CHAPTER 6

NORTH KOREA

North Korea’s economic performance continues to be grim.  A South Korean national unification ministry report states that the North Korean economy is in its ninth consecutive year of economic contraction. 

Food Insecurity

Despite heroic humanitarian relief orchestrated by the UN World Food Program, North Korea’s most pressing problem remains starvation and malnutrition.  Even with large shipments of food aid, the 4 million tons of food available to the North Korean people falls about 1 million tons short of the 5 million ton goal that would stave off widespread starvation.  In addition, the North Korean people receive virtually no health care.  Unfortunately, UN officials see no evidence that aid dependence in North Korea will end soon. 

· For the first time ever, North Korea disclosed figures in 1999 showing 55,000 deaths per year (or 220,000 total deaths between 1995 and 1998). 

UN Response.  The UN has focused its attention on relieving the four year famine and malnutrition in the country.  In particular, the UN World Food Program (WFP) has orchestrated the humanitarian efforts.  To address the immediate food shortfall, the WFP approved in late April 1999 a new $260M emergency operation to help feed for another year 8 million people (or roughly one-third of the North Korean population).  

· The new operation targets the largest number of people since the UN World Food Program (WFP) began fighting famine in North Korea in late 1995. 

· Most of the aid is targeted for children and the elderly.  

Donor Strategy.  The donors want to maintain the status quo and avoid the kind of instability that sudden reunification would bring with it.

· To keep North Korea afloat and avoid economic collapse, China, Japan South Korea and America supply the lion’s share of the aid pouring into North Korea.

· Japan and South Korea are building two power stations in return for a North Korean promise to abandon its own nuclear program.

· China provides a large amount of oil as well as 250,000 tons of food a year.

· In addition, the UN has pledged to supply 584,000 tons of food in the next 12 months, almost 90% of which will come from America.

· Such a narrow base of donors is bound to be unstable, especially when the recipient is as belligerent and unpredictable as North Korea.

Drought and Disease.  There are also signs that, for the fourth time in five years, North Korea’s precarious harvest may be damaged by extreme weather. 

· This year the problem is high temperatures and drought.  

· Rainfall in June was only one-fourth to one-third the normal average for the time of year.  

· These drought conditions are worsening the food shortfall, starvation and migration into China. 

In addition, there is no medicine and little water.  The country’s water system has been poorly maintained and has contributed to the rise in waterborne diseases. 

In the past, some North Koreans received some relief from private sources.  But this support seems to be declining as donor fatigue sets in.  Overall, remittances across the board have fallen.

· Private sector donations from ROK in particular have dwindled.

· Funds from Korean residents of Japan, which reached as much as $100M annually in the past, have declined to about $50M per year

Migration.  North Koreans are becoming more open about their dissatisfaction.  There are reports of graffiti such as: One good meal is better than 100 good instructions from the Great Leader.  As a result, North Koreans are voting with their feet. 

· In a country where travel used to be heavily restricted, hundreds of thousands are said to be on the move, searching for food.

Nobody knows how many are fleeing the country.  But Good Faith, a Buddhist organization, recently completed a study based on systematic interviews with 1,000 North Korean refugees living illegally in China.  The study estimates:

· 140,000 North Korean refugees have fled to China in search of food.  The figure could soon reach 300,000.

The Economy

The Budget.  In April 1999 Finance Minister Rim Kyong-suk revealed new insight into the depressed state of the North Korean economy.  At the Supreme People’s Assembly, Rim produced a budget for the first time since the death of Kim Il-sung in 1994. 

· During this 5-year interval, Rim revealed that North Korea’s budget has shrunk by one-half.  Rim’s projections for budget growth in 1999 were basically the same as in 1998.  

· Over the past year North Korea’s exports have fallen 20% to just $300M a year.

· Imports have nose-dived 45% to just $400M a year. 
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Industrial Downturn.  These numbers generally track with other negative North Korean industrial indicators.  While some North Korean factories have been rehabilitated, overall there is as yet no sign of any economic recovery.
· Civilian factories run at 20% capacity.

· Output has fallen by half since a peak in 1990.

· Factories are being sold as scrap across the Chinese border.

· In addition, mines are flooded and power blackouts are routine.

· Trains sometimes fail to run because people steal the railway sleepers for firewood.

Figure 6-A

North Korean Trade (1985-1997)
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Military Implications.  The weak economy also appears to be undermining the combat readiness of North Korea. 

· Fighter pilots fly only about 30 hours per year because fuel is short.

· Refugees say that guards on the border with China often carry unloaded guns because bullets are scarce.

Thus North Korea has financial incentives for developing WMD rather than the more expensive conventional combat capability. 

Foreign Debt.  North Korea’s foreign debt now exceeds $12B.  

· The lion share of this is owed to China and former communist allies such as Russia.  North Korea refuses to pay up.  

· Not surprisingly, this widespread default has diminished the country’s ability to attract new foreign investment. 

Reformation

Marginal, Incremental Reform.  While any radical economic reform remains unlikely, we now see the first steerings of economic change. 

· This past year, the chaebol (conglomerate) Hyundai, acting as a tour guide, has taken thousands of South Korean tourists to Mount Keumkang, a beautiful spot in the North.  Over the life of Hyundai’s six-year agreement with North Korea, this tourism could raise almost $1B in foreign-currency earnings for Kim Jong Il’s regime.  The company is also negotiating to create a series of joint ventures to export billions of dollars worth of products from North Korea. 

· The number of South Koreans visiting the North, businessmen among them, has increased sharply. 

· The North’s regime has formally recognized the farmer’s markets and now accepts the concepts of “profit” and “cost.” 

· Last year it sent some 120 North Koreans abroad to study economics, compared with about ten a year in the past.

Pessimism.  Yet optimism would be wildly premature.  The foreign investment in North Korea sounds impressive, but it has not gone too far.  

· In the past few years Kim Jong Il has lost (or possibly purged) two of the most senior officials involved in trying to attract such investment. 

Hyundai’s tourists may be physically treading on Northern soil, but they have no contact with the local people, and sometimes get arrested.  Negotiations for other kinds of business have made little progress.  The only joint manufacturing venture between North and South is Daewoo’s North Korean factory, which makes Pierre Cardin shirts, among other things. 

· It’s an open secret in Seoul that the company has been struggling with it. 

· The North is always asking Daewoo for money, and does not let Southern mangers get close enough to the workers to run the business. 

To sum up, North Korea appears to be gradually falling to pieces.  Escaped dissidents complain of the breakdown of society, of the petty crime, and of the struggle for survival.  There is widespread despondency and latent unrest.  In short, the economy is collapsing and needs radical reform. 

International Relations

The US Policy Initiative.  In the midst of this difficult economic setting in North Korea, former Secretary of Defense William Perry visited North Korea and wrote a report outlining a new US strategy toward North Korea.  While the Perry Report is classified, it’s fair to say that the report contributed to President Clinton’s ensuing decision to ease economic sanctions toward Pyongyang.  President Clinton’s actions create a new strategic setting for the Korean peninsula. 

· In this sense, the new policy initiatives are not simply narrow or arcane economic actions.  In fact, they form a seamless web with the other elements of comprehensive security for the Korean peninsula.

The Berlin Agreement.  In September 1999, negotiators from the United States and North Korea met in Berlin and reached a dramatic new agreement.  The US agreed to do the following: 

· Ease restrictions on trade and investment in North Korea.

· Eliminate curbs on direct financial transactions.

· Eliminate bans on travel. 

In return, Pyongyang agreed to hold back on ballistic missile development.   

US restrictions on trade in high technology goods as well as loans from multilateral development banks remain in force.  Further concessions to North Korea may follow if North Korea makes other commitments to forego the development and proliferation of weapons. 

Cautious Optimism.  All of this provides a chance for a more stable relationship.  The hope is that gradually this deal will enable North Korea to open up to the outside world and remove the long-standing threat to South Korea.  If so, this would ease tension in what is one of the most dangerous flash-points in Asia. 

Toward Unified Action.  Since economic developments, in particular, could quickly change in North Korea, it’s important for all US Government (USG) entities dealing with North Korea to coordinate their economic thinking and planning.  Similarly, USG agencies also need to carefully coordinate their economic thinking and planning with NGOs and other countries in the region that are likely to deal with North Korea.  Careful inter-agency and diplomatic thinking and planning on North Korea will minimize misunderstanding and maximize sensible and measured actions should a crisis develop.

Preventive Defense.  This kind of pro-active thinking and planning is consistent with what Dr. Perry calls preventive defense.  Preventive defense and creative economic engagement helps us shape the Korean environment rather than simply react to adverse trends.  USG agencies need to think through the economic challenges and decisions that now loom much closer than before President Clinton’s historic decision to ease economic sanctions. 

North Korea’s Hard-line.  The main obstacle preventing better US-North Korean economic relations in the past was Pyongyang’s self-imposed hard-line policy of economic self-reliance.  Despite its desperate needed for money, Pyongyang was, until recently, fearful that moves to open up to foreign trade would be politically risky and destabilize the monolithic regime. 

Window of Opportunity.  But fears that economic cooperation with capitalists would threaten its hold on power are giving way in Pyongyang to the pragmatic concern that economic collapse could lead to political collapse.  As a result, this highly unpredictable and unstable state is slowly opening its doors to foreign investment. 

Origins of Economic Progress.  Late last year, Hyundai, South Korea’s largest conglomerate, threw an economic lifeline to cash starved North Korea.  In mid December 1998 Hyundai agreed in principle to jointly build a 66 square km complex near the western coast of North Korea. 

· This will be the largest industrial project in North Korean history.

· It will include a tourist resort in the Diamond Mountains, possible exploitation of the offshore oil fields, and eventual investment in car assembly, ship repair and other industries.  

Political Green Light.  The political part of the deal was sealed in a late October/early November 1998 weekend meeting in Pyongyang between North Korea’s Kim Jong-il and Chung Ju-yung, Hyundai’s founder.

· Hyundai investments were the first significant result of South Korea’s Kim Dae-jung’s  “sunshine policy” of economic cooperation with the North.

· The deal indicates a begrudging acceptance in Pyongyang of the need to attract foreign investment to save the crippled economy and its malnourished population.  It was the first positive sign of economic sanity from Pyongyang. 
Prodding the U.S. Government.   As part of his sunshine policy with North Korea, South Korea’s President Kim had been pressing the USG to ease sanctions, normalize relations with the North and step up food aid for some time.  Therefore, President Clinton’s ultimate decision to ease sanctions should be seen in a political context.  The new policy direction is entirely consistent with what Seoul wants.  In this sense, the US action reflects the premise that at the end of the day the fate of Korea rests with the Korean people.  In this spirit, the US is correctly being responsive to these wishes and not dictating or in any way imposing policy.  Most importantly, the US easing of sanctions paves the way for an opening up of the North Korean economy and increased stability in the region.

Impact of New Policy.  The Perry Report and President Clinton’s decision to ease economic sanctions toward North Korea significantly changes the North Korean economic landscape in a variety of ways. 

· Food security.  For instance, this US action paves the way for more food aid to go to North Korea.

· The door is open for the US to increase the level of food aid and finally boost North Korea’s annual food supply over the 5 million-ton level. 

· This will be enough to free North Korea from the grip of starvation, although malnutrition will still linger. 

· In addition, Korean residents in the US will now be allowed to remit money to North Korea without limit. 

· US trade and investment.  North Korea also stands to benefit in the future from US trade and investment with North Korea. 

· The first order of business will be for the US and other foreign corporations to overhaul the obsolete industrial infrastructure in North Korea.  

· International banking institutions. 

· A large part of an estimated $ 10B for this industrial overhaul will come from the international banking community.  

· The US, South Korea and Japan are expected to guarantee North Korean repayment of long-term low interest loans from the World Bank and the Asian Development Bank (ADB). 

At the same time, Washington and Seoul must carefully manage unrealistic expectations about North Korean intentions.  Nothing is easy when it comes to North Korea.

Likely Allied Actions.  The US decision to ease sanctions will also spur ROK efforts to help the North develop its agriculture and industrial technology. 

· While Japan is still taking a wait and see attitude toward easing sanctions, Tokyo can be expected to provide the rest of the $10B in the form of reparations (to compensate for Japanese colonial rule).   

Beyond Easing Sanctions.  The Perry Report and the recent easing of US sanctions toward North Korea are arguably helpful in stabilizing the Korean peninsula.  But they are only the first steps in a long process of reconciliation and eventual re-unification of the country.  Much more serious planning must be done. 

The Economic Threat.  If Korean unity took place today, it would devastate South Korea’s fragile economy and send financial shock waves through Asia.  To avoid adverse crisis management, Seoul and Pyongyang should build upon the US relaxation of sanctions.  In particular, Seoul and Pyongyang need to collaborate with the US and other responsible political entities and NGOs in thinking about, and planning for, economic and monetary unification, remote as this event may seem at the moment.

Rethinking the Drill.  Easing sanctions raises key questions about threat perceptions and US grand strategy toward the Korean peninsula. 

· At USCINCPAC, we most likely expect a non-cataclysmic reconciliation scenario between North and South Korea.  

· At the same time we are prepared to respond to a second scenario: a sudden North Korean invasion. 

· We also need to prepare for a possible third scenario: sudden reunification resulting from North-South movement past reconciliation or an economic and polical collapse in North Korea.   

The German Analogy to Reunification

The recent German experience provides some insight in this regard.  

· One year before the Berlin Wall fell, German Chancellor Helmut Kohl predicted that German reunification would not happen in his lifetime.  

· With little or no systematic planning at the time the wall fell, Germany was caught off-guard by the rush of events. 

· Consequently, Bonn made lots of hasty, politically driven economic mistakes that could have been avoided with thoughtful and early contingency planning.  

· In short, Germany “got it wrong.”  We can learn from these German mistakes so that a unified Korea “gets it right.”

Avoiding Disaster.  

· To avert the adverse scenario of sudden and unplanned unification, Seoul and Pyongyang need to work closely to avert an unplanned economic and monetary unification.

Broad Course of Action.  Seoul and Pyongyang need to: 

· Push ahead with their respective economic reforms, 

· Learn from German unity mistakes, 

· Develop peaceful Korean unification plans and 

· Begin to put these plans into action in a systematic and measured way.  

Economic Transformation.  The US relaxation of sanctions may prompt Pyongyang to finally get serious about economic reform.  If so, Pyongyang should do the following four things: 

· Stabilize the macro-economy, 

· Privatize state owned enterprises,

· Liberalize prices, and

· Create new free-market oriented laws and institutions.

Similarly, Seoul must deepen and consolidate the economic reforms it began in 1998. 

German Mistakes.  Bonn made a number of costly mistakes: It: 

· Pandered to East German consumers, 

· Overvalued the Ostmark (East German currency) at the time of monetary conversion, 

· Created virtual wage parity between East and West Germans, and 

· Destroyed the competitive position of all East German producers.

Ensuing Disaster.  These mistakes, in turn, triggered: 

· Huge subsidies for collapsing East German industries,

· Bonn over-borrowed to pay for unity mistakes, 

· Bonn opted for an irresponsibly loose fiscal policy (high budget deficits), which was inflationary. 

· The Bundesbank offset inflationary pressures with high interest rates (monetary death grip), which in turn triggered: 

· A deeper recession in Europe, 

· European financial chaos, 

· And political disunity in Europe. 

· In short, the hasty, hysterical German unification process was a disaster.

Common Principles.  To avoid a similar disaster, Seoul and Pyongyang must start planning for possible unification as soon as possible.  The first things that are needed are common principles agreeable to both sides:  

· Any unification must be peaceful and non-threatening.  This means military as well as economic and political aspects must be addressed.

· The model of development must be a Chinese one.  Any attempt to democratize in the early part of the process would be threatening to a North Korean leadership that is already hard pressed to implement free market reforms. 

· Finally, economic reunification must be a step by step process. 

In this regard, both Koreas share the same goal of reunification.  But they are miles apart as far as the terms of unity.  That’s why the process must be gradual and step by step in nature. 

Economic Goals.  Both sides must also agree on how to shape the unified economy.

· On the micro-economic side, the first goal must be to strengthen the self-sustaining viability of North Korean industries that still exist.  That means keeping North Korea’s currency weak at the time of conversion.

· Deepen and consolidate South Korean economic reforms. 

· Don’t bite off more than you can chew in North Korea.  Focus on a few key economic zones in North Korea.  Pockets of success will create further success. 

· Create a viable and robust social safety net (unemployment benefits) to absorb the rising number of jobless North Koreans.  

· Noland, Robinson and Wang identify key policy actions to increase economic output in their study Rigorous Speculation: The Collapse and Revival of the North Korean Economy.  By starting with a baseline where damaged agricultural lands are recovered, further expansion can occur through trade liberalization, market productivity, upgrades of obsolescent capital stock, and savings from military demobilization.  (See Figure 6-C.)

Figure 6-C

Four-phased Unity.  Then Seoul and Pyongyang need to develop a four phase economic and monetary process:

· Adopt Chinese style laws and institutions, stabilize macro-economy, and create a free trade area.  Avoid abrupt initial attempts at democracy in North Korea. 

· Liberalize domestic prices, move toward convertibility of currency and let it float.  Form a Korean Community (much like old EC).  Pyongyang maintains political sovereignty while surrendering parts of its economic sovereignty.   

· Form a German style political federation.  Move to 1 currency and 1 central bank.

· Move to full economic and monetary unification (e.g. common budget) and free elections.

Stake in Stability.  Every effort must be made to build on the US initiative to ease economic sanctions.  We need to do everything possible to:

· Revive the northern economy, and give the country a stake in stability.  

· Encourage foreign investment.

· Foreign investment in turn will generate export earnings as an alternative to the dangerous sale of its missiles and will give North Korea leadership rational alternatives in the future. 

Paving the Way to Peace.  Given slow progress in Four-Party Peace Talks in Geneva, North-South economic cooperation is both a more likely route and a necessary precondition for peace.  

· Seoul and Pyongyang need to build on this positive first step in the reconciliation and engagement process, which in turn could rapidly trigger moves toward unity. 

Quid Pro Quo.  North Korea will always be difficult to deal with. 

· But encouragement should be given to the process of opening its economic doors. 

· In return, it is reasonable to demand more civilized behavior from Pyongyang.  

· But the very fact of being integrated into the outside world should help ensure that process. 

· In short, it’s time to give North-South economic cooperation a chance to reduce tensions and pave the road to peace. 

Crisis Prevention.  To avoid a haphazard process, Seoul and Pyongyang need to come up with measured unity plans as soon as possible.  Once thoughtful plans are in place, Seoul and Pyongyang can concentrate on the arduous and politically agonizing process of implementation.  

If Seoul and Pyongyang choose to procrastinate planning for unity, they could find themselves both flat-footed and reacting hysterically.  That, in turn, would be a recipe for economic disaster for Korea and the rest of Asia.  

If that occurs the world would look to the USG for the distasteful job of crisis management.  A better strategy would have been careful and early planning for economic integration and comprehensive policy coordination as a means of crisis prevention.   











































Economic  Indicators


(	Failed economy


- Collapsing output


- Low factory utilization


- Drought


- Shrinking budget


(	Deteriorating external relations


- Falling exports & imports


- Falling remittances (from Japan)


- Falling private ROK donations


- High foreign debt


(	Personal survival mode


- Food Shortfall


- No health care


- Migration to China


- Rising waterborne diseases
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