and after child delivery, besides regular and
complimentary vacations. The period of maternity leave was thirty-five days
before delivery and forty-two days after delivery with a payment of a temporary
subsidy—regardless of years of service—in the beginning of its practice. In
1986, the period was prolonged to 150 days, composed of 60 days before deliv-
ery and 90 days after delivery. In 1993, the Regulation of Children Upbringing
and Education Act increased the duration of the maternity leave, but this in-
crease was not realized because such an increase was considered a hindrance to
achieving the production target and mobilizing the labor force.®

According to the constitution, children from unwed mothers are to have the
same rights as children from normal marriages. North Korea abolished the fam-
ily register system and discrimination against children who are brought up in
groups such as in pre-kindergartens. However, unwed mothers are apparently
expelled to compulsory labor camps.*’

c. Finance

The women’s consultation centers are operated on the basis of a free treat-
ment system funded by the state treasury. Expenses for maternity leaves are
covered by the state and social cooperative organizations. According to the
People’s Health Act (article 13), women on maternity leave and their dependent

16 Ro Y oung-hwan and Y eon Ha-chung (1997, 91).
17 Lee Tae-young (1988, 66-67).
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family are provided with food, subsidies, and other types of distribution by state
and social cooperative organizations.

d. Delivery System

The Ministry of Labor is responsible for protecting women’s rights in labor
and maternity leave. The Ministry of Health, centering on women’s consultation
centers, is responsible for providing medical security for women. The women’s
consultation centers are established in provinces, cities, and counties. Their func-
tions include the prevention and treatment of diseases for women’s health, the
transportation of pregnant women to delivery facilities, and the hospitalization
of sick pregnant women in special beds as early as possible. The center is staffed
by a director, medical doctors, and midwives. Midwives are responsible for
visiting pregnant women at home, examining and registering them, and helping
with their delivery at home, if necessary.

6. Child Welfare
a. Recipients

In North Korea, recipients of child welfare include all children because its
principle is the social upbringing of children to become revolutionary warriors
and laborers. Children between thirty days and three years of age enter pre-
kindergartens and those four to five years of age enter kindergartens. All chil-
dren are registered in child consultation centers within one week after delivery.
Orphans enter child welfare institutions (infant- and child-rearing homes). There
are special pre-kindergartens and kindergartens for revolutionary patriots’
children.

b. Benefits

The state operates pre-kindergartens and kindergartens for children up to five
years of age, where meals, health protection, clothing, school supplies, education,
etc., are provided. These pre-kindergartens provide services eight to twenty-four
hours per day, and can be classified into daily, weekly, and monthly pre-
kindergartens, according to their service duration. Pre-kindergarten can also be
classified—by unit of establishment—into farm work detail pre-kindergarten,
Ri pre-kindergartens, factory pre-kindergartens, laborer district pre-kindergartens,
and town pre-kindergartens.

The daily pre-kindergartens, which serve the children of parents involved in
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simple labor during the day, are established by work or administrative unit. Weekly
and monthly pre-kindergartens are for the children of parents who are on long-
term dispatch or on long-term journeys or who are performing duties in local
areas, attending training, or receiving education. Parents can take their children
home once a week from the weekly pre-kindergartens and two or three days per
month from the monthly pre-kindergartens. Each weekly and monthly pre-kin-
dergarten is established for every two districts in the three great cities such as
Pyongyang, Hamhung, and Chongjin. Two or three pre-kindergartens are estab-
lished in each small or medium city, and one or two pre-kindergartens are estab-
lished in each county. The child consultation center provides consultation and
sickness prevention services for children through regular home visits by a nurse.

c. Finance

In the beginning, the pre-kindergarten could receive—with the approval of
the director of the authorized committee—actual expenses for meals for children,
not to exceed 10 percent of the parent’s income. According to the Children’s
Upbringing and Education Act, the state secures food and medical care, and it
provides clothes and schooling supplies at production (or lower) prices by cov-
ering the difference between the supply and production prices with the govern-
ment budget. However, in 1958, when individual enterprises were abolished, all
kinds of children’s institutions became nationalized and the state has since been
responsible for all of their financial needs.

d. Delivery System

The Ministry of Health at the central governmental level and the Health Ad-
ministration Agency under the CPCs at the local levels are responsible for man-
aging and operating pre-kindergartens.'® The staff at pre-kindergartens is sup-
posed to consist of qualified nurses or midwives and of nursery school, primary
school, or kindergarten teachers. The Association of Pre-Kindergartens, which
consists of pre-kindergarten staff members, parents, representatives of social
organizations including industrial organizations, and representatives of women’s
advocates, is organized nationwide to drive the pre-kindergarten program.®

18 According to the regul ation concerning pre-kindergartens, each pre-kindergarten isto report—in
theform prescribed by the Ministry of Health—details of undertakings, health statusof children, finance,
accounting, and medical careto the Health Administration Agency within aprescribed time.

19 Regulation on Pre-Kindergarten (1949).
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The Kindergarten Office of the General Education Department under the
Education Committee at the central level, plus the Education Agency and the
Education Division at the local levels, will take responsibility for managing and
directing kindergartens. The management system of child consultation centers,
which consists of a director, medical doctors, and nurses, has the same service
delivery system as the pre-kindergartens.

7. Welfarefor the Elderly
a. Recipients

The recipients of aid from senior welfare institutions are those aged sixty or
older for men and fifty-five or older for women who cannot meet the require-
ment for full continuous service years to be eligible for old age pension and are
helpless without any labor capability.?? Aged persons who have a supporter do
not qualify for aid from the welfare institutions for any reason.? The recipients
of the old age pension were discussed earlier.

b. Benefits

Although seniors are entitled to become recipients of old age pension by law,
most are forced to work in a domestic team or side job team under the slogan
“those at age of sixty are young, and those at age of 90 are sexagenarian.” Thus,
aged people tend to receive wages for work rather than the state’s pension. Aged
persons who do not qualify for social insurance and have performed continuous
service of fewer than twenty years are entitled to receive 500 grams of food
under the name of their adult children.?

c. Finance

In North Korea, the cost of welfare services for the elderly is covered by the

18 According to the regul ation concerning pre-kindergartens, each pre-kindergartenisto report—in
theform prescribed by the Ministry of Health—detail s of undertakings, health statusof children, finance,
accounting, and medical careto the Health Administration Agency within aprescribed time.

19 Regulation on Pre-Kindergarten (1949).

2 Asof 1988, in North Koreathe number of the aged living iningtitutionsfor the aged accounted for
14 percent of thetotal aged population (Ministry of Reunification, Korea, 1995).

2 North Korea Network, Chungang Daily Newspaper (1999).

2 Ahn Kye-chun (1989, 62-63).
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state. Nevertheless, most elderly people, except those without the ability to work,
have to work for social benefits.

d. Delivery System

To serve people who are crippled and elderly and who are without labor
ability and support, one recuperation institution (Yangsangwon) is established in
each province, and elderly welfare institutions (Yangnowon) are established in
major cities and counties. The Bureau of Labor in the Provincial People’s Com-
mittee under the Ministry of Health is responsible for administering the elderly
welfare institutions, admission to which can be obtained from the Labor Divi-
sion of the City or County People’s Committee after passing an application
process.?

8. Welfarefor the Disabled
a. Recipients

In the 1950s, the recipients of the disability welfare system were those dis-
abled by war, including some civilians. However, since 1976, when the Labor
Act was enacted, the scope of recipients has been expanded to include all dis-
abled persons without labor ability.

b. Benefits

The benefits from the disability welfare system include education security,
medical security, occupational security, livelihood protection, housing security,
and residence in welfare institutions.

The war-disabled are provided with free education up to the level of high
school as part of the re-education program. The state established honorable mili-
tary manufacturing schools, honorable military agricultural schools, and honor-
able military statistical accounting schools for those disabled by war. The gradu-
ates are obligated to work for two years in enterprises or organizations relevant
to their fields, and as appropriate to their own health and skill levels. The honor-
able war-disabled have opportunities for higher levels of education as they desire.
Production enterprises for disabled veterans with some labor ability were also

Zbid.
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established.?* War-disabled candidates for farming have priorities in the provi-
sion of land, house, seed grains, and farming appliances. Income is also secured
for the disabled—in ways previously explained.

As for medical security, all treatment, correctional equipment, and monthly
periodical diagnoses are provided free of charge. For disabled veterans, honor-
able military hospitals for long-term treatment service, honorable military recu-
peration centers (Jungyangso), and recreation facilities for long-term treatment
and recuperation were established.? As for housing security, the boarding houses
for handicapped laborers, special child institutions for handicapped orphans,
schools for the blind and mentally challenged, and institutions for the disabled
were established. Forty-nine (“49”) recuperation facilities were also established
to accommodate the mentally disabled.

However, some severe social discrimination against the disabled exists in
North Korea. Welfare for the disabled is limited to accommodation, and dis-
crimination generally exists in the distribution system and in the wage criteria
for the disabled, criteria that are not obeyed.? Institutions for the disabled can
also be considered social discrimination against the disabled in some regards.

c. Finance
The costs for the welfare of the disabled are covered by the state.
d. Delivery System

At the central governmental level, the Ministry of Education is in charge of
providing education, the Ministry of Health is in charge of medical security, the
Ministry of Labor is in charge of occupational security, the State Planning Com-
mittee is in charge of livelihood security, and the Ministry of Agriculture is in
charge of institutional protection. In local government, the director of the Pro-
vincial People’s Committee is responsible for administering the welfare system
to the disabled. A welfare institution for the disabled and a “49” hospital are
established in each province, and a “49” recuperation facility is established in
each county.?

The supervisory committee (koumissia), consisting of government, party, and
social organizations, supervises the welfare services for the disabled. The func-

% Research I nstitute for North Korea (1983, 1512).

% Ministry of Reunification (1990, 267).

% Naewoe New Agency No. 1035 (1996).

27 A testimony from Kim Man-chul, aNorth Korean defector to South Korea.
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tion of such organizations is limited to welfare services for the veterans and the
honorable war-disabled, as necessary for the justification of the regime, but the
organizations were not established for the needs of the disabled in general. Ac-
cording to the law, a supervisory committee for labor security should be estab-
lished in every city and county.

B. Problemsof the Social Welfare System in North Korea
1. Problems of the Social Security System
a Medical Security

In the beginning, the medical security was based on the social insurance
system, and was accorded with the principles of socialism. Its basis was trans-
ferred to the social security system, because social insurance could not cover the
increase in recipients caused by the war. Medical security has been used to
maintain the regime internally, to secure a healthy labor force for economic
development, and, thereby, to control the people. It also aims to publicize the
regime internationally.

However, the medical security system in North Korea has been all but de-
molished because of the collapse of the supply system for medical equipment
and drugs, as well as the doctor—district assignment system, which, in turn, re-
sulted from the long periods of economic difficulties and from the suspension of
aid supplied by the former Soviet Union and Eastern European countries since
the early 1990s. The considerable increase in the number of deaths in the mid-
1990s was attributable to food shortages, as well as to the collapse of the medi-
cal security system. The main problems of the medical security system in North
Korea can be summarized as follows.

First, the inherent problem with the system is the shortage of medical resources.
The lengthy period of a poor economy led to a lowered operation rate with the
drug industry to 20 percent or less during the 1990s, resulting in the lack of
essential medical supplies—or less than 10 percent of the target amount. It also
became impossible to import modern medical instruments and equipments be-
cause of the poor economy. International aid supplying medical drugs and
appliances, mainly from the former Soviet Union and Eastern European countries,
was suspended in the early 1990s. As a result, production and distribution of
medical drugs and appliances no longer functioned.?® This lack, in turn, led to

28 |_ee Sam-sik (1998, 64).
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critical medical problems such as negligence of patients, suspension of operations,
and increasing instances of operations performed without anesthesia.?® Under
the People’s Health Act, the authorities placed an emphasis on preventive medi-
cal services and programs, including a system of epidemic prevention, hygiene
improvements, vaccinations, diagnoses, and traditional Chinese medical treat-
ment as a response to the lack of medical resources. However, vaccinations
seemed to be mostly ineffective, because such a program depends on people’s
voluntary participation.

Second, another problem inherent in the North Korean medical security sys-
tem is in its system of delivery. The operation of the doctor—district assignment
system is structurally rigid and is under powerful administrative control. Thus, a
patient’s choice is very restricted. Furthermore, no improvements in the quality
of services could be expected because there was no competition among medical
personnel.*® Although the doctor—district assignment system was designed to
improve people’s access to medical services, patients’ access is restricted be-
cause they must be issued a pass or a certificate in order to use the second- or
third-level medical institutions outside their city or county of residence. The
burden for medical services outside the residential districts was considerable,
because outside inhabitants were forced to pay additional costs to receive treat-
ment and to purchase drugs from pharmacies. Doctors had to spend more than
half of their weekly working hours in nontreatment duties such as health education,
hygiene and sterilization, vaccinations, and physicals, but they lacked motiva-
tion because of the fixed amount of living costs, which inevitably led to lower
qualities of medical services.

Third, medical security suffers from a lack of finance. Although medical
security in North Korea is based on a free treatment system financed by the
state, the burden on the people increased because of the poor economy and food
shortages. In reality, workers in organizations have to pay 5 to 8 percent of
monthly wages, and individual residents must pay about 1 percent of their monthly
remuneration for medical security. Cost for treatment is also included in many
public charges, and dependent family members who do not have jobs must pay
for treatment and drugs when using medical offices.®

Last, one of the main problems inherent in medical security is that all health

2 According to some North K orean defectorsto South K orea, because of alack of medical drugsand
appliances, only 30 to 50 percent of patients were treated, folklore remedies prevailed, and hospitals
asked patientsto purchase the necessary drugs at the markets (L ee Sam-sik 1998, 63).

% Ro Y oung-hwan (2000, 32-33).

S bid., 32.
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and medical resources have been nationalized, and the production and distribu-
tion system, which operates under the framework of the planned economy, is
rigid and bureaucratic. There are differences in the quality of medical services
provided to members and nonmembers of the party, and special medical institu-
tions exist for officials who are in responsible posts in the party.® Such inequali-
ties in medical service were exacerbated by the shortage of medical resources.

b. Income Security

Although income security in North Korea was adopted in the form of social
insurance, consisting of a pension and industrial accident compensation insurance,
there have been no measures to provide security for the income of the
nonrecipients of insurance, including the unemployed.®® Even recipients of so-
cial insurance have had to work for social benefits because of the poor economy,
food shortages, and labor shortages. Income security, including the disability
pension, is not universal and is restricted to special social classes such as the
honorable disabled veterans.

2. Problems of the Public Assistance System

Because the recipients of the public assistance system are restricted to spe-
cial classes such as patriots, military soldiers, and military civilians, public as-
sistance seems to be similar to a reward system and is not sufficient to cover the
poor class through a comprehensive system. However, the public assistance
system in North Korea was designed to secure the universal livelihood of all
people under the premises of the “allness of security” and the “wholeness of
security.” The system is based on the principles of socialism, rather than on
securing simply the livelihood of the poor who cannot support themselves.

Such a system is aimed at maintaining the socialistic system, under which
the state monopolizes all production means, directs production, and distributes
products through central planning. However, such a system is likely to be very
vulnerable to internal or external effects because it completely relies on the state

%2 The hospitals exclusively for use by officials of the party and government include the Namsan
Medica Center, theBonghwaMedical Center, and others, which are separate from the ordinary hospitals.
Thereisreportedly abig difference between them in the level of medical facilities and the quality of
medical services(ibid., 35).

3 Because the factory operation ratein North Koreawas 10 to 20 percent and it was difficult to pay
wagesto all 1aborers, the mass unemployment would create a serious social problem. See North Ko-
rean Democratization Network 9, no. 27 (2002): 8.
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budget. For example, the food shortage in the mid-1990s led to the collapse of
the food distribution system, which resulted in mass starvation.

3. Problems of the Social Welfare Service System

The social welfare system of North Korea has concentrated on women and
children to secure the labor force needed for socialistic industrialization and to
infuse Kim 1l-sung’s juche ideology into children from an early age. It has ne-
glected the welfare of the elderly and the disabled who were unable to provide
labor.

However, pre-kindergartens and kindergartens managed by child welfare are
characterized by poor services and actually hinder the children’s emotional
development. According to a UNICEF report that was based on data from the
Health Ministry of North Korea, in July 1997 about 800,000, or 37.6 percent, of
all children under six years of age suffered from malnutrition.® The increase in
the infant mortality rate in North Korea was ascribed to a decrease in the dura-
tion of breast-feeding caused by mobilizing mothers for work, which thereby led
to malnutrition of children.

The elderly in North Korea can secure their own livelihood in return for their
labor. If one considers the food shortages and bad economy, welfare institutions
for the elderly also seemed to be very poorly operated. The elderly have no
options but to rely on their family for their livelihood, because of the poor ben-
efits from the old age pension.*® The welfare service system for the disabled is
also very poor in general, and it is concentrated on the disabled veterans.®
Moreover, the residence of the disabled is restricted to confined areas for the
purpose of propaganda to the outside world.

C. Concluding Remarks

Regardless of the political system, all people are entitled to a decent life. To

% There are different reports concerning the food distribution system of North Korea. One claims
that the system was abolished. Another claims that the system was still in effect, but the price for
distribution rose. Thelatter report ismore reliable than the former. Regarding this claim, the Choson
Shinbo said, “ For the equal distribution of food, wage was secured for laborerswho wereissued distri-
bution ticketsto purchase therice. People could buy therice at 44 won instead of 0.8 won.” SeeNorth
Korea Democratization Network 9, no. 27 (2002): 3.

% Lee Sam-sik, Ro Y oung-hwan, Back Hwarjong, and Kwon Tae-hwan (1999b, 36).

% Lee Sam-sik, Cho Nam-hoon, Back Hwa-jong, and Son Soo-jung (19993, 146-47).

37 Chung Gyong-bae, Kim Ki-ok, Kim Song-ho, and L ee Song-eun (1992, 36-37).



262 | Part IV. Social Security and Technology Development

that end, the state should consider welfare as its most important goal. North
Korea regulates welfare through its laws. However, in reality, except for the
ruling elite, most people are imposed with hard work at minimum wage and
receive limited amounts of food in return. In other words, social security in
North Korea is in desperate conditions. The welfare policy in North Korea can
be considered nothing more than a ruse to mobilize people for the ultimate goal
of constructing a socialist regime.®

Dramatic transitions need to be made to institutions, financial structures, and
delivery systems so North Korea can turn social security into a reality.
Institutionally, the inequalities of social welfare and the preferential services
provided to the ruling elite and special classes should be abolished. Financially,
the source of financing should be restructured for universal social welfare.
However, the overall financing for social welfare cannot be borne by individu-
als and organizations, with the prevailing social and economic situations. Given
that the state has to play a principal role in social welfare and social security,
financing needs to come from the state treasury by allocating funds from the
defense budget into social welfare. To modernize and democratize the welfare
delivery system, the bureaucratic system must be reformed.

In recent years, a series of economic measures have been put in place to meet
the goals of economic development by improving the economy’s efficiency and,
thereby, maintaining the political system. Those measures include enforcement
of the People’s Economy Planning Act of 1999, the implementation of eco-
nomic management adjustment measures on July 2000, and the designation of
special economic district. Such measures are meant to emphasize utilitarian
socialism, through which economic management is improved to obtain maxi-
mum profits while maintaining the principles of socialism.*® However, such eco-
nomic efforts can cause a negative impact on social welfare because the social
security system is not operating properly. For example, new economic measures
have abolished the system for distributing food and necessities, and people now
must purchase them directly from national markets and food markets at high
prices, thereby reducing the state’s burden for subsidies. However, most people
without a secure income cannot afford to live without those subsidies. Therefore,
any type of economic reform in North Korea must be accompanied by an im-
provement in social welfare for the good of the people.

% Kim Young-jong (1992, 168-74).
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Chapter 13
Science and Technology Sector

A. Analysis of the Current Status

On 1 July 2002, North Korea announced a set of decisive measures to im-
prove its economy. As has been the case in China, economic reform of a social-
ist country is often accompanied by a radical reshuffling of its science and tech-
nology system. In fact, North Korea has long held a principle of putting science
and technology reform ahead of economic reform, which is well reflected in
such measures to improve the North Korean economy. Examples of such a move
include a national policy focused on science and technology, a nationwide drive
to make the country powerful and wealthy through scientific and technological
developments, the designation of a “Year of Science,” and the personal visits by
Kim Jong-il to the North Korean Academy of Sciences.

Not surprisingly, a significant portion of the measures currently in place for
economic management was first implemented in the early 1990s. Similarly, many
current policies for science and technology reform are reiterations from the 1980s.
The development of two additional Five-Year Plans for Science and Technology
Development (1998-2002, 2003-2007) in ten years—even after the develop-
ment of two Three-Year Science and Technology Development Plans while imple-
menting the third Seven-Year Plan—further testifies to North Korea’s emphasis
on science and technology. In this chapter, we will examine the changes in
North Korean policy on science and technology and the transformations in the
North Korean science and technology sector, especially in relation to the recent
economic revolution.
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1. Changesin Science and Technology Policy

a. Emphasis on the Role of Science and Technology asan Enginefor Economic
Growth

In socialist countries, one common phenomenon is strong growth in heavy
chemicals industries supported by intensive investment of labor and resources
by the government’s central planning unit. Therefore, improvement in produc-
tivity spurred by technological advancements is a rare occurrence. To make
matters worse, North Korea has been suffering from a prolonged reduction of
use of its plant capacity, from reduced revenues and diminished foreign trade
that resulted from the market collapse of socialist countries, and from a series of
natural disasters that have deprived the country of its capability to fund its eco-
nomic growth. Moreover, North Korea’s labor productivity remains extremely
low owing to the sluggish automation of the production system and the lack of
workers” motivation and morale. In addition, an extended obligation of national
military service for young North Koreans has deprived the country of a potential
labor force.

The North Koreans’ emphasis on science and technology emerged as the
country tried to improve their productivity without using additional capital or
labor. The North Korean model for increasing productivity focuses on the real-
location of resources to practical areas, the development of technology, and the
training of its labor force for improved quality. Those moves are all supported
by North Korea’s emphasis on science and technology as part of the country’s
plan to construct a powerful and wealthy nation. The designation of a Year of
Science, the more frequent visits of Kim Jong-il to the North Korean Academy
of Sciences, and the emphasis on science and technology in the economic im-
provement measures all reflect such moves.

Even in the late 1980s, science and technology were considered important
factors for successful economic growth. In this context, two Three-Year Plans
for Science and Technology Development and one Long-Term Science and Tech-
nology Development Plan for the period until 2000 were launched in conjunc-
tion with the third Seven-Year Plan. North Korea’s policy is along the same line
as that of China in the mid-1980s, when the Chinese reformed their economic,
scientific, technological, and educational systems in order to make the country
wealthier through science and technology development. However, unlike China,
North Korea suffered a major blow in its journey toward reform, which is why
North Korea is still emphasizing the role of science and technology in its current
efforts toward transformation.
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b. Balance between Research in Advanced Technologies and Support for
Production Technologies

Since the late 1950s, North Korea has focused its research efforts on trouble-
shooting in the area of production. As a result, the main role of the North Korean
Academy of Sciences was to support research related to production technologies.
Except for some specific periods in the late 1950s and the late 1980s, North
Korea had a very minimal national plan for developing advanced science and
technology. North Korean research institutes were mostly engaged in research
related to economic development, which focused on technological support for
production. The research was concentrated on national infrastructure, such as
electricity, coal, metal, and transportation, to support the national economy.
Examples of this type of research include the introduction of a steel-making
process using locally produced anthracite coal and the local production of chemi-
cal products such as Vinylon.

However, North Korea has recently shifted from its long-held policy ori-
ented toward production technology and is now seeking a balance between tech-
nological support for production and research into advanced technology. Such a
policy shift was the outcome of the understanding that developing advanced
technologies and improving technological capabilities are critical elements for
improving productivity through science and technology. It was in this context
that Premier Hong Sung-nam emphasized the diligent execution of the conclud-
ing Five-Year Plan for Science and Technology Development and the Key Ini-
tiatives for Advanced Science and Technology Development at a National Sci-
entists and Engineers Convention held on 25-26 March 1999. In accordance
with such a shift, North Korea has developed a new Five-Year Plan for Science
and Technology Development (2003-2007) and is now actively implementing
the new plan.

In the new plan, which is similar to those from the late 1980s, a special
emphasis has been placed on electronic engineering, bioengineering, thermal
engineering, and development of new materials. The respective focuses of the
various fields are as follows: (a) automation and electronic components manu-
facturing for electronic engineering, (b) cell biology and genetic engineering for
bioengineering, (c) fuel efficiency improvements of thermoelectric power plants
for thermoengineering, and (d) development of specialty steels needed by the
machinery and defense industries for new materials development. As those ad-
vanced technologies are successfully developed, the science and technology
community, whose role has long been marginalized as supporters of industries,
will be able to assert North Korea’s independent status and, ultimately, gain
sufficient momentum to lead and create industries in the future.
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c. Focus on Technology Renovation and Diffusion through IT Systems

Today, information technology (IT) has emerged as one of the most impor-
tant elements at production sites in North Korea. North Korea’s IT initiatives
are focused on technology renovation and diffusion of renovated technologies
through IT systems, as well as on the overall development of the IT industry.
Technology renovation driven by IT is aimed at dramatically enhancing produc-
tion capacity by introducing automated and modernized production processes
into outdated production facilities. According to statistics, infrastructure indus-
tries such as electricity, energy, metals, and machinery account for 50 percent of
North Korea’s total investment in the technology renovation effort.

North Korea is also aspiring to achieve world-class performance in different
sectors of its economy by diffusing advanced IT systems throughout the nation’s
economy and, thereby, swiftly resolve issues facing the North Korean economy.
For this purpose, North Korea is striving to expand its scope of research and
investment, plus human resources development in the IT sector. North Korea is
focusing particularly on the automation of the machinery industry to improve
productivity. As a means of driving this effort, North Korea is placing high
priorities on IT subsectors, such as automation programming, automation com-
ponents (e.g., computers, sensors, and semiconductors), telecommunication
equipment, and information services.

Technology diffusion is also an important part of the North Korean policy on
science and technology. If one considers the fact that the country is faced with
limited resources for research and development (R&D) investment, it is becom-
ing more important than ever to collect and distribute up-to-date information
from various sources, including foreign science and technology journals. In
addition, locally developed ideas for technology innovation are often presented
at various exhibitions and science fairs, and the information is circulated through
publications to make it immediately available for application at production sites.
Those events are useful tools for promoting a mindset that highly values science
and technology and for activating technology transactions. In return, people who
develop innovative ideas earn both fame and economic rewards.

2. Restructuring the Science and Technology System
a. Restructuring of the North Korean of Sciences
What distinguishes the North Korean R&D system from that of other social-

ist countries is its heavy dependence on North Korean Academy of Sciences,
which is devoted to supporting production technologies. Until the 1980s, most
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national projects were carried out by research institutes affiliated with the Acad-
emy of Sciences and under the guidance of the Academy. Research activities in
the universities and private sectors were minimal, except in some areas.

The basic organizational framework of the Academy of Sciences was al-
ready formed by the 1960s and only a few new supplementary research insti-
tutes have been added since then. Most were created in the 1990s and are under
the direct management of the Academy of Sciences; they concentrate on engi-
neering science. Various organizations affiliated with the Academy of Sciences
also run their own research institutes, focused mostly (a) on researching bioengi-
neering in order to support agriculture and (b) on coal technology to resolve
energy issues. (See Figure 13-1 for historical research trends in North Korea.)

Figure 13-1. Historical Trend of Resear ch I nstitutesunder the Academy of Sciences
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However, the Academy of Sciences has suffered tremendous hardships, start-
ing in the late 1980s, from the collapse of the Soviet bloc. Stagnant foreign trade
and a series of natural disasters were culprits in the regression of the Academy
of Sciences. The declining North Korean economy also affected research insti-
tutes under the various government ministries, and many of them shut down as
the ministries cut their funds. In 1994, in an attempt to overcome those challenges,
North Korea strengthened the function of the Academy of Sciences by integrat-
ing ministry-affiliated research institutes into it and renaming it the National
Academy of Sciences.

However, such restructuring was not enough to effectively control individual
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research institutes, which were preoccupied with generating profits in the face
of reduced financial support. As a solution, North Korea merged the National
Academy of Sciences, its national research body, with the National Science and
Technology Committee, an administrative organization, in September 1998. With
the merger of the two organizations, the Standards and Quality Supervision Bureau
was shifted to the Cabinet while the Invention Bureau, the Technology Guid-
ance Bureau, and the Technology Screening Bureau went under the direct con-
trol of the Academy of Sciences. A series of additional restructuring took place:
the Academy of Agricultural Sciences was absorbed into the Ministry of
Agriculture; the Academy of Medical Science and the Oriental Medicine Re-
search Institute, into the Ministry of Health; and the Academy of Forestry Science,
into the Ministry of Environmental Protection.

In December 2001, North Korea carried out an organizational restructuring
of research institutes affiliated with the Academy of Sciences. Under this re-
structuring initiative, forty-two research institutes in the Eunjung District in
Pyongyang under the direct control of the Academy of Sciences and eleven
research institutes under a branch of the Academy of Electronics and Automa-
tion were incorporated into the Eunjung Branch of the Academy of Sciences. In
addition, about twenty research institutes, including ten whose research perfor-
mance had been sluggish, were closed or absorbed. Nowadays, the pragmatic
principle of valuing operational efficiency has been established as a common
practice in the North Korean science and technology community.

Currently, employees at the Academy of Sciences number about 12,000, of
whom 3,000 are researchers and the rest are technical advisors or administrative
staff members. Because the actual data on the budget of this giant organization
and the overall amount of investment in R&D have not yet been released, North
Korea’s investment in science and technology has been estimated at roughly 4—
5 percent of the national gross domestic product (GDP) according to press reports.
However, if one considers the recent announcement by North Korean authori-
ties of their plans to increase R&D investment to 3 percent of the national GDP,
it is assumed that the current level of R&D investment remains below the 3
percent level. Meanwhile, the annual budget allocation for the new Five-Year
Plan for Science and Technology Development (2003-2007) is estimated at
around 15 to 20 million euros.

Besides the organizational restructuring during this period, there was also a
change in leadership. Rhee Kwang-ho, formerly the chairman of the Academy
of Sciences, now serves as the ruling party’s director of Science and Education,
while Byon Yong-rip, formerly the minister of Education, was appointed the
new chairman of the Academy of Sciences. Rhee Kwang-ho is especially known
for his understanding of the operations of the Academy of Sciences. His ap-
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pointment as the ruling party’s director of Science and Education is expected to
further strengthen the role of the Academy of Sciences in North Korean R&D
efforts.

b. Restructuring I T-related Organi zations

As more individual research institutes begin to focus on gaining economic
benefits through operational efficiency, independent accounting systems have
spread among organizations specializing in applied research. This phenomenal
trend is most apparent among IT research institutes that specialize in developing
computer software. For example, the Korea Computer Center (KCC), a leading
North Korean IT organization, increased the number of its branches from seven
to ten and introduced independent accounting systems in all ten branches. Be-
cause the KCC itself uses an independent accounting system, each branch cen-
ter is subject to a double-layered independent accounting system.

To support this approach effectively, three vice presidents assist the presi-
dent by sharing different management roles and responsibilities. The KCC has
now been promoted to a government ministerial level and has been renamed the
Software Industry Bureau. Han Woo-chul, son of Han Duk-soo (the deceased
former chairman of Chochongryun, a pro—North Korean association in Japan,
was appointed president of the KCC. Ten branches of the KCC include Onsanduk,
Chongbong, Samjiyon, Mankyung, Oeun, Milyoung, Sobaeksoo, Samilpo, and
Naenara.

Along with the organization’s expansion, there has been a major increase in
employees. Table 13-1 shows the growth of KCC employees. The total number
grew by almost three times between 1990, when the KCC was established, and
2000. The number of employees who have academic degrees, one of the yard-
sticks for gauging the quality of an organization, increased by about ten times

Table 13-1. Growth of Employeesat the KCC

Year 1990 | 1991 | 1992 | 1993| 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000
Tota No. of Employees 294 | 392 | 429 | 481 | 529 | 546 | 682 | 689 | 695 | 816 | 840
Degree Professor 1
Holdersand | Ph.D. 1 1 1 1 1 1 1 1 1 4
Faculty Assistant
Members Professor 2 2 2 2 3 3 3 3 5 5 5
B.A. 4 8 10 1 12 | 17 | 20 22 30| 39| 4
Total 5 9 1 12 13| 18 | 21 23 31 | 4| 49

Note: The total number of degree holders and faculty members represents the sum of Ph.D. and B.A.
degree holders. Professors and assistant professors are divided according to Ph.D.sand B.A.s.
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over that same period. Employees holding bachelor’s degrees, equivalent in level
to South Korea’s master’s degrees, grew ten-fold, from four to forty, as a result
of continuous recruitment of graduates fresh out of college or graduate schools.

A brochure about the KCC was published in 2003 and claims that the total
number of KCC employees is about 2,000, many of whom are graduates of
prestigious schools in North Korea, such as the Kim Il-sung University, the Kim
Chaek University of Technology, and the Pyongsung College of Science. Their
majors cover a wide spectrum of basic and applied sciences including computer
science, mathematics, communications, automation, and physics. The KCC In-
stitute of IT, an educational arm under the KCC, is dedicated to educating tal-
ented middle school graduates and training them to become IT experts, thereby
contributing to the advancement of IT technology.

The KCC plans to further develop its researchers by enrolling them in human
resources development projects of international organizations such as UNESCO
and UNIDO. Those organizations train engineers in real-world situations by
actively pursuing joint R&D, as well as joint ventures with multinational IT
companies. Following the directives of Kim Jong-il, North Korea is focused
especially on developing programs using the Linux platform.

3. Achievements of National R& D Plans and the Establishment of
the New Five-Year Plan

a Mgjor Achievements of the Five-Year Plan for Science and Technology
Development

Commemorating the fiftieth anniversary of the Academy of Sciences in De-
cember 2002, North Korea announced the major achievements of the Five-Year
Plan for Science and Technology Development that was implemented from 1998
to 2002. The achievements are divided into three areas: rebuilding the national
economy through technology, improving public welfare, and developing basic
and advanced sciences.

(1) Rebuilding the National Economy through Technology. Historically, North
Korea’s biggest problem has been in the energy sector, which serves as the basic
infrastructure of the national economy. Therefore, key research projects of the
Academy of Sciences have been concentrated on energy issues. The biggest
achievement so far has been the development and installation of a boiler that
can heat 160 tons of hot water at the Pyongyang Thermoelectric Power Plant.
Using the know-how accumulated from developing its first high-capacity boiler,
the Academy of Sciences is now developing a second high-capacity boiler that
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can hold 210 tons of water.

To improve the combustion efficiency of coal, North Korea conducted a five-
year research project to develop airflow mills instead of the traditional ball mills.
North Korea announced that the new method succeeded in producing 1.8 times
more dust coal than the old method. In the hydraulic power plant program, re-
search has focused on improving the efficiency of hydraulic turbines. North
Korea announced that an improved turbine installed at the Supung Power Plant
generated 17,000 kilowatts more electricity than the traditional turbine.

In the area of machinery, North Korea has focused research on oil pressure
engineering and excavators. In railroad engineering, North Korea succeeded in
the local development of a special vehicle for railroad welding to replace im-
ported Russian vehicles that cost $3 million per unit. In metals research, North
Korea analyzed the minerals found at the Eunyool Mining Site—which had
been considered obsolete—using advanced minerals classifiers. It was reported
that a minerals processing site with the capacity of 500,000 tons was set up to
handle the analysis. Another important achievement in metals research was the
development of new refractory materials that extended the useful life of blast
furnaces by 1.2 times.

In chemistry, research has been focused on developing the Oxygen Electric
Heating Method and incorporating that method into carbide production at the
Soonchon Vinalon Incorporated Company. The results of two pilot tests, each of
which produced 80 tons of carbide per day for fifteen days using the new method,
proved that the new method was successful in reducing the electricity consump-
tion of the electric furnace from 50,000 kW to 23,000 kW. The experiments are
still under way. North Korea also succeeded in the processing of Heimangcho, a
useful industrial material, which helped Namhung Youth Chemicals Company
produce 10,000 tons of sodium carbonate and ammonium sulfate fertilizer.

(2) Improving Public Welfare. North Korea has focused on increasing food
production, one of the most critical requirements for improving public welfare.
Particular attention has been paid to improving the quality of seeds, which re-
sulted in successfully developing several original seeds. North Korea has also
succeeded in developing virus-free potatoes by cultivating potato tissue. It was
reported that a potato processing plant has started operation in Daehongdan. As
for water utilities, to ease drought and to supply sufficient agricultural water to
the regions near the Daedong River, North Korea drained salt water and filled
the drained area with 10.003 billion cubic meters of freshwater, thus using it
mainly for irrigating 190,000 chongbo of rice fields. A small portion of the fresh-
water was also used to supply some chemical plants.

To ease the shortage of paper, North Korea has developed a new paper manu-
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facturing method called the thermal mill paper production process. The advan-
tage of this new process is that paper can be produced without regard for the
types of trees used. In addition, North Korea has developed a new species of
Morus as part of forestation efforts. To protect the environment, North Korea
has developed new building materials for urban construction.

(3) Developing Basic and Advanced Sciences. In basic and advanced science,
North Korea focused on information technology and biotechnology. First, North
Korea succeeded in developing a parallel computer linking 32 Pentium Il1- and
IV-level computers. The plan is to develop a parallel computer linking 64 to 128
Pentium-level computers. North Korea has been quite successful in exporting
newly developed computer programs overseas. It has conducted research on
estimating the volume of a grain harvest by analyzing satellite imagery and
data. The estimates from the analysis turned out to be almost as accurate as the
statistics from the Ministry of Agriculture. Other specific research projects in-
cluded estimating plant mulching, estimating the rate of soil utilization, and
mapping.

In the field of biology, North Korean research has been concentrated on ani-
mal cloning. North Korea has succeeded in cloning six rabbits, becoming the
second country in the world, after France, to succeed in animal cloning.
Additionally, North Korea laid a foundation for the localization of restriction
enzymes production. It earned international renown by publishing a revised edi-
tion of the plant dictionary containing detailed information on 5,000 classified
spore plants.

North Korea has developed new steel-making technologies and increased
production by 60,000 tons. Machine tool companies such as Heechon, Rakwon,
and Taechon are reported to have achieved great success in improving machine
tools by cooperating with the Association of Korean-Japanese Scientists and
Engineers.

b. Establishment of a New Five-Year Plan for Science and Technology
Development

At a ceremony commemorating the fiftieth anniversary of the Academy of
Sciences, the past scientific and technological achievements of North Korea
were presented along with the key contents of the new Five-Year Plan for Sci-
ence and Technology Development. Basically, the new plan consists of three
parts: seventeen initiatives related to the national economy, five initiatives in
advanced technology, and other miscellaneous initiatives. The details of these
initiatives are summarized in Tables 13-2, 13-3, and 13-4.
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In implementing the new Five-Year Plan, North Korea plans to invest a total
of 70-100 million euros over the five-year period, or 15-20 million euros per
year. North Korea will gather and distribute documents and information required
to implement the plan and will groom high-caliber scientists by training and
educating them overseas. Through active cooperation with foreign counterparts,
North Korea plans to develop technologies that are in demand.

Table 13-2. New Five-Year Plan for Science and Technology Development

Area Description
Thermo-
dectric - Produce a 210 ton-capacity hot water boiler.
Power Plant |~ Produce a 320 ton-capacity hot water boiler and reduce oil consumption.
Power . - Improve turbine efficiency: generate additional 60,000-70,000 kW of
Generation Hydraulic electricity by installing a new turbine at Supung Power Plant #7, and
Power Plant
roll out to other power plants.
Energy Power - Reduce power loss from the current level of 21 percent to 15 percent.
Issues Transmission | - Introduce high-voltage transmission system (direct current).
- Introduce advanced technologies for exploration and digging
Coa (improve efficiency to 90 percent).
- Improve basic transportation equipment and coal dressing technology.
Wind-power Generation - Develop wind power plants as an aternative power source.
Reduction of Electricity - Reduce electricity consumption in the fertilizer, chemicals, and steel
Consumption industries.
Steel-Making | - Introduce lignite steel-making process to Kim Chaek Steelworks
Without (construct a 60,000 ton pilot furnace).
Meta Using Cokes | - Produce low-temperature Samhwa steel using oxygen heating method.
Back- Industry Refractory
bone Materials - Produce colored metals.
Industry - Machine tools: improve export quality.

Machinery Industry

- Modernize electric machinery and oil pressure equipment.

Railroad Transportation

- Improve speed by 1.3 times by developing a synchronous four-
shaft electric locomotive.

Source: Korean-Japanese Scientists and Engineers Association (2003, 10-11).
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Table13-3. New Five-Year Plan for Scienceand Technology Development (Improving
Public Welfare)

Area

Description

Grains

- Produce 8 million tons of grain by resolving problems related to seeds, fertilizers, and
agricultural chemicals.

Meat

- Develop better breeds of livestock.
- Develop better breeds of poultry; produce 3.1 million eggs per year.
- Develop better breeds of ducks and ostriches.

Vegetables and Fruits

- Develop better strains. produce 400,000 tons of apples and pears.

Vegetable Oil

- Substitute imports, which make up the majority of consumption.

- Increase cultivation of beans: 5 tons.

- Increase cultivation of grapes.

- Plant trees that produce vegetable oil: export pine-nuts and walnuts.

Fish

- Develop additives and protein feed for fish-farming.
- Renovate fishing ports.

Forestation

- Plant more forests; forestation is necessary to deal with the shortage of water resources.

- Know that saplings are in dire need; plant 1.5 billion trees per year for ten years.

- Plant trees in 150,000 chongbo every year through direct cultivation and greenhouse
cultivation.

- Development of the forest for gardening.

Table 13-4. New Five-Year Plan for Science and Technology Development (Basic/

Advanced Technology)
Area Description
- Localize facilities and products.
IT - Develop new programs.
- Develop communications technology.
- In agriculture, develop strains that can endure cold and dry weather.
- In medical science, develop insulin, growth hormones, and vaccines for
Bioengineering hepatitisB and C.
- In genetic engineering, complete the installation of core facilities, and send
students overseas for higher education.
New Energy
New Materials
Marine/Aerospace Science

c. Development of Three-Y ear Plan to Resolve Fuel and Energy |ssues

In addition to the Five-Year Plan for Science and Technology Development,
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North Korea in the first half of 2003 announced a separate plan called the Three-
Year Plan to Resolve Fuel and Energy Issues (2003-2005). The plan calls for
first resolving fuel and energy issues in order to rebuild the national economy
through technology. The plan aims to resolve fuel and energy issues during a
three-year period and then to help rebuild the national economy and to create
new industries using advanced technologies.

The objectives of the plan imply that the Three-Year Plan overlaps the en-
ergy issues of the Five-Year Plan for Science and Technology Development to a
considerable extent. Therefore, it would not be too erroneous to assume that the
success of the Five-Year Plan relies on how successfully the Three-Year Plan for
Resolving Fuel and Energy Issues achieves its objectives.

4. International Science and Technology Cooper ation

Emphasizing the importance of education and training to develop science
and technology, North Korea is now expanding with foreign countries its ex-
change programs for scientists and engineers. North Korea sends about 300 stu-
dents every year to China, a long-time ally. In return, it receives about 50 Chi-
nese students. Exchange programs with Russia, which had been suspended for
more than ten years since the early 1990s, recently resumed, along with discus-
sions on connecting the railroads of the two countries. North Korea now sends
several dozens of students to the relevant schools in Russia as part of the rail-
road project. North Korea has also gradually resumed its cooperation with former
Communist countries in Eastern Europe, mobilizing their human networks and
accumulated knowledge and capabilities.

North Korea is now strengthening international cooperation in science and
technology as a means of acquiring advanced technologies. A directive by Kim
Jong-il called for the active pursuit of international cooperation in advanced
technology areas, and commented that self-supported economic development
does not necessarily exclude the introduction of foreign advanced technologies.
Following this direction, North Korea is now pursuing technological coopera-
tion not only with former Communist countries but also with advanced coun-
tries in the West. As a means of achieving this goal, North Korea is collecting
relevant technological information by expanding its exchanges with overseas
Korean scientists and engineers, particularly Korean-Japanese and Korean-
Americans, because Japan and the United States are the largest sources of ad-
vanced technologies. In addition, North Korea is expanding exchanges with South
Korean research organizations in IT and BT and has even invited them to con-
duct research in North Korea.

Cooperation with developing countries, which was minimal during the 1990s
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because of North Korea’s stagnation, has been resumed. North Korea has begun
collecting relevant information by dispatching science and technology attachés
to several developing countries. North Korea has continued to provide agricul-
tural technology support for some African countries that are its long-time allies.

B. Issues
1. Research Capability

Since shifting the focus of its research to supporting production sites and to
self-sustaining economic development in the 1950s, North Korea has neglected
research in the field of advanced technologies, as well as basic science. The
rapid drop in the capacity use rate of the production facilities—caused by their
obsolescence—worsened the situation, negatively affecting the national economy
and transferring most of the problems of the economic system back to the R&D
system. As a result, North Korean research institutes are now severely lacking in
their capability to develop advanced technologies, which could have helped the
nation to overcome its economic problems and create new industries. In other
words, because North Korean research institutes are not self-sufficient, they
suffer from the lack of a sound R&D system that can meet national needs.

Another important issue is the lack of R&D investment. The deteriorating
economic and financial situation in North Korea has forced the country to dra-
matically reduce investment in R&D so it can focus on imminent issues such as
fuel and energy. Under such circumstances, some research institutes report a
lack of funds for purchasing the necessary research equipment, conducting
experiments, and acquiring reference materials. With little potential for profit
generation, North Korea research institutes do not seem capable of resolving
their current impasse.

2. Fuel and Energy

Currently, fuel and energy issues are bottlenecking the North Korean economy,
and there is a widespread sense of urgency in tackling the fuel and energy issues
in the science and technology sector. As a result, improving the infrastructure of
the national economy and resolving fuel and energy issues have become the top
priorities of North Korea’s national R&D plan. Accordingly, R&D investments
are concentrated in those areas. This concentration is the reason behind North
Korea’s concurrent implementation of the Three-Year Plan for Resolving Fuel
and Energy lIssues and the Five-Year Plan for Science and Technology
Development.
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However, without replacing the obsolete facilities in the infrastructure indus-
tries such as power generation, coal, metals, and railroad transportation, it is
unrealistic to expect an increase in productivity. For example, unless the North
Korean steel industry and thermal power plants convert from coal to more effi-
cient sources of energy, any further increase in productivity appears impossible.
The North Korean regime understands the problem, but the replacement of ob-
solete facilities requires an enormous amount of investment. The substitution of
raw materials implies opening the market to a dependence on foreign suppliers.
Those facts will make it difficult for the North Korean regime to take swift
action. Considering that areas not specifically mentioned in the national R&D
plan do not receive any government funding, it is even more unrealistic to ex-
pect dramatic improvement in those peripheral areas.

3. 1T

North Korea’s strategy to pursue automation and to develop its computer
industry is significant only in the domestic context. In reality, the North Korean
computer industry is not competitive at all by international standards. Regard-
less of whatever research capabilities the North Korean computer industry might
possess, the industry has made no significant advancements beyond the simple
assembly of imported components. The North Korean software industry is said
to be internationally competitive in a few select products. Nevertheless, it would
be difficult for sufficient profits to be generated because the domestic market is
relatively small and the North Korean software industry is not responsive enough
to international trends. Thus, the country continues to delay the opening of its
market to the outside world.

Some locally developed software products that have been applied to various
production sites have achieved a considerable increase in productivity with lim-
ited investment. However, the dependence on imports for most of the electronic
components presents limitations to any further improvements in productivity,
barring major capital investment. Moreover, because most application programs
used in North Korea are imported, it is almost impossible for North Korea to
develop a customized operating system such as Linux on its own.

4. Light Industry and Agriculture

As has been demonstrated with the development of Vinylon, the so-called
juche textile, North Korea’s chemical industry possesses a considerable level of
research capability that serves as the backbone of the North Korean light
industries. The Hamhung Branch of the Academy of Sciences, a research hub
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for the area, has long received special attention from the country’s top leaders.
As the movement of goods increases and the shortage of raw materials intensifies,
North Korea now faces limitations of coal as the main energy source for the
national economy. If North Korea can switch to a petrochemical energy source,
it may expect to gain competitiveness in some postprocessing.

However, even if the country converts to petrochemicals, the lack of capital
will still make it difficult to dramatically ameliorate some of the existing prob-
lems with coal unless North Korea achieves an economy of scale in its petro-
chemical industry. When it comes to producing base materials for petrochemi-
cal engineering, South Korea is one of the leading countries, with world-class
production facilities and considerable production capacity. If South and North
Korea agree to cooperate in this area, North Korea could purchase base materi-
als from South Korea and gear its industry toward specializing in postprocessing.

5. International Cooper ation

When a country lacks internal development capabilities and even the human
resources to support development, cooperation on science and technology with
foreign countries can have a great effect. However, North Korea is having diffi-
culties in acquiring advanced technologies because the country is firmly closed
to the outside world. What makes the situation even more difficult is that North
Korea’s international cooperation efforts are focused on former Communist-
bloc nations. As a result, technology support from Korean-Japanese scientists
and engineers has diminished. In addition, during the 1990s, the number of in-
ternational academic journals circulated in North Korea decreased significantly.
Because current cooperation with China and Russia is focused on developing
human resources, it will take quite some time to be able to observe the effect of
those measures on North Korean productivity.

In this context, science and technology cooperation between the South and
the North has great significance in that it could help resolve North Korea’s im-
minent issues while enhancing the self-sufficiency of the science and technol-
ogy communities of the two Koreas. The recent increase in bilateral cooperation
in IT and BT between South and North can be understood in that vein. However,
because of the North Korean nuclear bomb issues, cooperation in areas sensitive
to national security shows no progress.
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C. Future Outlook

1. Acceleration of the Restructuring of the Science and Technology
System

Because the science and technology systems of socialist countries, including
North Korea, are very closely related to their economic systems, reform in one
sector is likely to have a great effect on the other. This effect explains why
China reformed its education system as well as its science and technology sys-
tem so it could make them more suitable to a market economy. The shift began
soon after China started its economic reform. Following China’s example, North
Korea has taken various measures to ensure that the science and technology
sectors keep pace with and, in some cases, lead the economic reform. It is gen-
erally expected that when the nuclear bomb issues are resolved, North Korea’s
reform and the opening of its market will be further accelerated.

Reforms in science and technology may include the following measures: ()
restructuring the national R&D system to focus on strategic areas; (b) establish-
ing research institutes specializing in select high-tech areas; (c) opening research
institutes in the private sector; (d) strengthening joint research efforts between
industry, academia, and research institutes; (e) implementing more profit-gener-
ating projects; (f) rolling out an independent accounting system; (g) activating
technology transactions; (h) ensuring the flexible mobilization of researchers;
(i) introducing project performance accountability systems; (j) strengthening
economic incentives for excellent performers; and (k) expanding external coop-
eration by research institutes.

2. Strong Focus on Economic Support

As the North Korean regime concentrates on economic development, its sci-
ence and technology community is expected to support the country’s policy.
The regime’s policy priority will entail rebuilding the national economy through
technological development, improving public welfare, and pushing the develop-
ment of basic and advanced technologies. In the IT area, North Korea not only
will pursue the automation of production facilities but also will pay attention to
improving operational efficiency and scientific management.

3. Focuson Areaswith Compar ative Advantages

After North Korea resolves its fuel and energy issues and secures extra capi-
tal for investment, it is likely that the North will try to create momentum for
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economic growth by focusing on areas where it can gain a comparative advantage.
Areas that have potential for competitiveness include IT (focusing on software),
chemical engineering, and machinery automation. Processing industries are also
expected to grow as a benefit of the cheap labor force. In response, research
institutes are expected to strengthen their capabilities to conduct contract-based
projects commissioned by those industries.

4. Strengthening International Cooperation and Inter-Korean
Cooper ation

The reality is that it is almost impossible for North Korea to rebuild its pro-
duction facilities or to develop advanced technologies without technology trans-
fers from overseas or massive foreign investment. Although North Korea wants
to realize its vision of reform, the country does not have sufficient human re-
sources or relevant contact with other countries to support such a change.
Therefore, it is imperative that North Korea further stimulate international co-
operation in science and technology. Inter-Korean cooperation can be pursued
in select areas as a part of a broader framework of international cooperation.
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The Recent Economic
Policy Changes



Chapter 14

The Contents and Background for the Recent
Policy Changes

Recent policy changes in economic management, effective beginning 1 July
2002, are completely new to the North Korean government. In fact, those policy
changes are considered by North Koreans as being “the biggest reform mea-
sures taken by the government since the land reform of 1946.”* Such reform
measures under a socialist regime will have tremendous effects, not only on the
lives of its citizens by affecting their consumption habits, increasing their aware-
ness of economic activities, and educating them on an enterprise’s activities as
well as its role in developing the national economy, but also in serving as an
important milestone in deciding the direction of future changes for North Korea’s
economic system.

There are conflicting views and speculations concerning North Korea’s deci-
sion to undergo economic reform on 1 July 2002. In fact, the economy of North
Korea has become a great source of debate in South Korea and international
economic circles, as well as among the common population.

First, there is controversy as to whether the reform measures have enough
substance to bring fundamental changes to North Korea’s rigid economic system.
Some people believe that the changes occurring in North Korea are substantial
enough to signify the beginning of reform toward a market-oriented economy.
Others view the reform measures not as a replacement for the previous system
but merely as a means for North Korea to strengthen its existing socialist eco-
nomic system.

1 Choson Sinbo (20 July 2002).
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Second, there is some question as to whether the July 1 Economic Reform
possesses enough driving power to bring positive results to the country’s current
economic condition. North Korea’s decision to introduce the incentive policy,
which is expected to increase economic output and productivity, has injected
some optimism into speculations on whether the reform measures will succeed.
However, some feel that the changes are not fundamental enough to create an
investment-friendly environment that can successfully attract the infusion of
foreign trade and direct investments that are desperately needed to revitalize
North Korea’s economy.

It has been about two years since the economic management policy reforms
were announced. At this point, there is a need to review and assess the contents
and motive force behind the initiation of the reform and to explore the various
speculations concerning the possible consequences of such a reform. This chap-
ter has tried to maintain objectivity in analyzing the specific contents of and
circumstances underlying the recent economic policy changes. We will begin by
examining the major economic policy changes in North Korea after the July 1
Reform, followed by the underlying causes that ignited the reform.

The data and research materials referenced in writing this chapter were com-
piled from various sources, including North Korea’s domestic reports, written
records gathered from meetings with North Korean officials, prominent North
Korean publications such as Rodong Shinmun (Workers Newspaper) and Minju
Choson (Democratic Korea), Choson Sinbo (the Japan-based pro—North Korean
newspaper) and the principal foreign press that North Korea deals with.

A. TheMain Contentsof Recent Economic Policy Changes

1. The Introduction of a New Price Concept and a Realistic
Adjustment of the Existing Price System

One of the most important reforms initiated on 1 July 2002 was the introduc-
tion of a new concept of price and the adjustment of the price system to a realis-
tic level. Using the new concept of the role of price, North Korea executed the
drastic change of increasing the price of all commodities by an average of twenty-
five times. This huge adjustment in the price system was prepared and executed
according to the Cabinet’s decision on 11 May 2002, known as Decision on the
Revision of Price and Living Expenses. The logic and fundamental principles
behind the new price system contradicted the concepts used in the past. The
previous price system used by the North Korean Price Bureau, which drew on
socialist principles, can be roughly divided into two parts. The first part involves
the notion that setting the price of a certain commodity should be based solely
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on the amount of labor that went into its production. The second part involves
the idea of consciously separating the price of a commodity from its value. The
first price-setting principle uses as its logical foundation Marx’s “The Value of
Labor,” which served as the basis for establishing price systems in many social-
ist countries in the past. The second basic price-setting principle is based on the
idea of consciously lowering the price of general consumer goods from its value
with respect to the citizens’ income level and stability. Certain consumer goods
with limited availability would be priced higher than their value in order to
lower demand.?

The principles behind the new price adjustment system are an almost com-
plete departure from the previous system. In fact, according to explanations pro-
vided by the North Korean government, the newly adjusted price of rice was
established without taking into account the principle of “separating the price
from its value,” one of the most fundamental principles in the previous system,
but by taking into account three elements: the initial cost of production, the going
rate in the international market, and the domestic supply/demand condition.?

In announcing the price adjustment measures, the North Korean government
acknowledged that “the price should be determined based on the initial cost of
its production and the law of supply and demand” and admitted its mistake in
factoring only state-planned costs.*

Since the reform, the Price Bureau of North Korea has highly emphasized
the importance of setting the price of a product according to its real value, which
is based on the “law of supply and demand.” From this emphasis, one can
assume that the old custom of “setting the price of general consuming goods
lower than its real value,” according to people’s income levels and to ensure
stability, has been abolished. Nevertheless, unreasonable pricing, usually done
in the name of economic stabilization, still exists to a very limited degree on
certain products.

It seems that by initiating new economic measures, the North Korean gov-

2North Korea Social Science Publishing Company (1985, 42).

3 Choson Sinbo (26 July 2002).

41bid.

5 It has been accepted that the State Price Establishing Committee is a separate organization con-
trolled by the State Planning Committee. The organi zationsthat supervise North Korea sprice system
and its application process are the State Planning Committee, the Financial Department, and the Price
Establishing Committee (Kim I1-sung 1972, 465). It has been reported that the Price Establishing Com-
mittee was later changed to the State Price Establishing Committee. Along with announcing the eco-
nomic management measures, North Koreaal so provided lecturesand ideol ogical study sessionsfor its
citizensthroughout the nation. It has been reported that the need for reform measureswas publicizedin
those sessions.
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ernment is acknowledging the fact that its economic difficulties are caused by
an unrealistic price system. This sentiment is clearly represented in the domestic
report that was unofficially distributed to citizens.®

In that domestic report, the North Korean government defined the concept of
price by acknowledging and explaining several facts. First, “the rising and fall-
ing of price, according to its demand, is one of the basic laws of economy.”
Second, “in recent years, we failed at achieving an effective price system to
function successfully in the socialistic economic structures and produced seri-
ous damages in the state’s economy.” Third, “changes in international conditions,
such as the collapse of [the] socialist market, presented a great obstacle in pro-
viding and delivering the necessary funds for the state’s economic trade and
forced the state to apply a ‘new price-setting system’ to its economy.”’

The North Korean government’s primary goal in initiating such an unprec-
edented price adjustment is to diminish the state’s fiscal burden and to minimize
damage to the state caused by the free market. For example, the government’s
purchase price of rice was increased by 50 times, whereas the selling price was
increased by 550 times. Regarding this issue, the North Korean government
claims that although in the past prices were set with consideration for consumers,
effective 1 July 2002, prices were set with greater consideration for producers.
The reason was that the production of goods was not normalized owing to eco-
nomic difficulties. This situation led to dual prices and discrepancies between
the government-set prices and living expenses.®

With the realization that the state-owned enterprises are experiencing eco-
nomic difficulties because of these dual prices, the North Korean government is
now focusing on minimizing damages by adjusting government-set prices to a
realistic level. North Korea points out two facts regarding this issue.®

First is the seriousness of the growing inequality between state-owned mar-
kets and the free farmers’ markets. In other words, because the current prices in
state-owned markets are much cheaper than the prices set in the farmers’ markets,
transactions and trade in state-owned markets are flourishing. The inequality
causes an imbalance between the individuals who have more than enough com-
modities and the state, which experiences a great shortage of goods. In actuality,
no commodities are available in the state-run commercial markets, whereas the
farmers’ markets have almost every available product, from consumer goods to

6“Higher and Faster in the Field of Economic Growth, Vol. 4: Brave and Forward Reform Measure,
Choson Sinbo (26 July 2002).

"1bid.

8“Price Adjustment for Manufacturers,” Choson Snbo (2 August 2002).

9 Internal explanatory guidelinefor the July 1 economic management reform (July 2002, 2).
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industrial goods. Even automobile parts and valuable, state-owned, raw materi-
als are traded at the farmers’ markets.

Second, difficulties currently faced by the state-owned markets arise as a
result of exploitation by the farmers’ markets. The reason that farmers’ markets
are flourishing is they are taking advantage of the low prices in the state-owned
markets to buy supplies from the government and then to sell them at much
higher prices. In other words, although all manufacturing is done by the state,
most commodities and money end up in individuals’ possession. The state-run
markets have become a means for individuals to empty the state’s purse. Ac-
cording to the explanation provided by the North Korean government, although
the state does not have any money, certain individuals have more than two years’
worth of the state’s budget in their possession.

This situation suggests the idea that the reform of greatly increasing prices
was initiated not only to dissolve the state’s fiscal burden but also to absorb
unofficial business dealings into the sphere of official economic activities. Sim-
ply put, the purpose of the price reform was to reduce the rate of unofficial
transactions and to encourage the increase of official ones by setting the prices
in the state-owned markets to be close to the prices in farmers’ markets. (See
Table 14-1 for comparison of prices before and after the July 1 Reform.)

The seriousness with which the North Korean government is approaching
the issue of damages caused by the unrealistic price-setting of commodities can
be seen in several cases. For example, the internal explanatory report for the
economic management reform measures states that “Right now, individual mer-
chants are achieving exorbitant profits by buying up pork at 60 to 80 won per
kilogram and selling [it] at a much higher price in the farmers’ markets. However,
these pork merchants will eventually disappear because from now on, the state’s
purchasing price will be much higher.”*°

North Korea insists that new methods of pricing will be enforced in accor-
dance with the newly developed price-setting principle. First, prices will be set
according to domestic supply and demand conditions. Those prices will be fixed
for individual consumers, sellers, and enterprises, and price discrepancies will
fall to below 5 to 10 percent.* The internal explanatory guideline in the July 1
Economic Reform also mentions this price-setting principle.? North Korea’s

1 1bid.

1 Fromalecturegiven by Kim Y ong-sul, North Kored strading industry official, to Japanese economy
officialson 20 October 2002.

2 The internal explanatory report of the economic management reform measures states, “In the
future, priceswon’t befixed, but will be adjusted flexibly according to supply and demand conditions
to ensure smooth cash flow.”
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Table 14-1. Price I ncrease after the July 1 Economic Reform

Margin of Increase

Item Before the Increase After the Increase .
(xtimes)

_ (purchasing price) 80 junvkg | (p.p.) 40 won/kg 50

Rice (selling price) 8 jun/kg (s.p.) 44 won/kg 550
(p-p.) 49 jun/kg (p-p.) 20 won/kg 41

Corn (sp.) 6 junkg (sp.) 24 worvkg 400
Beans (p-p.) 40 won/kg
Pork (p-p.) 7 wonlkg (p-p.) 170 won/kg 24
Chicken (p-p.) 180 won/kg
'?r/ ;rrl]g'):/:rn:—Chung an 16 won 590 won 37
Bus and Subway Fares 10jun 2 won 20
Streetcar Fare 10jun lwon 10
Coal 34 won/ton 1,500 won/ton 44
Electricity 35 won/1,000 kW 2,100 won/1,000 kW 60
Electric Light, Steel Plate,
Pure Rubber ®
Gas 923 won/ton 64,600 won/ton 70
Men's Sneakers 18 won/pair 180 won/pair 10
Facial Soap 3 won/unit 20 won/unit 6.7
Laundry Soap 50 jun/unit 15won 30
Soybean Paste n.a 17 won/kg
Soy Sauce na 16 won/kg
Soybean Oil na 180 worvkg
Flavor Enhancer n.a 300 won/kg
Hard Liquor n.a 43 won/L
Herring n.a 100 won/kg
House Rent n.a 78 won/60 sg. m.
Heat n.a 175 won/60 sg. m.
Sondowon Beach Entrance Fee | 3won 50 won 17
Monthly Magazines 1.2 won 35won 29

Choson Literature

Source: Chung Y un-ho (2003), based on the internal guideline for July 1 economic management reform

measures.

price management will be moving in the direction of a partial market price sys-
tem to reflect the relationship between supply and demand. In other words, the
central government will still control the prices but will manage them flexibly
according to the supply and demand condition of its economy. This change sig-
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nifies the country’s abandonment of its rigid and state-controlled price system of
the past. Realistically, North Korea will have to flexibly manage its price sys-
tem according to the supply and demand conditions of the farmers’ markets if
the state wants to reduce the amount of items that are circulated in the unofficial
markets. The only thing that the North Korean government should resolve is to
increase the production and supply of commaodities so that the rate of price dis-
crepancy can be restricted within the range of 5 to 10 percent.

Second, the price of food has become the standard in deciding the price of
other goods. Until now, the price of principal industrial goods, such as coal and
electricity, functioned as the standard in setting the price for other goods. This
formal price-setting system reflected North Korea’s drive for industrialization
by encouraging the development of heavy industries. North Korea’s industrial
structures are also built using this policy.™®

The following explanation was provided in North Korea’s domestic report
regarding the reasons for designating the price of food as the standard for price-
setting, and its validity: “There is nothing more important than food in people’s
material lives. A person simply cannot tolerate or negotiate with hunger, above
all else. For that reason, it is justifiable to have the price of food as a basis for
establishing the price of all other goods.”** However, basing its price system on
agricultural goods and not on industrial goods does not mean that the economy
of North Korea will be more agricultural based than industrial based. It is more
likely that such changes were implemented as a temporary solution to ensure the
delivery of food to its citizens because of the current food shortage.

2. The Drastic Adjustment of Wages and the Introduction of the
I ncentive System

A workers’ wage increase policy was included in the July 1 Reform, along
with the price increase. According to the reported data, the workers’ wages were
increased, on average, by 18 times.*®

According to calculations by the North Korean government, the minimum
amount of money needed for a family of four to maintain its basic livelihood—
under the new price reform—is 4,000 won per month. According to this
calculation, assuming that two family members are working, the monthly salary

13 Kang lI-chun (2002, 76).
14 nternal explanatory datafrom the economic management reform measure (July 2002, 3).
= bid., 7.
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of a single person should be at least 2,000 won.®

Under the principle that workers who contribute more to the group and soci-
ety should get special treatment, there was a greater increase in the wages of
field workers, highly trained technicians, and scientists than in the wages of
regular office workers.'” For example, the average increase in wages was higher
for coal miners and national power industry workers, approximately 20 to 25
times. The wages for certain specialists, such as field workers, researchers in the
special technology fields, planners, and college professors were increased by
approximately 19 times.*® However, for workers and supervisors who are not in
the manufacturing areas of the industry, wages increased by only 17 times. The
farmer’s average wage per month is about 2,300 won and is set higher than the
wage of regular laborers and office workers.

The wages for soldiers were increased, on average, by 18 times, even though
slight differences can be detected according to their period of service. The newly
prescribed monthly salaries for soldiers are as follows: second lieutenant, 2,970
won; first lieutenant, 3,240 won; high lieutenant, 3,510 won; captain, 3,780 won;
major, 4,130 won; lieutenant-colonel, 4,610 won; first colonel, 5,270 won; colo-
nel 5,380 won; and major-general, 6,670 won.*® The fact that the increased rate
of wages for particular workers, such as the collective industrial workers, sci-
ence and technology workers, and farmers, are much higher than that of workers
in other fields is a reflection of the new discriminating wage policy in North
Korea.

However, the aforementioned new wage standards function literally as stan-
dards and do not guarantee that the general increased rates will be reflected in
the actual payments. In fact, individuals can earn more or less than the standard-
ized wage, depending on the amount and quality of their work, their personal
contributions, and the accomplishments of the group that they are a part of. The
main purpose of the new wage system is to ensure an increase in productivity.
For that reason, North Korea still favors egalitarianism in its rationing system.
Until recently, egalitarianism in North Korea was highly abused. For example,
even if one manufacturing company missed its production goals by a large amount,
60 percent of the workers’ wages were provided by the state’s supporting funds.
And in instances where actual production was more than the goals, incentives
were calculated, not according to personal contributions, but according to group

16 Kang I1-chun (2002, 77).

17 Internal explanatory datafrom the economic management reform measure, (July 2002, 7).
8 bid., 7.

¥ bid., 9.
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effort. In the case of cooperative farm workers, the method of “evaluation ac-
cording to the amount of days worked” was applied, which means that regard-
less of the quality of work, the year’s supply of food was distributed equally to
everyone who worked for a certain number of days.?’ As a result, skills and
labor efficiency were not reflected in wages.?* However, the new method of
awarding more rations to harder workers and distributing fewer rations to ineffi-
cient workers will come into effect with the economic management reform
measures.?

Following the economic reform, the method of evaluation will also become
more quantitative. The North Korean government has introduced the principle
of contract payment in order to quantify the amount of work that a worker
produces. Contract payment, a principle that is the total opposite of fixed wages,
refers to the act of assigning individual workers a fixed quantity of work and
paying wages according to their accomplishments. Contract payments can be
divided into daily contract payments, progressive contract payments, quality
contract payments, skill index contract payments, and indirect contract payments,
according to the different methods used in evaluating the quality of the labor and
the extent of the progress made in reaching a fixed goal. Contract payments can
also be classified by individual contract payments and initial contract payments.z
The principle of contract payments has previously existed in North Korea, but it
was never properly introduced into North Korea’s economy system, and there
was a problem in its effective application. Currently, many methods of contract
payments are being applied, not only in industry, but also in agriculture.?*

In addition, to stimulate productivity in the scientific field, North Korea has
decided to offer cash incentives for people and institutes that contribute to the
development of scientific technology, such as researchers, laboratory personnel,
and managing institutes in the amount of the profits made in three years by the
new development.?

2 The “evaluation based on the days one worked” refers to the wage system in which the state
calculatesthe days worked into hours on the basis of the ranks given within the profession.

2 From the lecture given by Kim Y ong-sul, North Korea' s economic official, in front of Japanese
economists (October 2002).

2 “The Creation and Reform for the Economic Revival,” Choson Snbo (26 July 2002).

% North Korea Social Science Publishing Company (1985, 430-31).

2 |t has been reported that in his meeting with UN Official Ausima Genjo, Kim Chang-sik, the
minister of agriculture, said that the rations of cooperative farms would be distributed according to
production output.

% Internal explanatory guidelinefor July’ seconomic management reform measures, p. 8.
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With the introduction of a new wage system, North Korea will depart from
its customary practice of equal rationing. Using the new wage system, North
Korea will become overly enthusiastic toward the idea of receiving allotments
according to one’s result, typical of a socialist society.

Ideologically, this concept signifies a shift toward more emphasis on materi-
alistic rather than ideological stimulation. Even though the thirty-sixth amend-
ment to North Korea’s Socialist Constitution states that “the state must firmly
adhere to the principle of effectively combining political command, economic
and technological guidance, state’s united guidance, individual units’ growth,
exclusive command, democratic socialism, political/moral stimulation, and
materialistic stimulation, in its administration and management,” in actual
administration, greater importance was placed on ideological stimulation.
However, extreme material deficiencies during the period of the Arduous March
resulted in exhausting the usefulness of ideological stimulation.?®

The purpose of the recently announced wage increase measure is to propa-
gandize productive work habits by introducing an incentive system and increas-
ing the worker’s buying power through adjusted prices.

3. The Reduction of Government Subsidy and the Social Security
Services

Important policy changes in North Korea’s economic reform were included
to eliminate the widespread societal notion that government property was for
anyone to take as one pleased. The depth to which this notion is spread within
North Korean society signifies how inefficiently the society is operating and is
one of the principle causes of its economic difficulty.

Kim Jong-il, the head of North Korea’s Ministry of National Defense, ex-
pressed his strong objections to these conditions. In his instructional speech on 3
October 2001, Kim Jong-il stated

There are too many give-aways in our society and more unproductive
expenditures than productive ones in the use of the state’s budget. About
74 percent of the unproductive expenditures were caused by give-aways.
The state spends millions of wons annually in providing its citizens with
food supplies. Even though the active members of the special troop earn
merely about 40 percent of their total living expenses, the other 60 percent
of their living expenses is guaranteed by the state, along with bonus daily

% Chung Y un-ho (2003, 12).
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food, travel expenses, and migratory labor fees. The money needed for
this alone is more than a hundred and some million wons. Even the family
members of the trail-worker are issued free boarding passes. Moreover,
more money was spent for free refreshments, bonuses, viewing fees, and
other free services. As a result, the socialist rationing policies of the past
malfunctioned, the society experienced an extreme form of egalitarianism,
and it became the norm for people to unlawfully take government property.
This [situation] created indolence among the citizens, and [it] decreased
efficiency and productivity. Furthermore, [it] resulted in a deficit in the
state budget, leading to more economic difficulties. Even the applications
of certain social policies, which could have illustrated the superiority of
the socialist system if applied well, were not successfully realized. In
previous years, food expenses had occupied only 3.5 percent of the actual
living expenses. A worker does not have to work hard because, even for a
day’s work, he can earn enough to buy a month’s worth of food. This is
the reason many capable housewives chose not to work and why some
workers are not enthusiastic about their productions. During the last few
years, when the state was unable to supply food efficiently, people began
to abandon their jobs and began searching for ways to acquire personal
gains.

It has been reported that, to correct those problems, the North Korean gov-
ernment decided to drastically reduce the state-supported fund policies. As a
result, food expenses will take up about 50 percent of total living expenses. In
the past, a worker had to pay only one ration ticket and a small payment for side
dishes while on a business trip. However, now, all business travelers, regardless
of their destination, must pay for their own food.?”

The changes, such as the discontinuation of the state subsidy and the dra-
matic increase in the prices of goods and in wages, meant that workers had to
start adjusting to a new environment—one in which one needed to pay close
attention to one’s earnings because one was providing essential items for oneself.
When the state was providing food, typical workers had no idea of how much
money they needed to live their life. However, from now on, they are in the
position of having to actively increase their earnings to buy their own bread and
butter.

The North Korean government, even after the announcement of reform
measures, emphasized that “our belief that the state must provide for its citizens

27 Internal explanatory report of the economic management reform measures (July 2002, 8-9).
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has not changed.”?® As evidence, the North Korean government will continue to
provide for its citizens through more than thirty socialist policies, including a
free compulsory education system, a free treatment policy, a social security
program, and an honorary soldier protection policy.?

The North Korean government rationalized its reduction of the scope of so-
cial security by stating, “The adjustment of the scope of application of social
benefits was initiated to encourage socialist rationing policies to function more
effectively.”?°

The North Korean government also stated that after a certain period of time,
the practice of the government’s providing food supplies and rations will even-
tually be abandoned altogether.3® In the meantime, the state will dramatically
reduce the amount of available items and will attempt to move toward a free
market system. Special rationing centers for privileged groups were, in most
cases, abolished. It has been reported that the North Korean government is think-
ing of allowing people to buy additional food according to their individual buy-
ing power.3? Thus, it is anticipated that greater inequality will spread in people’s
living conditions.

4. TheRevision of aPlanning System and theRefor m of the Enterprise
M anagement Policies

One of the big changes announced in the enterprise management reform
measures is the increase in self-control by enterprises. Until now, the economy
of North Korea was one of the classic examples of a planned economy in which
every aspect and activity functioned under the rigid orders from the central eco-
nomic authority. The most important role in managing the economy was played
by the planning system and was guided by the principles known as “unified
planning” (ilwonhwa) and “detailed planning” (saebunhwa). The unified plan-
ning system is almost a completely order-based system in which all existing
subjects within the economy, from the most central organization to the lowest-
ranking laborer, follow the unified command of the central government. The
detailed planning system refers to a micro-management system in which even
the most trivial production activities within the enterprise reflect and follow
previously set plans.

% |bid., 10.

2 “The Creation and Reform for the Economic Revival,” Choson Snbo (26 July 2002).
% [bid.

31 Yonhap News (18 August 2002).

%2“The Creation and Reform for the Economic Revival,” Choson Snbo (26 July 2002).
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In the past, enterprises could not be involved in any production activities and
volunteer activities without the state’s authorization. The enterprises could not
independently change their manufactured items or production goals or the amount
of production. However, the economic management reform measures are bring-
ing major changes to the planning systems.

First, the new measures have reduced the control of the central government
and increased the independence of the regional governments, factories,
enterprises, and farms in establishing and executing the production plans. In his
instructional speech on 3 October 2001, Kim Jong-il emphasized the impor-
tance of efficiently distributing the responsibilities of setting the production plan
between the central government and regional governments. The central eco-
nomic authority would design the production plans of the important industrial
sectors, leaving detailed plans to be decided by the appropriate subeconomic
units, thereby abandoning the “phenomenon of a higher organization feeding the
lower.”% Because of the reform measures, local-level enterprises are now able
to set production goals and profit goals independently, and the possibility of
managing the businesses to the workers’ benefit has increased.®

This change signifies a great weakening of the unified planning (ilwonhwa)
system, which has been North Korea’s central source of power. In the past, the
central planning system was regarded as the law of the state and orders of the
Party, lessons everybody should follow. However, this planning system is going
through a major change.®

The policy changes have been accompanied by ideological transformations.
Over the years, North Korea had insisted that the revolutionary principles of
unified planning and detailed planning were entirely developed by North Korea’s
previous leader, Kim Il-sung, who incorporated the juche principle and applied
it to the economy.® However, in his instructional speech on 3 October 2001,
Kim Jong-il stated that the government should set only the general principles
and broad guidelines for the price and standard of the district industrial produc-
tion goods. It should allow factories to independently determine the actual prices
and standards for manufacturing and selling their products under the supervision
of the higher planning committee. He also stressed that those changes do not
necessarily go against the principle behind the unified planning system but said
that they will result in an increase in the supply of items based on demand, and
that one commodity could be manufactured and sold with different standards

33 Farmers, Production’ s Owners,” Choson Sinbo (2 August 2002).
% |bid.

% Kim Il-sung (1983, 35-36).

% North Korea Social Science Publishing Company (1985, 334-35).
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and appearances. In comparing the statements of Kim Jong-il with those of Kim
Il-sung, one can sense a great difference in the applications of the detailed and
unified planning systems. Under the direction of Kim Jong-il, the detailed and
unified planning principle will be applied only in its most general sense.

Second, new reform measures are expected to introduce aspects of a market
economy to replace the planned economic management system. In his instruc-
tional speech on 3 October 2001, Kim Jong-il mentioned the need to establish
and operate the socialistic markets, along with carrying on the business of sup-
plying materials. Thus, the North Korean government began to allow the trade
of certain deficient items, such as certain raw materials and accessories, be-
tween the factories and corporations through the trade markets. North Korea
also allowed the factories to use some of their own manufactured products as a
means to acquire necessary resources and raw materials. Of course, those changes
do not signify the introduction of a capitalist market system to the economy of
North Korea. Nevertheless, they are of great significance in that they expanded
the enterprises’ management rights.

However, even though Kim Jong-il authorized the socialistic trade markets,
he continued to emphasize the need for the planning committees to control and
restrict the items and quantities in transactions between corporations. He also
stressed that all accounts of those transactions must be settled with the banks,
signifying that the trade markets are under the complete control of the state and
are highly restricted in many aspects.%

The reason for North Korea’s decision to scale back its centralized and planned
economic system and to initiate decentralization is the serious confusion of its
economy. In the past, the State Planning Committee set the production goals for
the district, factories, and corporations, practically forcing the enterprises to es-
tablish unrealistic production plans.®® This pressure resulted in North Korea’s
continuing economic and social chaos and was what proved to be the great
obstacle in the development of its economy. However, under the reformed
policies, the state will be able to prevent some of this economic confusion by
establishing realistic production goals and by efficiently managing and control-
ling attainment of those goals through the efficient division of the decision-
making roles between the state and enterprise.

Third, another important change initiated by the reform was the granting to
individual enterprises of more duty and self-control in their management. Until
recently, in evaluating the actual management conditions of an enterprise, the

87 Chung Y un-ho (2003, 16).
% K orean Devel opment Research I nstitute (2002, 45).
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North Korean government used commodity indicators and currency indicators
to determine the extent of attaining established goals.*® In other words, the evalu-
ation of an enterprise was entirely based on its ability to reach the planned quan-
tity of manufactured goods with a certain amount of funds, as indicated by the
commodity and currency indicators. This evaluation method was used primarily
to increase production outputs. However, in the July reform, this evaluation
method was abandoned, and a new evaluation method “based on pure earned
income” was introduced.*

The idea of “earned income” refers to the pure profits earned by the company
after sales costs, excluding labor costs, are deducted from aggregate sales earnings.
Simply put, the concept of a net national income (V + M), which is the sum
remaining after subtracting C from C + V + M (gross national income), is ap-
plied in the new enterprise management evaluation method. The reason that this
indicator is attracting much interest is because not only will it allow enterprises
to break away from the past practices of earning high evaluations if they reach
their production goals (regardless of whether they produce actual sales), but also
it is based on the goods. In other words, the previous standard of evaluation
considered an enterprise to have fulfilled its duty if it had successfully reached
planned production goals, even if it failed to make any sales at all. Under the
new standard, a corporation will be evaluated as poor if it produced low sales,
even if it met its production goals. This new evaluation system will increase
enterprises’ cash turn-over rates and encourage workers’ creativity and original-
ity in producing commodities for which demand is high.

There have been other economic policies that attached importance to money-
oriented and quality-oriented ideas of determining the initial cost and profitability.
However, there has never before been a system in North Korea that set the
concept of profitability as the absolute and complete standard for evaluations, as
in this reform. In the past, the general sentiment was that any ideas even slightly
out of focus with the principles of the Daean Work System* principle were
regarded as revisionist. However, North Korea has now become more open and
receptive to effective ideas.*

To increase their “earned income,” North Korean enterprises will have to
work hard to cut down expenses, increase productivity, and pay attention to
marketing. The fact that the concept of “the earned income indicator,” which

% The commoditiesindicator refersto the usage value rate, such astons, meters, units, etc. (North
Korea Socia Science Publishing Company 1985, 577).

4 North Korea Socia Science Publishing Company (1995, 538).

“ North Korea stheory onindustrial management system.

42 Kang Il-chun (2002, 78).
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was previously applied only to state-owned and cooperative plantations, will
now be applied to all enterprises signifies that a self-supporting accounting sys-
tem will be strictly enforced.

The reform will now allow enterprises to use their surplus as well as what
they were once submitting to the state as reinvestment resources.** Some people
also insist that the North Korean government froze all debts for enterprises and
adjusted their records of losses and gains to zeros as a gesture to let people know
that they are starting anew under a new standard.** With these new reform
measures, the enterprises can concentrate solely on effectively managing their
companies without the burden of debts. However, the change means that their
responsibilities have increased as well. Enterprises or workers who fulfill their
production goals by earning much profit will be rewarded accordingly, while
penalties will be imposed on those that fail to reach production goals set by the
state’s goods indicator plans.®* In addition, as part of the reform, North Korea
took several new administrative steps to enhance the image and role of managers.
4 Those steps signify the weakening of the power of the collective leadership in
the People’s Committee.

5. A Partial Economic Openness through the Establishment of the
Special Economic Zone

The July 1 Economic Reform illustrated North Korea’s intent to embrace and
implement reasonable and practical policies. Following the announcement of
reform measures in July, the North Korean government announced the estab-
lishment of the Sinuiju Special Administrative District in September 2002. That
November, North Korea passed the “Kumgangsan tourism district legislation”
and “Kaesong industrial complex legislation.” If the economic management re-
form measures were initiated to promote efficiency within the domestic economy,
then the liberalization of the Sinuiju, Mt. Kumgang, and Kaesong regions and
the establishment of open-door policies are being initiated as an outward-driven
strategy to supply the funds needed in North Korea from the outside world to
rebuild North Korea’s collapsing economy.

“ Department of Reunification (2002, 44).

4 From an interview with a Japanese-Korean scholar during his two-month visit to North Korea
after the economic management reform measures.

4 Kang Il-chun (2002, 79).

% |n the past, there was a tendency to respect party leaders’ political guidance. Now, amanager’'s
economic decision is being regarded with importance. Those tendencies can be seen from the TV
dramacalled “ Our Manager” by North Korean Central Broadcasting, which aired in 2002.
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The establishment of the Sinuiju Special Administrative District and its spe-
cial administrative laws attracted the world’s attention because of its unprec-
edented scale compared with the developments seen in the Rajin and Sonbong
districts in the past. The Sinuiju district has independent legislative, judicial,
and administrative powers, and its regulations even allow foreigners who pos-
sess residency authorization for the special administrative district to become
legislative members.

In the processes of establishing the Mt. Kumgang and Kaesong industrial
complexes and their legislative policies, North Korea showed great earnestness
by being receptive to most of South Korea’s demands. North Korea granted
South Korea easy land-route access and set the minimum labor wages in the
$56.40 range, creating a hospitable environment for South Korean companies.

The fact that North Korea is introducing such an unprecedented scale of
special administrative districts and economic zones illustrates the firm resolve
of North Korea to attract direct foreign investments.

Both South Korea and China are geographically very close to North Korea,
and those two countries provide the most profitable motivation for North Korea’s
open-door policy. With this motivation in mind, one can sense that the SEZ in
Sinuiju was established to target mostly Chinese investments, whereas the eco-
nomic and tourist zones of the Mt. Kumgang and Kaesong region were created
to target South Korea. North Korea’s open-door policy, realized when establish-
ing SEZs, still has a lot more room for improvement. Nevertheless, North Korea’s
goal to recover from its economic difficulties through an open-door policy is
evident. However, for the success of the open-door policies, the North Korean
government should first show a willingness to peacefully resolve some of the
issues, such as the nuclear weapons issue, that are of concern to the international
community.

B. TheBackground for the Recent Economic M anagement
Reform

1. Prolonged Economic Difficulties and the Disordersin the Planned
Economic System

The primary reason for North Korea announcing the economic reform in
2002 is the extreme disorder in its planned economic system, leading to the
collapse of its economy. During the 1990s, with the collapse of the Soviet bloc,
North Korea began to experience extreme shortages of goods, and it fell rapidly
into economic stagnation. In addition, North Korea had too much foreign debt
and a very limited amount of hard currency; therefore, when Russia and China
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requested that North Korea use hard currency in their trades, the economy was
severely damaged, leading to a further deterioration in the availability of food
and energy. After the fall of the Soviet bloc, the rate of operation in factories
began to plummet to the 20 to 30 percent level, and industrial production was
almost paralyzed.

With the collapse of the cooperative manufacturing system and the system of
labor division, the North Korean government could no longer provide people
with essential household items, as well as with raw materials needed for
production. For those reasons, the North Korean government began to actively
encourage citizens and enterprises to provide the necessary items and commodi-
ties for themselves.*’

The consumer areas of the economic system experienced prolonged paraly-
sis of the rationing system and the state-owned businesses. As a result, markets
similar in concept to free markets were rapidly formed. Illegal trade and smug-
gling became prevalent throughout the society; government officials became
more and more corrupt. The spreading disorder in the economic and social struc-
tures caused by the economic failure made any plans set by the Central People’s
Committee completely impotent. After the completion of the third Seven-Year
Plan in 1993, the North Korean government failed to announce any more pro-
posals or plans.

Until recently, the North Korean government claimed that the processes of
setting up plans for the economy and realizing the goals of those plans were a
main advantage of the socialist economic system. The North Korean govern-
ment also insisted that for the state to plan effectively to develop its economy,
the production capacity must be stable, there must be close connections be-
tween different branches of the economy, and the basic economic foundation
must be healthy.®® Ironically, North Korea has not come up with any such plans
since 1994, implicitly admitting the difficulties of the current condition.

Currently, the North Korean government does not possess the economic power
or the socialist policy strategies to overcome the economic confusion and disorder.
The only available option was to use political oppression. However, North Ko-
rea has been using the harsh methods for decades now, and their effectiveness

47 For example, the 6 February 1998 issue of Rodong Shinmun reports instances of people solving
e ectricity shortagesby constructing mid-sized power plants; producing 10,000 tonsof coa annually by
constructing coal mines; constructing aquatic bases and operating three vessels; constructing export
bases and producing mineral water; constructing and operating metal foundries; cultivating 300 jeongbo
of land and growing corn, potatoes, beans, etc.; and constructing aranch on 200 jeongbo of land toraise
goats.

“ North Korea Social Science Publishing Company (1985, p. 308).
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had reached its limit a long time ago. Therefore, the North Korean government
had no choice but to move away from the quagmire of insisting that “the state
will provide everything.” It had to attempt to find alternative policies where the
state, enterprises, and citizens will all be equally responsible for revitalizing the
economy. (See Figure 14-1 for a demonstration of North Korea’s economic
collapse.)

Figure 14-1. The Structure of North Korea’'s Economic Collapse

The Overal Deficiency of Goods
(the shortage of goods, energy, and foreign currency)

— i

The Collapse of the Industrial

Organizations Suspension of the Rationing System and
the Paralysis of State-Owned Businesses

The Deterioration of the Self-Reliance
Principle

\ /

Paralysis of the Planning Mechanism

v
Flourishing Unofficial Markets

Source: Chung Y un-ho, “North Korea' s Current Economic Policy Changes,” ERINA (September 2003).

For a long time, the North Korean government has regarded its enterprises
and citizens as working primarily for the individual and for private groups. For
that reason, even if North Korea introduces a market-oriented policy, citizens
might not accept it as something new.* Because of the possibility that eco-
nomic disorder might get worse with the inexperienced application of the new
strategy, the North Korean government had to choose the somewhat contradic-
tory position of maintaining the basic structure of the controlled and planned
economy and the priority of political logic while partially opening its doors to
foreign companies, legalizing the underground economy, and introducing the

“ Seeinterna explanatory guideline from North Korea' s economic management reform measures
(July 2002, 2).
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incentive system in which every individual equally holds responsibility for eco-
nomic development. This responsibility-sharing policy was what later turned
into the reform measures.

2. The Laxity of Public Discipline and the Change in People’'s
Consciousness

One of the principal reasons that caused the North Korean regime to initiate
reform measures is the growing deterioration of social and political order. In
North Korea, prolonged economic difficulties are causing serious social and
political chaos and are leading to lax public discipline. The underlying cause of
this chaos is the collapse of citizens’ trust in government. Because the state is
unable to take care of citizens’ necessities, such as food, clothing, and shelter,
owing to the economic difficulties, the citizens are desperately trying to im-
prove their own lives. As a result, the deterioration of the socialist political and
economic order is spreading. The wages that citizens are receiving for their
labor in the state-owned enterprises are not enough to cover the costs of goods in
the unofficial markets. As a result, people are trading illegally in unofficial
markets, where profits are always higher, rather than working in the state-owned
enterprises. Those tendencies are spreading, fueled by the extreme food short-
age that began in 1995.

During this time, Kim Jong-il pointed out that the society was turning into a
state of anarchy.>® During the memorial ceremony for the fiftieth anniversary of
Kim Il-sung University in December 1996, Kim Jong-il deplored that “As | was
approaching the Chollima Steel Complex, the streets were full of people look-
ing for food. The same thing is happening around the country, and the trains and
train stations are packed with people all looking for food. Because of the current
food shortage, the state is nearing anarchy.”s!

In addition, North Korea’s economic difficulties are leading to increased crime
rates for fraud, embezzlement, and larceny of government properties. The people
committing those crimes include average workers, police officers, soldiers, and
even government officials, ranging from low-ranking government officials to
the highest party leaders. In fact, almost all members of society are participating
in illegal transactions of some sort.2 The most damaging crimes are the larceny

%0 Kim Jong-il, “The speech given at the Kim I1-sung University’ sfiftieth anniversary in December
1996,” Monthly Choson (April 1997): 308-09.

% Ibid., 309.

52 Based on interviews with North Korean defectorsin June 2003.
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of government commodities and illegal transactions. The usual pattern of those
crimes involves (a) a party executive purchasing various goods at cheap govern-
ment prices and selling them in the black market, (b) factory executives illegally
selling factory-owned resources or finished products on the black market, (c)
soldiers illegally trading army food in the neighboring regions of army bases, or
(d) the staff of a trading firm illegally selling imported goods.5®

The continuing economic difficulties are transforming the social class
structures. The economic difficulties are forcing people to fight for their survival
and are creating a class of winners and losers. Most of the winners are those
involved in illegal transactions at the black markets or those who use their po-
litical power and leverage to accumulate personal wealth by appropriating gov-
ernment commodities and selling them on the black market. The losers are usu-
ally people who are not involved in illegal transactions and are living “faithfully,”
relying on the state supply lines. Most of the losers were formerly leading fig-
ures of North Korea and were so-called “white collars” who value their honor
and reputation. Along with transformations in the social class structures, the gap
between the rich and the poor is widening. In the past, the Koreans who had
lived in Japan but came back to North Korea formed the core of the wealthy
class. Now, with the expansion of unofficial transactions, people with money-
making skills are forming a new wealthy class. The North Korean government
is treating this new wealthy class as heroes who have led the “arduous march” to
a victory, which is affecting the citizens’ morale. Currently in North Korea, the
belief in rations as a show of the leader’s grace is deteriorating fast, and the
main interest of the citizens is finding ways to make more money.>* The drastic
changes in the social structures that once sustained North Korean society, plus
the widening gap between the rich and poor, are making the North Korean gov-
ernment extremely nervous. Kim Jong-il also realized the seriousness of the
situation and asked for changes to be made on several occasions. For example,
during a conference with party executives in 1995, Kim Jong-il harshly criti-
cized the situation and stated that “Some college graduates, instead of working
in their fields of major, are requesting to be placed in foreign trading industries
or in cooperative businesses. This is an act of selfishness, looking for personal
gains to live well, instead of serving the party and the country that have gra-
ciously fed and clothed them.”*®

8 Interviews with North K orean defectorsin June 2003.
% Chung Y un-ho, “North Korea s Current Economic Policy Changes,” ERINA (September 2003): 19.
% Kim Jong-il (1995, 11).
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Simply put, owing to the extreme economic difficulties in North Korea, the
basic social mechanisms of political and moral stimulation has greatly weakened.
The political integration of the society is also experiencing extreme setbacks
because of the citizens’ ideological deterioration. However, the North Korean
government has been able to maintain its political strength despite the ongoing
problems because the idolization of its leader is still a powerful force, the vio-
lent and oppressive ruling system is at work, and some people still hold fast to
their blind devotion. The North Korean government is fully aware of the fact
that the main cause of all their problems lies in economic difficulties and that
their social and political problems will get worse if economic recovery does not
soon occur. For that reason, to stabilize the economy and increase production,
North Korea has decided to go ahead with economic management reform
measures.

3. TheFailure of Foreign Relations | mprovement Policy

In the past, North Korea showed a tendency to use noneconomic means to
solve economic difficulties. The primary example is the policy of the “arduous
march,” introduced in the middle of the 1990s to deal with the faltering economy.
The underlying principle of this policy was to overcome difficulties through
strong will power, spirit, and belief that if all citizens constantly save and work
in their fields by giving their best according to the collective mentality of “cre-
ating something from nothing,” then the difficulties will eventually be resolved.
In short, this policy is based on a highly ideological, abstract, and noneconomic
logic.

The economic development of a planned economic structure, as well as a
market economic structure, can be achieved only when there are increases in the
inputs of resources needed for production. In other words, economic develop-
ment is achieved only with an increase in either the capital or the labor input, or
through a technological advance. “The economic theory of juche,” which is
used as a textbook in universities in North Korea, also touts this logic.

An objective assessment of North Korea’s current economic situation shows
that an increase in capital input is the most badly needed. For the North Korean
economy to achieve growth, capital resources are needed to modernize its old
manufacturing technology and to acquire raw materials needed for production.
However, because this necessary capital is not available in North Korea, the
government must introduce those funds from foreign sources. To ensure a con-
tinual and smooth flow of funds, North Korea should enforce a peaceful and
friendly foreign policy with the appropriate legislation to form an environment
hospitable to foreign investment. The former mainly involves resolving issues
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with the United States, and the latter involves North Korea preparing an invest-
ment-friendly environment through reform and liberalization.

However, until recently, foreign relations were not regarded as very impor-
tant in North Korea’s economic policies. It would not be an exaggeration to say
that North Korea’s economic difficulties have, in part, been created by the
government’s guarded and closed foreign policies and its failure to improve
foreign economic relations. At a time of such enormous economic difficulties,
North Korea—instead of actively trying to improve its foreign relations to en-
sure economic recovery—has chosen instead to aggravate its relationship with
the United States and has chosen a road opposing the rest of the world, resulting
in further deterioration of its economy. What efforts that North Korea has made
to improve its foreign relations have been frustrated because they avoided any
important issues that the world was demanding that the North Korean govern-
ment resolve.

North Korea’s current investment environment is inhospitable to foreign in-
vestment both politically and economically, and it seems unlikely that North
Korea will attract any big investments from foreign companies toward revitaliz-
ing the economy. One of the basic conditions for inviting foreign capital is the
normalization of relations between North Korea and the United States. However,
since the inception of the Bush Administration in 2001, relations between the
two countries have taken a turn for the worse. Relations with Japan are also
yielding no satisfactory results because of the abduction issue. In addition, since
the revelation of North Korea’s nuclear weapons efforts, international humani-
tarian aid has been reduced, and few countries are now willing to provide any
large-scale economic support. For those reasons, North Korea cannot rely on
outside sources for help with its economic difficulties. In this regard, North
Korea intends to endure its economic difficulties by strengthening the efficien-
cies of its internal economic system and by sharing economic responsibilities
with all of its economic organizing structures until relations between North Korea
and the United States are normalized. This intent is well reflected in the reform
measures, which focus on domestic factors and are predicated on the assump-
tion that international support will not be sufficient.

C. Conclusion

The following major points can be made upon analyzing North Korea’s eco-
nomic policy changes, as outlined in the country’s July 1 Reforms.

First, by transforming its rigid management method, driven by politics and
ideology, to a more materialistic method, North Korea is trying to provide an
incentive for enterprises and laborers to work and to increase their productivity,
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which will affect economic recovery. Second, North Korea has introduced a
new concept of price-setting so it can reduce the damages to the state’s enter-
prises by decreasing the disparity between the price and the value of products.
Third, North Korea is trying to introduce smoother administration of the domes-
tic cooperative manufacturing system by reducing confusion in the corporation
structures by realistically adjusting the production goals and the goal-achieving
processes. Fourth, North Korea is encouraging workers’ originality and earnest-
ness by strengthening the independence of regional governments and individual
enterprises and, thereby, distributing the state’s economic responsibility and
burden to the lower economic units.

North Korea’s current policy changes are not restricted to a specific field but
are being applied to the overall economy. Therefore, the changes can be consid-
ered quite revolutionary. Furthermore, North Korea’s attempt at departing from
its past ideology and logic in introducing the policy changes is also very
encouraging.

However, we cannot conclude that North Korea is completely moving away
from its previous political doctrines and ideology. North Korea has, in fact,
stated that “the economic management reform measures of July will produce
profitable results while still firmly adhering to socialist principles, and [the change]
is a road to the completion of socialist economic reform.”*® This standpoint is
frequently commented on in the media. However, not all the economic policies
being introduced in North Korea are as socialist oriented as North Korea claims.
In general, economic reform of socialist countries involves three basic elements:
price reform, decentralization of the decision-making process, and reform of
rigid production goals. July’s reform measures also reflect those three prece-
dents of socialist reform. For that reason, North Korea’s recent changes in eco-
nomic policies are considered quite revolutionary, despite what North Korea
may claim.

Even North Korea’s high government officials now frequently use the term
“reform.”®” North Korea’s current economic policy changes can be more appro-
priately described as market-oriented reform. However, North Korea still needs
many additional policy changes before its economy can be expected to fully
recover. Future policy changes should be toward a more market-oriented and
outward-oriented economy and must be accompanied by a stable foreign policy.

% Rodong Shinmun (22 October 2001).
57 An Suk-kyo (1989, 129).
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Chapter 15

The Features and Problems of the Recent
Economic Policy Changes

The July 1 Economic Reform steeply increased wages and prices, decentral-
ized economic management, strengthened the independence of businesses, im-
proved the agricultural sector, and caused the discontinuance of convertible notes.
Those measures were carried out through several cabinet decisions: Decision
No. 22, No. 128, and No. 129. The economic policy changes are so considerable
that they could be regarded as economic “reform.”* The economic management
adjustment measures are still on the way. For example, “the farmers’ market has
been enlarged to a general consumers’ goods market”? since the beginning of
2003. Researchers in North Korean studies have different ideas on how to evalu-
ate the features and aims of the nation’s ongoing economic reform. Some see the
policy change in 2002 as a preparatory stage for a market economy, but others
say the changes merely aim to normalize the socialist economy. This chapter
examines more of the features and problems of North Korea’s recent economic

policy.

1 On 2 September 2002, Kim Y ong-sul of the North Korean Ministry of Trade explained North
Korean economic measures using the term “ economic reform” during an international conference on
the North K orean economy adjustment held in Tokyo under the joint auspices of the East Asia Trade
Research Board and the K orea Economic Cooperation Association.

2 North Korean Central News Agency (Jungang Tongshin), 10 June 2003.
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A. A Review of North Korea’s Economic Policies Prior to
the July 1 Reform

1. The Main Features of Economic Policies until 1980s

North Korea has previously pushed a coherent policy of a “socialist planned
economy” and an “independent national economy.” An independent national
economy policy means to build up an independent economy that is based on
domestic resources under external circumstances such as the Korean peninsula
armistice and U.S. economic sanctions. Under that policy, the North Korean
economy depended on domestic resources such as coal, electricity, and iron,
which is why the coal industry, the iron and steel industry, and the machinery
industry became the center of industrial policy and yet other industries such as
the petrochemical industry fell behind.

China’s economic development following the policy of reform and liberal-
ization in the 1980s also affected North Korea. North Korea once mapped out a
plan to open Nampo, Chongjin, and Rajin as international cities (Kim Il-sung
1983) and enacted the joint ventures law in 1984 as the beginning of its foreign
capital inducement policy. The economic policy in the 1980s was to pursue
industrial development by making up the deficit in domestic resources by ex-
panding foreign economic relations while building an independent national
economy. However, seeing the political conflicts in the Communist Party of
China during its policy reforms of 1985, North Korea judged that opening the
economy would cause political instability. Thus, it backed away from any open-
door policy or foreign capital inducement policy.

At that time, North Korea did not accept China’s theory that economic re-
form and opening the country to a market economy was not opposed to a planned
economy and that the countries could coexist (Communist Party of China Cen-
tral Committee 1984). North Korea, therefore, held fast to a planned economy
system. Also, in foreign economic relations, North Korea intensified its eco-
nomic relations with the Soviet Union much more than with China. It concluded
a commercial and economic cooperation treaty with the Soviet Union in 1985,
and in November 1986 it concluded a long-term commodity trade and payment
agreement for the period from 1987 to 1990. In 1988, North Korea’s exports to
the Soviet Union amounted to $890 million, and imports from the Soviet Union
amounted to $1.92 billion. This deficit rapidly increased North Korea’s national
debt. With the collapse of the Soviet Union in 1991, North Korea’s economic
structure—dependent on the Soviet Union—also collapsed. With the resultant
switch to payment in hard currency, the North Korean economy faced an eco-
nomic crisis and deficits in raw materials, energy, and capital goods supply.
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(See Figure 15-1 for the country’s trade developments)

Figure 15-1. North Korea's Trade Development with ItsMajor Trading Partners
(unit; million dollars)
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Source: KOTRA (Korea Trade-Investment Promotion Agency).

North Korea’s economic policy until the 1980s was to maintain an indepen-
dent and self-sufficient national economy despite the shortage of resources. It
maintained a socialist planned economy that unified the economic plans for the
country through the collective socialist ideology of llsim Dankyul (one mind,
one unity) of the Workers’ Party and People and of mass mobilizations such as
the Chollima movement and the Sokdojon (speed campaign). Heavy industry
was highest in priority, followed by light industry and agriculture. And the Dae-
an work system stressed the triumvirates of the Workers’ Party factory committee,
manager, and chief engineer of the factory in the management of a business.
They implemented a Doklip Chaesanje (a self-supporting accounting system),
imparting relative independence to the businesses even under the unified central
controls. A self-supporting accounting system was a type of socialist incentive
system in which each business could increase workers” morale with any remain-
ing amounts from its profit—after paying the total cost of production and the
money due to the country. This system was based on a materialistic evaluation
of the results of a business operation, and it became the foundation for measures
to improve business operation management after 2000. (See Table 15-1 for char-
acteristics of the management policies.)

However, North Korea had to repeat the application of a campaign style of
economic policy—one that shows immediate economic results through concen-
trated input of human resources and selective input of resources—because its
economy has always suffered from a shortage of raw materials and could not
develop any technical innovations.
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Table15-1. Characteristicsof North Korea' sTypical Economic Management Policies

Classification Contents
Management |1. The principle that political work must be given priority
Principles - The organization of economic affairs can be operated satisfactorily only when it is combined
with political work.
— To encourage workers' productivity and positive morale through political/ideologica in-
centives rather than material incentives
. The principle that collective guidance and unified control systems must be combined
- Collective guidance: The party committee, the highest guidance apparatus of any economic
unit, determines and guides the direction of economic operation.
- Unified control system: The administrative manager solely guides the operations determined
by the party committee in the factory.
- The way to combine collective guidance and a unified control system is perfect performance
of the massline.
. The principle of unified and detailed planning
- To solve the imbalance among economic sectors resulting from the planned economy system
- To strengthen the centralized functions of economic management
. The principle of a self-supporting accounting system
- Each production unit conducts production operations within the provided means of produc-
tion and plans directed by a superior management authority and takes the responsibility for
accountability.
- This principle was first carried out by state-owned enterprises in 1962 and was extended to
unproductive enterprises in 1984.
Management |1. The Chongsanri Method
Methods - A superior authority helps a subordinate authority, or asenior helpsajunior to accomplish the

party policy.
- Always seek solutions based on field situations.
- Political work takes priority in every operation.

. The Daean Work System

- Production operations are managed under each factory party committee’s collective guidance
and responsibility.

- The planning, production, and technical guidance work is conducted under a chief engineer's
guidance, and administrative and economic work such as supply services for production ma-
terials and welfare are operated under a manager’s guidance.

. Self-supporting Accounting System

- There are fully self-supporting accounting systems, half self-supporting accounting systems,
and dual self-supporting accounting systems, according to the target and the operation level.
- Each has a separate balance sheet and has some flexibility in buying and selling.

. Socialist Competition

- Competition inducement among al units will achieve projected goals.

- Economic stimulation assemblies play important roles in economic application.

- The Chollima work group movement the Three-Revolution Red Flag Movement, Sokdochon
(the speed campaign), etc., are models of competition.

Source: Economy Dictionary, 1985.
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Since his appointment as the formal successor of Kim Il-sung and as a mem-
ber of the Korean Workers’ Party Politburo in February 1974, Kim Jong-il pre-
scribed the Sokdochon (speed campaign) as the basic style of socialist economy
construction until the mid-1980s.® Most of the “campaign” style of economic
guidance such as the “70-day campaign” in 1974, the “100-day campaign” in
1978, the “200-day campaign of transportation revolution” in 1978, and the “speed
campaign of 1980s” in 1982 were led by Kim Jong-il. Kim Jong-il’s ideas for his
economic policies in the 1970s and the 1980s, when he was guiding the economy,
were published in 1996 in The Ideological Principles of the Great Leader Com-
rade Kim Jong-il: Economics 1-4. The main concepts are as follows:

- “Sokdochon (speed campaign) is a basic battle style of socialism construction driving forward
all work” (Economics 1, 180).

- “Using economic rules and categories reflecting transitional charactersin asocialist society is
only to realize unity and cooperation based on collective improvement and to strengthen a
socialist planned economy. It can’t be used to promote individualism and selfishness and to
revive a capitalist market economy” (Economics 2, 125).

- “In socialist economic management, we need to go forward focusing on political means. Po-
litical means is the most important means in socialist economic management” (Economics 3,
122).

-“Material stimulusreflectsatransitiona character of the sociaist society and is one of the very
important factors needed to realize economic technological development. The material stimu-
lus in a subjective socialist economic management principle is only an economic means to
realize the collective principle” (Economics 3, 156).

Here we can see that Kim Jong-il places a high priority on political methods
and collective management. However, the limits of a campaign style economic
policy and too much priority on heavy industry caused a structural imbalance
that deepened among different industrial sectors and led to the stagnation of the
agriculture and light industry sectors, plus a lack of social capital.* It is reported
that Kim Jong-il did not engage in economic management until the mid-1990s.
Instead, he devoted himself to guiding the Korean Workers’ Party and the Ko-

8 Kim Jong-il seemed to concentrate more on the military sector than on the economic sector, starting
in the late 1980s. In May 1990, Kim Jong-il took office as the first vice-chairman of the National
Defense Commission. In April 1993, hetook office asthe chairman of the National Defense Commission,
thereby seizing full control of the military sector. From 1997, he turned to the economic sector again.

41n 1989, North K oreaannounced the three-year light industry development plan (1989-1991) and
called that year “theyear of light industry,” to reduce the structural imbalance. But those efforts could
not achieve the expected results because of the sudden collapse of the Soviet bloc.
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rean People’s Army.®

A series of economic policies—such as increasing trade with the Western
capitalist world after the 1970s, establishing the joint ventures law and increas-
ing trade with the Soviet Union in the 1980s, and establishing SEZs in the 1990s—
can be seen as supplementary policies to make up for the domestic economy’s
chronic shortages and to introduce raw materials, capital goods, technology, and
funds.

2. The Economic Policies of the 1990s

According to an estimate by the Bank of Korea, North Korea’s economy
recorded negative growth for nine years after 1990. As a result, its GDP de-
creased to $573 per capita in 1998, from $1,142 in 1990. North Korea called the
latter half of the 1990s—when the economic crisis was at its peak—"“the Ardu-
ous March.” Industrial production was paralyzed because of shortages of food,
energy, and foreign currency, and natural disasters such as floods led to starvation.
Under such a severe economic crisis, the North Korean government conducted
several partial adjustments of its economic policies.

a. Establishing the Special Economic Zone and Carrying Out the “New
Economic Policy” (until 1997)

After the late 1980s, when North Korea was faced with the collapse of the
Soviet bloc, it tried to overcome the economic crisis by establishing a special
economic zone to attract foreign capital. The planned SEZ was in the Rajin-
Sonbong area (the present Rason), which is located far from Pyongyang and
could be combined with the Tumen River Area Development Program (TRADP).
The TRADP was at that time the model of multilateral economic cooperation in
the northeast Asia region.

North Korea made its position clear regarding the Rajin-Sonbong Free Eco-
nomic Trade Zone, which was established to combine the national economy’s
self-sufficiency development process and the conditions for international
cooperation. Professor Kim Soo-yong at Kim Il-sung University explained the
significance behind the establishment of the Rajin-Sonbong Free Economic Trade

5 During aspeech on 11 July 1994, Kim Jong-il explained that he did not directly engagein economic
management because“ Our great leader (Kim I1-sung) requested me repeatedly to put more effortsinto
strengthening the Korean Workers' Party and the K orean People' s Army without engaging in adminis-
trative/economic affairs, saying that achieving our country’ srevolutionisnot easy work.”
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Zone during his speech in Tokyo, Japan, in November 1995:

From the beginning, the Democratic People’s Republic of Korea chose a
domestic market-oriented economic development model. This model was
designed to fulfill the demands of the domestic market with its own
production, based on internal accumulation, and to build the domestic
economy by utilizing its own resources, capital, technology, and human
resources. DPRK’s subjective conditions, namely complete reconstruction
from the ashes of war—and its objective conditions—namely the capitalist
nations’ sanctions against DPRK—were well reflected in the model. It
was established as an independent national economic construction policy,
and within this process DPRK tried to expand economic exchanges with
capitalist countries. In consequence, from the 1980s onward, dependence
on foreign ties increased and led to a shift to a new level of external
economic exchanges. Trade relations developed into joint ventures (the
first joint venture law was enacted in 1984). In the 1990s, as the Cold War
structures were dismantled, transideological economic exchanges became
an international trend. The collapse of the Soviet bloc that accounted for
70 percent of DPRK’s external economic exchanges resulted in changes
to DPRK’s independent economy construction policy. Against the backdrop
of the subjective and objective conditions that necessitated DPRK’s
domestic economic development and a transition to international
cooperative exchanges, the Rajin-Sonbong Free Economic Trade Zone
was established in December 1991. During the twenty-first General
Assembly of the sixth Party Central Committee in December 1993, a new
open-door policy was formulated through a review of the third Seven-
Year Plan, which aimed at: (a) inducement of new technology, (b) a balance
of foreign currency, (c) peace and security in northeast Asia through
increasing regional cooperation, and (d) priority on trade.

North Korea set up this strategy so it could acquire the necessary foreign
currency and technology through industrial complexes and tourism. It set up the
Rajin-Sonbong zone as the physical distribution hub for northeast Asia. Begin-
ning in 1993, the political situation on the Korean peninsula ran into a crisis as
tension mounted between North Korea and the United States as a result of sus-
picions over the North Korean nuclear weapons program. Thus, no actual progress
took place in North Korea’s plans until the Agreed Framework of October 1994.

In December 1993, North Korea held the twenty-first General Assembly of
the sixth Party Central Committee and summarized its third Seven-Year Plan
(1987-1993). In the meeting, the government acknowledged the failure of its
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economic plan and brought out a new economic policy that set the three-year
period beginning in 1994 as an economic buffer period. This “new economic
policy” was practical and aimed at (a) emphasizing the self-sufficiency of each
district, (b) focusing on agriculture and light industry to reduce common people’s
dissatisfaction, and (c) earning foreign currency by increasing trade with capi-
talist blocs. The aim of this policy was to overcome the supply difficulties re-
sulting from centralized planning. A slogan, “The Three First Priorities:
Agriculture, Light Industry, and Trade” was created. The policy was aimed at
strengthening light industry and agriculture, which had been weakened as a re-
sult of policies that almost exclusively pushed heavy industry, through an eco-
nomic policy focusing on foreign exchange and trade. (See Table 15-2 for his-
torical foreign policies.)

Table 15-2. Major Foreign Policies before the New Economic Policy

First Joint Venture Specia Economic Zone New Trade Policy New Economic Policy

Law in 1984 Establishment in 1991 in 1992 in 1993
- Beginning to attract - Positively driving - Adjusting import and - Agriculture first policy
foreign enterprises foreign capital export management
investment investment system
- Promoting foreign - Combining production
currency imports and trade

- Promoting cross-border
trade and intermediary
trade

- Promoting joint ventures

- Light industry first policy|

- Trade first policy

(2) Agricultural Sector. China dismantled the collective “people’s commune”
and created family farms as a part of its reform and liberalization policy, and it
succeeded in rapidly increasing agricultural production. However, North Korea
maintained its agricultural policy of converting collective farms into state-owned
farms in its transition of “cooperative property” into “property of the whole
people” as a part of its socialist development until 1995. In 1995, a great flood
that collapsed dams and washed away farms devastated the agriculture sector.
In 1996, North Korea suspended the nationalization of farms and implemented a
policy to divide production units more practically. The number of members com-
posing a “sub-work team,” a collective’s basic organizational unit, was cut from
20 people to 7-10 people. The farmers were allowed to use any excess products.
Although this adjustment measure didn’t go as far as creating private farms, the
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farmers’ market was revitalized as farmers gained some rights to the disposal of
agricultural products.

(2) Light Industry Sector. Despite the establishment of a policy putting first
priority on light industry, the overall economic policy was still focused on en-
ergy and heavy industries such as coal, electricity, railroad transportation, and
metal. From the beginning, light industry was regulated as a local industry. It
could not become an export industry because it did not receive enough national
investment and produced only consumer goods with local resources, resulting in
very low quality. To solve this problem, the North Korean government imple-
mented a policy to increase exports by encouraging “processing on commis-
sion” deals in the light industry sector, with the textile industry as a representa-
tive case. However, national investment in light industry for domestic consump-
tion continued to be negligible.

(3) Trades and Inducement of Foreign Capital. The new economic policy
attached greater importance to trade and the attraction of investment from capi-
talist nations. It distinguished national and local trade and allowed each local
district to conduct its own trade, while trade management organizations in the
central government were merged or closed down. Each production unit was also
allowed to establish a trading firm to engage in trading. With the Agreed Frame-
work in October 1994, North Korea and the United States were able to tenta-
tively resolve the nuclear crisis. North Korea was able to attract foreign capital
into the Rajin-Sonbong Free Economic Trade Zone in 1995.

In September 1995, North Korea held the first forum to attract foreign capital
in Beijing; in September 1996, the first international investment forum was held
in North Korea at the Rajin-Sonbong zone.® In June 1997, North Korea carried
out innovative economic operations in the Rajin-Sonbong zone. Those mea-
sures were (a) to entrust regional organizations with authority over investment
matters, (b) to introduce the market pricing system (abolition of a ration system,
rise in prices), (c) to unify the exchange rate and introduce the floating exchange
rate (exchange rate fluctuates at about 200 won against the dollar), (d) to open
an independent enterprise and free market (Wonjongri border market), and (e) to
educate people in the market economic system (reorganization of the Rajin
College). Such measures carried out in the Rajin-Sonbong zone could be seen as

6 At the international investment forum about the Rajin-Sonbong Free Economic Trade Zone, four
contracts totaling $265 million, including one with the Emperor group of Hong Kong to invest in a
casino hotel ($180 million), and twelve agreementstotaling $563 million were entered.
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experiments for the economic management improvement measures of 2002. North
Korea also made efforts to increase economic exchange with capitalist nations
by, for example, exploring the establishment of a “bonded processing zone” in
Nampo and Wonsan next to the Rajin-Sonbong zone (East Asia Trade Research
Board 1997).

Despite the new economic policy initiatives, North Korea was suffering from
extreme economic stagnation. There was a vicious circle in the economy: the
shortage of foreign currency led to the shortage of energy and raw materials,
which led to the decrease in industrial production, which led to the decrease in
exports, which led to the shortage of foreign currency once again. The economic
crisis was exacerbated by natural disasters like a great flood and drought. The
centrally controlled economic policies became impotent.

In the period between Kim Il-sung’s death in 1994 and 1997, Kim Jong-il
concentrated mostly on managing the military. North Korea calls it the begin-
ning of a “Military-First Politics” (Rodong Shinmun, 3 October 2000). During
that period, the administrative affairs department was in charge of accomplish-
ing the new economic policy for the Korean Workers’ Party. And the party placed
the highest priority on preserving the national structure with the military.”

b. The Revolutionary Economic Policy of the Workers Party (from 1998 to
2000)

The Kim Jong-il era officially began with his appointment as the General
Secretary on October 1997. During this period, North Korea became increas-
ingly wary of foreign capital because of the East Asian currency crisis. The
domestic economy was suffering from a severe food crisis and the stagnation of
industrial production. It coped with the internal and external crises by returning
to the policy focused on heavy industry while reviewing the new economic policy
such as the trade policy (the joint discourse of the Rodong Sinmun and Keunroja
[workers], 17 September 1998). To do so, the North Korean government changed
its propaganda slogan from the “Arduous March” to ““Kangsong Taeguk Gunsul”
(building a powerful nation) and clarified the priority of building a strong economy

7 Chairman Kim Jong-il explained the reasonsfor hisconcentrating on managing the Korean Peopl€e's
Army during aspeech on 3 March 1997: “Y ou should know why | often go to check the military units
and not factories or agriculture when the economic situation of the nationisin difficulty.... Under the
present world situation, if we want to shatter the imperialists' and reactionists’ continued efforts to
isolateand repressusand if we areto persevere and glorify the outcome of revolution, we must strengthen
our armed forces.”
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that was based on military and ideological strength.®2 The direction of this secu-
rity-oriented policy placed more value on investment in the military sector than
on investment in economic revival, and the new economic policy was suspended.

(1) The Implementation of the Revolutionary Economic Policy. In January
1998, Chairman Kim Jong-il began direct management of the economic sector
by conducting on-site guidance of economic production spots in the Jagang
Province. During the intense guidance in 1998, a new phrase, “Kangkye spirit,”
was coined as a model for economic revival. The meaning of the phrase was that
the Inmin (people) should solve economic difficulties for themselves even if the
central government cannot supply them with enough resources. It encouraged
people to get through the period of the Arduous March with self-reliance and to
revive the economy and build a Kangsong Taeguk (a powerful nation). Continu-
ous intensive field guidance existed in economic sectors such as the “Beacon of
Songkang” (field guidance of Kim Jong-il at Songjin Steel Complex in March
1998), the “Potato Revolution” (field guidance of Kim Jong-il at Daehongdan
district state farm in Ryangkang Province in October 1998), the “Land Improve-
ment” (land leveling and re-zoning projects in Kangwon Province in February
1999, a series of land realignment works carried out in North Pyongang Prov-
ince and South Hwanghae Province), and other economic fields such as
pisciculture, livestock industry, and technology.®

North Korea resumed its campaign style of labor mobilization as a means to
drive the recovery of the economy. It revived the Chollima movement that be-
gan just after the Korean War, and the name of the Rajin-Sonbong Free Eco-
nomic Trade Zone was changed to the Rajin-Sonbong Economic Trade Zone in
March 1998.1° Then, the Wonjongri border market was closed. In 1999, through
an amendment of the laws for the Rajin-Sonbong Zone, the central government

8 Theformal opening to the public of the Kangsong Taeguk linewasin an article of Rodong Shinmun
(22 August 1998).

9 The total number of times that Chairman Kim Jong-il provided field guidance in 1988 was fifty-
eight, including forty-six times (79.3 percent) on the military and seven times (12.0 percent) on the
economic sector. In 1999, the total number was fifty-three times, thirty-three military-related (62.3
percent) and el ghteen economy sector (34.9 percent). In 2000, thetotal wasthirty-eight times, twenty-
onemilitary-related sector (55.2 percent), and thirteen economy sector (34.2 percent).

10 Bang Y ong-duk, the chairman of the People’s Committee of Nampo city, wrote an article in
Keunroja, the bulletin of the Korean Workers' Party on 3 August 1998. Inthearticle, he stated that “the
new Chollima movement istherevol utionary marching campaign for thegreat victory of our own style
sociaist works.” Infact, “ Under the present situation of trialsand difficulties, we are requested to show
the spirit of postwar rehabilitation and the combative spirit more positively.” After that, the Second
Chollima movement concept was set down.
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took back its power over investments that had been delegated to the zone author-
ity (Lee Chan-woo 2000). The economic policy from 1998 to 2000 was called
“The revolutionary economic policy of the Party.” Park Song-bong, then first
vice-director of the munitions industry of the party, insisted in an article in the
March 2000 issue of Keunroja that “The revolutionary economic policy of the
party” is “the most accurate guidance for socialist economic construction. It
defined how to properly solve economic problems and solve problems in people’s
daily lives, especially under the present conditions where imperialists are pos-
ing more and more economic sanctions to the DPRK and a socialist market no
longer exists” (Park Song-bong 2000, 45-48). The policy contains several ways
to achieve the national aim of Kangsong Taeguk (a powerful nation): (a) to build
and use effectively the Uri-sik (our own style or Korean-style) economic foun-
dation and structures; (b) not to accept capitalist reform or reorganization (a
market economy causes economic dislocation or disorder, production decline,
and mass unemployment); (c) to maintain the principle of centralized and planned
management and guidance of the economy; (d) to pursue the principles of prop-
erly combining material incentives with a foundation of political and moral
incentives, plus preserving benefits for economic activities; and (e) to seize key
sectors of the economy such as the metal and machinery industry sectors, as
well as to prioritize problems by order of importance.

The crux of this economic policy could be understood as the addition of a
policy for obtaining profit from economic operations to the traditional economic
policy line of North Korea. In the agricultural sector, the policy encouraged
potato production, arable land extension, double-cropping, etc. It also defined
the normalization of electricity production and domestic resources such as coal
as the first task in solving the energy supply problem, which was the key issue
for the normalization of heavy industry. Even in the economic policy of 2002,
North Korea emphasized the practical needs of the independent economy and
maintained the position that “electricity, coal, metals, and railroad transporta-
tion are the main battlegrounds for economic construction, and it is in these
points that we should make an economic breakthrough.”'* This has been the
basic position of North Korea throughout the Kim ll-sung era.

(2) The New Economic Policy through the Amendment of the Constitution.
Kim Jong-il was re-inaugurated as the chairman of the National Defense Com-
mission at the first meeting of the tenth Supreme People’s Assembly in Septem-

1 Thejoint editorial in the Rodong Snmun, Choson Inmingun, and Chongnyon Jonwi, 1 January
2002.
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ber 1998, thus announcing political stabilization to the world. North Korea then
went on to amend its constitution. In the amendment, the Administrative Affairs
Department was renamed the Cabinet and its status was raised to the much
higher level of an independent apparatus, answerable only to the Supreme
People’s Assembly, without any supervision from any other apparatus. In other
words, North Korea established a system whereby the Cabinet could push ahead
with its economic policies and be responsible only to the party and the nation.
All economy-related departments were merged or shut down, and technical ex-
perts replaced most officials in the economic sectors. In 1994, North Korea
implemented a system oriented toward administrative affairs to drive the new
economic policy, and the parliamentary cabinet system became the central com-
mand for the economy.

There were also additions to constitutional articles regarding the economy.
The additions provided for an enlargement of personal property, a self-support-
ing accounting system in economic management, an introduction of the concept
of profit, an increase in trade, and a foreign capital attraction in the SEZ. The
government made clear that the economic policy should be to pursue profits.
There are some similarities and differences between North Korea’s amendments
and China’s amendments in their early period of reform and liberalization (1982),
as shown in Table 15-3.

Table 15-3. Similaritiesand Differ encesbetween North K or ea’ sAmendments (1998)
and China’s Amendments (1982)

o Differences
Similarities North Korea China
- To adhere to the principle of public |- Theright to establish an enterprise| - Permit foreign countries
ownership in aspecia economic zone investment and economic
- To permit private ownership (economic cooperation had cooperation
- To implement a management system| already been allowed in the 1992 |- Approve complementary operations
of accountability Amendment) of market regulationsalong withthe
- To emphasize productivity and - No mention of market economy planned economy
economic efficiency
- To engage in economic cooperation
with foreign countries

China pushed the family farm management system in its domestic economic
sector, placing ahigh priority on agriculture reform even though it was not stipu-
lated in the constitution. However, North Korea did not make a single attempt to
transfer the collectives into family operations. Also, while China actively intro-
duced the market economy system as a complementary concept to a planned
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economy from the beginning of its reform and liberalization, North Korea main-
tained its negative position about the market economy. North Koreaheld onto the
position that a market economy could be carried out exclusively in an SEZ and
provided for establishing an SEZ in the constitution.

The economic policy reflected in the amendments to North Korea’s constitu-
tion is, therefore, a partial open policy that sticks to the basic principle and
rejects a switchover to a market economy, while increasing the economic effi-
ciency by intensifying a self-supporting account system and allowing contacts
with a market economy in certain regions to cope with the economic crisis.
North Korea apparently chose an economic policy different from China’s re-
form and liberalization policy. It introduced some measures for exchanges with
capitalists, such as establishing the limited special economic zone, but excluded
any possibility of the capitalist economy spreading into the country.

However, it is possible that constitutional provisions that seemed to spell a
return to a conservative economic policy in early 1998 did not necessarily ex-
clude external economic cooperation. Nonetheless, North Korea had to conduct
external economic exchanges and cooperation while emphasizing socialism and
self-reliance principles in practice. It was reported that Chairman Kim Jong-il
spoke on this issue in a speech when he gave field guidance to the Ahprokgang
Tire Factory in Manpo city, Jagang Province (22 October 1998), “In order to
deal with the current circumstances, where there are no more socialist markets
and all other countries around us are dealing in capitalist trades, we have to
manage our enterprises based on socialist principles but in trades, we have to
deal with capitalist countries” (Rodong Shinmun, 24 October 1998).

This concept became a very important stepping stone in moving toward im-
proved external relations after 2000.

(3) The Economic Policy in the Enactment of the National Economic Plan
Law. With the adoption of the National Economic Plan Law at the second meet-
ing of the tenth Supreme People’s Assembly in April 1999, new North Korean
economic policies were legislated. The basic principle of this law was to pre-
vent any decentralization and liberalization and to stick to national centralized
planning, thereby insisting on the traditional socialist economic policy line.*
This was the legislation of “The Revolutionary Economic Policy of the Party” in

12 Qur Party would never allow any decentralization and liberalization in the planned management
of the economy, and just like the past we would adhere to national centralized and unified guidance
from now on” (Report of Yang Hyung-sup, vice-chairman of the standing committee at the Second
Session of the Tenth Supreme People’ s Assembly, dated 7 April 1999.
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the late 1990s, to recover from various economic difficulties with socialist
principles. In other words, it attempted to strengthen the planned economy with-
out changing the basic principles of economic policy, while at the same time
expanding the people’s private economic operations because of the practical
economic difficulties. The new policy did not reflect North Korea’s actual eco-
nomic conditions at that time. For example, even though in reality since the late
1990s, the private economic sector had continued to grow around the farmers’
market, and the individual had appeared as an economic action, the National
Economic Plan Law defined only masses such as apparatus, factories, enterprises,
or associations as subjects for economic planning. The enlargement of the pri-
vate economy was the result of economic difficulties and eased people’s dissat-
isfaction with the national structure. However, the North Korean government
perceived that the socialist structure could face a crisis if the private economy
were legalized and, therefore, repeatedly stressed socialist principles in the Na-
tional Economic Plan Law (see Table 15-4).

Table 15-4 The Main Contents of the National Economic Plan L aw

Amendment in 1998 National Economic Plan Law in 1999

The principle of a planned A national economy that isaplanned | The same as the amendment (article 2)
economy economy (article 34)
The unified guidance The combination of unified guidance | The management of the national
of the government of the government, creativity of economy under centralized and unified

subordinate unit, unified control guidance (article 3)

system, and democracy (article 32).
The modernization of the Becoming self-reliance, modernization| The modernization of the operation of
economy of national economy (article 26) the national economy (article 8)
Main stress on the producer The scientific and rational Thefulfillment of amasslinein national

masses in economic activities management of the economy, based | economic operation (article 5)
on the callective power of the
producer masses (article 33)
The establishment of the The redlization of unified and The same as the amendment
economic plan detailed planning and the guarantee | (article 4, article 7)

of fast and balanced economic
development (article 34)

Although the National Economic Plan sticks to a socialist planned economy,
it did not necessarily create a closed economy but permitted exchanges with the
international market economy and even introduced some profit-oriented practi-
cal policies in its domestic economy. Examples include (a) the harmony of speed
and balance in the economic plan, (b) the recognition of local authority’s main



@Epter B Tie Reztures end Rradlens @ tle Resent Eeanerie Rlfcy Crengss | 327

role in local economic planning, (c) the plan that is based on a calculation of
objective conditions and profit principles, (d) the guarantee of export-oriented
production, and (e) the outcomes of the economic plan to be announced in public,
and possibly to other countries. It can be seen that the policy allowed some
independence to local economic planning and attached importance to profit and
external economic relations.

3. The Continuity and Differences between the Julyl Economic
Adjustment Measures and Previous Economic Policy Changes

a. Continuity: to Maintain Socialist Principles with Emphasis on Sillyism
[Commerciaism]

As stated above, North Korean economic policies until the 1990s advanced
steadily from a centrally planned socialist economy with collectivism-oriented
policy to “achieving the best profits while firmly adhering to socialist principles.
"131n other words, it was maintaining the traditional socialist development model.
The arguing points related with “the best profits’ were whether it would central-
ize economic policy decision-making or decentralize it, how to realize profit
from a self-supporting accounting system, and the extent and pace of economic
opening.

As for the first issue, the government leaned toward the direction of decen-
tralized area enlargement under the principle of centralization. It includes de-
centralization of local authority’s decision-making, creativity buildup in state-
owned enterprises’ plan making and accomplishing and so on. The main con-
tents are (1)intensification of the cabinet’s role as economic command, (2)plan-
ning power transfer to each related economic guiding authority, (3)rational sys-
tematization and management improvement of factory and enterprise, and, (4)
differentiation and specialization of production etc.'* In particular the state bud-
get collecting system was transferred to ‘state budget collecting system classi-
fied by sectors’ in which each ministry and administrative department of the
cabinet receive their budget directly. Before it was ‘state budget collecting sys-
tem classified by district’ in which each local people’s committee received the
budget, which was controlled by the National Planning Committee. Therefore
each ministry and administration can run its own money sources and guide en-
terprises directly. It intensified the role of the ministry and administration.

13 Minju Chosun editorial (22 November 2001)
14 Chosun Sinbo (5 August 2000)
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Second, after realizing profit in economic operations it proceeded toward the
direction of emphasizing making profits based on cost price and a self-support-
ing account system. Hong Sung-nam, the then prime minister’s speech at the
fifth meeting of the tenth Supreme People’s Assembly revealed the line very
well: “Our Party and our country took a epochal measure to improve and inten-
sify economic management to meet natural needs of socialism last year.” He
explained ‘a epochal measure’ meant “to increase each local creativity and to
carry out a self-supporting account system properly in enterprise management
through improvement of work system and methods in all the plan, finances, and
labor sectors.”®

Third, the speed and range of the external economic opening of the late 1990s
period is different from that of the early 1990s. In the late 1990s, the wariness
about foreign capital inducement was intensified while trade relations were
enlarged. As we can see in the inactivity of the Rajin-Sonbong Zone and the
reduction of trade, the open-door policy didn’t work well because of the absence
of policy and investment by the North Korean government. While, in 1999 Kim
Ryong-moon, the then vice minister of trade stated “we will enlarge trades with
capitalist blocs and newly establish special economic zones,”% the working level
officials of the cabinet wanted to enlarge and speed up the external economic
opening. But “The revolutionary economic policy of the Party’ was to control its
speed and range.

The above three points has been the basic starting point of economic reform.
July 1 Economic Adjustment Measures of 2002 is an extension line of the gradual
improvement course of previous socialist economic policy since it pursues eco-
nomic benefits while recovering collectivism.

b. Differences. Reexamining Economic Policies

North Korea reexamined their economic policies around 2000. There were
two circumstantial factors. First, the economic reality developed out of control.
To carry out collectivism according to socialist principles was in reality very
difficult. In economic reality, the situation was continuously bad that in many
regions food rations stopped and the rice meant for free distribution was sold for
high prices in farmers’ market (or black market). And those who didn’t receive
food distribution and had no purchasing power starved to death or escaped to
China.

15 Radiopress (2000, 6)
16 Chosun Sinbo (15 March 1999)
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Second, the inter-Korean summit in June 2000 brought about the easing of
tensions on the Korean peninsula. In this atmosphere, North Korea announced
an open-door policy line that “we would establish and develop cooperative rela-
tions with all the friendly countries that respect sovereignty of the DPRK” (by
North Korean foreign ministry, July 15, 2000) and pursued to improve external
relations actively.

The circumstantial causes like uncontrolled economic reality and external
relations improvement caused the North Korean authority to reexamine its eco-
nomic policies. The reexamination was felt in the prohibition against wandering
for food, the return of the producing mass to working fields and improvement in
the will to work, and the enlargement of independent business operations of
local and subordinate units by easing national central control. It was also felt in
the increase of production factors supply needed for economic development by
improving external economic relations on a full scale. This kind of review can
be seen to be different from the previous economic policies in the respect that it
was an overall review to bring out solutions on practical problems of North
Korean economic reality.

B. The Features and Problems of the July 1 Economic
M anagement Reform

1. Price Rationalization and Change to a Uniform Price System:
Introduction of a Floating Price System

a Raise in Price of Consumption Goods and Services. Allow Free Cash
Transactionsin the Market

The standard for every price adjustment was the price of rice in the farmers’
market. Before the adjustment measure, the state purchasing price of rice from
the collectives was 80 chun per 1 kg while the distributing price of rice to urban
consumers was 8 chun per 1 kg. This distribution price changed little over the
fifty-six years since it was set in 1946.” The reason was the late leader Kim II-
sung had instructed that “in deciding price, the country should actively separate
the prices of commodities from their value and set the price of popular consumer

17 Until the mid-1980s the state purchasing price of rice was 60 chun per 1 kg (Socia Science Pub-
lisher 1985. 5).
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goods low.”1®

North Korea carried out a policy to guarantee urban workers’ living condi-
tions through a distribution system whose expenses were entirely borne by the
nation so it could drive socialist industrialization. However, there was no change
in the price level for a long time, and after the 1990s, there was a serious short-
age of grain production and supply. The price of rice also jumped, and rice from
distribution centers ended up at farmers’ markets or black markets. At one point,
the market price of rice was as high as 100 won per 1 kg, so the uniform price
had no meaning in practice. While the national distribution system and con-
sumer goods supply system of state-owned shops almost lost their functions,
informal sectors, such as farmers’ markets and black markets, expanded rapidly.

Therefore, the adjustment to the price of rice in July 2002 was according to
the price at the farmers’ market. The purchasing price from the collective was
set at 40 won per 1 kg, and the supply price in urban areas was set at 44 won. In
urban areas, people could freely buy rice at distribution centers or markets, and
rice was no longer distributed through ration tickets. This measure allowed farmers
to deal with state purchases and gave a practical material incentive to farmers
while simultaneously lightening the government’s financial burden of having to
supply rice. It also freed rice circulation in urban areas.

All other prices for consumer goods and services were adjusted according to
the standard of the raised rice price. The average price raise was 25 times higher
than the previous uniform prices (Chosun Ilbo, 15 October 2002).

In the case of service prices, it was irrelevant to profit from trams, which cost
0.1 won and were operated by the national budget. However, after the price was
changed to 2 won, the tram companies could pay wages, maintain the vehicles,
purchase fuel, and perform other tasks independently (Kim Yong-sul 2002).

This price-raising measure had two reciprocal features. First, it had the effect
of recovering the function of the network of state-owned shops by raising prices
of various consumer goods and services and by returning private economic op-
erations in informal sectors such as the farmers’ market to formal sectors. Second,
it opened doors to a more active use of the farmers’ market by abolishing the
distribution system and allowing commodities and services to be circulated at
raised prices in the markets (state-owned and farmers’ market). (See Table 15-5
for adjustments in prices of major goods.)

The changes from July 2002 to 2003 showed those features very well. In the

8 Kimll-sung, “ About aFew Principlesof Socialist Economy,” speech on 1 March 1969 at ameet-
ing of functionariesin thefield of economic sectorsin Pyongyang, recited in Economy Dictionary, p. 5
(published by Social Science Publisher, 1970).
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early stages, the North Korean authority concentrated its efforts on recovering
the functions of the state-owned shop network by regulating the farmers’ market.
But in Pyongyang, the farmers’ market was expanded to the general consumers’
goods market in 2003. Also it was reported that personal shops were set up at the
general market.

Table 15-5. The Price Adjustment of Major Goods

The Price Adjustment (Won/Times) |Gap with Farmers' Market (Won/Times)
Nationa Standard Price of Before After
Items Units Price before| Priceafter | Raise Rate Farlmers’ Adiusment | Adiusment
i ' . u u
Adjustment | Adjustment | (B/A, times) I i J )
Market (C) | (C/A, times) | (C/B, times)
(A) (B)
Sold at 0.08| Sold at 44
Rice 1kg Purchase at | Purchase at 550 495 618.8 11
0.8 40
Sold at 0.07 | Sold at 24
Corn 1kg Purchase at | Purchase at 343 318 4543 13
0.49 20
Soap 1 piece 0.4 20 50 30 75 15
Soy Oil 1kg 12 180 150 202.6 168.8 11
Coal 1lton 40-50 1600 32-40
Electricity | 1,000kW | 35 2100 60
Bus/Tram )
1time 0.1 2 20
Fee
House Rent | Rent per 0.03% of
. 2 won/m?
month income

Source: The price of farmers markets is from the Ministry of Unification (2002); the price change is
compiled from various news reports such as Choson Shinbo, Yonhap News, etc.

b. Denial of Free Cash Transactions of Production Goods. Maintain Socialist
Principlesin Industrial Production and Establish Exchange Market for Raw
Materiads

Even the prices of production goods such as machinery, raw materials, and
fuel were adjusted, these reform measure wanted to achieve having the state-
owned enterprises support themselves through their own sales income. However,
in the case of production goods transactions, the government controlled the
material supply with the Daean work system, and it established the Socialist
Material Exchange Markets for some limited raw materials (except strategic
materials), through which the transaction could be made through bank settle-
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ment without cash.

The North Korean authorities dominated the supply of material production
goods according to socialist principles and prescribed the transactions for pro-
duction goods among state-owned enterprises. Therefore, production goods could
not be sold and bought freely as commaodities were in a free market. The features
of the economic management improvement measures that related to production
goods are as follows. First, North Korea could not convert the operation of in-
dustrial production into market economic operations. Second, in a “supply short-
age” when the country could not supply all the production goods, North Korea
allowed exchange markets so some items of limited production goods were sup-
plied to enterprises and so some flexibility was given to the production opera-
tions of those enterprises.

c. Enforce Floating Price System

The state-decided price in the price-raising measures was no longer the uni-
form price but a standard price or floating price. This flexibility allowed produc-
ers and consumers to set prices independently, according to internal supply and
demand. Even the standard price of popular consumer goods could be set at a
high level if the supply was low. The government managed the controls on the
fluctuations in prices, and the range of difference in prices was 5-10 percent
(Kim Yong-sul 2002). This flexibility was a very significant change in North
Korea’s price system because it led to a fixed price system in which the govern-
ment decided the price, except for changes in the farmers’ market prices. It
should be pointed out that this shift did not signify that North Korea was allow-
ing a transformation into a free market price system or that the changes were
made under national guidance and management.

Comparing North Korean price system changes with the changes in China’s
policy of the 1980s clearly reveals certain features. In carrying out its price
liberalization policy, China took advantage of a market economy in the 1980s.
In November 1979, China raised the purchasing price of eighteen major agricul-
tural and livestock products such as grains and vegetables by 24.8 percent. At
the same time, China started its reform and liberalization policy. The price of
160 products and then 350 products, in 1982 and 1983, respectively, were trans-
ferred to market prices that had been decided by each enterprise according to
market demand. After 1985, China implemented a dual price system on major
production goods—the national unified distribution price and the market price
co-existed—so it could revitalize the market by increasing the enterprises’ will
to produce. This price liberalization policy of China sought to reform and reduce
the materials management system. The number of materials produced through
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central planning was reduced to 50 types in 1988 from 316 types in 1979. Thus,
the percentage of centrally planned production in total industrial production was
sharply reduced to 16.2 percent in 1988 from 80 percent in 1984 (Maruyama
1991, p. 5).

Also, the number of national unified distribution materials in supply was
reduced to 27 types in 1989 from 256 types in 1979. In the national unified
distribution rate of major materials, that of steel products was reduced to 30.8
percent in 1990 from 77.1 percent in 1979. During that same period, the national
distribution rate of coal was reduced to 42.1 percent from 58.9 percent and that
of cement from 35.7 percent to 10.3 percent. In 1992, the rate of market sales
between producers and users of production goods was higher than 80 percent of
total production goods sales (Finance and Material Economy Institute in Chi-
nese Academy of Social Science 1993, p. 3).

The price reform of China in the 1980s was meant to create various price
systems within one framework, such as a market price and a combination price
between planned and free market. In other words, price reform was made to
include four different kinds of price systems: state price, floating price, negoti-
ated price, and market price.?® Factors such as cost of production, demand, and
supply had the priority in those price decisions, and the function of free price in
the market was intensified. In 1992, China abolished the dual price system and
carried out price liberalization measures that were based on a completely mar-
ket-oriented price system. (For changes in the Chinese market prices, see Table
15-6.)

Table 15-6. The Changesin Market Price Functionsin Each Product Categoriesin

China
(unit: %)
Classification 1978 1987 1991 1993
Consumption Goods 30 383 68.8 93.8
Agriculture By-Products 5.6 53.8 57.8 875
Production Goods 30 457 811

Source: ChinaPrice Y earbook.

North Korea’s price adjustment was similar to China’s reform to the point

19 Floating priceisthe price that each enterprise decides independently between the maximum and
the minimum of the stat€’ s standard price. Negotiated priceissimilar to market priceinthat thepriceis
determined according to supply and demand, but it is different in that some prices are determined by
market institutions and others by the authorities.
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that it factored in elements such as cost of production, demand, and supply.
North Korea was different because it continued to regulate the function of the
market price. In the price system of North Korea, state-fixed prices and floating
prices have priority.

The course of China’s price reform was clearly moving from a planned fixed
price to a floating price (standard price) and ultimately to a market price.
Nonetheless, North Korea’s price reform is still moving from a planned, fixed-
price system to a floating price system.

In conclusion, North Korea’s price adjustment measures are similar to the
early stages of China’s price reform in the readjustment of product price and in
changes to the price management system. However, the reform centers on a
planned price, unlike China’s focus on a market price.

2. Wage Rationalization and Social Security System Adjustment
a. Transforming the Government’ s Financial Burden into Wages

A distinctive aspect of wage raises in the July 1 Reform is that the govern-
mental expenditure allotment was transformed into a wage system. According
to Choson Shinbo, average living expenses for a family in Pyongyang were
about 5,000 won per month, when converted into the real cost of living. Before
the wage raise, wages for both husband and wife were only 200 won, or 4 per-
cent of the average living expenses. The rest was supplemented by the govern-
ment through distribution, and social security (Choson Sinbo, 9 October 2002).
The problem was that governmental expenditure was sometimes paralyzed in
different regions and classes; workers could suffer starvation when they did not
receive proper benefits from the government. The North Korean government
fundamentally changed its socialist distribution and social security system to
overcome such problems. While maintaining a basic social security system with
free medical care, free education, and social security for honored soldiers, the
government expenditure excluded food distribution, rent, and water. Instead,
such costs were reflected in wage increases so that people could pay for their
food and social services expenses from their raised wages.

b. Equalizing Wages and Inspiring the Will to Work

Another feature of the wage raise was the lack of wage equalization. First,
all wages were raised differently—between 15 and 20 times higher—according
to occupation. For industrial workers, the average wage increase was to 2,000
won per month from 110 won per month, 18 times higher. The wage increase for
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heavy workers, scientists, technicians, and educators was relatively high, re-
flecting the North Korean government policy’s priority on the various economic
sectors. For example, the wage of mine workers was raised by twenty times,
from 300 won per month to 6,000 won per month.

Second, the new wage system did not have to be paid in full but was a “stan-
dard wage” that could be paid “according to the amount of work.” In the past, a
worker could receive at least 60 percent of his or her wage even if the worker did
not participate in the production operations. This equalized wage system gave
rise to the notion that one could receive wages without working. However, after
the wage increase, if a factory did not operate and if there was no sales profit, no
wages were paid; if people did extra work and made more profit, they received
more wages.?! In other words, by increasing material incentives, the policies
were changed toward doing away with equalization of distribution and intensi-
fying the will to produce.

To interweave the wage system with the enterprise incomes, the Bun Suip
(achieved income) index was introduced to substitute for the “production index”
in enterprise operation. Bun Suip is “composed of the remaining cost after de-
duction of production cost, excluding wages, from the total income earned by
selling the products of an enterprise.” (Lee Young-keun 2003, 38.) In other words,
it is the amount left from total income after deducting raw materials cost, fuel
and energy cost, depreciation cost, and administrative cost. The remainder in-
cludes workers’ wages, tax on profit, and enterprise profits. To put it another
way, Bun Suip is the sum of profits excluding the prime cost, or cost of produc-
tion and sale, from an enterprise’s total income and wages. It is a new concept
that recognizes wages as revenue and not as cost.

In a collective farm, where the property system is not state-owned but collec-
tively owned, “the collective net income” includes the labor cost of farmers, and
the members of the collective are paid with the net income. The Bun Suip con-
cept can be seen as being similar to an income accounting system applied to a
collective farm. The Bun Suip system, apparently, “directly regulates the inter-
ests of labor because the laborer’s share and political evaluation are provided

2 Mr. and Mrs. Jimura, North K orean abduction victimswho returned to Japan, reported, “It was so
difficult during thefood crisisbetween 1997 and 1998. Now the distribution systemisopen, and money
can buy anything. At the present, the government paid 4,200 won of living expenses per monthto us.”
(Asahi Snmun, 17 October 2002).

2 According to Choson Shinbo, the basic wage of 2.8 Chikdong Chongnyun mine workerswas 370
won amonth, and with excess achievement, the average wage was 1,300 won in the late 1990s, during
the “Arduous March” period when the price of rice was 130 won per 1 kilogram. At present, they
receive 30,000 won a month on average and a maximum of 60,000 won for excess work (Choson
Shinbo, 11 October 2002).



336 | Part V. The Recent Economic Policy Changes

according to the Bun Suip” (Lee Young-keun 2003, 39). From this explanation,
we can understand that in a system that interlocks wages and sales income, a
worker’s wage is evaluated according to the sales income. Also it was claimed
that “those who worked more could receive more share of material benefits and
were due better political evaluation” by factoring the results of a worker’s labor
into the political evaluation (Lee Ki-ban 2003, 20). Thereby, both political
advancement, such as party membership and promotions, and material rewards
were given as incentives to increase the worker’s will to work.

Comparing North Korea’s adjustments of its wage system with China’s wage
reform in the 1980s, we can see North Korea’s policy line clearly moving away
from equalization.

China carried out wage reform in the early stages of its economic reform,
with the following changes (Kuribayashi 1998, 144-45). First, the Chinese gov-
ernment introduced a wage apportionment system whereby the government con-
trolled the total sum of wages but allowed significant independence in appor-
tioning wages to the local authorities and enterprises.

Second, the government introduced market mechanisms to wage management.
In 1985, it introduced a “Wage-Productivity Linking System” (State Depart-
ment of China 1985, 1986) that attached importance to a proportional relation-
ship between the productivity of labor and the sum total of wages. For example,
if the productivity, profit rate, or tax payment rate of enterprises increases by 1
percent, wages should be increased by a ratio of 0.3-0.7 percent so that all due
consideration is given to the country, enterprise, and workers.

Table 15-7. A Ratio Between the Average Wage I ncrease, GNP, and the Labor
Productivity (Increasing Rate of the Annual M ean)

(unit: %)
The Productivity The Average
Year GNP Growth Rate of Labor (A) e (B/A)
1978-1980 51 5.2 6.4 1.23
1981-1985 10.7 6.6 42 0.64
1986-1990 7.9 49 24 0.49
1991-1995 11.8 8.4 5.9 0.70
1978-1995 9.8 6.6 43 0.65

Source: China Labor Satistics Yearbook, 1996; China Statistics Yearbook, 1997.

In the early stage of economic reform, wage increases exceeded the produc-
tivity of labor in China; however, after the 1980s, the increase in productivity
was higher than the rate of wage increase as shown in Table 15-7.

The North Korean Bun Suip wage determination index system is similar to
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the wage-productivity linking policy of China in the 1980s. No statistical data
are yet available to determine whether the North Korean reform resulted in im-
proved productivity, but China’s economy clearly showed a sharp increase in
productivity after introducing the new system.

3. Enterprise Management System Adjustments
a. Strengthening of Operational Independence

As we have already seen, since July 2002, the system of evaluation accord-
ing to Bun Suip was implemented to expand the self-supporting accounting
system. The significance of this change is that whereas in the past, actual pro-
duction records were the basis and sales were secondary, now with the changes,
the actual sales record became more important and, therefore, it became more
important to produce saleable goods, which would reduce the cost of production
and increase profitability (Lee Young-keun 2003, p. 39). The Amendment of
1998 introduced new articles such as “carrying out a self-supporting account
system (Article 33)” and “considering economic levers like the cost of production,
price, and profitability in economic management (Article 33).” Those measures
were realized in the July 1 Reform.

Also, whereas in the past, the government’s production goods were supplied
to the enterprises according to a unified system directed by the Materials Supply
Committee of the Cabinet, now the reform made each enterprise independently
responsible for the sale and purchase of materials so that the enterprises could
operate with profit as the highest priority.

b. Maintaining the Daean Work System: No Separation of Ownership and
Management

North Korea’s measure to strengthen the enterprise’s management indepen-
dence was undertaken to intensify self-control of production plans and sales and
to provide wage incentives that are based on sales records and will increase
management efficiency. One criticism might be that this change was nothing
more than transforming the government’s central planning into state guidance
within the frame of state-owned enterprise. Separating the right of management
from the right of ownership in socialist business management—where the means
of production are state-owned—depends on whether a manager is truly respon-
sible for the management or whether a collective guidance according to the
factory party committee’s guidance is responsible for management.

Comparing the independence of enterprise management in North Korea with
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that in China, we can find the following characteristics of the North Korean
policy. In China’s enterprise reform before 1984, the early stages of economic
reform aimed to increase management efficiency by decentralizing manage-
ment rights. In other words, it was a material incentive-oriented policy that in-
creased workers’ income while allowing enterprises to achieve more profit. It
was called an “industrial economic liability system,” and the profit that remained
after paying the money due to the government was distributed independently
within the enterprise. As of late August 1981, more than 65 percent of all state-
owned enterprises in the whole country carried out the industrial economic li-
ability system.

Enterprise reform in China was carried out full scale in the mid-1980s. The
main points of the reform were the acceleration of decentralization, tax reform,
and the factory manager liability system. First, to increase the development of
state-owned enterprises, which were showing slower advances than non-state-
owned enterprises, China reduced centralized planning and increased indepen-
dent management. Independent management included the right to determine
prices, the right to sell products, the right to purchase production materials, the
right to apply funds, the right to wage and bonus payment, the right to coopera-
tive management with other enterprises, and the right to technical renovation.

The methods of exchanging materials among productive enterprises in China
were especially varied. First, instead of a distribution system, various meth-
ods—including open sales of a designated amount of supply, supply according
to demand and production, and contractual demand to the distributor—were
applied and in Sichuan, Shanghai, a production goods market was established.
By thus allowing consumers to choose goods freely, the fluidity of production
goods was promoted. The enterprise management adjustments of North Korea
went in this direction but still are not at the level of decentralization of China.

Second, China reformed profit payments due to the government by a state-
owned enterprise (payment became a profit tax) and carried out full-scale mar-
ket-oriented reforms.

Third, a “property contract management liability system” that separated own-
ership and management of state-owned enterprise was carried out. By the sec-
ond quarter of 1987, 90 percent of all state-owned enterprises in China had
accomplished this measure. The *“factory manager liability system” assisted the
contract management system. It reformed the previous policy, in which the Fac-
tory Party Committee was the center of management, into a system in which a
factory manager took full responsibility. Thereby, politics and enterprise man-
agement were separated.

Compared with China’s reforms, the North Korean adjustment measures were
mostly similar to the stage of China’s enterprise reform before 1984. However,
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the decentralization measures were similar to China’s reform measures after
1984 in some points. A combination of tax reform and the factory manager li-
ability system has yet to be introduced in North Korea. Also, the socialist mate-
rial exchange market of North Korea is similar to the production goods market
of China, although in North Korea there has yet to be a full-scale application of
market principles that will allow consumers to choose goods freely and whereby
the price is determined by the market and the cash transactions are made freely
in the market. (See Table 15-8 for a comparison of reforms in China and North
Korea.)

In this regard, strengthening the independence of enterprise management in
North Korea did not proceed to the stage of market-oriented and independent
management. While the independence of enterprises was strengthened, owner-
ship and management were not separated.

Table15-8. Comparison of China’ sReform and Opening M easuresand North Korean
Economic Management Adjustment M easures

Classification China North Korea
General Economy - Adopting reform and opening policy - “Utilitarian Socialism” policy
line (December 1978) line (2000)
- Starting economic reform in urban
areas (October 1984)
- Legalizing private economy
(March 1988)

- Adopting a socialist market economy
policy line (October 1992)

Microeconomic | Agricultural | - Introducing farm family contract - Maintaining the collective farm

Sectors Sector production system (1978)

- Deciding to dismantle the people’s
commune (April 1982)

- Introducing the contract purchasing
system (1985)

- Abolishing the agricultural products
distribution system(March 1993)

State-Owned| - Introducing a profit-holding system - Intensifying a self-supporting ac
Enterprise (1979) count system (depreciation cost
Sector - Introducing the profit tax (June 1983) reservation)
- Introducing factory manager liability | - Enlarging independence of
system (June 1984) enterprise

- Carrying out contract management
liability system (1987)
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Table 15-8. (Continued)

Classification China North Korea

- Enacting corporation management
provisions (July 1992)

- Approving the introduction of state-
owned enterprise’s stocks system
(November 1997)

Macroeconomic| Price - Raising the purchasing price of - Raising the purchasing price of
Sectors Reform agricultural products (1978) agricultural products
- Introducing a mixed-price system - Raising prices and wages
(1979)
- Introducing the dual-price system
(1985)

- LiberaizXing grain prices (1992)
Financial Introducing the contract finance system | - Carrying out state budget collecting
Reform (February 1980) system classified by sectors

- Introducing divided tax (January 1994)

Banking Separating commercia bank functions

Reform from central bank (October 1983)

- Joining IMF (March 1980), and IBRD
(May 1980)

- Beginning to issue corporate bonds
(1984)

- Opening call markets among banks
and commercia paper discount market
(January 1985)

- Opening Shanghai stock exchange
(December 1990)

External Trade Introducing the export tariffs - Unifying production and trade

Economic Management|  (December 1980)

Sectors Carrying out the contract externa trade
management system (February 1988)

- Abolishing the export subsidy system
(January 1991)

Foreign - Introducing convertible notes - Abolishing convertible notes

Currency (March 1980)

Management| - Introducing the inner exchange rate
(January 1981)

- Abolishing the inner exchange rate
(January 1985)
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Table 15-8. (Continued)

Classification China North Korea

- Establishing the foreign currency
coordination center (November 1985)

- Introducing the managed floating
exchange rate (April 1991)

- Introducing the unified floating

exchange rate (January 1994)
- Abolishing convertible notes
(January 1994)
External - Establishing a special economic zone | - Establishing the Rajin-Sonbong Free
Opening (August 1980, October 1980) Economic Trade Zone
- Opening 14 citiesin coastal area (December 1991)
(May 1984) - Establishing the Sinuiju Specia
- Establishing the open economic zone Adminigtrative Region
in coastal areas (February 1985) (September 2002)
- Opening the coastal areain the Bohai
rim region (March 1988)

- Announcing the Shanghai Pudong
region development (April 1990)

Source: Compiled from various media reports.

C. The Positive Aspects and Problems of North Korea's
Recent Economic Poalicies

As previously discussed, the July 1 Economic Reform has various features
such as decentralization of the planned economy, normalization of price functions,
maintenance of purchasing power through wage rationalization, and enlarge-
ment of enterprise management independence. Those features signify that North
Korea’s recent economic policy is moving toward adopting a market economy’s
efficiency while maintaining the guiding principles of a planned economy. In
other words, North Korea is not embracing a market-oriented economic reform
policy at present but is at the stage of reforming a planned economy into a
guided economy. Even the reform of the rationed distribution economy into a
currency economy is being carried out within a *“guided” economy. The recent
economic management adjustment measures of North Korea are similar to the
early 1980s reform measures of China. But in its combined collective and enter-
prise management system, North Korea maintains that its Uri sik (our own style)
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of collective management system is different from that of China.

Regarding agricultural management reform, there is little information to use
for a specific analysis but clearly there is no movement to dismantle the collective.
There have been some news reports that a land rent system has been newly
introduced in collective farms in certain areas. However, it has not been con-
firmed whether there have been changes in the land ownership system.

No clear evidence exists that the North Korean economic reality has im-
proved during 2003. Even after the rationalization of prices and wages, a chronic
supply shortage persists. After the July 1 reform, prices continued to increase,
with the price of rice hitting 60 won per kg and rising again to 140 won—from
44 won (Kim Kyung-il 2003, p. 8). One newspaper even reported that in some
areas, prices are jumping even higher (Joongang llbo, 5 December 2002). The
dollar exchange rate was set at about 150 won to the U.S. dollar, but the actual
market exchange rate was 350 won in October 2002, and 600 won in January
2003. And since June 2003, the won has devalued to about 800-900 won to the
U.S. dollar (Kim Kyung-il 2003, p. 8). This devaluation is seen as a result of the
mass circulation of currency according to the rationalization of prices and wages.
As the prices in farmers’ markets increased, more goods and commodities made
their way into the farmers’ market.

In March 2003, the farmers’ market was transformed into a general con-
sumption goods market where not only agricultural products but also industrial
consumption goods could be traded. This change was the result of policy changes
that actively approved market functions because the economic reality had moved
away from the policy aimed at normalizing state-owned shop networks—de-
spite the July 1 Reform. This measure was very significant in that it was the first
systemized measure to approve market functions. However, the “market” meant
only the consumer goods market. It did not include any measures to transform
the production goods market or the “socialist material exchange market” into a
free market. However, North Korea certainly is moving toward the co-existence
of a planned and a free market. The pace of transformation depends largely on
political stability and external relations stability. The systemization and revital-
ization of market functions will lead to the gradual replacement of the state-
owned shop network by the general market and to the co-existence of the planned
and free market systems.

1. Positive Aspects
- North Korea has been continuously pushing for economic improvement

measures, even during its nuclear crisis of October 2002. A series of measures
such as transforming the farmers’ market into a general market, and absorbing
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money supplies by issuing public loans and preparing finances shows that North
Korea has already taken on a more pragmatic attitude toward its economic
policies.

- As a wage system was introduced that distinguished the quality and the
quantity of labor, workers gained a more competitive mindset.

- Enterprises began to focus on producing sellable products as the self-sup-
porting accounting system was intensified and as independent management was
strengthened, through the decentralization of economic management.

- Those changes brought about the general situation that people (farmers and
workers) should work very hard.

2. Remaining Problems

- Although the radical rise in prices and the strengthening of the currency
took place, the production conditions of enterprises are still in difficult straits
because fundamental problems such as shortages of materials and energy have
not been solved. Factory operation rates are still very low because of the supply
shortage, and workers are not receiving payments because their wages depend
on sales income and not on output.

- Prices in farmers’ markets in some regions rose dramatically as a result of a
failure in the coordination of supply and demand.

- Without any long-term economic plans, the independence of enterprises
could lead to negative effects such as unplanned production, abuse of resources,
and overdependence on the business capacity of managers.

- In enterprise management, there is still no separation between the party and
the enterprise.

Overall, we can see that North Korea is finally beginning to consider that a
socialist planned economy and free market functions can work together, and it is
carrying out policies based on such an understanding.

D. Conclusion

Even in capitalist economic theories, the free market theory and the govern-
ment intervention theory are traditionally at odds. Most people think that an
appropriate balance of coordination by the government—centered on the inde-
pendent growth of the market—is necessary. North Korea is already in the stages
of transforming its economic policy from a state-planned economy into a state-
coordinated economy. The next step would be to introduce socialist market eco-
nomic policies. To do so, additional reforms related to banking, finances, taxation,
trade, and foreign currency must be introduced and implemented.
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However, it seems that North Korea is insisting on a Uri sik reform and on
transforming into a guided economy that is similar to China’s reform and liber-
alization policy in some ways but very different in others. The concepts behind
the present measures for economic management improvement by North Korea
are similar to the early stages of China’s economic reform measures. North
Korea assumes that “a guided economy can be the main economic policy, supple-
mented by market coordination functions” (The Central Committee of Chinese
Communist Party, 1984). However, a full introduction of market mechanisms—
where “the government regulates the market and the market leads the enterprises,
” such as China has carried out since 1987—has yet to appear in North Korea.
The government is instead allowing market mechanisms only in SEZs such as
the Sinuiju Special Administrative Region. It remains to be seen how North
Korea will work out its combination of Uri sik utilitarian socialism and a mar-
ket-oriented economic system.
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Chapter 16

Prospects and Future Tasks of the July 1
Economic Reform

A. Several Thingsto Consider

Before predicting the direction of the North Korean economic reform and
presenting any pertinent tasks of the country, we must ponder whether immedi-
ate reform measures to recover from the current economic suffering should be
divergent or convergent with general long-term reform measures when develop-
ing an economic system.

If any of these two options should be carried out first exclusively or if the
contents of both measures are significantly different from each other, we must
then examine the methods and the possibility of success of the current economic
recovery measures before we predict the direction for economic reform. Of course,
the North Korean leadership will set economic recovery as its priority to ease
the present economic austerity but will try to maintain a socialist planned
economy.

However, given the situation that North Korea currently faces, combined
with its recent economic measures, new reforms cannot be successful without
adopting some market economic factors—regardless of the leaders’ intention of
maintaining a socialist planned economy. In short, North Korean leaders will
make efforts to implement measures for an immediate economic recovery while
they stick to a planned economy and exclude the market economic factors. But,
in reality, they will soon realize that their nation is ultimately heading for a
market economy—a direction they will not expect.

Even so, North Korea will not adopt a radical model of the market economy
that will deconstruct its existing socialist frame of economic management. Be-
cause it is highly unlikely that the currently solid political system led by Kim
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Jong-il will collapse from below, any economic reform will be engineered in a
top-down manner by the existing political elites. In other words, the measures
for economic recovery will gradually, not drastically, introduce market eco-
nomic factors and those inroads will bring about fundamental change.*

Therefore, to forecast the course of North Korean economic reform, we must
keep several things in mind. First, although the short-term purpose of the July 1
Economic Reform is to normalize and revive the nation’s economy, it can lead—
in the long term—to a fundamental change of the existing socialist economic
system.?

Second, measures to improve the North Korean economy should not be treated
as one package but should be analyzed after proper categorization. Dividing the
economic measures into several categories will facilitate accurate analysis. The
measures should be divided according to an economic strategy, an economic
management system of the economic policy, and a fundamental set of socialist
economic principles.®

Last but not least, North Korea needs a favorable international environment
to improve its economy. Although North Korea can take measures to improve
the economy on its own and can consent to the possibility of fundamental eco-
nomic reform, it cannot be successful without satisfying the necessary condition
of support from abroad.*

Therefore, to efficiently improve the North Korean economy, Pyongyang
must have the will to change its economic system and, accordingly, to create
concrete political measures. It is essential for the government to carry out such
measures, and good foreign relations are equally important. To actualize the

1 For example, various programsfor economic reform since the 1990s, such asthe July 1 Economic
Reform and the special economic zones (SEZs) in Sinuiju, Mt. Kumgang, and Kaesong werelaunched
to gain the benefits of economic recovery and economic devel opment with an empty slogan of keeping
the frame of socialism.

2 For argumentsregarding North Korean model sfor economic transition in the comparative socialist
view, refer to Kim Seong-cheol et al., (2001).

3 The following are major issues that will be covered in the different categories involving North
Korean economicimprovement. First, asfor economic policy, issuesregarding accumul ation measures
and directions of foreign economic policy and munitions industry will be included. Second, for the
economic management system, issues will include improvement and supplementation of a planned
economy, adjustment of the economic system under the palitical ideol ogy, and enhancement of economic
ingtitutions. Finaly, the socialist economic principle, the expansion of the market pricing system or
ownership modification, the price-setting function, and other issues such as finance and the exchange
rate will be included. This chapter cannot cover all those issues, but it isimportant to keep them in
mind.

41n fact, one of the main reasons for the failure of the Rajin—Sonbong SEZ liesin North Korea's
problematic foreign relations, which worsened when the nation’ s nuclear weapons program came to
lightin 1992.
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various methods of economic reform, the government must simultaneously con-
sider relevant prerequisites within the North Korean system, as well as interna-
tional relations including those with South Korea, that can sustain the reform.

B. Meaning of the July 1 Economic Reform and the Key to
Success

1. First Step Toward a Market Economy

The July 1 Economic Reform aims at (a) recognizing farmers’ market prices,
(b) decentralizing the planned economic system, (c) expanding markets, (d) nur-
turing entrepreneurship to improve corporate profitability, and (e) encouraging
the financial independence of households. The measures reflect the North Ko-
rean government’s intent to distribute resources effectively, which is a strong
point of the market economy, while it continues to exert its price-setting func-
tion so it will not give an impression of moving toward a market economy.®
North Korea strongly insists that it will continue to stick to the system in which
the government alone decides the prices and supplies state-run shops with goods.
By doing so, the government attempts to redress some side effects of the planned
economy while preserving its socialist framework. Of course, it will take time
for North Koreans to get accustomed to the measure because this is a new at-
tempt by the government. They have experienced the private economy in the
form of a black market, but they have never experienced price normalization.
Unlike North Korea, China was able to easily adjust to economic reform be-
cause the nation had experienced a market economy before communism.

Price normalization is a prerequisite of a market operation. Thus, this pricing
reform can be considered as an attempt to take a step closer to the market
economy. A drastic rise in wages is an inevitable move to secure the cost of
living and the buying power of the people. That rise is believed to be a basic
condition that will shift the nation’s economic system into a monetary economy.
& However, it is important to note that economic recovery measures cannot be
successful without allowing market economic factors, regardless of the
government’s intention. Therefore, whether this measure is considered as a first
step or as a preparation toward a market economy, the measure could lead to
unintended consequences. Indeed, the measure itself is strongly friendly to a

5 The North Korean Economy Research Team of Bank of Korea (2002).
6 The Northeastern Asia Team of Federation of Korean Industries (2002).
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market economy. Because of this characteristic, the measure has an irreversible
effect.

Measures for economic reform to revive the North Korean economy should
go along with the economic open-door policy. If the government is to success-
fully carry out the July 1 Reform while maintaining the security of the Pyongyang
regime, it is crucial to promote an economic recovery that also mobilizes for-
eign resources. In other words, North Korea should consolidate the grounds for
its economic system through a series of reform measures and should actively
push ahead with a policy to open the nation’s doors. The limited effects of pre-
vious open-door policies such as Hapyoungbup (joint venture law) in the 1980s
and the establishment of the Rajin-Sonbong special economic zone (SEZ), which
was compared to putting up a mosquito net in an isolated region, show that these
efforts were not fruitful. On the contrary, the Sinuiju SEZ, the Mt. Kumgang
special tourist zone, and the Kaesong SEZ, which were designated on the heels
of the July 1 reforms, can be likened to a “laboratory” opening, if we depart
from the mosquito net opening in the past. The Rajin—Sonbong SEZ, in particular,
played a limited role in eliminating the negative effects of a planned economy.
But the North Korean government gave the Sinuiju SEZ both a laboratory and
much room for discretion and intends to evaluate the SEZ’s success according to
its results. Although there may be some differences in the case of the Mt. Kumgang
special tourist zone and the Kaesong SEZ, the government’s intention is identical.
It is important to notice that the four special zones, including the Rajin-Sonbong
SEZ, are all on the outer edges of North Korean territory. Because of their location,
the special zones may have little short-term influence on the center of North
Korea. Nonetheless, as time goes by, each zone can expand to the point where it
can exercise a huge influencing power, which could surround the whole nation.
This development is also irreversible.

2. Keysto Successin the Future

Although North Korea admitted to the accumulated failures of its planned
economy and the limitations of its existing reform measures when it enacted the
July 1 Economic Reform and opened the nation, the measures still have limita-
tions and problems. Therefore, numerous obstacles must be overcome before
the measures can successfully take effect and lead to economic reform in a real
sense.

a. Overcoming the Limitations of the Provisional Reform

Because the July 1 Economic Reform is provisional in its nature, the perti-
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nent limitation should be defeated. The success of the reform lies in keeping a
balance of demand and supply. However, that balance is hard to achieve with
the existing North Korean infrastructure. To produce significant economic
accomplishments, the government should do more than launch and preach a
system reform. If the government is to enhance supply capacity, it is essential to
improve the price elasticity of supply by putting in more production factors such
as capital, labor, and skill. Despite the July 1 Reform, North Korea’s facility
operation rate is likely to remain flat. Thanks to the measures, some local indus-
tries and consumption goods industries might improve productivity. But overall
deficiency in raw material and energy, plus the limits on the investment policy,
will make it difficult to improve the facility operation rate.” The low rate of
facility operation will disrupt the labor division system; people should expect
quite a long time before the intermediate market for products such as parts can
be activated.®

If North Korea cannot escape from poverty because of its internal structural
problems and because its economic growth does not function any more, social
disruption and price instability caused by a supply shortage are expected to take
place. North Korea cannot easily borrow money from international financial
agencies because of its negative credit rating and current nuclear impasse.
Therefore, there is a risk of social disruptions such as high inflation, market
cornering, expansion of an underground economy, corruption, and so on. Distri-
bution according to one’s profitability and a new pricing system will create an
income gap among factory workers according to different productivity levels, as
well as a gap between factory workers and farmers according to changing rela-
tive prices.® These gaps will lead to an eventual destruction of uniformity, a
long-lasting tradition of a socialist country, and to the ideological grounds of
equality. In this regard, North Korea will need a new principle for social integra-
tion to redress social cleavage, as the new problem of an income gap begins to
loom large.

Although the government has intended to balance demand and supply, a short
supply in the real economy has triggered imbalance. The problem will not be

7 A former procurement section manager at an associated company, who defected from North Korea
intheearly 2003, said that from August to October 2002, the North K orean government rai sed wages
to workersin the form of loansto companies. However, after November, those companies had to pay
back the money and make the payroll to their employees on their own, which they were unable to do
because production was not fully normalized.

8Kim Y eon-cheol (2002).

®The North K orean peopl€' saverage monthly wages are 2,000—3,000 won, but there are somefarms
in AnAk gun, South Hwanghae Province, where a family is paid more than 300,000 won per year
(Choson Shinbo, 22 April 2003).
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rectified in the near future despite the government’s price adjustment initiative.
In addition, the gap between the price set by the government and that set by the
black market will not disappear. The black market price, which has been stabi-
lized for a couple of years, is likely to increase, which will press the government
to continually readjust its price. As the income gap widens, inflation can stir up
public fear. According to an official announcement, after North Korea embarked
on this measure, the price of rice went up to 95 won per 1 kg from 50-60 won
per 1 kg, and the rice price in the market in Sinuiju of North Pyongan Province
almost tripled, to 155 won.°

Because underdeveloped nations such as North Korea need foreign capital
for economic development, the North has to streamline its system to attract
investors. Although it is still being adjusted by the North Korean trade deputy
minister, Kim Yong-sul, and has not yet been announced officially, a new devel-
opment of joint business expansion initiatives is taking place in North Korea.
Foreign companies can hold more than 50 percent of the total shares of a company.
For example, in a recent joint business project, a Singaporean company held
70-80 percent of the shares of a North Korean company.** Despite such initiatives,
however, North Korea has to make or adjust laws to openly attract foreign capital.

b. Encouraging People to Change Their Mindset toward a Market Economy

The July 1 Economic Reform may have prompted the North Korean people
to have a more materialistic mindset. However, because North Koreans have
long been under the effects of an ideological stimulation by the government,
such as the collective-oriented principle, they will have difficulty in escaping
from their inertia. When answering the question of whether the July 1 Reform
have brought about any ideological changes, the miners who are the biggest
beneficiaries answered that they are determined to work harder for the nation
and the social group they belong to.2? The July 1 Reform has changed the life of
North Koreans so that they can now receive wages adjusted to an appropriate
level, with which they must make their own financial plans according to the new
price system. This wage change will cause a big change in the public’s mindset
toward the economy. With the new pricing system and more of a market mecha-
nism in effect, hard budget constraints in the household level will prompt North
Koreans to be economically reasonable through their efforts to value private

10 Chosun Iblo (6 September 2002).
1 Theinformation is drawn from the Joong Ang Daily (4 September 2002).
12 Choson Shinbo (11 October 2002).
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interests and to acquire more profits.®* North Koreans will have difficulties in
the process, because they have never experienced a market economy before.
Kim Nam-ung, a chief staff member at the Sunchon Vinalon Associated factory
company, says, “Honestly speaking, we (workers) did not know the word “profit.’
We did not think about anything other than that we had to work.”** Therefore,
the government should create a program to promote the market economy mindset.

c. Establishing a Favorable International Environment

To successfully effectuate the July 1 Reform, North Korea absolutely needs
foreign capital. Thus, the nation must have favorable foreign relations. As long
as hostility between North Korea and South Korea continues, North Korea will
maintain its policy of nurturing heavy industry, especially the defense industry,
which will make it difficult to increase production of consumption goods and
export-oriented products.

Kim Il-sung once said that North Korea spent about 30 percent of its gross
national product (GNP) on national defense, which is why the nation did not
have much room for economic development.®®* From this remark, North Korea
should learn that it must improve relations with South Korea to successfully
execute the July 1 Reform and to attract foreign capital. In short, North Korea
should improve its relations with South Korea (at least to get food aid) and—
depending on the circumstances—it should improve and normalize its relations
with the United States and Japan. To have the United States lift its economic
sanctions against the poverty-stricken nation, North Korea should solve its nuclear
issue first. After that, North Korea should secure the United States as a huge
market for export and then obtain a membership in an international financial
organization such as the International Bank for Reconstruction and Develop-
ment (IBRD), the Asian Development Bank (ADB), or the International Mon-
etary Fund (IMF). Also, North Korea should improve its relations with Japan so
it can receive compensation for Japan’s colonial rule on the Korean peninsula.

C. Policy Tasksfor Economic Reform

In a socialist system, economic reform means a shift from the centralized

13 Park Sun-seong (2002, 40).

14 Choson Shinbo (15 November 2002).

15 Lecture on 12 July 2003 by professor Song Doo-yool for the graduate students in the Graduate
School of North Korean Studiesat Berlin.
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planned economy model to a decentralized market economy model. A central-
ized planned economy is characterized by (a) the central government as the
decision maker, (b) hierarchical planning and a duty to carry it out, (c) economic
reform and calculation quantified by material indicators, and (d) money taking
on a passive role. To adopt a market economy model, North Korea should (a)
adjust its investment priority, (b) increase the number of economic subjects of
autonomy, (c) change the economic operating system, and (d) participate in the
international market system. To participate in the international market system,
North Korea should open its doors to the outside world by (a) decentralizing the
decision-making system in trade, (b) increasing exports, and (c) attracting for-
eign capital.’®* Hereinafter, as we examine these conceptions, this paper will
present policy tasks for a successful execution of the July 1 Reform and for
economic reform in terms of economic strategy, economic management, and
socialist principles.

1. Economic Strategy

The heavy industry—oriented strategy of North Korea should be modified to
develop its consumption goods and high-tech industries. The government should
adopt a plan for normalizing production and for concentrating on traditional
industries such as agriculture, light industry, and energy. However, for North
Korea to make great strides, it should adopt a plan to develop the high-tech
industry by using science and information. In other words, rather than adopting
a catch-up development strategy for gradual industrial development, North Ko-
rea should try to solve its problems of food, clothing, and housing all at once by
adopting a leap-frog growth strategy to innovate in all industries. It should con-
centrate especially on the information technology (IT) industry.'’

In an editorial in Rodong Shinmun on 16 January 1999 titled “Let’s Pave the
Way to a Strong and Prosperous Nation by Putting More Value on Science,” the
North Korean leaders presented a science-oriented plan as a new strategy for
economic development.t® Later, in a joint editorial in 2000, they argued that
ideology, firearms, and science were the three pillars for a strong and prosper-
ous nation. And after 4 July 2000 when a joint editorial by Geunroja Shinmun
and Rodong Shinmun titled “Armed with Science, Let’s Build a Strong and Pros-
perous Nation” was released, science became an indispensable strategy for eco-

16 Kim Y eon-cheol (2001, 369).
17 The Northeastern Asia Team of the Federation of Korean Industries (2002).
18 Kim Kun-shik (2002).
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nomic development. What is important is that although North Korea acknowl-
edges that its economy is at an underdeveloped level, North Korea is trying to
rapidly shift directly into a digital economy. North Korea wants a rebirth as a
strong and prosperous nation in the twenty-first century and does not want to go
through the process step by step. This attempt is well explained by an argument
that the prosperity of the people and the North Korean style of socialism will
depend heavily on making a revolutionary turning point technology so the coun-
try can make much progress in a relatively short time.®

However, as in other underdeveloped nations, the reality in North Korea is
significantly different from what it wishes to be. Despite the government’s ef-
forts to develop various programs to promote technology and to increase the
budget for technology development by 5-6 percent, the nation is achieving less
than expected in the course of the current economic hardship. North Korea has
touted the idea that technology is a key to national prosperity and social devel-
opment and also likened technology to military power and national power. To
realize what it has advocated, North Korea should alter the existing mode of
accumulating capital.

2. Economic Management

In terms of North Korean economic management, we need to take a look at
the issue of material incentives, the expansion of managerial autonomy in state
enterprises, and the renouncement of bureaucratic coordination.

First, North Korea should strengthen its material incentives. To this end, North
Korea should learn a lesson from “Sang Gue Je,” the Chinese corporate reform
in the late 1980s. That is, although a government-set price is adopted for planned
output, the market price should be adopted on the basis of the rest of the eco-
nomic activities. And for different wage levels to function as material incentives,
people should be free to choose and to change their jobs. Even in the same
occupation, they should be paid differently in proportion to their efforts.

Second, the government should give more autonomy to state-run companies.
So far, the government has argued that the autonomy of state-run companies
should be limited; it even claims that increasing corporate autonomy is a rightist
propensity that causes unlimited autonomy and decentralization. The govern-
ment has argued that autonomy should be permitted within management only
and that autonomy is not in overall corporate activity. Moreover, if there were
no limit, corporate autonomy would disrupt the governmental plan and balance

19 Rodong Shinmun (16 January 1999).
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in the socialist economy, thereby pushing the nation into a state of anarchy. The
government also argued that the state-run companies must complete the produc-
tion goal set by the government, should not work on anything other than govern-
ment orders, and cannot set their own goals.?? However, North Korea cannot
revive its economy with such an attitude. It should allow the companies to choose
product items, output, and sales methods on their own. To guarantee companies
that they can have a self-supporting accounting system, the government should
remedy the high unemployment rate and, to that end, should introduce a contract
and subcontract system, plus private commercial businesses and handicrafts.
Since the July 1 Reform, the North Korean economic system has evolved into
a dual economic system of bureaucratic and market coordination. To be precise,
after the economic crisis in the mid-1990s, North Korea already had a twofold
economic system of a black market and a governmental plan for bureaucratic
coordination. But the former was absorbed into the public area after the July 1
measures, which attempt to rationalize corporate operations by strengthening the
self-supporting accounting system and by introducing market mechanisms.
However, the measures do not mean that the government is trying to fully ac-
knowledge corporate autonomy in the current phase. Expanding corporate au-
tonomy is enmeshed with the fundamental question of price reform and accom-
modation of market mechanism. Also, increasing corporate autonomy and chang-
ing the decision-making responsibilities in the management level means the op-
erational change of the Daean working system of collective leadership in the
party committee. For effective economic decision making, the government must
give up its existing system to prevent politicizing the economy and must strengthen
the Cabinet-centered system and the Cabinet-responsible system with adminis-
trative-economic workers, not the party, taking initiatives in management.?

3. Socialist Principles

In terms of socialist principles, we must keep an eye on free pricing and
reform of the banking sector and collective farms.

With the governmental pricing system, it is hard for North Korea to expect
efficient distribution of resources. When the government sets the price, the change
in supply and demand cannot be immediately reflected in the price, resulting in

2 Economic Research (2001).

2L In the Cabinet-responsible system or Cabinet-centered system, the Cabinet is the leader and is
responsible for economic management. Under the economic policy set by the party, it manages the
economy in acoherent and centralized way. For details, refer to Kim Kap-shik (2001).
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a rigidity of price that makes efficient distribution difficult.?> One merit of the
fixed-price system is that it can provide management of state-run companies
with stable conditions for production under the economic plan set by the
government. However, the governmental pricing system is the biggest obstacle
in economic development. It not only undermines efficiency in resource distri-
bution but also nullifies economic stimulation coming from changes in the world
economy. In addition, it weakens people’s will to save.? Therefore, North Ko-
rea should seriously consider transferring the price-setting role to the invisible
hands of the market.

Because the July 1 Reform was implemented to recognize market prices and
to normalize the currency, North Korea now needs measures to strengthen the
function of the banking sector. To strengthen the self-supporting accounting sys-
tem and to effectively enact “the distribution system according to profit,” while
also coping with money-supply inflation, North Korea must introduce a dual
banking system and must abandon its existing unitary banking system. Kim
Yong-sul, the deputy trade minister, once said, “The financial system should
play an important role for economic reform. So we are considering even intro-
ducing a trust banking system.”

When a socialist nation tries to shift its economy into a market economy, the
first step the nation undertakes in general is to change its banking system.
Therefore, establishing a trust bank can be regarded as the nation’s preparation
for shifting its economy into a market economy. North Korea should shift its
capital supply system from the current fiscal funding system to a financial fund-
ing system. To that end, the government should stop subsidizing governmental
agencies and companies, and it should enable a trust bank to function as a com-
mercial bank so that governmental agencies and companies can borrow money
from the bank. The government must draw private capital into the financial
sector. Therefore, the government should have commercial banks provide people
with financial services, increase interest on deposits, enable people to freely
deposit and withdraw money, protect depositor’s privacy, and devise financial
products for borrowing and lending. The central bank should regulate the com-
mercial liquidity scale with a monetary policy, thus controlling commercial banks’
borrowing and lending.®

So far, the corporate sector has supported national finance in the name of the

2 The North Korean Economy Research Team of Bank of Korea (2002).
2 Chun Hong-tack (1999, 169).

2 Joong Ang Daily (4 September 2002).

% Park Suk-sam (2003).
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“state-run company fund,” and “transaction profit.” If the government does not
subsidize companies, it cannot demand excessive funding. Moreover, the gov-
ernment will have to ease the tax burden on state-run factory companies and
revive the tax system, which was abolished in 1974.%¢ The banking sector should
go through fundamental changes so that it can play various roles such as improv-
ing its deposit and loan functions, managing corporate customers, and regulat-
ing prices.

Next, the government should gradually reform the nation’s collective farms.
In the first phase, the central government should improve labor efficiency and
productivity by handing over some of its power to collective farms and by oper-
ating collective farms and state-run farms in a way that allows the farmer’s
income to increase according to productivity. In the second phase, the govern-
ment should change the current system for production and distribution in the
collective farm into a market-oriented system, by gradually adopting a free pric-
ing system. In the third phase, the government should decrease the size of the
farm for scale merit so as to get the benefits of managerial efficiency. In the
fourth phase, the government should foster collective farms and state-run farms
as public institutions that offer various agricultural services involving seeds,
machines, financial services, and agricultural materials and services. It should
also recognize farmland as private property and should take measures to attract
investment in the sector and to improve institutions to maximize profits.?’

D. Prospectsfor Reform and Tasks Ahead

1. New Strategy for Social Development Under the Kim Jong-il
Regime: Practical Socialism

The current changes in North Korea were inevitable. North Korean leaders
took the July 1 Reform as a passive solution to overcome the current crisis in the
socialist system, but the reform is likely to cause significant changes to the
country’s development strategy in a comprehensive way. Of course, North Ko-
rea has not announced its intention for a full-scale change, but from the recent
moves in North Korea, we can easily see that its development strategy has
changed. Hereafter in this chapter, | call the move “practical socialism.”

North Korea has not yet conceptualized practical socialism in any officially

% Park Suk-sam (2002, 72-73).
27Kim Y oung-yun (2002).
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written material. However, since the July 1 Reform, many people have remarked
on the “policy to maximize profit in practice but secure socialist principles.”?
Some people have even used the term “practical socialism” directly.?® Lyum
Byeong-ho, a professor of economics at Kim Il-sung University, explained,
“When we say that we seek practicality, it means that we are trying to establish
our economy in which people, equipped with modern technology, can get real
profit while sticking to socialist principles.”*

Since the July 1 Reform, there has been a tendency toward practicality, par-
ticularly in the business sector, and practicality is closely related with seek-
ing profit in business. Kim Jong-il once said that the purpose of the July 1 Re-
form was to increase the material wealth of society and to raise the standard of
living by promoting practicality in businesses and by motivating workers to work
hard.®* And Kim Yong-sul, the North Korean deputy trade minister, remarked
that shifting to a distinctive North Korean system for maximizing profit while
adhering to socialist principles should be the basic principle behind the eco-
nomic reform.®2 In 2002 when the July 1 measures were announced, “practical-
ity” was the most popular buzzword in North Korea; North Koreans even used
the word when they made jokes.*

While emphasizing practicality to such an extent, North Korea is trying to
differentiate it from the meaning of “profit,” and is insisting that practicality
should not be an individual goal, but that of a collective. This interpretation
means that to seek practicality is not a matter of an individual or an institution,
and that any economic activity to promote individual profit that disregards so-
cial needs cannot be permitted. The government preaches that a new system
shall be operated in which a social member can get more benefits when he or
she shows individual creativity that is favorable to a society or group under the
government’s instruction.

North Korean theorists claim that practical socialism pursues an economy in
which a socialist system can coexist with a capitalist economy and that the

% Kim Jong-il emphasized in his direction of 3 October 2001 that what is the most important in
improving socialist economic management is to maximize practicality while sticking to the socialist
principle. The points of this guideline, titled “To Improve and Strengthen the Socialist Economic
Management to Meet the Need of Establishing a Strong and Prosperous Nation,” were reported in
Joong Ang Daily (2 August 2002).

2 Choson Shinbo (1 January 2003).

30 Choson Shinbo (22 November 2002).

31 Monthly Choson (December 2002).

% Kim Y ong-sul (2002, 45).

3 Choson Shinbo (25 December 2002).

34 Choson Shinbo (22 November 2002).
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difference between practical socialism and capitalism is a collective-oriented
principle.* Therefore, a society embracing practical socialism tries to improve
productivity and efficiency while sticking to collective-oriented principles—
even when seeking profit.® From the description of practical socialism as a
compromise between capitalism and socialism, North Korea—in this transi-
tional period—emphasizes that seeking practicality in the business sector does
not mean seeking individual profit; it does mean advancing collective interest,
an important goal of socialism.

At the moment, North Korean theorists mention practical socialism when
explaining only the nation’s strategy for economic development. However, for a
nation to gain practicality in a real sense, it needs not only positive economic
change but also appropriate political and ideological changes. Then, practical
socialism in the business sector will spill over into other areas. It will eventually
become a foundation for a comprehensive strategy for national development
that concerns all areas such as politics, economy, and ideology.

2. From Economic Reform to System Reform

North Korea’s economic management of socialism has two faces; they re-
flect characteristics of communism and of socialism, which is a transitional sys-
tem into communism. The aspects of communism (the more-developed phase of
the two) can be witnessed within economic management of the party control,
the planned management of the economy, the so-called mass line, and the col-
lective-oriented principle. The aspects of socialism (the less-developed phase)
can be witnessed within relative autonomy of the state-run companies, the self-
supporting accounting system, the distribution according to individual amounts
of work, the commodity-currency relations, and the use of the value principle.

The North Korean government should effectively deal with both aspects, but
it claims that the socialist aspect should be used for collective interest in the

% Thisclaim reflectsthelabor party’ sand the North Korean government’ sthoughtsthat the absolute
supremacy of the socialist economy is the supremacy of the collective-oriented principle over
individualism (Choson Shinbo, 19 July 2002).

%6 Huh Jae-young, who hastaught economicsat Kim I1-sung University since Kim Jong-il attended
theuniversity, saysthat therewasasign of thiskind of practical socialismin Kim Jong-il’ sthesis. The
ideaof seeking practicality based on the collective-oriented principle was organized in that 1994 thesis
titled “ Socialism |s Science.” “ At that time he didn’t usetheword ‘ practicality,” but he used the word
‘economic effectiveness.” There are many theses written to back up hisidea. Histheory wasthat we
should not just try to gain more than invested, but try to gain a profit which can be returned to society.
| think that the theory has becomethe ground for the present practicaism” (Choson Shinbo 22 November
2002).
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current phase of society. It also says that the socialist approach should not be
disregarded but that valuing it too much can create a risky situation in which
capitalistic factors prevail. Those factors might result in “degeneration” of the
socialist economy into the capitalist economy.®” The government adds that the
more a socialist society develops, the more obvious its communist characteristics.
Then the society’s socialist characteristics of the transition phase will wane.

In the same context, the July 1 adjustment measures do not break away from
the theory for socialist economic management of juche. And practical socialism
is a case in point. It shows that North Korea is trying to maximize practicality
while sticking to socialist principles. North Korean theorists say that an economy
based on practical socialism is a compromise solution between the socialist
economy and the capitalist economy. In other words, they say that North Korea
should try to enhance productivity and efficiency while adhering to the collec-
tive-oriented principle, which is the difference between practical socialism and
capitalism. In reality, the farmers’ market is operated under the government
administration, and the price of products traded in the market is capped. So, the
price can move with the balance of supply and demand but cannot exceed a
designated limit. This arrangement is why North Korea considered the July 1
Reform as an improvement and not as a change in the existing economic
management.

In the 1990s, industrial products were already traded in the farmers’ market
because most factories and companies could not normalize production on their
own. However, in March 2003, the North Korean government officially ex-
panded the farmers’ market into the market of all kinds of consumption goods,
where not only agricultural products but also industrial products are traded. This
expansion can be considered as the government’s expression of its will to ac-
tively manage the market so North Korea ensures that the market functions as it
should to meet social needs. However, it is more important to notice that, as a
part of the economic reform, the view of market function is changing.®® In the
past, North Korean officials used rhetoric such as the “market should be a chan-
nel of distribution” and “although North Korea is a socialist nation, it should not
disregard the function of the market.” Now, they mean it.*

37 For details, refer to Park Yong-geun et al. (1992, 17-26).

3 Choson Shinbo (16 June 2003).

3 When | visited Pyongyang in August 2003, North Korean guides and the staff members at Hotel
Y ang Gak-do seemed to be comfortable using the word shizang (market), which was evidence that the
nation had changed alot since 2001, when | visited for thefirst time. In September 2003, when | visited
again as amember of a Pyongyang tourist group, | could feel that North Koreans' interest in making
money had been rapidly growing. For example, cameramen videotaped tourists and, after editing them,
sold the videotapes at a high price on the tourists’ departure day. Wherever they go, tourists can see
vendorswho sell souvenirsand food from makeshift stands.
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North Korea claims that the July 1 Reform and the ones following are still in
accordance with the juche theory of socialist economic management because
they are based on a “collective-oriented principle.” That principle is essential to
socialism. The measures are also based on “means of production as government
property,” which is an underlying belief in the socialist economy. However, the
July 1 measures have improved the instruments that reflect characteristics of the
economy in its transitional phase, such as the self-supporting accounting system,
distribution according to the individual work amount, commodity—currency re-
lations (that is, market principle), and use of the value principle. The measures
also include individual burdens for housing, which eases the government’s burden.
The measures also indicate that North Korea is heading not for centralization,
but for decentralization—as seen in the enhancement of corporate autonomy. It
is also adopting some traits of market regulation while abandoning some traits
of planned regulation.*

Therefore, the July 1 Reform conflict with the government’s claim that the
more a socialist society develops, the more its characteristics of communism
become apparent and its characteristics of the transitional phase get weakened.
It shows that the measures are placed on a position significantly different from
the past theory of the North Korean economic management. Thus, in the 10 June
2003 editorial by the central news agency of North Korea (Choson Jungang
Tongshin), the July 1 Reform were described as measures to reform the economy,
rather than to improve economic management.** Likewise, North Korea is gradu-
ally carrying on economic reform, the first step toward a system reform.

The North Korean government strongly claims that the July 1 Reform reflect
its will to adhere to the socialist economy on the basis of bureaucratic coordina-
tion and collective-oriented principles. However, in reality, the measures en-
courage market coordination and decentralization. Therefore, the measures are
believed to have a possibility of leading to an overall system reform, regardless
of the government’s intentions. The changes that the July 1 Reform will yield
are irreversible.

3. Tasksfor System Reform
North Korea claims that its practical socialism is based on socialist prin-

ciples such as the collective-oriented principle and governmental control. In
reality, however, the nation values practicality almost all the time and sticks to

4 Kang Il-chun (2002).
41 Dong A l1bo (20 June 2003).
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socialist principles only when it comes to social integration. North Korean theo-
rists have applied practical socialism only to economic reform. Nonetheless, to
advance practical socialism, the country should have appropriate political and
ideological conditions. Indeed, the changes taking place in North Korean poli-
tics and ideology can be explained well with practical socialism. This explana-
tion hints that practical socialism will cause system reform involving all areas
including politics, economy, and ideology.*?

To begin with, much effort toward political reform is required if practical
socialism is to become the grounds for a new strategy for system reform, be-
cause reform has been applied only to the economy. For the July 1 measures and
practical socialism to produce successful results, the labor party, which has been
acting as a guide in all sectors, should be reduced to a regulator of political
ideology and a recruiter of elites. As for the economy, the Cabinet, relatively
sensitive to efficiency, should be given all power. North Korea introduced a
system that is Jeongmuwon (state affairs committee) responsible and a
Jeongmuwon-centered system in the mid-1990s. The country developed the sys-
tems into a Cabinet-responsible system and a Cabinet-centered system so that
the labor party could focus on political ideology issues. The Jeongmuwon and
the Cabinet can concentrate on economic issues.*

Although the Cabinet-centered system stems from the principle of separation
between party and government, it will take time before the system completely
settles in to an institutionalized level. That is, in reality, it is imperative to con-
solidate the Cabinet-centered system. Even now when the market plays a bigger
role than in the past—thanks to economic reform—the government wants to
retain the same power it used to have as it tries to control the market through
bureaucratic coordination. To solve this problem, North Korea should introduce
pertinent rules and laws and should give all economic issues into the hand of the
Cabinet. Also, the Cabinet should not assume that the market coordination sys-

42 \When we consider North Korea s system reform, we should also consider the economy, palitics,
and ideology all together. The reason is that when a socialist country seeks to establish or change its
system, the moveisdriven by industrialization, institutionalization, and |egitimization.

“Theincreased rol e of the Cabinet as an organization responsible for the economy became evident
during thefourth session of the tenth Supreme People’ s Assembly convened in April 2001. During the
session, the projects to be pursued by the Cabinet in 2000 (Juche 89) and tasks to be implemented in
2001 (Juche 90) were discussed. This discussion testifies to the improved status of the cabinet given
that there has never been di scussion about projects by the Cabinet even though the Assembly settlesthe
budget for the preceding year and deliberates on budget issuesfor the corresponding year. The fourth
session of the tenth Supreme People’ s Assembly, which convened in South Hong Seong Province,
serves as an opportunity to enhance the responsibilities and roles of the Cabinet so it could meet the
demands of real improvement (Choson Sinbo, 11 April 2001).
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tem is incompatible with the bureaucratic coordination system to the level that it
may gravely undermine government control. Rather, it must strengthen the role
of the market coordination system. As long as North Korea highly values bu-
reaucratic coordination and the politicizing of the economy, economic reform
cannot develop into system reform.

Next, the juche ideology should become flexible to suit current changes in
North Korean politics and economy. The juche ideology that North Korea offi-
cially upholds has raised its status from practical ideology, which provides an
individual means to realize Marxism-Leninism in North Korea, to pure ideology,
which provides concrete principles and means that are based on its own truth.*

It suggests something that we should note. It was not the juche ideology of
“pure ideology” but subordinate ideologies that encouraged people to overcome
the crisis in North Korea. Those ideologies were based on juche ideology, but
the system for realizing them and the logic to explain them were more detailed
and concrete. This approach of differentiating subordinate ideologies from juche
ideology means that since then there have been continuous efforts to justify the
existing system with subordinate ideologies, not with juche ideology, and that
slogans such as “Let’s hold out and endure” and “Let’s build a strong and pros-
perous nation” have played an important role. The subordinate ideologies have
undermined the rule-making power of juche ideology concerning the economic
system. Indeed, North Korean defectors say that an increasing number of North
Koreans do not know the contents and principles of juche ideology.

Therefore, to actively push ahead with economic reform and to develop it
into system reform, North Korea should weaken the influence of juche ideology
and should strengthen subordinate ideologies after making the “pure” juche ide-
ology more abstract and then keeping it as a nominal ideology. In fact, juche
ideology emerged as a practical ideology in the 1950s and later replaced the
Marxism-Leninism of pure ideology. This change hints that subordinate ideolo-
gies justifying the existing system may replace juche ideology, the current pure
ideology. In short, to develop economic reform into system reform, North Korea
should make juche ideology more abstract, should weaken its influence, and
should politically make use of subordinate ideologies, which are a better fit for

4 While analyzing theideology of the Chinese Communist party, Franz Schurmann (1968, 18-24)
explained that pure ideology was Marxism-L eninism, which provided an abstract view of the world,
and that practical ideology is Maoism, which provided the principle and methods for practice. This
analysiswasrai sed because he thought that M arxism-L eninism, thetruth, gaveriseto Maoism, practical
ideol ogy, through the Chinese revol ution and practical experience.
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the current changes in North Korea.*®

North Korea claims that practical socialism for economic reform is not based
on the individualism of capitalism but on the collectivism of socialism, thereby
presenting the long thesis of “Socialism Is Science” by Kim Jong-il in 1994 to
support its claim.*® This thesis shows that after Kim ll-sung died and Kim Jong-
il seized power, emphasis on core control has been giving way to emphasis on
people’s voluntarism. The emphasis on people’s voluntarism and creativity is
closely related to the stress on collectivism and thought-remolding. It can be
interpreted as a North Korean effort to overcome the crisis with mental arma-
ment rather than with material conditions.*’

However, North Korea may have difficulty encouraging people’s participa-
tion because it cannot emphasize people’s voluntarism and collectivism at the
same time. The emphasis on people’s voluntarism can cause conflict with the
collectivism of national value and the individualism now arising among North
Koreans. Although the conflict might not become apparent, North Koreans will
gradually obtain a practical mentality. This process will be encouraged by the
underlying principle of juche ideology: it is the self that determines one’s fate; it
is the self that changes one’s fate. The principle shows that each individual
should secure his or her own livelihood, which means that individualism, rather
than collectivism, will prevail in the North. By the same token, North Koreans
will eventually have their own view of life, which is based on individualism and
considers one’s own well-being and pleasure as the purpose in life, rather than
the view—nbased on collectivism—that identifies one’s fate with the fate of the
group one belongs to.

North Korean people have long acknowledged the value of money and the
importance of individual practicality because they benefit from the practice of
directly buying goods in the farmers’ market. Recent measures to reform and
open the nation have boosted their acknowledgment. In the past, the govern-
ment secured the people’s living, but now the people have to make their own
living. The July 1 measures have encouraged people to work more, and now
people themselves ask for more work to do. Some people said, “Employers in
the farm are trying hard to increase what they earn, and workers demand to work

% |n relation to the prospect for changesin the juche ideology, Seo Jae-jin has made an interesting
argument: the same peopl e playing aleading rolein the core principle of juche can also act asadriving
forcefor revolution and nation building. It could be used in aresistance ideol ogy that will bring about
fundamental changesin North Korea s system (Seo Jae-jin, 2001).

4 Choson Shinbo (22 November 2002).

47 Jang Dal-jung (1999, 28-33).
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more. They prefer hard work to get more income.”® This quote hints that al-
though the government preaches collectivism, people try to advance their own
interests. North Korean leaders cannot help but recognize or are already aware
of individuals’ pursuit of self-interest, although they emphasize the collectivist
characteristics of practicality by differentiating practicality from profit. The July
1 Reform will promote individual practicality rather than the empty slogan of
collectivism, which means that for economic success and overall system reform,
North Korea needs to embrace, not discard, pragmatism and to change its ideol-
ogy to embrace the social changes.

E. Concluding Remarks: System Reform and System
Transition

In general, the concept of system change includes both system transforma-
tion and system reform.*® According to Janos Kornai, a system change can be
classified differently depending on its depth in content and the radicalism of its
speed. For example, when a change is partial in content and slow in speed, it
should be defined as reform. Conversely, when a change is deep in content and
radical in speed, it should be defined as revolution.>®

Kornai’s revolution presupposes system transition, a shift from an existing
system to a new one. Therefore, a revolution causes overall changes in social
order. In contrast, reform refers to a partial system change through a shift in
policy, not through a radical and massive revolution. It is a top-down process
because it is attempted by those who are in power and it pushes out the govern-
ment-led changed associated with the existing leadership.5!

The relationship between a reform and a system transition can be different in
content and speed, depending on the political and economic situation at home
and abroad. In other words, a reform either can stop as a reform within the
system, or can further develop into system transition or system transformation.

Therefore, as seen in the socialist nations in Eastern Europe, when a nation
undergoes rapid changes in politics, ideology, and economy, it can be said to
undergo a system transition. When a nation undergoes a shift in the economic
system while its fundamental system—its political system in particular—re-

48 Choson Shinbo (2 August 2002).

“ A transition of the socialist nation’ ssystem, including that of North Korea, can beinterpreted asa
transition because it means a shift from an old system to anew system.

S0 Kornai (1992, 386-92).

51 Jeong Hyung-gon (2001, 21-27).
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mains unchanged like China, it can be said to undergo a system reform.%2

In this regard, the July 1 Reform is part of a top-down reform, not a system
transition, because the measure is aimed to reform the nation’s economy, not its
politics or ideology. To revive its economy and secure North Koreans’ livelihood,
North Korea has launched a North Korean style of economic reform, adjusting
its centralized planned economy. However, the nation is still fixated on collec-
tivism and party dictatorship, with Suryung (the absolute leader) at its core.>® In
fact, we are not sure of the possibility of system transition from the current
system reform but it is still a system reform, which shakes the existing system
and can be a stepping stone toward a system transition.>*

An intended economic reform devised by those in power can become mere
limited reform, but also it can result in a system transition—an unintended con-
sequence—that depends on conditions at home and abroad. The July 1 Reform
and other follow-up measures are reforms within the system. Yet, for North
Korea to get the anticipated economic benefits and, furthermore, to change its
existing system to the degree of a system change, it must have the possibility of
developing into a system transition. That change is possible only when North
Korea (a) completes comprehensive economic reform measures and alters the
Suryung system in politics, (b) abstracts juche ideology in ideology, and (c)
weakens collectivism in living culture. Then, North Korea will see the begin-
nings of a system change.
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