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hotels, restaurants, and other facilities if tourism is to be an integral part of

the Rajin SEZ development.

One last possible source of capital is international development funds. The
role of international organization cannot be downplayed for the successful
take-off of the SEZ. The Vietnam case illustrates how normalized relations
with the international community during the early 1990s can lead to influx
of international aid. The total amount of aid that Vietnam was able to attract

is comparable to about 3 to 5 percent of its Gross National Income (GNI).

If North Korea is to join the international financial institutions such as the
IMF, World Bank or Asia Development Bank (ADB), it would have access to
funds for Poverty Reduction and Growth Facilities (PRGF) as well as the Inter-
national Development Association (IDA), and the Asian Development Fund
(ADF). Eligibility to these funds are conditional on North Korea’s standing with
the international community or membership to one or more of these organ-

izations.

Of the three organizations, the most promising option may be the ADB. Most
recently, several Southeast Asian countries have successfully secured funds
from the ADB to embark on a large scale infrastructure development pro-
ject. During 2012-2014, ADB planned on investing a total of USD 3.9 billion
into 18 development projects related to the Greater Mekong Subregion (GMS).
However, North Korea will need support from major players in the region,
like China, Russia, and South Korea, to not only secure its membership and
access to these funds but also to see through the execution of the loan pro-
gram. Obviously, all of this is contingent upon the resolution of the North

Korean nuclear issue.
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Case of Economic Reform in Shenzhen SEZ

Shenzhen SEZ was a field case experiment for national reform in China. As
the discussion in this section will show, Shenzhen SEZ is the product of care-
ful planning and systematic reforms on property rights, labor market, infra-
structure, financial system, and fiscal policy. Together with broader policy
of open market reform, these policies played an integral role in propelling

the economic miracle in Shenzhen.

Property Rights

One way that the Chinese government sought to introduce the concept of
private property right without compromising the notion of “socialist public
ownership” or “collective ownership” is by making use of (domestic-foreign)
joint ventures and foreign direct investments within the SEZ. Nonetheless,
the SEZ was mainly focused on export industries driven by joint ventures and
foreign enterprises that depended on market mechanisms. In other words,
manufacturing and distribution within the SEZ followed market principles
rather than central planning. This led to the expansion of the manufacturing
and retail sectors which in turn contributed to the establishment of a vi-

brant market.

Human Resource

The key area of labor market reform was in the cadre personnel system.
A large number of high quality public sector employees flocked to the SEZ
during the initial stage of its development. The government did not shy away
from making use of the national labor pool to address labor needs. From

1980 to 1984 more than 12,000 professionals (accounting for about 28.7
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percent of Shenzhen SEZ) from across the country had been invited for a
position in Shenzhen SEZ. Private companies also moved away from the na-
tional labor appointment system to one based more on private/merit based
selection process. Permanent employment system was replaced with fixed

contract based hiring.

Prior to the open market reforms, fixed wage system was the dominant form
of compensation in China. Naturally, labor productivity was low. Workers
gained greater appetite for raising their productivity when flexible wage sys-
tem was introduced. This type of merit-based wage scheme was first intro-
duced by 40 foreign funded firms in Shenzhen SEZ during 1980 before it

began to take root in state owned enterprises across the rest of the country.

Other types of human resource practices including fluctuating wage scheme
as well as productivity or skill-based employment were also introduced. In
order to deal with the possible rise in costs associated with labor displace-
ment, the government also enacted the “Social Labor Insurance Ordinance”
in November 1983, which mandated that foreign owned enterprises and do-
mestic firms should each contribute 25 percent and 20 percent (respective-
ly) to the workers insurance fund. All work on the unemployment insurance

is to be managed by the labor service center.

Competitive Bids on Public Construction Projects

The government decisively made a shift away from the top down control
over the urban construction projects to one that depended more heavily on
a competitive bid by private contractors as of 1982. What this meant was
that public spending on construction was bound to be more efficient. One

illustrative example is the decision to not have the government sponsored
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company execute the construction of the 20 story Shenzhen International
Commercial Building for RMB 580 per square meter over a 2 year period
but to find a better offer through a more competitive bidding process. The
First Metallurgical Construction Company submitted a bid for RMB 398 per
square meter subject to a completion date of 1.5 years. This move resulted

in a total savings of about 9.4 million Yuan.

Market Price

Except for the key strategic commodities, the market was left to set the price
for generic products in Shenzhen SEZ. Market price was first introduced
for 90 percent of all agricultural goods and building materials. This move
proved useful during the initial stage of SEZ development since the mar-
ket price effectively lowered the cost of large scale construction projects. To
manage the possible impact that the sudden shift could have on inflation,
the price of essential industrial goods were allowed to fluctuate within a

predetermined price band.

Lessons for Rajin SEZ

Institutions are critical to the success of the SEZ and market reforms. That
is, successful development of the SEZ would not have been possible without
the right institutions to make sure that the introduction of foreign capital
and technology would have a lasting impact. Shenzhen SEZ was a critical test
bed for making sure that the transition from planned economy to a mar-
ket oriented one is successful in China. Reform of existing governmental
institution was also critical for mitigating the unintended consequences of

wholesale systemic reform.
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There are signs of noticeable change in the Rajin SEZ as of 2010. First and
foremost, North Korea moved away from a pricing system that relied on
ration to the market. Market price is being implemented on consumer goods
as well as productive input within the Rajin SEZ. This is a marked departure

from past practice and the rest of the North Korean economy.

With regards to the employment standards for corporations in the SEZ, the
revised Rajin Economic Trade Act of 2012 states in Article 40 that “compa-
nies in SEZs will have the sole right to determine management, business prac-
tice and standards, production planning, sales planning, financial planning,
employment standards, wage and compensation, price of products, and al-
location of profits.” What this means, of course, is that companies with for-
eign investment should have the sole right to determine salaries. However,
hiring decision still remains under the control of national government and

compensation still cannot be made directly to the workers.

The North Korean government is moving to concentrate the skilled labor
pool in the Rajin SEZ while dispatching officials to China so that they can
gain a better understanding about how market policies are being handled in
the mainland. However, because North Korea has many restrictions on the
movement of people within the country, there are structural limitations to

efficient allocation of talented labor.

Reform of property ownership is in desperate need. Aside from foreign cor-
porations, North Korea needs homegrown entrepreneurial capacity. In other
words, there needs to be a movement away from the notion of state and col-
lective ownership towards the establishment of an entrepreneurial milieu.
To do this, the government should permit and encourage the incorporation

of private businesses.
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Lessons from the Chinese Model of “wai yin nei lian (4+5] RE£)”

- Outer Reliance and Internal Strengthening

The Shenzhen SEZ project was part of a broader development plan to attract
foreign capital as well as introduce advanced management techniques and
technology. The principle of outer reliance and internal strengthening was
central to this development strategy. The discussion in this section is devot-
ed to the discussion of this ideal and its relations to the reforms discussed

above.

Strategy of Outer Reliance, wai yin (45/)

Outer reliance refers to the introduction of foreign capital and technology.
During the early stage of SEZ development, there was skepticism and specu-
lation about the value and risk of outer reliance. This view was tempered by
the reality of san lai yi bu (=Z3k—%b) which referred to the three types of ex-
ports that can be produced in SEZ: processed raw materials and components,
customized manufacturing, and export assembly. There are other means by
which foreign investors can transfer production technology and skills to a

Chinese corporation.

Strategy of Inner Strengthening, nei lian ()

Inner strengthening refers to linkages established among domestic compa-
nies. This is an important dimension to the development of SEZs. Without
horizontal and vertical linkages to the domestic economy, the influx of for-
eign direct investments cannot have lasting impact. Managers and techni-
cians working in companies operating in SEZs should acquire the skills to

handle new technology and management know-hows. The skill and knowl-
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post-Cold War era. North Korea often dispatches workers to China or invites
Chinese experts to educate or train North Korean workers. Chinese universi-
ties in Peking, Jilin, Nankai, Liaoning, and Yanbian have often been asked to

train and educate North Korean students and government employees.

Given China’s influence over North Korea, the discussion in this section will
consider how this dependence will persist into the future. In short, we at-
tempt to make a broad macro comparison of the Tumen River Development
Program or Greater Tumen Initiative (TRADP/GTI) and the Changjitu Devel-

opment Project.

UNDP’s TRADP/GTI

The UN Development Program’s (UNDP) TRADP/GTI is an ambitious mul-
tilateral undertaking to develop the Tumen river region. The project failed
to meet initial targets due to the complex geopolitical context in Northeast
Asia as well as the wide socio-economic gap among cooperating nations. There
are some silver linings to point out, however. Economic relations between
North Korea and China were much improved while basic infrastructure (i.e.
rail, road, airport, customs, and port) in the Tumen River region experienced

radical change and development.

Achievements of TRADP/GTI

The geographical starting point of the TRADP was Hunchun, Yanbian. The
main objective of TRADP was to establish a port, inject new capital, and invest
in human capital. In promoting these objectives, China along with Russia

moved to sign a formal lease agreement with North Korea to develop and
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utilize the port in Rajin. China’s State Council also chose Hunchun city as
one of the first open border cities vis-a-vis North Korea. Surprisingly, North
Korea actively supported the TRADP, abolishing the long-lasting closed door
policy and declared the Rajin-Sonbong area as a free economic and trade zone
(FETZ) in December 1992.In 1990, Russia also implemented the “Vladivostok
Plan” and “Primorsky Krai Plan,” establishing its own FETZ and opened ports

in far eastern area, including Siberia, Sakhalin, Nakhodka, and Vladivostok.

Border Economic Development Zone in Hunchun was already equipped with
some basic social infrastructure, such as bonded warehouses, frontier trade
markets, modernized plant facilities, recreational facilities, schools, and
studio apartments. But as other components such as energy, transportation,
communication, and internet were added to these facilities, the investment
climate in the downstream region of Tumen River experienced considerable
change. North Korea also expanded its investment in the Rajin-Sonbong SEZ,
trying to update basic infrastructure including the railway, road, port and

communication facilities.

In July 1994, the Russian government ratified the construction of railroads
connecting Hunchun to Makhalino by October 1997. As part of the Vladiv-
ostok Plan, the Russian government also sought to build a new highway be-
tween Vladivostok and Hunchun. The Tumen River area was to be the con-

necting base for the Asia-Pacific and continental Europe.

Tourism was also an important component for attracting the much-needed
capital for the TRADP/GTI. Currently, there are different tour packages in China
and North Korea that includes stopovers in Hunchun-Rason, Heilong-Sanchi
Lake-Mt. Baektu, Heilong-Sanchi Lake-Pyongyang-Mt. Baektu, and Longjing-
Chongjin-Mt. Chilbo. For tours in China and Russia, Hunchun-Vladivostok



132 | ASAN REPORT
e

is quite popular as are Hunchun-Slavyanka, Hunchun-Vladivostok-Moscow,

Hunchun—Zarubino/Posyet.

The shipping industry in Yanbian also quickly began to take shape. The long
run plan is to develop the ports in Rajin and Zarubino as well as Posyet to
link the economy around the Tumen River region to South Korea, Japan, and
the US. As the first step in this process, the ferry route through Hunchun-
Zarubino-Sokcho was opened for operation in April 2000 by the Dongchun

Transportation Service.

Limitations of TRADP/GTI

The guiding principle and goals of the UNDP’s TRADP/GTI are impressive;
however, the project has been a failure for several reasons. One has to do
with the unstable political condition in Northeast Asia. North Korea’s nucle-
ar weapons program has been a major source of tension in the region ever
since the 1990s. This issue not only prevented cooperation among interest-

ed parties but also discouraged foreign investment.

Institutional differences among TRADP/GTI participating nations also hin-
dered cooperation in that they were the source of distraction from coordi-

nated policy formation and implementation.

One of the major weaknesses (and also strength) of the TRADP/GTI was that
it was focused on the border area. While the program was designed to take
advantage of the cooperating countries’ relative strengths, border security
got in the way of program implementation. Due to the fact that the local gov-
ernment had limited jurisdiction over these matters, there were delays and

often difficulties in the implementation of planned changes.
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Finally, the capital needed to successfully implement the TRADP/GTI was in
severe shortage. The main reason for this was the lack of a strong market
base. The regional economy lacked the scale to attract enough capital invest-
ment for infrastructure development. Lack of a strong local economy also
served to discourage foreign investors from placing their bets on the suc-
cess of the TRADP/GTL

The Changjitu Project

Background

The Chinese government began the new millennium with a plan to modern-
ize the old northeastern industrial base. The goal was to further strength-
en the market economy through reform of the state enterprises located in
three northeastern provinces: Heilongjang, Jilin, and Liaoning. The project,

which began in 2003, successfully completed its first phase in 2008.

The second stage involves declaring the northeastern region as a new growth
hub for China through the announcement of “the State Council’s Plan to
Promote the Old Northeast Industrial Base” (in September 2009). The focus
turned from reform of state owned enterprise (SOE) to periphery (or rural)
development. In July 2009, the state council ratified plans to develop the Li-
aoning coastal areas and Shenyang. Earlier in January 2008, the state council
also announced plans for developing the Guangxi Beibu Gulf Economic Zone
(BGEZ), which effectively became a stepping stone for increasing China’s in-
volvement in the ASEAN. The Russian government responded by announc-
ing its intention to invest USD 23 billion to its eastern region, creating a
favorable condition for the TRADP/GTI.
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During the 1980s, China’s development planning was directed toward the
Southern coastal area, focusing on the Pearl River Delta. The Chinese gov-
ernment was focused largely on the Shanghai Pudong, Yangtze River area
during the 1990s and Tianjin Binhai-Bohai Bay area during the 2000s. As of
2010, the focus has been on the northeast. The development strategy for
the old northeast industrial base has been switched from SOE reform to lo-
cal development, designating three growth hubs in Liaoning, Changjitu, and
Shenyang. Due to large differences in domestic and international environ-
ment, the state council drafted “the Outline for the Tumen area’s Coopera-

tive Development Plan” in August 2009 and approved it in November 2009.

Differences between the Changjitu Project and UNDP’s TRADP/GTI

The key difference in the Changjitu and TRADP/GTI is the involvement of
the Chinese government. The Chinese government is the central driving force
behind the Changjitu Project with regards to investment and execution where-
as the TRADP/GTI is a multilateral effort involving an international organi-

zation.

Secondly, the investment climate is different. One of the critical require-
ments of the Changjitu Project was outside investment. The UNDP planned
to attract USD 30 billion to finance its project, but this became difficult due
to the elevated political risks in Northeast Asia. The Chinese government
was also not interested in absorbing these risks even if the long run expect-

ed payoff was large.

Finally, the Changitu Project requires bilateral cooperation while GTI is more
multilateral. The cost for cooperation in bilateral setting is significantly low-

er than in a multilateral context - especially when variance among participat-
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ing economies is large.

The Changjitu Plan

In the “Outline” for development, the Changjitu Project aims to connect and
open China’s northeastern region, assigning Hunchun to be the center, Yan-
ji-Longjing-Tumen as outposts, and Changchun-Jilin as the window. More
specifically, the Chinese government plans to completely open its northeast
area as well as Jilin province through capital inducement from South Korea
and Japan while encouraging regional interchanges among the coastal and
inland areas. Easier access to Harbin, Daging, Qigihar, Liaoning, Heilongjiang
and inner Mongolia would be necessary in order to deepen the process of

industrial development in this area.

Tumen River region is considered to have high growth potential. The key to
this region is Jilin province which connects the Yanbian Autonomous Region
with Changchun and Jilin city. If seen through its completion, the develop-
ment of this region will allow Hunchun to be the pivot for Changchun and
Jilin. There is also the added leverage gained from the connection between
Harbin and Dalian. Infrastructure and industrial development will facilitate
the connection to the inner northern country and the eastern border of the

Tumen river region.

The “Project Plan” identifies eight programs, first of which seeks to estab-
lish free trade zone in Tumen River region. The goal is to expand trade with
South Korea, China, Japan and Russia. Second project seeks to establish open
ports in Changchun and Jilin. In doing so, the planners look to create a north-
east regional hub for customs, quarantine, border screening and facilities in

Changchun and Jilin. The third project seeks to establish a Science Technology
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Development Zone (STDZ). The center of this STDZ will be Changchun where
Bio-information Industry Park and National Opto/electronic Industrial Base
will be established to house Hi-Tech R&D firms and facilities. Fourth project
seeks to establish joint venture industrial zones for bilateral partnerships
with firms from Korea, Japan, and Russia. Fifth project looks to establish
modernized distribution complex by building bonded processing, distribu-
tion, storage warehouse complex near Changchun Longjiang Airport, Yanji
airport, and Fushun. Sixth project involves building an ecotourism district in
the region. Seventh project seeks to establish advanced specialized service

complex. Finally, the last project aims to modernize the agricultural system.

One critical dimension of the Changjitu Project is the Silk Road. Revival of
this idea has implications for Changjitu as well as countries in the region
and Europe. This dimension consists of two separate undertakings. One is
the road and rail connection through Hunchun, North Korea, and Russia. The
other is the connection between Aershan in Inner Mongolia to Wuwei. The
starting point for this distribution channel is Rajin - making economic coop-

eration between China and North Korea a key to this undertaking.

North Korea-China Cooperation on the Changjitu Project

Bilateral Cooperation and Current Status

As of this point in time, the Changjitu Project has 200 shovel-ready programs

in various sectors, such as energy, food and agriculture, automobile, petro-

chemical, tourism, bio-medicine, service, transport, steel, information tech-

nology, mineral, construction, among others.
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China and North Korea are poised to develop transportation and distribution
channel in the Tumen region. Constructing distribution channel in Changji-
tu Project has two important implications. First, it establishes a robust con-
nection between the inner Northeast China and the global market. Although
it is one of the major urban centers in the northeast, Jilin’s potential has yet
to be realized largely due to poor infrastructure. Building Changchun and
Jilin’s industrial capacity and distribution capacity are important to remedy

these shortcomings.

Second, Tumen River region will become the domestic trading post for North-
east China and Southern coastal region. China’s southern coastal region main-
tains a high demand for goods produced in the northern region but this de-
mand is tempered by relatively high cost of transportation. If connected,
North Korean port of Rajin can significantly reduce the shipping fee. There
are alternatives to Rajin, such as Russia’s Zarubino; however, having alter-
native points of entry would reduce the risk arising from overdependence
on a single port, especially when these ports are located in other countries.
Of course, when those countries happen to be North Korea or Russia, there
is an added incentive to rely on more than one point of entry. North Korea,
for one, is a challenging case with international sanctions and friction with

South Korea, Japan, and the US.

As mentioned above, however, North Korea looks to figure into China’s north-
east regional development strategy. Changjitu project is the platform to re-
alize these goals. Five joint projects are underway in conjunction with the
Changjitu Development Project: i) bridge between Wonjeong-ri and Rajin
(started 6/9/2011); ii) ground tourism in Rajin SEZ; iii) Special Agricultural
Science and Technology Zone; iv) development of shipping industry; and v)

cement production (i. e. the Yatai Group).”
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The project to construct a special zone for agricultural science and technol-
ogy has made some progress. Beidahuang group invested RMB 20 million in
two collective farms in Rajin to cultivate rice and vegetables. Ground tour-
ism is already well underway. As a part of domestic shipping industry pro-

ject, 0.1 tons of coal has been shipped to Shanghai.

Bilateral economic cooperation for developing Rajin, Hwanguempyong and
Wihwa Island received a boost when then-chief of the Central Administra-
tive Department of the Korean Workers’ Party, Jang Song-thaek visited Chi-
na in August 2012. The purpose of his visit was to find a way to solidify
bilateral economic cooperation and upgrade China-DPRK relations to the
level of practical implementation. During the third meeting of China-DPRK
Joint Steering Committee on Cooperation in Development and Management
of the Rajin Economic and Trade Zone and the Hwanggumphyong and Wih-
wa Islands Economic Zone, the parties decided to establish management
committees for each special zone. For Rajin, seven members were assigned
in total, consisting of four Chinese and three North Koreans.” The ultimate
goal of the agreement was to build an advanced manufacturing industrial

complex, which would make Rajin SEZ the center of logistics and regional

73. The total cost of the bridge project is RMB 230 million. It was originally scheduled to be complet-
ed by 10/26/2011. New bus routes have been established between Hunchun and Rajin. This pro-
ject also led to newly paved roads in and around Rajin, Sonbong, and Yanbian. The Yatai Group’s
project to produce 100 tons of cements was a part of “The Bilateral Agreement on Investment
Cooperation of the Industrial Complex in Rajin SEZ” signed in August 2012 with Rajin City Peo-
ple’s Council of North Korea. The 50 year agreement outlines plans for a complex that is 500,000
square meters, near Ungsang Port. Construction has been delayed due to lack of electricity in the
city but will resume once China begins to provide supplemental power to the area.

74. A Chinese member took the chair and two North Korean members took the positions for depu-

ty-chair and secretary.
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tourism. In the process, the two countries aim to develop industries for pro-
cessing raw material, machineries, high-tech, light manufacturing, service,

and modern agriculture.

On September 26, 2012 China and North Korea convened a conference in
Beijing about investment opportunities in Rajin, Hwanggumphyong and Wih-
wa SEZ. About 200 firms and commercial unions participated in this meeting.
Rajin encourages investment through preferential policies on tax, property
lease, and repayment. Minimum wage was set at EUR 30 a month and both
RMB and North Korean Won are accepted. Investments have been made in
about 50 areas including mining, metal processing, railway, machinery equip-

ments, factories, and textiles, among others.

Out of the total 470 square kilometers of the joint development area, only
30 square kilometers is to be developed under the six projects. Supplemen-
tal power is to be supplied through the expansion of the Datang Hunchun
Power Plant Unit 3. Chinese electric utilities are cooperating with North Ko-
rean government to complete the construction, which is expected to be fin-
ished by 2014.

There are two additional projects: Domun - Rajin Railway project and Quan-
he Wonjong Border Bridge Construction. The latter is funded by China Road
and Bridge Corporation. Musan iron-ore mine development is also included
in the mix, though it is outside of the Rajin SEZ. Regarding port development
in Rajin, currently China has the rights to use Piers 1 and 2 and is to build
additional Piers 4, 5 and 6 for use over the coming 50 years. Russia rents
Pier 3 for 49 years in exchange of its investment of USD 180 million made in
2008. The last project involves infrastructure development in the SEZ, which

attracted joint investment of 3 billion won. Under the agreement, China is
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set to oversee the construction of a 55 square meter long railway linking

Domun and Rajin as well as airfields and thermoelectric power plant.

DPRK intends to develop the zone as an international hub for logistics, ship-
ping, trade, investment, finance, tourism and service. To achieve this goal,
Pyongyang is trying to attract substantial amount of foreign investment in
such areas as infrastructure construction, science and technology, energy,

manufacturing, tourism, and agriculture.

Prospects of the Changjitu Development Zone

Changjitu development has the potential to leave a large footprint on neigh-
boring economies. The impact would be considerable on DPRK as it can take
advantage of the zone’s access and abundant resources. Pyongyang would
benefit from increased cooperation with China and Russia. The centrality of
the Tumen River would allow DPRK to gain a geopolitical advantage since it
would mean that DPRK would be an intermediate link to the region. China
Jilin-Northeast Asia Investment and Trade Expo was convened in September
2010 to discuss practical matter such as infrastructure, tourism, customs,
and shipping. China and North Korea signed an agreement to expand coop-

eration between the local governments in the region (i.e. Yanbian and Rajin).

The Changjitu development project has temporarily been stalled after China
joined the international sanction against DPRK followed by its third nuclear
test. However, this stoppage is expected to be temporarily and not expected

to stay in place in the long run.
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Conclusion

The concept of reform or change is likely to be a taboo in a country which
has seen such little change since its founding. Nonetheless, the contribu-
tions within this report all suggest concrete recommendations as to what
the stakeholders in North Korea might consider if they are looking to im-
prove the livelihood of ordinary people in their country. In general, the pol-
icy suggestions all place primacy on the role of the North Korean state with
emphasis on commitment to long term planning. We outline the key features

of these recommendations below.

1. Introduction of market incentives and resources. Two essential elements
with regards to the agricultural sector: 1) land tenure arrangements that
provide returns for effort, encourage investments in rehabilitation of
the soils and ecologically sound farming patterns; and 2) market struc-

tures that provide correct price signals for inputs and outputs.

2. Decentralized production, marketing, and distribution. For agriculture,
this means giving farmers more discretion to select the type of crops
they wish to cultivate and implementing a mixed production market-
ing and distribution system whereby farmers can sell to both govern-
ment and individual consumers. Similar kind of arrangement can be
utilized for inputs (i.e. seeds and fertilizers) where the sale of mini-
mum required inputs can occur through state or cooperative outlets
but farmers can access open markets to purchase additional inputs
as needed. In the manufacturing sector, this means phasing in open

market reforms through joint ventures and foreign investments.
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3. Focus on export oriented industrialization. While North Korea may con- actors.
tinue to maintain a small agricultural sector, it will inevitably require

a larger commitment to developing the domestic industrial capacity. 7. Capital investments and joint ventures. As all of the contributors not-

The focus should be on exports. Much of the decline in domestic food

production can be managed through trade.

ed, initial capital for development of industrial capacity in North Ko-
rea will inevitably require foreign capital. While private investments can

be drawn by preferential terms and conditions, North Korea may want

4. Modernization of infrastructure and manufacturing capacity. Intro- to utilize joint ventures and/or assistance from international financial
duction of automation and mechanization in all sectors of the econo- institutes, such as the World Bank or the Asian Development Bank, to
my. For the most part, basic infrastructure in North Korea is outdated. reinforce its own public financing.

Lack of modernization in basic transportation, roads, and energy are

critical for not only managing the development of the Special Econom- . Investments in research and development (R&D) and technical knowl-

ic Zones (SEZs) but also serve as an important basis for increasing the edge. One way to manage the problem of food shortage arising from

productive capacity in other sectors of the economy. Instead of taking the harsh ecological and climate conditions in North Korea is to devel-

on this task single-handedly, the government may benefit from intro- op and introduce more hardy and drought resistant crops. Collabora-

ducing competitive bidding system on public construction projects. tion with other countries, such as China, South Korea, Japan or even
the US could prove useful in this regard. As for the manufacturing sec-

5. Diversification of trade partners and goods. Manage the risks from over- tor, the key to continual development and staying ahead of the middle
dependence on limited trade partner(s) and good(s) through increased income trap is development of human resource capacity. Basic invest-
diversification. ment in secondary and post-secondary education will prove critical in

this regard. Much of the joint business ventures could also incorpo-

6. Reduce geographic and institutional barriers to labor mobility. One rate elements that encourage skill transfer.

reason for the success of China’s economic reform, for instance, was

the ability to shift qualified workers to areas of the economy that was One advantage for North Korea is the proximity to neighboring countries

short on labor supply. Increased mobility proved crucial in allowing the that have extensive knowledge and experience in developing an economy.
input side of the economy to make quick adjustments to meet the pro- While each country is unique in its own regard, there are important lessons
ductive demands. that North Korea can take away from the developmental experiences within
the region. We have outlined a few above.

While above measures are changes that North Korea may consider implement-

ing on its own, there is some room for cross-border cooperation with external Of course, the above recommendations come with some important caveats.
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Many of the recommendations hinges on the availability of abundant supply
of capital, much of which is likely to come from foreign sources. Foreign inves-
tors, however, are not likely to make significant investments in North Korea
unless someone (i.e. state) is able to provide assurance that those investments
will be protected. Given the recent leadership change within North Korea,
along with series of provocations, including the temporary closure of Kae-
song Industrial Complex in 2013, nuclear tests and rocket launches (among
others), it is unclear whether the North Korean state can do much to buttress
this guarantee in any credible manner. The goal of this report, however, was
not to advocate for policy change within North Korea but to suggest some
concrete measures that the decision makers can take when the opportune

moment arrives.
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Appendix 1

In this analytic exercise, we utilize a family of state-space or time varying pa-
rameters model to analyze the relationship between the Bank of Korea’s real
GDP data and the current accounts data from Haggard and Noland (2007).7
The model allows the conditional distribution of y,(in this case real GDP) to
depend on stochastic parameters that depend on both x, and y . More spe-

cifically, the state-space representation can be stated as

k. 4

p
Y=ty T, +Z¢1yt—‘r +ZZAiT'xi,t77+gt

=1 i=l =0

where g is the trend, y,is the seasonal factor, y, is the cyclical component,
respectively. There are & predictors for time periodz=0,1,2,...,q. ¢ and A_are
the unknown parameters and x_is the set of corresponding exogenous pre-
dictors, which in this case is only the current accounts of North Korea. Note
that when we do this, we are assuming that the real GDP is a function of sto-
chastic parameters that depend on the current accounts and real GDP at t-1.
¢is the random disturbance term, which in essence is “white noise” ¢ ~NID(O,
o3, t=12,.,T. The trend term can be further decomposed into two parts:

the level () and slope (5).

lut :ﬂt—q+ﬂt—l+ntﬁ nzNNID(OaO-;)
ﬂt :ﬂt—l +é/t’ é/t ~ NID(0,0‘?)

75. Stephan Haggard and Marcus Noland, “North Korea’s External Economic Relations” Working Paper

Series, Peterson Institute for International Economics, August 2007.
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This type of specification, where both the level and slope are characterized Figure 5.1: Residual and Auxiliary Analysis

as a “random walk plus noise,” is referred to as the local level trend model Density
(see Brockwell & Davis, 2010; Hamilton, 1994). Initial univariate diagnostics [
of the real GDP indicate that it is not necessary to account for the seasonal 10 ‘

o

or cyclical effects. E | |

The regression output indicates that the coefficient for the upper bound b
estimate on current account provides the best fit (see Table 5.1); however, | . | ‘
about 40~50 percent of the variance in GDP can be explained by the state 1990 199 2000 2005
. . . . . — ttests for Irregular interventions — ttests for Irregular interventions —— N(s=0.942)
space regression with current accounts data. Residual analysis along with
the Durbin Watson and Box-Ljung Q test statistics reveal that the basic mod-
el assumptions are holding (See Figure 5.1). Most importantly, the predictive . Density
forecasting derived from the model corresponds with the actual observed
1+
real GDP data for periods after 2005 (See Figure 5.2). , ‘ ‘ ‘
ob by | | I
| | ‘ |
Table 5.1: Relationship between Current Accounts and Real GDP T
2+
Curéertl‘t A(;count Coefficient R-squared DW Q(2,0) P e e iy
stimates 1990 1995 2000 2005
Low ((‘)1215%) 0.409 1.814 0.695 —— t tests for Level interventions — ttests for Level interventions —— N(s=0.943)
. 1.22%
High (0.05) 0.528 1.77 1.03 .
ensity
-0.52 2
Best Guess (0.584) 0.411 1.78 0.7 04|
1 03
0 [ 02 L
-1 01t
1 n L | L L L L I L L L L 1 L il NN L L | L L | | LT
1990 1995 2000 2005 -20-15-1.0-05 0.0 0.5 1.0 1.5 20 25 3.0 3.5
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Figure 5.2: Predictions on GDP and Forecasts
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