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Main Themes of the Conference
The 2014 Korea Dialogue Conference on Strengthening North Pacific Cooperation
was organized jointly by the East-West Center and the Korea Institute for International
Economic Policy. The conference was held at the East-West Center in Honolulu on
July 24–25, 2014.
The conference focuses on three main topics:
▪ The macroeconomic performance of the key North Pacific countries: China,
Japan, Korea and the US
▪ Trade arrangements: the Trans-Pacific Partnership (TPP); the Regional
Comprehensive Economic Partnership (RCEP); and the China–Japan–Korea
Free Trade Agreement (CJK)
▪ Assessments of the North Korean economy
The conference concluded with a roundtable discussion on strengthening
North Pacific cooperation.
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Introduction and Overview
Charles E. Morrison and Marcus Noland

The North Pacific area is one of the most economically dynamic regions
of the world. Over the past 35 years, the share of the world economy accounted
for by the three major economies of Northeast Asia-China, Japan, and South
Korea-plus the US, has risen from 33% to 39% and is expected to roughly
maintain that level for the next 20 years.1) Their share of global trade has
increased as well, growing from 22% in 1980 to 29% in 2013.2) Developments
in these four economies will not only have profound implications for
themselves, but given their weight and leadership positions in the international
order will have global ramifications as well.
On July 24–25, 2014, participants from these countries gathered in Honolulu
for a conference on Strengthening North Pacific Cooperation organized by the
East-West Center and the Korea Institute for International Economic Policy. The
conference was organized around three sessions: Prospects for the Region’s
Economies, Pathways toward Trade and Investment Integration in the North
Pacific Region, and Assessing Economic and Social Change in North Korea.
The last session was a reminder that, while the growing prosperity has been
a hallmark of Northeast Asia for more than 30 years, at the geographic heart
of the region lies an anachronistic state which has not only not shared in the
region’s prosperity, but through its belligerence could put the region’s good
fortune at risk.

1) Specific years of reference are 1980, 2013, and 2035. Country shares of world economic output
in 1980 and 2013 are taken from the IMF’s World Economic Outlook database. Data are listed
under “Gross domestic product based on purchasing power parity (PPP) share of world total,
percent”, which is benchmarked using 2011 PPP weights. 2013 figures are estimates. Economic
output share projections for 2035 come from GDP per capita values (in 2011 PPP dollars)
supplied by the OECD, Consensus (extended to 20 years), or projected using methodology
described in Ho and Mauro (2014), and multiplied by 2035 population projections from the
United Nations.
2) The total trade figures (exports + imports) for 1980 and 2013 are taken from the IMF’s Direction
of Trade database. Each country’s total exports to the world are reported using freight on board
(FOB), and world imports are reported using cost, insurance, and freight (CIF).

Because of the size of the North Pacific economies and the dense linkagesfinance, macro, and trade-among them, developments in each confer significant
spillovers to the others. In the short to medium run the financial and macroeconomic
channels predominate but there is an absence of formal cooperative institutions
to manage these interactions (despite all four being in the G20). In the
longer-run, trade comes to force and the countries manage trade flows through
global, regional, and bilateral agreements, and as discussed in the second
session, they are progressing unevenly toward greater formal integration.
Macroeconomic trends in these four economies are characterized by
considerable uncertainty. In the US, there is the fundamental issue of whether
the 2007–2009 financial crisis permanently damaged the economy, and how
the economy may react as the authorities begin to reverse the unprecedented
degree of macroeconomic stimulus that followed in the wake of the crisis.
In China, the issue is whether the slowing of the growth rate will be gradual
or accompanied by an abrupt “hard landing.” In Japan, Abenomics is under
fire as the economy slipped back into recession in 2014. Finally, in South
Korea, the smallest economy of the four, and the one in which cross-border
transactions are the most important, the issue is whether negative shocks from
its partners will exacerbate the secular decline in the country’s growth rate.
The absence of formal coordinating mechanisms to address these potential
spillovers is striking.
Uncertainty in the trade sphere is less pronounced. Having made it through
the Global Financial Crisis without a severe renewal of protectionism, the
North Pacific economies are seeking ways of deepening integration with
respect to trade and investment in the context of stalemate on these issues
at the global level. The upshot has been the development of two pathways
to deeper regional integration, one centering on the US and, the other, on
China. If and how these two approaches can be knitted together to achieve
freer trade and investment in the whole Asia-Pacific region is the key issue
in the trade sphere confronting the countries of the North Pacific.
Then there is North Korea, which in the context of its vibrant neighborhood
is a greater economic and political anachronism with each passing day. Most
observers are skeptical that the approach of the current leadership will be
sufficient to lift the country out of its doldrums, but for the countries of the
Northern Pacific the critical issue is whether North Korea simply remains its

own worst enemy or through its provocation the country actually manages to
derail the broader region’s prosperity.

Prospects for the Region’s Economies
The first session of the conference was devoted to an overview of the
region’s macroeconomic prospects, featuring presentations by prominent economists
from the US, China, Japan, and South Korea. In “Assessing Macroeconomic
Policies in the United States in Response to the Great Recession,” David
Stockton argues that considerable uncertainty still surrounds the long-term
impact of the 2007–2009 financial crisis on the US economy. With output
still well below potential, fundamental questions arise as to whether the crisis
permanently damaged the economy, putting it on a new, lower long-run growth
trajectory, and if so, what exactly will this “new normal” be.
There is less uncertainty about the unprecedented nature of macroeconomic
policy in the US since 2010. Short-term interest rates are close to zero, and
after two cycles of “quantitative easing,” or large-scale financial asset purchases
by the Federal Reserve, the central bank’s balance sheet has swollen from
roughly USD 900 billion before the crisis to the previously unheard of level
of USD 4.4 trillion at present. By any standard, in the US, the monetary policy
between 2007 and 2014 has been the most aggressive in the country’s history.
The same cannot be said about fiscal policy, in which there has been
far less consensus about the desirable direction and magnitude of policy
intervention. The conundrum is that fiscal policy since the crisis has driven
federal debt to a level unprecedented in peacetime. Yet at the same time, labor
markets are characterized by considerable slack, and with interest rates near
zero, this would be an ideal time to undertake more public investment to build
capacity for future growth while boosting weak aggregate demand in the
present.
The nature and timing of expected “normalization” of the US monetary
and fiscal policies are of keen interest to America’s partners. Stockton posits
a baseline scenario of steadily accelerating growth of consumption and
investment that stimulates higher levels of imports and is generally favorable
for Northeast Asia. One alternative is a strongly growing US economy which
prompts significant monetary tightening by the Fed. Such an outcome would

likely contribute to appreciation of the dollar, further boosting imports and
generating positive trade spillovers for Northeast Asia.
Other possibilities are less benign. Higher inflation could prompt greater
monetary tightening, which slows US growth and dampens import demand.
An even less favorable scenario could involve monetary tightening driven by
financial stability concerns, pushing the US toward the sort of deflations
observed in Japan and Europe, and creating negative spillovers for US’s
partners.
“Challenges and Opportunities in the China’s Economy” by Yijiang Wang
examines these issues from that country’s perspective. Wang addresses five
prominent challenges for the Chinese economy-loss of competitiveness, problems
in the banking system, and advisable postcrisis monetary and fiscal policies-all
occurring in the context of slowing growth, with the aim of addressing the
fundamental question of whether China is likely to experience an abrupt slowdown
or “hard landing.”
With regard to the first issue, Wang observes that Chinese manufacturers
are contending with rising wages, excess capacity, growing tax burdens, and
slackening external demand, contributing to falling profitability. Working through
these competitiveness issues is complicated by the widespread perception that
Chinese banks carry a significant burden of nonperforming loans, and balance
sheet rebuilding will mean tighter credit conditions even for good businesses.
A related concern is the rapid growth of the nonbank financial intermediaries
or the “shadow banking” system. The shadow banks both undercut traditional
lenders, increasing the likelihood of a crisis in the banking sector, but through
their lightly or unregulated activities constitute an independent source of risk
to the financial sector themselves.
The seriousness of these challenges is evident. But China also has
considerable strengths, beginning with USD 4 trillion in official reserves. So
while China faces a potential crisis in its financial sector, it also has a lot
of resources to resolve any problems. And as Wang observes, China has
considerable scope for structural reforms at the microeconomic level which
could stimulate the economy without necessarily adding to government debt.
Wang is less explicit than Stockton in drawing out the implications for
its partners but these are clear: An abrupt slowdown or hard landing would
have adverse effects on its partners, particularly South Korea for which trade

with China is equivalent to approximately 18% of its GDP. If China is able
to avoid this scenario, its continued development would act as a boon to its
trade partners, particularly in the area of high technology according to Wang.
In certain respects China’s meteoric rise accompanied by concerns over
its financial stability and concomitant concerns about its medium-term growth
prospects is reminiscent of Japan in the 1980s. After 2 decades of disappointing
performance, Tokuo Iwaisako’s “Abenomics and Beyond: Japanese Economy
in the 2010s,” addresses the possibility that with major policy innovations,
the Japanese economy is turning the corner.
Abenomics consists of “three arrows”: fiscal policy, monetary policy, and
a growth strategy centered on structural reform. The fiscal policy has been
a balancing act of short-run fiscal stimulus to offset the immediate effects
on Japan of the global financial crisis, combined with a long-term commitment
to addressing Japan’s enormous public debt through a policy of steady gradual
increases in the consumption tax rate. In the area of monetary policy, the
Bank of Japan has implemented an “unorthodox” policy of quantitative easing
similar to policies pursued in the US and Europe in a bid to break out of
deflation and encourage spending.
The third arrow is the area where there is the least evidence of a
determined attempt to implement policy change. Initially emphasis was placed
on preferential trade agreements such as the Trans-Pacific Partnership (TPP),
taken up in the second conference session, to spur structural reforms. But this
strategy has encountered political opposition internally, and externally, TPP
has sputtered. This disappointment has been made all the worse by Japan’s
struggles for formulate a sustainable energy policy following the closure of
nuclear power plants in the wake of the March 2011 earthquake and tsunami.
Emphasis has subsequently shifted to “womenonmics”—making better use of
the potential contributions of Japan’s women, and there is some evidence both
of policy change and labor market response. But the jury is still out on whether
the third arrow will ultimately deliver the magnitude of change that Japan
needs to restore its economic vitality, indeed, in November 2014 it was
announced that Japan had slipped back into recession.
In recent decades, Japan has become more dependent on international trade
and, hence, more vulnerable to negative shocks emanating from abroad.
Iwaisako identifies the bursting of financial market and/or property market

bubbles in China as the prime cause for concern in this regard.
In the final paper of the session, Il Houng Lee and Seongman Moon
address the outlook for South Korea in “Prospect of the Korean Economy.”
The authors step back and observe that the slowing of the secular growth
rate of the South Korean economy (for the first time in decades now growing
more slowly than the world average) and posit three possible hypotheses
revolving around the role of domestic demand: diminished internal ripple
effects from export growth, rising income inequality and growing household
debts, and a decline in investment.
The first possibility is tied to the growing use of foreign suppliers by
major South Korean exporters and the attenuated participation by South Korean
small and medium enterprises (SMEs) in the value chains created by those large
firms. This situation is compounded by the decline in domestic investment.
Lee and Moon argue that the fall in domestic investment has coincided with
the relocation of production activities abroad which again has left SMEs
behind. Finally, South Korean consumption growth has lagged income growth
for more than 3 decades, a situation the authors ascribe to increasing income
inequality and household debt burdens. The latter is believed to inhibit
consumption by increasing the prevalence of liquidity-constrained households
as well as the dampening effect on consumption of higher default risks.
The net result has been a slowing of South Korea’s growth rate which
has left the country more vulnerable to negative shocks emanating from abroad,
whether they come from the US, China, Japan, or other partners.
In the discussion that ensued, one theme that recurred repeatedly was the
difference between the “quantity” and “quality” of employment. In the US and
Japan, in particular, participants pointed to the rise of part-time employment and
the difficulty of college graduates finding skill-suitable employment, phenomena
that also have been on the rise in South Korea. One way to stimulate high
productivity commercially sustainable employment is through international trade
specialization, the topic taken up in the second session.

Pathways toward Trade and Investment Integration in the North
Pacific Region
Cross-border trade integration both contributes to long-run growth as well
as reducing the likelihood of financial crises emanating from financial or
macroeconomic shocks. With progress toward trade liberalization through the
World Trade Organization (WTO) having stalled at the global level, the countries
of the North Pacific have naturally turned toward plurilateral, regional, and
bilateral alternatives. Regional integration is proceeding along two parallel
paths, the Trans-Pacific Partnership (TPP), which is centered on the US, and
an East Asian track represented by the Regional Comprehensive Economic
Partnership (RCEP) centered on China, with the shared goal of eventually
achieving the Bogor Goal of free trade in the Asia Pacific region via a Free
Trade Agreement of the Asia-Pacific (FTAAP).
There is a difference in the two approaches. The US is a postindustrial
society, and its trade agenda quite naturally goes beyond the removal of border
impediments, such as tariffs and quotas, to such “behind-the-border” issues as
rules on investment, services, government procurement, and competition policy.
This agenda is more difficult to negotiate than simple tariff cutting.
In contrast, China and ASEAN (another key RCEP participant) are more
understandably content to focus on tariff cutting and enter into “dirty agreements”
that would not reasonably pass muster with respect to the General Agreement
on Tariffs and the Trade Article XXIV requirement in which preferential
agreements not only eliminate barriers on “substantially all trade,” but also
emphasize a somewhat different set of issues, such as logistics, science and
technology, and small and medium enterprises relevant to their level of
development. Seven countries are participating in both the TPP and RCEP
negotiations. The upshot from an American perspective is that we set the bar
higher, and as a consequence, for our partners, it may be easier to conclude
a deal with China than with us.
In addition to these regional initiatives, there are free trade agreement
(FTA) negotiations underway between China and South Korea, South Korea
and Japan, and among all three. Indeed, 3 months after our conference, at
the Asia-Pacific Economic Cooperation forum summit in Beijing, China, and
South Korea announced an FTA agreement (subject to approval by the South

Korean National Assembly). It could be characterized as a “dirty” agreement,
excluding the automobile sector, and other sensitive industries, from the pact.
Japan and South Korea began FTA talks 10 years ago, but the negotiations
were suspended over Japan’s reluctance to open its agricultural market. This
bilateral deal, as well as the three-way agreement between China, Japan, and
South Korea, is unlikely to progress as long as Japan remains hesitant to
liberalize agriculture. A shift in the Japanese stance could open up the prospects
for these deals, however.
In “The Trans-Pacific Partnership (TPP) as a Pathway to Asian Integration,”
Deborah Elms reviews the TPP state of play. She argues that as it is being
negotiated, TPP is an ambitious, high-quality agreement that is indeed both
broader and deeper than the Asian norm. Preferential tariff cuts are likely to
be comprehensive, and rules of origin are being drawn narrowly, creating
considerable potential for trade diversion. This possibility may be reinforced
by agreements on service and investment, which will create an incentive to
locate supply chains in TPP member countries. The agreement is likely to include
innovative provisions with respect to government procurement, electronic
commerce (including cross-border data transmission), intellectual property rights,
and dispute settlement. What is less clear is how far the inevitable last minute
political compromises will degrade the quality of the agreement.
Assuming that the ultimate agreement approximates the current discussion
(and that the “shaving” of quality, as Elms puts it, is not too great), commentator
Michael Plummer argues that on the basis of computable general equilibrium
modeling the payoffs to TPP could be quite significant, on the order of USD
223 billion to USD 451 billion globally depending on the precise assumptions
about the agreement’s membership.
The other regional integration track, the RCEP, is discussed in the paper
“The RCEP-Design, Status, and Challenges,” by Zhang Jianping and Nie Wei.
They argue that there has been a noticeable lack of progress on some of the
agreement’s essential components, bringing into doubt the notional target date
of year-end 2015 for the completion of the negotiations. There is no agreement on
how to resolve the issue that among the RCEP countries there are both “ASEAN+1”
agreements (which may be low standard) and existing or prospective subregional
and bilateral agreements (such as the existing bilateral FTAs that China and
South Korea have with Singapore, or the potential China-South Korea FTA,

China, Japan, South Korea three-way FTA) that could exceed the ASEAN+1
template in breadth, depth or both. Do the ASEAN+1 agreements constitute
a template to be broadened regionally, or are the more ambitious agreements
to be folded into the regional pact somehow?
In essence, TPP is a club of relatively like-minded liberal economies,
and a certain degree of coherence is gained via a process of self-selection.
The RCEP membership is more diverse and hence finding common ground
is proving challenging. Commentator Michael Plummer added that ASEAN
negotiators (who are also trying to complete internal negotiations in parallel
to RCEP) may lack “bandwidth,” but that a launch of TPP might spur them
to focus on RCEP with greater alacrity. If they did, the gains could be large
(assuming that the deal was comprehensively eliminated border measures), on
the order of USD 644 billion.
Strikingly, the Elms and Zhang-Nie papers reach diametrically opposing
conclusions with respect to achieving the ultimate prize of FTAAP, which
Plummer estimates could boost global GDP by roughly USD 2.4 trillion. Elms
argues that for a variety of reasons neither TPP nor RCEP are suitable building
blocks for FTAAP (despite official pronouncements to this effect) and FTAAP
can only be achieved by a fresh APEC-centered negotiation. Zhang-Nie
concludes that a marriage of TPP and RCEP may be the most likely pathway
to FTAAP.
In the final paper of the session, Dukgeun Ahn examines in detail a
prospective China–Japan–South Korea FTA. Such an agreement has been under
discussion for a decade, with the governments launching a formal study as
a prelude to negotiations in 2009. As Ahn observes, the three countries are
experiencing deepening trade and investment integration, yet at the same time
there are bilateral trade imbalances, sensitive sectors, and diplomatic tensions,
all of which impede the conclusion of a formal FTA.
In this context, Ahn argues that the launch of TPP would spur conclusion
of the trilateral agreement. If TPP comes into force, South Korea will seek
to join to avoid trade diversion visa vis Japan. Joining TPP would be
tantamount to concluding a Japan–South Korea FTA, and with a China–South
Korea likely, the China–Japan dyad would be the only missing link.

Assessing Economic and Social Changes in North Korea
One country stands apart from this broad trend of growing prosperity and
economic interdependence: North Korea. To make matters worse, the country’s
opacity hamstrings conventional social science analysis as observed in the
papers by Marcus Noland, Dongho Jo, and the commentary by Nicholas
Eberstadt.
There are some points that appear to garner consensus, however. First,
there has been a shift toward market activities. In “Economic Developments
in North Korea,” Marcus Noland argues that this has largely been an unplanned
process driven by state failure (the paper by Zhao Huji makes the same point)
and, thus, the state’s ambivalent attitude toward the market. He goes so far
as to describe North Korea as a “small, open, and highly distorted market
economy.” For his part, Jo asserts that the (South Korean) Bank of Korea
does not adequately account for this marketization in its analyses of the North
Korean economy and, as a consequence, underestimates the true rate of
economic growth.
Similarly, Noland and Jo both agree that the North Korean economy
appears to be characterized by widening inequality and that the fruits of
whatever economic gains may be occurring are not equally shared. Both
authors point to chronic food insecurity among sections of the population.
Indeed, both authors are pessimistic about the future of the North Korean
economy. Jo argues that the regime is interested only in improving the
functioning of the existing system, not fundamentally reforming the system.
Moreover, North Korea does not generate enough domestic saving to finance
adequate investment, but that attempts to induce foreign investment are likely
to be frustrated by the weakness or complete absence of supportive institutions,
international sanctions, and the country’s generally poor external relations.
Noland makes similar arguments but goes further than Jo, questioning North
Korean leader Kim Jong-un’s suitability for governing.
In “Can North Korea Follow China’s Path of Reform and Open Door Policy,”
Zhao Huji approaches the same issues from a distinct, political-economy
perspective. Zhao begins with a brief account of China’s ideological and
institutional transformation since economic reforms were initiated in 1978. He
then contrasts the Chinese experience with developments in North Korea over

the same period. Like Noland and Jo, he sees North Korea as needing foreign
capital, technology, management methods, and market access, as necessary
for the revitalization of the country’s economy, but this deepening of external
relations is impeded by North Korea’s belligerence. And internally, a formal
shift towards greater market orientation is hampered by the “overlarge” size of
the domestic arms industry and its imperviousness to reform. Ultimately, Kim
Jong-un faces a choice between embracing reform, understanding that he will
meet resistance by privileged elites and a loss of the regime’s original basis for
legitimacy, or attempt to maintain the system, risking deteriorating economic
performance, discontent, and “a crisis of weakening legitimacy.”
Indeed, all three papers as well as the commentary by Hyung-Gon Jeong
touch on one constant theme: Is the byungjin line of parallel development
of nuclear weaponry and economic development an unresolvable contradiction?
As Jeong observes, the byungjin line creates a natural conflict between hawks
and doves within the North Korean state and impedes the transfer of resources
from the military to the civilian sector, which Zhao argues is essential for
reform, and as Noland argues, inflames relations with foreign countries which
will ultimately be essential for the country’s economic rehabilitation. Given
North Korea’s opacity, Jeong’s cautious conclusion that it is too early to tell
may be ascribed more to judicious restraint than the pusillanimous waffling
of the proverbial two-handed economist.
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Keynote Address

Are Mega Free Trade Agreements
the Best Alternative for Advancing
Global Trade Liberalization?
Cae-One Kim

It is a great pleasure and privilege for me to give the keynote address for
this conference co-hosted by the East-West Center and Korea Institute for
Economic Policy (KIEP). It is a precious opportunity for me to speak with you,
distinguished experts in international economics, in such a prestigious and
welcoming place.
On this occasion, I would like to talk about how the two main pillars of
international trade order—multilateralism and regionalism—have changed over
the last half century, as well as address where I believe Asia-Pacific regionalism
should go in the future.
After World War II, the General Agreement on Tariffs and Trade (GATT)
was the only de facto international system governing the world trade order. In
practice, the US exerted overwhelming influence on international trade relations,
pursuing an ideal of trade liberalization through multilateral negotiations based
on the principle of nondiscrimination. European countries joined this trade order,
sharing a similar viewpoint with the US, while pursuing their own regional
interests, represented by the European Economic Community (EEC), the former
body of the European Union (EU).
Dear colleagues, on recently witnessing the launch of talks for the
Transatlantic Trade and Investment Partnership (TTIP) between the US and the
EU, I was reminded of the saying, “history repeats itself, but not with the same
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features.”
As I recall, it was just 50 years ago that the Kennedy Round started (the sixth
session of the GATT (1964–1967). This was the largest multilateral negotiation
within the framework of the GATT until that time. What I want to stress now
is that President Kennedy himself suggested creating a substantial Atlantic Free
Trade Area.
Relying on the Trade Expansion Act of 1962, the US government called
for the total elimination of tariffs over industrial products traded between the
US and the enlarged EEC if the sum of their exports accounted for more than
80% of total industrial exports of the world. For other industrial products, the
US proposed a linear tariff cut by 50% according to GATT rules—something
unprecedented at that time.
Those ambitious suggestions were completely in line with the GATT’s basic
principles such as multilateralism and the “principal-supplier rule.” However, as
the UK’s accession foundered, Kennedy’s “grand design” was unable to make
progress, and this idea was consequently scaled back to simpler, large-scale
multilateral talks.
Compared to the time of the Kennedy Round, the international trade order
today has changed dramatically.
First, the TTIP, which aims to establish a large-scale free trade area between
the US and the EU, is grounded on the WTO/GATT “waiver clause.” Needless
to say, this is not in line with World Trade Organization (WTO) general principles
and stands in sharp contrast to Kennedy’s idea.
Based on its experience with NAFTA, the US has begun actively to conclude
Free Trade Agreements (FTAs), and now directs its FTA policy on a global
scale. In a way, the US seems to have adopted the EU’s stance, in which
regionalism is regarded as a stepping-stone to multilateralism. However, the
difference between the EU and the US is that the EU has concluded a number
of preferential trade agreements (PTAs), mostly with developing countries, while
maintaining its trade relations with developed countries in a multilateral
framework. It is only in early 2013 that the EU began negotiating FTAs with
Japan and, later, the US.
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Having closely followed all these changes, I realized it is no longer necessary
to discuss the ways in which multilateralism and regionalism are compatible.
We may remember that this question induced fierce debates among the economists
ten years ago. It now remains only a matter for a working-level committee to
review an FTA announced to the WTO to check that it complies with WTO
rules (such as Article XXIV of GATT and Article V of GATS).
In practice, regionalism based on expanding FTAs has become mainstream
within the international trade order. The issue we must now attend to is how
to manage regionalism to find a short-cut forward that complements multilateralism
or world trade liberalization. The problem is working out an alternative to expand
Bhagwati’s so-called “Good Blocs.” This has become an important topic for many
researchers and specialists interested in the current WTO system.
It is true that FTA policy has many advantages as a pragmatic approach
to “WTO Plus.” However, the issue of rules of origin (ROO), in particular,
remains the Achilles’ heel of FTAs. As of 2014, most of the 600 Regional Trade
Agreements (RTAs) reported to the WTO take the form of an FTA. Their
intertwined, differing ROO sketch out a complicated global FTA map. Under
these circumstances, it is necessary to prepare appropriate alternatives to minimize
negative effects, such as trade diversion, and transaction or administrative costs.
Most of all, these different ROO should be adjusted to each other at the global
level so as to standardize regulations so they are simpler and less restrictive.
In the past, tariffs were the main trade barrier distorting international trade,
but now, nontariff barriers of various forms have taken their place. The tariff
lost its role as a policy measure for protecting domestic markets in the wake
of trade negotiations or unilateral adjustment programs taken by each government.
Instead, various non-tariff measures work as key barriers to international trade.
Unfortunately, even the WTO does not seem to have seriously reviewed non-tariff
barriers in a systemic way and has had difficulty reducing them. In many cases,
non-tariff barriers take the form of domestic regulations, and other cases require
the harmonization or approximation of domestic rules, standards, and practices
among negotiating countries to liberalize domestic markets.
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Non-tariff barriers are intangible and embodied in domestic socioeconomic
measures, policies or even institutions. Consequently, it is difficult for contracting
parties to negotiate over them within the framework of WTO or to conclude
FTAs.
In its sixth talks, for example, the TTIP negotiation has mainly focused
on removing non-tariff barriers, which affect bilateral trade in goods, services,
but also on further opening the public procurement market. According to some
EU estimates, if negotiations on non-tariff barriers succeed as currently scheduled,
the expected gain would amount to more than 80% of the expected total.
The two main topics of today’s conference, that is, the Regional Comprehensive
Economic Partnership (RCEP) and the Trans-Pacific Partnership (TPP), run counter
to the TTIP in several respects.
For one, in contrast to the TTIP negotiations with similar economies like
the US and the EU, the two other multilateral negotiations led by Asia-Pacific
countries include heterogeneous economies. Obviously, the economic systems
and development levels of these countries present great differences. Policy
preferences and priorities are also quite different. These apparent differences seem
inevitably to become a barrier in negotiations among the parties concerned. I
believe there will be little difficulty in tariff reduction or elimination. However,
the problem lies in negotiating non-tariff barriers. As mentioned, non-tariff
barriers are widely linked to the varying domestic economic conditions of the
participating countries. In addition, the different interests of various sectors and
different levels of market protection delay negotiations.
Another large change in the international trade order over the last 5 decades
is that the central poles of international trade have been moving. Up until the
1980s, when the Uruguay Round was under way, we had all become used to
the idea that the world economy was largely backed up by two main pillars,
that is, the US and the EU (while Japan enjoyed a status as the third largest
economy in the world). However, in the 2010s, China achieved rapid economic
growth and has become a major economic bloc along with the US. Northeast
Asia, centered on China, Japan and Korea, has emerged as a new pole in global
growth. According to statistics in 2013, these 3 countries account for 21.5%
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of world GDP and 18% of international trade. If we include Taiwan, Hong Kong,
and other ASEAN countries, the number would be much higher. Most East Asian
countries have been pursuing FTAs very actively. In this context, it is obvious
that a dynamic change in the global trade order is taking place, along with East
Asia.
My fellow scholars, there have been countless FTAs concluded so far across
the globe, and TTIP, RCEP, and TPP negotiations are only at an early stage.
If we conclude these negotiations successfully, it could have a larger effect on
international trade order than ever before. Successful negotiations would herald
a fundamental upheaval in the world economy. Of course, no one can predict
when these negotiations may close or if they can be concluded with success:
they are large-scale multilateral talks without precedence. Depending on the
issues, participating countries have different views. Even if some agreements
are concluded, implementing them will be another matter entirely and would
take a long time.
Today, what I want to stress is that even if these negotiations turn out fruitfully
in the end, we must approach them carefully, while considering the following
two points:
First, these negotiations, based on FTAs, should comply with fundamental
preconditions to be sustainable.
As you are already well aware, among the countless FTAs concluded so
far, we can find only a limited number of successful cases, such as in Europe
and North America. The remaining FTAs have either vanished or simply remain
as preferential areas, in substance not fulfilling their initial aims. This is the
case, I think, because most FTAs stuck to short term economic benefits, for
example, market access for certain products viewed instrumentally and (or)
focused on questions of diplomatic strategy.
An FTA is, by definition, an effort to take a first step towards market
integration; it should therefore result in deeper forms of market integration among
member countries. By virtue of its nature, an FTA cannot rest quietly in the
status quo, without further development.
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In the long-run, “a well-designed FTA” can be a starting point, leading to
a vision of “common stability and prosperity” among participating members.
Especially FTAs concluded by so-called “like-minded nations” can offer
examples of successful economic integration, which would include regulation
and governance issues.
One last thing I would like to propose here is that an FTA requires a blueprint
for how it contributes to the spirit of the WTO and multilateral international
trade liberalization.
As already mentioned, expansion of recent ongoing multi-FTAs of large-scale
could generate unprecedented, grievous distortions in international trade, resulting
in a greater havoc than ever before. In view of this, from now on, consultations
should be held within WTO to prepare alternatives with the goal of minimizing
potential damage from such distortions, while adjusting agreements so they comply
with the ideal of multilateralism, in line with the progress of ongoing negotiations.
Finally, the US is simultaneously participating in the TTIP negotiation with
Europe and the TPP negotiation with Asia-Pacific countries. This means that
the US could act as a mediator for international trade liberalization between the
three continents and is well-positioned to provide leadership—of course, only
if the US government has a vision for a new global trade architecture. Given
its traditional enthusiasm for multilateralism, I cannot overemphasize the US’s
incomparable role and mission.
I do not believe that it is a coincidence that this meeting to discuss the
global trade order based on the TPP is being hosted by Hawaii, which is a bridge
between Asia and America. I anticipate the world-renowned experts participating
in this conference will suggest compelling and convincing policy alternatives
for reinvigorating global trade system.
Thank you for your kind attention.

Session 1
Prospects for
the Region’s Economies

Assessing Macroeconomic Policies in
the US in Response to the Great
Recession
David J. Stockton

1. Introduction
The wrenching global recession that followed in the wake of the 2007–2009
financial crisis left a lasting imprint on many of the world’s economies. In the
US, the economy is still struggling to recover from the aftermath of the crisis,
with aggregate output running about 3~4% below its potential. Businesses remain
cautious about hiring and spending, and households remain concerned about their
longer-term earnings prospects. Although labor market conditions in the US have
been slowly mending, many performance metrics still lag precrisis norms, and
open questions remain about how much permanent damage the Great Recession
may have done. Conditions in US financial markets have improved dramatically
from the most intense phase of the financial crisis, and most financial institutions
are better capitalized and more liquid than they were just a few years ago.
However, credit conditions remain tighter than immediately before the crisis,
and there are considerable uncertainties about what will ultimately characterize
the new “normal.”
Policymakers in the US responded aggressively to the extraordinary turmoil
in financial markets and the subsequent plunge in economic activity. In the midst
of the crisis, concerted efforts were made to shore up aggregate demand through
massive monetary accommodation, including the large-scale purchase of assets
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and two large fiscal stimulus packages. In addition, the Federal Reserve deployed
a wide range of tools to improve the functioning of financial markets to keep
credit provision from collapsing, and to limit the fallout for the real economy
from the dysfunction evident in financial markets. While some of those efforts
were controversial, most were viewed as appropriate at the time given the breadth
and severity of the crisis.
The same cannot be said for the policy actions taken in the period of 2010
to the present. In this period, the Federal Reserve initiated two more rounds
of large-scale asset purchases—or so-called quantitative easing (QE). The Fed
also adjusted the composition of its portfolio by lengthening the maturity of its
security holdings to put further downward pressure on long-term interest rates.
On the fiscal front, actions were taken by 2011 that shifted the thrust of fiscal
policy from stimulus to restraint. Moreover, a contentious political climate
resulted in the fiscal affairs of the US being managed through a succession of
manufactured crises that added considerable uncertainty to the economic
environment. The effectiveness of the Federal Reserve’s efforts to deliver
monetary accommodation through the expansion of its balance sheet has been
questioned in some quarters, with concerns expressed about the inflation risks
inherent in these actions. As for fiscal policies, the criticisms have come from
two directions: one side has argued that the fiscal actions taken had little positive
effect on economy while saddling taxpayers with a massive increase in federal
debt, but a contrary criticism has been that the main policy error was that the
fiscal stimulus packages were too small at the height of the crisis and too quickly
reversed given the long-lived hit to aggregate demand emanating from the crisis.
Whatever one’s position on these policy questions, there can be little doubt
the actions taken in response to the Great Recession have left both monetary
and fiscal policies far from any reasonable characterization of normal. Nominal
short-term interest rates are effectively at zero and have been since late 2008.
Meanwhile, the balance sheet of the Federal Reserve has ballooned from about
USD 900 billion before the crisis to around USD 4.4 trillion at present. Although
federal deficits have fallen from a peak of about USD 1.5 trillion in fiscal year
2009 to somewhere in the neighborhood of USD 500 billion for fiscal year 2014,
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the accumulation of outsized deficits since the start of the recession has left
the federal debt-to-GDP ratio at about 74% and poised to head higher by the
end of the decade if no further actions are taken. With the exception of the
period around World War II, this is an unprecedented level of federal indebtedness
—all the more noteworthy for its projected persistence.
In this paper, I offer a preliminary assessment of the response of macroeconomic
policymakers in the US to the Great Recession and the subsequent slow recovery.
I also explore the prospects for the economy over the next several years, and
examine some of the risks that will attend the normalization of macroeconomic
policies in the US. To be sure, those risks are most acute for the US economy.
But the process of normalization of US macro policies creates risks for many
of our major trading partners, including prominently those in the North Pacific—
Korea, China, and Japan. Any assessment of US policy must necessarily be
considered provisional at this juncture, because the process of normalization is
just getting under way, and a full assessment of the range of macro policies
implemented in the US will not be possible until their withdrawal is complete.
Nevertheless, with that process now starting, taking stock of the performance
of macroeconomic policies in the US to date may be useful in plotting the way
forward.

2. Key Characteristics of the Recession and Recovery
A series of financial disturbances set off by the deteriorating performance
of US mortgage markets led to the onset of a mild economic recession in
November 2007 and resulted in a modest updrift in the unemployment rate
through the summer of 2008. However, the financial meltdown that followed
in the wake of the failure of Lehman Brothers in the fall of 2008 resulted in
a worldwide contraction in output of unusual force. In the US, real GDP fell
a cumulative 4.2% between the business cycle peak in the fourth quarter of 2007
and the trough in the second quarter of 2009—the steepest drop of the post–World
War II period.
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The recession yielded to recovery in the spring of 2009. In the past, deep
downturns in activity tended to be followed by sharp rebounds. That was not
the pattern in the US in the aftermath of the financial crisis. There is evidence
that recoveries from downturns precipitated by financial crises tend to be slower
than normal downturns (Reinhart and Rogoff, 2009), and the recovery that
followed the 2007–2009 financial crisis lends support to that hypothesis. Real
GDP in the US at the end of 2013 was far below the levels predicted by most
forecasters in early 2007. That shortfall in output relative to expectation likely
reflects a combination of structural and cyclical factors, but it illustrates just
how profoundly the crisis influenced the trajectory of the US economy.
Labor market indicators mirrored the poor performance of real GDP. Perhaps
the most striking measure of the extent to which conditions in the US labor
market deteriorated is the drop in the employment-population ratio (Figure 1).
The employment-population ratio dropped more than 5 percentage points between
December 2006 and November 2010, and it has recovered less than 1 percentage
point of that decline since its trough. Broadly speaking, that decline reflects two
troubling developments. It reflects people who are out of work but still looking
for employment, and it reflects those who simply are no longer bothering to
look for work.
Among the first group, the recession obviously resulted in many people
losing their jobs and caused new entrants to the labor force to have great difficulty
finding jobs. The unemployment rate soared to 10% in late 2009 (Figure 2).
It had fallen back to just about 6% by the middle of 2014, as production recovered
and businesses began to feel comfortable again adding to their workforces.
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Figure 1. Employment - Population Ratio
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Figure 2. Civilian Unemployment Rate
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The decline in the unemployment rate also resulted from a steep decline
in labor force participation (Figure 3). The decline in the participation rate was
driven by both structural and cyclical factors. As the US workforce has aged,
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population shares have shifted toward groups with lower participation rates.
Moreover, the rise in the female participation rate, which accelerated in the 1970s,
appears to have ended, and is thus providing less of an offset to the downward
pressure from the aging effect. These trends were already evident prior to the
Great Recession: the labor force participation rate in the US peaked in 2000
and had been subsequently trending down. However, the downtrend accelerated
during and after the recession, suggesting that some of the drop in the labor
force participation rate reflected workers dropping out of the labor force,
discouraged by the lack of perceived employment opportunities.
Figure 3. Labor Force Participation Rate
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The parsing of the decline in the labor force participation rate into
demographic and cyclical components remains an area of active research interest.
The bulk of the available evidence suggests that between one-half and one-sixth
of the decline likely reflects the persistent cyclical weakness in labor markets
(Erceg and Levin (2013); Cline and Nolan (2014); Council of Economic Advisers
(2014); Aaronson et al. (2014)). Consequently, as labor demand improves and
job prospects brighten, some of those workers who dropped out of the labor
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force in recent years are likely to resume their pursuit of a job. Therefore, the
unusually large fraction of workers who are presently out of the labor force
implies the current level of the official unemployment rate likely understates
the degree of slack in the labor market.

3. The Response of Monetary and Fiscal Policies
The policy responses to the Great Recession and the subsequent slow
recovery took place in several stages. The Federal Reserve focused its initial
efforts in two areas: providing support to financial markets through its role as
a lender of last resort, and providing monetary accommodation through a
reduction in its main policy instrument, the federal funds rate. Those tools were
quickly taken to their effective limits, leading the Fed to embark on series of
unconventional policies—most notably, quantitative easing and forward guidance
about its policy intensions. On the fiscal policy front, the initial responses were
to provide large fiscal stimulus through the channels of tax cuts and spending
increases. This fiscal stimulus was short lived, and policy swung back toward
a position of considerable restraint in relatively short order. In this section, I
briefly describe the monetary and fiscal policies put in place, and I provide an
assessment of both the effectiveness of these policies and the overall performance
of the macro policymaking process in the US over this period.
As the financial crisis developed, the Federal Reserve was confronted with
two main challenges that fell under its policy responsibilities: its lender of last
resort functions faced unprecedented demands from many quarters, and its ability
to deliver monetary policy accommodation was quickly constrained by the zero
lower bound on interest rates. In the past, the Fed’s lender of last resort activities
were mainly used to provide liquidity to banks. But with financial panic spreading
beyond the traditional banking channels into shadow banking and other money
and credit markets, the Fed provided support to a wide swath of the financial
markets, including money market funds, asset-backed securities markets, and
some nonbank financial institutions. A full assessment of the efficacy of these
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actions will require the greater perspective of time, but they do appear to have
stemmed the severe dysfunction that had led the financial markets to seize up
in the fall of 2008 and into early 2009. In conjunction with the successful stress
tests of the major banks undertaken in the spring of 2009, the worst of the panic
began to abate. Indeed, the recession ended in March 2009, and modest recovery
got under way.
The Fed also continued its efforts to provide support to aggregate demand
through monetary accommodation. However, by late 2008, the federal funds rate
had been reduced to its effective lower bound just above zero. With its
conventional policy response now completely played out, the Fed began to
explore unconventional means of delivering continued monetary accommodation.
In an effort to lower long-term interest rates and further ease financial conditions,
the Fed embarked on its first round of large-scale asset purchases in November
2008 and expanded those purchases in March 2009. This round of purchases—
so-called quantitative easing—continued until March 2010. However, by the
summer of 2010, there were increasing concerns that the economy had not entered
into a self-sustaining recovery with enough vigor to substantially reduce the
margin of slack in resource utilization. Instead, concerns were mounting that
economy could slip back into recession. As a consequence, the Fed undertook
a second round of quantitative easing (QE2) in November 2010 that continued
until June 2011. In September 2011, the Fed initiated Operation Twist, in which
it shifted the composition of its portfolio away from short-term securities and
toward long-term securities in the expectation that this shift in relative demand
would further flatten the yield curve by driving down long-term interest rates.
QE2 and, to a lesser extent, Operation Twist proved quite controversial both
inside and outside the US. Some critics in the US claimed quantitative easing
was ineffective at boosting economic activity and that the massive expansion
of the Fed’s balance sheet created considerable inflation risks. Outside the US,
critics complained that the implicit objective of Fed policy was to drive down
the exchange value of the dollar—a move that would shift global demand toward
US production and encourage unstable capital flows toward foreign economies,
especially emerging market economies. However, in the Fed’s view, US monetary
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policy needed to focus on US policy objectives; with output below potential and
few signs of any serious domestic inflation pressures, increased accommodation was
seen as necessary to achieve those objectives.
As the subpar economic recovery continued in fits and starts, concern was
mounting within the Federal Reserve about the costs associated with the continued
severe stresses evident in labor markets. Unemployment was falling, but a
noticeable fraction of the decline had resulted from workers leaving the labor
force. Long-term unemployment remained elevated. Long spells of unemployment
risked the permanent detachment of some individuals from the labor market,
eroded the skill sets of others in ways that would make future employment more
difficult, and lowered the earnings profiles of those who could eventually find
work. Moreover, an unusually large fraction of those who were working were
working part-time but wished to be working full-time. The risk was that cyclical
unemployment and underemployment could become structural if left unaddressed.
If present, those types of hysteresis-effects could prove very costly to the economy
over the longer haul.
Concerns about the labor market were central to the Fed’s decision to
implement an open-ended program of asset purchases in September 2012 (QE3).
Moreover, at its December 2012 meeting, the Fed employed more explicit forward
guidance about its interest rate intensions. The Fed indicated it would not consider
raising interest rates as long as the unemployment rate remained above 6–1/2%
and inflation was below 2–1/2%. In the event, the unemployment rate fell more
rapidly than the Fed and most other forecasters had expected, and the Fed
announced its intention to end QE3 in October 2014. Taken together, the
monetary policy actions initiated between 2007 and 2014 arguably constitute the
most aggressive and creative set of policy responses by the central bank in its
100-year history.
A complete evaluation of the unconventional policies deployed by the Fed
in the past 7 years will require the passage of time, but it is not too soon to
offer some broad observations. The effectiveness of these actions must be
addressed in two steps: did monetary accommodation result in easier financial
conditions, and, if so, did easier financial conditions spur an increase in aggregate
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demand? I believe the evidence suggests an affirmative response to both of these
questions.
Numerous studies suggest that, although the precise sizes of the effects are
open to question, asset purchases do influence long-term interest rates (Gagnon et
al. (2011), and Meyer and Bomfin (2010)). Indeed, estimates by Macroeconomic
Advisers suggest that quantitative easing by the Fed has lowered term premia across
the entire Treasury yield curve, with the yield on 10-year Treasury securities nearly
100 basis points lower than would otherwise have been the case (Figure 4). Low
interest rates also supported the rebound in house prices and the stock market,
and eased the burden on borrowers of servicing their debt.
Figure 4. Term Premia Across the Yield Curve
3.5

Treasury yield curve without
balance sheet policies, assuming
unchanged macro conditions.

3.0

Yield

2.5
2.0
1.5
1.0
0.5
0.0
2

3

4

5

6

7

8

9

10

Years

Moreover, there is considerable evidence that these easier financial
conditions provided stimulus to the US economy. Housing construction and
demand for new motor vehicles, both interest-sensitive areas of spending, have
contributed importantly to the recovery. Perhaps just as tellingly, the housing
sector softened noticeably after the Fed’s talk of tapering in the spring and
summer of 2013 led to a steep backup in mortgage interest rates; this close
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association of developments strongly suggests a link between Fed balance sheet
policy and real economic activity. The evidence for the business sector is more
mixed. Many corporations have taken advantage of low interest rates to refinance
debt at lower interest rates and with longer maturities. However, while business
fixed investment has grown steadily since the broader recovery got under way,
capital spending remains surprisingly weak given the low cost of capital, the
ample supply of cash on business balance sheets, and the improving final sales
picture. The bottom line is that interest-sensitive spending, especially in the
household sector, has led the recovery of the US economy, providing support
to the view that the efforts by the Fed to lower interest rates and boost asset
prices has been effective in stimulating aggregate demand.
Although the thrust of monetary policy has consistently aimed at boosting
aggregate demand, fiscal policy over the past 7 years has swung sharply from an
initial position of substantial stimulus during the downturn to one of considerable
restraint since 2010. A relatively modest fiscal stimulus package of about USD
150 billion, largely composed of tax rebates, was proposed and passed during
the Bush administration’s last year in office. With the downturn having intensified
considerably in the second half of 2008 and into early 2009, a massive fiscal
stimulus package was proposed in the early days of the Obama administration.
Congress quickly passed a package of about USD 830 billion (about 5–1/2%
of GDP) in February 2009 that included tax cuts, spending increases, and grants
to state and local governments.
Deficits soared in response to the combination of the stimulus packages
and the effects of the weakening economy through the automatic stabilizers in
the budget; automatic stabilizers refer to the drop in tax revenues and increases
in income-support spending that occur endogenously in a cyclical downturn and
that help to cushion the macroeconomic consequences of a drop in aggregate
demand. The federal budget recorded a deficit approaching USD 1–1/2 trillion
in fiscal year 2009, and it remained above USD 1 trillion for the next 3 years.
The cumulative effect of those deficits was to produce a steep increase in the
ratio of federal debt-to-GDP from about 35% just prior to the crisis to about
74% currently.
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This deterioration in the fiscal position of the US led to mounting concerns
about large budget deficits and accumulating federal debt, and attention quickly
shifted away from policies intended to support aggregate demand toward policies
intended to contain and reduce federal budget deficits. This shift occurred despite
the fact that a lackluster recovery was just getting under way. In particular, a
series of budget agreements resulted in substantial fiscal consolidation between
2011 and 2013—actions that imposed considerable fiscal drag on the economic
expansion. The continuing resolution governing fiscal year 2011 cut discretionary
federal spending by about USD 635 billion over the subsequent 10 years. Then
in the summer of 2011, as part of an agreement to avoid default on the federal
debt, the administration and congressional leadership negotiated the Budget
Control Act of 2011. That act resulted in cuts of discretionary spending relative
to baseline of USD 910 billion. This act promised additional budgetary savings
of USD 1.5 trillion through the joint efforts of a super committee of Congress
or, if that effort failed, budgetary saving of USD 1.2 trillion through sequestration
of budget authority.
Further fiscal restraint was enacted at the end of 2012 to avoid going over
the so-called fiscal cliff—a collection of tax increases that were to occur with
the expiration of Bush-era rate reductions. The administration and Congress
reached agreement on and passed the American Taxpayer Relief Act of 2012.
While that act prevented federal income tax rates from going up for most
Americans, it did increase marginal tax rates on wealthier households. The act
also let expire the payroll tax holiday that had been enacted in 2010. The increased
revenues trimmed another USD 720 billion from the cumulative 10-year deficit.
Shortly thereafter, with the super committee having failed to agree on sufficient
spending cuts, the sequester took effect, imposing additional cuts in spending
of roughly USD 1.1 trillion over the 10-year budget window.
Finally, in the fall of 2013, the failure by Congress to pass spending
authorization resulted in a partial shutdown of the federal government, and
Congress once again flirted with default on the federal debt. After a shutdown
of 16 days, a temporary spending plan was enacted and the debt ceiling was
suspended for a time. At the end of 2013, Republicans and Democrats reached
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a 2-year budget deal that alleviated some of the most intense pressure created
by the sequester cuts and provided some relief from the continual partisan conflict
that had dominated the fiscal decision-making process for several years.
In assessing the performance of fiscal policy since the onset of the Great
Recession, one must consider both the substance of the decisions taken and the
process by which those decisions were reached. On the substance, the initial
fiscal stimulus packages of 2008 and 2009 should receive reasonably high marks.
One of the major criticisms of countercyclical fiscal policy in the past has been
that the lags in its implementation often result in the delivery of stimulus to
an economy that is already in recovery and no longer in need of support. To
be sure, the US economy was nearing its trough when the American Recovery
and Reinvestment Act of 2009 was enacted in February 2009. But the economy
still faced huge headwinds in the aftermath of the financial meltdown, and the
boost provided by fiscal policy to aggregate demand, no doubt, made a helpful
contribution to a struggling recovery—how much of a contribution remains a
contentious issue. The Congressional Budget Office estimated that fiscal stimulus
in 2009 boosted the level of output by between 0.7% and 4.1% by the middle
of 2010 (Congressional Budget Office (2014)). While that estimated range is
wide, it accurately represents the uncertainty inherent in making these judgments.
Nevertheless, even at the low end of the range, the support to the economy
would have been substantial—lowering the unemployment rate nearly a percentage
point below levels that otherwise would have occurred.
The composition of the package also had some attractive features. Whether
by coherent design or the result of political expediency, fiscal stimulus was
delivered through several channels—a diversification of delivery mechanisms that
is warranted when there is uncertainty about how well any specific channel will
be operating. Households received tax cuts and more generous unemployment
insurance benefits; businesses received investment incentives; governments were
provided funds for increased infrastructure spending that spurred private business
and created jobs; and state and local governments received grants that headed
off even more painful cuts in services that would have been necessitated by
the collapse in their tax bases, which were dependent on property values and
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consumer spending.
In retrospect, given the size and duration of the hit to the economy from
the financial crisis, the stimulus probably should have been larger and designed
to last longer than the stimulus packages actually enacted. Many observers at
the time predicted that a deep recession would be followed by a more vigorous
recovery. That was not to be the case. But this criticism is more of a quibble
offered with the benefit of hindsight and unconstrained by what was politically
feasible at the time.
While a generally favorable assessment can be made of the initial fiscal
response to the Great Recession, a considerably less favorable assessment seems
warranted for fiscal decision-making from 2011 through 2013. On matters of
substance, the swing from fiscal stimulus to fiscal restraint was premature. The
substantial fiscal consolidation that was implemented between 2011 and 2013
created a large drag on an economy that was still experiencing weak demand
as households and businesses deleveraged balance sheets and adjusted to the
massive hit taken by their net worth from the decline in the prices of houses
and stocks. This premature shift in fiscal policy is one of the principal reasons
that the US recovery has remained subpar.
Moreover, questions remain about whether the cuts that have been made
are both sustainable and advisable. Assuming that spending adheres to current
budget caps, defense and nondefense discretionary outlays will be running well
below their averages of the past 40 years. Already there is pressure in both
political parties to adjust spending upwards in their favored categories. If that
upward adjustment comes to pass without other offsetting actions, we will have
experienced near-term pain in the form of a weaker economic recovery without
securing the longer-term gains of sustainable fiscal consolidation.
As for the advisability of the cuts made to spending over the past several
years, there is admittedly room for disagreement. A good case can be made
that spending was cut in areas that may well have had high social returns, while
doing nothing to solve our longer-term problems of fiscal sustainability. Spending
has been cut deeply for education, infrastructure, and scientific research—cuts that
could ultimately lower the economy’s longer-term productive potential. Moreover,
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reductions in defense spending could well hurt military readiness and the ability
of the US to respond to emerging challenges; recent geopolitical events have
highlighted no shortage of possible challenges.
Meanwhile, our longer-term fiscal position remains unsustainable, driven
principally by the rising costs associated with our major retirement and health
programs and over inadequate funding of these programs given current tax
policies. None of the fiscal actions undertaken in the past few years addressed
these issues.
The problems with fiscal policy in the US go beyond the specifics of the
packages that have been enacted. The process by which those decisions were
reached has also created real problems for the economy. The conduct of fiscal
policy in the US over the past several years has been characterized by conflict,
confrontation, and stalemate. This contentious process resulted in heightened
uncertainty about spending, taxes, and debt, which, in turn, has likely impeded
the economic recovery. Moreover, the uncertainty surrounding US fiscal policy
has largely resulted from deliberately manufactured “crises” intended to force
difficult decisions. This messy approach might be excused, or perhaps even
embraced, if it had delivered beneficial outcomes, but as argued above, that has
not been the case.
In the past 3 years, we have experienced the threat of default on US federal
debt in the summer of 2011, the last minute negotiations to head off a plunge
over the fiscal cliff at the end of 2012, the imposition of the sequester spending
cuts in March 2013, the government shutdown in October 2013, and the threat
once again of default on U.S Treasury securities in the fall of 2013. These serial
fiscal crises distorted budget choices, produced ill-timed fiscal consolidation, and
intensified uncertainty for households and businesses at a time when there was
already no shortage of economic uncertainty.
For much of the nation’s history, the perceived safety of US Treasury
securities has enabled the US government to borrow on favorable terms in global
financial markets. Repeated actions that threaten default challenge that underlying
perception of safety, with negative consequences for the US, including higher
private borrowing costs and accompanying reduced incentives for private investment.
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A recent study by Macroeconomic Advisers (MA)—a macroeconomic
consulting firm—prepared for the Peterson Foundation (2013) constructed a
measure of fiscal policy uncertainty going back to the 1980s. The index was
created by modifying a broader index of policy uncertainty that was developed
by Scott Baker, Nicholas Bloom, and Steven Davis (2013). The policy uncertainty
index of Baker et al. combines information based on mentions of economic policy
uncertainty in the news, the value of expiring tax provisions, forecasters’
disagreements about government spending 1 year ahead, and forecasters’
disagreements about inflation 1 year ahead. MA makes two adjustments to this
measure of policy uncertainty: they exclude the disagreements about inflation
forecasts on the assumption that this reflects monetary policy uncertainty not
fiscal policy uncertainty, and they cyclically adjust the resulting index to limit
the possibility that the measure of fiscal policy uncertainty is caused by a weak
economy rather than causes a weak economy.
The average level of fiscal policy uncertainty between the beginning of 2011
and the end of 2013 was more than 50% higher than the average over the 1986
to 2010 period (Figure 5). Moreover, there were pronounced peaks in fiscal policy
uncertainty around the August 2011 debt downgrade, the December 2012 fiscal
cliff, and the October 2013 government shutdown/debt limit confrontation. MA
demonstrates that this measure of fiscal policy uncertainty is negatively correlated
with stock prices and positively correlated with private credit spreads. Indeed,
MA estimates that private borrowing costs were lifted by nearly 40 basis points
by heightened fiscal policy uncertainty between 2010 and 2013. Using their
large-scale econometric model, they estimate that this increase in private
borrowing costs was large enough to lower the level of real GDP by one
percentage point and correspondingly raise the unemployment rate by about 1/2
percentage point. And to be clear, this is the cost of the manufactured uncertainty
that arose from crisis-driven fiscal policy, over and above the restraint exerted
by the actual fiscal policies themselves.
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Figure 5. Fiscal Policy Uncertainty
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One underappreciated cost of the US’ recent fiscal dysfunction has been
the result in an unfavorable mix of macro policies. The premature fiscal
consolidation and the restraining effects of the heightened fiscal policy uncertainty
have placed a greater burden than otherwise would have been necessary on
monetary policy. In the present circumstances, monetary policy support has
necessarily been delivered through unconventional policies of large-scale asset
purchases and forward guidance about the likely path of interest rates. Although
these policies have been helpful, it must be admitted that their effects and their
side effects are more uncertain that those of conventional monetary and fiscal
policies. A more predictable and less contractionary fiscal policy would have allowed
the Federal Reserve to ease back more promptly from their unconventional
policies, mitigating any potential adverse side effects.
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4. Prospects for US Macroeconomic Policies and the Implications
for the Economy
The US economy is poised to continue its moderate expansion over the
next 2 1/2 years. After expanding at around a 2% annual rate between mid-2009
and mid-2013, real GDP growth has picked up to a 2–1/2% rate over the past
year. I am expecting a further modest pickup to about a 3% pace for the remainder
of this year and next (Table 1). That pace of expansion should be enough to
continue the downtrend in the unemployment rate to below 6% by the end of
this year and to under 5–1/2% by the end of 2016. With labor and product markets
expected to tighten and with inflation expectations firmly anchored at around
2%, the rate of core consumer price inflation should gradually move back up
toward the Fed’s 2% objective.
Table 1. US real GDP growth, unemployment, and price inflation, 2013-16

Forecas
Real GDP Growth (Q4/Q4)
Unemployment (Q4)
PCE Price Inflation (Q4/Q4)
Core PCE Price Inflation (Q4/Q4)

2013
3.1
7
1
1.3

2014
2.2
5.9
1.5
1.5

2015
2.9
5.3
1.5
1.6

2016
2.7
5.2
1.8
1.8

So what macroeconomic policies are assumed to accompany this relatively
tranquil outlook? One important element underlying this outlook is that the fiscal
drag that has been weighing on growth over the past few years is now waning.
The economy managed to grow at a more than 2% pace over the past year
or so, at a time when fiscal policy was subtracting more than one percentage
point of growth, and this bodes well for activity going forward. Indeed, fiscal
policy is likely to swing from restraint to near-neutrality over the next year.
In addition, the 2-year budget deal struck at the end of last year should give
households and businesses a reprieve from the fiscal uncertainty that has pervaded
the economic environment over the past 3 years. The budget position of state
and local governments has improved considerably, making it possible for them
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to up spending and add to payrolls, thus providing a small boost to aggregate
demand.
Bigger uncertainties surround the course of monetary policy over the next
few years. To be sure, some of that uncertainty is simply a reflection of the
uncertainty about the course of the economy. But there are other key questions
with which monetary policymakers are grappling and that will influence the
conduct of policy. The current extent of slack in labor markets is uncertain,
and the severe shock that has been suffered by labor markets in this cycle has
widened this uncertainty. The speed with which slack will diminish going forward
will depend on both the strength of demand and on the extent to which currently
idled resources can be pulled back into market activities. Monetary policymakers
also are confronted with uncertainty about how the adjustment in their policy
instruments—both interest rates and the Fed’s balance sheet—will affect financial
conditions, and, in turn, how these changes in financial conditions will affect
economic activity and inflation.
The monetary policy outlook is further complicated by increasing recognition
among central banks that financial stability considerations need to be accounted
for when setting monetary and macroprudential policies. Chair Yellen has
expressed her view that macroprudential policies are the preferred means to
address potential financial imbalances, but she has not ruled out the use of
monetary policy (Yellen, 2014).
Given the forecast for the economy sketched out above—one of continued
above trend growth, declining slack, and a move back up in inflation—the Fed
is likely to begin to remove its monetary accommodation some time next year,
after having ended QE3 this year. As for interest rates, the Federal Reserve has
noted in its policy statements that keeping interest rates near zero is likely to
be appropriate for a considerable time after its asset purchases end. The definition
of a “considerable time” is subject to much debate, but current market
expectations are that the federal funds rate will not be increased until about the
middle of next year, and that expectation squares with the Federal Reserve’s
forecasts and my forecast for unemployment and inflation.
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Long-term interest rates are likely to rise in anticipation of Fed tightening,
much as they did when the Fed began to talk about the start of QE tapering
in the spring of 2013. While most economic forecasters project a gradual increase
in long-term interest rates, the actual outturn is not likely to be so smooth. Indeed,
policymakers and market participants should be prepared for bouts of heightened
volatility as the process of policy normalization proceeds. Whether that
heightened volatility will be severe enough to seriously threaten the sustainability
of the expansion could well depend on whether the removal of monetary support
to financial markets reveals whether any serious financial imbalances built up
during the long period when interest rates were held at the zero lower bound.
The financial crisis should make all forecasters exceedingly humble about
their ability to detect these imbalances in advance, but policymakers will be forced
to make such judgments. As should be expected, the evidence is not crystal
clear. The steep rise in equity prices since their trough in 2009 has reduced
the equity premium (Figure 6)—the excess return required by equity investors
to induce them to hold risky equities over the return offered by safe Treasury
securities. However, the equity premium has not fallen below a normal range,
and is certainly not in the territory observed during the equity bubble of the
late 1990s. The increase in house prices over the past several years has reversed
only part of the steep declines that accompanied the demise of the mid-2000s
housing bubble. Those increases have moved house prices relative to comparable
rents—a valuation metric similar to the earnings-price ratio in equity markets—a
bit above the upper end of the normal range (Figure 7). Continued double-digit
house price increases would likely push that ratio uncomfortably above its normal
range and would present a challenge to the Federal Reserve. Raising rates more
quickly to head off an emerging house price bubble could derail an economic
recovery that has yet to gain significant traction, but doing nothing with either
macroprudential or monetary policy would risk a repeat of at least some of the
financial stresses that developed in the mid-2000s. In bond markets, the evidence
is mixed. Investment-grade corporate bond spreads came down as the crisis
abated, but not to abnormally narrow levels (Figure 8). The situation in the
speculative-grade bond market is more troubling; spreads in this market do look
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to be unusually narrow and provide evidence that some investors may have been
induced to reach for yield (Figure 9). The withdrawal of monetary support is
likely to generate some turbulence in financial markets, but financial imbalances
do not look to be large enough or widespread enough to present serious risks
to the expansion. Of course, one should take only small comfort from this analysis
given our limited ability to identify all relevant financial vulnerabilities in advance
—as was evidenced in abundance in the lead up to the financial crisis.
Figure 6. The Equity Premium
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Figure 8. Investment - grade Corporate Bond Spreads
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The Federal Reserve has emphasized that its actions will be dictated by
economic and financial developments and are not on any set timetable. The
expectation that the Fed will begin to raise short-term interest rates in the middle
of next year is predicated on a forecast of solid economic growth and substantially
diminished slack in labor markets. Furthermore, the Fed has stated that inflation,
both actual and projected, needs to be moving clearly in the direction of the
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Fed’s 2% objective before acting. There are sound reasons to expect these criteria
to be met some time next year.
Consumer spending has been running consistently above a 2% annual rate
over the past few years, and improving fundamentals point to some pickup in
the pace of spending over the next year or so. A faster pace of job growth
has driven some acceleration of disposable income that will provide consumers
the wherewithal to boost spending. Moreover, the deleveraging process is quite
advanced at this point. Households have lowered their debt relative to income
back to levels observed in the early 2000s and close to the precrisis trend. And
with interest rates at very low levels, the burden of servicing outstanding debts
is historically low (Figure 10). The asset side of the household balance sheet
has also shown dramatic improvement over the past few years. The run up in
house prices has raised household wealth and lowered the number of mortgages
that are under water, thereby easing liquidity constraints. Rising equity prices
have also made a substantial contribution the rise in household wealth. All told,
household net worth relative to disposable income has nearly retraced the decline
experienced during the financial crisis (Figure 11). Given the normal lags, this
increase in household wealth is likely to provide a solid boost to consumer outlays
over the next 2 years.
Figure 10. Household Financial Obligation Ratio
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Figure 11. Household Net Worth to Disposable Income Ratio
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The housing sector also seems likely to remain on the mend, though there
are some uncertainties here. On the positive side, housing has shown the clearest
signs of benefit from the Federal Reserve’s efforts to hold down long-term interest
rates, including the mortgage interest rate. Sales of new and existing homes rose
quite noticeably over the course of the expansion, and housing starts too have
risen sharply. New home construction, running currently at around 1 million units
at an annual rate, is well below levels dictated by equilibrium demographic
demand, which is estimated to be about 1.6 million units annually. Thus, favorable
underlying demographic fundamentals should also provide support to this sector.
The most significant uncertainty for housing relates to its potential sensitivity
to increased financing costs. Just as low mortgage interest rates have played
a major role in the recovery of housing, the higher mortgage interest rates likely
to accompany the Fed’s tightening of monetary policy will restrain housing
demand. Some preview of those effects was provided by the rise in mortgage
rates during the 2013 talk of tapering. Mortgage interest rates rose about 100
basis points between April and September 2013, and that increase left a
surprisingly large imprint on home sales and housing starts. If Fed tightening
provokes another outsized drop in housing demand, the economic expansion could
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underperform current expectations and require the Fed to recalibrate its policy.
As noted above, business fixed investment has been weaker than one might
have expected given the favorable fundamentals of low interest rates, ample cash
on balance sheets and improving final sales. Looking ahead, the apparent caution
that businesses have exhibited seems unlikely to dissipate quickly. The process
of normalization of monetary policy will likely result in bouts of heightened
financial volatility that also could weigh on business investment. Moreover, there
is no lack of geopolitical risks for businesses to contemplate: the Middle East,
North Africa, Ukraine/Russia, and, of course, East Asia. In this climate,
businesses are likely to feel no sense of urgency to embark on major expansions
of capital spending. As a consequence, business investment is expected to follow
the overall economic expansion, but not lead it.
The one major exception to this mood of caution has been the energy sector.
Investment in domestic oil and gas extraction has provided a boost to industrial
production and real GDP. With more abundant domestic energy supplies and
a price advantage for industries reliant on natural gas, the dramatic gains in
domestic energy production will have positive spillovers in some areas of
manufacturing. Nevertheless, predictions that these developments will result in
a major manufacturing renaissance in the US would seem exaggerated.
The gradual improvement in US labor market conditions will likely continue
over the next few years. Nonfarm payrolls have stepped up from an average
monthly pace of just under 200,000 last year to an average of about 225,000
thus far this year, and further gains at around that pace would be consistent
with the projected increase in real GDP over the next couple of years. Despite
this improvement, many measures of labor market performance are still well
short of those registered before the crisis. The business-hiring rate has increased
since its trough, but it remains below its precrisis average, suggesting that
businesses are still cautious about adding to payrolls (Figure 12). Workers have
exhibited similarly cautious behavior. The propensity of workers to quit their
jobs also remains well short of precrisis levels, indicating that workers have not
regained full confidence in their ability to secure a better job by quitting their
current position.
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Figure 12. Hire and Quit Rates
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For the conduct of monetary policy, one of the key outstanding issues is
the amount of slack remaining in labor markets. Different measures of labor
market slack are sending different signals. Recent research by Alan Krueger and
co-authors (2014) presents evidence that only the short-term unemployed put
downward pressure on wages and compensation; by their estimates, the long-term
unemployed exert little or no influence on wages. As measured by the short-term
unemployment rate, there is no slack left in labor markets currently (Figure 13).
On the other hand, empirical evidence offered by Posen and Blanchflower (2014),
Kiley (2014), and Smith (2014) suggests that considerable slack remains in US
labor markets and that the likelihood of overheating is minimal. Indeed, the
so-called U-6 unemployment rate, published by the Bureau of Labor Statistics,
is a very broad measure of labor market slack that includes the unemployed,
individuals out of the labor force who want a job but have given up looking,
individuals who are working part-time but who want full-time work, and other
marginally attached workers. This measure has come down but remains nearly 2
percentage points above its average of the past 20 years.
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Figure 13. U6 and Short - term Unemployment Rates
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More research will be necessary to sort out these hypotheses, but for now,
the behavior of wages and hourly labor compensation would seem to support
the view that the labor market has not yet hit its full capacity. Despite the decline
in virtually all measures of labor market slack, hourly labor compensation has
shown no meaningful acceleration from the 2% annual rate of increase that has
prevailed since 2010 (Figure 14). If slack in labor markets had been eliminated,
some greater upward pressure on wages should be evident. Looking forward,
the projected further decline in the unemployment rate, and the accompanying
expected improvement in other measures of labor market performance, should
result in some firming of wage growth, though the acceleration should only be
modest.
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Figure 14. Labor Compensation
Employment Cost Index: Compensation: Private Industry Workers
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Price inflation has firmed up in 2014, as some of the transitory factors
holding down inflation last year were reversed. However, increases in the price
index for personal consumption expenditures—the index targeted by the Federal
Reserve—remain below the Fed’s 2% objective (Figure 15). At present, there
are few evident upward pressures on price inflation. Prices of imported goods
have remained subdued, and the recent softening of activity in many emerging
markets, most notably China, suggest that prices of imported commodities will
not be a major factor in the US inflation outlook any time soon. Domestic price
pressures are subdued as well. As noted, hourly labor compensation has been
running around 2%, and even small increases in labor productivity imply that
unit labor costs would rise less than 2%. Moreover, profit margins are at
exceptionally high levels, so even if labor costs gradually accelerate as
expected, part of that increase will likely result in some erosion of profit
margins rather than fully passing through into prices. And finally, inflation
expectations have remained anchored over most of this cycle (Figure 16).
The stability of inflation expectations likely prevented a more pronounced
drop in inflation during the height of the crisis and will probably help prevent
any appreciable rise in inflation as the economy continues to recover.
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Figure 15. PCE Price Inflation - Total and Core
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Figure 16. Inflation Expectations
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In sum, the outlook for the US economy is modestly favorable, and its
spillover to the rest of the world largely benign. Nevertheless, benign forecasts
are delivered with greater frequency than benign outcomes are actually observed,
meaning some consideration of the risks to this outlook are in order.
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5. Risks to the US Outlook and the Implications for the North
Pacific Economies
The baseline outlook for the US economy offered in the preceding section
has generally favorable implications for the other major economies of the North
Pacific—China, Japan, and Korea. In the baseline, the Federal Reserve begins
to raise interest rates in the middle of next year. Accompanying that tightening
of monetary policy is likely to be some firming in the exchange value of the
dollar. With the US expansion being driven importantly by gains in consumer
spending and to a lesser extent business investment and with a somewhat firmer
dollar, US imports are likely to expand more rapidly than exports. Consequently,
the other economies of the North Pacific should experience some positive
spillovers in their tradable goods sectors. Although some greater volatility in
global financial markets should be expected to accompany the turn in Fed policy,
it should not be disruptive enough to pose more serious threats to the ongoing
global expansion.
Despite the serial disappointments in recent years with forecasts for faster
growth in the US economy, upside surprises cannot be ruled out. If the lingering
caution that has held back business hiring and investment were to abate more
noticeably than in the baseline—perhaps owing to resolutions of some of the
current vexing geopolitical problems—a more robust recovery could take hold.
Under these circumstances, the Fed would tighten more aggressively and the
dollar would correspondingly move up more quickly. Stronger US growth and
a stronger dollar would generate even more demand for the output of other North
Pacific economies.
Of course, there are also outcomes for the US economy and US macro
policies that have the potential to pose the threat of negative spillovers to the
other major economies of the North Pacific. One of these risks would be an
upside surprise to inflation in the US. Recent readings on consumer price inflation
have already moved off the lows seen last year, and inflation increased a bit
more than the Fed was expecting. As noted above, there is considerable
uncertainty and disagreement about the remaining slack in resource utilization
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in the US economy. If the economy is closer to hitting capacity limits in either
product or labor markets, there could be further upside surprises in price inflation.
Greater inflation pressures would likely prompt an earlier and more aggressive
tightening of monetary policy. Rising interest rates would slow US growth and
probably put a noticeable dent in imports. Indirectly, higher inflation and a more
rapid withdrawal of monetary accommodation would likely intensify volatility
in global financial markets. These developments by themselves could be expected
to have negative effects on the economies of China, Japan, and Korea. The effects
on the dollar would be ambiguous; higher US interest rates and flight-to-safety
considerations would likely work to raise the exchange value of the dollar. If
the dollar were to strengthen, it would help cushion the negative spillovers to
the North Pacific from weak US import demand and greater global financial
volatility.
More serious potential negative spillovers would occur if the Fed were forced
to tighten monetary policy more aggressively because of financial stability
concerns. Higher interest rates would again restrain aggregate demand in the
US, and financial volatility would probably be even greater, at least for a time.
In addition to these unpleasant outcomes, an already low rate of inflation in
the US would likely move even lower in response to the weaker demand that
would accompany the higher path for interest rates. These circumstances would
cause conditions in the US to more closely resemble the deflationary environment
that hobbled Japan and that is increasingly a risk for Europe. A more persistently
weak and deflationary US and heightened financial volatility would clearly weigh
on the other economies of North Pacific, which would in turn hold back global
economic activity.
Obviously, there are also many risks to the economies of the North Pacific
that emanate from outside the region. The Euro area economies continue to
struggle and the Euro crisis could again intensify. The political and military
turmoil in eastern Ukraine poses risks directly and indirectly to the global
economy, and instabilities in the oil-producing areas of North Africa and the
Middle East could lead at some point to a steep rise in energy prices, with negative
consequences for the energy-consuming economies of the North Pacific.
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While the world is always a dangerous and uncertain place, it should be
remembered that the most likely outcome is for continued moderate expansion
in the economies of the North Pacific for the next few years. These economies
have generally confronted and responded successfully to major challenges since
the global financial crisis, and the expectation is that they will continue to do
so in the period ahead.

6. Conclusion
A balanced assessment of the macroeconomic policies pursued in the US
in response to the Great Recession needs to recognize some clear strengths and
weakness. On the positive side of the ledger, both monetary and fiscal policies
reacted quickly and forcefully as the downturn in economic activity took hold.
A massive fiscal stimulus package was proposed by the administration and
enacted by Congress in early 2009. For its part, the Fed implemented a wide
variety of programs to prevent a collapse in credit flows, cut interest rates
effectively to zero, and used its balance sheet to further lower long-term interest
rates. These fiscal and monetary actions contributed to ending the recession in
the spring of 2009 and to the modest recovery that followed.
The record appears more mixed after the initial responses to the crisis. Fiscal
policy began to swing back to a more restrictive stance by 2010, and fiscal drag
continued to mount through 2013. Moreover, fiscal decisions were driven by
the creation of artificial crises associated with debt limits, fiscal cliffs, government
shutdowns, and spending sequesters; this process not only resulted in too much
fiscal restraint too early, but also created enormous uncertainty for private
decision makers and, no doubt, caused them to be cautious in their spending
behavior, thus compounding the drag from fiscal policy.
Still, the US has experienced a more rapid recovery to date than has occurred
in the Euro area as a whole or in the United Kingdom. At least some of that
relatively favorable performance probably owes to the early and aggressive
response of policy makers in the US.
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This assessment of macro policies is necessarily incomplete. Neither
monetary nor fiscal policies have been returned to normal—that process still has
a considerable ways to go. The Fed has not begun to raise interest rates or adjust
down the size of its balance sheet. If that process goes smoothly, as is envisioned
in the baseline forecast presented in this paper, then the aggressive response
of monetary policy is more likely to be viewed favorably with the added
perspective of time. If the removal of monetary policy accommodation exposes
consequential financial imbalances that built up over the long period of very
low interest rates, the final judgment may be less favorable.
Fiscal policy too has not yet been brought into a longer-term balance. A
huge amount of fiscal consolidation has occurred in the US in the past few years,
largely in the form of deep cuts in defense and nondefense discretionary spending.
If these cuts prove sustainable, and if they are followed by actions to put our
major health and retirement programs on sounder financial footing, then the
somewhat slower growth of the economy caused by the early swing to fiscal
restraint might appear to have been a small price to pay for the overall
achievement of longer-term fiscal sustainability. But if the cuts in discretionary
spending are reversed without offsetting increases in taxes or reductions in
spending elsewhere, then the fiscal drag of the past few years would have imposed
the cost of a slower-than-necessary recovery without putting our longer-term
budget on a sustainable path.
More work remains to be done, and the ultimate assessment of the response
of macro policy makers to the Great Recession will depend importantly on the
success of that unfinished business.
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Challenges and Opportunities in
China’s Economy
Wang Yijiang

Abstract
Challenges and opportunities in the world’s second largest economy are
observed and discussed. We agree with other analysts that the challenges are
serious, but argue that a hard landing is not unavoidable. When positive and
negative forces in the economy are both considered, we conclude that the
economy is subject to a high level of uncertainty in the years to come.

1. Introduction
The economy of China in 2014 and the years after faces many serious
challenges. What are the main challenges? Is the economy headed for a hard
landing as many analysts predict? Why or why not?
This paper addresses these questions. In the second section of the paper
following this brief introduction, we observe and explain five prominent
challenges for the economy: losses of business competitiveness, the problem of
the quality of banks’ assets, more stringent fiscal conditions, dilemmas in
monetary policies and worsening macroeconomic performance. When explaining
these difficulties, we also pay attention to their historical and institutional
background in order to gain insight on their causes and likely future direction
of development.
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In the third section of the paper, we explain why pessimism on the economy
is not necessarily warranted, even though the challenges for the economy are
huge. We believe that pessimism is based on only a partial truth. It ignores
equally real and profound opportunities emerging in the economy, particularly
those emerging from two sources: the Party’s determination to launch a new
round of market-oriented economic reforms and new technologies, such as the
Internet. We believe that if the economy can seize and take advantage of these
opportunities, it can enjoy a new round of robust growth, with the quality of
future growth likely better than that seen in the past.
A brief summary is offered in the last section of the paper. We conclude
China’s economy is at crossroads, its future highly uncertain—with doom or a
new boom equally possible.

2. Economic Challenges for China
The challenges to China’s economy are systematic, profound, intertwined
and compounding. There are reasons for pessimistic views on the economy,
including that the economy is likely end up with a hard landing.1)

2.1. Weak Businesses.
Not very long ago, China had a vigorous business environment. In such
an environment, many Chinese businesses demonstrated their viability and
1) See, among many others, Bank of China, Annual Report on the Prospect of China’s Economy
and Finance, Institute of International Finance, Bank of China, 2013.12.20.
http://wenku.baidu.com/link?url=GGNZYryv0dbHFPRRhhIz2mLma9Uh9avugcJkwuiJ7Yk8Y
GCEz1pgueDJLrg6zBqJr0RD2vNOUrbSZ1G3HDOBTL3TRaOEA1fk1t7SI4ms3RCSee also
the report by Xu Gao of Guangda Security (Sina Finance, September 15, 2014,
http://vip.stock.finance.sina.com.cn/q/go.php/vReport_Show/kind/macro/rptid/2484711/index.p
html and the article by Gavyn Davies of Financial Times (Global Foreign Exchange, Huan
Qiu Waihui, www.cnforex.com, 2013.12.31, http://www.cnforex.com/news/html/2013/12/31/
706a42ddcd36b495ed2bd2a67bed4199.html
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strengths, producing competitive products for China and the rest of the world.
Manufacturing products sold to the world earned China the nickname of the
“world’s manufacturing shop.”
Today, businesses in China are instead plagued by problems ranging from
steadily rising labor costs, overcapacity, and heavy taxation to weak overseas
markets.
Labor costs. An oft heard complaint in the first decades of China’s rapid
economic growth since 1978 is that labor incomes lagged significantly and thus
workers did not adequately share in the benefits of China’s rapid economic
growth. Surplus labor was used to explain why labor incomes lagged. Cheap
labor in turn was viewed as a key reason for China’s competitiveness in the global
markets in many industries, especially in key industries such as manufacturing
and construction.
The situation has changed drastically in recent years. As shown in Figure 17,
the annual average wage of the urban workers doubled in the past 6 years, from
RMB 25,000 in 2007 to over RMB 50,000 in 2013.
Figure 17. Average wages for urban employment, 2007–2014

Source: National Bureau of Statistics, http://data.stats.gov.cn/workspace/index?m=hgjd
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Figure 18, shows that, in most months since 2011, both rural and urban
labor incomes increased at double-digit rates over the previous year. Note that
the pattern has been very stable, suggesting its long-term strength. Note also
that growth rates of labor incomes seem to be accelerating in 2014 after some
lows in late 2012 and early 2013. In contrast to previous increases in income
that happened when business profit was high, recent sharp increases in labor
incomes were accompanied by very low business profits.
Figure 18. Percentage of change in urban and rural labor incomes

Source: State Bureau of Statistics. http://data.stats.gov.cn/workspace/index?m=hgjd

In Figure 19, rising labor incomes in recent years in China are compared
with those in the US. Two things stand out from the comparisons. First, even
though faster increases in labor incomes in China are not surprising because
of its stronger economic performance, still, the gaps between the persistent
double-digit growth rates in China and the equally persistent low single-digit
growth rates in the US are striking. Second, while the growth rates in the US
have remained quite stable, they accelerated significantly in China in 2014.
It is surely true that, with per capita income in China being less than one
fifth of that in the US, labor costs in China are still only a fraction of those
in the US. However, when gaps in labor productivity are also taken into account,
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much faster increases in labor incomes in China inevitably have a significant
adverse effect on the international competitiveness of China’s businesses. This
is evidenced by recent backflows of businesses to the US.2)
Figure 19. Change in disposable incomes in the US and China

Source: US personal income. http://research.stlouisfed.org/fred2/series/DPI

Surplus capacity. In the first decade of the century, strong product markets,
government encouragement, easy financing and other favorable factors worked
together to create a sustained business boom in China. Accompanying the boom
is strong investment in business capacities and infrastructures across the country
and across industries. When the boom ended abruptly, surplus capacity became
a problem plaguing almost every industry.
For example, in the iron and steel industry, after years of sustained high
levels of investment, China in August, 2013, was able to produce half of the
world’s total output in the industry.3) However, while capacity in the industry
increased steadily, its utilization level declined from close to 95% in 2002 to
below 75% in 2012 and 2013, as shown in Figure 20 (the line graph).
2) See Xinhuanet.com, 2014.06.23, http://news.xinhuanet.com/2014-06/23/c_1111269050.htm
3) See China IRN, October 16, 2013, http://www.chinairn.com/news/20131016/103813521.html
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Figure 20. Steel production and capacity utilization in China, 2000–2013

Source: 2013 China bulk commodity data report, http://www.100ppi.com/rc/

Figure 21, shows that in the cement industry, capacity utilization (the red line)
stayed in the range of 65%–75% in the period of 2008–2013.
Figure 21. Output, capacity and capacity utilization in cement industry, 2008–2013

Source: 2013 China bulk commodity data report, http://www.100ppi.com/rc/
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Figure 22, provides a more general picture of the problem. It shows that,
in 2013, only 27% of businesses operated at 80% of their capacities or higher,
while more than 40% of the businesses operated at less than 50% of their
capacities.
Figure 22. Percentage of businesses at various levels of surplus capacity

50 以下

50~60%

60~70%

70~80%

80%以上

Source: 2013 China bulk commodity data report, http://www.100ppi.com/rc/

Tax burdens. Government tax policies have added salt to the wounds of
many Chinese businesses.
While the government has enjoyed steady and fast increases in tax revenues
since the mid-1990s (more on this later), businesses have carried heavier and
heavier tax burdens. The burdens have become even harder to bear at times
of economic slowdowns. For various reasons, taxation in China is not very
sensitive to real business conditions; it is not alleviated when businesses are
not doing well. Figure 23 shows the ratio of annual tax revenue to business
operating incomes. It shows that the ratio increased in recent years while
businesses were operating at about zero profit (see Figure 18).
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Figure 23. Tax and operating income for China’s industrial enterprises, 2009–2013

Source: National Bureau of Statistics, http://data.stats.gov.cn/workspace/index?m=hgyd

With no tax relief, but with profits disappearing, businesses paid more taxes
than their net profits in four of the past 5 years, as shown Figure 24.
Figure 24. Tax and net profit for China’s industrial enterprises, 2009–2013

Source: Ministry of Finance, http://www.mof.gov.cn/zhengwuxinxi/caizhengshuju
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Overseas market. In the years after joining World Trade Organization (WTO)
in 2001, China experienced explosive growth in exports, with annual growth
staying at double-digit rates in the range of 20% in 2007 to 68% in 2005.4)
Those were years when Chinese businesses benefited tremendously from the trend
towards globalization.
The good times ended abruptly with the eruption of the global financial
crisis. Sharply reduced overseas demand pushed China’s exports down to less
than 8% in 2008 and 19.3% in 2009.5) In the first half of 2014, China’s exports
only grew a meager 2.3%.6)
Compounding with shrunken global markets, a second factor seriously
hurting China’s exports is the significant appreciation of its currency, the renminbi
(RMB), against the US dollars (USD) and other major currencies, for example,
Japanese yen, euro, British pound, etc. On July 21, 2005, the central bank of
China, the People’s Bank of China (PBOC), announced it would no longer try
to maintain a fixed exchange rate between RMB and USD. Since then, China’s
currency has appreciated from RMB 8.27 for USD 1 at the time to RMB 6.15
for USD 1 on September 23, 2014, an appreciation of more than 25%. Barring
major shocks, the expectation is that this trend will continue.7)
Financial conditions. We have mentioned the poor performance of Chinese
firms measured by profitability. Financial conditions measured in other terms
are not bright at all either. Figure 25 shows the steadily worsening cash holding
positions of and steadily climbing debt-equity ratios in China’s 5,000 largest
industrial firms.
4) See Table 1 in Baidu Wenku, “Analyses of China’s Trade Data”
http://wenku.baidu.com/link?url=9aQ88d2ieO7IgKLlNhJi5d3mb3xwzbezLPzSIX3ixz4_j56LLr
v9dvkhO3d2VkWRhmEkKId7dguPbVA22V_LyymfMUiNUq7mubN5e5AI9cu
5) See Table 1 in Baidu Wenku, “Analyses of China’s Trade Data”,
http://wenku.baidu.com/link?url=9aQ88d2ieO7IgKLlNhJi5d3mb3xwzbezLPzSIX3ixz4_j56LLr
v9dvkhO3d2VkWRhmEkKId7dguPbVA22V_LyymfMUiNUq7mubN5e5AI9cu
6) Department of Commerce, September 14, 2014, “Visible Divergence of Exports and Imports
Data”, http://news.hexun.com/2014-09-23/168768364.html
7) See Jin Rong Jie, JRJ or the Financial Circle: Major Events in RMB Exchange Rate Reforms,
February 26, 2014; http://forex.jrj.com.cn/2014/02/26195216754538.shtml
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Figure 25. Liabilities and cash holding of 5,000 large industrial firms

Source: Wind finance database

Figure 26, shows the trend of the ratio of inventory to annual operating
revenue in China’s nonfinancial companies: the ratio has increased steadily from
less than 15% in 2007 and other years around it to about 25% in recent years.
Figure 26. Inventory/operating revenues in nonfinancial firms, 2002–2014

Source: Hua Tai securities company report, 2014 年上市公司一季报分析之现金流:现金流大幅恶化,
2014.05.13, http://www.docin.com/p-811540514.html
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The disappointing trends in the financial conditions in Chinese firms are
of course not surprising, given today’s above-described business conditions. They
are expected to become much worse before they can start to improve. Many
businesses may not be able to survive the financial challenges resulting from
these trends.

2.2. Defensive Banks
Size of bank loans. In the past, when the difficulties of Chinese businesses
were severe enough to threaten macroeconomic performance, Chinese banks
would step in to help with additional bank loans. Such practices are quite similar
to those of Japanese banks. A consequence of the practice is fast credit expansions
at the aggregate level. Figure 27 shows how the absolute levels of bank loans
(in blue) changed since 2008, when the global financial crises erupted. It shows
that the total amount of bank loans increased from RMB 30 trillion at the
beginning of 2009 to more than RMB 75 trillion by the end of the first quarter
of 2014, with the rapidly upward trend continuing. The pink line in the figure
Figure 27. Sizes of Banks Loans in China, January 2009–April 2014

Source: People’s Bank of China, http://www.pbc.gov.cn/publish/diaochatongjisi/126/index.html
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shows the increase of the total amount of bank loans compared to a year ago.
It shows growth rates were above 30% in some quarters in 2009 when the
government adopted an extremely expansionary monetary policy to battle the
effects of the global financial crisis.
With the bank dominant in China’s overall credit system, rapid expansions
of bank loans pushed up the ratio of debt-to-GDP in the economy to 251% at
the end of June 2014, up from 145% at the end of 2008. While the new high
debt ratio has not exceeded those of high income countries such as the US and
the UK (at 260% and 277%, respectively), and is still far below that of Japan
(at 415%), its rapid increase in such a short time is quite worrisome.8) As a
Morgan Stanley report notes, “China’s private sector debt has increased from
115% of GDP in 2007 to 193% at the end of 2013. That 80% increase over
5 years compares to the US’s 26% in 2000–2005. In recent years, only Spain
and Ireland have achieved debt growth greater than China’s. Each year, China
now adds USD 2.5 trillion of private sector debt to a USD 9.7 trillion GDP.”9)
Quality of bank loans. Can Chinese businesses count on the banks to continue
to bail them out from current financial difficulties? The answer is likely “No!”,
because rapid credit expansions in the past have caused many concerns in the
banks themselves.
A quantitative question is this: With the ratio of bank loans to GDP already
so high, how much higher can it go before banks and businesses all collapse
under the weight?
Concerns about the quality of the bank loans compound with the quantitative
question. At the end of 2013, bad loans in China’s commercial banks reached
RMB 592 billion, which was up by more than RMB 99 billion from the beginning
of the year and put the level of bad loans at 1% of their total loans.10)
8) See Sohu Finance, July 22, 2014, http://business.sohu.com/20140722/n402560701.shtml
9) Morgan Stanley, March 19, 2014, “China’s ‘Minsky Moment Is Here”. Zerohedge,
http://www.zerohedge.com/news/2014-03-19/chinas-minsky-moment-here-morgan-stanley-finds
10) China IRN, February 19, 2014, “Commercial Banks’ Bad Loans Again Anticipate New
Challenges in 2014”, http://www.chinairn.com/print/3434895.html
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While the level of 1% is not particularly alarming, the worry is about their
growth rates. As shown in Figure 28, since September 2012, the accumulated
total amount of bad loans in the banking system has been increasing at
double-digit rates with an upward trend. The rate reached 25% in June of 2014.
Figure 28. Quarterly changes in total amount of banks bad loans

Source: The Banking Regulatory Commission, China,
http://www.cbrc.gov.cn/chinese/home/docViewPage/110009.html

There is a high level of consensus among the Chinese banks and their
governmental supervisory agencies that in the years ahead, Chinese banks will
see lower levels of profitability and higher levels of bad loans. Banks will need
to do much more to restore a healthy balance sheet.11) In other words, they
will be busier getting their money back than continuing to extend huge amounts
of credit to businesses, as they were wont to in the past.

11) See Economic Observers, EEO, January 2, 2014, “A Turning Point for the Banking Industry:
Slower Growths of Profits and More Bad Assets”
http://www.eeo.com.cn/2014/0102/254281.shtml
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Shadow banking. The problems with the bank loans, for example, their sizes
and quality, are not the only concerns of Chinese banks these days. Another
grave concern for banks is regarding their role in shadow banking, also known
as off-balance-sheet banking.
In shadow banking, a bank uses its reputation and physical and relational
networks to help businesses to borrow directly from investors. A borrowing
business would promise a much higher return rate than the interest rates investors
can obtain from bank deposits regulated by the government, for example, a 6–12%
annual rate compared to 3–4% for deposits. The bank charges a fee, usually
in percentage terms, for facilitating this for a business.
Nominally, since a business could default on the debt, the higher rate of
return is justified on the grounds of the higher risk investors take on rather than
leaving their money in a bank account, where it would be perfectly safe. Also
nominally, in case of default, the bank is under no obligation to pay investors
back the money that they lent to the borrowing business. However, to be able
to sell well, both the debt-issuing business and the bank will hint to investors
that lending money directly to the business is as safe as putting that money
in a bank account. Consequently, in the view of investors, lending directly to
borrowing businesses that have been endorsed by a bank means a guaranteed
better return. This explains the rapid expansion in the scale of shadow banking
debts in China in recent years. While the size of shadow banking remained small
or even negligible until 2006, it has increased rapidly since then. One year since
the end of 2012, for example, it increased by 60%.12) Shadow banking has
consequently been a major force pushing up the ratio of total credit-to-GDP in
China in recent years (see Figure 29).

12) 15. Calculated from data in “Estimating the Risks in Shadow Banking, China Style.”
(《中国式 影子银行规模测算与风险评估》)
http://cn.chinagate.cn/experts/2013-07/02/content_29296699.htm
and http://finance.eastmoney.com/news/1345%2C20140530388837854.html
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Figure 29. China’s total credit as percentage of GDP.

Source: Morgan Stanley, China’s Minsky Moment Approaching, 2014.03.14,
http://www.zerohedge.com/news/2014-03-19/chinas-minsky-moment-here-morgan-stanley-finds

To make shadow-banking work and also to maintain their own reputations,
banks must honor the claim that buying direct business debts endorsed by the
banks is as safe as depositing money in bank accounts. So far, banks have worked
hard and largely honored the claim. However, with the size of shadow-banking
expanding and so many businesses in serious and protracted financial difficulties,
it is more doubtful than ever whether the banks can continue to honor the claim.
Consistent with this doubt are the defaults that occurred in 2014. Although cases
have been rare and the total amount of money involved still small relative to the
size of total credit, the fact that some of these defaults are on debts endorsed by
the largest bank of China, the Industrial and Commercial Bank of China, was
alarming to many investors. The expectation is that default on shadow-banking
loans will occur again in higher frequencies and larger amounts. The only thing
people are not sure of is exactly how far the problem will go. Investors are
anxious to see what happens as shadow-banking reaches maturity peaks in the
second half of 2014 and the year after, as shown in Figure 30.
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External shocks. Adding to the problems resulting from the banks’ past
practices are external shocks that further limit the banks’ future room of
maneuver.
An anticipated shock would be if Federal Reserve System of the US soon
raised interest rates, causing capital outflow from a developing economies, which
would have the effect of draining financial resources of the Chinese banks.
At the same time, with China experiencing a new tide of emigration (see
Figure 30 on migration from China to the US), the wealthiest and middle-class
Chinese are taking huge amounts of money to perceived safe-havens outside
of China.
Figure 30. Trust Loan Maturities Accelerating in 2014

Source: Morgan Stanley, China’s Minsky Moment Approaching, 2014.03.14,
http://www.zerohedge.com/news/2014-03-19/chinas-minsky-moment-here-morgan-stanley-finds

While China is second to Mexico in the total number of all categories of
immigrants to the US, it counts for 80% of those who immigrate to the US
by investment category, as shown in Figure 32.
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Figure 31. The number of immigrants from China to US in recent 9 years

Source: US Department of Homeland Security, http://www.dhs.gov/immigration-data-statistics
Figure 32. Number of Chinese who received green cards in investment category

Source: US Department of Homeland Security, http://www.dhs.gov/immigration-data-statistics
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As is well known, China has highly unequal wealth distribution. The rich
and middle-class emigrants of China bring with them large amounts of wealth.
Each year, billions of US dollars flow out of China into destination countries
such as the US, Canada and the European nations, as shown in Figure 33.
Figure 33. 2002-2012 Cumulative illicit financial flows from China

Source: Global Financial Integrity, http://www.gfintegrity.org/reports/

Still another shock comes from the impact of Internet technology on the
financial industry. For example, by offering higher interest on deposits in its
payment system, and by cooperating with mutual funds, the Internet sales giant
Alibaba was able to attract RMB 500 billion in just a year! When huge amounts
of money flew out of people’s bank accounts, resulting in a drain on banks’
resources, banks in early 2014 jointly attempted to boycott Alibaba. They even
successfully lobbied the government to ban Alibaba’s many financial activities.
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Figure 34. Interest rate offered by Alibaba (Bold line)

Source: 天弘基金
http://www.thfund.com.cn/column.dohsmode%3Dsearchtopic%26pageno%3D0%26channelid%3
D2%26categoryid%3D2435%26childcategoryid%3D2442.ht
Figure 35. Total deposits at Alibaba.

Source: 天弘基金
http://www.thfund.com.cn/column.dohsmode=searchtopic&pageno=0&channelid=2&categoryid=
2435&childcategoryid=2442.ht
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The above analyses suggest that the main challenges to Chinese banks in
the years ahead are preventing their assets from further deteriorating in quality
and maintaining their market positions.

2.3. Lost Fiscal Strengths
Since 1978, the year when economic reform in China was initiated, fiscal
revenues as a percentage of the GDP have followed a U-shaped process (see
Figure 36 for an illustration). Fiscal revenues started at 30% of the GDP in
1979, steadily declined to about 10% in the mid-1990s and then began to increase,
reaching more than 20% in 2010. After that, fiscal revenues continued to grow
at double-digit rates, sometimes above 20% per annum. In 2013, government
revenue reached RMB 12.9 trillion, which was a 10.9% increase over 2013 and
amounted to 22.7% of GDP.13)
Figure 36. Government income as percentage of GDP, 1950–2010

Sources: Based on data from 1) China National Bureau of Statistics: Statistic Yearbook of the Chinese
Economy. Beijing: China Publisher of Statistics. 2010-2011. (Zhongguo Tongji Nianjian, Beijing:
Zhongguo Tongji Chubanshe.) and 2) China Natural Bureau of Statistics: Collection of Statistics
of Sixty Years of New China. Beijing: China Publisher of Statistics. 2010. (Xin Zhongguo
Liushi Nian Tongji Huibian. Beijing: Zhongguo Tongji Chubanshe.)

13) See xm.ifeng.com, January 23, 2014, “Should China Lower the Ratio of Fiscal Revenue to GDP?”
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Rapidly increasing fiscal revenues gave the government much needed
resources, allowing it to step in at times of economic downturns. The best-known
case is when the global economic crisis erupted in 2008. The growth rate dropped
sharply in the fourth quarter of 2008 and the first quarter of 2009. The Chinese
government responded by pouring RMB trillions into infrastructure projects, such
as speed train lines, highways, ports and airports, etc., to make sure that demand
remained strong and that the economy could continue to grow no less than 8%
a year. Since then, “assuring 8” (assuring that the GDP growth rate is no less than
8%) has become official government policy—and so have highly expansionary
fiscal policies.
In 2009, the Chinese government experienced its first deficit year in a long
time. In the years to follow, the size of the deficit increased rapidly to reach
RMB 1 trillion in 2013 (see Figure 37).
Figure 37. Fiscal revenues, expenditures and surpluses, 2007–2013

Source: National Bureau of Statistics. http://data.stats.gov.cn/workspace/index?m=hgyd

While the current size of the fiscal deficit is not yet a matter of particular
concern (it still has a few points to reach 10% of total revenue) the trend is
of concern. For several reasons, it is believed that fiscal resources will become
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much more constrained in the years ahead. What this means is that it would
be difficult for the government to pour fiscal resources into the economy again
in order to boost demand at times of drastic slowdowns.
Figure 38. Monthly government income and investment, 2013.

Source: National Bureau of Statistics, http://data.stats.gov.cn/workspace/index?m=hgyd

Fiscal resources are expected to become much more constrained in the years
ahead because of an anticipated further slowdown in the growth of tax revenues.
In 2012 and 2013, tax revenues grew at low double-digits, which were less than
half the rates in many years in the past decade and a half. The slowdown of
growth in tax revenues reflects the problems with businesses. With these problems
not going away any time soon, tax revenues cannot grow much faster in the
years ahead.
While tax revenues are growing much more slowly, revenues from land
sales have experienced free falls in the first half of 2014.14) Aggregate land
14) In China, the government owns all the land. A land sale in China means that the government
charges a fee for another party to have the right to use a piece of land for a certain number
of years.
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sale revenues for the four first-tier cities of China, Beijing, Shanghai, Guangzhou,
and Shenzhen, in June 2014, were down by 84% from a year ago, according
to data of the China Real Estate Index System (CREIS).15) The sharp declines
in land sales revenues reflect weak housing markets in these cities. Most other
cities in China are doing even worse than these first-tier cities.
Declines in government incomes have profound implications for ongoing
construction projects in China. Many of China’s infrastructure projects are heavily
financed by the government. The completion of these projects depends heavily
on continued government finance for years into the future. The government made
commitments on the assumption that fiscal revenue would continue to grow at
high rates.
Revenues from land sales have primary importance in government financing
of construction projects. Figure 39 shows that revenues from land sales finance
63% of government projects. Sharp declines in government revenues put into
question the successful completion of many ongoing construction projects.
Figure 39. Sources of finance for government projects

Source: National Bureau of Statistics, http://data.stats.gov.cn/workspace/index?m=hgyd
15) See 中指数据房地产数据信息系统, http://fdc.soufun.com/creisdata.
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Declines in government income also have profound implications for Chinese
banks. An old saying in China is that businesses look to banks (for help) when
they have problems and banks look to government (for help) when they have
problems. This saying reflects the Chinese reality and mentality that the
government is the last resort for solutions to problems in the economy. This
is a classic case of a “soft-budget constraint,” a phrase coined by Kornai (1980).16)
In 2003, for example, the government poured RMB trillions to bail out state
banks laden with bad assets before transforming those banks into listed
companies.17) In this way, China was able to avoid the kind of bank crises that
plagued Japan and South Korea in the late 1990s and many years into the new
century.
Should fiscal resources become more constrained, the government would
find it more difficult to introduce another round of major fiscal stimuli. It also
casts doubt on whether the government is still capable of bailing out banks and
other large state enterprises as it did in the past. This raises the question of
what might happen to banks and other large state enterprises if the government
were unable to bail them out in times of crises.

2.4. Dilemma for Monetary Policies
Money supply. The monetary policy of China has been highly expansionary
in recent years. Total money supply has grown fast, typically in the range of
15%–20% per annum. At peak times, the growth rate reached nearly 30% (see
Figure 40).

16) Janos Kornai, 1980. The Economics of Shortage. New York: North-Holland Publishing Co.
17) The changes in the state banks’ ownership and governance in the IPO process have limited
effects on the control and management of China’s state banks. After the IPO, the government
maintained dominant ownership, appointed the management team based on party loyalties and
gave instructions to the banks, much as before.
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Figure 40. M2 in China’s economy, 2008–2014

Source: People’s Bank of China, http://www.pbc.gov.cn/publish/diaochatongjisi/126/index.html

Sustained high growth rates of money supply led to high money-to-GDP
ratios in the economy. Figure 41 shows the ratios of money (measured by M2)
to GDP: it is close to 2 at the end of year 2013, whereas the ratio was 0.65
in the US and other major economies in the world.
Several other items in Figure 41 are worth noting. First, the money-to-GDP
ratio was already high before 2008—it had been in the range of 1.5 to 1.6. This
tells us that the money supply had been growing at much faster rates than the
economy for many years prior to the eruption of the global financial crisis. This
also shows that a rapid increase in the money supply is a long-term and consistent
policy that is adopted even when there are no major negative economic shocks.
Second, 2009 is the year when the money-to-GDP ratio jumped from 1.5
to 1.8. This is consistent with the unprecedented, nearly 30% increase in money
supply in that year. Recall that 2009 was also a year when the government poured
RMB trillions of fiscal resources into the economy to “assure 8.” The fiscal
and monetary policies in 2009 and the years after are thus officially known as
the “expansionary twins.”
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A third thing to be noted in Figure 41 is that in 2012 and 2013 money
supply again grew much faster than its historical average to push money-to-GDP
ratio to new highs. It is this third phenomenon that reveals the dilemma for
the government when making decisions on monetary policy.
Figure 41. Money-to-GDP ratio in China, 2006–2013

Source: National Bureau of Statistics, http://data.stats.gov.cn/workspace/index?m=hgjd

Dilemma for monetary policy. The Chinese government’s monetary policy
is confronted with a serious dilemma. If it does not remain highly expansionary,
the economy is most likely end up with an immediate “hard landing.” However,
continuing a highly expansionary monetary policy only means that the problems
in the economy are postponed. As the problems accumulate, they become more
serious, leading to a harder landing in the future.
Wang (1991) explains the mechanisms generating the dilemma.18) The
problem has its roots in institutional features of a “market socialist economy,”
as officially understood in China. A fundamental feature of a market socialist
18) Yijiang Wang: "Economic Reform, Fixed Capital Investment Expansion and Inflation: A
Behavioral Model Based on the Chinese Experience." China Economic Review, 1991(2), 3–27.
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economy is that while businesses are free to compete in product markets, they
must obtain financial, natural and other key resources from the government, because
these resources are tightly controlled—often directly owned—by the government.
Typically, to obtain needed resources for a major project, governmental approval
is required.
To get governmental approval of a project, one effective strategy is to start
on the project before it has been approved. This means many projects are started
without legal status or adequate resources for completion. However, governmental
approval can typically be expected because people know the government is more
interested in seeing a project finished than in seeing large amounts of resources
wasted on unfinished projects. In this game, businesses are strongly motivated
to start new projects in order to avoid being left out of the governmental list
of businesses granted resources. After they have already sunk large amounts of
resources into projects, the government will more likely help them to complete
these projects, so that all parties enjoy better immediate economic outcomes.
The game means many projects do not have adequate resources for their
completion. Printing more money becomes part of the solution. The problem
is that, as soon as additional money is made available as new credit intended
for finishing ongoing projects, businesses turn around and use a significant portion
of the newly obtained resources to start even more new projects. They do this
in the hopes of better positioning themselves to receive more governmental
resources in the future. Increased money supply eases short-term needs, it creates
an even larger gap between the demand for and supply of financial resources
in the future. This explains why businesses and banks in the economy all feel
short of money when the economy already has the largest stock of money in
the world.

2.5. Downspiraling Macroeconomic Trend
The acceleration in the growth rates of money supply in the past 2 years can
be explained by the traditional reason: the government wants to ensure that the
growth rate does not fall below a level acceptable to it, a rate which until recently
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was 8%. The problem however is that, despite a highly aggressive monetary
stimulus policy, the economy’s growth rate is slowing down. In fact, the growth
rate seems to have been trapped in a path of steady decline since the peak reached
in 2010 under the high stimulus “expansionary-twin” policies (see Figure 42).
Figure 42. China Real GDP Growth

Source: Morgan Stanley, China’s Minsky Moment Approaching, 2014.03.14,
http://www.zerohedge.com/news/2014-03-19/chinas-minsky-moment-here-morgan-stanley-finds

The steady decline in the growth rate of China’s GDP suggests a much
less effective monetary policy in simulating economic growth than it used to
be. After years of struggles, the government recognized the increasing difficulties
and also that it was not necessary to “assure 8.” It officially abandoned the policy
in 2013. The debate is now over how low the growth rate can be allowed to
go without causing a “hard landing” and other problems associated with it. This
debate is still ongoing and is now focused on whether the economy can tolerate
a growth rate in the range of 7%–7.5% or an even lower.
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3. New Opportunities
Although grounds for pessimism are well-founded and robust, they do not
offer a complete picture of the economy. What a pessimistic view misses are
the very powerful positive forces in the economy. A more balanced view on
the economy must recognize these positive forces and take them into account.
Among all the positive forces in the economy, two are probably the strongest:
opportunities emerging from the government’s new bold and systematical economic
reform measures and those emerging from new technologies—especially the
Internet.

3.1. New Economic Reform Measures
Analysts often point to the government as the source of China’s many economic
problems: inefficient state enterprises, soft-budget constraints, intervention that
distorts the allocation of resources, etc. The flip side of these criticisms is the
belief that by adopting better policies, the government could release huge amounts of
efficiency and energy into the economy. This means that, in the governmentcontrolled economy of China, the government has many more policy tools at
hand to stabilize the economy, policy tools that are unconventional in western,
market-oriented economies.
What policy tools does the government have? How powerful are these tools?
And will they be used to meet the current serious challenges for the economy,
such as those mentioned in the first section of this paper?
Our answers to these questions offer grounds for challenging pessimistic
views on the economy.
Policy tools. In western, market-oriented economies, governments rely
mainly on fiscal and monetary policies to battle economic cycles. The Chinese
government can do much more at the microeconomic level.
The government can sell state owned resources, such as natural resources
or the ownership of state-run enterprises. Because of the scarcity in natural
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resources and the typically advantageous positions of state enterprises in an
industry, these assets easily attract buyers. After being transferred from the
government to private owners, these resources are used more efficiently.
Money-losing state enterprises, for example, often become money-earning
businesses. The process has a familiar name: privatization. It was the main
element of the economic reform in the first two decades of the economic reform
begun in the late 1970s. The past decade, however, saw a trend towards larger
and more powerful state enterprises accompanied by weaker and more limited
space for private enterprises. Nevertheless, the government certainly has the
option to reverse this trend. In fact, it has taken actions to do so.
The government can also reduce or eliminate many of the legal restrictions
and government regulations on businesses that have strong adverse effects on the
economy. These restrictions and regulations are numerous and tight in China.
They lead to the absolute dominance or even monopoly of state enterprises in
many key industries, such as banking, TV and radio broadcasting, telecommunication, energy, railways transportation, air aviation and so on. The household
registration system artificially divides China’s labor force into two segments:
rural and urban labor forces, with many employment restrictions imposed on rural
workers. By reducing or completely eliminating many unnecessary restrictions
and regulations, the government can open the gate for billions and billions of
dollars of investment into these industries. While reviewing and reducing
government regulatory intervention has been an objective of economic reform, the
past decade actually saw more government intervention in almost every respect.
The government can and has indeed taken strong actions to reverse the trend.
The government can develop better market-supporting institutions. For
example, it can fight harder against corruption to create a more friendly business
environment and reduce hidden business costs. It can unify medical insurance
programs and the social welfare system to increase labor mobility across vast
regions of the country and also across the rural-urban divide. It can develop
a better system of information on personal and business reputation to improve
the functioning of the financial credit system. The government has stepped up
its efforts in this regard.
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Power of reform policies. While governmental efforts at the micro- and
institutional levels have just started and their effects are yet to be seen, history
can give us some idea on how powerful the Chinese government’s economic
reform measures can be.
In 1960–1962, China went through a famine with millions and millions of
people starved—the loss of life was the largest in peace time and comparable
to that of World War II. The famine was caused by the government’s policy
of collectivizing farming in the country and forcing all peasants to work in
communes. The famine ended immediately after the government instituted a few
simple measures: a) scaling down the work and distribution units from communes,
which ranged from hundreds to thousands of households, to production teams
with dozens of households; b) allowing individual households to farm small lots
of land that aggregated up to less than 10% of the total arable land; and c)
opening rural markets to certain types of agricultural produce. The problem of
food shortage completely went away when Deng Xiaoping completely abandoned
collective farming in China in the early 1980s.
In 1989, the Tiananmen Square Incident caused international and domestic
businesses to retreat from China in a massive tide. The economy went into free
fall, with growth rate falling from 13% in 1988 to 3% in 1990. The common
belief at the time was that the economy would be stagnant for at least a decade.
What actually happened was to almost everyone’s surprise: the growth rate
bounced back to 14% in 1993 and stayed in double-digits or high single digits
throughout 2008. It is over this 15-year period that, by many measures, such
as GDP, trade volume and foreign exchange reserves, China became a major
economic power in the world.
The magic turnaround of China’s economic fate in the early 1990s has a simple
cause. Worried about the economy, China’s supreme leader Deng Xiaoping in
1992 took a tour to the south, where he forcefully ordered all government
institutions and officials to speed up the market-oriented reforms. The miraculous
performance followed the bold and swiftly introduced reform measures.
Without citing more incidents, these historical events are highly suggestive
of the power of Chinese government’s reform measures and policy tools.
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Policy cycles. Knowing what policy tools the government has and how
powerful they are, a final question is if powerful reform policies will be adopted
to battle the current economic challenges.
The answer is affirmative. Experiences including that of 1960–1962 famine
and after the Tiananmen Square Incident tell us that the politics of policy making
is typically more favorable to reform measures when the economy is in real
and deep difficulties—and vice versa. This observation on political-economic
cycles explains the timing of many reform measures. It also explains the reversal
of the reform trend in the past decade: when the economy is doing well, the
political atmosphere becomes more conservative and policies tend to be more
favorable for state enterprises and government regulations.
With economic challenges mounting, China’s economy is now again at
another historical point where people can expect intensive, systemic, and profound
reform measures.
A recent development is encouraging. The government has cleared many
political hurdles for introducing comprehensive economic reform measures. Most
importantly, the Third Plenary Meeting of the Party’s 18th Central Committee
held in 2013 passed a resolution entitled the Resolution of the 3rd Plenary Meeting
(the Resolution), which is a lengthy document calling for renewed and comprehensive
reform efforts and presents a long list of the measures to be taken. China’s top
leaders President Xi Jingping and Premier Li Keqiang have given numerous
speeches telling people that the future of the economy no longer depends on
bonuses from surplus labor or massive investment, but on the extent to which
it can extract “institutional bonuses” from future reform measures.
The Resolution presents a long list of reform measures to be taken. Since
the passing of the Resolution, hardly another day has passed without some action
taken to implement the Resolution. For example, taxes for small businesses have
been cut—and cut again; many restrictions have been lifted on workers of rural
background (those with a rural household registration) regarding where they can
live and work; social programs such as retirement benefits, unemployment
benefits and government sponsored medical insurance are also being consolidated
to give urban and rural workers equal treatment and greater mobility; rail
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transportation, banking and other industries are being opened for nonstate
enterprises; some of the largest state enterprises are getting ready for partial sales
of their properties; and so on and so forth.
These market-supporting measures have sped up the process of urbanization,
which in turn is expected to lead to a new tide of demand for homes and related
products. The urbanization process is also expected to increase the demand for
all kinds of services. Not incidentally, the service sector in the Chinese economy
has recently gained much growth momentum. In 2013, the share of the sector
reached 46.1% of the GDP, for the first time surpassing manufacturing and
construction, to emerge as the largest sector of the economy. In the first half
of 2014, the service sector continued to grow faster than the rest of the economy
and its share further increased to 46.6% of the GDP.19)
As more and more of the measures listed in the Resolution are implemented,
the economy can be expected to feel their positive impact.

3.2. Opportunities Offered by New Technologies
Rise of the Internet. On September 19, 2014, the Chinese e-business
company Alibaba started trading on the New York Stock Exchange (NYSE).20)
The issuing price of its stock was USD 68 per share and Alibaba raised USD
25 billion, the largest in the history of NYSE. At the end of the first trading
day, Alibaba’s stock price closed at USD 93.89 per share, an increase of more
than 38%. At this price, Alibaba’s market value exceeds USD 230 billion, which
puts it in second place of all Internet companies (after Google) and ninth among
all companies listed on the NYSE.
Behind Alibaba’s high market value is its sale volume of RMB 1.68 trillion
19) See ChinaIRN.com, Zhong Lian Wang, July 16, 2014,
www.chinairn.com/news/20140716/141345709.shtml
20) Alibaba is registered in the Cayman Islands. Its largest investor Japanese company, Soft
Banking, owns 34.4% and the second largest investor is the US Company, Yahoo!, which
owns 24.4%. However, Alibaba is considered a Chinese company because it is headquartered
in a Chinese city (Hang Zhou), is controlled by a Chinese management team and operates
mainly in China.

100

Strengthening North Pacific Cooperation

in the year ending on March 30, 2014, which is more than the combined sales
volumes of Amazon and eBay. Beyond China, Alibaba also has the largest sales
volumes in major countries such as Russia, Brazil and the US. Last year, average
monthly visits to Alibaba in Russia reached nearly 16 million, which was three
times the number a year ago and compared to the average monthly visits of
0.85 million for Ozon, Russia’s largest e-trading company, and 0.82 million for
eBay.
Before Alibaba, stocks of another Chinese Internet giant, Tencent, started
trading on the Hong Kong Stock Exchange on June 16, 2004. The issuing price
was less than HKD 5 per share. On the same day, Alibaba was listed at NYSE,
Tencent stock was priced at HKD 122.9 per share, which put the company’s
market value at HKD 1.16 trillion or about USD 150 billion.
On August 5, 2005, the Chinese Internet giant Baidu’s stocks started trading
on the Nasdaq with an issuing price of USD 27 per share. Baidu closed at nearly
USD 225 per share on September 19, 2014, the day Alibaba started trading on
the NYSE, placing Baidu’s market value at nearly USD 80 billion.
There are numerous other Chinese Internet companies that, although smaller
than the three giants listed above, successfully raised billions and billions of
dollars from stock markets in the US or other major capital centers of the world.
Among them are Qihu360, listing on the NYSE on March 31, 2011, with an
issuing price of USD 14.5 per share, closing at USD 76 per share on September
19, 2014; VIP, trading at NYSE on March 23, 2012, with an issuing price of
USD 6.5 per share, closing at USD 209 per share on September 19, 2014; JD,
which started trading at Nasdaq on May 22, 2014; and Colorful Life (Cai
Shenghuo), which started trading at HKSE on June 17, 2014.
Consistent with the number and size of listed companies, China is now the
second largest Internet economy in the world. There is a long list of Chinese
companies built on Internet technologies and concepts that are planning their
public offering, including a finance business controlled by the same group of
people who control Alibaba. Many more of these companies are being established
every day. The common belief in China’s business community is that there are
endless opportunities on the Internet! There are huge amounts of money to be
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had on the Internet!
In the previous section, we observed that many Chinese businesses are in
severe financial difficulty—so are banks and the government itself. We also
claimed that the situation is likely to become worse before it can start to improve.
New Internet businesses, however, have demonstrated an unbelievable capacity
for raising money, globally and at various stages of their development. This tells
us that money is not the problem!
The huge amount of money raised from capital markets does not only benefit
successful Internet businesses themselves. When these businesses use their
financial strength in forward and backward integration to consolidate their value
chains and to better position themselves for future competition, businesses in
traditional industries receive much needed financial and technological support,
which helps them in turn to overcome their own current difficulties. This is
reflected, for example, in Alibaba’s proclaimed strategy of establishing an
eco-system for future businesses. Since 2011, Alibaba has spent USD billions
in 30 mergers and acquisitions with target companies ranging from logistics,
media, entertainment, sports, medicine, agricultural and others. Currently, Alibaba
has scores of divisions and hundreds of subsidiaries; with the USD billions raised
from its public offering, it continues to expand rapidly.
Technology and the market have provided China a powerful and effective
ways to sweep aside some of the more challenging difficulties facing Chinese
businesses and the economy!
The success of China’s Internet and tech economy have profound long-term
implications, aside from helping the economy to overcome some of its most
challenging difficulties. Many businesses in traditional industries are following
Internet companies and entering the Internet age, departing from old ways of
doing business, where success comes from cheap labor, access to favorable
financial treatment and heavy investment in fixed assets. Many of these traditional
industries realize their future lies with technology, creativity, adaptability, better
products and services and—in the end—generating more value for customers.
These new concepts as key to future business success are summarized in a phrase
that has become popular in the business community: “Internet thinking.”
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4. Concluding Remarks
China is experiencing serious difficulties at both micro- and macroeconomic
levels. These difficulties have deep institutional roots and are the result of poor
policies adopted many years in the past. They will not be easy to overcome.
These difficulties impose serious challenges on the economy, but the
economy is not necessarily doomed to a hard landing, as pessimists believe.
The reason for our not so pessimistic view is that there are strong counterbalancing forces at work in the economy. Prominent among these positive forces
is the government’s renewed determination to start a new round of economic
reforms and push for continued economic growth by running the economy more
efficiently.
Another most powerful positive force in the economy is new technologies.
Taking advantage of new technologies such as the Internet, China for the first
time in its modern history of economic development has developed its own
world-class business enterprises. Many more of them are expected to emerge
before long.
These positive forces are fast transforming China from the world’s
manufacturing shop to a new economy featuring services and new technologies.
On balance, it seems most reasonable to conclude that there is a very high
level of uncertainty in China’s economy in the years ahead. A hard landing is
a possibility that cannot be ruled out. The odds for a hard landing will increase
if the difficulties are badly managed or there are further negative shocks.
However, odds are also good that the economy will take advantage of the positive
forces and prepare for a new round of robust growth.
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Abenomics and Beyond: The Japanese
Economy in the 2010s
Tokuo Iwaisako

1. Introduction
Shinzo Abe resumed office as Japan’s Prime Minister toward the end of
2012, after 5 years out of office following his resignation; since then his package
of economic policies, termed “Abenomics,” has been a main element of the debate
over Japan’s macroeconomic performance. Most foreign commentators welcomed
and praised Abenomics. In contrast, the initial responses of Japanese economists,
on average, were far less enthusiastic. However, Abenomics seems to have
worked quite well and Japan’s macroeconomic performance has improved and
exceeded domestic economists’ expectations in 2013 and 2014.
In this article, I first summarize the major components of Abenomics and
examine their effects on Japan’s macroeconomic performance from late 2012
to the summer of 2014. In the second half of this article, I consider the potential
dangers of this policy despite the good economic performance so far.

2. Brief Chronology of Abenomics
Abe’s macroeconomic policy package, Abenomics, consists of three
important policy measures known as “three arrows.” These “arrows” are an
aggressive monetary policy, flexible fiscal management, and a growth strategy.
See Ito (2013) for an executive summary of Abenomics and its main components
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from a sympathetic viewpoint. Abenomics has been considered by many to be
a major change in Japan’s macroeconomic policy management regime. This is
particularly true of the change in the monetary policy regime (Romer 2013;
Hausman and Wieland 2014). In this section, I present a timeline of Abenomics
policy events, discussing each of the three arrows in detail.

2.1. Prior to Abenomics
In the second half of 2012, the Japanese economy was still suffering from
the recession that followed the world economic and financial crisis in 2008–2009.
Japanese financial institutions had been relatively unaffected by the financial
crisis triggered by the Lehman Bothers’ collapse in the fall of 2008. However,
the subsequent slowdown in global trade hit the Japanese economy harder than
any other developed country. As a result, Japan experienced a sharp decline in
output in 2009 and early 2010, as shown in Figure 1. Although the Japanese
economy started to rebound quickly from its downturn, the Tōhoku earthquake
and tsunami in March 2011 prolonged the recession.
In the fall of 2009, a year after the Lehman shock, Democratic Party Japan
(DPJ) became the ruling party, following a landslide victory in the lower house
election. DPJ’s political position had been considered to be much more liberal
than that of the Liberal Democratic Party (LDP), which had previously held
power. Naturally, DPJ’s economic policy had been expected to be more
expansionary and prone to redistribution, emphasizing welfare policies. However,
after the DPJ assumed office, the new administration realized how tight Japan’s
budget situation was (Rebuild Japan Initiative Foundation, 2013).1) Facing a
difficult tradeoff, the DPJ government chose fiscal discipline overe conomic
performance.

1) This may sound too simplistic. However, according to Rebuild Japan Initiative Foundation
(2013), DPJ was ignorant of the budgetary process and it had never seriously given thought
to the feasibility of the welfare policies it had proposed to the public as its policy “manifesto”
until after it took office.
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Figure 43. Japan’s Real GDP: 2005 Q1–2014 Q2

Note: Seasonally adjusted real GDP in billion yen (base year, 2005). The 2014 Q2 number is the second
preliminary estimate. Data URL:
http://www.esri.cao.go.jp/en/sna/data/sokuhou/files/2014/qe142_2/gdemenuea.html

During the entire period DPJ was in power, Mr. Masaaki was the Governor
of the Bank of Japan (BOJ). Shirakawa maintained a much tighter stance on
monetary policy compared to that of his predecessor, Mr. Fukui (Iwaisako,
Kuttner, and Posen 2014). As the US and European central banks were engaged
in an aggressive monetary policy of quantitative easing (QE) in the post-Lehman
period, it is widely believed that BOJ’s tight monetary policy in this period
contributed to prolonged general price deflation in Japan and to the significant
appreciation of the yen against other major currencies. The yen/dollar rate had
been about JPY 120 at the beginning of 2007 and decreased to less than JPY
80 in the second half of 2011. As a result, macroeconomic management during
DPJ’s government from 2009 to 2012 would be best described as a policy of
“austerity,” which is uncharacteristic of an administration fully supported by
major labor unions.
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2.2. Abe’s fiscal management strategy
In the fall of 2012, PM Yoshihiko Noda of DPJ dissolved the lower house
of parliament, in exchange for a joint commitment from DPJ and LDP to a future
consumption tax rate increase to be implemented in two stages. In mid-December
of 2012, LDP defeated DPJ in the lower house election. Mr. Shinzo Abe, the
leader of LDP, returned to office at the end of 2012.
According to the agreement between DPJ and LDP, the consumption tax
rate would be increased from 5% to 8% in April 2014, then to 10% in October
2015. In this regard, the Abe government had committed to fiscal sustainability
even before Abe became Prime Minister. An important question was whether
fiscal reconstruction should be achieved by fiscal tightening or by faster economic
growth. Unlike the DPJ administration, Abe and his economic advisors believed
that the latter option was preferable. Consequently, immediately after Abe’s
appointment, the LDP government implemented an aggressive JPY 10.3 trillion
fiscal stimulus to boost economic conditions before the planned consumption
tax hike in April 2014.
However, Prime Minister Abe’s commitment to long-run fiscal discipline
garnered skepticism during the summer of 2013. At the time, Abe seemed to
prefer postponing the planned tax increase to ensure full economic recovery.
Yet, in October 2013, he finally confirmed the implementation of the three
percentage–point hike from April 2014 as planned. Abe’s commitment will be
tested again in October 2015 with the planned tax rate hike from 8% to 10%.
This issue will be re-examined in Section 3.2 when I discuss the impact of the
2014 tax rate increase.

2.3. Appointment of Kuroda as the Governor and BOJ’s QQE
Prime Minister Abe stated clearly that the new BOJ Governor who would
succeed Shirakawa in March 2013 would be a person with a much more
aggressive stance on monetary policy. This had a positive impact on the stock
market and caused a depreciation of the yen even prior to the official appointment
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of Kuroda as the new BOJ Governor. These effects are illustrated in Figure 44.
Figure 44. Abenomics’ Effect on Japan’s Exchange Rate and Stock Price

Weekly data: January 2012–August 2014.

Kuroda further shocked financial markets after commencing as BOJ
Governor by announcing a far more aggressive monetary easing policy than had
been expected. Kuroda’s BOJ announced a 2% inflation target to be attained
in 2 years. Toward that goal, BOJ introduced “Quantitative and Qualitative
Monetary Easing” (QQE). Commencing in April 2014, BOJ started to increase
the monetary base rapidly through purchases of risky asset classes including
long-term Japanese government bonds, exchange-traded funds (ETFs), and
Japanese real estate investment trusts (J-RIETs)2) as shown in Figure 45. From
March 2001 to March 2006, BOJ under Governor Fukui adopted its first QE
policy. Even compared with the early 2000s, Governor Kuroda’s BOJ increased
the monetary base much more rapidly starting in April 2014. As a result, the
yen depreciated and stock prices appreciated further in April and May of 2014,
as shown in Figure 44.

2) “Price Stability Target” of 2% and “Quantitative and Qualitative Monetary Easing.” URL:
https://www.boj.or.jp/en/mopo/outline/qqe.htm/
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Figure 45. Bank of Japan’s JGB Holdings and Monetary Base

Data source is Bank of Japan’s Web site. April 2001 – June 2014, trillion yen.

This new aggressive monetary policy (first arrow) and a large fiscal stimulus
(part of the second arrow) provided a boost to the Japanese economy in 2013.
As shown in Figure 43, real GDP in the second half of 2013 returned to the
level reached prior to the Lehman shock in 2007.

2.4. Growth strategy
In June 2013, the contents of the growth strategy, the third arrow of
Abenomics, were officially announced.3) The first version of thegrowth strategy
included policies such as corporate tax cuts, the promotion offree-trade
agreements (FTAs), the establishment of special economic districts (Keizai Tokku)
to promote investments/innovations, the deregulation of theagricultural sector,
the utilization of the female labor force, the globalpromotion of Japan’s modern
pop culture (Cool Japan), increased numbers offoreign visitors, and related
policies.
3) Japan Revitalization Strategy—JAPAN IS BACK (Overview):
http://www.kantei.go.jp/jp/singi/keizaisaisei/pdf/en_saikou_jpn.pdf.
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The initial version of the third arrow received lukewarm responses from
economists compared with the first two arrows, because it does not contain any
significant policy measures that would have had an immediate impact on
macroeconomic performance. This was unfair as most of the contents of the
third arrow are designed to increase the long-run growth potential of the Japanese
economy. Furthermore, the Abe administration’s commitment to deregulation of
the agricultural sector and promotion of FTAs was questioned, because the LDP
government had traditionally relied on the votes of agricultural households in
local areas and on small/mid-size firms in urban areas. Some groups—foreign
investors in particular—pointed out the lack of any substantial changes in labor
rules that would enable Japanese firms to lay off workers more easily. Western
investors were convinced that removing inefficient labor rules was the key to
an overhaul of Japanese firms’ corporate governance, which would improve
corporate profitability.
In June 2014, the Abe administration updated its growth strategy.4) By this
time, the Abe administration had made some impressive policy changes, despite
criticism and skepticism of the initial version of the growth strategy a year earlier.
Its commitment to FTAs turned into a commitment to the Trans-Pacific
Partnership (TPP). Despite the difficulty of multicountry negotiations and strong
opposition from agricultural lobbies, the current administration has been
committed to TPP. Another area in which significant progress has been made
is the increase in female labor participation to enhance economic growth and
to prepare for future labor shortages because of the rapid aging of the population.5)
However, in some important areas, such as corporate tax cuts and changes to
labor rules, significant policy changes have been discussed but have not yet
materialized.

4) “Abe Unveils Japan's New Growth Strategy,”Wall Street Journal, June 24, 2014:
http://online.wsj.com/articles/abe-unveils-japans-new-growth-strategy-1403600296
5) This means Abe’s government has been extremely reluctant to increase the number of foreign
workers/immigrants.
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3. Japan’s Macroeconomic Performance under Abenomics
As of the summer of 2014, Abenomics seems to be working well and Japan’s
macroeconomic performance has significantly improved, despite initial skepticism
at the commencement of the new administration. As a direct consequence of
the Bank of Japan’s inflation target and QQE, the yen depreciated by more than
25%, as shown in Figure 44. It provided a boost to exporting companies’ profits,
although aggregate export volumes did not increase as much as expected. Still,
real GDP growth in fiscal year 2013 increased to 2.3%, a large improvement
over 0.3% in 2011 and 0.7% in 2012. As a result, Japanese stock prices have
increased by more than 50% from the start of Abenomics.
Labor market data also provide supporting evidence for the benefits of
Abenomics. Figure 46 shows changes in the unemployment rate and tightness
of the labor market. The unemployment rate declined from 4.5% in mid-2012
to 3.5% in mid-2014. The jobs-to-applicants ratio increased from 0.7 to 1.1 in
the same time period. These data suggest that Japan’s labor market has improved
significantly since the start of Abenomics and remains in a better condition than
it was prior to the Lehman shock.
Figure 46. Unemployment Rate and Labor Market Tightness

Data source is Statistics Bureau’s Web site: http://www.stat.go.jp/english/data/chouki/19.htm
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Wage data provide further evidence. Figure 47 shows the indexes of wages
for all workers and the sub group of part-time workers for the period 2005–2014.
The wage index for all workers declined more than 5% after the Lehman shock.
Even after the commencement of Abenomics, this index did not rise until early
2014 and has not yet regained the level reached in the mid-2000s.
Figure 47. Wage Data

See note for Figure 46 about data source.

The wage index of part-time workers, however, increased starting in the
second half of 2006. Part-time workers’ wages increased by more than 5% from
2012 to 2014, though this increase can be considered to be a continuation of
the previous trend. Overall, the wage data suggest that while the labor market
environment has improved following the implementation of Abenomics, the
benefits have been concentrated mainly among part-time workers whose wage
level has continued to rise and among ex-temporary workers who were (re)hired
on a permanent basis. This suggests that large efficiency gains in labor resource
allocations have been attained, because the wage rate has increased in areas where
demand is high and remains unchanged in areas where demand is weak. From
a macroeconomic perspective, improved economic conditions have not had a
significant impact on the average wage level, at least not as of the summer of
2014.
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The weak response of the average wage leads one to question the impact
of Abenomics on the inflation rate. Figure 48 shows the Japanese inflation rate
measured by the CPI. The dotted lines after April 2014 represent actual CPI
movements, and the solid lines represent movements adjusted for the three
percentage–point tax hike. General CPI inflation became positive in June 2013
and has been positive since then. However, the data obviously overstate that
the pure impact of the monetary and fiscal stimulus as some fraction of the
price-level increase should be attributed to price increases of imports because
of the depreciation of the yen and the rise in energy costs resulting from the
decline in electricity supply following the Tōhoku earthquake. Another measure,
CPI excluding energy prices, suggests that the inflation rate became positive by
the fourth quarter of 2013, but fell below zero after April 2014. By completely
ignoring the energy price impact—including the effect of energy demand increases
due to improved economic performance—this measure may underestimate the
inflation rate.
Overall, the CPI data suggest that deflationary pressure has been reduced,
but it is too early to conclude that the Japanese economy is experiencing positive
inflation. This issue will be discussed in more detail in the next section.
Figure 48. Inflation Measured by CPI

CPI inflation rate from the same month in previous year, January 2012 – July 2014. Dotted lines after
April 2014 are actual inflation rates. Solid lines are effective inflation rates, that is, actual inflation rate
minus three percentage–point consumption tax increase effect. Data source is Statistics Bureau’s Web
site: http://www.stat.go.jp/english/data/cpi/
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4. Potential Dangers for Abenomics
4.1. Has Japan really escaped deflation?
Ending the decade-long era of deflation is one of most important objectives
of Abenomics and definitely the most important goal of BOJ Governor Haruhiko
Kuroda. As discussed in the final part of Section 3, whether Japan is finally
escaping long-lasting deflation still remains uncertain. Data other than the CPI
examined below suggest that there are enough reasons to be cautious about this
point.
There has been a debate over the potential bias in the Japanese CPI, and
many economists believe that Japan’s inflation rate has been overestimated, and
that deflation has been downplayed across the 1990s and 2000s (for example,
see Shiratsuka 1999; Handbury, Watanabe, and Weinstein 2013). Figure 49 shows
inflation rates measured by CPI (monthly) and GDP deflator (quarterly) starting
in 1995. The CPI inflation rate has been much less volatile and higher on average
than the GDP deflator. The differences in these two inflation measures are
particularly pronounced in the first half of the 2000s and during the recession
subsequent to the Lehman shock in the late 2000s.
Figure 49. Inflation: CPI vs GDP Deflator
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Figure 50 compares the monthly CPI inflation rate to the daily inflation
rate calculated from supermarket price data by Tsutomu Watanabe of the
University of Tokyo for 2013 and 2014.6) While these two inflation rates have
been moving in parallel, the University of Tokyo’s daily CPI also suggests that
deflation has been much more serious than indicated by the official CPI data.
The daily CPI inflation rate reached and fluctuated around 0% from February
to June of 2014, while the official monthly CPI, including energy costs, reached
the same level a year earlier. As the University of Tokyo’s daily CPI covers
only food and other nondurable products sold in supermarkets, we cannot draw
strong conclusions regarding general price-level inflation. However, the GDP
deflator and daily CPI data provide enough evidence so that we should not be
overly optimistic about the future course of Japan’s inflation based on the general
CPI data alone.
Figure 50. Inflation: Monthly CPI vs University of Tokyo’s Daily CPI

2013

2014

Note: Bold line: General Monthly CPI. Thin line: University of Tokyo’s Daily CPI. See footnote 6
for the data source of Daily CPI.

6) University of Tokyo Daily Price Project: http://www.cmdlab.co.jp/price_u-tokyo/dailys_e
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Financial market data also provide mixed signals about market participants’
inflation expectations. The breakeven inflation rate (BEI), which is calculated
as the difference between the yield of inflation-indexed bonds and matching
nominal Japanese government bond (JGB) yields, has been positive since
mid-2012, and over 1% since March 2013.7)
However, the JGB yields reported in Figure 51 suggest a different story.
Long-term JGB yields have mainly been declining since 2012, except for a large
jump in May 2013. This jump has been interpreted as a learning process for
both market participants and the Bank of Japan under QQE, during which the
central bank purchased many more long-term JGBs than before. After the market
stabilized, long-term JGB yields declined steadily. As short-term yields were fixed at
around 0.1%, this means that the long-short spread also declined as the long-term
yield declined. Thus, the JGB yield data suggest that market participants are
not expecting a significant increase in short-term yields, so that the inflation
rate in the near future is expected to remain low.
Figure 51. Yields of Japanese Government Bonds

Data: Nomura Japanese government bond index.

7) BEI is calculated by Japan Bond Trading Co., Ltd. See their home page for a graph of recent
BEI data: http://www.bb.jbts.co.jp/marketdata/marketdata05.html.
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Usually, BEI is considered a better measure of market participants’ inflation
expectations because the long-short spread includes other components such as
the term spread. However, participants in Japan’s index bond market are a small
subgroup of investors since the market itself is small. Their expectations,
therefore, can be significantly biased or skewed. In this case, the average bond
market participant expects that the Bank of Japan must and will keep the interest
rate low for quite a while. Thus, they expect that the inflation rate will remain
at relatively low levels for the foreseeable future.
Overall, various evidence suggests that, while the Bank of Japan’s aggressive
monetary policy is making undeniable progress and the deflationary pressure has
weakened, there is little evidence to suggest that the Japanese economy is
permanently escaping from deflation. Whether Kuroda’s BOJ can attain the “2%
in 2 years” target is still uncertain.

4.2 Impact of consumption tax increases
As mentioned in Section 2, the consumption tax rate was increased in April
2014 from 5% to 8%. Before the increase, any negative impact on household
expenditures was expected to be limited because Japan’s economic performance
had been relatively strong. However, the volume of retail sales in the first several
months after the tax increase turned out to be a large disappointment.8) Figure
52 shows the response of supermarket sales to the consumption tax hike in April
1997 and in April 2014 using University of Tokyo’s daily sales data.9)
Growth rates of monthly supermarket sales are indexed for the periods 24
months before and 12 months after consumption tax increases. The sample periods
are from April 1995 to March 1998 (UT 97) and from April 2012 to August
2014 (UT 97). The months when tax rate was increased correspond to date “0.”
Supermarket sales data is a monthly sales index published by University of
8) “Japan's Tax Increase Puts Abenomics at Risk: Higher Consumption Tax Putting Pressure on
Economy” Wall Street Journal, August 29, 2014:
http://online.wsj.com/articles/japans-tax-increase-puts-abenomics-at-risk-1409302954
9) See footnote 6.
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Tokyo’s Daily Price Project. See footnote 6 for the data source of Daily CPI.
Figure 52. The Effects of Consumption Tax Hike on Super Market Sales

Second quarter GDP in 2014 decreased by 1.8%, contributing to a 7.1%
decline on an annualized basis according to revised figures released in early
September.10) Following the release of dismal data regarding Japan’s economic
performance, some noted Keynesian commentators urged Prime Minister Abe
to postpone the next tax hike planned for October 2015.11) Yet, the majority
of commentators argued that the possibility of damaging market participants and
taxpayers confidence through Abe’s commitment to fiscal reconstruction would
be extremely costly.12)
10) “Slings and arrows: A harmful tax hike and reticent employers take their toll” The Economist,
September 13, 2014:
http://www.economist.com/news/finance-and-economics/21617031-harmful-tax-hike-and-retic
ent-employers-take-their-toll-slings-and-arrows
11) “Japan Abe aide Hamada: Could do next sales tax hike in stages” Reuters, August 27, 2014:
http://www.reuters.com/article/2014/08/27/us-japan-economy-hamada-idUSKBN0GR0R72014
0827; “Krugman Warns Abe on Tax Increase”Reuters, September 19, 2014:
http://blogs.wsj.com/japanrealtime/2014/09/19/krugman-warns-abe-on-tax-increase/.
12) “Nikkei Crash a Risk Seen by Posen If Abe Blinks on Tax” Bloomberg, September 22, 2014:

118

Strengthening North Pacific Cooperation

At present, there is not enough information to assess the exact quantitative
impact of the consumption hike in April 2014 on household consumption. The
significant decline of household expenditure is undeniable. However, weather
conditions in the summer of 2014, including heavy rains and hurricane damage,
could be partially responsible for this decline. It should also be noted that the
2014 consumption tax hike was the first pure tax increase for Japanese households
that was not associated with any permanent compensating tax reduction. The
Japanese tax system changed from a direct income tax–based system to an indirect
consumption system starting in 1989. The introduction of the consumption tax
of 3% in 1989 and the increase to 5% in April 1997 were part of this transition
of the tax system and permitted permanent offsetting income tax reductions.
Therefore, the 2014 tax hike must have had a larger impact on household behavior
than the previous two tax hikes, as all other economic factors were unchanged.
Prime Minister Abe must, therefore, wait and see if the reported decline in
household consumption is long lasting or not.

4.3. Energy costs
The Tōhoku earthquake and tsunami in March 2011 took many human lives
and became a haunting memory for all Japanese. The Fukushima nuclear plant
disaster had a different but equally damaging impact on the Japanese public.
Furthermore, not long after the Fukushima accident, all nuclear power plants
in Japan stopped operations, meaning that Japanese households and firms
experienced rolling blackouts in the summer of 2011. While the blackouts lasted
only several months, the increased energy costs, particularly high electricity costs,
created an ongoing drag on Japan’s economic growth.

http://www.bloomberg.com/news/2014-09-22/nikkei-crash-a-risk-seen-by-posen-if-abe-blinkson-tax-rise-plan.html.
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Figure 53. Electricity Price Index for Business Use

Source: Bank of Japan’s Corporate Goods Price Index (2010, base year). URL:
http://www.cmdlab.co.jp/price_u-tokyo/monthly-sales-index_e.

The Japanese economy relies solely on foreign sources of energy supply.
Hence, a heavy dependence on petroleum can be problematic for both economic
and national security reasons. As Figure 53 shows, the electricity costs of
Japanese firms peaked immediately after the Lehman shock and then significantly
declined. However, electricity prices started to increase again after March 2011.
They surpassed the level of the previous peak and kept rising during the summer
of 2014.
As Japanese households and corporations are not as ready as Germans to
terminate nuclear energy production, the most realistic solution for Japan’s energy
problem is to restart a few of the safest atomic energy power plants, while
immediately decommissioning the oldest reactors. Not surprisingly, the restarting
of nuclear reactors is facing furious opposition from residents in surrounding
areas and environmentalists. However, the decommissioning of plants has not
occurred either. Decommissioning is politically difficult because many residents
in neighboring areas earn income from the various businesses related to the plants.
More importantly, local governments will lose subsidies for the nuclear reactors
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located in their corresponding areas.
As long as the Japanese government fails to resolve these problems, high
energy costs will make full recovery difficult. If the yen continues to depreciate,
then Japanese firms will benefit from increased exports. This effect on their
profits, however, will be largely offset by increases in imported energy prices.

4.4. Slowdown of world economy
Finally, a further slowdown of the world economy and a decline in foreign
demand for Japanese exports is another serious threat to the future course of
the Japanese economy. This is not only a problem faced by Japan but also by other
countries, given that weak demand is hampering economic growth worldwide,
especially in Europe.13) However, Japan’s dependence on international trade has
increased significantly through the 2000s. Japanese manufacturing industries have
become integrated into the East Asian supply chain. As a result, Japan has become
much more vulnerable to negative demand shocks from abroad in recent years.
This vulnerability is obvious based on the economic data from Japan during
the recession following the Lehman shock. The world economy has experienced
a disproportionally sharper decline in international trade than the decline in output
over this period, a phenomenon called “trade collapse” (Baldwin 2010). However,
Japan experienced a larger decline in output than in international trade because
its macroeconomic performance has become so export-driven and its “trade
collapse” has been concentrated among intermediate and durable goods, which are
the main exports of Japanese firms (Baldwin and Taglioni 2010; Tanaka 2010).
Future slowdowns in the Asian economies and/or bursting of the property
and credit bubbles in China are significant concerns for the Japanese economy.
Political instability in Thailand, as well as in some other East Asian countries,
also poses potential threats to a Japanese recovery.

13) “Euro-Zone Business, Consumer Confidence Decline,” Wall Street Journal August 28, 2014.
http://online.wsj.com/articles/german-unemployment-stays-low-1409213938.
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5. Conclusion
In this article, I summarized Prime Minister Shinzo Abe’s economic policy
package and examined its effect on the Japanese economy starting from late
2012 until the summer of 2014. In the second half of the article, I considered
the potential threats to Abenomics.
While the Abe administration’s macroeconomic policies make sense, it is
less obvious that Abenomics will finally end decades of dismal performance by
the Japanese economy. On a positive note, economic growth has been strong
since the second half of 2012 and the labor market environment is improving
rapidly. The yen exchange rate has depreciated by about 25%, stimulating exports.
The stock prices have increased more than 50%, providing a further boost to
consumption and firms’ balance sheets. In contrast, while Governor Kuroda’s
aggressive monetary policy since April 2012 has substantially mitigated the
deflationary pressure faced by the Japanese economy, it is still not obvious
whether the BOJ can achieve its target of 2% inflation in 2 years. The greatest
concerns for the immediate future are continuing increases in energy costs and
the negative impact of the consumption tax rate increase, which has been larger
than expected. Over the long-run, a further slowdown of the world economy
and the possibility of the bursting of China’s property market bubble are also
important concerns.
On the policy front, many things remain to be done to achieve economic
growth. Japan’s TPP negotiations look much more promising at present than
at the commencement of the Abe administration. Whether or not the corporate
tax should be cut, and by how much, have been debated, but no changes have
been made. Of course, many deregulation and regulatory reforms remain
unfinished, including the deregulation of various agricultural products/imports,
labor rule reforms, and corporate governance changes. These reforms will not
have an immediate impact, but they are necessary for increasing the potential
of Japan’s economic growth over the long-run.
I conclude this article with a brief discussion about the future paths of
monetary and fiscal policy if some of the potential threats examined in Section
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4 are realized. First, what should the Bank of Japan do if it cannot attain the
inflation target of “2% in 2 years”? This is a difficult question because the BOJ
has not been particularly specific about how to judge whether the target has
been reached or not. For example, does the 2% inflation include price increases
resulting from the consumption tax hike and/or energy cost increases?
Numerically, is 1.9% considered acceptable? How about if it is 1.8% or even
1.75%? In the end, it is likely that the target will be reached to some extent,
because the BOJ and the Abe administration can choose an exact target
themselves. A much more important question is this: If it becomes obvious that
the target was not achieved, should the BOJ adopt an even more radical monetary
policy, such as a super QQE? There is no easy answer to such a question.
A more pressing question at present is how the government should react
if the April 2014 tax increase produces no long-run effect and aggregate demand
remains too weak to cope with the permanent tax increase scheduled for October
2015. The majority of politicians belong to those government parties that are
most likely to support the planned tax hike.14) However, it is uncertain whether
they will represent an overwhelming majority. As discussed in Section 4.2, the
confidence of the general public and market participants in the current
government’s commitment to long-run fiscal sustainability is absolutely critical
to the success of Abenomics as a whole. Furthermore, even if the tax rate is
increased to 10%, various simulation results suggest that it will not be sufficient
to ensure Japan’s long-run fiscal sustainability (Fukao 2012; Hoshi and Ito 2013,
2014). Hence, it might be possible to postpone the timing of the tax hike for
six months, to April 2016, if the government can make a strong commitment
that there will be absolutely no further extension of that deadline.
However, I believe this is too risky. Instead, the Abe administration should
begin immediately a complete overhaul of the pension and medical systems to
control costs. This would be difficult and politically unpopular, but it would
be the ultimate solution for Japan’s problem of fiscal sustainability.
14) “LDP’s Tanigaki backs 2015 sales taxhike”, The Japan Times, September 13 2014:
http://www.japantimes.co.jp/news/2014/09/13/national/politics-diplomacy/ldps-tanigaki-back
s-2015-sales-tax-hike/#.VCOooucqZz8
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Prospects of the Korean Economy
Il Houng Lee and Seongman Moon

Abstract
We find that slowing Korean economic growth since the mid-1980sis closely
linked to the pattern of growth in domestic demand. We present three reasons
for the decline in domestic demand: (1) dampened ripple effects from export
growth; (2) rising income inequality and household debts; and (3) decline in
investment. The productivity gap between small and medium-sized enterprises(SMEs)
and large-sized firms contributes substantially to these structural problems in
Korea.

1. Introduction
This paper investigates reasons for the slowdown in Korean economic growth
since the 1980s and suggests some policy implications for future economic growth
in Korea.
The purple line in Figure 55 shows Korea’s yearly GDP growth rate since
1980. There are two noticeable negative spikes in the Korean growth path. One
occurred in 1998 due to the Asian financial crisis and the other occurred in
2009 due to the world financial crisis. Ignoring them, one can see that the Korean
economic growth has slowed down since the mid-1980s. In particular, after the
burst from the credit card lending boom from 1999 to 2002, Korea’s economic
growth has slowed to that of the global average (the blue line). In addition,
the IMF predicts that Korean economic growth will continue to be similar to
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the global average into the future. As shown in Figure 56, both Bank of Korea
and the OECD also project that Korean economic growth will continue to decline
in the future if structural problems in the Korean economy are not solved.
Figure 54. Growth of Major Economies
% change

Source: IMF, WEO DB (April 2014).

Figure 55-A. Korea’s Economic Growth Rate
(%, annual average))

Source: Bank of Korea (2013).

Figure 55-B. Korea’s Potential Growth Rate
(%, annual average)

Source: OECD (2013).
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The downward trend in the Korean economic growth path since the
mid-1980s may indicate that the Korean economy is entering a low growth path
like developed countries, as predicted by the standard economic growth theory
(e.g., Solow growth model). Alternatively, some structural problems that are
different from developed countries force Korean economic growth to be slower.
To find a cause for the downward trend, we take a somewhat unconventional
approach from the perspective of the economic growth literature: we focus on
examining the demand side of the Korean economy.
We find that the downward trend in Korean economic growth is closely
linked to that in domestic demand. In particular, after the burst from the credit
card lending boom between 1999 and 2002, the domestic demand growth has
been close to zero or even negative, suggesting that Korean economic growth
is entirely driven by the export sector. We believe that dampened ripple effects
from export growth since the Asian financial crisis are the main contributor to
the decline in domestic demand. These dampened ripple effects are mainly due
to the productivity gap between SMEs and large-sized firms, which has been
widened since the Asian financial crisis.

2. Searching for Lost Economic Growth in Korea
In this section, we present stylized facts regarding Korean economic growth.
For this, we take a somewhat unconventional approach, instead of conducting
conventional growth accounting exercises: we look into the expenditure side of
the Korean economy.
Note that aggregate demand in the national income and product account
is the sum of consumption, investment, government expenditure, and current
accounts, and can be broken down as follows
Y = Cd + Id + Gd + EX,
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where is GDP, Cd + Id + Gd i is the domestic demand on domestic goods,
and (export) is foreign demand on domestic goods. Using this decomposition,
one can see that how much domestic demand and export each contribute to GDP
growth, respectively, in the following equation,

where is the share of export in the GDP. Although we do not observe
the growth rate of domestic demand on domestic goods directly, we can indirectly
compute its growth rates using this break down.
Table 2. Searching for Lost Korean Economic Growth

GDP growth
Growth of Cd + Id + Gd
Export Growth
Contribution of Export to GDP
growth
Share of Export in GDP

81-85

86-90

91-95

96-00

01-05

06-10

11-13

9.1
8.8
10.6

10.0
10.3
11.9

7.9
6.6
14.7

5.4
2.3
15.4

4.5
1.8
10.1

3.8
0.1
8.8

2.8
-0.3
5.9

3.4

4.0

3.9

5.2

3.6

3.8

3.2

32.5

32.8

26.7

35.9

36.9

47.3

56.3

Table 2 presents several stylized facts regarding Korean economic growth.
All the numbers in the table are 5-year averages, except for the numbers in
the last column. We focus on those averages to control for the effects of business
cycles. The following is a summary of those facts:
· Real GDP growth in Korea has slowed down since the mid-1980s.
· Growth in domestic demand has exhibited a similar downward trend since
the mid-1980s.
· Export growth has shown a downward trend since the mid-1990s.
· The export contribution to the GDP growth has not much changed since
1980.
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The initial fact confirms our visual analysis in Figure 54. Interestingly, the
first and second facts show that both GDP and domestic demand growths apparently
follow a similar growth path, as their turning point towards the downward trend
occurred at a similar time. The latter offers a clue to understanding the causes
of the downward trend in GDP growth. To examine the link between GDP and
domestic demand growths, we draw the yearly growth path of the domestic
demand in Figure 56. Again, the substantial negative growth rate in 1998 is
due to the Asian financial crisis. Noticeably, the growth in domestic demand
is strictly positive and sizable between 1999 and 2002: yearly growth rates are
above 5%. This growth is mainly due to the credit card lending boom, which
was induced by expansionary policies of the Korean government and by severe
competition among credit card issuers. After the burst in credit card lending,
however, growth rates on domestic demand have been close to zero or even
negative. This suggests that GDP growth has been entirely driven by the export
growth since 2003.
Figure 56. Growth of Cd+Id+Gd

Source: Bank of Korea, ECOS.
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The third fact regarding the export growth path also provides a clue to
understanding the causes of the downward trend in economic growth. Specifically,
the magnitude of export growth has been high in the last 30 years. It is on
average higher than 10% and confirms a well-known characteristic of Korean
economic growth: economic growth is export-driven. Interestingly, export growth
also exhibits a downward trend. However, this pattern is different from the growth
paths of the GDP and domestic demand, in that the former started in the
mid-1990s, while the latter started in the mid-1980s. Later, we will discuss some
reasons why the downward trend in export growth started in mid-1990s,
something that is key to understanding the slowdown in Korean economic growth.
The fourth fact shows that regardless of this downward trend on export
growth, the contribution of export to GDP growth has not changed much since
1980. One reason is because the export share in Korean GDP has significantly
increased since the mid-1990s, which reconciles the slowdown of the export
growth and the steady contribution of export to the GDP growth. This further
confirms a close link between GDP and domestic demand on the growth path.
All these facts together lead us to conclude that the decline in the GDP
growth is closely linked to the decline in the growth of domestic demand. In
particular, the portion of GDP growth lost since the mid-1980s is closely linked
to that of domestic demand growth. Naturally, these empirical facts raise the
following questions: (1) What causes the decline in the growth of both domestic
demand and GDP; (2) How is the substantial decrease in domestic demand related
to the decline in the GDP growth. To answer these questions, we will first
investigate the reasons for the decline in the growth of domestic demand and
then discuss the link between these two growth paths.

3. Reasons for the Decline in Domestic Demand Growth
We propose that the decline in the growth of domestic demand is mainly
caused by the following:
· Dampened ripple effects from export growth
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· Income effects
· Decrease in investment
We investigate these reasons one by one in detail and then discuss the links
among them. In particular, we will show that dampened ripple effects from export
growth are the most significant contributor to the slowdown in the growth of
domestic demand.

3-1. Dampened ripple effects from export growth
We begin with dampened ripple effects from export growth on domestic
demand growth. Regarding the performance of the export sector, we think two
channels affect economic growth. One is the direct channel, which affects the
total factor productivity, and the other is indirect channel, which affects domestic
demand growth and in turn economic growth. Here, we mainly focus on the
indirect channel. As you will see later, however, both direct and indirect channels
are flip sides of the same coin.
Recall the two pieces of empirical evidence: (1) the contribution of exports
to GDP growth has been quite stable since 1980; but (2) growth in GDP and
domestic demand has slowed since the mid-1980s. This combined evidence
implies that ripple effects from export growth have been dampened significantly,
and in particular, those effects are very small in the past 10 years because GDP
growth is almost entirely driven by export growth.
We begin by presenting one empirical fact that can help us to understand
this more deeply. As shown in Table 3, the proportion of domestic value-added
components in export has a downward trend since 1995. It was about 76% in
1995 and about 60% in 2009, suggesting that the contribution of exporting firms
to domestic production has declined. This phenomenon is common across
industries in Korea: the proportion of foreign value-added content has been
increasing substantially across almost all industries in Korea, suggesting that
Korean export firms have significantly been using foreign production chains.
Interestingly, this phenomenon is not limited to Korea. For example, Figure 57
shows that most OECD member countries used fewer domestic value-added
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components in 2009 than in 1995. Although we do not provide the time series
of these statistics, for the sake of simplicity, this phenomenon is not limited
to just these 2 years, implying that most OECD members, including Korea, shared
a similar experience of using fewer domestic value-added components since the
mid-1990s. In this sense, the phenomenon can be related to the effect of the
widespread use of global value chains: If domestic exporting firms extensively
use global value chains, the reduction in the contribution of the domestic
value-added components to gross exports is likely to happen. However, the
decrease in the proportion of domestic value-added contents of export in Korea
is also related to some other factors that are different from other OECD members
and that significantly affect the ripple effects of export growth. In this paper,
we consider two factors that hinder spillover of export growth.
Table 3. Foreign Value-added Share of Gross Exports

year/industry

2009

2008

2005

2000

1995

total
Agriculture, hunting, forestry and fishing
Mining and quarrying
Food products, beverages and tobacco
Textiles, textile products, leather and footwear
Wood, paper, paper products, printing and publishing
Chemicals and non-metallic mineral products
Basic metals and fabricated metal products
Machinery and equipment, nec
Electrical and optical equipment
Transport equipment
Manufacturing nec; recycling
Electricity, gas and water supply
Construction
Wholesale and retail trade; Hotels and restaurants
Transport and storage, post and telecommunication
Financial intermediation
Business services
Other services

40.64
16.2
13.58
28.64
31.87
23.1
60.81
43.52
31.76
46.57
36.49
25.55
43.63
22.31
13.64
34.62
7.67
11.08
12.94

43.42
18.73
17.25
31.1
33.77
27.7
64.77
48.01
33
44.78
36.11
25.22
57.59
24.3
16.18
43.32
9.49
12.21
14.67

37.72
1.74
15.79
7.86
32.29
23.73
49.79
41.46
28.97
44.78
34.16
23.14
40.25
17.75
10.9
36.85
6.72
10.43
11.66

32.93
9.82
12.44
17.93
27.1
24.58
47.14
32.81
24.49
38.54
26.64
24.05
29.55
13.62
9.06
33.51
3.84
6.08
12.01

23.71
9.41
9.3
20.06
24.74
19.23
32.23
30.3
22.7
26.43
21.09
21.74
18.23
15.82
7.03
16.49
5.3
8.85
9.01
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Figure 57. Domestic Value-added Content of Gross Exports across OECD Member
Countries

(%)

Source: OECD TiVA.

Figure 58-A. Value-added Ratio of SMEs
Compared to Large Firms

(large firms=100)

Source: Statistics Korea.

Figure 58-B. Labor Productivity of SMEs
Compared to Large Firms

(large firms=100)

Source: Statistical survey on mining and
manufacturing industries (Korea), Japan’s
white paper on SMEs (other countries).
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First, the contribution of SMEs to export relativeto large-sized firms has
decreased substantially in Korea. For example, Figure 58-A shows that the
value-added ratio of SMEs relative to large size firms has decreased substantially.
Apparently, this downward trend is linked to the downward trend of the labor
productivity of SMEs relative to large-sized firms. For example, the average ratio
of value-added per worker in SMEs to that in large-sized firms between 2002
and 2006 is around 39.4% and the average ratio further decreased to around
34.5% between 2007 and 2010, according to data from the Financial Statement
Analysis issued by Bank of Korea. The combination of these two items of
evidence implies that large-sized Korean exporting firms may have reached to
purchase foreign intermediate inputs for their final export goods using global
value chains because of low productivity in small-and medium-sized firms in Korea.
In addition, Figure 59-B shows that relative labor productivity is much lower
in Korea than other OECD member countries, suggesting that both Korean
exporting firms and foreign firms do not have an incentive to engage in trade
with small and medium-sized Korean firms through global value chains. On the
other hand, large-sized Korean exporting firms benefit from trade liberalization,
since foreign intermediate inputs are available to them through global value
chains. There fore, the effects of global value chains on the Korean economy
are asymmetric between SMEs and large-sized firms in Korea. This implies that
export growth induced by large-sized Korean firms may not substantially spill
over to other sectors, such as the service sector, which consists of many SMEs
in the Korean economy.
Figure 59. Labor Productivity of Service Industry Relative to Manufacturing
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Second, the labor productivity of the service sector relative to the manufacturing
sector has been declining. As shown in Figure 59, the ratio of the labor productivity
of service sector relative to the manufacturing sector decreased from 62% in
2002 to 47% in 2012, suggesting that the service value-added components in
manufacturing export has been decreasing. In addition, as shown in Figure 60,
the service value-added components in manufacturing export are much lower in
Korea than the OECD average as of 2009: they are close to the minimum level
of all OECD member countries except for electrical equipment. Analogous to
the first reason, this lower productivity in the service sector induces those firms
in the service sector to fail to exploit the benefits from the use of global value
chains and dampens the ripple effects from the exports of large-sized firms.
Figure 60. Services Content of Gross Manufacturing Exports (by Industry and Percentage, 2009)

Source: OECD (2013).

Furthermore, the share of the service sector in total employment has been
growing since 1993: it was 62.3% in 1993 and 74.1% in 2012. Considering
the large portion of total employment in service sector, the productivity gap
between the service sector and the manufacturing sector can result in increasing
income inequality. Finally, note that that SMEs account for about 80% of output
and 90% of employment in the service sector. This suggests that the productivity
gap between the two sectors is closely linked to the productivity gap between
small and medium-sized firms, and large-sized firms.
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Figure 61. Consumption

3-2. Income effects
We now discuss income effects on household expenditure. The green line
in Figure 61 shows the ratio of private consumption to GDP since 1980. In
the beginning of the 1980s, the ratio was about 70%. However, it had declined
to around 60% by the late-1980s. Since then, the ratio did not change until the
Asian financial crisis, which caused the ratio to decrease substantially. The
credit card lending boom made the ratio stagnate for a while. After the initial
burst, however, the ratio exhibits a downward trend and there has been no sign
that the trend is changing its direction.
One mechanical reason for this downward trend is due to the lower
growth in consumption compared to GDP growth. To see this more clearly, we
normalize the logs of consumption and GDP so that they are the same in
1980, and draw their respective time series in Figure 61. Obviously, you can
approximate the slope of each curve as the growth rate of each variable.
Overall, since mid-1980s, the magnitude of the growth of private consumption
is smaller than that of the GDP growth. Note that the distance between these
two curves reflects the accumulated difference between GDP and consumption
growth since 1980. The distance is largest in 2013, reflecting the fact that the
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ratio between consumption and GDP has been steadily decreasing: it reached
about 50% in 2013. Therefore, during the past three decades, the consumption
to GDP ratio has decreased by almost 20% due to lower consumption growth
compared to GDP growth.
Figure 62- A. Gini Coefficient²

Figure 62-B. Relative Poverty Rate³

Note: For urban households with at least two persons. The Gini coefficient can range from 0 (perfect
equality) to 1 (perfect inequality). Relative poverty is defined as the share of the population
that lives on less than half of the median income.
Source: OECD data.

For several reasons, we believe that rising income inequality and household
debts are closely linked to lower consumption growth. Figure 62 draws yearly
Gini coefficients measured using both market income and disposable income.
Both measures exhibit an upward trend. To avoid the temporary effects of
business cycles, we also calculate the 5-year averages of those variables and
confirm a similar upward trend. In addition, the relative poverty rate defined
as the share of the population that lives on less than half of the median
income has an upward trend. All these measures suggest that overall income
inequality has been growing.1) On reason for rising income inequality in Korea
can be related to the labor productivity gap between small and medium-sized,
1) Of course, this is not limited to Korea but is a common phenomenon in the world; see, for
example, Piketty (2014). Capital in the Twenty-First Century. Harvard University Press.
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and large-sized firms. Considering the fact that Korean export growth is mainly
driven by large-sized firms, the labor productivity gap results in wage inequality
and thus contributes to increasing income inequality in the Korean economy.
Figure 63 shows that the ratio of household debt to disposable income has
been growing since 1980. In particular, after experiencing the Asian financial
crisis, this ratio has increased substantially and its magnitude has become very
large.
Figure 63. Household Debt / Disposable Income

(%)

Rising household debts beyond a certain threshold level can cause a
decrease in consumption growth due to both tighter liquidity constraints and an
increase in default risk. For example, there maybe a nonlinear relation between
the household debt to income ratio and consumption growth because those
households with a high debt-to-income ratio beyond a certain threshold are
likely to face a borrowing limit or to carry a higher probability of default risk.
We construct a panel data set using micro-level data to investigate this from
the Korean Labor and Income Panel Study (KLIPS) and obtain a preliminary result
indicating that there is indeed a nonlinear relation between the debt-to-income
ratio (or debt-to-asset ratio)and consumption growth.2) Specifically, debt-to-income
2) The survey is conducted by the Korea Labor Institute (KLIPS). KLIPS is the only income and
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ratios that are above a certain threshold hinder consumption growth, while those
ratios below the level are notcorrelated to consumption growth.

3-3. Decrease in investment
Figure 64. Sluggish Investment

The third possibility explaining the slowdown in domestic demand growth
can be related to the decrease in investment growth. Figure 64 shows that
investment growth has followed a downward trend since the mid-1980s, the
same as GDP growth. This trend seems quite clear if we look at five average
growth rates to eliminate some business cycle effects. Again, a potential reason
for this downward trend can be related to the productivity gap between small
and medium-sized, and large-sized firms. To see this, we look into the time
series of outward direct investment by Korean firms and foreign direct
investment in Korea.

labor-related panel survey in Korea and has been conducted annually since 1998.There are
currently nine different years of data available, 1998-2006. The bulk of the questionnaires focus
on the income, consumption and wealth of households. KLIPS also includes data on labor status
as well as demographic information such as self-reported health and income satisfaction for
individuals.
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Figure 65. FDI in Korea and Korea’s ODI
(USD mil)

Source: Korea Ex-Im Bank, Ministry of Trade, Industry, and Energy.

Figure 65 shows that outward direct investment increased substantially
since the mid-2000s, while foreign direct investment did not change much.
Furthermore, most of outward direct investment was conducted by large-sized
Korean firms. This implies that small and medium-sized Korean firms may fail
to participate in global value chains due to their lower productivity relative to
foreign countries.

4. Conclusion
We have shown that domestic demand growth has declined since the
mid-1980s. In particular, growth has been close to zero after the Asian
financial crisis and the burst from the credit card lending boom. One possible
reason can be found on the demand side. After the Asian financial crisis, the
rapid rise in household debts was sustained for a while. However, following
the burst from the credit card lending boom, household consumption relative to
income stagnated, depressing domestic demand growth, including investment.
The other reason can be found on the supply side. Following the financial crisis,
large firms restructured, shedding labor and investing abroad, thus regaining their
competitive edge. Those left behind, e.g., small- and medium-sized enterprises
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(SMEs), fell behind, compounding pressure on the demand side. Moreover, the
regulatory environment discouraged the growth of new industries and the
service sector, rendering a good part of factors of production idle.
These structural problems dampened the ripple effects from export growth,
which was mainly driven by large-sized firms, through several dimensions of
the Korean economy. Although large-sized firms have substantially increased
their sales in foreign markets, they have also substantially increased their use
of foreign value-added components. SMEs, which account for about more than
80% of total employment in Korea, have had relatively lower labor productivity
compared to large-sized firms in Korea and their competitors in foreign
countries. As a result, they have been losing their comparative advantage in
global value chains, which in turn contributes to the dampening of ripple
effects from the export sector.

Note:
The views are thoseof the authors and do not represent the view of the Korean
government.

Prospects for the Region’s Economies:
Discussion on Session 1 Papers
Sang-Hyop Lee

Referring to the summary slide presented by David Stockton, I agree with
most of his points. China will have only a little economic growth. However,
as Wang Yijiang pointed out, China is facing some serious challenges, so there
are some discrepancies in the opinions of the two presenters. In the case of
Japan, the outlook is presented as very optimistic. Probably, this is totalistic.
Actually, I am on the side of Dr. Il Houng Lee, the chairperson of this
session. There is Abenomics. There is potential risk. In the case of South
Korea, Seongman Moon actually said there is a kind of downward trend. Thus,
it is apparent from the presentations that there are some discrepancies and
some disagreements. Nevertheless, I basically agree with the presenters.
․ Let me quote here from Dr. Lee, who has just made the following
concise observations about the papers:
․ “Like the presentation on the Japanese economy, I think Dr. Moon’s
presentation has turned many of you in the audience into pessimists
about the Korean economy. If Japan’s economy depends on thousands
of “needles” instead of one “arrow,” the Korean economy certainly
depends on dozens of “nails,” which are now being introduced. It is
similar to the Chinese economy, which is heavily dependent, as
described by Dr. Wang, on government policies. It seems that all three
economies are heavily dependent on what the governments are doing at
the moment, and the future prospects will depend on their policy
effectiveness.”
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In the case of the US and Europe, the overall assessment is for gradual
improvement. Nevertheless, in fact, there are many areas of risk and concerns.
In the US, recovery from the recent economic crises is under way, but down
in risk. There is sluggish investment and there are policy uncertainties, and
labor market concentrations have fallen but the labor force is decreasing.
Actually, this is very important. Alan Krueger, who was mentioned in this
regard, was here in Hawaii 2 years ago, and he presented a paper on why US
employment is falling. He had many hypotheses. One is labor costs and, in
particular, health care costs. He compared the US with Canada and pointed out
a major difference, in which health care costs borne by US companies are like
the employer providing healthcare costs twice. This is oneof the fundamental
problems.
In China, Wang Yijiang said that there are serious challenges in terms of
good opportunities, public policies, and very sensitive inventories increasing
the housing bubble, the monetary policy dilemma, and the rising labor cost.
There may be some risk in controlling shadow banks, but we do not know.
Non-performing loans could be an issue. Most people are concerned about
what happens if the bubble bursts. That is a risk not only in China, but also
in every country.
For Japan, the risk is Abenomics itself. The so-called “arrows” of
Abenomics can be broken, but its “needles” can be broken, too. This is a
matter of thousands of needles. In trying to understand Abenomics, for me it
is kind of a wealth effect. It needs financing, and financing needs continuous
growth. So the case is like the conventional chicken-and-egg problem. Which
is first? If there is no strong growth in Japan, then according to my
understanding, the “arrows” and “needles” of Abenomics could be broken. The
Bank of Japan actually tried to cash in, to use this debt. What if it does not
continue? We can at present say: “so far so good, but....” That is my concern.
Concerning Japan’s consumption tax, everyone says, “Oh, they survived
the consumption tax hike.” Obviously compared with the 1997 tax hike in
Japan, the consumption tax turned out well. But what if this is just a
temporary effect? What if consumers rushed to purchase goods before the tax
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increase? Suppose they purchased goods in January or February, in
anticipation of a consumption tax hike in April. What is the long-term effect?
That is my concern; that is the risk. Probably the long lasting impacts of a
fallen earthquake and social expenditure play a huge role. Japan implemented
its long-term health care a couple of years ago, and if you look at the data,
the long-term health care effect is huge. It also has important implications for
the future fiscal health of the government.
For Korea, household debt and the very rapid increase in social spending
are my concerns—health care expenditure, in particular, including expenditure
for the elderly. The public health care cost in Korea is rising almost 10% per
annum. What happens if it continues to increase at this rate? Unemployment
is, likewise, a huge issue, and we know that service sector quality is very low
in Korea, as well as in North Korea. Dr. Moon did not mention it, but this
is always an issue.
To summarize, Table 4 provides a list of the risks and areas of concern
raised by the speakers in this session.
Turning to fundamentals: I have three main points in mind, because
everyone talks about fundamentals. The first is debt. The second is inequality.
The third is employment. I always look at these three points for countries.
US debt, the interest rate, and volatility might be an issue. For Japan,
again Abenomics itself could be a fundamental issue, in terms of whether it
can be sustained. For Korea, the previous government and the new government
relaxed the ratios of debt-to-income (DTI) and loan-to-value (LTV). Of course,
the purpose is to boost the housing market. But Korea is very well known for
its very high level of household debt which, only last week, just passed above
85% of GDP. So it is USD 1 trillion right now. Household debt could be a
problem issue.
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Table 4. Risks and Areas of Concern

US

․Significant recovery under way, but downside risk
․Sluggish investment, policy uncertainty is still there
․Labor market: unemployment rate has fallen, but labor force is decreasing
(Alan Kreuger cites labor cost)

China

․Serious challenge; good opportunity; public policy
․Inventory is increasing, housing bubble, monetary policy dilemma, labor cost
is rising
․Shadow banks: how to control them?
․Service sector may not be an engine of growth yet
․Non-performing loans could be an issue
․Bubble burst

Japan

․Abenomics (Arrows can be broken—needles can be broken too) using wealth
effect; financing needs continuous strong growth (so far so good, but…)
․Consumption tax hike—should take a look at longer term effect
․Long lasting impact of Tohoku earthquake
․Social security expenditure

South Korea

․Household debt
․Very rapid increase in social security spending (health care expenditure…)
․Youth unemployment—income, service sector productivity
․North Korea is always an issue

Inequality is growing. At the Asian Development Bank, this year the theme
was fiscal policy for inclusive growth, and I participated in that. Inequality is an
issue everywhere, and it is especially serious in China and Korea. It depresses
consumption, and the social costs to minimize potential social conflicts are
huge. Social security spending is rising, and this is also related to population
aging and is probably a fiscal burden.
Employment is a huge issue in these countries. All people tend to retire
quite early, so it is not just a matter of quantity but of quality. If you look
at employment definitions, what are they? If you are working just 1 hour per
week, you are categorized as “employed,” even if you are just a temporary
worker and it is a temporary work.
My summary of these fundamental issues, as discussed in this session, is
presented in Table 5.
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Table 5. Fundamental Issues

Debt

․US debt: interest rate, volatility
․Japan: Abenomics (Can it be sustained?)
․Korea: relaxing DTI and LTV

Inequality

․Depress consumption
․Need to minimize social conflict
․Population aging

Employment

․Quantity and quality

In view of the limited time in this session, I will stop here. There are risks
and fundamental issues in this region that certainly deserve much more discussion.

Note
This preliminary draft is to be revised and expanded prior to the publication of the
book.

Prospects for the Region’s Economies:
Overview by Session 1 Rapporteur
Michael G. Plummer

The first session of the conference included presentations on the economic
health and the future of four key countries in the region: the US, China, Japan,
and Korea. In general, the prognosis for growth was positive for all four countries,
with each recovering from the biggest global economic shock in 70 years.
However, each paper underscored uncertainties that could potentially derail the
growth projections. The long-term outlook is uncertain for all four economies
and will depend largely on the policy responses and reforms of the respective
governments.

Presentations
Dr. Stockton conveyed an upbeat review of trends in the US economy, which
continues to recover gradually from a very deep recession. He noted that the
slack in the economy is tightening up; the labor market, in particular, seems
to be strengthening toward what would be considered full employment, but as
this has not yet manifested itself in any wage pressure, it still has a good ways
to go. Monetary policy is set to be tightened from its highly-expansionary phase;
the pace of acquisition of assets by the Fed is already slowing down (but he
does not anticipate that the Fed will begin to clear its balance sheet of them
any time in the near future). He expects that the Fed will begin to raise the
federal funds rate in the beginning of the summer of next year, though of course
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it is important to underscore that this will be a function of the state of the
economy. In turn, the continued recovery and rising interest rates should lead
to a strengthening of the US dollar in real effective terms. He stressed that there
have been great improvements in household balance sheets; deleveraging since
the recession began has been significant, and now, it has essentially reverted
to trend. The strong fiscal drag that followed the stimulus plan at the beginning
of the recession has been waning.
On the other hand, there continue to be some less optimistic signs. Net
exports have been a drag on the US economy, particularly due to weak foreign
demand, which has been attributed to the tenuous recovery in many other key
OECD countries and emerging markets. A strengthening dollar should serve to
reduce further net external demand. Recently there has been greater financialmarket volatility, with possible bubbles emerging in the housing market, for
example. Importantly, business fixed investment has been a big disappointment,
particularly given the low costs of funds in recent years, higher consumer spending,
and the fact that firms have been sitting on a great deal of cash. Stockton noted
that this is probably not due to economic-policy uncertainty, which has stabilized
in recent years, but perhaps because of geopolitical uncertainty, which has been
leading to a postponement of projects. Still, he stresses that there are accumulated
orders that need to be filled, and hence, he is optimistic.
Stockton underscored that risks in the short run include the reaction of
markets to higher interest rates, the possibility of higher inflation as the slack
in the economy continues to tighten up, and greater financial volatility as well
as the Fed’s reaction. Longer-term challenges are many; in particular, the US
fiscal policy remains unsustainable, and political gridlock in dealing with the
deficit and other public-policy related problems has impeded addressing these
issues. There is no sign that things will get better in the near future. The outlook
for productivity growth and potential output is uncertain, and Stockton feels that
there are a number of downside risks. Finally, while financial and other regulatory
reforms are necessary, it is not clear how many of them are going to be addressed.
China is also facing a number of ongoing challenges in the context of a
slowing economy requiring many economic reforms. China’s remarkable growth
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over the past 2 decades, often in the double digits, has notably slowed in recent
years, with a consensus forecast of 7.5% growth in 2014. This would be a great
achievement for just about any other economy in the world and, certainly, for
one as big as China’s. Still, it is significantly down from preglobal, finance-crisis
growth rates and is creating a good deal of nervousness in China. Yang Yao
stressed that how China will fare in meeting the associated challenges will depend
critically on the government’s policy responses.
At present, many firms in the private sector are struggling, and banks have
become defensive. Firms are no longer focusing on how to be competitive but
rather how to survive in the current economic climate. The fiscal momentum
has been changing, and monetary policy has been challenging. Excessive bank
lending in recent years—particularly in reaction to the 2008 crisis—has meant
that banks are fighting to protect asset quality, rather than fund new, innovative
projects. According to Yao, the economy risks losing competitiveness, with labor
costs and tax burdens rising, overseas markets relatively weak, and growing
surplus capacity.
With the large fiscal stimulus that began with the global financial crisis,
the government is now facing fiscal restraints, both at the federal as well as
provincial and local levels. The timing of these fiscal challenges is a big problem;
it has made myriad new commitments related to social policy, including pensions,
but the emerging fiscal situation will make it increasingly difficult to fund them.
Monetary policy has been very expansionary, and liquidity has flown into asset
markets, creating high housing prices and, perhaps, bubbles elsewhere in the
economy.
Yao stressed that, at the macro level, the many “stop-and-go” measures
embraced by policymakers has certainly been less than optimal. Adopting a more
balanced approach to macro management is needed for stability.
While Yao stressed the many uncertainties currently facing the Chinese
economy and policymakers, he underscored that there were many opportunities
as well. There are many new reforms efforts that are being put in place;
implementation tends to be slow but the current situation may serve to expedite
the reform process. He also emphasized the need to focus on raising productivity
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and creating new technologies, which, as the empirical literature underscores,
is essential to overcome any “middle-income trap” that China might face.
Japan’s economy faces the greatest uncertainties of the world’s top three
economies. However, as noted by Tokuo Iwaisako, since Shinzo Abe’s new
administration began in December 2012, there has been a great deal of excitement
in the country regarding the “re-launching” of the economy via the “three arrows”:
expansionary monetary policy to reflate the economy (with a new target of 2%
inflation, double the previous target), fiscal policy reform, and structural reforms.
Since the new Governor of the Bank of Japan, Harohiko Kuroda, took over
the helm at the Bank of Japan, the monetary base has been skyrocketing, the
result of not only rock-bottom interest rates but the launching of the Japanese
version of “quantitative easing.” As a result, inflation has mildly increased, and
the yen has fallen by 20%. Moreover, the 60% increase in stock prices
significantly exceeded the expectations of Japanese economists. Economic growth
picked up in 2013 but has been volatile in 2014. Iwaisako opines that, while
deflation is probably ending, the economy still has not hit the inflation target
zone yet.
Despite the strong depreciation of the yen, the Japanese current account
continues to be in deficit, in part due to changing demographics and the savings
patterns in the country. In addition, external demand has not been strong,
including in East Asia, which has been affected by various shocks, including
political (e.g., Thailand) and geostrategic. However, the most salient, immediate
problem facing Japan at present concerns energy: in the wake of the Tohoku
earthquake and the Fukushima nuclear plant disaster, all nuclear plants stopped
operations. This led to a significant increase in demand for petroleum and, should
the environmentalist movement prevent the reopening of even the safest power
plants, there could be a major increase in energy imports in the future. Hence,
the energy question is creating significant uncertainty.
Iwaisako concluded that, while energy remains the biggest threat, the
macroeconomic policies of Japan are going in the right direction, even if he
cast doubt on the ability of the Bank of Japan to reach its 2% inflation goal.
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For the Korean economy, Il Houng Lee and Seongman Moon predicted a
big slowdown in the future growth potential of the Korean economy without
significant structural change. This was the focus of the presentation on Korea.
The first question posed related to how a decrease in domestic demand
negatively affects economic growth, that is, how the demand side of the economy
can have an effect on the supply side. In Korea, private consumption has been
relatively stable in recent years but has fallen significantly as a percentage of
GDP over the 1980–2012 period. Moreover, investment demand has been
disappointing. Lee and Moon attribute the fall in the share of private consumption
in total demand to rising inequality and related it to household debt. These are
issues that the government will need to prioritize.
On the supply side, large firms were forced to restructure in the wake of
the Asian financial crisis, which increased efficiency but led to the shedding
of labor and an increase in outward foreign investment. Small- and medium-sized
industries have struggled to remain competitive. They also noted that the
regulatory environment disfavored the development of new industries and the
service sectors—a major problem given the level of development of the Korean
economy and the need to augment labor absorption.
Thus, while the Korean economy has done relatively well compared to other
OECD economies in terms of aggregate growth performance, fiscal deficits,
inflation, and a number of other economic variables, it has fallen below its
potential and needs to address some structural issues, and launch new regulatory
and other policy reforms if it is to reach its potential.

Discussion
The primary discussant for the papers, Sang-Hyop Lee gave a concise survey
of the session and congratulated the authors on their contributions. He did have
a few specific comments for the authors, however, including the following: (1)
The discussions regarding the effect of the increase in the consumption tax in
Japan, which has been associated with the strong increase in GDP at the end
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of fiscal year 2013 in Japan but blamed on the very large contraction in GDP
in the subsequent quarter, often get ahead of themselves. That there will be a
repeat of the last time the consumption tax was increased-also blamed on derailing
a recovery- is unclear, given that the political and economic context is quite
different; nor do we know if the effect was just consumers front-loading purchases
ahead of the hike. We simply do not know anything for certain and will not
be able to identify the effect until we have the necessary data. (2) In the Korea
paper, it would be useful to emphasize security questions, in particular, vis-a-vis
North Korea, and how they are influencing expectations, which, in turn, have
important implications for short-term economic performance. (3) Finally, the
subject of inequality came up in some of the papers, as it should. However,
it is important to consider the role of demographic change on inequality, which
could be an important determinant outside the scope of government policy.
A very animate discussion followed. Some of the highlights are recorded
below.
It was noted that China, under its most recent 5-year plan, aimed to boost
the service sector. This sector is doing well and is absorbing a great deal of
labor. At the same time, it does not seem to be a powerful engine for economic
growth.
A question was raised as to the reason for the surprisingly large drop in
US GDP in the first quarter of this year. Some might be attributable to residual
seasonality, but Stockton noted that this was a small factor. The real culprit
was the exceptionally bad weather in the US this past winter, as well as the
reduction in inventories that has been taking place since the second half of 2013.
Moreover, there was a big drop in medical spending, perhaps due to the
uncertainties associated with the introduction of “Obamacare.”
Some discussion ensued regarding the effects of the more expansionary
monetary policy in Japan under the Governorship of Kuroda, which has as a
key goal the end to the deflation in Japan. While some US congress people
have stated that the “QQE” adopted by the Bank of Japan is purposely fostering
an undervalued yen to enhance competitiveness, Iwaisako expressed that he did
not think that this was intended Japanese policy, but rather a knock-on effect
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of the QQE. In response to the question of whether the huge Japanese government
debt might be problematic in the case of a crisis of confidence (e.g., as has
been the case in Europe), Iwaisako did not think that this would be the case,
particularly since the Bank of Japan has been by far the most active buyer of
government debt in recent years (he did not think that the banks would get
involved much).
The effects of a weaker US economy on the region and the world also
constituted an important question taken up during the discussion period. For
example, if the US economy recorded a marginal downturn in the near future,
would the Fed reverse its position on phasing out quantitative easing? Stockton
noted that there certainly would be a great deal of pressure to do that, particularly
since inflation continues to be so low. There could be a drop in the dollar as
a result—it has been buttressed of late by a somewhat tighter monetary stance
due to the phasing out of quantitative easing—but this would depend on what
is happening elsewhere in the world.
Another point that was made is that it is important to address quality—rather
than just quantity—when assessing the employment situation. In Japan, much
of the growth in employment of late has been part-time. In the US, there is
worry about the fiscal deficit, but without a convincing safety net, people fail
to spend, and this has a negative effect on consumption, by far the most important
determinant of US income growth. Stockton noted that there continues to be
a mismatch of skills in the US, as well as a good deal of slack in the US labor
market. However, it is true that there seems to be a “hollowing out” of
middle-income jobs. Iwaisako agreed with the point about the need to focus
on the quality of employment in Japan, noting anecdotally that some college
graduates in Japan appear to be postponing graduation because they cannot find
the jobs they want. The “job mismatch” problem is also in evidence in Japan.

Session 2
Pathways toward Trade and Investment
Integration in the North Pacific Region

The Trans-Pacific Partnership (TPP) as a
Pathway to Asian Integration
Deborah Elms

Abstract
The Trans-Pacific Partnership (TPP) trade agreement is officially one of the
paths to APEC’s Free-Trade Area of the Asia-Pacific (FTAAP). This paper
reviews the progress in TPP negotiations with a particular focus on the challenges
of getting a high-quality, ambitious trade agreement finished. Politics will affect
the final agreement, shaving a modest amount of quality off the top. However,
without buy-in from legislatures and the general public, implementation will be
problematic. This requires last-minute compromises from all parties to meet a
tight window for conclusion. When finished, the agreement will provide enough
benefits for up to 19 members to be included by 2020. However enticing the
TPP may become for countries, however, it should not be viewed as a pathway
to the FTAAP.

1. The Goal: Free-Trade Area of the Asia-Pacific (FTAAP)
In 1989, Asia-Pacific Economic Cooperation(APEC) was launched as a
nonbinding, advisory trade body that currently includes 21 member economies:
Australia, Brunei, Canada, Chile, China, Hong Kong, Indonesia, Japan, Malaysia,
Mexico, New Zealand, Papua New Guinea, Peru, Philippines, Russia, Singapore,
South Korea, Chinese Taipei, Thailand, US, and Vietnam. It is perhaps most
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famous for the photographs of the leaders taken every year in the costumes of
the host country—ponchos in Peru, batik in Indonesia, or outback drover jackets
in Australia.1)
The purpose of APEC is to develop economic growth and development in
the region. Generally, the organization promotes these goals through a complex
series of meetings, workshops, and committees. APEC is perhaps best thought
of as an advisory body, designed to help members use best practices, developed
in part with the close cooperation of key business leaders from member economies.
Given the facilitating function of the organization, it does not have a mechanism
for compelling members to follow through with economic liberalization plans.
Notably, APEC itself has no mechanism for negotiating. This has made it difficult
for members to progress toward systemic changes and market opening.
So, starting in 2006, APEC members began discussing plans to create a
true Free-Trade Area of the Asia-Pacific (FTAAP).2) Such an agreement would
allow members to open their economies for preferential trade between one
another. Given the size and membership of APEC, economic benefits from trade
liberalization would be enormous. Member economies account for 40% of the
world’s population, 55% of the world GDP, and 44% of world trade.3)
By 2010, the leaders agreed that the plans to get to an FTAAP could take
different formats. APEC itself pledged to provide “leadership and intellectual
input into the process of its development, and a critical role in defining, shaping,
and addressing the ‘next-generation’ trade and investment issues that an FTAAP
should contain.”4)

1) The other notable achievement is the APEC Business Travel Card that allows business officials
to travel between APEC countries faster by using dedicated APEC travel lanes at immigration.
After a significant delay, the US finally joined the scheme in 2014.
2) These plans built on an earlier, 2004 discussion among the APEC Business Advisory Council
members.
3) APEC promotional materials, accessed at http://www.apec.org/About-Us/About-APEC.aspx on
September 22, 2014.
4) APEC November 14, 2010, Yokohama Leader’s Statement, http://www.apec.org/Meeting-Papers/
Leaders-Declarations/2010/2010_aelm/pathways-to-ftaap.aspx
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The leaders’ statement endorsed four pathways to achieve the FTAAP.
Members could build on the process called ASEAN+3 (10 members of ASEAN
as well as Japan, South Korea, and China); ASEAN+6 (all of ASEAN+3 as
well as India, Australia, and New Zealand and now called the Regional
Comprehensive Economic Partnership or RCEP); the Trans-Pacific Partnership
(or TPP containing nine APEC members at the time); and “others.”5)

2. Two of Four Pathways in Play
TPP negotiations started in March 2010.With the official launch of RCEP
in late 2012, two of the possible “pathways” to the FTAAP now exist. As Figure
66 shows, there are currently seven members that belong to both groups.
Figure 66: TPP and RCEP’s Overlapping Membership

5) The nine TPP members in 2010 included Australia, Brunei, Chile, Malaysia, New Zealand,
Peru, Singapore, US, and Vietnam. As noted in detail below, the TPP has since expanded to
12 members, with the addition of Canada, Mexico, and Japan.

The Trans-Pacific Partnership (TPP) as a Pathway to Asian Integration

159

All of the current TPP members are also APEC members. Four of the
members of RCEP, however, are not currently APEC members (India, Cambodia,
Lao PDR, and Myanmar). Four APEC members are not included in either
grouping: Hong Kong, Papua New Guinea, Russia, and Chinese Taipei.

3. The Launch of the TPP
The TPP started out as a small agreement, the P4, bringing together
Singapore, Brunei, New Zealand, and Chile.6) It came into force in 2006 to very
little fanfare. Few paid attention until September 2008, when the US suddenly
announced it would join the P4 using an unusual feature of the agreement: an
accession clause. The US wanted to remain engaged in Asia and viewed the
P4 as a useful economic agreement. At the time, two chapters in the P4 were
still under discussion—investment and financial services. These two areas are
core interests of the Americans and could serve as a useful platform for
discussions about building a new relationship in the region. Once the US said
that it was coming in, Australia, Peru, and Vietnam quickly joined suit. Malaysia
was added in 2010, followed by Canada and Mexico in late 2012, and Japan
in mid-2013.
With 12 parties at the negotiating table, the TPP became a more formidable
economic entity. The Free Trade Agreement (FTA) under negotiation is unlike
most agreements, particularly in Asia. It is deeper and broader with nearly 30
chapters under discussion.7) The potential economic gains are significant.8)
6) For further discussion of the evolution of the TPP, see Elms, “The Origins and Evolution of
the TPP,” Regionalism in the Asia-Pacific, ISEAS, forthcoming 2014.
7) Lim, Elms, and Low, 2012, The Trans-Pacific Partnership: A Quest for a21st Century Trade
Agreement, (Cambridge University Press); Tania Voon (ed.), 2013, Trade Liberalisation and
International Cooperation: A Legal Analysis of the Trans-Pacific Partnership, (Edgar Elgar);
Jeffrey Schott, Barbara Kotschwar, and Julia Muir, 2013, Understanding the Trans-Pacific
Partnership (Peterson International Institute for Economics, Washington DC).
8) Peter Petri, Michael Plummer, and Fan Zhai, 2012, The Trans-Pacific Partnership and Asia
Integration: A Quantitative Assessment (Peterson International Institute for Economics,
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But more important, it means that the member countries will receive a host
of benefits that nonmembers will not. These include zero tariffs on all (or nearly
all) goods including agricultural products, textiles, and industrial goods, faster
processing of goods, easier movement of services, more open services markets
with better protection of service providers, better investment protection and
improved investment market access, entry to bid on many government procurement
tenders, better protection and enforcement of intellectual property (IP), opening
of e-commerce markets to one another, and a dispute settlement system for the
whole set of new rules.
Each of these provisions ought to be highly attractive to firms, particularly
those participating in global supply chains. These are not only the largest
multinational companies, but also the smaller firms that provide goods and
services up and down the chain. Many of the jobs attached to these firms are
likely to be in important value-added sectors that are highly desirable for
governments as well.

4. Specific Benefits of the TPP: Market Access for Goods
By September 2014, TPP members had been negotiating for more than 4
years on a package of agreements. Rounds began in March 2010 and continued
as often as five times a year throughout. In between full negotiating rounds,
officials often met in more informal “intercessional” meetings to try to resolve
specific chapter issues. By the end of 2013, officials stopped counting rounds
entirely.9)
With the agreement not yet completed at the time of this chapter’s writing
(September 2014), it is not entirely clear what the final text might hold. Nevertheless,
Washington, DC).
9) For several reasons, including the difficulty of reporting out on negotiations that were rapidly
exceeding 20rounds with no clear end in sight and the problems of continuing to
hold“stakeholder” sessions with business and NGO groups on the sidelines of officially counted
“rounds.”
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some elements can be described.
For example, when the TPP comes into force, tariffs are scheduled to drop
to zero (duty-free) on 90% of all goods trade between members. This is actually
better than it first sounds. In many preferential trade agreements (PTAs), tariff
negotiations take place at the six-digit level.10) Without getting into lengthy
details about the organization of tariffs here, it is sufficient to note that the TPP
uses what are called “domestic headings” for tariff negotiations. It means that
products are defined much more narrowly in this agreement. A commitment to
open all but 10% of goods trade immediately means that relatively few goods
will be subject to longer implementation periods.
Equally important, cutting tariffs to zero(or nearly all tariffs to zero) will
eliminate two practices that are very problematic for firms. In all TPP member
tariff schedules, companies face what are called “tariff peaks.” Under these peaks,
the general tariff might be low but suddenly shoot up for specific items. The
most famous tariff peak is for polished rice into Japan that is subject to tariffs
above 70%. In general, tariff peaks are more likely in agricultural goods than
other, industrial goods. These peaks can be clearly seen in Figure 67.

10) For a review of tariff negotiations and the process of tariff classifications, see Elms, “Governing
Trade: Regional Trade Leadership in Asia,” in David Deese (ed.), Handbook of the International
Political Economy of Trade, Edgar Elgar, 2014, p. 252-256. Briefly, if a country promises
to phase in tariff cuts on products at the 6-digit level instead, it can actually shield a potentially
large number of specific items. If canned tomatoes are not scheduled to reach zero until year
five of an agreement, it means that every kind of canned tomato is protected for the interim
period. But if the member sets a TPP tariff to hit zero in five years, it might apply only to
canned tomato paste with herbs (at the 8- or 10-digit level of specificity). All other kinds
and types of canned tomatoes could be opened duty free on entry into force of the agreement.
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Figure 67. Tariff Peaks on Agricultural Goods11)

The TPP promises to cut these peaks to zero as well. Most peaks form
in highly protected, sensitive sectors that have successfully managed to resist
efforts to lower multilateral tariffs over successive rounds of tariff cuts. As a
result, while these peaks are scheduled to be cut under the TPP, they will also
likely be some of the last sectors to have tariffs eliminated.12)
Equally critical for firms is the reduction of tariff escalation. Again, this
tends to hit agricultural exporters the most. Under escalation, raw, unprocessed
goods may be subject to a low tariff rate of perhaps five-percent for whole
tomatoes. However, if a firm wants to process those goods into higher value
products, they may quickly run into the problem of tariff escalation. Canned
tomatoes might be subject to 15% tariffs and tomato sauce for spaghetti could
face 30% tariff levels. When tariffs fall to 0, though, these problems faced by
processed goods will also be eliminated.

11) Note: Figure 67 excludes Canadian (228%) and Malaysian (125%) dairy peaks. Brunei and
Peru use 2011 data. Source: 2012 WTO Tariff Database.
12) Or significantly reduced, if the final last minute push to resolve the TPP negotiations overall
is unable to cut these most sensitive peaks entirely.
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Tariff reductions work hand-in-hand with rules of origin (ROOs). Because
the TPP is a free or preferential trade agreement (PTA), it will deliver benefits
only to firms that are members of the arrangement. If non-TPP member firms
could obtain these preferences, there would be no need for a PTA as the member
could offer up market liberalization either unilaterally to everyone or multilaterally
to the widest possible group of beneficiaries (currently, 160 + members in the
World Trade Organization). However, the TPP gives only TPP member firms
access to benefits like lower tariffs.
To do this, members have to define carefully what it means to trade TPP
“goods.” In this agreement, members have defined the ROOs very narrowly—
every tariff line has a specific ROO attached to it. (The alternative is to create
blanket ROOs for either all goods or all goods in a given sector.)13) These rules
will make it more challenging to use the agreement for firms. Large multinational
companies can likely able to afford to hire someone (or a whole team) to comb
through their inventory to determine whether each item that they might ship
from one TPP member to another TPP member will qualify for the tariff and
other TPP member benefits. Small companies likely export a limited inventory,
so managing ROOs might also be relatively easy to use for their small number
of goods. Companies in the middle may find obtaining the TPP member benefits
to be extremely challenging.
Other goods rules that will benefit TPP members include trade facilitation
measures to ensure that goods flow faster and more cheaply. Some of these rules
may also take effect on entry into force like more harmonization of customs
procedures between member countries.

13) For more information on ROOs, see Margaret Liang, “TPP Negotiations: Rules of Origin,”
in Lim, Elms and Low, pp. 121-132.
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5. Additional TPP Provisions
Although most PTAs cover more than justgoods, in many agreements the
actual commitments outside of tariff reductions can be quite modest. For example,
even in deals that include services liberalization, the scope of improvement off
existing promises made at the World Trade Organization can be minor. Some
of the commitments in ASEAN agreements, as an example, may include market
opening in hotels—but the fine print reveals that this opening is confined only
to three-star hotels in distant provinces. One member country pledged to open
“football-chess camps” toother members. Since the demand for such a service
is likely to be nonexistent, this cannot be viewed as a meaningful commitment.
The TPP, by contrast, does make more significant headway in opening both
services and investment to other TPP member firms. For example, the services
commitments in the TPP extend to the sensitive issues of telecommunications
and financial services opening. Elsewhere the services promises should allow
members to open more than just three-star hotels.14)
Both chapters were negotiated on the basis of a negative listing. This means
that every subsector not otherwise listed is automatically opened. Although it
is not automatic that a negative listing results in greater market opening than
a positive listing (where only the sectors or subsectors mentioned are opened),
the scope is broader for actual, meaningful commitments with a negative listing.
In addition, the use of a negative list means that new services are automatically
opened to TPP members(unless the member explicitly reserves them for domestic
firms only, at some later date). The investment chapter will clear away many
obstacles to foreign investment in TPP member country markets with both
improved market access and better protections than other agreements.
Government procurement markets will be opened to one another. The access
is not unlimited, but generally, such a commitment is not taken in PTAs. Of the
current TPP members, only four are part of the WTO’s government procurement
14) Although even in the TPP, services and investment provisions are not unlimited and can be
discriminatory.
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agreement (GPA): Canada, Japan, Singapore, and the US.15) In the TPP,
procurement markets are to be opened above a threshold at the federal level.16)
Also important to firms are a series of rules to create transparency in bidding
procedures and greater clarity about the process of tendering.
Other new provisions include a chapter on electronic commerce (including
a host of issues related to the cross border flows of data), new rules on protecting
intellectual property rights, and robust dispute settlement procedures. The dispute
mechanism is quite extensive with officials grappling with how to make sure
provisions can be used by members, yet restrict frivolous and problematic lawsuits.
From the beginning, officials promised to make the agreement “21st Century
and High Quality.17)” Some of these new elements include rules to make supply
chains easier to operate across TPP members, like logistics and express delivery
service rules and market access.
Other elements of this ambitious agenda will fall short of the sweeping claims
made at the outset. For example, the idea of regulatory coherence was intended
to help firms cope with contradictory and conflicting standards used across the
member countries. Companies trying to export tomatoes would be more aware
of the specific rules on pesticides or customs clearance procedures. Standards
for electronic appliances on energy efficiency could be brought closer together.
Yet, in the end, it was difficult to get regulators to relax their own controls and
accept other provisions as equivalent. As a result, the regulatory coherence portion
of the agreement mostly covers the institutional framework for regulators (like
specifying enquiry points) instead of crafting new, harmonized rules. Some of the
specific provisions where officials managed to reach agreement were tucked back
into individual chapters covering the topic, like the sanitary and phytosanitary
(SPS) chapter for creating regulations on food safety.
15) New Zealand is officially in accession. The GPA agreement is also under negotiation at the WTO.
16) Although the opening of procurement markets became politically sensitive in Malaysia towards
the end of the negotiations, given its history of using procurement as an explicit tool of
development with preferences for Malay-owned business contracts (the so-called bumiputera
firms).
17) See the book by Lim, Elms, and Low, which investigated the extent that this claim appeared
true after two years of negotiations.
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Finally, the agreement has some development and capacity-building built
into it. This is modest, since the TPP is a voluntary agreement and members
came together with the normative commitment that every TPP member should
be treated similarly. The rules, therefore, apply to every member equally. The
issue is how quickly the provisions kick in—members at a lower level of
economic development and capacity received more time to implement some of
the rules and to open markets.

6. Last-Minute Shaving of Quality?
At the launch of negotiations, officials had starry-eyed visions of a trade
agreement with “no exceptions.” It would be a different kind of deal—one with
expansive benefits that could become the gold standard for future PTAs.
This vision crashed into reality as the talks approached the conclusion on
at least two fronts. First, officials discovered that they were enmeshed in existing
agreements in ways that they had not previously appreciated. The original nine
parties to the negotiations were hooked together by 25 existing agreements.18)
While much of the focus has been on the spaghetti bowl problem of overlapping
ROOs, countries are also increasingly locked in to certain provisions on services,
investment, IP, and other areas given past promises to trade partners.
To cite the clearest example of this problem, consider how the US and
Australia have struggled to reconcile the TPP within their existing bilateral
agreement. Under the two-party agreement, the Americans were able to exclude
sugar entirely from liberalization while the Aussies managed to avoid
investor-state dispute settlement. Within the TPP, keeping both parts of this
“grand bilateral bargain” have been extremely problematic. If the US grants the
18) For a chart showing the agreements, see Elms and Lim, in Lim, Elms, and Low, p. 33~34.
The number was actually even higher; however, if various ASEAN+ agreements were included
in the total, as the ASEAN members also had commitments binding one another together under
agreements like ASEAN–China or ASEAN–Japan. Each of the ASEAN+ agreements contains
different provisions.
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TPP members sugar access, it will—in practice—negate the terms of the bilateral.
Likewise, if the Australians agree to ISDS in the TPP, investors from the US
are able to use a TPP ISDS mechanism—even if it was not made available in
the bilateral.19)
Second, getting TPP agreement approval requires the support of domestic
audiences. Even in countries that do not need a formal ratification procedure for
the final text, implementation requires buy-in from politicians, local legislators,
and business leaders. These political realities have sometimes collided with high
ambition. To get the deal done has meant backing off the original promises of
“no exceptions.”
The gap between ambition and outcome may not—in the end—be substantial.
In other words, it is likely that the TPP as a whole will reach something like
98% or 99% of quality.20) How devastating this blow will be to overall ambition
is not clear. But the agreement needs to be concluded to have any impact on
trade and the relentless pursuit of 100% ambition is likely to mean that the
agreement will never be finished.
What matters, then, is which elements are shaved out of the last 1% or
2% of the agreement. The problem, of course, is that whatever items get pulled
out of the basket of promises will only encourage other members to pull their
own “sacred” items back from the offering table. If not carefully managed, much
of the deal could unravel at the last minute. The reduction in quality is not
likely to be one-for-one either, i.e., one country might pull back on a sensitive
agricultural item only to see another country refuse to liberalize the automotive
19) It may be worth noting that American investors in Australia may be able to use ISDS procedures
regardless of whether or not the provision is explicitly included in the TPP. This is because
TPP members have also signed many bilateral investment treaties (BITs) that also include
ISDS and a committed multinational armed with a creative lawyer can often find a different
route to handle a dispute. A 2012 OECD study revealed that 93% of existing BITs included
some version of ISDS. See “Dispute settlement provisions in international investment
agreements: A large sample survey.” In addition, foreign investors in Australia can always
use the national court system in the event of a dispute.
20) Of course, if the items left on the cutting room floor were the ones you most cared about,
this drop in quality is significant to you.
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sector and a third member refuse to participate in intellectual property rights
rules.
The sensitive issues have been called out as problematic from the very
beginning. Officials knew from the earliest days, for instance, that dairy, sugar,
and beef would be an issue for many members. When Japan flirted with joining,
everyone knew that rice was going to be a problem. Malaysia was going to have
a hard time delivering on government procurement opening. Given the process
of negotiating trade agreements, these highly sensitive issues were mostly left
to the last, marathon push to resolve the agreement overall. Since they are all
politically sensitive, they also required the active intervention of political leaders
and could not be sorted at the negotiator level in routine rounds of bargaining.
It was resolving these last, sensitive issues at the political level that largely
held back the conclusion of the agreement. Three successive ministerial meetings,
where trade ministers met for up to several days at a time in late 2013 and
early 2014, failed to resolve the problems. Ministers then opted to give lower
level officials more time and space to narrow the gaps. Political engagement
by ministers did not happen again until late October 2014.

7. TPP Timelines
Guessing the timelines for the TPP has been an entertaining parlor game
for some time. Officials have already “missed” several announced deadlines or
targets for conclusion. The most significant was November 2011, when officials
had hoped to conclude the deal at the APEC Leader’s Summit in Honolulu.
Every year since then, officials have tried to finish up around the APEC meeting.
Such a timeline makes sense, since all the TPP leaders are present at APEC.
The November 2014 meeting, however, assumes special significance given
the US electoral calendar. The US will be holding presidential elections in
November 2016. Given the extreme length of the American campaign season,
politicians will be getting serious by summer 2015. The TPP will have to be
ratified by the legislators in the US Congress. No member of the Congress has
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likely ever won an election based on a vote on trade, but conventional wisdom
holds that trade votes can be killers. Trade is simply not popular in the US
at the best of times. Recently, however, public sentiment in favor of open markets
has shifted even farther against the idea.21) This means that getting the TPP
through an increasingly hostile Congress will be challenging and, the closer to the
next election members get, the less likely they are to vote in favor of the deal.
Therefore, the prospects for ratification are best if the TPP agreement can
be concluded as quickly as possible and absolutely prior to summer 2015. Getting
the deal done at or around the APEC Leader’s Summit in November 10–11,
2014, is the best possible timing. Midterm elections in the US will have been
completed and the US administration will know whether they need to rush the
TPP through as quickly as the “lame duck” session prior to January, or to wait
until the new Congress is seated on January 20, 2015. The US election calendar
assumes outsized importance given the weight of the Americans in the TPP
negotiations. By every measure, the US is simply the largest player in the TPP.
Getting an agreement but losing the Americans would be a pyrrhic victory.
The calendar is complicated further by a domestic battle in the US over
something called Trade Promotion Authority (TPA). In brief, under the TPA,
the Congress delegates the role of negotiation over to the Executive Branch in
exchange for promises that the legislators will be regularly consulted. In the
end, the Congress will either vote the entire agreement up or down without
amendment. This system has been in use since the early 1970s.22) However,
for TPP, the Obama administration did not choose to renew the expired TPA
provisions in advance.
21) See, for example, the September 16, 2014,Pew Global Survey about attitudes to trade and
investment. The Americans polled were deeply skeptical. In 2002, 78% of Americans thought
that trade with other nations was a good thing. By 2014, the figure had fallen to 68% with
even less enthusiasm for the ideas that trade creates jobs or raises wages. Accessed at
http://www.pewglobal.org/2014/09/16/faith-and-skepticism-about-trade-foreign-investment/on
September 23, 2014.
22) See I. M. Destler for an excellent review of US trade policy and the path to what used to
be called fast track and is now called TPA. Destler, 2005, American Trade Politics, 4th Edition,
(International Institute of Economics, Washington, DC).
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Instead, the US Trade Representative’s (USTR) office decided to wait until
the details of United States the TPP negotiations emerged before engaging the
Congress in the TPA battle. USTR decided this was a more prudent strategy,
since members of the Congress could be reluctant to vote for a broad, unknown
deal at the outset. In practice, this meant the other TPP parties took a “leap
of faith” that USTR would manage to get TPA authority in place before the
final vote happens. Now, it is not possible to get TPA prior to the conclusion
(or near conclusion) of the TPP. TPP members have to put down their most
sensitive compromises and hope that the Congress will not unravel the agreement.
In the meantime, members of the Congress have become increasingly vocal about
not allowing the TPP to conclude ahead of TPA.23)
At this point, the TPA debate is perhaps academic. The TPP agreement
will likely conclude in the absence of the law. Other TPP members have already
jumped off the proverbial cliff by negotiating this far without TPA and should
not now suddenly insist the rule be in place prior to the final commitments.
USTR has operated throughout the entire process “as if” TPA were in force.
This includes holding the information sessions with the Congress as required
by the expired law and other elements, like waiting 90 days prior to commencing
discussions with any new parties where authority to bargain is not already present.
The Congress will have to vote on TPA and then the TPP in potentially rapid
succession. The votes will be close, but hopefully, the Congress will seize the
opportunity to show leadership.
If the TPP is finished by early 2015, entry into force will not be immediate.
For TPP members, the agreement contains a range of policy changes that will
require at least a minimum of time to implement. Most likely, it would enter
into force on January 1, 2017, with many provisions coming on line later
(especially for developing country members).

23) The Republican members of the House Ways and Means committee (a key constituency)
declared in a letter to Obama that they would not even support the broad outlines of a deal
on TPP unless TPA was in place. See Alex Lawson, “Ways and Means GOP Demands Fast
Track Law Before TPP Deal,” Law360, July 18, 2014.
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TPP members will likely want to see what happens when the agreement
goes “live.” Despite all their careful planning, it is possible that some provisions
will need adjustment or revisions. Therefore, the next batch of entrants into the
agreement will likely have to wait until January 2018 to sit down to negotiate
entrance.
The rules governing entry are still to be worked out in full, but mostly
new members will be negotiating over their specific market access schedules for
goods, services, investment and procurement. They will bargain over the specific
reservations they have for individual sections like state-owned enterprises. They
will not negotiate (or not negotiate much) in the rules area. Despite these
conditions, it is likely that the TPP could include up to 19 members by 2020
with the possible addition of South Korea,24) China, Hong Kong, Taiwan,
Columbia, Costa Rica, and the Philippines.25)

8. TPP Institutional Framework
Negotiating the accession of seven (or more) new members will be
challenging. The current teams of officials will be disbanded as soon as the
agreement is concluded. The process would be considerably easier if the TPP
members had an institutional framework suited to managing a complex, changing
agreement as well as capable of the logistics necessary to bring in new members
in the future. The current TPP plans do not meet these requirements, as the
document imagines a TPP run along similar lines to other PTAs.
24) South Korean accession is unclear at the time of this writing. Officials were discussing the
possibility of joining the TPP at the last second—perhaps even after the deal closed but while
the legal scrubbing was taking place. Given the total lack of bargaining power Korea would
have at such a time and a distinct lack of enthusiasm among current TPP members for such
a maneuver, it is more probable that it will join in the second batch instead.
25) Colombia is a Pacific Alliance member along with Mexico, Peru, and Chile. To have
three-fourth of the organization inthe TPP and one member out is problematic. In February
2014, Costa Rica began the process of joining the Pacific Alliance. Neither country is currently
a member of APEC.
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Under most PTAs, changes and monitoring are set to take place in various
committees—for goods, services, etc. as well as an overall coordinating committee
group. However, even in most regular PTAs, the committee structure rarely works
as promised. The groups do not meet as originally planned. The overworked,
national level, trade desk officers in charge of attending the committees do not
really pay attention to the deal in between review periods. Very little change
ever happens in the review sessions, particularly given the hassle involved in
negotiating alterations like the need to agree on a protocol of amendment in
the first place.
So existing agreements quickly get out of date. This is not supposed to
happen in the TPP, because it is meant to be a “living agreement.”26) Without
a dedicated group of people monitoring the deal, it is not at all likely that the
TPP will be amended as necessary over time.
For these reasons, it seems clear that the TPP requires a dedicated Secretariat.
Members are not enthusiastic about this idea, as it requires deciding on budgets,
staffing, and identification of a suitable host. In the absence of a Secretariat,
it is likely that many of the benefits of the TPP will be lost, or not fully exploited.

9. Trade and Investment Diversion Coming
Once the TPP is finally signed and enters into force, the economic landscape
in the Asia-Pacific region will change. The TPP is not just another PTA: it is
broader and deeper than existing agreements. The benefits are substantial for
companies. Firms will receive not just zero tariffs (nearly) across the board on
every imported parts or components but also for exports of every kind to TPP
members. As noted above, the services and investment provisions are also key.
New research on global value chains highlights that up to half the value of many
supply chains is actually found in services, rather than market access for goods.
26) For more details, see Elms, “The Trans-Pacific Partnership: Looking Ahead to the Next Steps,”
Tang Guoqiang and Peter Petri (eds.), New Directions in Asia-Pacific Economic Integration,
East West Center, 2014, pp. 9-22.

The Trans-Pacific Partnership (TPP) as a Pathway to Asian Integration

173

This is true even in manufactured products that do not, at first glance, appear
to contain any services content.
On top of the direct benefits of improved market access, TPP firms also
have a range of additional promises on areas like protection and enforcement
of IP, access to procurement markets, faster customs processing, and so forth.
For companies, these benefits are likely to be substantial. Of course, some of
these benefits will flow to companies that are not members of the TPP. For
example, if a country changes IP laws, it is not always (or ever) possible to
restrict the benefits to only TPP member firms.
However, it is clear that TPP member-based firms will have access to a
range of benefits that nonmember firms will not receive. The scope for trade
and investment diversion will be real. For competing economies that are not
TPP members, the competitive disadvantages could be substantial. Firms are
mobile, and they can often move to locations that best meet their needs.
As an example, consider a seat belt manufacturer currently located in
Thailand. Because Thailand is not a TPP member, the firm will not receive the
benefits that a competitor located in Malaysia or Vietnam can receive. This
includes not just duty-free material inputs from other TPP members, but zero
tariffs on the final product exports into the rest of the TPP. Add in all the other
benefits that the Malaysian or Vietnamese seat belt maker receives and the Thai
firm is likely to suffer. For Japanese auto manufacturers, sourcing from Malaysian
or Vietnamese companies may suddenly become very attractive. The seat belt
company from Thailand might opt to move.
For nonmembers without substantial, attractive domestic markets the pull
factor of the TPP could prove irresistible for firms. In Asia, the most likely
candidates for problems are Thailand and Taiwan. Their companies are hooked
into global supply chains, especially with products from or to North America,
Japan, or Australia/New Zealand. Taiwan’s government belatedly recognized this
problem and has started working hard to be included as a second round candidate
for membership.
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10. Circling Back to the FTAAP
As noted at the outset, the TPP is officially one of the paths to the FTAAP
with 21 members in the future. The 2014 APEC Chair, President Xi Jinping
said at the APEC CEO Summit in October 9, 2013, “We should work together
in building open economy and a framework for regional cooperation, and, in
an open and inclusive spirit, advance the building of a free-trade area of the
Asia-Pacific.”27)
The expectation seems to be that the TPP and its Asian counterpart, RCEP,
will somehow merge together to create the FTAAP. This is a bad idea for four
reasons.
First, all APEC members have always had the option of joining the TPP.28)
If a trade deal like the TPP were the desired end-goal for FTAAP, then more
APEC economies would have joined the TPP. Since they have not done so,
the TPP is not likely to form the template for the FTAAP. It has been viewed
as “too ambitious” for many potential members. By extension, then, FTAAP
will be less bold to attract more members. TPP participants will have to “drop
down” to the level of the FTAAP, which may be quite problematic for many
who have spent considerable time and energy crafting a high-quality deal.
Second, merging RCEP with the TPP suggests that RCEP members might
have to “come up” in ambition, scale, and scope to find a suitable middle ground
with TPP countries. This may also be problematic for both sides. The mandate
for RCEP from the leaders is considerably less sweeping, largely covering goods,
services, investment, intellectual property rights, and competition. Many of the
ideas contained in the TPP will not exist in RCEP. The latter agreement also
contains explicit special and differential (S&D) treatment provisions designed to
allow developing country members additional flexibility.29) In practice, it means
27) http://www.apec-china.org.cn/41/2013/11/13/3@1701.htm.
28) With the possible exception of Taiwan (or Chinese Taipei in APEC-speak), which has special
political challenges that would likely have made early membership problematic.
29) This could be taken to extremes, as all RCEP members except Japan, Australia, and New
Zealand are counted as developing countries under the WTO classification. Recall that
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that whatever rules RCEP decides to follow, they will not be implemented evenly
in all 16 parties.
Third, some FTAAP members will have to join an agreement that they had
no say in negotiating in the first place. Countries like Taiwan, Papua New Guinea,
and Russia are not eligible for RCEP and are not involved in TPP negotiations.
Finally, merging TPP with RCEP to create the FTAAP will create an
organization that does not match the membership of APEC. The RCEP path
has four non-APEC members currently (India, Cambodia, Lao PDR, and
Myanmar). The TPP by 2020 may include Columbia and Costa Rica. APEC
has a moratorium on new membership that will have to be rethought if this
merger goes ahead.
In sum, if APEC members want to create the best possible trade agreement
that involves all APEC members, it ought to start from the beginning with these
members and create a deal that suits the requirements of these members. This
is likely to lead to significantly better outcomes than bending existing deals—
negotiated with different partners for different objectives—into some kind of
APEC-acceptable agreement.

high-income countries Brunei, South Korea, and Singapore have not yet self-certified as
developed economies.

The Regional Comprehensive Economic
Partnership (RCEP): Design, Status, and
Challenges
Zhang Jianping and Nie Wei

The Regional Comprehensive Economic Partnership (RCEP), as one of the
most important Mega FTAs in the Asia Pacific region, initiated by ASEAN and
supported by 16 countries in the region, has passed five rounds of negotiations.
Up to now, it appears there has been no essential progress on some of critical
issues faced by all members, which include degree of liberalization, the
negotiation template, a text based framework and so on. Given that the deadline
of RCEP negotiation is the end of 2015, how RCEP negotiations can be made
successful has become a concern for all members. Meanwhile, the Free Trade
Area of the Asia-Pacific (FTAAP) joint feasibility study will be launched by
all Asia-Pacific Economic Cooperation (APEC) economies during the 2014 APEC
meeting, so FTAAP has become a common objective. The RCEP will play a
very important role for FTAAP in the future.

1. Status of RCEP Negotiations
Regional economic integration has become the new trend in international
economic cooperation in the world, ever since the recent international financial
crisis. The increasingly close economic ties driven by a series of accelerated
integration initiatives in the Asia Pacific region, especially among the Southeast
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and East Asian countries, have contributed significantly to economic cooperation
and economic growth over the past several years. There are more and more
bilateral and regional FTAs taking effect or expected to be functioning in the
forthcoming few years. Two main RTA tracks, the Regional Comprehensive
Economic Partnership (RCEP) and the Trans-Pacific Partnership (TPP) are
moving forward, with several rounds of negotiations already completed. However,
both the RCEP and TPP must solve some inevitable problems before they can
actually be put into effect.
At present, the RCEP has already gone through five rounds of negotiations.
The most recent, fifth round was held in Singapore between June 21 and 27,
2014. As this was the last round before the RCEP Ministerial meeting in August,
twelve negotiating groups worked hard on frameworks embracing three core
areas: Trade in Goods, Trade in Services, and Investment. The groups progressed
towards making meaningful commitments to the successful conclusion of RCEP
negotiations. Some progress was made on the structure and elements of the
chapter text for Trade in Goods, Trade in Services, Investment, Intellectual
Property, Competition, and Economic and Technical Cooperation.1) In the area
of Trade in Goods, some further convergence was realized on several crucial
issues, such as the modality for tariff negotiations. In the area of Trade in
Services, negotiating groups achieved some progress in establishing channels for
understanding and moving forward on some key issues, such as the structure
and elements of the Services Chapter and scheduling of commitments. In the
area of Investment, the negotiating group also made progress toward a possible
approach to the scheduling of commitments. However, this progress is far from
being regarded as concrete and decisive. There are still many existing differences
and disagreements provoked by the different and diversified development levels
of the negotiating countries. These still need to be negotiated, before agreement
can be reached. Although following the RCEP Ministerial meeting, economic
ministers from the 16 participating countries of the RCEP reaffirmed that they
1) MFAT (2014), “Review of Regional Comprehensive Economic Partnership (RCEP),” Available at
http://www.mfat.govt.nz/Trade-and-Economic-Relations/2-Trade-Relationships-and-Agreement
s/RCEP/
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are committed to concluding negotiations by the end of 2015, the present progress
that the past five rounds of negotiations have achieved tell a different story.
Accordingly, the sixth round of negotiations, scheduled to be held in New Delhi,
India from December 1 to 5, 2014, should make progress that is more concrete
if the participating countries want to conclude those negotiations successfully.
To be sure, the leftover disagreements remaining to be settled at the sixth round
of negotiations are a huge challenge for the negotiating groups. Academics and
critics are concerned about the progress of RCEP negotiations and some have
argued that, judging from the lack of progress during the first five rounds of
talks, it is difficult to imagine the RCEP negotiations will be successfully concluded
by the end of 2015.

2. Dilemma of RCEP Negotiations
A dilemma exists in the negotiating progress. On one hand, all the
negotiating countries eagerly want to make some substantial progress in the fifth
and forthcoming sixth rounds of negotiations, in consideration of the great
potential economic impact of the RCEP; on the other hand, many inevitable
issues caused by the different and diversified development levels of these
participating countries are difficult to settle to everyone’s mutual satisfaction.
Consensus is difficult to reach among these countries, since each country starts
from different economic conditions and brings different demands to the table.
Basically, four main issues cause headaches and slow the progress of RCEP
negotiations.2)
First, a template and framework for negotiations are still lacking. It is quite
urgent to devise a template for negotiation that takes into account the specific
needs of the negotiating countries. According to plan, RCEP negotiations should
be concluded by the end of 2015. However, without a negotiating template,
2) Zhang Jianping (2014), “Strategic Thinking on Promoting Regional Comprehensive Economic
Partnership for China,” Asia-Pacific Economic Review, 3:134-139.
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progress in the several rounds of past negotiations has been limited. At the latest,
fifth round, the negotiation achievements are little more than official rhetoric:
they lack traction and meaningful agreement. As the initiator and driver of the
RCEP, there is an increasing call for ASEAN to formulate the key negotiating
template. Yet at present, ASEAN does not mention nor discuss a template for
negotiations. This adds a great deal of uncertainty to the future of the RCEP.
RCEP negotiations are scheduled to conclude in the end of 2015; accordingly,
the progress of China-Japan-Korea (CJK) FTA negotiations also becomes quite
urgent. The RCEP would lose its reason for existence if China, Japan and Korea
reach a consensus on CJK FTA. In a word, the biggest challenge for countries
negotiating the RCEP is how to formulate a broadly accepted template for
negotiations and deciding which country should be in charge of devising that
template. At present, those inevitable problems have been left hanging and are
still unresolved.
Second, what if the bilateral (J-A, K-A, C-K) and trilateral (CJK) FTAs
were accepted as the terms and conditions of the RCEP? According to the present
framework of RCEP negotiations, the plan is for the RCEP to make further
progress based on five “10+1” FTAs, eventually achieving the goal of liberalizing
commerce and investment. However, a latent problem exists within this framework,
namely negotiating countries other than the ASEAN still need to reach mutual
agreement on a series of issues, especially on trade and investment. Five existing
“10+1” FTAs, which are dominated by ASEAN, act like the skeleton of a body:
based on this skeleton, the body is able to sustain itself with basic functions.
However, this skeleton is far from sufficient for achieving a highly mobilized
system for absorbing the various kinds of resources among these 16 countries.
Accordingly, the efficiency and effectiveness of such a monotonous RCEP is
doubted. It is necessary for countries besides the ASEAN to have mutual
agreements. These mutual agreements are like the vessels and tissues of the body
and could endow the body with more functions. Only combining the five “10+1”
FTAs and those bilateral (J-A, K-A, C-K) and trilateral (CJK) FTAs would make
the RCEP more competitive compared to a highly mobilized TPP. Based on
the combined framework, various kinds of resources could be optimally allocated
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through free-flows, eventually achieving the goal of economic growth in the
RCEP region. This means it is imperative for the six negotiating countries to
reach agreements on liberalization of trade and investment. At present, China
already has bilateral FTAs with Singapore; bilateral FTAs with Macao and Korea
are already being negotiated. In addition, bilateral FTAs with Japanese and India
are still waiting to be negotiated. China and India are large developing countries
and the economies of these two countries are highly complementary. India is
currently implementing increasingly protectionist policies; hence, it is hard to
expect that bilateral FTAs will be concluded between China and India in a short
time. However, the former WTO Ambassador argued that the RCEP could be
successfully concluded by the end of 2015, even without bilateral or trilateral
FTAs among the other six participating countries. This fundamental question
should be solved before the conclusion of RCEP negotiations. If this question
cannot be cleared up, together with the problem that all the countries participating
in the RCEP with diverse levels of development and correspondingly diverse
interest demands, then the process of RCEP negotiations will be difficult to move
forward.
Third, in the framework of the RCEP, each country is different in economic
strength and holds a different place in the echelon of industrial structure. Hence,
they face differing risks when deciding whether to participate in the RCEP.
Developed economies can take full advantage of membership in an FTA to earn
additional interest, while the impact on less-competitive economic sectors of less
developed economies is accordingly quite severe. This means the RCEP’s
framework faces the challenge of coordinating requests and benefits between
developed and less developed economies. The RCEP must consider the requests
of developed economies for a high-degree of opening up, while at the same
time considering the ability of less developed economies to come to terms with
a more open economy. Even in the group of less developed economies, the
development level and relative openness of China, ASEAN and India are
significantly different. In the negotiating process, each country gives priority to
its own interests and thus the process is necessarily full of disturbance and
contrary impulses. What vital is that each negotiating country should not force
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the negotiation into dead end.
Lastly, should the RCEP pursue higher standards? Confronted with the
challenge of the TPP, which sets quite high standards, ASEAN wants to forge
the RCEP into a free trade region with high standards. However, most researchers
believe that although the threshold of access to the RCEP may be lower than
that of the TPP, it may still be higher than the threshold for the five “10+1”
FTAs. The RCEP inclines to allowing exceptions from general tariffs and a longer
transitioning period for some specific countries. On the other hand, a low
threshold of access to the RCEP might relieve the pressure of integrating the
region into a high standard, open area for participating countries, making the
RCEP less attractive to some developed countries. Such countries would prefer
to choose the TPP over the RCEP. Hence, if the RCEP wants to be successful,
it must further innovate its proposed patterns, contexts and functions. In other
words, the RCEP must figure out a new and sustainable path that helps ensure
the vitality of the economy for all countries in Southeast and East Asia. What
is more, it needs organically to combine the goal of opening up with the target
of strengthening operation; this means adding characteristics of integrality and
containment to the development of this area.
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3. Compared with TPP, is the RCEP More Welcomed by
Developing Economies in the Asia-Pacific Region?
Table 6. Comparisons between TPP and RCEP

TPP (p12)
RCEP
Comparison
Brunei, Chile, New Zealand,
The main economies of TPP
Singapore, United States, The ASEAN, China, Japan, are the US, Australia and
ParticiAustralia, Peru, Vietnam, Korea, India, Australia, and Japan; the main economies
pants
Malaysia, Mexico, Canada,
New Zealand
of RCEP are China, Korea,
Japan
Japan and Australia
to be concluded in the end
Negotiations concluded with
TPP negotiations are already
of 2015; five rounds of
the last round finished in
concluded, while RCEP has
Process
negotiations completed, 6th
July 2014;20 round of
a lot of uncertainty in the
round plan to meet in
negotiations finished
timeline of conclusion
December 2014
Single undertaking early
Negotiharvest, sequential
ation
Single undertaking
RCEP has more flexibility
liberalization or other agreed
approach
modalities
GDP
In terms of global share of
(% global
35.5% (2013)
34.07% (2013)
GDP, RCEP and TPP, not a
share)
big difference
Trade in goods, trade in
Trade in goods, service,
service, investment, trade
investment, competition, The RCEP may not include
facilitation, IPR,
intellectual property,
issues such as labor and
Issue
competition policy,
economic and technical environment, but has S&D
coverage state-owned enterprises,
cooperation, dispute
treatment to less developed
government procurement,
settlement, institutional
CLMV countries
intellectual property
issues, IPR, S&D treatment
labor and environment
China will join RCEP
Taiwan of China, Korea
to counter balance the
Attitudes
announced interest while All six FTA partners, China US-led TPP, while India
of major
Mainland China have not
expressed interest
might be the short-end in
countries
expressed interest
RCEP negotiations because
of its special conditions
Notes: Table 6 is based on the research of Kristy Hsu (2013), “The RCEP: Integrating India into the
Asian Economy,” Indian Foreign Affairs Journal, 8-1: 41-51. We revised and updated some
information.
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The key difference between the RCEP and TPP lies in their standards. One
of the typical characteristics of the TPP is its high standards and comprehensiveness.
The TPP is promoted as the “gold standard” FTA, demanding “high quality”
trade liberalization among its members.3) In principle, the TPP plans for all trade
and investment tariffs to be abolished, and it strives to reach the general goal
of zero tariffs in the TPP region. It set up stricter requirements for market access
to services, investment, government purchasing and so on. What is more, the
TPP is a comprehensive negotiation, as proclaimed in the public: “nothing is
agreed until everything is agreed.” In contrast, the RCEP has lower standards,
since it has fully considered the conditions of its main member countries and
grants more flexibility to some less developed countries in deciding their levels
of opening and liberalization. What is more, the RCEP employs more flexible rules
for negotiating and implementing some special measures, such as tariff concessions
and access to the investment market. Implementation will be incremental, rather
than accomplished in one fell swoop. For example, the RCEP will provide special
and differential (S&D) treatment to less developed countries, namely CLMV
countries (Cambodia, Laos, Myanmar and Vietnam), and will not tackle “sensitive”
issues such as environmental protection, labor standards and reforms of stateowned enterprises (SOEs), making it more attractive to most of the developing
countries.4) In general, unlike the TPP, the RCEP could not achieve that kind
of high level FTA, further deepening and broadening the opening of markets.
However, the RCEP tends to be more attractive to less developed countries.
Because of specific conditions and the in ternal environment of each country,
each country’s attitude to wards the RCEP and TPP can be quite complicated.

3) Shintaro Hamanaka (2014), “TPP versus RCEP: Control of Membership and Agenda Setting,”
Journal of East Asian Economic Integration, 18-2: 163-186.
4) Kristy Hsu (2013), “The RCEP: Integrating India into the Asian Economy,” Indian Foreign
Affairs Journal, 8-1: 41-51.
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3-1. China
China strongly supports the RCEP. The RCEP is regarded as an effective
means for China to counter the influence of the US on economic integration
in the Asian-Pacific region. Although the RCEP was started and is driven by
ASEAN, China is no doubt the core economy in the RCEP and has a dominant
position in view of the relative economic size of participating countries. In fact,
ASEAN offers a perfect buffer for China to constrain the influence of the US
and avoid direct competition and confrontation. At its present stage of development,
China’s main task is still to develop its economy; it wants to maintain a peaceful
external environment. In addition, China’s supportive attitude towards the RCEP
does not mean that China wants to exclude US from the RCEP. In fact, China
faces complicated strategic considerations in deciding whether to accelerate the
process of the RCEP. On the one hand, China wants to sustain stable economic
growth and a peaceful external environment. In this regard, China does not want
to see drastic competition between the TPP and the RCEP. On the other hand,
China must propose effective means for constraining the influence of the US
on the Asia Pacific Region, especially in East and Southeast Asia, with the goal
of sustaining its own influence and strategically active position in regional
economic integration. Hence, China tends to insist the RCEP is open to any
country, including the US. After RCEP negotiations are finished and related
details are determined, China may invite the US to join the RCEP.

3-2. The US
The US attitude towards the RCEP is also complicated. On the one hand,
the US wants to maintain influence on the politics and economy in the
Asia-Pacific region. Hence, the US proposed the TPP, which reflects its interests
in the Asian-Pacific region. The US does not wish to see the RCEP become
the main regional framework in this region. On the other hand, the US wants
to maintain influence on politics and economics in the Asia-Pacific region, while
it does not want to arouse a dramatic response from other countries, especially
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China. Hence, the attitude of the US towards the RCEP is non-confrontational.
US officials have publicly asserted that the US supports the RCEP and sees it
as a potential pathway to the FTAAP. Nevertheless, considering its own interests,
the US still would like to extend the TPP framework into more Asia countries.

3-3. Japan
Japan’s strategy regarding the RCEP is to employ the “TPP card” in order
to strengthen its negotiating position versus China within the RCEP.5) Japan’s
condition is quite special. As a highly export-oriented economy, Japan’s economy
depends heavily on its trade and investment with other countries. Hence, Japan
has great interest in participating in the framework of the RCEP. In August 2011,
Japan and China jointly proposed a modality for East Asian cooperation that
paved the way for the proposal of the RCEP. However, Japan is quite prudent
in making decisions concerning the RCEP. Since most countries participating
in the RCEP are developing countries, Japan worries that its own interests might
be impaired within the framework of the RCEP. What is more, it treats China
as its largest internal competitor and cooperative partner. Japan is afraid that
China’s oversize influence on the negotiating process of the RCEP might lead
to a framework that would be more agreeable to China and less agreeable to
itself. Hence, Japan plays the “TPP card” to strengthen its RCEP negotiating
position versus China. After Japan secured a seat at the TPP negotiating table,
it appears to have resumed playing the agenda-setting game versus China and
with respect to RCEP negotiations. In fact, at the third RCEP meeting in January
2014, it was decided that new working groups on competition, intellectual
property, economic and technical cooperation, and dispute settlement would be
established. These are issues that Japan, not China, had been insisting be included
in RCEP negotiations. Japan wants strong discipline enforced in the areas of
investment and intellectual property, with violations subject to dispute settlement
rather than case-by-case political bargaining.
5) Shintaro Hamanaka (2014), “TPP versus RCEP: Control of Membership and Agenda Settingm,”
Journal of East Asian Economic Integration, 18-2: 163-186.
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3-4. The ASEAN Countries
The RCEP is likely to have a range of impacts on ASEAN. On the one
hand, the complicated political situation in the Asia-Pacific region makes ASEAN more
important as a regional institution. In particular, the ASEAN-centred framework
of the RCEP could greatly increase the influence and political position of ASEAN
in this region. On the other hand, owing to the weak economy power of ASEAN,
its centrality would not be assured inside the RCEP, where it could possibly
be sidelined by larger and more powerful economies such as China and Japan.6)
In the case of the TPP, little attention has been paid to ASEAN centrality and
only some ASEAN members are involved in TPP negotiations at this stage. Some
countries do not seem to find the TPP attractive. For example, Vietnam opposes
labor standards set in the TPP and believes those standards may be trade barriers.
Malaysia is also unwilling to embrace the TPP, because they think there is no
need to revise the constitution of the TPP in the area of protecting indigenous
people’s rights.

3-5. India
India is a part of the RCEP negotiating process and it has supported the
idea of the RCEP from the beginning. The RCEP is a platform for India to
establish more communication and better economic connections with East and
Southeast Asian countries. However, India also has its special conditions when
considering the RCEP framework. Firstly, India’s industrial base of manufacturing
is weak and its competitiveness in goods trade is lower than many Asian countries.
Secondly, India has quite a conservative attitude towards opening to the outside
world and traditionally India is prudent in regional integration. In the new round
of WTO trade facilitation negotiations, India slowed the process. Thirdly, India
suffers from serious bureaucratic problems and is inefficient in its political
6) Cheong, I. and J. Tongzon (2013), “Comparing the Economic Impact of the Trans-Pacific
Partnership and the Regional Comprehensive Economic Partnership,” Asian Economic Papers,
12-2: 144-168.
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activities. Hence, the question becomes whether India is ready to prepare fully
fort heconclusion of RCEP negotiations.

4. Challenges of the RCEP under the Framework of Five “10+1”
FTAs
ASEAN is determined to accelerate regional economic integration by
developing an RCEP agreement by the end of 2015 among its ten member states
and the six-dialogue partner countries with whom a FTA was already in place.
The role ASEAN played as initiator and driver is supported by all 16 economies.
This is partially because of the special and irreplaceable role ASEAN has played
in coordinating complicated political and diplomatic relations among major
countries in this region. Cao argued that ASEAN’s special status and functions
are mainly revealed in the handling of conflicts between major countries; hence,
ASEAN could be regarded as one of the “five poles” (America, Russia, Japanese,
China and ASEAN) in the Asia-Pacific Region. Similarly, Zhu asserts that
ASEAN should play a significant role in the integration process in Southeast
Asia and even throughout the entire region of East Asia. ASEAN has rich
experience in dealing with major countries in this region and is excellent at
preserving the delicate balance among these influential economies. Hence,
ASEAN has gradually taken on a leading and core role in East Asian economic
cooperation. The RCEP is typical of the practice of prompting major countries
into regional economic cooperation through the alliance of small countries. The
strong political will behind the RCEP initiative is driven by the desire to advance
a stagnant integration process that is hindering economic growth in the wake
of the international financial crisis.
At present, ASEAN has cultivated a ripe strategic conception of the RCEP.
Its core principle is building up an economic network of cooperation with
ASEAN as its axis. This ASEAN-centred network could be used to counterbalance the influence of major countries in the Asia-Pacific region, such as the
US, China or Japan, and to maintain the political discourse of ASEAN in this
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region. Even though ASEAN plays an important role in mediating international
relations in the Asia-Pacific region, it suffers from an insurmountable
disadvantage, namely the overall economic strength of ASEAN is quite weak
compared with major countries in this region. Hence, the concern of ASEAN
is that it may become dependent in relations of economic cooperation, which
is not useful to its long-run, national interests. Only by acting as a leader, firmly
in charge of economic cooperation in East Asia, can ASEAN protect its ability
to set the terms of political discourse and pursue its economic interests. Hence,
ASEAN is energetically planning to build a basic framework for the RCEP that
is based on five existing “10+1” FTAs, which ASEAN contracted with other
five economies (the ASEAN-China FTA, the ASEAN-Japan EPA, the ASEANKorea FTA, the ASEAN-Australia and New Zealand FTA, and the ASEAN-India
FTA). The RCEP will have broader and deeper engagement, offering significant
improvements over the existing “10+1” FTAs, while recognizing the individual
and diverse circumstances of participating countries. The feasibility of this RCEP
blueprint is the fact that these “10+1” FTAs have a similar framework and relative
standards.
These five FTAs are roughly correspondent with related WTO rules. They
offer general intercommunity and containment in related terms of trade in goods,
trade in services, investment, inspection and quarantine, DSB (dispute settlement
mechanism), government procurement, e-commerce, environment protection,
technical cooperation and other areas, which could offer a foundation for further
cooperation.
However, although AESAN’s blueprint for the RCEP looks promising, it
must still solve three inevitable problems before RCEP negotiations conclude.
First, the five existing “10+1” FTAs have some key differences, which must
be coordinated before they can entirely fit together. The five “10+1” FTAs have
significant differences in time-arrangements, tariff reduction levels and processes,
admission of foreign investment and the application of the rule of origin and
other areas. Among these areas, the most important ones for the RCEP are
coverage ratios of tax reduction items and application of the rule of origin. The
latter are the main factors resulting in what is known as the spaghetti bowl
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phenomenon. From the perspective of average tariff-reduction levels within these
five FTAs, the ASEAN-Australia and New Zealand FTA have the highest
coverage ratio of tax reduction items, amounting to 95.7%. On the other hand,
the lowest, the ASEAN-India FTA, just reached 79.6%, which is even lower
than that of the four new members of ASEAN (see Table 7).
Table 7. The tariff reduction ratio of five “10+1” FTAs

ASEAN-Australia and ASEAN- ASEAN- ASEAN- ASEANAverage
New Zealand
China
India
Japan
Korea
Brunei

99.2

98.3

85.3

97.7

99.2

95.9

Cambodia

89.1

89.9

88.4

85.7

97.1

90

Indonesia

93.7

92.3

48.7

91.2

91.2

83.4

Laos

91.9

97.6

80.1

86.9

90

89.3

Malaysia

97.4

93.4

79.8

94.1

95.5

92

Burma

88.1

94.5

76.6

85.2

92.2

87.3

Philippines

95.1

93.0

80.9

97.4

99

93.1

Singapore

100

100

100

100

100

100

Thailand

98.9

93.5

78.1

96.8

95.6

92.6

Vietnam

94.8

N/A

79.5

94.4

89.4

89.5

Australia

100

New Zealand

100

China

94.1

India

78.8

Japan

91.9

Korea
Average

90.5
95.7

94.7

79.6

92.8

94.5

Source: Arata Kuno. “Revealing Tariff Structure under the ASEAN +1 FTAs and ATIGA: implications
for a possible ASEAN++ FTA.” Comprehensive Mapping of FTAs in ASEAN and East Asia
Phase II, available at http://www.eria.org.
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Thus, even if the RCEP set 90% of tariff items as a goal for tariff reduction,
judging from the present condition of Indian openness, it would be quite difficult
for India to reach the requirements of the RCEP by the end of 2015. If the
RCEP set an efficient level of 95%, then only a few countries such as Singapore,
Brunei, and Malaysia could meet the requirement. Even though the framework
document of the RCEP insists on the so-called principle of flexibility, we are
concerned that if RCEP negotiations conclude by the end of 2015, negotiations
are likely to become a “Race-To-The-Bottom.” Therefore, ASEAN must find
sound measures to resolve the chaotic conditions generated by various kinds of
FTAs. What is more, in the process of coordinating those FTAs, it should be
alert to avoiding the “Cask Effect.” If the RCEP slips into lower standards, it
will tend to become less attractive to some major and developed countries.
Second, important and key bilateral FTAs between participating countries
are still lacking. At present, there are no successful bilateral FTAs between the
six partner countries China, Japan, India, Korea, Australia and New Zealand.
CJK FTA has already been in negotiation since 2013 and the same basic principles
are applied to exploring bilateral FTAs between China, Korea and Japan.
However, the CJK FTA negotiation has come to a deadlock following the
territorial dispute over Diaoyu Island between China and Japan. As we discussed
in the previous part, only by combining the five ASEAN-centred FTAs and those
bilateral and trilateral FTAs could RCEP resources be allocated optimally through
free-flows in the RCEP region, eventually achieving the goal of further economic
growth in Asia-Pacific region. The RCEP must be more broadly and deeply
engaged, offering significant improvements over the five existing “10+1” FTAs.
How to prompt six partner countries to accept the liberalization target that is
commonly set by the RCEP and consequently reach efficient bilateral FTAs is
a difficult task for the ASEAN.
Last, the ASEAN Economic Community (AEC) is running out of time. As
initiator and driver of the RCEP, ASEAN’s own capabilities are also important.
The AEC will become the goal of economic integration within the region of
ASEAN by 2015, so that it can be realized in the same timeframe as that of
the forming APEC. AEC envisages several key characteristics: a single market
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and production base, a highly competitive and equitable economic region, and
a region fully integrated into the global economy. In short, AEC will transform
ASEAN into a region with free movement of goods, services, investment, skilled
labor, and a freer flow of capital.7) Even though AEC was proposed as an
important plat for m to increase the level of integration among ASEAN countries,
judging from the present situation, achieving the goal of AEC by the end of
2015is not very optimistic. According to an intermediate assessment report of
AEC, the tariff reduction process of AEC could not finish on time. What is more,
the AEC requires all member states further to implement economic structural
adjustments, which may increase the difficulty of building up AEC. Hence,
ASEAN itself might be the biggest barrier to RCEP negotiations. There is still
a lot of work to do in order to achieve the targets of AEC. First, there are diversified
political systems, values, and social cultures in the member states of ASEAN,
which makes the work of coordinating politics more difficult. Second, building
up a single market and production base involves the work of transforming and
updating infrastructure, which requires large quantities of money and other resources.
However, at present, there are few member states able to invest such a quantity of
resources. Realistically, this is the most burdensome condition hindering the process
of regional integration. A more realistic expectation is that the goals of AEC
might be completed in a limited number of ASEAN member states. To be specific,
the goals of trade in goods might be completed, while the goals in the area
of trade in services and investment look hard to complete.
In addition, AEC and the RCEP tend to conform from the viewpoint of
ASEAN. On the one hand, the progress in constructing AEC could reinforce
the core position ASEAN has in negotiations of the RCEP, thereby finally
achieving its original purpose in starting and driving the RCEP. On the other
hand, the RCEP could be treated as an outside impetus to stimulating reform
of the system in ASEAN member states. The ASEAN-centred framework of the
RCEP objectively demands liberalization and free mobility of various kinds of

7) The ASEAN. 2014. “ASEAN Economic Community” Available at
http://www.asean.org/communities/asean-economic-community/
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resources in the region of ASEAN. Consequently, ASEAN member states must
enhance internal economic corporation and coordination of economic and political
systems and eventually achieve the goal of trade and investment liberalization
in ASEAN region.

5. General Perceptions or Concerns about FTAs in China
At present, China has already signed 12 FTAs and 6 FTAs8) are ongoing.
From a geographical point of view, China has so far concluded FTAs or entered
into negotiations with almost every major region in the world, including Europe
(Iceland and Norway); America (Chile and Costa Rica); the Middle East (Gulf
Cooperation Council); Africa (SACU); East Asia (Hong Kong and Macau SARs);
Southeast Asia (the ASEAN and Singapore); South Asia (Pakistan); and Oceania
(Australia and New Zealand). This appears to indicate that China has tried to
strike a balance among FTA partners in terms of geographical distribution. What
is more, this may suggest a latent message that China intends to implement a
global FTA network by structuring FTA deals that suit its best interest. A global
FTA network is the highest goal of China’s FTA work. This is mainly because
of two reasons.
First, participating in a global FTA network is one of the most important
approaches to balanced and sustainable development. The 30-year experience
in reform and opening up proved that opening up is the best way to overcome
the bottleneck of development, take full advantage of international resources and
markets, and finally achieve rapid economic growth. Opening to the global market
and facing direct competition is the key to increasing industrial competitiveness.
Open industrial upgrading depends on comprehensive consideration and allocation
of the resources in a region or even globally and achieves the goal of industrial
upgrading through the free-flow of production factors and international industrial
8) China’s Ministry of Commerce. 2014. “The overall condition of China’s FTAs with foreign
countries,” Available at http://fta.mofcom.gov.cn
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migration. Building up a global FTA network is an important way for China
to optimize its industrial structure, improve the competiveness of related
industries, and cultivate a new, international competitive advantage. In a word,
vigorously participating in FTAs and building up a global FTA network are
internally consistent with the dual national strategies of “changing the development
mode” and “readjusting the economic structure.”
Second, at its present stage of development, China finds itself in a delicate
situation and faces various kinds of risks and opportunities. Viewed from the
outside, the international financial crisis led to weak global demand, especially
in Western countries. Trade protectionism seems to have been revived, since
there are more and more trade disputes and conflicts. The situation of China’s
trade is deteriorating. From the inside, China is moving into a slowdown in the
economic cycle, combined with the fact that China’s export-oriented coastal
industries are gradually losing their comparative advantage in labor and other
resource costs. Thus, China’s trade situation is not entirely optimistic. As a
country that is highly dependent on foreign trade, exports and imports are among
the three main factors promoting China’s economic development. At present,
China is already the world's largest exporter and second largest trading nation.
However, the flipside of this coin is that China is still the largest developing
country, and economic development is still China’s top priority. As former leader
Deng Xiaoping asserted, “Development is the solution to all the key issues of
China.” Consequently, China’s most urgent task is keeping development stable
and steady. In terms of trade, China should continue firmly and consistently
building up the global FTA network, exploring and developing the latent
international market, and reducing friction and global imbalances with trade
partners though FTAs. In brief, building up a global FTA network is one part of
China’s long-term development planning. This could offer a comprehensive
institutional foundation and global platform for the development of China’s
export-oriented economy.
China’s FTA strategy is complicated. As to different FTAs, China pursues
different FTA strategies. At present, three latent FTAs have great influence on
China, namely the CJK, RCEP and TPP. The US-led TPP in the Asia-Pacific
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is intended to establish an ambitious regional framework that reflects US interests
and includes an accession clause, which could exert a squeeze-effect on China’s
economy. One question raised by the TPP is whether China should participate
in the TPP. At present, China still needs to carry out a new round of reforms
and open up many fields in order to bridge the gap between its own rules and
TPP rules. China’s current policy of pushing CJK negotiationsfor ward and
accelerating the process of the RCEP should be priorities.9) China views the
RCEP as an efficient method for indirectly countering the TPP. The RCEP is
dominated and driven by the ASEAN. When considering national interests, China
should have its own views reflected in the framework of the RCEP and be in
a strategically active position within regional economic cooperation. According
to the document of the third Plenary Session of 18th CPC Central Committee,
China will positively advance C-K, C-A and RCEP negotiations. The CJK is an
important element of the RCEP. From the perspective of China, China wants to
follow the principle of taking steps from easy-to-difficult and from simple-to-complex,
treating the CK FTA as a lever to advance the core work of CJK and finally
build a RCEP framework that includes these bilateral and trilateral FTAs. All
these FTAs should be complementary rather than competitive. The RCEP may
have an impact on and be affected by the TPP and the CJK FTA.

6. Implications of RCEP for FTAAP Proposals
A roadmap for the Free Trade Areas of the Asia Pacific (FTAAP) has been
proposed as a broader FTA in the Asia-Pacific region. The idea of the FTAAP
originally came from the APEC Business Advisory Council (ABAC), which
submitted a proposal to the APEC Leaders’ Meeting in November 2004, in
Santiago. The proposal failed to win support because some leaders expressed
concerns. However, the US shifted its position to support of the FTAAP in 2006,
and the APEC Leaders’ Meeting in November 2006 in Hanoi supported the idea
9) Zhang Jianping (2014), “How far away is China from the TPP,” New Directions in Asia-Pacific
Economic Integration, East-West Center.
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of the FTAAP as a long-term project. Gradually, the FTAAP has become a hot
research topic. Both the TPP and RCEP are viewed as possible approaches to
the FTAAP. One hot research question is what the best approach to the FTAAP
might be. At present, the relationship between the TPP and the RCEP in the
context of the FTAAP is unclear. There are three main possibilities:
1. The RCEP approach or TPP approach: either the TPP or the RCEP evolves
into the FTAAP, which covers all APEC countries. The other approach
will be abandoned.
2. The TPP + RCEP approach: the TPP and RCEP co-exist and each becomes
a necessary component of the FTAAP.
3. A new type of FTAAP negotiation: a new type of FTAAP is eventually
created and all existing signed agreements (including TPP and RCEP)
will eventually be suspended. New agreements will accordingly be
negotiated and signed by all APEC countries.
A new type of FTAAP negotiation is not likely. In particular, the suspension
of existing agreements, which would be the final stage in a consolidation process,
seems unrealistic given the fact that so many rounds of negotiations have already
been completed. The US-led TPP and China-supported RCEP are a balancing
game. Each country wants to garner the greatest national advantage from regional
economic cooperation. Both the US and ASEAN do not want to give up their
separate regional integration frameworks. What is more, other countries are free
to decide which one to join or even to join both of them. Their decisions will
all be based on their consideration of their own national interests and national
conditions. It is likely that the TPP and RCEP will continue to co-exist and
eventually become part of the FTAAP. The Asia-Pacific region is big enough
to accommodate both the RCEP and TPP. The Chinese Foreign Ministry publicly
announced that the TPP and RCEP (either 10+3 or 10+6) are both possible
pathways to Asia-Pacific regional integration. Similarly, the US government in
its public statements at the end of 2013 expressed the view that the TPP and
RCEP should be seen as complementary rather than competing approaches. The
official comments of China and the US point to the co-existence of the RCEP
and TPP. RCEP+TPP might be the most likely approach to FTAAP.
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7. Implications of the RCEP for North Pacific Economies
The RCEP has a significant effect on the North Pacific economies, strongly
promoting economic integration in the Asia-Pacific region.
First, viewed at the macro level, the RCEP will greatly enlarge the market
size of each participating country, generating an enormous demand for goods,
services and investment. The growing demand should raise the level of production
and encourage the more efficient use of production facilities. Consequently, for
each particular country, the GDP will increase and the labor market may boom,
since more job opportunities will be created through export-oriented industries.
In the long-run, increasing industrial competitiveness and an upgraded industrial
structure will be seen as useful, as this makes an economy healthier and stronger.
With increasing accumulation of social wealth, the social welfare of inhabitants
should also improve.
Second, viewed at sector level, trade and investment should all benefit from
the RCEP. The RCEP will eliminate risks and uncertainties in trade and
investment. Before the framework of the RCEP can be set up, there are many
administrative regulations on trade, such as tariff barriers, quotas and exchange
restrictions in these countries, especially poor and backward countries, which
still need to be worked out. The possibility of changes in monetary, fiscal, and
social policies or even legal systems will also increase risks to trade and
investment.10) As long as a trader and investor cannot be sure about restrictions
and policies, the normal flow of trade and FDI will be disrupted. Hence, within
the framework of the RCEP, trade and investment should be stimulated positively
by a series of agreements among these countries.
Lastly, looking at specific economies, China benefits from the RCEP and
loses from the TPP, while the contrary is true for the US. The TPP will squeeze
the Chinese economy. By contrast, China will benefit from the RCEP through
broadening economic cooperation with Asia-Pacific countries and because of its
10) Shinjiro Hagiwara, “Economic Integration in East Asia: Why we need to accelerate regional
integration after the economic crisis of 2008-09,” World Review of Political Economy: 713-723
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strategically advantageous position in regional economic integration. For the US,
the TPP is being implemented as a strategy to establish an ambitious regional
framework, which reflects its own interests in the Asia-Pacific region. If the
RCEP emerges as dominant in this region, the US will suffer a great loss in
political prestige and economic influence.

8. Conclusion
ASEAN started and has driven the RCEP as a way to enhance its own
economic and political influence in the Asia-Pacific region. The sixth round of
negotiations will meet in December 2014. However, there is increasing concern
about the timeline set for its conclusion. Some difficult issues should be carefully
studied in the process of negotiating the RCEP. The RCEP framework is based
on five existing “10+1” FTAs, but this ASEAN-centered framework also suffers
from some key problems that still need to be ironed out. The TPP is also
advancing as another FTA track. All these FTAs should be complementary instead
of competing. Official comments by China and the US point to the co-existence
of the RCEP and the TPP. RCEP+TPP may be the most likely approach to the
FTAAP. All of these FTAs should be complementary instead of competitive.
The RCEP may influence and be affected by the TPP and CJK FTA. From
China’s perspective, China intends to implement a global FTA network by
structuring FTA deals that suit its own best interest. A global FTA network is
the final goal of China’s work in pursuing FTAs. In this process, the RCEP
will represent a significant milestone.

China–Japan–Korea Free Trade
Agreement (CJK FTA): Design, Status,
and Challenges
Dukgeun Ahn

1. State of the Play of the CJK FTA
The FTA among China, Japan, and Korea, often termed the CJK FTA or
the East Asia FTA, has been discussed since the early 2000s. For example, the
government funded research institute in Korea, Korea Institute for International
Economic Policy (KIEP), began to publish the economic effects for CJK industry
cooperation and a potential FTA.1) Based on research outcomes, the leaders of
the CJK formally agreed to launch the joint study embracing policy makers and
business representatives as well as the research institutes of three countries as
a preliminary step for the FTA negotiation in October 2009. The formal trilateral
joint study meetings began in May 2010 and were concluded in December 2011.
Pursuant to the findings and recommendations of the trilateral joint study
report, the formal CJK FTA negotiation was launched in November 2012 and
undertook the first round of the meeting in March 2013.

1) See, for example, Lee, H and N. Okamoto, “Analysis of Industrial Interdependency among Japan,
China, and Korea” (Policy Analysis 02-25, 2003, KIEP); Cheong, I., et al, “A China–Japan–
Korea FTA: Current Progress and Tasks” (FTA Study Series 03-02, 2004, KIEP).
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Figure 68. CJK FTA

003–2009: Trilateral private sector efforts such as joint research projects
2009.10.10: Trilateral summit meeting decided to begin the formal joint study
2010.05.06–07: Trilateral joint study meeting began at Seoul
2011.12.14–16: 7th meeting held
2011.12.16: Trilateral joint study meeting ended
2012.11.20: CJK negotiation launched
2013.03.26–28: 1st meeting held
2014.03.04–07: 4th meeting held

The basic negotiation purposes of the CJK FTA, at least for Korea, include
a comprehensive and high-level FTA, special consideration to sensitive sectors,
establishing stable diplomatic and political relationships, and building consistency
with bilateral FTAs and the RCEP.2) Since China, Japan, and Korea are major
trading partners with each other, the CJK FTA aims to achieve comprehensive
and high-level market liberalization, although it tries to specifically address
sensitive sectors, particularly agricultural sectors and other manufacturing sectors
that may be exposed to a significant import surge. The three countries are
experiencing significant trade deficits against each other; they are all very keen
about “sensitive” sectors. Considering the political and diplomatic tensions
concerning territorial conflicts and historical issues in recent years, the CJK FTA
can be an important opportunity to recover regional political stability. Moreover,
the Korea–China FTA is likely to be concluded by the end of 2014 and thereby
precede the CJK FTA. The RCEP negotiation is also in progress. Therefore,
it becomes an important task to maintain consistency and coherence among
various overlapped bilateral and regional FTAs.

2) The Korean government must report the negotiation plan to the National Assembly pursuant
to Article 6 of the Trade Negotiation Procedure Act and actually completed the report procedure
in November 2012 <http://www.fta.go.kr/cnjp/data/1/>.
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2. CJK Trade and Economic Assessment Result
The tariff rates for the CJK FTA are not actually very high, but not
insignificant, either. In 2012, the simple average applied MFN tariff rates for
China, Japan, and Korea were 9.6%, 4.6%, and 13.3%, respectively, whereas
the weighted average applied MFN tariff rates for China, Japan, and Korea were
4.1%, 2.7%, and 7.9% in 2009.3) The simple average applied MFN tariff rates
for agricultural products of China, Japan, and Korea were 15.6% in 2011, and
16.6% and 52.7% in 2012,4) whereas the weighted average applied MFN tariff
rates for agricultural products were 8.0%, 15.8%, and 99.8% in 2009. The simple
average applied MFN tariff rates for nonagricultural products of China, Japan,
and Korea were 8.7% in 2011, and 2.6% and 6.8% in 2012, whereas the weighted
average applied MFN tariff rates for nonagricultural products were 3.8%, 1.4%,
and 3.5%, respectively, in 2009.
As indicated in the “Joint Study Report for an FTA among China, Japan,
and Korea,” the gross trade volume among three countries has continued to
increase since 2000. Despite recent political turbulence, the investment among
them has also shown an increasing trend. The rising trend of trade and investment
among three countries will continue in the future when a regional supply chain
of their industries deepens.

3) WTO, World Tariff Profile 2013, 12-16 (2013).
4) WTO, World Tariff Profile 2013, 20-23 (2013).
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Figure 69. Transition of CJK Trade Volume5)

The CJK FTA is expected to contribute to the economic growth of all
participating countries. For example, the KIEP estimated the economic impact
to Korea6) as shown in Table 8, using a recursive dynamic GTAP model with
the dynamic GTAP database v.8 based on 2007 statistics. As expected, a higher
level of market liberalization will be engender larger economic gains and welfare
improvement. With a high-level market liberalization scenario, the real GDP is
expected to increase by 0.44% while the social welfare is improved by USD
9.6 billion after 5 years of entering into force. These effects may be further
enhanced to 1.45% and USD 16.3 billion, respectively.

5) Joint Study Report for an FTA among China, Japan and Korea (December 16, 2011), p. 46.
6) http://www.fta.go.kr/cnjp/apply/1/.
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Table 8. Economic Impact of CJK FTA to the Korean Economy

Liberalization
Scenario
Low level
Middle level
High level

5 Years after Entry into Force
Real GDP (%) Social Welfare
(USD 100 million)
0.32
71.98
0.37
82.79
0.44
96.25

10 Years after Entry into Force
Real GDP (%) Social Welfare
(USD 100 million)
1.17
116.11
1.31
137.53
1.45
163.47

3. Mega FTA Competition and CJK FTA
The current world trading system has experienced FTA competition on an
unprecedented scale. As summarized in Figure 70, the US is trying to expand
NAFTA to the Trans-Pacific Partnership (TPP) that includes 12 members. At
the same time, the US began FTA negotiations with the European Union,
Trans-Atlantic Trade and Investment Partnership (TTIP). On the other hand, the
ASEAN is also trying to expand FTA networks with six partners. In fact, the
RCEP includes the CJK FTA as well as the Korea–China FTA. Japan also
launched another FTA with the European Union. These FTAs are very different
from the previous FTAs in that the participating economies are essentially the
key countries of the major trading blocs.
More importantly, the current FTA competition situation is unprecedented
in that mega scale FTA negotiations are simultaneously undertaken to provoke
strategic rivalry among each other. For example, the political tension between
the US and China appears to drive the TPP and the Korea–China FTA. The
conclusion of the TPP may also expedite the Japan–EU FTA, which may further
pressure the TTIP negotiation.
As of September 2014, it is very likely that the Korea–China FTA will
have been concluded by the end of 2014. In contrast, the TPP negotiation, which
has been the focal point of the current world trading system, does not show
any promising signs of concluding within the near future. This unbalanced
progress of the TPP and the Korea–China FTA raises important implications
for the CJK FTA.
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Figure 70. Mega FTA Competition Situation

In fact, the conclusion of the TPP will significantly expedite the CJK FTA.
In the event the TPP negotiations can be concluded as planned or in a near
future, Korea will try to join the negotiation as soon as possible. Korea’s
participation into the TPP will practically establish the Korea–Japan FTA, thereby
linking China and Japan as a linchpin. Korea may play the role of mediator
between China and Japan, reflecting both the Korea–China FTA and the TPP.
However, in event the TPP cannot be concluded in a near future, Japan’s status
and role in the CJK FTA negotiation may be substantially weakened, especially
when the TPP negotiation has been blocked by the Japanese government, which
is obsessed with agricultural sector protection.

4. Issues for Negotiation
The negotiation principle for the CJK FTA was agreed to involve
negotiations for goods, services and investment in parallel. In addition, it was
agreed that the CJK FTA might be concluded in a single package or in sequence
based on the progress of the negotiation. This flexible approach for concluding
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the FTA negotiation is actually contrasted with the WTO Doha Round
negotiation, which insisted on a single undertaking principle, but later, had to
permit agreements over certain areas of the single undertaking before full
conclusion.7) In fact, sequential FTA negotiation, typically starting from trade
in goods and expanding to trade in services and investment, has often been
adopted in FTAs involving ASEAN and other large developing countries.
However, considering the general approaches adopted by three countries in recent
FTA negotiations with other countries, the CJK FTA is likely to be concluded
in a single package, as one comprehensive economic treaty.
In terms of concessions, tariff concessions will be negotiated in bilateral
agreements whereas concessions for services and investment will be negotiated
in a trilateral agreement. In other words, services, investment and trade rules
for the CJK FTA will be negotiated and established under common legal texts.
However, there will be three FTA tariff concession schedules for three countries.
This is the basic negotiation approach for the TPP in which 12 countries are
joining the negotiation. The trade rules are prepared for all participating countries,
whereas the tariff concessions are arranged bilaterally if needed. In this regard,
it is noted that the Korea–China FTA is negotiated based on a 90% ceiling limit
for tariff concession. This ceiling limit may not be equally applicable to Japan–
Korea or China-Japan tariff concession negotiations.
Since the CJK FTA inevitably overlaps with other bilateral and regional
FTAs, the later FTAs are, in principle, supposed to incorporate earlier FTAs
in a manner that does not cause conflict. The CJK FTA not only incorporates
two bilateral FTAs already launched formally between Korea and China, and
Korea and Japan, but also is a core ingredient for RCEP negotiations. Thus,
it is very important to prepare the CJK FTA in a way that is coherent with
other overlapping FTAs. In reality, however, there is no concrete solution yet
about how to ensure consistency among various FTAs.

7) WTO, WT/MIN (11)/11.
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5. Challenges Ahead
The CJK FTA may be an important stepping-stone for the regional economic
integration and political stability in East Asia. After the Korea–China FTA is
concluded, the CJK FTA will be more seriously addressed by three countries.
In particular, if China can conclude the Korea–China FTA that incorporates
typical modern FTA elements such as SPS, TBT, trade facilitation, investment,
competition, and intellectual property, China will be better prepared to conclude
FTAs with Japan.
There are several notable issues to be legally and economically discussed
in CJK FTA negotiations. First, the cumulative rules of origin system adopted
by the CJK FTA may have significant implications for the future global supply
chain among three countries. Depending on the level of cumulative rules of origin,
industry restructuring among three countries may take different routes. In
addition, the rules of origin system adopted in the CJK FTA will be a very
important basis for RCEP negotiations.
Second, three countries are the most like-minded countries in terms of trade
remedy actions in that, as shown in Figure 71, they have been the most frequent
targets of antidumping and countervailing duties.8) In fact, three countries
submitted many proposals, often together, to amend the Antidumping Agreement.
In case the CJK FTA introduces some of those proposals, the new trade remedy
system may have important implications not just for trilateral trade but also for
WTO trade rule development

8) China has been absolutely the top target for the antidumping actions, whereas Korea is relatively
the most frequent target of antidumping actions <http://www.wto.org/english/tratop_e/adp_e/adp_e.htm>.
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Figure 71. AD Initiation by Exporting Countries: 1995–2013

Source: http://www.wto.org/english/tratop_e/adp_e/adp_e.htm.

Third, liberalization of the services market will be very important elements
for the CJK FTA. When Japan joins the Korea–China FTA to establish the CJK
FTA, liberalization of the services market appears to be the key issue of interest.
Moreover, Korea will also support further the liberalization of the services market
that has been undertaken as part of economic reform policies. From China’s
perspective, the CJK FTA may be a good alternative to TPP and particularly
the services FTA, the Trade in Services Agreement (TISA). Since there is little
chance for China to participate in the TPP and TISA in the near future, China
may seriously consider the CJK FTA to make up for the absence of major services
FTA negotiation. In addition, gradual liberalization through the CJK FTA seems
more acceptable than dramatic market liberalization by the TPP or TISA.
Apart from the above issues to be addressed in the negotiation, a more
fundamental issue for the CJK FTA is securing political commitments despite
the recent political and diplomatic controversy among the three countries. In fact,
the recent political tensions still raise serious concerns on whether the CJK FTA
can show any meaningful progress when the political leaderships among the three
countries has not been able to produce cooperative achievements. The three
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countries have indeed been trapped by old political issues. This situation led
the following recommendation to be explicitly included in the Joint Study Report.

Recommendations
With the above principles in mind, and based on the common understanding
that a CJK FTA would be feasible and could bring benefits to all three countries,
the JSC recommends the governments to decide on how to proceed with a possible
trilateral FTA and to announce, as appropriate, the course of action, such as
a time frame and/or a roadmap guiding the negotiations.
The JSC shares the view that strong political will be needed during the
entire process for a CJK FTA.9)
China and Korea have not yet replied to the summit meeting requested by
Japan. Whether political leaders of the three countries can at least meet, will
be a small but critical step towards a long journey for the CJK FTA.
Another political issue related to the CJK FTA is a potential extension
embracing Taiwan and North Korea. In recent years, Taiwan has been able to
conclude FTAs with more countries, including Singapore and New Zealand.
These FTAs are arranged typically after China completes FTAs. Due to the “One
China” policy of China, Taiwan cannot engage in meaningful FTAs. However,
China appears ready to permit Taiwan to follow its own path in terms of FTAs
although it still does not allow Taiwan to conclude FTAs with any country before
China. As the China–Taiwan FTA becomes deeper to cover trade in services
and investment, expansion of the CJK FTA to include Taiwan will be on the
subsequent agenda. In addition, the South-North Korea FTA is not an impossible
issue, although it is facing various difficulties at the current stage, both political
and economic. Because Korea is trying to stabilize at least the economic
relationship with North Korea by expanding “internal trade,” the South–North
Korea FTA seems the only way to resolve most-favored-nation obligation issues
9) Joint Study Report for an FTA among China, Japan, and Korea (December 16, 2011), p. 148.
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under the WTO system. Consequently, expansion of the CJK FTA to North Korea
may be the last task to be discussed in the future.
Lastly, if the CJK FTA is concluded and enters into force, its relationship
with the TPP and the RCEP will become important. The RCEP negotiation may
be reformed to focus more on the CJK FTA instead of ASEAN. The RCEP
negotiation is already substantially undermined by the TPP negotiation, because
almost half of the participants overlap, despite contrasting negotiation goals. One
of the ways to revive the RCEP negotiation may be to restructure the negotiation
aims and realign it with the CJK FTA. By doing so, the RCEP may be more
relevant to regional global supply chain networks and induce a deeper economic
cooperation system. The relatively low ambitions for the RCEP negotiations need
to be revisited if the RCEP is to compete against the TPP or other mega FTAs.10)
The TPP negotiation may also be affected in the future. Due to strong networking
effects and cumulative rules of origin, the TPP is expected to broaden membership
in the future, seeking to include Korea and some other ASEAN members. If
so, China will become a natural candidate for inclusion in the TPP. In particular,
when Korea joins the TPP negotiation following Japan, China as a member of
the CJK FTA may be in a better position to join the TPP. The seemingly
impossible task of China joining the TPP may be much more realistic if the
CJK FTA can be used as a stepping-stone.

10) Guiding Principles and Objectives for Negotiating the Regional Comprehensive Economic
Partnership, available at <http://www10.iadb.org/intal/intalcdi/PE/CM%202013/11581.pdf>.
For example, it said, “Taking into consideration the different levels of development of the
participating countries, the RCEP will include appropriate forms of flexibility, including
provision for special and differential treatment, plus additional flexibility to the least-developed
ASEAN Member States, consistent with the existing ASEAN+1 FTAs, as applicable.”

Pathways toward Trade and Investment
Integration in the North Pacific Region:
Comments
Kiyoun Sohn

Dr. Elms discussed comprehensively the Trans-Pacific Partnership (TPP)
negotiations. She began with their unique feature that the negotiations cover the
broader, deeper scope of areas with shared norms. While she identifies the shared
norms as one of TPP’s unique features, there is room to improve this approach.
As the shared norms imply that the TPP does not take into account the different
levels of economic development among members, this approach may not be in
conflict with the WTO system that recognizes certain disadvantages that face
developing country members and then stipulates the special and differential
(S&D) treatment in a number of WTO agreements with varying extent. Thus,
although the TPP members agreed that some members may be given a longer
period of time for the implementation of negotiation results, there is still a need
for TPP members to design the substantive S&D treatment rules such that its
developing members could enjoy the benefits under the TPP agreement.
TPP members have negotiated not only goods, but also services, investment,
government procurement, intellectual property, rules for e-commerce, and robust
dispute settlement procedures. At first glance, it appears that the issues will pave
a new path to deeper economic integration. Despite the fact that there is an
inherent difficulty in assessing the negotiations mainly because of the secret
nature of negotiations and the resulting lack of information on the state of play,
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the “new” issues seem to be, primarily, issues that are of interest to developed
country members. Thus, there is a need for TPP members to find a balanced
agenda. First, we would like to discuss the need for a balanced approach in
intellectual property areas. While intellectual property rights have demonstrated a
growing importance in the international trade and have considerable implications
for the interests of both developing and developed countries, the TPP members
seem to put on the table mainly the intellectual property issues of developed
countries’ interests, such as a stricter protection of pharmaceutical goods and
the extension of the protection of copyrights. On the other hand, it is not expected
for TPP members to discuss the issues, such as the enhancement of access to
essential medicines and traditional knowledge, which are known to be of interest
to developing country members.
Second, there is also a need to redesign the coverage of government
procurement negotiations. Dr. Elms stated that TPP members have negotiated
just the federal government procurement market, excluding the state government
procurement market. As the state government procurement sectors in certain
members account for a considerable share of the total government procurement
market, there is a need for the government procurement negotiation to cover
the procurement sector of all levels of governments. The expansion of the
coverage of government procurement negotiations could lead to the effective
access to the government procurement market and then contribute to a deeper
economic integration.
Third, the TPP members are known to negotiate the investor–state dispute
(ISD) rules, with the aim to explore better protections for foreign investors. There
are reports that investors from developed countries have brought more cases than
investors from developing countries.1) Although all members can utilize in
principle the ISD rules, we witnessed the ISD cases raised under a variety of
FTAs, which resulted in limiting legitimate government policies. While the rules
may contribute to a deeper integration by strengthening the protection of foreign

1) While 64% of the 58 new cases in 2012 originated from developed countries, 45 of the 57
new cases in 2013 were brought by investors from developed countries (UNCTAD, 2013, 2014).
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investors, there is a concern that the rules could act as impediments to member
countries’ legitimate economic policies, which are critical and essential to their
economic growth, and thus, to international trade. Therefore, it is important to
design the ISD rules in a manner that it would strike a balance between the
policy sovereignty of the host country and the interests of foreign investors. In
addition, it is very important to flesh out fair investment dispute settlement
procedures with an emphasis on the consultation process between the host country’s
government and foreign investors.
Fourth, she stated that specific areas are placed on the table to help supply
chains. Without elaborating how the areas can be expected to help supply chains,
she presented new logistics and express delivery service rules as examples. The
new rules may contribute to the improvement of supply chains in member
countries; those service sectors could be deemed to be sectors that are of interest
to certain developed country members. It is widely known that the express
delivery service sector is a service sector of interest to the US. However, the
US has been reluctant or resistant to discuss one of the essential logistic service
sectors—the maritime transport service sector—which has played an increasing
role in international trade. Thus, discussing all sectors that are essential to supply
chains can contribute to the realization of effective and sustainable economic
cooperation.
Fifth, Dr. Elms addressed regulatory coherence as one of the new issues.
In particular, she focused on the standards, including those for food and safety.
There is a need to specify the aspects of standards that require regulatory
coherence among member countries because the WTO SPS Agreement and the
TBT Agreement cover the standards for food and safety as well as other standards.
We may consider the common rules for genetically modified organisms (GMO)
as a potential issue to be discussed.
Finally, she mentioned some of the potential limitations of the ongoing TPP
negotiations without the Trade Promotion Authority (TPA). I agree with her
views. However, it would be helpful to explore ways to cope with the potential
limitations.
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In sum, as the agenda of TPP seems to be in favor of developed countries,
it would be better to modify the agenda with a view to help for closer economic
cooperation.
Professor Zhang discussed the Regional Comprehensive Economic
Partnership (RCEP), focusing on its implications for the Free Trade Area of
Asia-Pacific (FTAAP). He raised a number of important issues. First, he stated
potential difficulties caused by the different and diversified levels of economic
development of members, but he failed to touch on the issue in detail. Thus,
there is a need to design the RCEP framework, which gives a special regard
to developing country members. Second, he raised very important questions with
regard to the standard area, which has received a growing attention in the
international trade. They are the appropriate levels of standards to be sought
and how to integrate different standards among members. Other areas face similar
issues. Third, he stated the implications of RCEP for North Pacific economies.
He argued that, by improving key macroeconomic aspects as well as liberalizing
further trade in goods, services, and investment, RCEP would promote economic
integration.
Recognizing the interaction among RCEP, CJK FTA, and TPP, Professor
Zhang claims that they should be complementary rather than competing. He
suggested an important direction, but there are several issues to be discussed.
The issues include the areas that are to be complementary, and how to fulfill
the goal for a complementary relationship as well as the ultimate goal that the
mega FTAs are seeking in common. In addition, while certain countries are
members of all three mega FTAs, other countries are members of one or two
of them. Thus, it is meaningful to explore the framework or structure of RCEP
in which members of all three mega FTAs can share benefits, thereby keeping
their complementary relationship.
Professor Ahn discussed the ongoing CJK FTA negotiations. After
explaining the basic principles of CJK FTA, he presented a snapshot of the three
members’ economic relationship and its effects on the Korean economy. He also
explained the web of FTAs in the North Pacific region and in other regions
of the world. He noted that members of CJK FTA have been involved in
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numerous WTO disputes, including disputes between CJK members. Finally, he
touched on a number of important challenges, including new rule–setting forums,
service market access, and political commitments. Then, he emphasized on strong
political will for a successful CJK FTA.
We can draw some implications from the WTO disputes in which CJK FTA
members have been involved. Although the number of disputes among CJK
members is insignificant, their industries are expected to compete in an increasing
number of areas, such as the electronic and shipbuilding industries. Thus, CJK
FTA members need to develop the effective dispute settlement system of CJK
FTA. Recognizing that the three parties are also WTO members, it is important
to clarify the linkage between the regional dispute settlement system and the
WTO dispute settlement system. The NAFTA dispute settlement system may
provide a useful guidance for CJK’s system.2)
Professor Ahn suggested a number of areas that need new rule setting. They
include rules of origin, SPS, TBR, trade facilitation, competition, and intellectual
property. In addition, he believed that there is a need to set new rules in trade
remedy rules and state-owned enterprises. He provided a meaningful direction
for the scope of CJK FTA, but he came short of elaborating the specific issues
that could be discussed in those areas. As trade facilitation, investment, and
competition have been put on the DDA table,3) discussing those new issues at
CJK FTA negotiations will help its member countries adopt to the new global
economic environment. Development of rules for those new areas at CJK FTA
could also give its members advantage at WTO negotiations. As China, Korea,
and Japan are among the top target countries of trade remedies, especially
antidumping duty measures,4) negotiations for improved trade remedy rules at
2) The Canada-Periodicals case was brought by the US to the WTO despite the fact that the
US entitles to file against Canada under the NAFTA dispute settlement system.
3) While the WTO members agreed to negotiate the rules of trade facilitation, they attempted
unsuccessfully to pursue the new rules of investment and competition during DDA negotiations.
4) WTO reports that, during the period from January 1, 1995, to December 31, 2013, the WTO
members as a whole imposed 2,894 antidumping measures. Among them are 717 cases against
China, 199 cases against Korea, and 126 cases against Japan. China is the top target country
of antidumping measures, followed by Korea, and Japan is the fifth target country.
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CJK FTA is in urgency. Concerning trade remedy rules, the trade remedy
provisions of members’ existing FTAs, such as the Korea–US FTA and the Korea
–EU FTA, provide a useful guidance, with an aim to clarify national trade remedy
legislations and minimize potential abusive use.
SPS and TBT measures have been growing as sources of trade disputes.
While member countries have the right to take SPS measures that are necessary
for the protection of the lives and health of humans, animals, or plants, there
are variations among members’ SPS measures. The WTO SPS Agreement
requires WTO members to base their SPS measures on international standards,
guidelines, or recommendations in which they exist,5) but there is a lack of
relevant international standards in a variety of areas. Thus, it is important for
members to negotiate for the harmonization of their SPS measures.
There is also room for cooperation in the TBT area. First, member countries
may seek for mutual recognition agreements (MRAs) in selected sectors, with a
view to minimize transaction costs, which can lead to a deeper economic cooperation.
Second, recognizing the complicated MRA negotiation process and the high costs
of monitoring MRAs, it will be more practical for members to endeavor to
harmonize their existing conformity processes for their technical regulations.
Finally, I would like to address some inter-mega FTA issues in which TPP,
RCEP, and CJK FTA members shall make concerted efforts for a deeper and
stronger economic cooperation in the North Pacific region. As the three mega
FTAs cover in common the areas of SPS, TBT, services, intellectual property
rights, and others, they can find the harmonized rules in those areas. I would
like to emphasize that, in the course of harmonizing their rules, it is important
to give special regard to the developing country members. The members may
also consider the application of the conditional MFN rule, which requires
members to apply the best concessions under a new FTA to their old parties.
Although this approach receives mixed evaluations with some inherent
limitations, it is expected to contribute to the long-term economic integration
in the North Pacific region.
5) Article 3.1 of the SPS Agreement.
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The three mega FTA members may find a mutually acceptable economic
cooperation structure that can enhance the security tie among them. It is desirable
to design the regional economic cooperation framework in connection with the
relatively volatile security environment in the North Pacific region as the linkage
between international trade and national security has been growing for years.6)
Climate change is another inter-mega FTA area. It is widely understood
that it is in urgency to tackle the global warming issue. However, as the obligation
of reducing greenhouse gases (GHGs) under the United Nations Framework
Convention on Climate Change (UNFCCC) could significantly affect countries’
industrial structure and, thus, international competitiveness, the GHG reduction
negotiations have been in stalemate with a noticeable difference in the approaches
by China and the US. Thus, when the three mega FTA members find a viable
regional solution, it is expected to contribute to the economic cooperation in
the North Pacific region and progress in negotiations under the UNFCCC.
Concerning a regional solution to the GHG reduction obligations, we would like
to note that the principle of common but differentiated responsibility (CBDR)
can be applied to the regional solution that allows asymmetric obligations among
members.7)
Climate-related border adjustment measures (BAMs) need mega FTAs–wide
efforts. As some countries, such as the US, consider some BAMs based on the
different GHG reduction standards among countries, they could be a source of
trade disputes among countries. Thus, the members are called for a development
of a regional approach to the climate-related BAMs, which could be applied
in a manner that would minimize the adverse effects on the inter-mega FTAs
economic cooperation, if necessary.
Next, to design the workable North Pacific regional economic cooperation
framework, it is essential to take into account the ever-changing global value
6) While a number of FTAs and coalitions are known to be sought with the security issue as
a primary motive, for example, the US–Israel FTA, the Association of South East Asian Nations
(ASEAN), and the Gulf Cooperation Council (GCC), some FTAs, such as the Korea–US FTA
contain security-related rules.
7) Holzer (2014, p. 15).
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chains. Recently, new global supply chains have influenced the production system
as well as regionalism.8) I will conclude with a note that the “WTO-plus”
approach is essential to the future works for the North Pacific economic
cooperation. Moreover, discussions at the Asia-Pacific Economic Forum (APEC)
and the Free Trade Area of the Americas (FTAA) would be helpful guidance
to the exploration for the economic cooperation in the North Pacific region.
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Pathways toward Trade and Investment
Integration in the North Pacific Region:
Discussion of Papers Presented in Session 2
Michael G. Plummer

The papers included in this session cover the main regional accords being
negotiated in the Asia-Pacific region—the Trans-Pacific Partnership (TPP), the
Regional Comprehensive Economic Partnership (RCEP), and the China–Japan–
Korea (CJK) Free Trade Area (FTA), written by Deborah Elms, Zhang Jianping,
and Dukgeun Ahn, respectively. These authors are established experts in the field
and bring a diversity of perspective in terms of disciplinary background and
approaches. Their focus is generally on the design of these agreements, the status
quo of the negotiations, and prospects for the future. In what follows, I will
give a brief review of their main conclusions, followed by my own perspective
on the economics of these arrangements, specifically the TPP and RCEP.
The most advanced of these “megaregional” accords by far is the TPP. As
noted by Elms, the TPP is part of a two-track process that is intended to lead
to a “FTA of the Asia-Pacific” (FTAAP), which would include all APEC
economies and is set to begin negotiations in 2020. The other “track” that leads
to the FTAAP would be an “Asian track,” which has subsequently taken the
form of the RCEP. She underscores that the TPP is supposed to be an ambitious,
forward-looking “21st century” agreement. Dr. Elms takes us through the meaning
of this by providing an overview of the several sectors being discussed, including
a comprehensive approach not only to goods and services, but also to government
procurement, intellectual property protection, competitive neutrality–related
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issues, new rules for e-commerce, and a robust dispute settlement mechanism.
Given the importance of regional production networks in the region, special
features to boost supply chains are to be included. This list is impressive and
indeed forward-thinking, as well as potentially groundbreaking.
While Dr. Elms is generally optimistic, her analysis is earthbound in terms
of underscoring the challenges that the negotiators have been facing over the
past 6 years and the compromises that will likely emerge. She notes that the
goal of being “comprehensive” will likely not be defined as 100% in terms of
coverage but, instead, something less, that is, more like 98–99%, which will
be highly successful, if not perfect, if it pushes through (in the modeling work
that I discussed below, we assumed a maximum coverage in the goods sector
of only 96%). She underscores the problems that will be associated with brining
in lesser-developed countries into this advanced agreement. Included is the
concept of what might be called “special and differential treatment”; the TPP
approach will likely imply that these countries should be given more time to
implement the accord instead of be exempt from any instrument. The US is
also facing the political problems of pushing through “trade promotion authority”
in the US Congress during election years, but she suggests that this is not
insurmountable after the November 2014 elections. In any event, “carve-outs”
are inevitable in real-world negotiations, and these may be necessary to ensure
ratification of the agreement.
Despite these challenges, Dr. Elms is sanguine with regard to both the
potential and the prospects for the TPP. Dr. Zhang, on the other hand, is less
optimistic with regard to the RCEP. The RCEP to date has only had several
sets of negotiations—much less than the TPP, which if the governments were
still counting, would be at over two dozen—and its contents are still evolving.
Still, it is slated to be ambitious, and the coverage should include many of the
areas covered in the TPP. The difference, he stresses, is in RCEP’s being more
“flexible” with regard to issues that are particularly relevant to lesser-developed
economies. This should make it easier to negotiate because some of the toughest
areas may be watered down or even ignored. Note that this type of flexibility
is different from that described in the TPP; special and differential treatment
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under RCEP would presumably exclude lesser-developed economies from some
of the requirements of the agreement (a more traditional view of the term). The
RCEP is based on ASEAN centrality but is getting strong support from China
and India.
The three biggest “headaches” of the RCEP, according to Dr. Zhang, would
be the following: (1) how to ensure that the “flexibility” in the framework does
not undermine the ultimate effectiveness of the agreement; (2) the complications
with regard to the lack of existing FTAs in Northeast Asia, that is, between
China and Korea and CJK, as discussed below; and (3) how to integrate the
ASEAN+1 agreements into one accord, given that they are so different (to be
a member of RCEP, a country must first have an FTA in place with ASEAN).
Given the key role of ASEAN in RCEP, it will be a great challenge for
the organization to take on the sort of leadership role that it will likely have
to play, particularly given that both the RCEP and the ASEAN Economic
Community are set to be completed in 2015. Arguably, one should not make
much of the exact deadline—after all, the TPP was supposed to be done in
October 2013—but he is right to question whether the “bandwidth” of ASEAN
negotiators would be sufficient. My view on the issue would be that 2015 is
highly unlikely, but if the TPP goes through, this type of “competitive
liberalization” could be sufficient to light the fire under the RCEP negotiators
hammering out an agreement.
Dr. Zhang notes that the economic effects of the RCEP could be relatively
large. Nevertheless, he rightly emphasizes that it will depend on the substance
of the agreement, as well as the relationship between RCEP and the TPP as
well as CJK. He stresses that it is important for these accords to be
complementary.
The final paper by Dr. Ahn on CJK gives a comprehensive view of the
trilateral economic relationship. The paper endeavors to capture the economic
effects of the CJK agreement, estimating that, in case of a “high-level” liberalization
scenario, the CJK could actually increase the actual GDP by 1.45% relative to
the baseline after 10 years, which would be considered a large effect in the
context of the FTA literature. In addition, the paper gives a comprehensive survey
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of the various agreements that include these three countries in Northeast Asia,
and, like Dr. Zhang, is also concerned about potential overlap. The paper also
considers World Trade Organization (WTO) disputes that have involved any two
of these three countries and does not find many (although some have been
controversial). Still, it is clear that there are a number of noneconomic issues
that are obviously important that beg for attention; although the “three” have
tried to separate the economic from the political, sometimes, this is impossible.
Dr. Ahn is more sanguine about the prospective of the CJK than many other
scholars are, although his optimism, too, is qualified. He suggests that the biggest
challenges in reaching the CJK will be (1) issues that are related to setting new
rules; (2) services market access; and, of course; (3) political commitment.
In sum, these three papers together stress the significant economic benefits
that could be derived from economic integration in the Asia-Pacific and offer
a frank assessment of the (mainly political) challenges of reaching agreements.
Indeed, for all the talk of “megaregionalism” in the 2010s, none of the
negotiations have borne fruit yet. The TPP is the closest to reaching an agreement,
but many skeptics—including some of the participating leaders—believe that it
will be extremely difficult to finish up this year (2014), which is the deadline
stated by President Obama.
I strongly agree with them that these agreements are worth the political
cost that they imply. In the modeling work that I have done with my colleagues
Peter Petri of Brandeis University and Fan Zhai of the Chinese Investment
Corporation, we derive large effects for the TPP12, RCEP, and FTAAP. We
use an advanced computable general equilibrium (CGE) model to estimate gains
that are associated with megaregionalism in the Asia-Pacific, simulating not only
the current 12-member TPP, but also a 16-country configuration that includes
Korea, the Philippines, Thailand, and Indonesia, the likely additions in a
subsequent enlargement. In addition, we examine the effects of the FTAAP. Given
China’s increasingly favorable attitudes toward the TPP and FTAs, in recent work,
we also simulated a TPP agreement that includes China, which generates results
that are similar to those of the FTAAP.
The details of the CGE model can be found in our papers and on the project’s
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Web site (www.asiapacifictrade.org). A few points, however, are worth making.
While the actual TPP and RCEP agreements are not yet known, we project their
templates by using accords previously negotiated by the US for the TPP and
ASEAN for RCEP. In neither case do we assume the full elimination of barriers,
but given that US-based agreements tend to be deeper and more comprehensive
than ASEAN-based ones, the TPP scenarios include more extensive liberalization
than the RCEP scenario.
Key results are shown in Table 9. All scenarios produce substantial benefits;
global income rises by USD 223 billion and USD 451 billion in the TTP12
and TPP16 scenarios, respectively. Hence, the addition of Korea, Indonesia, the
Philippines, and Thailand in the TPP more than doubles aggregate gains. These
sizeable numbers were derived because the latter three economies do not have
an FTA in place with the US. Moreover, the lion’s share of gains are caused
by trade creation; trade diversion comes to about one-fourth of the total gains
in both TPP scenarios, with China bearing the greatest share of the burden (but
less than one-half of 1% of the Chinese GDP). In absolute terms, Japan and
the US are the biggest beneficiaries, but relative to GDP, the outward-oriented
ASEAN economies of Vietnam (14%) and Thailand (8%) would gain the most.
The RCEP scenario generates larger gains than the TPP scenarios, mainly
because of the assumed liberalization of trade among China, India, Japan, and
Korea, as well as other factors, such as the cumulation of rules of origin. The
total increase in income is estimated to be USD 644 billion, or 2% of the Asian
GDP. As expected, the biggest beneficiaries in absolute terms are the countries
without FTAs that already cover the block (China, Japan, South Korea, and India).
Finally, the gains from the FTAAP are far larger than those from the RCEP
and the TPP scenarios, amounting to USD 2.4 trillion, or 2.3% of the global
GDP. This incremental increase exceeds the estimates of even the ambitious
scenarios of multilateral liberalization under the Doha Development Agenda. Big
gains derive from the fact that this scenario establishes an FTA between the
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Table 9. Income effects of TPP scenarios, RCEP, and FTAAP
2025

2025 Change from Baseline
(USD billion)

Baseline
TPP12
GDP
Americas
24,867
101.7
Canada
1,978
8.7
Chile
292
2.5
Mexico
2,004
9.9
Peru
320
3.9
US
20,273
76.6
Asia
34,901
125.2
Brunei
20
0.2
China
17,249 −34.8
Hong Kong
406
-0.5
India
5,233 −2.7
Indonesia
1,549 −2.2
Japan
5,338 104.6
Korea
2,117 −2.8
Malaysia
431
24.2
Philippines
322 −0.8
Singapore
415
7.9
Taiwan
840 −1.0
Thailand
558 −2.4
Vietnam
340
35.7
Other ASEAN countries
83 −0.4
Oceania
1,634
10.7
Australia
1,433
6.6
New Zealand
201
4.1
Others
41,820 −14.1
Europe
22,714 −3.7
Russia
2,865 −1.4
ROW
16,241 −9.0
World
103,223
223.4
Memorandum
TPP12
33,045 285.0
TPP16
37,591 276.9
RCEP
35,290 137.4
APEC
58,951 239.2

TPP16

RCEP FTAAP TPP12 TPP16 RCEP FTAAP

160.8
2.5 452.3
12.4 −0.1
31.4
3.5
0.0
8.6
31.2
2.8
76.3
5.4
0.0
7.7
108.2 −0.1 328.2
299.8 627.0 1653.4
0.4
1.2
1.4
−82.4 249.7 837.1
−1.3
46.8 118.8
−6.9
91.3 −37.1
62.2
17.7
60.3
128.8
95.8 233.1
50.2
82.0 132.7
30.1
14.2
44.7
22.1
7.6
22.5
12.3
2.4
26.5
−6.4 −16.1
83.8
42.5
15.5
43.7
48.7
17.3
81.1
−0.5
1.6
4.6
14.6
21.7
39.4
9.8
19.8
32.5
4.7
1.9
6.9
−24.2 −6.8 213.4
−4.9
5.1 −40.9
−3.0 −5.3 339.5
−16.3 −6.6 −85.2
450.9 644.4 2358.5
395.6
572.6
322.1
479.5

2025 Change from Baseline (%)

155.1 878.6
277.9 1137.9
617.9 1490.2
553.0 2517.1

0.4
0.4
0.9
0.5
1.2
0.4
0.4
0.9
−0.2
−0.1
−0.1
−0.1
2.0
−0.1
5.6
−0.2
1.9
−0.1
−0.4
10.5
−0.4
0.7
0.5
2.0
0.0
0.0
0.0
−0.1
0.2
0.9
0.7
0.4
0.4

Source: Petri and Plummer, ECONBROWSER, 2014, and asiapacifictrade.org.

0.6
0.0
0.6
0.0
1.2
0.0
1.6
0.1
1.7
0.0
0.5
0.0
0.9
1.8
1.8
5.8
−0.5
1.4
−0.3 11.5
−0.1
1.7
4.0
1.1
2.4
1.8
2.4
3.9
7.0
3.3
6.9
2.3
3.0
0.6
−0.8 −1.9
7.6
2.8
14.3
5.1
−0.6
1.9
0.9
1.3
0.7
1.4
2.4
0.9
−0.1
0.0
0.0
0.0
−0.1 −0.2
−0.1
0.0
0.4
0.6
1.2
1.5
0.9
0.8

0.5
0.7
1.8
0.9

1.8
1.6
3.0
3.8
2.4
1.6
4.7
7.1
4.9
29.3
−0.7
3.9
4.4
6.3
10.4
7.0
6.4
10.0
7.8
23.9
5.5
2.4
2.3
3.4
0.5
−0.2
11.9
−0.5
2.3
2.7
3.0
4.2
4.3
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US and China, which are the first and second largest economies in the world.
Estimated gains to the US are USD 328 billion, which is more than three times
of those from the TPP16, and to China, USD 838 billion, which is more than
three times of those from the RCEP.
Thus, our own modeling work strongly supports the conclusions of the
abovementioned three papers. We do not model the CJK explicitly, but the large
effects within the RCEP for the “three” underscore the economic benefits of
Northeast Asian integration as well. Still, while the economics seems clear, as
noted by the authors in this session, it will take the strong political leadership
of key players in each accord to succeed. Whether that political will is in evidence
continues to be an open question.

Pathways toward Trade and Investment
Integration in the North Pacific Region:
Overview by Session 2 Rapporteur
Theresa M. Greaney

With the Doha Round of the World Trade Organization (WTO) stalled since
2008, countries in the Asia-Pacific region have sought alternative strategies to
secure further trade and investment integration in the region. These strategies
include three separate but overlapping regional trade agreements: the Trans-Pacific
Partnership (TPP), the Regional Comprehensive Economic Partnership (RCEP),
and the China–Korea–Japan (CJK) Free Trade Agreement (FTA). This session
discussed each of these agreements to assess the strengths and weaknesses, along
with the likelihood of the successful completion of each agreement.
The TPP involves 12 countries in the Asia-Pacific region (Australia, Brunei,
Canada, Chile, Japan, Malaysia, Mexico, New Zealand, Peru, Singapore, the US,
and Vietnam), with negotiations begun in 2005. Dr. Deborah Elms described
the TPP as both broader and deeper than other FTAs, with the exception of
the European Union (EU). The TPP includes items that are somewhat new to
trade agreements, such as labor standards, intellectual property rights, health and
sanitary standards, and competition policies. She predicted that the TPP would
achieve 98%–99% liberalization on trade in goods and services, but not 100%,
because countries will always want to make exceptions. She warned of serious
trade and investment diversion risk stemming from the eventual agreement, with
Taiwan and Thailand likely to be the biggest losers from these diversions. She
predicted that the TPP might be concluded following the APEC leaders’ meeting
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in November 2014, followed by the process of ratification in the member
countries that will extend until 2015. Implementation of the TPP might be seen
as early as 2016, with additional negotiations proceeding to add new members,
such as China, South Korea, Taiwan, Hong Kong, Columbia, and the Philippines,
in the following years.
The RCEP involves 10 ASEAN countries (Brunei, Cambodia, Indonesia,
Laos, Malaysia, Myanmar, the Philippines, Singapore, Thailand, and Vietnam)
and the 6 countries with which ASEAN currently has FTA agreements (Australia,
China, India, Japan, Korea, and New Zealand). Negotiations began at the ASEAN
summit meeting in November 2012. Dr. Zhang Jianping pointed out that, despite
having completed five negotiating rounds thus far, the RCEP still has no
negotiating framework established. He speculated that bilateral and trilateral FTAs
among member countries might need to be completed prior to the completion
of the RCEP, which has an approaching December 2015 deadline. He pointed out
that the RCEP is more welcoming of developing economies in the Asia-Pacific
region than the other trade agreements. For example, Vietnam opposes labor
standards in the TPP as a form of trade barrier. He stated his hope that all
Asia-Pacific FTAs will be complementary instead of competing.
The CJK FTA negotiations formally began in March 2013, but trilateral
private sector efforts in favor of the CJK began 10 years earlier, and a joint
research project began in 2009. Dr. Dukgeun Ahn predicted that South Korea
will also join the TPP; the only question is when that will occur. A Korea–China
FTA will soon be completed, which will pave the way for the CJK. He predicted
that the challenges ahead for this agreement involve these three countries bringing
WTO cases against each other, rules of origin (ROOs), and the treatment of
state-owned enterprises. For example, Korea currently has two WTO cases against
Japan, which involve dried and seasoned laver as well as countervailing duties
on dynamic random access memory semiconductor chips (DRAMs), while Japan
has two WTO cases against China, which involve rare earth minerals and
antidumping duties on stainless steel tubes. To overcome these bilateral disputes
and other contentious negotiating issues, strong political will is necessary in each
country for the CJK to push through.
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Discussant Dr. Kiyoun Sohn pointed out that South Korea is far ahead of
China and Japan in terms of FTA participation. He wondered where the
complementarities versus competing issues lie between the TPP, RCEP, and CJK
agreements. The TPP members must reconcile the negotiated agreement with
their existing FTAs and narrow the economic gaps between members so that
all can better enjoy FTA benefits. The CJK is an ambitious target, but he warned
that compliance issues must be fully addressed. He also wondered whether these
three mega-FTAs, once completed, would move the region toward economic
union, like the EU, with free movement of people and common economic
principles.
Discussant Dr. Michael Plummer described Dr. Elms as an optimist with
regard to the TPP and admitted that he shares that same sentiment. He stated
that it is incorrect to view the TPP as a means for isolating China or the RCEP
as a way to push back at the US. These agreements should be seen as competitive
liberalizations rather than a means to draw new lines down the Asia-Pacific
region. He warned Dr. Ahn and others who analyze these agreements to make
sure to look at value-added (VA) trade, not at gross trade statistics. The huge
reported decline in trade after the financial crisis was based on gross trade data,
which included a lot of double counting because of production fragmentation
across borders. To avoid overestimating trade effects, he recommended the use
of the new OECD–WTO Trade in VA (TiVA) database. These data show that
the domestic VA share of gross exports is much higher for large OECD countries
than for smaller Asian economies. He speculated that Dr. Ahn’s aggregate welfare
estimates for the CJK might be somewhat low, and he reminded us that
distributional effects are also extremely important welfare considerations. I added
that increasing income inequality in both developed and developing countries
as well as the public perception of a strong link to globalization forces (i.e.,
trade and investment liberalization) need to be better addressed by trade
economists and trade officials. Support for FTAs may decline if the public
perceives that they lead directly to greater income inequality.
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Dr. Plummer also cautioned the participants against overlooking India and
the possibility of an India–ASEAN agreement in the future. Dr. Inbom Choi
pointed out that India may be a spoiler in the RCEP process.
The ROOs are always a difficult topic for regional trade agreements: should
they be liberal or restrictive? Dr. Ahn stated his belief that the US has ROOs
in place from its existing FTAs and is very reluctant to make any changes to
them. Those ROOs were adopted in the US–Korea FTA, and the US is advocating
for them to be included in the TPP.
Another controversial issue that involves the TPP in particular is the accusation
of a lack of transparency. However, Dr. Elms pointed out that the text of any
trade agreement is usually not released until an agreement is reached. In the
TPP case, she predicted that the text would not be released prior to the November
2014 US elections. She argued that the TPP is much more transparent than the
RCEP. Dr. Zhang commented that many Chinese officials feel that the RCEP
has an advantage over the TPP in terms of being more flexible for developing
countries, thereby allowing different standards for different countries.

Session 3
Assessing Economic and Social Change
in North Korea

Can North Korea Follow China’s Path
of Reform and Open Door Policy?
Zhao Huji

1. China’s National Security, the Transformation of Political
Concepts and Open Door Policy
In the 1970s, with the collapse of the Cold War, great changes took place
in China’s international environment. China’s foreign strategies changed from
its “two-and-a-half policy,” which focuses 100% of their energy on opposing
both the Soviet Union and the US and 50% on local threats, to a strategy that
allowed for peaceful coexistence with shared development. The basic judgment
on the international situation and foreign strategy by the Ninth Congress of the
Communist Party of China in 1969 is as follows:
The general trend of the world is “The enemy rots with every passing day, while
for us things are getting better daily.” On one hand, the revolutionary movement of
the proletariat of the world and of the people of various countries was vigorously
surging forward. The truth that “political power grows out of the barrel of a gun” is
being grasped by ever-broader masses of oppressed people and nations. On the other hand,
US imperialism and Soviet revisionist social-imperialism were bogged down in political
and economic crises and set with difficulties both at home and abroad and found themselves
in an impasse. They colluded and at the same time contended with each other in a
vain and attempted effort to re-divide the world. They acted in coordination and worked
hand in glove in opposing China, opposing communism and opposing the people, in
suppressing the national liberation movement and in launching wars of aggression.
They schemed against each other and got locked in strife for raw materials, markets,
dependencies, important strategic points and spheres of influence. They both stepped
up arms expansion and war preparations, each trying to realize its own ambitions.
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In 1987, during the time of the 13th Congress of the Communist Party of China,
the judgment on the international situation and the foreign strategy fundamentally
shifted. The Communist Party of China thought that the antagonistic relationship
between the East and the West had begun to change：
“The current international situation is favorable to our socialist modernization.
It will be a long, difficult and tortuous process to achieve a genuine relaxation of
international tensions. So people of all countries must continue their efforts. China
will steadfastly continue to pursue its independent foreign policy of peace and to
develop relations of friendship and cooperation with all other countries in the world
on the basis of the Five Principles of Peaceful Coexistence. Together with other
peace-loving countries and people from around the globe, we shall work to promote
the development of the international situation in a direction favorable to the world’s
people and to international peace.”

In the 14th National Congress of CCP in 1992, China’s foreign strategies
changed completely to focus on peaceful coexistence instead of strategic rivalry.
In this congress, members agreed on the following policies: “China is willing
to develop friendly relations and cooperation with all countries on the basis of
the Five Principles of Peaceful Coexistence. The differences in social systems
and ideologies should not become obstacles to the development of national
relations. We never impose our own social system and ideology on other
countries, and vice versa. We need to respect the diversity of the world, for
all countries have their right to choose their own social systems, development
strategies and way of life.”
China is a strong force safeguarding world peace and regional stability. In
carrying out the socialist modernization program, China needs a long-term
peaceful international environment and, above all, needs to maintain good
relations with the surrounding countries. China’s development will not pose a
threat to any other country. The nation will never seek hegemony even when
it becomes a developed country in the future. The Chinese people, who have
long been subjected to aggression, oppression and humiliation by foreign powers,
will never inflict these sufferings on others.
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According to the 16th National Congress of CCP in 2002, peaceful
coexistence requires cooperation in various fields. Politically, all countries should
respect and consult one another, and they should not seek to impose their will
upon others. Economically, countries should complement one another and pursue
common development as to avoid a polarization of wealth. Culturally, they should
learn from one another and work for common prosperity without excluding the
cultures of other nations. In the area of security, countries should trust one another
and work together to maintain safety, foster a new security concept featuring
mutual trust, mutual benefit, equality and coordination, and settle their disputes
through dialogue and cooperation without using force. China stands for
maintaining and respecting diversity and is in favor of promoting democracy
in international relations and diversifying development models. Countries with
different social systems are taking different roads to development, and these
societies should respect one another and draw upon one another’s strong points
through competition and comparison. The countries should put aside their
differences and seek a common ground to grow and develop together. The 17th
National Congress of CCP in 2007 expanded the goal of cooperation between
countries to include environmental protection. They believe that politically, all
countries should respect each other and conduct consultations on an equal footing
in a common endeavor to promote democracy in international relations.
Economically, the countries should cooperate with each other, drawing on each
other’s strengths and working together to advance economic globalization in the
direction of balanced development, shared benefits and obtain a win-win situation
for all parties. Culturally, they should learn from each other in the spirit of seeking
a common ground while shelving differences, respecting the diversity of the
world, and making joint efforts to advance human civilization. In the area of
security, countries should trust each other, strengthen cooperation, and settle
international disputes peacefully. On environmental issues, they should assist and
cooperate with each other in conservation efforts to take good care of the Earth,
the only home of human beings.
On the other hand, in China, the political goals have changed completely
since Deng Xiaoping became the center of power after Mao Zedong. What
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followed was the new situation of reform and opening-up. As shown in the figure
below, Deng’s political values are different from Mao’s.
Comparison of Political Values between Deng and Mao

Mao

Deng

Idealism

Realism

Rationalism

Factualism

Nationalism

Corporatism

Before ascending into power, Mao based his ideas for China’s revolution
on realism. After obtaining power and consolidating the new regime, Mao was
gradually in favor of idealism, which he used to transform China. Idealism
inevitably leads to another two-value concept: rationalism and nationalism. In
Mao’s mind, values such as Marxism were much more important than substantive
values in governance such as safety and welfare. When the interests of the state,
the collective people, and the individuals are in conflict, the collective people
and the individuals have to obey the national interest.
In Deng’s political values, reality was more important than the ideal. That
is to say, safety, welfare, and results of governance are more important than
what we planned. With the famous “cat theory,” namely, it does not matter
whether the cat is black or white, as long as it catches mice, Deng expounded
such value. Deng believed that the government, the collective people, and the
individuals were of the same importance, and value maximization could only
be achieved by cooperating closely with each other.
With the transformation of the basic ideas and the deepening Open Door
policy, great changes have taken place in the relationship between state and
society, government and enterprises, and central and local governments in China.
Before China’s reformation and opening-up, the members of the society had no
right to choose. Their options were concentrated on the hands of the state, and
all individuals had to obey the arrangements of the state. After the reform and
opening-up, the right of choice completely returned to the hands of the nation.
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Before the Open Door policy, the enterprise was simply a production organization
rather than a management organization. The business operations were in the hands
of the government. After the Open Door policy was implemented, management
right was given back to the enterprises, which played the principal part in
micro-economic activity. Before the Open Door policy, the local governments
were just the transmission system of the central power. However, the local
government took the role of representative of local interests. These shifts in power
created a driving force for individuals, enterprises and local governments. The
driving force combined with the influx of capital, technology, and market has
produced tremendous productivity, a strong stimulus for the modernization of
China.
These changes can be expressed as the role transformation of the CPC from
“Interest Replacement” to “Interest Representative.” The so-called “Interest
Replacement” refers to a situation wherein the right of representation of people’s
interests is completely monopolized and replaced by the ruling party. That is
to say, the ruling party replaces the people to govern society, arranging everything
for the people. Meanwhile, the people relinquish their rights to the ruling party
and take orders from them. This governance method of “Interest Replacement”
mainly focuses on three aspects. First, the ruling party monopolizes the right
of representation of the interests, “replacing people to govern society.” Second,
that power is a one-way operation. The right to supervise from bottom to top
is not permitted. Third, there is no error correction mechanism. The ruling party
owns absolute power over everything, so trial and error recovery mechanisms
cannot exist.
The “Interest Representative” is comprised of three aspects. The ruling party
represents, but does not replace, the interest of the people. The ruling party
integrates and expresses the interest of the people, but the people also can express
their own will through other means if they believe that the ruling party does
not express their own interests. In comparison to “Interest Replacement,” in
“Interest Representative” the power is a limited two-way interaction. The ruling
party still holds the majority of power resources and authority, but it does not
monopolize them. Therefore, it is a concentration of power, but it is not a
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monopoly. With the large economic resources transferred to the society and the
interest of diversification and differentiation of social structure, a substantial part
of power is decentralized to the society. In addition, to some extent, it forms
a two-way interaction of power between the ruling party and the public. It also
establishes the foundation of an error correction mechanism. Lastly, it begins
to form such error correction mechanism. The key of an error correction
mechanism lies in the two-way interaction between the subject and object of
power. The limited bilateral interaction makes error correction possible, as the
two parties can exchange different opinions. Therefore, the subjects can adjust
their policies to meet the needs of the people.
Before the Open Door policy, the basic features of China’s political system
were the coexistence of “Interest Representative” in a formal system level and
“Interest Replacement” in an informal system level. The formal system clearly
defines the people as the masters, such as the People’s Congress system. The
ruling party’s will turns into the national will after the CPC synthesizes and
concentrates the expression of people’s interests then communicates with
representatives of the people through the National People’s Congress. These
formal systems reflect the “Interest Representative” role of the Communist Party
of China; they reveal the people’s participation and the bilateral interaction
between the ruling party and the people. However, in the actual political process,
the “Interest Representative” role transforms into an “Interest Replacement” role.
The ruling party monopolizes the people’s right of expression of interest, and
thus, from “people are the masters” it became “the ruling party is the master.”
While the reform and opening-up policy have started to change this pattern
fundamentally, the role mainly changed from “Interest Replacement” to “Interest
Representative.”1)

1) About change in roles from “Interest Replacement” to “Interest Representative,” please see Zhao
Huji, “Refactoring political value: the internal properties and development of China’s political
development logic,” Study and Exploration, No. 1, 2011.
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2. Kim Jong-Il’s Political Ideas and Survival Strategy
After the collapse of the Soviet Union and Eastern Europe, North Korea
fell into a deep crisis due to the serious shortage of all kinds of material and
potential crisis of political legitimacy. In January to March 2000, Korea’s NGO—
“Good Friend”—investigated 1,027 “defectors” in Jilin, Liaoning, Heilongjiang
and other places of China twice.2) This investigative action shows that most
people are not satisfied with the ruling regime, nor do they have trust in the
civil service.
A “second economy” was formed and potential political crisis emerged. From
a macro perspective, “the second economy” refers to the economic activities
outside the system, such as an “underground economy,” “informal economy,”
and “illegal economy.” Since the late 1980s, North Korea has begun to show
obvious signs of having a “second economy.” It spread to the whole society
in the 1990s, which seriously damaged the original economic order and social
order, severely weakened political control, and brewed a potential political crisis.
North Korea’s “second economy” mainly consists of legal and illegal economic
activities beyond the system, and illegal economic activities within the system.
The following are the main types of legal economic activities outside the system:
(1) Private farmyard land: Private farmyard land is usually 30–50 ping (a ping
is equal to 3.34 m2), and military families can have 100 ping. (2) Small-scale
uncultivated land: Small-scale uncultivated land generally ranges from 100 to
1,000 ping. (3) Land for collective sideline: Collective sideline land is the
wasteland cultivated by collective farms and industrial and mining enterprises,
the scale of which is commonly 1,000–2,000 ping. In military, the land scale
per capita is 40 ping. (4) Household sideline production: Household sideline
production includes domestic services, such as shoes and clothing repair, and
the enterprises that process parts such as umbrellas and clothes. (5) Sideline
organizations: Sideline organizations are composed of enterprises, farm families,
and other subsidiary organizations that sell vegetables, potherb, and medicinal
2) (Korea) “Good Friends” ed. North Korea's social change, The Pure Land Press, 2001.
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herbs. The following are main types of illegal economic activities outside the
system: (1) Illegal small-scale production: This type of production mainly
includes shoes, furniture, small appliances, and alcohol. (2) Smuggling:
Japanese-used cars, Chinese food, nonstaple food, light industry products, and
North Korea’s nonferrous metal, especially copper. (3) Usury and housing
transactions: As the “second economy” prevailed, usury began to spread. Due
to the huge profit, foreign exchange also spread in the black market. In North
Korea, all the houses are owned by the state. There are two ways to obtain
houses in the black market: one is through a private exchange, which means
to exchange houses of different sizes and accounts for a certain amount of fees
for extra areas; the other way is to lease the houses allocated by the government
to others. The following are the main types of illegal economic activities within
the system: (1) Private transactions between enterprises: Enterprises defraud the
departments concerned to get a hold of rare materials, and then perform illegal
private transactions with other companies. (2) Collective or individuals stealing
state property: The main objects of theft are fuel, cement, coal, finished and
semi-finished products, and equipment. (3) Illegal activities for earning foreign
exchange: After the 1990s, North Korea began to loosen regulations on foreign
trade to ease a severe shortage of foreign exchange and various materials. At
present, nearly all the departments are engaged in foreign trade activities. In
foreign trade activities, some illegal behaviors are spreading, for example, selling
drugs and smuggling cultural relics. In addition, corruption such as the misuse
of authority to defraud illegal income is prevalent.3)
“The second economy” has played a positive role in alleviating the problem
of serious shortage of various substances. At the same time, the “second
economy” has acted as a “safety valve” in easing the discontent due to the extreme
scarcity of materials. On the other hand, the “second economy” disrupts the
existing political order by weakening the authority of the central government,
the central government’s control on the lower bodies of the party and government

3) About “the second economy,” see (Korea）Zheng Shizhen. From Plan to Market: Politics and
Economy in the Changing System of North Korea. Han Wu Er Press, 2000.
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organizations, the party and government organization’s abilities to control cadres
at all levels, and the state’s ability to control general residents.
“Relying on one’s own efforts” weakens the ability of the central government
to control lower organizations. Power is the relationship between having control
and being controlled. A party in control can control others’ thoughts or actions
with their own resources. The amount of resources owned by the central unit
determines the extent of the lower organizations’ compliance and the degree to
which the latter can be controlled. The long-term economic shortage, especially
the disappearance of socialist economic circles at the beginning of the 1990s,
placed high centralization of the original Korean central planning system in a
state of paralysis. The central government was unable to meet the local needs,
so they had to pass down some of its power to the provinces and counties.
Provinces and counties, especially counties, became basic and independent
economic units. Because of serious insufficiencies in raw materials supplied by
the central government, each county must collect its own raw materials. Therefore,
it gradually formed a new pattern in which counties independently developed
economic activities including foreign trade. This pattern was the result of the
weakening in the central planning system, which in turn further weakened the
function of central planning and the central government’s ability to control lower
organizations. This is mainly manifested in three aspects. First, it weakened the
ability of the central government to extract resources and to redistribute resources.
Second, it weakened the legitimacy of the central government’s foundation. Third,
it strengthened the influence of the local government.
The “second economy” led to the decline of political control ability. The
expansion of the “second economy” led to “political attenuation.” In fact, the
“second economy” changed the original relationship between the state and society.
The original system did not contain an independent civil society. From politics,
economy, and culture to each family’s basic life, all affairs were designed and
arranged by the central government. With the growing “second economy,”
fundamental changes happened in the pattern and society began to spin off from
the country to form a relatively independent part. In terms of personal life,
everyone was responsible for themselves and could no longer rely on the national
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government. The gradually formed social part of the country did not care about
the state’s political interests; their interests mainly focused on how to run their
own lives. This situation was destroying the integration of state and society,
which weakened the country’s political control.
The political control ability from central government to leading cadres of
all levels declined. The “second economy” had created a new informal source
of income for public servants, weakened the dependence of public servants on
higher organizations and superior directors, and disturbed the existing political
order. In foreign trade activities, more and more people became “upstarts” by
obtaining illegal income from the lower level, cheating, taking kickbacks, fiddling
expenses and so on. These people with relevant departments’ personnel and their
superior department heads gradually formed a stable interest relations system
with bribery, cooperation, and symbiosis. This system directly destroyed the
original official control system. Kim Jong-il pointed out in an article called
“Socialism is Science” that “some staff of the party violate the people’s interests
and only preserve the interest of a few privileged classes. This behavior will
certainly be punished by the people,” “Lacking regular anticorruption movements
may lead some cadres, even those who have no preparation to become corrupt,
to indeed become corrupt, or they may become a privileged class isolated from
the people.”
The country’s ability to control society is weakening. Under the planned
economic system, rationing is a strong means for the state to control society.
Long-term shortages in the economy made rationing die out in North Korea.
The self-reliance of each local territory, the emergence of a “second economy,”
and farmers’ markets weakened the reliance of local areas and general residents’
on the state. The general residents had to rely on themselves to acquire most
of their materials. This situation led to an increase in social mobility. According
to statistics, 70% of the people are working for food, while only about 15%
for business, and about 15% on public affairs.4) This led to a dramatic increase

4) (Korea) Zheng Shizhen. From Plan to Market: Politics and Economy in the Changing System
of North Korea. Han Wu Er Press, 2000, p. 186.
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in informal sources of income for the general residents. Finally, it weakened
the influence of ideology, destroyed the original way of political control, and
disturbed the existing political order.
Since the power redistribution, which signaled the changing system after
the 1980s, North Korea’s economic system could be divided into four stages.
The first stage was called “open to exploration.” This phase was from the first
JV Law in 1984 to the foundation of a special economic zone (SEZ) in 1991.
During this period, North Korea issued the JV Law to import technology and
capital, but the progress was very slow.
The second stage started from the foundation of SEZs in 1991 until 1998
when the “socialism-forced march” was launched. In this phase, the North Korean
economy experienced four changes: it enacted 46 laws, which included the foreign
investment law and foreign enterprise law, set up SEZs, and introduced
technology and capital. In December 1991, North Korea set Rason as a free
economic zone, where a special policy was implemented. During the North
Korean Supreme People’s Assembly held in December 1993, the Government
Administration Council proposed “the first three” priorities and this includes
agriculture, light industry, and trade. The reason for this proposal was to remove
the heavy industry as the center of economic strategy. However, due to various
reasons, the implementation of “the first three” policy failed.
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The Changing Economic System of North Korea
STAGES

PURPOSE

CONTENT

EXTENT OF
CHANGE IN
SYSTEM

OPEN TO
EXPLORATION
(1984–1991)

RECONSTRUCT
INTERNATIONAL MARKET;
SOLVE CAPITAL SHORTAGE;

ENACT JV LAW;
ATTRACT FOREIGN
INVESTMENTS;

NO CHANGE

ENACT 46 FOREIGN
INVESTMENT LAWS;
SET SEZs CARRYING OUT
SPECIAL POLICIES;
PRIORITIZE THREE INDUSTRIES;

PARTIAL
CHANGE

INCREASE INVESTMENT IN
SCIENCE AND TECHNOLOGY;
ADJUST THE GOVERNMENT,
INDUSTRIAL AND
AGRICULTURAL SYSTEMS;

PARTIAL
CHANGE

PRICES REFLECTING THE
ADJUST PRICES AND WAGES
VALUE OF GOODS;
SIGNIFICANTLY;
INCOME LINKED TO WORK;
EXPLORATION
ADJUST THE RELATIONSHIP
AROUSE THE ENTHUSIAM OF
TO REFORM
BETWEEN THE CENTRAL AND
THE LOCAL GOVERNMENT;
(2001–)
LOCAL GOVERNMENT;
INTRODUCE FOREIGN CAPITAL
OPEN SEVERAL SEZs;
AND TECHNOLOGY;

MAJOR
CHANGE

IMPORT TECHNOLOGY;
IMPROVEMENT
INTRODUCE FOREIGN CAPITAL;
IN SYSTEM
IMPROVE INDUSTRIAL
(1991–1998)
STRUCTURE;
PARTIAL
REFORMS IN
SYSTEM
(1998–2002)

REBUILD TECHNOLOGY AND
EQUIPMENT;
IMPROVE MANAGEMENT
SYSTEM;

The third stage lasted within the year 1998, during which time the system
was reformed. At this stage, the North Korean economy could be summed up
in two words: “build” and “improve.” The “building” aspect refers to the
innovations in technology and equipment, and the “improving” aspect refers to
the innovation of economic management.
North Korea described the year 1999 as the year of “science.” The country’s
“science budget” increased by 6.3% as compared to the previous year, and in
2000, it increased by 5.4% as compared to 1999. In November 1999, a new
electronic industrial province was founded that specialized in science and
technology issues. In 2000, Kim Il-sung University opened a department for
computer engineering. Following this trend, two computer technology universities
were built in Pyongyang and Hamhung and many universities graduated computer

242

Strengthening North Pacific Cooperation

engineering majors. North Korea held a series of international academic
conferences on science and technology, most of which were related to food.
“To improve” means to change the government system, and the rural and
industrial system. The 1998 Constitution named the Government Administration
Council as the cabinet and strengthened its authority to make it the “headquarters”
for directing economic work. The original local party committee, the local
people’s committee, and the local administrative economic commission were
reduced to the local party committee and the local people’s committee. North
Korea tried to build a vertical command system including the cabinet, the local
people’s committee, and production units to enhance efficiency.
In the agricultural sector, to narrow down the scope of production and
management organizations and enhance the degree of self-dependence, the
working class groups’ scale was reduced to 3–5 people from the original 10–25
people, and the sector was allowed to freely integrate their relatives or
acquaintances. The sector also determined the production quota. The quota norm
is to add the average annual output of the past 3 years and the recent 10 years’,
then divide by 10. Therefore, this value is close to the average annual output.
In the industrial sector, to improve the efficiency of enterprises, North Korea
combined all joint ventures (conglomerate), joint administrations, and general
factories in the 1980s into a single enterprise in 2000. However, North Korea
began to form several joint ventures in 2001. The nation’s enterprise-leading
system has always been comprised of three parts, including the secretary of the
party committee, manager and chief engineer. Priority was given to the secretary
of the party committee. Since 2000, the general manager’s authority has
strengthened.
The fourth stage began in 2002 when the “exploration to system” reform
started. At this time, major changes in North Korea’s economic system had taken
place. On July 1, 2002, North Korea began to implement the “7.1 Measures.”
North Korea stated that the “7.1 Measures” were the “epoch-making changing
measures.” The main components of these measures were comprised of the
following aspects. First, prices were adjusted significantly; second, the salary
was adjusted sharply; and third, enterprise limited democracy was introduced.
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In the past, the basic evaluation standard of North Korean enterprise performance
was production, but this changed to management results. To make the enterprise
into a veritable operator, North Korea greatly expanded the autonomy of its
enterprises. The enterprises could freely control a part of the production process
and even pay bonuses. They also were given the right to work out their own
business plans and implement their accounting systems independently. The
enterprises were financially self-sufficient, and the country no longer gave subsidies.
Third, the state set up several raw material markets. Each foreign-related hotel
was allowed to store raw materials, mainly building materials and mechanical
and electrical products. The type and scope of the transactions had to be prescribed
by the government, so the store did not have the right to make decisions. Finally,
exchange rates have become closer to reality, in other word; USD 1 went from
CNY 2.16 to CNY 150. In addition, the state set up a group of special zones.
In September 2002, North Korea designated Xinyizhou as an administrative zone.
In November, the Korean people’s summit of the standing committee passed
the “Open-Industrial Area Law” and “Mount Kumgang Tourist Area Law” to
specify the open city as an industrial development zone and Mount Kumgang
area as a tourism zone. Third, the relationship between the central and local
government was adjusted. The state planning commission became only responsible
for projects related to munitions and the backbone industry. Other aspects,
including planning, production, consumption, price, etc., were all to be managed
by the local government’s discretion.
North Korea confirmed that the main purpose of the reform was to “break
the pursuit of egalitarianism and create real benefits of economic accounting
system.” They went on to elaborate that “within the framework of a
socialist-planned economic system, they will make full use of the positive role
of finance and commodities” to achieve “Korean national prosperity.” The main
reasons for low productivity were the technologically backward egalitarian
distribution system and low production efficiency rate (less than 50%), but North
Korea had no other option but to take the egalitarian choice. The Korean War
left the whole country in ruins with extremely poor labor, and this caused a
serious shortage of all kinds of goods. These problems could not be resolved
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in the short term, and this forced a strict allocation of the limited items.We
can analyze the substance of the reform from the following three aspects:
Redistribution of rights between individuals and the state. Before the reform,
the state was responsible for all aspects of public life. The masses’ right to choose
was controlled by the state, and therefore, they simply became the state’s
accessories. After the reform, the people themselves are responsible for their
own lives. This means that the autonomy of the masses began to return to their
own hands.
Redistribution of rights between enterprises and the state. Before the reform,
an enterprise was a simple production organization without any autonomy. After
the reform, the enterprise began to become a business organization and the subject
of microscopic economic activities.
Redistribution of power between central and local government. The central
government distributed the responsibility of its economic plan and implementation
to local governments. This means that, in terms of economic activity, the local
government authority is expanding.
North Korea’s political values and the “Songun Politics” are contrary to
the value orientation of economic reform, which form a conflicting pattern
between economic strategy and political strategy. Kim Jong-il did not put forward
the complete theory about “Songun Politics.” The author combs the logical
structure of “Songun Politics” according to Kim Jong-il’s relevant remarks in
General Kim Jong-il’s Songun Politics Theory (Li Renyu, Pyongyang Press,
December 2003).
“Gun barrel overriding” is a core concept for “Songun Politics.” “Gun barrel
overriding” means troops, not the working class, are the core power of the
socialist revolution and construction. The idea is established on three basic
judgments:
First, politics is power, and power is represented by the “gun barrel.” Li
Renyu pointed this out in General Kim Jong-il’s Songun Politics Theory: Politics
is a movement to unify organizations and direct human activities to accord with
classes and social benefits. Politics is a social phenomenon that emerges and
develops for the purpose of maintaining, operating and developing social need.
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Politics needs political power. Military power is the core of political power; only
military power can ensure political power. In a class-based society, military is
the only real power that can organize and direct human social activities. The
class or group that controls troops can always implement politics according to
their own will. Consequently, politics is power, and power is taken from the
“gun barrel.”
Second, troops are the core power of revolution and construction. In a tooth
and claw situation, physical strength dominates everything else. It is impossible
to protect socialism and the motherland, and the nation’s fate relies on the
working class and its spirit. Based on these two basic judgments, the right political
mode must be first to rely on troops to protect national security and second,
the army should be used as the core for reinforcing revolutionary forces.
Third, “extreme conflict” is the logical origin of “Songun Politics.” Internationally,
North Korea confirms that the result of the Cold War was not peace and
assuagement, but aggression and war. The US wants to establish a new order,
but it is actually the hegemonic view of America of being the king of the world
that makes them want to control everything. The US uses this power order to conquer
other countries and nations. This stage of political and military confrontation
between capitalism and socialism was transferred to the Korean Peninsula in
the Post–Cold War period. Using the Cold War’s collapse as the starting point,
the previous conflict between the Soviet Union and the US has shifted to North
Korea against the US—a continuation of the East against West tension. On the
home front, North Korea believes that Marxism-Leninism’s biggest flaw is that
it did not find out the army’s position and role in the socialist revolution and
construction; the lesson from the Soviet Union and Eastern Europe proved that
losing the army leads to an inability to suppress counterrevolution, failure to
protect the revolution, and total loss.
North Korea confirmed that the life-and-death extreme conflict between
imperialism and socialism globally, and the extreme conflict between revolutionary
forces and the reactionary forces at home are the socialist revolution and
construction’s basic environment. Therefore, military power is the core of political
power, army is the core strength of socialist revolution and construction, and
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military is the center of primary national affairs. “Songun Politics” is the basic
political mode of socialism.
In North Korea, these features of the army are extended and expanded, which
makes North Korea’s military unique. The army’s first special particularity is
its ideology. As Kim Jong-il said, “the power of guns came from idea and belief,
and a gun without thoughts is weaker than a stick, and an army that does not
keep its faith on socialism cannot protect socialism.” He also pointed out that
political superiority was the essential advantage of revolutionary armed forces,
and it is the source of an invincible position. Kim Jong-il also believed that
the battle was not only a military confrontation with the enemy, but also the
confrontation of ideas. In the construction of our military, he advocated the
ideological theory. He thought a military strike was limited, thought was infinite,
and its power was stronger than the atomic bomb. Second is the North Korean
soldiers’ absolute loyalty to their leader. As Kim Jong-il said, “Building an army
into absolute loyalty to the leader and the party’s army is the general task of
army building. Our army is a military that is determined to support and defend
the leader, a military that will firmly obey the party’s commands and instructions.
The army is our party’s biggest glory and pride.”
Since the 1990s, North Korea’s reform measures have had conflicts with
“Songun Politics” and nuclear development. On one hand, reform brings out
the best of the members of the community, businesses and local governments.
On the other hand, Songun Politics and nuclear development lead to the country’s
isolation and blockade of the international society. Only when there is vitality
and enthusiasm about reform combined with a large amount of capital, technology,
market and management methods can real results be seen. Moreover, all of this
can only be obtained from abroad. Songun Politics and nuclear development
hinders the opening up of the country to the outside world, which makes North
Korea unable to introduce capital, technology, and market and management
methods.
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3. “Songun Politics”: One of the Political Survival Strategies
“Songun Politics” led to the shift in power. On October 7, 1997, the Korean
Central News Agency first publicized Kim Jong-il’s opinions about “Songun
Politics.” He stated, “no matter how heavy the economic burden, it will always
be right for military to come before labor. We can do without sugar, but cannot
do without bullets.” However, North Korea claimed that Kim Jong-il visited a
sentry post named “And Eriksson” on January 1, 1995, as a sign of “Songun
Politics.”
On April 1994, the Supreme People’s Assembly of North Korea elected
Kim Il-sung as the eternal president, abolished the position of national chairman,
and upgraded the National Defense Commission to the highest organization of
the state. The Chairman of the National Defense Commission became the real
head of state. Out of ten committee members, more than half were active duty
military, including the most senior leaders of the army like the Chief of the
Defense Staff. This system went beyond the boundary between military and
politics because the soldiers could then participate in political affairs. This system
follows the Army-First Policy, which allows active duty military officials to
participate in political affairs. North Korea’s power center thus transferred to
the troops from the ruling party. The army became the center of Kim Jong-il’s
regime, rather than the regime itself.
After 1994, Kim Jong-il promoted a large number of the generals and
colonels, paving the way for “Sungun Politics.” In October 1994, Kim Jong-il
promoted 2 four-star Generals to five-star Vice Marshal. In April 1997, Kim
Jong-il promoted 129 to the rank of General and Colonel, including 73 Majors,
39 Lieutenants, 8 Admirals, 5 Generals, and 4 Vice Marshals. In April 1998,
Kim Jong-il promoted 22 to General and Colonel’s rank, including 20 Majors,
a Lieutenant, and an Admiral. After 1992, Kim Jong-il promoted a total of 922
Generals and Colonels.5)

5) The Chosun Ilbo, April 14, 1998.
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After 1994, most of Kim’s public activities were related with the military
from the other side to prove that “Sungun Politics” was not just a slogan. In
1994, Kim Jong-il’s public activities totaled to 21 events, of which inspecting
troops accounted for about 4.7%; however, in 1995, of 35 public engagements,
as many as 20 times were military related, accounting for 57% of the total
activities. From 1996 to 1998, the number of military-related activities increased
significantly. In 1996, there were 35 times, 40 times in 1997, and 70 times in
1998.6)
The logical structure of “Songun Politics.” Kim Jong-il did not put forward
the complete theory about Military-First Politics. The author combs the logical
structure of “Songun Politics” according to Kim Jong-il’s relevant remarks in
General Kim Jong-il’s Songun Politics Theory (Li Renyu, Pyongyang press,
December 2003).
“Gun barrel overriding” is the core concept of “Songun Politics.” “Gun barrel
overriding” means troops, not the working class, are the core power of the
socialist revolution and construction. This idea is established on three basic
judgments:
Due to long-term shortages in the economy, especially extremely serious
economic crisis since the 1990s, the foundation of political legitimacy faces a
serious threat. This led to the emergence of a “second economy,” which destroyed
the original rationing system, and then disturbed the existing economic order.
This situation caused the weakening of political control, and implied a potential
political crisis. After the collapse of the Cold War, especially after the outbreak
of the nuclear crisis, North Korea fell into a very serious national security crisis.
Under this pattern, the so-called “Sungun Politics” was just a survival strategy,
which used the special features of the army to get rid of the crisis both inside
and out.
The army is the last barrier for the country’s security under certain
conditions; it is also the most dangerous destructive force. Kim Jong-il had moved
the central power from the ruling party to the military. On one hand, this was
6) Ibid.
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the cause of Kim Jong-il’ stable regime, but on the other hand, it was also the
cause of his fragile regime. Having the army as the direct carrier of power meant
that other political systems had lost their normal functions and were unable to
meet the needs of the ruler. In addition, the military can only assume the functions
of the regime’s consolidator and cannot be in charge of the function of economic
and social development，so the army cannot penetrate into all areas of society
effectively. The army was the center of Kim Jong-il’s regime, but the dominant
force of economic development can only be the ruling party and the government.
This kind of power structure can cause disharmony and conflict between each
subject of power, which leads to a more serious political crisis.

4. Improved Leader Worship: One of the Political Survival
Strategies
In the explanation of North Korea’s “Juche Idea,” every human community
is an organic entity. The leader is the brain, the party the heart, the party members
the blood, and the people the body. In North Korea, the leader is the representative
of the nation, people, and army. From an ideological perspective, the leader owns
the highest authority, but it terms of the power structure, the leader is the supreme
ruler. In this kind of authority and power structure, ideology will continuously
strengthen the leader’s supreme position. In terms of the structure of power,
it focuses continuous power on the leader, which is the main route for North
Korea supple political energy. It is also the primary choice to eliminate all kinds
of crisis.
Leader worship intensified since the 1970s. In the 1970s–1980s, it was
believed that “the sole thought about Kim Il-sung should be unconditional
deification, absolutization.” In the 1990s, this developed into a need to “be loyal
and filial to the party and leader. This went even further in the 21st century,
becoming a belief that “Kim Jong-il is the sun of humans, the greatest general
in the world, and the center of world politics.” Imperialism and capitalism, and
the promotion of their domestic reactionary forces lead to the downfall of almost

250

Strengthening North Pacific Cooperation

all socialist states. Only North Korea is moving towards victory under the wise
leadership of Kim Jong-il. Socialism is the sole hope for the human soul.
American imperialism is the most powerful hegemonic state. Almost all countries
that have opposed America have been beaten by American strength. Only North Korea
led by Kim Jong-il dared to go against America, and gained victory in the battles
one by one. Therefore, Kim Jong-il is the greatest general; Korean media claimed
that Kim Jong-il is the center of world politics. After the Cold War, especially
after the collapse of the Soviet Union, the world’s political center has transferred
from Europe to Asia. Therefore, North Korea’s conflict against the US became
a global issue, and Kim Jong-il has become the world’s political focus.7)
In North Korea, all types of information are extremely censored. The official
propaganda effectively enhances the leader’s foundation of political legitimacy,
effectively supplies political energy, and provides effective means for political
survival strategy.
From the view of political sociology, the more complex a society’s structure
is, the lesser its political efficiency will be. On the contrary, the simpler a society’s
structure is, the higher its political efficiency will be, but then society will become
weaker. In North Korea, the worship of their leader reached an extreme level,
meaning the whole society was built on the simple relationship between the leader
and the people. If this structure is destroyed, then the whole society will lose
balance. Up until now, North Korea’s political structure has been ostensibly very
stable, but it also includes an aspect with extreme fragility.

5. “7.1 Measures”: Economic Survival Strategies
From the perspective of political science, the economic reform of the socialist
countries means the redistribution of power. First, the power between state and
the people is redistributed. Before reform, the private life of the people is the
7) The information was obtained from the North Korean news media when the author visited
Pyongyang in September 2003.
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responsibility of the country. They gave their right of choice completely to the
country, which means they simply became the country’s accessories. However,
after the reform, the people themselves became responsible for their own lives
and private autonomy, and the right to choose was returned to their own hands.
Second, the relationship of power between government and enterprises has
changed. Before the reform, the enterprise was a simple production organization
without any autonomy and rights. After the reform, the enterprise began to
become a business organization and the subject of microscopic economic activities.
Again, power between the central and local government is reconstructed. The central
government gave the responsibility of economic planning and its implementation
to the local government. This means that the local government became the
representative of local interests in terms of economic activity. This allowed the
local government to expand its authority to a larger scale.
On July 1, 2002, North Korea began to implement the “7.1 Measures.”
North Korea said the “7.1 Measures” were the “epoch-changing measures.” The
main content of these measures are significant price adjustment, extensive salary
adjustment, and the introduction of an enterprise limited democracy. In the past,
the basic standard of performance evaluation of North Korean enterprises was
production, but this shifted to an emphasis on the management results. To make
enterprises into a veritable operator, North Korea greatly expanded their autonomy.
Enterprises were then able to freely dominate a part of the production process,
and even pay bonuses. They gained the right to independently work out business
plans and implement their accounting system independently. Enterprises became
financially self-sufficient, and the country no longer gives subsidies. Third, the
state set up a batch of raw material markets. Each foreign-related hotel opened
a store of raw materials, mainly building materials and mechanical and electrical
products. The type and scope of the transaction could only be prescribed by
the government, so the store did not have the right to make decisions. Finally,
the exchange rate became closer to reality. USD 1 went from CNY 2.16 to CNY
150, which means the exchange rate was determined by the market and not the
government. The state set up a group of special zones. In September 2002, North
Korea designated Xinyizhou as an administrative zone. In November, the Korean
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People’s Summit of the Standing Committee passed the “Open-Industrial Area
Law” and “Mount Kumgang Tourist Area Law,” specifying the open city as
an industrial development zone and the Mount Kumgang area as a tourism zone.
The relationship between the central and the local government was adjusted. The
state planning commission is only responsible for projects related to munitions
and the backbone industry. Other aspects, including planning, production,
consumption, price, etc., are all based on the local government’s discretion.8)
Several SEZs were established. In September 2002, North Korea designated
the Sinuiju Special Administrative Region as a SEZ. The same year in November,
the Supreme Council of the Standing Committee of the Korean People adopted
the “Open-Industrial Areas Act” and “Mount Kumgang Tourist Area Law” and
specified cities for industrial development, and the Mount Kumgang area for
sightseeing.
Adjustment of central-local relations is another measure. The National
Planning Commission is only responsible for the munitions industry and key
industry planning. Other aspects, including planning, production, consumption,
prices, etc., are decided by the local government.
These reform measures achieved some success but failed to be sustained.
The financial burden on the country decreased, the enthusiasm of workers and
peasants for production greatly improved, some products like coal increased, and
the waste of public property declined. However, inflation, macroeconomic and
other structural problems made this reform end in failure. The first reason for
the failure is inflation. A continuous supply of food and a variety of necessities
are a prerequisite for reform success. Long-term backward production facilities
and a severe shortage of all kinds of raw materials made North Korea incapable
of continuing to meet market demands. The shortage of goods, coupled with
control of the flow of money in the hands of the people (savings) into the market,
created serious signs of inflation. For example, the street price of a piece of
roasted chicken has risen to 1,250 yuan. The monthly wage of ordinary workers

8) Information about “7.1” measures was obtained from North Korean Academy of Social Sciences
when the author visited North Korea in 2003.
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does not let them afford a chicken.
The second reason is the imbalance between the military industry and economic
structure. North Korea’s military industry (direct and indirect) accounted for a
huge proportion of the total economy. For this particular economic structure to
operate normally, it must meet three conditions. First, there must be a stable
munitions market. Second, it must have stable production. Third, it must have
high product quality. North Korea does not have these three basic conditions.
If North Korea wants to have successful economic reforms, the munitions industry
must be transferred to the civilian industry. Otherwise, the original intention of
the macroeconomic reform cannot adapt to the structural level. Civilian and
military industries also need national security as a necessary condition. Faced
with such internationalization, the generals of North Korea cannot be required to
develop civilian industries. The fourth reason is that reform without opening up
to the world would be very difficult. Modern technology, financial change, and
institutional change are the most critical factors for the advancement of national
economic development. It is the key to develop domestic human resources and
technology. In terms of institutional change, it is very important to form a
competitive macroeconomic pattern and a stable economic operation mechanism.
In addition, the development of a modern state is not a natural historical process,
but draws lessons from developed states. Therefore, North Korea should introduce
large amounts of capital, technology and management methods in the short term
and open up the country to the international market. That is the fundamental
guarantee for the country’s economic development, which is a long-term positive
interaction of several factors. The “7.1 Measures” aim to resolve the economic
crisis. It reformed the system, introduced competition mechanisms, and adjusted
the allocation of power at the levels of state and national, state and enterprises,
and central and local. However, the “7.1 Measures” failed to introduce a large
number of technology and finances, and failed to open up the country to the
international market.
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6. Nuclear Development and Asymmetric Dampening:
International Survival Strategy
Asymmetry means that the national strength between the conflicting
countries differs in a big way. Asymmetric strategy means that a party, which
is at a disadvantage against a powerful enemy, chooses a strategy to avoid
enemies with high-tech weapons and attacks its weaknesses as a counter-strategy.
Asymmetric military strategy is a theory to describe the situation in the late
1990s, wherein the US was vulnerable to attacks from other countries. North
Korea’s nuclear strategy is a typical asymmetric restraint strategy.
First, North Korea’s nuclear development strategy is an asymmetric strategy.
After the collapse of the Cold War, North Korea has been isolated due to various
reasons. To resolve this crisis, North Korea chose nuclear development. In 1982,
American spy satellites detected North Korea’s nuclear development trend for
the first time. In December 1985, North Korea made Soviet Union’s provision
of four sets of light water reactor facilities as the condition to promise the Soviet
Union to join the “nuclear nonproliferation treaty.”9) In January 1991, Soviet
Foreign Minister, Eduard Shevardnadze, visited Pyongyang to inform the
establishment of its diplomatic relations with South Korea. North Korea’s Foreign
Minister, Jin Yongnan, said that if the Soviet Union betrayed North Korea, North
Korea would develop their own strategic weapons and support Japan to make
territorial disputes with them. On September 15, 1990, the Korean Central News
said that if the Soviet Union and South Korea established diplomatic relations,
the alliance of North Korea, the Soviet Union, and China would be threatened.
North Korea could not depend on friendly neighbors; it has no choice except
to have its own special weapons. Since then, nuclear development has become
the main means to suppress the national security and system threat from the
US. As long as it needs to worry about the national security and system threat,
North Korea will not abandon its nuclear development path.10)
9) (Korea) Shinjiho, North Korea’s foreign relations and economic strategy: The interaction of
transition, The Modern North Korean Studies, No. 2, 1999, p. 171.
10) (Korea) Pu Molten Hwan, North Korea’s nuclear development and its geopolitical implications,
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Second, the nuclear development of North Korea is one of the means to
get rid of the economic crisis. The large-scale nuclear development of North
Korea was associated with the strategy of opening up to the outside world. As
previously noted, North Korea established the first joint venture law in 1984
and the first SEZ in 1991. At this stage, North Korea conducted a preliminary
exploration of the possibility of its opening up to the outside world. Since 1991,
when the SEZs had been established to 1998, North Korea formulated 46 laws
and regulations related to foreign investment. For example, they created the
foreign investment law and foreign enterprise law. In addition, North Korea
carried out special policies in the SEZ.
In the 21st plenary session of the Six-Term Party Central Committee in
December 1993, the North Korean Council proposed the “Three First Doctrine,”
which is about prioritizing “agriculture, the light industry, and trade.” This is
the complete opposite to the economic strategy which made the heavy industry
as the core. From 1998 to 2001, North Korea conducted a partial reform of
their economic system. From 2002 until now, North Korea is exploring the
possibility of reforming the economic system. The North Korean nuclear crisis,
the strategy of opening up the country to the outside world, and reform
exploration have all been carried out at the same time. This is a very strange
phenomenon. Economic development, especially system reform, needs a peaceful
international environment. On one hand, North Korea has promoted the policy
of gradually opening up to the outside world, but on the other hand, it has
constantly created international tension.
Modern technology and financial and system reform are the most critical
factors for the postdeveloping countries to achieve economic development. In
the aspect of modern technology, it is the critical factor to develop domestic
human resources and technology from abroad. In terms of system reform, the
formation of a competitive economic operation mechanism and stable macroeconomic
situation is critical. In addition, the modernization of the postdeveloping countries
is not a natural historical process, but a process that adopted and borrowed some
South Korea and the International Politics, Vol. 20, No. 2, 2004, p. 72.
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modern factors from the developed countries. Therefore, these countries need
a lot of money in the short term. The fundamental guarantee for the economic
development of a postdeveloping country is the proper interaction of these factors
in the long term. After the 1990s, North Korea made an exploratory reform of the
system and introduced many competition mechanisms to cure the economic crisis.
North Korea mostly lacks a lot of capital and technology. After the 1990s, especially
when North Korea announced its withdrawal from the “indefinite extension of
the NPT,” nuclear development has been the bargaining counter for North Korea
to get more support (direct and indirect) from the US.
Third, the internal crisis and asymmetric suppression strategy is another
way to alleviate the economic crisis. Due to long-term shortage problems faced
by the economy, especially an extremely serious economic crisis since the 1990s,
the foundation of political legitimacy faces a serious threat. On the other hand,
the nuclear crisis provides so-called reasons for Korean implementation of the
“Songun Politics,” and this is actually the basic means to overcome potential
domestic political crisis. Long-term shortages in the economy and the emergence
of the second economy severely weakened the control capability of the central
to local government, cadres at all levels, and the masses. Corruption within the
party and government is serious. In Kim Jong-il’s opinion, the party and the
government have lost their normal function and cannot meet the ruling
requirements. Currently, the army is the only reliable power. As Kim Jong-il
said, “Building the army into absolute loyalty to the leader and the party’s army
is the general task of army building. Our army is a military that is determined
to support and defend the leader, a military that will firmly obey the party’s
commands and instructions. The army is our party’s biggest glory and pride.”
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7. Surviving and Emerging from the Crisis: Conclusion and
Discussion
Can the three survival strategies of North Korea including “Songun Politics,”
“7.1 Measures” and nuclear development pull the country out of the crisis?
“Songun Politics” is merely a crisis management scheme implemented during
special periods in time, and it is not the political system that North Korea claimed
during the period of the socialist revolution and socialist construction. “Songun
Politics” must have validity to gain legitimacy. This effectiveness must first be
reflected in the improvement of economic conditions. Modern technology and funds
and institutional change are the most critical factors of economic development
in developing countries. From the perspective of modern technology, the keys
are to develop domestic human resources and introduce technology from abroad.
In terms of funding, the key is to introduce large amounts of money from abroad
in the short term. In terms of institutional change, the key is to form a competitive
economic operation mechanism and stable macroeconomic pattern. Political
stability and opening-up to the outside world is the basic political premise that
can help introduce large amounts of technology and finances immediately.
“Extreme conflict” is the logical starting point of “Songun Politics.” That is to
say that the threats of system and security from the domestic and foreign
reactionary forces are the main contradiction of North Korea. Under such logical
preconditions, it is impossible for North Korea to open up to improve its economic
situation. In addition, the all-around opening-up to the outside world may directly
impair the supreme status of the military and “Songun Politics.”
Now, we will discuss the dilemma Kim Jong-un faces today and his potential
tendencies. In June 2013, Kim Jong-un came to power and soon launched the
so-called “opinion on the establishment of a new economic management system
with North Korean characteristics,” also called the “6.28 Principles.” The main
content of these principles include: the state pays the cost of state-owned
enterprises and state farm’s production; sales of products produced are allocated
between the state and production units by a certain percentage; expenses and
income distribution paid for by the state is calculated by variable price (market
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price); and the encouragement of private investment in small service industries
such as catering, hairdressing and other industries. Judging from their nature,
the “6.28 Principles” and “7.1 Measures” have both acknowledged diversification
benefits and the introduction of market mechanisms to improve production
efficiency. On November 21, 2013, the Standing Committee of the DPRK
Supreme People’s Assembly issued a decree which launched thirteen new SEZs,
including four economic development zones, three industrial development zones,
two export processing zones, two agricultural development zones, two tourism
development zones, and so on. From China’s experience, these two measures
are the reform and opening-up initiatives. However, reform and opening-up needs
two key variables: the change in ideology and national security. In the absence
of these two key variables, reform and opening-up cannot be sustained and
effectively advanced.
Under the above situation, Kim Jong-un faces a dilemma. First, he could
rely on the reform and opening-up strategy to resolve the crisis, prove his political
capacity, and regain political legitimacy in order to seek long-term governance
and the prosperity and unity of the country. If he chooses this strategy, Kim
Jong-un would face a deep crisis which comes from the resistance of the
privileged class due to the change in basic political ideas and institutions and
the loss of the original political legitimacy. The second is that he can refuse
reform and still maintain the existing ideas and institutions to obtain the support
of the privileged class, and use the existing political legitimacy to consolidate
his dominance. If he chooses this strategy, he would face a rising social discontent
because of poor ruling performance and the crisis of a weakening political
legitimacy. These two-value targets between following his father’s behest and
consolidating his dominance are not consistent, but conflicting. Kim Jong-un must
either choose one, or make a compromise between the two-value targets.
Kim Jong-il’s regime had tried to do reform and open up the country to
resolve the crisis. However, the result was a vicious circle of repeated reform
and rigidness. Kim Jong-il’s reform did not change the basic values used as
the guidance and only pursued the short-term economic benefits. Could Kim
Jong-un break out of this vicious cycle? The possibilities are there, and everything
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is possible. Kim Jong-un needs to keep the balance between reform and
opening-up, and continue the legacy he inherited from his father. This is the
only way for him to get rid of the dilemma. In China, Deng Xiaoping evaluated
Mao Zedong by the standard “three points of fault and seven points of merit,”
and took this opportunity to start and promote the emancipation of the mind,
do reform, and open- up the nation. In North Korea, Kim Jong-un could pull
the nation out of the crisis depending on his basic understanding, judgment of
the situation, and his teams who have the political ability to manage complex
political situations.
There are at least four differences between Kim Jong-un and his father Kim
Jong-il. First, as a national leader, Kim Jong-un is very young, which means
that he is inexperienced and lacks authority. On the other hand, being young
means that his political philosophy is still not set and can still be molded unlike
his father. Second, Kim Jong-un has experienced studying overseas. Kim Jong-un
has studied in the most advanced countries for at least 3 years. So he has more
desire to develop the economy. Third, Kim Jong-un and Kim Jong-il ruled under
different political environments between. The former is under the shadow of his
father who ruled for nearly 20 years after gaining independence, while Kim
Jong-un inherited the rule as an independent leader. The fourth is that Kim
Jong-un’s regime withstands greater external pressures than the Kim Jong-il era.
In the wave of democratization, African democracies have had misfortune, and
nondemocratic leaders have experienced a tragic ending. The increasing development
gap between countries is huge, especially the development between North and
South Korea, which is increasingly becoming a challenge and threat. These
pressures are also likely to strengthen the cohesion of the privileged class, but
there may be internal differentiation. Currently, Kim Jong-un’s regime has at
least two internal structural imbalances. First, there are imbalances between the
communist party, state and military. The peculiar phenomenon of the disappearance
of the Politburo Standing Committee, and Jang Ri, Kim Kyung-hee and other
private parties becoming generals overnight illustrate how difficult it is to
coordinate military and political relations. After the third-party convention, the
DPRK is only comprised of a large number of young cadres in important positions
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and forms a new generation led by Kim Jong-un to replace the older pattern.
According to the new generation of political elite, it is required to get support
from the older generation. How North Korea’s new generation is going to get
the stable support of the older generation is still unknown.
As mentioned above, the reform and opening-up of the socialist system is
complementary interdependence. Without the opening-up or undergoing reform,
there would be no lasting effect. The change in basic values is the premise of
reform and opening-up. On the other hand, local and limited opening-up also
may lead to a comprehensive one. China’s reform and opening-up neither went
hand-in-hand, nor began in full swing. The 14 SEZs have achieved success, and
the opening-up of 14 SEZs also comes from the success of Shen Zhen. If the
opening-up of the Rajin and Sinuiju areas is successful, it may spread to more
areas. From the experience of China, North Korea’s partially open and limited
reform may lead to reform and opening-up on a deeper level. The international
community should actively give guidance and support.

Economic Developments in North Korea
Marcus Noland

1. Introduction
Based on the standards of Northeast Asia, the Democratic People’s Republic
of Korea (North Korea) is an analytical black hole. It does not publish any
meaningful economic statistics; even something as prosaic as international trade
figures is regarded as a state secret. Most of the data in the public domain
originate either from the government of the Republic of Korea (South Korea)
or various United Nations agencies. These data have to be handled with care;
they are collected under less than optimal circumstances and may be subject
to both gross mismeasurement errors and politicization by their disseminating
authorities. In short, the analysis of the North Korean economy is as much an
art as it is a science, triangulating fragmentary, error-ridden, and possibly
contradictory indicators from multiple sources.
This paper is an attempt to provide an overview of the current state of the
North Korean economy by pulling together evidence on a number of key issues.
To impose some structure on this narrative, this paper will begin with a discussion
of domestic issues followed by a discussion on the country’s external economic
relations, which clearly rebound on each other. With regard to some issues on
the division between the two, it is somewhat arbitrary.
The fundamental conclusion is that North Korea today is best regarded as
a small, open, and highly distorted market economy. It is no longer the classic
and centrally planned economy of one or two generations ago. However, it is
also not a market economy with well-functioning institutions. Indeed, the
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marketization that has occurred over the past 20 years or so has fundamentally
been a bottom-up process that was born out of state failure and not out of any
kind of proactive top-down reform. This is an important point in understanding the
state’s subsequent ambivalence toward the market and its inability or unwillingness
to construct the institutions of a modern market economy. In turn, such insight
informs one’s expectations for the future. North Korea appears to be developing
into a corrupt, opaque, and extraction-based economy, which is common in
Central Asia or the Sub-Saharan Africa. Such an economy generates benefits
for a small ruling elite and key regime constituencies, but it does not deliver
prosperity for the bulk of the population.

2. Internal Developments
North Korea faces a fundamental macroeconomic problem because of its
bloated military, as well as its money-losing and state-owned enterprises (SOEs).
The government of North Korea has a great demand for financial resources.
However, while its needs are considerable, its ability to fulfill those needs is
not. It lacks a tax system that is capable of generating adequate revenue and
because of its underdeveloped financial system, it is incapable of issuing
government bonds. (It does sell something called People’s Life Bonds. However,
these are more akin to a lottery ticket, which is purchased to display patriotism
rather than a revenue bond as conventionally understood.) The response has been
to resort to the printing press and sustained inflation. In the aftermath of a botched
currency reform in November 2009, inflation ebbed and flowed in double- and
triple-digit ranges. However, beginning in January 2013, which is possibly
connected to the emergence of a current account surplus as discussed below,
the black market rate of the North Korean won hit a low point, and the currency
began to appreciate against the US dollar (Figure 72). Simply put, more dollars
are entering the economy than going out. As a consequence of the excess dollar
supply, the dollar is declining against the won. The upshot is that the price of
rice in Pyongyang—effectively determined by the marginal supply of dollar-priced
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imports—has stabilized (and is declining in terms of North Korean won).
Figure 72. Price of Rice and US Dollar Exchange rate in Pyongyang Markets, January

Rice is consumed by the elite, and it is an open issue whether the same
relationships are held (or held as tightly) for the less costly foodstuff, such as
corn, or in locations other than Pyongyang. It is possible that the situation is
stabilizing or even improving for the upper echelon of the North Korean society
(people with access to dollars who eat rice) but not for the less elite members
of the society who do not have access to dollars and have to eat corn and potatoes.
This observation in turn raises the issue of inequality. Anecdotal accounts
imply that inequality in North Korea is rising, and the most rigorous attempt
of which the researcher was aware, to quantitatively analyze this phenomenon,
reached conclusions with regard to the degree of inequality. The said degree
of inequality was described by the authors as “mind-boggling” based on a 2005
Korea Development Institute survey of 700 refugees (Kim and Kim 2012). Apart
from the attempt to calculate the standard and income-based measures of inequality,
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there is considerable complementary evidence that was also derived from refugee
surveys depicting a collapse of the social welfare system, at least for nonelite
households in the hinterlands (Kim et al. 2012).
The state of public education in North Korea seems to be one of those
issues where a very large gap between what most people outside of the region
think they know and the actual situation exists. One 2014 press report indicated
that the increase of school fees was contributing to a rise in the dropout rate
(Moon 2014). While the 2013 increase in the number of years for compulsory
public education attracted a considerable amount of positive attention, the survey
work that the researcher conducted, along with Stephan Haggard, showed that
in reality, many respondents—at least among some cohorts in some
socioeconomic classes—received less education than they should have had in
principle (Haggard and Noland 2011). This result was particularly striking insofar
as these responses were self-reported and not subject to verification. Thus, if
there exists a bias, it would surely be in respondents exaggerating their educational
credentials and not understating them.
A critical related issue is the ongoing food insecurity among some nonelite
households. Most of the grains consumed in North Korea is produced in North
Korea, so the size of the domestic harvest is important. In recent years, supported
by the favorable weather, harvests have increased, and it appears that food
availability exceeds the minimum human requirements (Figure 73). However,
no society exists wherein food is equally shared across the whole population.
Although on average there is enough food to go around, in reality, some parts
of the population do not get enough. For what it is worth, the most recent United
Nations Children’s Fund (UNICEF) survey suggests that 10% of the country’s
two-year-olds are afflicted with severe stunting (UNICEF 2012). Stunting of that
degree at that age is irrecoverable and confers a lifetime of physical and mental
challenges.
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Figure 73. Minimum Cereals Requirement Surplus/Deficit

Multilateral food assistance began in 1995 during a famine that killed perhaps
600,000 to 1,000,000 people (about 3~5% of the precrisis population). As such,
the aid program has been the most sustained interaction between North Korea
and the global community (Haggard and Noland 2007). In the efforts to ameliorate
this disaster, the humanitarian community faced a fundamentally hostile environment.
The North Korean government would not permit normal assessment and monitoring
activities—aid agencies were forced into adopting a second best solution by
targeting institutions, such as orphanages, schools, and hospitals, where particularly
vulnerable populations were thought to be present. However, food was not directly
delivered to these institutions—it went through the PDS system where it was
combined with other supply sources that were intended for different recipients.
Initially, the World Food Program (WFP) was not permitted to use Korean
speakers or employ ethnic Koreans. It was not until 2004 that the government
allowed the WFP resident staff to take Korean lessons. Currently, the use of
Korean speakers remains restricted although not entirely prohibited. Prenotification,
which is generally one week, was required for site visits. It was not until 2002
wherein two teams were allowed to visit a single province at the same time;
prenotification was still required, but the prenotification period was reduced to
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24 hours. The WFP and other relief groups have consistently been denied access
to markets where, for almost 20 years, most non elite households have actually
obtained their food.
In short, during the period of famine and its immediate aftermath, the WFP
was restricted to using 50 non-Korean speakers to monitor the 40,000 end-user
institutions for which the North Korean government have never furnished a
complete list. Such conditions were imposed despite the fact that at its peak,
the aid program targeted roughly one-third of the population.
Weak monitoring meant ample opportunity for diversion of aid from its
intended recipients, as well as enabling discrimination in aid provision. The extent
of diversion partly depends on how rigorously diversion is defined, either as
aid not reaching its intended recipients, or as aid not reaching its intended
recipients on the gratis terms on which it was donated. Haggard and Noland
(2007) use several methodologies to examine the first question and conclude
that perhaps 30% of aid was diverted. If a more rigorous definition of diversion
is applied—the intended recipients did not receive the aid without providing
payment—then the figure would be vastly higher.
Concerns over the effectiveness of the aid operation were subsequently
reinforced by results obtained from refugee surveys. Haggard and Noland (2011)
report results from two surveys of refugees, one conducted in China and the
other in South Korea. In both the China-based and South Korea-based surveys,
an astonishing number of respondents, roughly half of those surveyed, revealed
that they were unaware of the long-standing and large-scale program (Haggard
and Noland 2011: Table 3.1). Moreover, among the respondents who indicated
knowledge of the effort, 33% of the South Korea survey respondents and only
4% of the China survey respondents believed that they had been recipients.
Looking only at urban residents (those who are part of agricultural cooperatives
would have been less likely to receive aid), only 3% in the China survey and
14% of the later South Korea survey reported being recipients.
The refugees overwhelmingly believed that the aid primarily went to the
military (Haggard and Noland 2011: Table 3.2). The question and possible
responses were posed slightly differently in the two surveys, but the results were
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consistent. When asked who received food aid, and allowing multiple responses,
89% of the refugees in China who were aware of the program believed that
it went to the military, and 27% said that it went to government officials; less
than 3% said it went to common citizens or others. When asked in the South
Korea survey that the primary recipient of aid was—not allowing multiple
responses—67% said the military, 27% said high-level government or party
officials, 2% said local government or party officials, and 2% said the general
public.
Similar results were obtained in a subsequent survey of 500 refugees in
South Korea, which was conducted by the Network for North Korean Democracy
and Human Rights. The respondents who reported not receiving international
food aid while in North Korea were 78%. However, more survey reports
something even more astonishing: “Of 106 respondents who did receive such
aid, 29 said they returned whole or part of the aid” apparently after the
international monitors had departed (Chosun Ilbo 2011).
When asked where the aid went, few of the respondents in any of these
surveys thought that the common people had benefitted; a large majority thought
that the aid went to the military or other connected groups. According to the
Chosun Ilbo, “Some 73.6% believed that food aid went to the military, followed
by party leaders (69%), government agencies (48.8%) and the privileged (38.8%).
Only 2% believed it went to vulnerable children. Multiple answers were allowed.”
The issue of diversion is a complex one: if aid is diverted, it does not
disappear into the ether. Obviously, it would be best if the aid reached its targeted
beneficiaries. Yet in the case of North Korea, the diversion of aid had an oddly
positive side effect—encouraging the development of markets. During a famine,
aid is extremely valuable, and there is an enormous incentive to sell it on the
market—if such markets exist. In North Korea, however, markets were thoroughly
suppressed under the communist system. Ironically, the inflow of aid acted as
a lubricant, encouraging the development of markets, which is a desirable
development in the long run.
The lack of monitoring and the apparent lack of understanding of the North
Korean system by the aid agencies may have also enabled the authorities to
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practice discrimination in the provision of aid. North Korea maintains a
classification system called the songbun system of 52 categories, which is based
on family background and perceived political loyalty (Collins 2012). There are
three broad categories: the core, wavering, and hostile classes. The songbun
system strongly influences educational opportunities, job assignments, and
location of residence. It appears to have also played a role in relief activities.
Between 1998 and 2000, a number of private NGOs terminated operations
in North Korea because of the inability to operate effectively as a result of the
North Korean government interference (Noland 2000; Schloms 2003). In
explaining their withdrawal, Medicins Sans Frontieres (MSF) (1998), then the
largest private relief operation in the DPRK, made specific allegations with regard
to North Korean practices. First was that they were denied access to the so-called
9/27 camps that they had learned of via children’s medical records and discreet
comments by the local staff, and where they believed patients—particularly
starving orphaned children needing assistance—were being held. Moreover, MSF
specifically claimed that the North Korean government had denied access to sick
and malnourished children; instead it was claimed that the government channelled
relief supplies to the children of the politically well-connected.
Other NGOs have also made similar claims. More broadly, aid supplies flow
through the PDS system, which is used as a mechanism of social control. Clearly,
some of the worst affected areas—mainly in the northeast part of the country—
were not prioritized in terms of PDS shipments. In addition, these areas also
happened to be locations where the share of people classified as wavering and
hostile is believed to be particularly high because of a history of forced internal
deportations. Furthermore, there is the extensive penal system for which the
researcher does not know of any aid shipments ever being delivered.
This history has contributed to profound fatigue among the donors. Because
of a lack of donor support, the current WFP program in North Korea is being
funded at only 20% of its intended level. In turn, the low level of funding makes
it difficult to operate an effective monitoring program. The upshot is that there
is a real possibility that the WFP will terminate its long-standing operation in
North Korea.
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The bottom-up marketization of the economy and the state’s ambivalent
response has contributed to a high, and possibly increasing level of corruption.
This phenomenon can be documented both in the refugee surveys (Kim 2010;
Haggard and Noland 2011), a survey of Chinese businesses operating in North
Korea (Haggard, Lee, and Noland, 2011; Haggard and Noland, 2012), and most
recently, case studies (Noland 2014). The basic dynamic is that the business
environment is characterized by pervasive rules and regulations that are subject
to arbitrary and capricious change, effectively yielding a circumstance in which
all economic agents are out of compliance with some rule or regulation, thereby
establishing a basis for a shakedown or extortion. It is perhaps not surprising
that while employment in the state apparatus is still valued, a plurality of male
respondents in the most recent cohort of refugees surveyed by Haggard and
Noland (2011) identified crime and corruption as the best way to get ahead in
North Korea. It appears that such positions in officialdom are desired—at least in
part for the opportunities for graft that they offer. Moreover, this also includes the
issue of gender. Women have been disproportionately shed from state-affiliated
employment. They are thrust into a market environment that is characterized
by weak institutions and corruption. As a result, the state and its affiliated
institutions are increasingly populated by males, and the market, particularly
within the retail aspect, is dominated by women. Among the most recent cohort
of refugees to leave North Korea who were surveyed by Haggard and Noland
(2013), more than one-third of the male respondents indicate that criminal
activities and corruption are the best ways to make money. Meanwhile, 95% of
female traders report paying bribes to avoid the penal system. In short, the
increasingly male-dominated state preys on the increasingly female-dominated
market.
The picture that emerges is of a regime that wants to be modern and
prosperous, but wants it on its own terms. Policy is consequently oriented toward
improving the efficiency of the existing socialist system—not reforming it.
(Indeed, the use of the word “reform” is verboten.) However, this is not to say
that North Korea is unchanging. Since November 2013, the government has
announced the establishment of 19 new special economic zones (SEZs). The
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most successful SEZs are catalysts for change in the broader economy. One can
identify two channels: real economic spillovers and policy effects.
With respect to spillovers, in the narrowest sense, do the zones generate
what economists call backward and forward linkages? Do local firms become
suppliers of inputs to foreign firms operating in the zone? Are the products
produced in the zone used in the broader economy by local businesses or
consumers? Does technology, broadly defined to include new management
approaches or ways of doing business, diffuse beyond the confines of the SEZ?
Additionally, in terms of policy, do SEZs drive a broader economic policy
as in China in the 1980s? Are the more liberal rules in the SEZs eventually
broadened to include the entire economy?
The World Bank undertook a comprehensive review of SEZs around the
world, and put bluntly, based on these criteria, most SEZs fail (Farole 2011).
They do not generate much investor interest nor do they critically act as a catalyst
for changes in the broader economy. Thus, with these diminished expectations,
what about the specifics of the North Korean case?
Most of these planned venues are quite small—on the order of four square
kilometers or less—making them more like “bonded warehouses” than SEZs as
commonly understood. If successful, they can be expanded, so size is not dispositive,
at least in the beginning. However, North Korea does not exist in a vacuum. Why
would a firm locate in one of these North Korean start-up SEZs rather than, say,
Vietnam? Or rather than one of the dozen or so industrial zones being established
in Myanmar, why should it be the current flavor of the month? Or Jordan, where
investors get duty-free access to the US market, and not the Smoot-Hawley tariff
that goods from North Korea face? Or if one wants to go even further, the
industrial zones that the Chinese are building in Zambia, for instance?
Such questions lead to the final and most fundamental challenge: the
byungjin line of parallel development of nuclear weapons and economic
development, which amounts to increasing a fundamental contradiction at the
doctrine level. It is going to be difficult to attract foreign investors to new SEZs—
mini-, maxi-, or otherwise—if a country is under ever-tightening international
sanctions.
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3. External Relations
North Korea’s external economic relations are characterized by growing trade
(Figure 74) and increasing dependence on China (Figure 75). (Total trade in
2013 actually declined largely because of the disastrous closure of the Kaesong
Industrial Complex, which was jointly operated by North and South Korea.) The
Chinese share of North Korea’s trade has steadily risen, partly because of an
expansion of trade activity, and partly because of the souring of North–South
relations, as well as the concomitant decline in trade with South Korea. North
Korea appears to genuinely want deeper economic integration with China, but
wants this expansion in cross-border activity to occur through officially sanctioned
and centrally coordinated channels, not through decentralized, market-conforming,
and profit-seeking channels that have arisen over the past 20 years.
Figure 74. North Korea’s Total Observed World Trade, 2001-2013

272

Strengthening North Pacific Cooperation

Figure 75. Percentage of North Korea’s Total Observed World Trade with China,
South Korea, and Russia, 2000 - 2013

As a small, effectively dollarized, and increasingly open economy, and as
such is more vulnerable to developments in the global economy than most
observers appreciate, North Korea’s external economic relations are highly
politicized. Most analysts who follow North Korea are not economists; thus, they
sometimes misattribute changes in North Korea’s economy or trade relations to
diplomatic developments. An example would be the 2007–2008 period when
China imposed an export embargo on grain in response to the rising domestic
prices, which many North Korea watchers misinterpreted as diplomatic pique,
ignoring that the embargo was applied to all trade partners and not just to North
Korea (Haggard and Noland 2008a).
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Figure 76. China’s Foreign Direct Investment in North Kore, FDI Stocks and Registered
Projects

Something similar may currently be occurring. The North Korean economy
appears to be largely improving as a result of the expanding trade and investment,
much of it with China (Figure 76). However, this trade expansion may be largely
attributable to the increasing prices for North Korea’s commodity exports, and
not because of increasing volumes. However, what goes up can come down.
The Chinese government is in the midst of trying to deflate property bubbles,
and their economy is slowing as well (Laing 2013). Elsewhere in the world,
economic growth remains uneven. Some observers claim that we have seen the
end of a “super-cycle” in commodities (Hendrix and Noland 2014).
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Figure 77. North Korea’s Commercial Exports Versus World Commodity Prices,
1995 - 2013

Most of North Korea’s exports consist of primary products, minerals in
particular. Figure 77 shows a reproduction of North Korean merchandise exports,
the International Monetary Fund’s index of metals prices, and the World Bank’s
index of the commodity prices produced by low- and middle-income countries
(LMICs). The series are highly correlated. In particular, the price series closely
trace the run-up in North Korea’s exports since 2009. However, since its peak
a couple of years ago, commodity prices have been on a downward trend. This
may amount to a “leading indicator” of sorts for the trade data, which are only
observed with a lag.
In all likelihood, North Korea has run current account deficits for most of
its history. That meant that the country was consuming more than it was
producing, and the difference had to be financed from abroad. Given the
significant uncertainty about many components of the North Korean balance of
payments—revenues from illicit activities, remittances, and the organized export
of labor—it is advisable to produce high and low estimates of these flows
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alongside the best guesses (Haggard and Noland 2008b).According to the
calculations conducted for this research, largely on the back of the aforementioned
expanding trade with China, the current account went into surplus in 2011 (Figure
78). This research’s preliminary calculations suggest that the country probably
also ran a surplus in 2012.
This is bad news, both for North Korea and the rest of the world. It is
bad news for North Korea because as a relatively poor country, they should
be running a current account deficit, importing capital, and expanding productive
capacity for future growth. Instead, this research’s calculation suggests that they
are exporting capital. Consumption at home is being needlessly compressed (the
2012 UNICEF survey document continuing chronic food insecurity for some
significant part of the population). Instead, money is flowing abroad, presumably
to finance the future consumption of the elite. Some of this outflow may be
ending up in accounts in China (Haggard 2013).
The North Korean current account surplus is also bad news for the rest
of the world. If North Korea is running current account surpluses, then they
are less vulnerable to foreign pressure.
Figure 78. North Korea’s Current Account Balance, 1990 - 2011
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Furthermore, this trade pattern has other worrisome implications for North
Korea. It suggests that the country could be vulnerable to a slowing of Chinese
and global growth, and that there is a slump in commodity prices. If such were
to be the result, as a plausible scenario, then the apparent recent gains in the
North Korean economy could go into reverse. A young and relatively inexperienced
leader could find himself in a challenging environment without a lot of policy
levers at his disposal to cushion the fall. Indeed, if, as some argue, North Korea
is initiating reforms, the reforms could be associated with or, in extreme cases,
even be blamed for the deteriorating performance.

4. Illicit Activities
North Korea has long engaged in various illicit activities, such as
counterfeiting, smuggling, drug trafficking, insurance fraud, and so on (Noland
2000). The importance of these activities to the North Korean economy is often
exaggerated—attributing to North Korea’s revenues based on the “street prices”
for drugs that go through multiple hands before reaching the final consumers,
for example. Figure 79 displays the estimates of illicit revenues (inclusive of
arms sales) as a share of merchandise exports. Admittedly, these are highly
speculative. As a consequence, the researchers included high and low estimates,
as well as a best guess. As one can see, this share has been drifting down for
more than a decade as both legitimate trade has expanded, and intensified
interdiction efforts have suppressed criminal activities. This research estimates
that in 2011, the illicit share of exports was in the range of 5–20%, with the
best guess at roughly 10%.
A related issue is the degree to which central authorities exercise control
over these activities. Some activities are almost surely subject to central control;
some are probably conducted by state entities but without direction from central
authorities (or perhaps without even their specific knowledge); some of these
activities may well be conducted by what is equal to local criminal gangs (which
may include state, military, or party officials as participants); some of these
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activities may be organized by Chinese or other foreign gangs, with the consent
of North Korean officials. For instance, during a crackdown several years ago,
intellectual property rights theft in China did not exist; some of the counterfeiting
activity allegedly moved across the border into North Korea where control was
more lax. A recent analysis of the drug trade argued that there was a change
in behaviour around 2005, with the state withdrawing from active participation
in this activity and alliances of transnational gangs taking over the trade (Greitens
2014).
Figure 79. Arms and Illicit Exports as a Share of Commercial Goods Exports

This does not mean that we should slack off in our attempts to eradicate
these activities. Even though they account for a declining share of the North
Korean economy, they are still objectionable. However, with the same token,
the analytical mistake of thinking that shutting down these activities will halt
the North Korean nuclear program or bring down the regime should not be made.
The real message here is that the expansion of legitimate trade in recent years
has made North Korea less dependent on criminal activities and less vulnerable
to disruption. North Korea is under multilateral economic sanctions via four
United Nations Security Council resolutions (UNSCRs): 1695 (2006) was adopted
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following the North Korean missile tests; 1718 (2006) followed North Korea’s
first nuclear test; 1874 (2009) followed the second nuclear test; and 2094 (2013)
followed the third nuclear test. (In addition to these multilateral sanctions,
individual countries, including the US, South Korea, and Japan, may maintain
additional and unilateral sanctions.)
The sanctions undertaken that were pursuant to the UNSCRs can be thought
of as having two components. The first sanction component is essentially
“defensive” in nature as it seeks to disrupt the North Korean military program
and in essence, protect the rest of the world from North Korean depredations.
These include a ban on the export of military hardware; a ban on the importation
of most kinds of military goods; the targeting of specific individuals and entities
for their alleged roles in the proliferation of nuclear weapons and their missile
delivery systems. Each new resolution has expanded or tightened these measures,
which are aimed at disrupting North Korean military trade. Thus, for example,
UNSCR 2094 increased the number of individuals and entities subject to travel
bans and asset seizures. It also included new language that urges member states
to prohibit financial flows associated with these programs. For example, a state
could block the opening of North Korean banks or the establishment of
correspondent relationships with banks in their jurisdictions “if they have
information that provides reasonable grounds to believe that these activities could
contribute to the DPRK’s nuclear or missile programs,” or evasion of sanctions
imposed under previous resolutions.
Likewise, the new resolution called on member states to deny ports or
over-flight rights to ships and airplanes that are believed to be involved in the
military programs or evasion of sanctions. It even calls for “enhanced vigilance
over DPRK diplomatic personnel” to prevent them from engaging in proliferation
activities.
The problem with these latest steps is that each has a kind of “credible
information” clause. A government that does not want to enforce them can say
that they lack credible information, or that the information that they were provided
did not meet the standard of “reasonable grounds.” On the other hand, the
resolution also provides cover for a campaign to intensify financial restraints
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on the country on the grounds that virtually all of its external transactions
ultimately provide feedback into a central pot from which the country’s excessive
military expenditure is drawn. Expectations of a continuing diplomacy from the
US and its allies to secure support for an expansive definition of proscribed
trade and financial transactions are thus present.
In addition to these “defensive” sanctions, UNSCR 1718 introduced limited
punitive sanctions in the form of an embargo of luxury export goods to North
Korea. Not only were luxury exports to North Korea prohibited, but a
transshipment of luxury exports was also proscribed. This clarification was
important given the substantial trade across the land border between China and
North Korea, including the transshipment of goods emanating from elsewhere.
However, the resolution did not attempt to define “luxury goods”—a task that
was left up to individual member states.
There are a number of problems in enforcing sanctions on luxury goods,
the most basic of which is generic: that enforcement ultimately rests on the will
of the member states. A considerable number of member states, most critically
China, showed little interest in restricting luxury exports to North Korea. When
the luxury goods lists compiled by Australia or Japan are applied to Chinese
trade, it appears that Chinese exports of luxury goods to North Korea nearly
rose monotonically during this period (Figure 80).
Figure 80. Chinese Luxury Goods Exports to North Korea, 2000 - 2011
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UNSCR 2094 made a way to address this issue by establishing a common
definition of luxury goods. However, the list was drawn within extremely narrow
terms of just four items: jewelry, yachts, luxury autos, and racing cars. This
list was far shorter than those previously produced by countries or groups of
countries such as Australia, the European Union, Japan, or even Russia. It omits
standard items such as expensive fur coats and watches; high-end consumer
electronics; and top-of-the-line liquor and tobacco products. By all accounts, there
is a surfeit of luxury products currently available in Pyongyang.
The bottom line is whether these resolutions will terminate the North Korean
proliferation challenge. It goes without saying that sanctions alone will not. They
can only buy time. Given the modesty of these efforts and North Korea’s apparent
determination to build its nuclear and missile programs, regrettably, UNSC 2094
and its predecessors are unlikely to have a great effect.

5. Conclusions
The good news for North Korea is that the macro economy is stabilizing.
The bad news is that the country remains vulnerable to a sharp downturn in
either the Chinese economy or world commodity prices. In terms of policy, the
aim is to improve the existing system, not fundamentally reform it. While
Pyongyang, the capital city, is growing more prosperous, one should be careful
about projecting developments in Pyongyang to the rest of the country, which
anecdotally appears to be stagnating if not actually slipping backwards. Within
the economic sphere at least, the regime seems to lack any real strategic vision.
The outside world should not overestimate the degree of influence it has
on North Korea. The country does not appear to be particularly responsive to
either economic sanctions or inducements. While the rest of the world can
influence incentives at the margin, exaggerations on how much influence we
have on internal developments should not be made.
In this regard, the situation is characterized by deep uncertainty. The
judgment of its leader, the young and inexperienced Jong-Un Kim is questionable:
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when given the opportunity to meet Google Chairman Eric Schmidt, the leader
of one of the world’s most dynamic and innovative companies, Kim declined.
However, on multiple occasions he managed to find time in his schedule to
spend hours partying with Dennis Rodman, a circus act. Such a choice raises
legitimate questions about Jong-Un Kim’s judgment and suitability for leadership.
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The Current Situation and Future Prospects
of the North Korean Economy
Dongho Jo

1. Introduction
The experts on the North Korean economy have faced three basic questions.
The first one is how we evaluate the economic condition of North Korea. Of
course, assessing the North Korean economic situation has not been easy because
of the lack of data and information. However, it becomes more difficult because
we observe conflicting pictures concerning the North Korean economy. For
instance, all experts were able to agree in the 1990s that the North Korean
economic condition was very bad. In recent years, however, some experts say
that the North Korean economy has continued to decline, while others insist
that it has achieved positive growth. As such, what is the real picture today?
The second question is about the responses of the North Korean leadership
or the economic policies of North Korea. The most remarkable phenomenon of
the present North Korean economy is the expansion of markets. North Korea
maintains a socialist planned economic system; however, market activities have
been growing rapidly, and even official sectors are now dependent on markets.
While the markets are contributing to economic growth, the economic system
itself has been collapsing because of the former. Under these circumstances, what
kinds of economic policies do the North Korean leadership pursue?
The third question is about the future of the North Korean economy and
our policy options. The economic textbook teaches that the increase in inputs
and/or the increase in production efficiency are inevitable to increase the outputs.

The Current Situation and Future Prospects of the North Korean Economy

285

Thus, the North Korean economic policies will surely go to this direction. As
such, what would be the results and what policies do we need to support North
Korea’s success?
This paper seeks to answer these questions. To do so, it starts from the
assessment of the current economic situation of the country.

2. The Current Situation
2-1. Analysis
I believe that the North Korean economy has been getting better in recent
years. The Bank of Korea, an official institution that estimates the North Korean
economic condition, shares the same view. According to the Bank of Korea
(2014), the North Korean economy has continued to achieve positive growth
since 2011, realizing 1.1% in 2013.
Figure 81. Economic growth rates of North Korea

Source: Bank of Korea, “The Estimation Results on the Economic Growth Rate of North Korea in 2013,”
2014.
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However, it is very likely that the Bank of Korea underestimates the “real”
economic growth rates because the economic activities in market places, which
exist outside the official sector, are not fully captured in the estimation. Such
a tendency has been intensifying especially since 2010 because most regulations
on market activities were lifted by the so-called “May 26 measures” in 2010,
which allowed business in market places for 24 hours and abolished the
salespersons’ age limit. It is natural that the expansion of market activities creates
added value. Thus, the “real” economic growth rate should be at least 2–3%
points higher than the estimates by the Bank of Korea if unofficial market
activities are included.
In addition to market activities, there are several more factors that are
believed to contribute to positive economic growth in recent years. Most of all,
agricultural production has continuously increased since 2008. The agricultural
production in 2013 was estimated to be 5,267 tons, which increased by almost
50% compared to the production in 2008.
As the economic condition has been getting better, the price of rice in North
Korea has stabilized in recent years as shown in <Figure 83>. Although the
price of rice started to increase, entering the second half of 2014, it is still much
lower compared to the price level in the middle of 2012. The major reason for
the stabilization of price of rice is analyzed to because of the expansion of public
food distribution based on the increase in agricultural production. Aside from
the price of rice, overall prices also became stabilized. According to the
confidential report of the South Korean government, the overall prices of North
Korea fell by about 8% in 2013 compared to the previous year.
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Figure 82. Agricultural production in North Korea
(unit: thousand tons)

Source: FAO/WFP, “Special Report: FAO/WFP Crop and Food Security Assessment Mission to the
Democratic People’s Republic of Korea,” various years.

Figure 83. Price of rice in Pyongyang
(unit: USD / 1 kg of rice)

Source: Daily NK.
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Another indicator that shows the improvement of economic condition is the
amount of the government budget. As shown in <Figure 84>, the government
budget of North Korea has been expanded during the last 10 years. In particular,
the increasing rate of government budget in 2012 was 10%, and the average
increasing rate during the last 3 years was 9%.
Figure 84. Government budget
(unit: billion DPRK won)

Source: DPRK.

In addition, the sharp increase in the trade of North Korea with China is
believed to contribute to the economic growth of North Korea. The trade volume
in 2013 was about USD 6.5 billion, and it hit another record high. As the trade
with China takes about 90% of North Korea’s total trade, and the major import
items were energy and machinery, it must have exerted a strong influence on
the economic performance of North Korea. Moreover, the import of consumer
goods from China has also been improving the living standards of North Korean
people. In addition to trade, the Chinese investment to North Korea has also
been increasing as shown in <Figure 86>.
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Figure 85. Trade between North Korea and China
(unit: billion USD)
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Figure 86. Chinese investment to North Korea
(unit: case)
28

30
25

28

22
19

20

16

15

12

10
5
5
0
2008

2009

2010

2011

2012

2013

2014.6

Source: Whang, Il-do, “Sanction in words, but encouraging investment in fact,” Weekly Donga, No.
947, 2014.
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The improvement in economic condition can be confirmed from the overall
progress in the nutrition of North Korean children as shown in <Figure 87>.
Figure 87. Nutrition of North Korean children
(unit: %)
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Lee, Jeong-hee, “The Comparison in the Nutrition of North Korean Children: An Analysis of the Survey
Reports on the Nutrition of North Korean Children during 1998 - 2012,” KDI Review on the North Korean
Economy, April, 2014.

2-2. Evaluation
As analyzed above, the general economic situation of North Korea has been
improved especially since 2010. However, it does not mean that the economic
difficulties have completely disappeared and that North Korea constructs a solid
foundation for an economic takeoff in the future. In fact, the North Korean
economy still faces lots of serious problems.
First, the polarization of wealth has become more serious. The economic
growth in recent years only means “growing on average.” The income gap
between regions and classes has been wider than ever. North Korea had basically
maintained a system of economic equality. Because of the expansion of private
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market activities, however, the class structure of the North Korean society started
to become divided and even the bourgeois class appeared. The polarization would
inevitably have a harmful effect on the cohesion of the North Korean society.
Second, North Korea still remains as one of the poorest countries in the
world, even though it has had a continued positive economic growth in recent
years. According to the United Nations, the per capita income of North Korea
in 2011 was merely USD 506. Such an income level is far less than those of
the developing countries in East Asia and even lower than Myanmar and
Cambodia.
Table 10. Comparison of per capita income
(unit: USD)

Year
North Korea
China
Vietnam
The Philippines
Laos

2005

2010

2011

547

499

506

1,744

4,519

5,535

624

1,161

1,343

1,517

2,851

3,117

461

1,040

1,247

Cambodia

403

754

838

Myanmar

258

880

1,144

Mongolia

971

2,047

2,797

Source: United Nations, World Statistics Pocketbook 2013 Edition, 2013.

Third, the economic growth rates of North Korea are much lower than those
of other East Asia countries even if North Korea has experienced positive growth
in recent years. For instance, according to World Bank, the average economic
growth rate of North Korea from 2008 to 2012 is only 0.76%, and at most,
it could be 3–4% when market activities are taken in consideration as mentioned
above.
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Table 11. Comparison of economic growth rates

Year
North Korea
China
Vietnam
The Philippines
Laos
Cambodia
Myanmar
Mongolia

2008
3.1
9.6
6.3
4.2
7.8
6.7
3.6
8.9

2009
-0.9
9.2
5.3
1.1
7.5
0.1
5.1
-1.3

(unit: %)

2010
-0.5
10.4
6.8
7.6
8.5
6
5.3
6.4

2011
0.8
9.3
6
3.9
8
7.1
5.5
17.5

2012
1.3
7.8
5
6.6
8.2
7.3
6.3
12.3

Average
0.76
9.26
5.88
4.68
8.0
5.44
5.16
8.76

Source: for North Korea, Bank of Korea, “The Estimation Results on the Economic Growth Rate of
North Korea in 2013,” 2014; for Myanmar, Asian Development Bank, “Asian Development Bank
and Myanmar: Fact Sheet,” 2013; for other countries, World Bank Database.

Fourth, the food situation of ordinary North Korean people remains
unsecured. The increase in agricultural production does not proportionally
improve the food situation of ordinary people because there exists a serious and
distorted distribution problem. For instance, according to FAO/WFP, which had
examined the food condition of 95 North Korean families from September 24,
2012 to October 8, 2012, only 7% were categorized as a group with “food security.”
Figure 88. Food situation in North Korea
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Source: FAO/WFP, “Special Report: FAO/WFP Crop and Food Security Assessment Mission to the
Democratic People’s Republic of Korea,” 2012.
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3. The Reaction of the North Korean Leadership
The Kim Jong-un regime was launched earlier than expected in December
2011 because of the sudden death of the former leader Kim Jong-il. It has been
rapidly stabilized with the political center exerting control over the military. In
fact, we cannot see any signs that imply political instability in the North. Thus,
many observers evaluate that the short-term political stability in the North has
been secured even though it remains unsure for both the medium and long terms.
However, the regime’s stability cannot be achieved only through political
stability. Therefore, the next step should be to focus on economic stability. In
other words, the Kim Jong-un regime shall acquire general supports from ordinary
people once it secured royalty from powerful elites. It implies that the North
Korean government should strive for the better living condition of the people.
There are four grounds that the Kim Jong-un regime should concentrate on, with
regard to the nation’s economy.
First, the Kim Jong-un administration will need a slogan for growth and
development. It is very natural that a new leader requires a new slogan, fitting
a new era, and fresh policy standards, replacing those of his ancestors. In other
words, the slogan of the Military-First, Songun, which was introduced in the
era of Kim Jong-il, should be replaced with a new one. The Songun was a survival
tactic to overcome serious difficulties in and out of the nation in the 1990s.
His father was obsessed with his commitment to employing military forces to
prevent the nation and the regime from imploding. Now, geopolitical and
economic situations have become completely different from those of his father’s
era. Russia has almost fully recovered, economically and diplomatically. China
has become the second largest economy in the world and provides strong
economic and military supports to North Korea. Also, the economy has gone
through the worst part and is getting better, as discussed above. Accordingly,
North Korea requires a new slogan for growth and development because the
current that focuses on survival has become inappropriate.
Second, the era of Kim Jong-un is all about economy. He inherited the
legacy from his father and grandfather to enable all the people in the nation
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to eat rice and meat soup every day. Without realizing economic development,
he cannot gain the legitimacy of his regime and the support across the nation.
It is true that he was appointed as the national leader by his father and approved
by the elites of the nation. However, his leadership is still questionable for the
people of the nation. The only way he can obtain trust and legitimacy from
them is to improve their livelihood. Therefore, economic improvement should
be his top priority. This is the reason why Kim Jong-un vowed that his people
will never have to tighten their belts again during his first public speech in April
15, 2012.
Third, it has been faced with rising demands for the market activities. As
of now, most people in the North cannot live without markets. One empirical
study reports that about 90% of North Korean people are dependent on the market
activities. Furthermore, labor market is in development recently, and the working
class is being divided. In addition, tradesmen were introduced and the “Embryo
of Capitalism” is burgeoning. Against this backdrop, it will be difficult for the
planned economic system and socialism to be brought back. Moreover, it will
take a while for the foreign capital to flow into the nation even though six-party
talks or dialogue with the US is resumed, and economic assistance to North
Korea is agreed. All in all, the regime should allow the markets to be operated
for a while. The problem is that the people of North Korea will have rising
demands for more market activities because they have already experienced the
efficiency of the market. In addition, the markets will develop by themselves
as seen from the cases of the former socialist countries in Eastern and Central
Europe. Therefore, to maintain a socialist system, North Korea needs economic
growth to revitalize the official sector.
Fourth, a “new generation” has emerged in North Korea. A North Korean
who was born in 1990, for instance, turned five years old when the “arduous
march” began. The top priority for him or her was to survive, and they learned
how to survive instinctively. For them, therefore, what matters is material not
ideology, and economy not politics. North Koreans born after the “arduous
march” have been basically in the same situation. In this sense, they are very
different from the previous generation and now account for about 40% of the
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total population of North Korea. Even though North Korea follows a system
of dictatorship, it should reflect their demands for better economic condition to
maintain the regime.
Therefore, we can say that the simultaneous strategy development of
economy and nuclear weapons was to be anticipated. In March 31, 2013, the
plenary meeting of the Central Committee of the Workers’ Party of DPRK set
forth a new strategic line on carrying out economic construction and on building
nuclear forces simultaneously. It is interpreted as a grand national design of
DPRK in the era of Kim Jong-un or “Kim Jong-un Doctrine” to achieve economic
development and to strengthen national security.
Many observers say that this strategy is nothing but a duplication of the
original line of simultaneous economy development and national defense by Kim
Il-sung in the 1960s. However, I believe that there is a big qualitative difference
between the two. In the 1950s, after the end of Korean War, North Korea was
able to concentrate on economic development because of the strong economic
and military supports from the former Soviet Union and China. Entering the
1960s, however, fundamental changes surrounding the Korean peninsula
occurred. The military coup occurred in South Korea, and as a result, a military
government took the power. The so-called triangle security regime among the
US, Japan, and South Korea was launched. Moreover, the sharp dispute between
the former Soviet Union and China made North Korea maintain neutrality. Thus,
Kim Il-sung had to put more resources into defense. It implies that the original
simultaneous developing strategy was to focus on defense.
However, today’s situation is totally different. Building a nuclear deterrent
makes North Korea feel relatively secured in defense. On the contrary, North
Korea has a strong incentive to improve economic condition. As explained above,
the Kim Jong-un regime needs to construct a solid foundation for sustainable
economic growth, to improve the people’s standard of living, to show the ability
of new leadership, and to complete the establishment of Kangsungdaekuk, which
is an unfinished work by his father. Therefore, the simultaneous strategy
development suggested by Kim Jong-un should be interpreted as a focus on
economic development. In fact, some North Korean economists and reporters
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whom I have met explained it the same way.
There are several examples that support this interpretation. As mentioned
earlier, Kim Jong-un declared in his first public speech on April 15, 2012 that
it is the firm resolution of the Workers Party of North Korea to enable its people
to live without tightening their belts any longer. In the New Year’s Address
in 2013, he declared that “the building of an economic giant is the most important
task that comes to the fore in the present stage of building a thriving socialist
country.” Such remarks imply that Kim Jong-un understands that economic
development should be an urgent task for North Korea at present. On March
19, 2013, the National Meeting of Light Industrial Workers were held for the
first time in 10 years, and Kim Jong-un promised in the meeting that he would
do his best to produce better consumer goods for his people. Park Pong-Ju, known
as an economic reformist, was reinstated as the prime minister on April 1, 2013.
In his Appeal to the military and people on June 4, 2013, Kim Jong-un demanded
that all the people, including workers, farmers, and intellectuals, should reenergize
all the economic sectors of the country and positively contribute in implementing
a national economic plan. On August 25, 2013, Kim Jong-un said that we should
radically improve the people’s standard of living by giving a spur to the building
of an economic giant.
The fact that North Korea is now in the position to concentrate on the
economic development can be also confirmed by the public activities of Kim
Jong-un. In North Korea, the so-called “field guidance” by the supreme leader
has become traditionally popular, and Kim Jong-un is not an exception. Among
his field guidance in 2012, the military field was No. 1, accounting for 32.5%.
In 2013, however, the economic field took the biggest portion, accounting for
34.0%, while the military field remained at 29.7%.

4. The Future Prospects
It is clear from the analysis above that North Korea has now a strong
incentive for economic growth. What policies will North Korea carry out for
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economic growth then?
No matter if it is a socialist-planned or a capitalist market economic system,
the means to achieve economic growth cannot be different. If we define economic
growth as the process of increasing the outputs, there can only be two ways:
increasing inputs and/or increasing production efficiency. Thus, the future
direction of the economic policies of North Korea is fully predictable.
The increase in efficiency produces more outputs even at the same level
of inputs. Therefore, North Korea is very likely to introduce several measures
to improve its economic management system. The core of such measures must
be the expansion of incentives and decentralization in decision making, allowing
more autonomy to individual firms and factories. To reform the socialist planned
economic system fundamentally, privatization and liberalization are required.
However, North Korea is not ready to adopt such reform measures that imply
the transition to capitalist market economic system. Therefore, the expansion of
incentives and decentralization to some extent, instead of privatization and
liberalization, are realistic options that North Korea can introduce.
The so-called “June 28 measures,” reported to be launched in 2012, would
experimentally be an example of such efforts by the North Korean leadership.
We can expect that North Korea will start more comprehensive measures on
a national level than the so-called “June 28 measures” or “July 1 measures”
last 2002 in the near future.
However, inputs are more important factors for production than efficiency.
Even though very productive ideas are suggested, they cannot be easily connected
to real production unless more inputs are provided. The typical inputs are labor
and capital. In the case of North Korea, there is a greater need for capital because
the country has maintained a full employment system.
Because North Korea does not accumulate domestic capital that is enough
to boost its economy, it has no alternatives but to attempt to attract foreign
capital. Thus, the enactment of the Law on Economic Development Zones in
May 29, 2013 can be interpreted as an inevitable choice by the North Korean
leadership. Based on the Law on Economic Development Zones, North Korea
announced in November 2013 the establishment of 13 economic development

298

Strengthening North Pacific Cooperation

zones, three tourist zones, and seven economic zones in addition to the previous
four special economic zones. In July 2014, six additional economic development
zones were designated. All these zones are established to attract foreign capital.
Masikryong Ski Resort, in connection with Wonsan Tourist Zone, is also
interpreted as an invitation to foreign investment.
Table 12. North Korea’s Economic Development Zones
(unit: USD thousand)

Name
Waudo Export Processing Zone

Investment

size

100,000

Abrockang Economic Development Zone

240,000

Manpo Economic Development Zone

120,000

Wiwon Industrial Development Zone

150,000

Bukcheong Agricultural Development Zone

100,000

Heungnam Industrial Development Zone

100,000

Eorang Agricultural Development Zone

70,000

Cheongjin Economic Development Zone

200,000

Onsunsum Tourist Development Zone

90,000

Hesan Economic Development Zone

100,000

Hyeondong Industrial Development Zone

100,000

Sinpyung Tourist Development Zone

140,000

Songrim Export Processing Zone

80,000

Eunjeong Technology Development Zone

-

Gangryung Int’l Green Pilot Zone

-

Cheongnam Industrial Development Zone

-

Sukcheon Agricultural Development Zone

-

Cheongsu Tourist Development Zone

-

Jindo Export Processing Zone

-

Of course, such efforts to invite foreign capital by establishing considerable
number of special economic zones are positive changes because they imply that
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North Korea is really concentrating on the economic growth. Establishing these
economic development zones is especially remarkable because they are to be
built in rural areas of North Korea’s interior. Since the first special economic
zone was introduced in Rajin-sonbong in 1991, the North Korean leadership has
planned to build special economic zones only in border areas: Sineuiju, Kaesung,
and Mt. Kumkang. All of them are located at the North Korean borders with
China, Russia, or South Korea to minimize the negative influences on the North
Korean people.
However, the economic development zones announced in 2013 and 2014
are located inside North Korea. Some of them are even very close to large cities
of the country. This implies that North Korea is now desperate and aggressive
in inducing foreign capital.
Then, are those economic policies anticipated to bring about successful
results? Unfortunately, the answer is negative. Even if North Korea introduces
measures to improve economic management system, there exist certain limits
because what is needed for the North Korean economy is the “reform of the
system” and not the “improvement within the system.” In fact, almost all East
European countries had exercised similar measures to enhance their economic
management systems in the 1960s and 1970s. The examples are the “New System
of Planning and Coordination of the National Economy” of the former East
Germany in 1963, the “Reorganization of the Management System” of Albania
in 1966, the “New Economic Mechanism” of Hungary in 1968, and the “Process
of Improvement of the System of Planning and Management” of Poland in 1972.
However, all those efforts failed because they were not set to change the system.
This is also the same for the case of foreign investment. To make the special
economic zones successful, a host country should first provide a well-prepared
infrastructure and legal system. However, what North Korea has done so far
is just the announcement of establishing special economic zones. Even the plan
on how to mobilize the capital to build infrastructure and the merits for potential
foreign investors are not revealed. In addition, it would not be easy to invite
large-scale investment because of the economic sanctions by the United Nations
and international society. Moreover, the extremely low purchasing power of North
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Korea would make foreign firms hesitant to invest in North Korea.
In sum, considering North Korea’s economic condition and international
political environment, it must be a difficult task to produce fruitful outcomes
for the success of the simultaneous promotion strategy. Therefore, North Korea
needs to learn from the experiences of other East Asian economies. In other
words, North Korea should adopt fundamental “reform” measures on one hand,
and work harder to improve its relations with foreign countries.
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Assessing Economic and Social Change in
North Korea: Discussion on Session 3 Papers
Hyung-Gon Joeng

It was very interesting for me to hear the three presentations with their
respective points of view on the North Korean economy, and I would first like
to thank the presenters for their insightful presentations. Among the three
presentations, the presentation by Dr. Dongho Jo was slightly broader and
comprehensive, and I believe that it included arguments with regard to the other
two presentations. My comments will focus on Dr. Jo’s presentation first,
followed by short questions and comments related to the other presentations.
First, with respect to Dr. Jo’s presentation, he evaluated the current economic
status and policies of North Korea relatively well. However, while I am inclined
to agree with most of his views on the North Korean economy, there were also
some differences about which I would like to add a few points.
As Dr. Jo also mentioned, in Kim Jong-un’s first speech after assuming
supreme power, he expressly stated that he would never allow North Korea to
reach a point in which further belt-tightening is needed. Following his speech,
the North Korean media consistently emphasized the importance of the economy,
as well as highlighted the government’s “byungjin line” or the “dual-track policy,”
along with the 13 designated special economic zones. It is controversial whether
this dual-track policy gives priority to the economy or places equal importance
to military and economic policies. However, the North Korean government has
stated repeatedly that it is a policy with a greater economic orientation. This
policy is justified by North Korea’s image of itself as a strong military power
with nuclear weapons, in that it will no longer devote the same amount of
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resources to the military as it had in the past. The resources previously earmarked
for military spending will now be allotted to economic development. However,
it should be noted that the byungjin line is actually pitting North Korea’s military
against doves in the government. This means that it does not necessarily represent
a newfound emphasis on the economy. If it does, indeed, represent a greater
economic orientation, there must be evidence of a greater flow of government
resources toward the economy, which, in my opinion, has not happened. While
I do not deny that the North Korean government has initiated changes related
to the economic field, there is also an increased activity in the military sectors
compared to the past. In addition, given the fact that Kim Jong-un’s political
power base is not fully secure, it would not be easy for him to disregard the
military in favor of the economy. Therefore, it would be too early to assume
that North Korea has now shifted its focus away from the military and toward
the economy based on what happened up to this point.
One thing that needs to be taken into account for any discussion on this
subject is the instability of the North Korean economy. If the abrupt scenario
that Dr. Marcus Noland briefly mentioned at the end does come to pass, this
instability will be the likely cause. Aside from the need to reform the North
Korean economy, the economic instability in North Korea must be treated as
an issue that is just as urgent as its development of nuclear weapons. It can
also be dangerous for South Korea and other countries in the region.
This macroeconomic instability is perhaps the biggest issue that North Korea
faces at the moment. As Drs. Jo and Noland mentioned, hyperinflation continues
even after the currency reforms in 2009, and the North Korean government has
been unable to slow the pace of market expansion. For North Korea to achieve
economic growth, it is essential to carry out market reform while maintaining
macroeconomic stability. In an actual comparison of economic achievements
among transition countries, countries with low inflation rates achieved higher
economic growth than those without, and those that made a greater progress
in economic reform recorded higher economic growth. Ultimately, what is most
important in the implementation of economic reform is how to reform the
economy in an expeditious manner while maintaining macroeconomic stability
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at the same time. This has remained a critical issue for the policymakers of
all transition countries, and it is likely an issue that troubles the minds of North
Korean authorities at this moment. By all means, North Korea is not
contemplating economic transition into the market economy anytime soon. Yet,
given its economic instability, it is relatively interested in the stable management
of its economy.
As Dr. Jo also highlighted, markets in North Korea expanded spontaneously
even under the stringent control of North Korea’s socialist government. More
than 80% of the North Korean population is involved in informal economic
activities. This means that an abnormal situation, in which market and planned
economies coexist, is prevailing in North Korea. Since the planned economy
in North Korea is beginning to fail at a time when its markets are becoming
less and less manageable, North Korea’s macroeconomic instability will become
more rapid than before. Moreover, because advances in marketization will weaken
the control of North Korean authorities, social instability will also grow. Thus,
the biggest concern for the regime as of now is probably how to manage
macroeconomic instability. To establish macroeconomic stability, North Korea
needs to build institutions that include the monetary system, financial system,
etc., along with an incentive system to increase productivity. The easiest way
to achieve this is for North Korea to join international financial institutions like
the International Monetary Fund (IMF) or the World Bank (WB). However, North
Korea cannot join the IMF because of its nuclear problems, which means that
it is highly important for China and other neighboring countries to help North
Korea achieve macroeconomic stability, even before North Korea becomes a
member of IFIs. This, I believe, is a major component of what Dr. Jo described
upon mentioning his 3-E Policy (Engage, Enclave, Entice).
Anyhow, it has been made clear that the market, even in North Korea, can
no longer be kept on a tight leash—something that North Korean authorities
should know well from their experience over the last several years. Therefore,
the North Korean policy of the international community must be directed toward
institutional reforms that will help establish macroeconomic stability in North
Korea. The macroeconomic stability that I refer to here does not mean bringing
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North Korea’s planned economy back to life but accepting the coexistence of
planned and market economies in North Korea as a fact and helping the North
Korean government make adjustments to the market through institutional means
and better manage its market factors. Ultimately, this would help North Korea
move forward with market reforms while maintaining stability.
That about does it for my comments. However, I have several questions
for the presenters.
My first question is for Dr. Zhao Huji. What are some of the policies, in
general, that China implemented for the sake of macroeconomic stability in the
beginning of the reform process? What are the lessons for North Korea that
we can infer from such policies? Moreover, I understand that China has been
very stable in the 1980s, in terms of its macroeconomic conditions. Could you
tell us about the policies that made it possible? Again, what are some of the
lessons that can be learned from them with respect to North Korea? Lastly, are
there things that China can do at this point that could facilitate North Korean
efforts at economic reform? Assuming that there is no realistic chance that North
Korea would join the IMF or the World Bank, is there any possible way to
assist economic reforms in North Korea through China, which has considerable
influence on North Korea?
Lastly, for both Drs. Jo and Noland, what are the domestic and international
obstacles to North Korea opening up its economy? Can North Korea reform
itself without resolving the issues that surround its nuclear program?
These are my questions to all the presenters. Once again, thank you very
much for your insightful presentations, and I would appreciate it if the presenters
could enlighten me with their answers to my questions and comments.

Assessing the Economic and Social
Change in North Korea: Discussion on
Session 3 Papers
Nicholas Eberstadt

Taking into consideration that our session is centered on “Assessing the
Economic and Social Change in North Korea,” all of our work presupposes a
satisfactory answer to an elementary but critical question: what do we know
about socioeconomic conditions in the DPRK, and how do we actually know it?
As we reflect on the assessment in these three papers by three fine scholars,
we must face some obvious but uncomfortable realities about the state of North
Korean studies.
To begin, it is apparent that research on the DPRK economy cannot be
conducted at most leading universities throughout the world today. In fact, apart
from the single and easily understandable exception of Korea, research on North
Korean economic affairs would constitute a “tenure killer” in any major university
of any Western (i.e., OECD) country. (That is why only a handful of Western-trained
economists follow the North Korean economy within Western universities these
days, except South Korean universities.)
What exactly is the problem here? Simply put, contemporary Western
economists are trained to use elegant econometric techniques on big data sets
or data files—panel surveys and other new sources that permit us to capitalize
on numerous information in our data-rich age. Moreover, the facts and figures
in these data sets are taken as “given”—that is what the Latin word data means.
It is true that there are issues of “signal to noise” in these big data sources
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and so on, but these data are given. That is how contemporary Western economists
are trained to expect and regard the information that they will work with.
However, with North Korea, we have to go back at least three generations
in terms of economic training and approaches to conduct economic research.
Moreover, economic research is not in what might be called the Barro or the
Acemoglu era of economic techniques but still very much in the Simon Kuznets
era, where we must still establish basic facts and divide actual levels and trends
for macroeconomic output, growth, composition, and so on.
The problem that confronts independent scholars who wish to pursue
economic research on the DPRK today is actually much more daunting than
those who faced Kuznets and his colleagues in the interwar and early postwar
era.
In the DPRK, we have a government that not only routinely suppresses
statistical information that practically all other contemporary governments now
routinely compile and release, but also relies on a strategic deception as a central
instrument in its statecraft, a practice that may not have left the few statistical
details that it deigns to disclose entirely untouched.
Let us consider a few of the stunning uncertainties that confront us as we
try to assess the basic socioeconomic realities of North Korea today.

1. Urbanization Ratio
Is the DPRK today actually over 60% urban? Yes. Based on the authoritative
“World Urbanization Prospects 2014” released by the United Nations Population
Division (UNPD) in 2014, from UNPD’s calculations, 60.2% of North Korea’s
population in 2010 resided in urban areas.1)
How does the UNPD know this? It is because the DPRK 2008 population
1) United Nations, Department of Economic and Social Affairs, Population Division (2014). World
Urbanization Prospects: The 2014 Revision, “File 2: Percentage of Population at Mid-Year
Residing in Urban Areas by Major Area, Region, and Country, 1950~2050,”
http://esa.un.org/unpd/wup/CD-ROM/Default.aspx.
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census said so. Based on that 2008 census, 60.4% of North Korea’s population
was living in urban areas during that year.2) The UNPD has taken those data
as “given,” making only slight adjustments, similar to what it does for all other
countries to achieve a presumed international standardization.
On the other hand, the analysis based on satellite imagery of actual settlement
patterns in the DPRK undertaken by Dr. Go Myong-Hyun at the Asan Institute
in Seoul suggests that North Korea’s actual level may be barely half than that
currently reported by the DPRK and estimated by UNPD. Dr. Myong-Hyun’s
work estimates a potential lower bound for contemporary urbanization in North
Korea of just 25% of the total population.3)
If corroborated by other sources, such work would raise a great number
of questions about the contemporary DPRK society, economy, and government
administration. On further studies, of course, this may not be corroborated. For
now, we may simply note that the very fact of such work and findings cannot
be conclusively rejected on the basis of other data that we confidently possess4)
is testimony to the stunning depth of our ignorance even about the most
elementary questions that concern the economic and social life in North Korea
today.

2) Central Bureau of Statistics, DPR Korea 2008 Population Census National Report, “Table 2:
Population by Sex and by Urban–Rural, by City/District/County and Province,” (Pyongyang,
DPRK: Central Bureau of Statistics, 2009),
https://unstats.un.org/unsd/demographic/sources/census/2010_PHC/North_Korea/Final%20nati
onal%20census%20report.pdf.
3) “Deprive and Rule,” The Economist, September 15, 2011, www.economist.com/node/21529063.
4) It is worth mentioning that the UNPD suggests that the urbanization progressed slowly but
steadily in the DPRK during the 1990s, rising from 58.4% in 1990, to 59.0% in 1995, to 59.4%
in 2000. The regularity of this trend would be, to say the very least, curious if North Korea
did indeed experience the devastating famine during that period that has been so widely discussed
in the outside world. Major famines in modern societies are typically attended by at least
temporary deurbanization. In Japan, it took more than a decade for the country to reattain the
urbanization ratios reported in 1944 (see Nicholas Eberstadt, The End of North Korea
[Washington, DC, 1999], Chapter 3).
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2. Educational Attainment
Is North Korea’s adult population more educated than those of Italy or
Austria? To pose the question a bit differently and more precisely, have men
and women in the DPRK, who are 15 years or older, spent more years in school
than their counterparts in a number of prosperous industrial democracies in
Western Europe, including not just Austria and Italy, but also Greece, Portugal,
and Spain? If we accept the figures reported in the 2008 DPRK census for
educational attainment, calculate the mean years of schooling (MYS) using these
reported attainment levels, and compare those figures to the Barro–Lee data set’s
estimates of MYS for 2010 for the countries just mentioned, the answer would
be “yes.” To go by the educational profile reported in the DPRK 2008 census,
the MYS for the nation’s adult population that year would have been about 10.5
years. For all of the OECD countries taken into consideration here, Barro–Lee
places the MYS in 2010 at less than 10.5.
Is the rising generation in the DPRK more educated than its counterparts
in China, in the sense of having a higher MYS? Again, if we believe the 2008
DPRK census, we would have to conclude so. Overall, to go again by Barro–Lee,
North Korea’s 2008 adult population would seem to have an impressive average edge
of 3 years of schooling over China’s 2010 adult population, and for the 30–49 age
group, the gap would appear to exceed 3 years.
Based on that same North Korean document, the MYS for North and South
Korea’s adult populations more or less today (2008 and 2010, respectively) would
be less than 2 years apart—10.5 years vs. 12.1 years. Moreover, if we believe
these North Korean data, the MYS in the DPRK today is roughly as high as
it was in South Korea in 1995.
For the proponents of the Korean Peninsula economic integration or eventual
reunification, this might look like a propitious news. The only evident problem
is that there is a reason to suspect that these official reports are patent nonsense.
The Korea Institute for National Unification (KINU), among other institutions,
has published work that suggests that very large numbers of children were entirely
out of school not only during the famine, but also long thereafter.5) Those children
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would be the 20-somethings and 30-somethings in the 2008 DPRK census. Given
the attainment levels reported for those cohorts, the 2008 DPRK census implies
an overall level of nearly 11 MYS for that group.
If we wanted a reality check for that figure, we might care to examine
the educational attainment in 2010 for China’s 55–64 cohort—the boys and girls
who lived through the educational upheaval and disruption unleashed by Mao
Zedong’s Cultural Revolution. According to Barro–Lee, those Chinese only
attained an average of 6 years of schooling, although the overwhelming majority
of them (more than 90%) received at least some schooling. Did North Korea’s
kotjebi generation, on average, actually obtain almost 5 more years of schooling
than the children of China’s Cultural Revolution?
It is sufficient to say that there is ample reason to question the accuracy
of the DPRK’s official numbers on the North Korean population’s educational
attainment. However, to the extent that international researchers pay attention
to such figures, they generally take these as “given.” Why? It is because, in
the world of contemporary social sciences, to imagine that official census returns
might actually be padded, doctored, or falsified by the government responsible
for them is to think the unthinkable. The inviolability of reported census returns
is something of a tenet of faith in many statistical quarters these days. After
all, the argument goes, even Joseph Stalin and Mao Zedong did not falsify census
numbers; instead, they simply suppressed wholesale the findings that they deemed
politically awkward, such as the USSR’s 1937 population count or China’s 1964
population tabulation. The simple but inconvenient fact, however, is that North
Korean authorities are not bound by the conventions observed under other
governments, or even other Communist dictatorships.

5) For example, Jeong-Ah Cho, North Korea’s Human Resource Development System (Seoul,
Korea: Korea Institute for National Unification, 2006),
http://www.kinu.or.kr/upload/neoboard/DATA05/ss06-06.pdf; and Jung-Hyun Cho, et al., White
Paper on Human Rights in North Korea 2013 (Seoul, Korea: Korea Institute for National
Unification, 2013),
http://www.kinu.or.kr/eng/pub/pub_04_01.jsp?bid=DATA04&page=1&num=36&mode=view&
category=.
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3. Mortality and Health
Back in 1990, when I visited Pyongyang and met with DPRK statistical
officials, I was informed that the country had no trained demographers at that
time. Basic demographic data, unlike a number of other social and economic
indicators, were apparently judged to have scant political significance by
Pyongyang’s leadership—that is presumably why North Korean statistical
authorities agreed to talk with me about the data back then. However, over the
intervening years, North Korea has developed a small cadre of professional
demographers, partly through international training under the aegis of UNFPA—
and the matter on demographic statistics and what they may reflect about the
regime’s performance have become much more relatively sensitive for
Pyongyang.
Consider the following question that should be easily answerable with
competently compiled demographic data: Did North Korea actually suffer a
catastrophic famine in the 1990s? I know that at least one person at our conference
believes that it did—Marcus Noland, in fact, co-authored an important book about
it.6) However, during the years that the DPRK was accepting hundreds of millions
of dollars in emergency food relief, it never released any assessment of the
mortality toll of its “flooding problem” because this crisis was originally cast
by DPRK officialdom. In addition, the humanitarian organizations engaged in
the DPRK were too timid to ask for or demand this information. So now, we
are seeing a sort of statistical relitigation of the North Korean famine.
Based on the returns of the 2008 DPRK census, respected international
demographic organizations are revising their previous estimates of excess
mortality in North Korea during the 1990s. Back in 2001, two experts from
the US Census Bureau suggested that the excess deaths in North Korea in just 3
years during the 1990s might have reached from 600,000 to 1 million.7) However,
6) Stephan Haggard and Marcus Noland, Famine in North Korea: Markets, Aid, and Reform (New
York: Columbia University Press, 2007).
7) Daniel Goodkind and Lorain West, “The North Korean Famine and Its Demographic Impact,”
Population and Development Review 27, Issue 2 (2001): 219–238.
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those estimates are being revised sharply downward on the strength of the
DPRK’s 2008 official population numbers.
A pair of experts who are associated with the UN Population Division has
suggested in print that the death toll must only have been a fraction of this,
given the new data.8) Moreover, even at the Census Bureau, the reconstructions
that explain the DPRK 2008 transmission has shaved the excess death estimates
for the “Arduous March” years down to an annual toll in five figures.9) In this
new improved account, the DPRK only suffered a few more deaths from “excess
mortality” in 1996—at what some might describe as the height of the Great North
Korean famine10)—compared to France during its canicule heat wave in 2003.11)
The demographers at UNPD and the US Census Bureau, in effect, are taking
the word of their fellow demographers at North Korea’s Central Statistics
Bureau—they are making minor adjustments, of course, but are not taking into
account the possibility of massive, systemic misrepresentation of the “data”
as they go through revisions and reconstructions based on the new figures
released to them by the statisticians and demographers from the DPRK Central
Statistics Bureau. However, ironically, those are the very same statistical
authorities who reported to the world that North Korea’s national incidence
of low-birthweight births was markedly more favorable in 2006 than the
corresponding pattern for Asian and Pacific–American babies in that same year
—a claim that is laughable and outlandish on its very face.12)
8) Thomas Spoorenberg and Daniel Schwekendiek, “Demographic Changes in North Korea: 1993
–2008,” Population and Development Review 38, Issue 1 (2012): 133–158
9) Daniel Goodkind, Loraine West, and Peter Johnson, A Reassessment of Mortality in North
Korea, 1993–2008 (Washington, DC: Population Division, Census Bureau, March 28, 2011),
http://paa2011.princeton.edu/papers/111030.
10) cf. Andrew S. Natsios, The Great North Korean Famine (Washington, DC: US Institute of
Peace, 2001).
11) Pirard et al., “Summary of the Mortality Impact Assessment of the 2003 Heat Wave in France,”
Euro Surveill 10, Issue 7 (2005): pii=554. Available online:
http://www.eurosurveillance.org/ViewArticle.aspx?ArticleId=554.
12) Central Bureau of Statistics, Report on the DPRK RH Survey, 2006, “Table 4–10: Prevalence
of low birthweight by urban–rural,” (Pyongyang, DPRK: Central Bureau of Statistics, 2007),
http://kp.one.un.org/content/uploads/2012/04/03.04_RH_Survey2006.pdf. Based on this report,
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What, then, is to be done?
Although this may belabor the obvious, we must begin by recognizing that
the DPRK government still does not want its official information to allow an
independent assessment of the country’s social or economic performance, whether
by foreign observers and their governments or by its own subjects. Thus, we
have not yet reached the “Truth from Facts” stage of the game that characterized
China, say, 4 years after the death of Mao Zedong.
This being the case, how can we hope to glean the truth about the basic
facts with regard to North Korea’s society and economy?
If we hope to make sustained progress under the current conditions, a
sustained and multipronged approach will be necessary. We will have to work
diligently and patiently on a number of different fronts:
To develop the databases of economic statistics bearing on DPRK economic
performance but from sources independent of North Korean statistical authorities
(such as the numbers on trade performance drawn from “mirror statistics”);
To gather informal data available from within North Korea but not controlled
by DPRK authorities (such as information on domestic trends in prices, wages,
and informal exchange rates);
To promote more and better work on human resources in the DPRK with
existing, likely flawed DPRK official data;
To inspire new innovative efforts to draw on unutilized or underutilized
information (such as the aforementioned Asian Institute initiative to utilize
satellite imagery to check or challenge official DPRK socioeconomic data);
And, above all, to encourage external governments and international
institutions’ international efforts to entice—or induce—the DPRK into greater
statistical cooperation.

the prevalence of low birthweight in DPRK in 2006 was 6.2. From the US official data, the
prevalence of low birthweight for Asian–Pacific Island babies in the US in 2006 was 8.1%.
National Center for Health Statistics, Health, United States, 2009: With Special Feature on
Medical Technology, “Table 11: Low birthweight live births, by detailed race, Hispanic origin,
and smoking status of mother: The United States, selected years 1970–2006,” (Hyattsville,
MD, 2010), http://www.cdc.gov/nchs/data/hus/hus09.pdf.

Assessing Economic and Social Change
in North Korea: Overview by Session 3
Rapporteur
Anjali Nath

Perhaps one of the greatest challenges in strengthening North Pacific
cooperation comes from North Korea. Indeed, the lack of reform in the
Democratic people’s republic of Korea (DPRK), coupled with the persistent
military-first policy, continues to diminish possibilities for increased trade and
foreign investment. This session discussed a multitude of different approaches
to gauging North Korean economic and social changes, ranging from comparative
analyses and economic histories to strategies on moving forward.
Through what metric would one assess contemporary economic and social
change in North Korea? Dr. Zhao Huji used the example of China’s move toward
a market economy to historicize the question of whether North Korea is currently
reforming and opening up. He first compared Mao Zedong and Deng Xiaoping’s
political values as a way to situate the transition from Kim Jong-il to Kim
Jong-un. He then identified the major factors that are involved in China’s opening
and compared them to the contemporary conditions in DPRK. A major conclusion
for Dr. Huji was that North Korea has none of the conditions present that
precipitated China’s reforms, such as a transformation of values, a strong
government, or a safeguarding of national security. Contrary to common practice,
it may be better to compare North Korea to China of the 1970s and the early
1980s than to China of today. DPRK is gradually moving toward reform, as
evidenced in a number of Kim Jong-un’s addresses, policy initiatives, and the

314

Strengthening North Pacific Cooperation

creation of special economic zones. However, their military-first strategy will
have to be rethought, particularly to secure increased foreign investment. Dr.
Huji ultimately posited a solution of DPRK safeguarding their national security
prior to securing economic reform.
More broadly, Dr. Marcus Noland addressed the topic of economic
developments in North Korea. Importantly, he explained that DPRK strives to
be modern, prosperous on its own terms. He first examined multiple internal
conditions, including sustained macroeconomic instability (marked by high
sustained inflation), widening inequality, chronic food insecurity, and growing
corruption. He then explored North Korea’s external relationships, such as
growing trade and an increasing dependence on China. This dependence, though,
creates vulnerability in case of a downturn in the Chinese economy. An increase
in trade has reduced the dependence on illicit activity, even amidst defensive
sanctions. Dr. Noland argued that what is going on in DPRK today is an attempt
to improve the current system, not to reform it. He urged to anticipate the
unexpected and to be wary of overinflating the influence of outsiders on the
North Korean policy.
Some underestimates of DPRK’s economic growth can be attributed to
challenges in method and political intention. Looking forward from an
economist’s perspective, though, Dr. Donho Jo acknowledged the improvements
in North Korea’s economic condition in the recent years. However, many
variables can account for this growth: an increase in agricultural production, an
expansion of government budget and market activities, opportunities for living,
an increase in the DPRK–China trade, and child nutrition. However, Dr. Jo
recognized a myriad of remaining difficulties, such as dualization, absolute
poverty, relatively low economic growth rates, and food insecurity. Looking
forward, he saw increased input and efficiency as key to economic growth for
DPRK, regardless of their economic system. Furthermore, he found North Korea’s
economic policies as entirely predictable. Domestically, he prescribed the
promotion of mechanisms to heighten economic management systems. Externally,
he advocated the creation special economic zones to attract foreign capital.
Finally, he recommended wholesale reformation of the system as opposed to
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an attempt to make improvements within it.
Since the ascension of Kim Jong-un to supreme power, the North Korean
media and government have consistently emphasized the importance of the
economy. Evidently, it is controversial whether the “byungjin line” policy
allocates more priority to the economy or the military. Discussant Dr. Hung-Gon
Jeong stated that there must be an evidence to substantiate the claims of North
Korea having a newfound emphasis on the economy and that there has not been
a substantive flow of greater governmental resources in that direction. Although
the DPRK government has made some changes, there is still an emphasis on
the military sector. Furthermore, Kim Jong-un cannot disregard the military in
favor of the economy when he has yet to secure legitimacy. In addition, Dr.
Jeong observed that economic reform and instability (e.g., via hyperinflation)
must be treated as seriously as the nuclear threat because it poses danger to
South Korea, China, and other countries in the region. Macroeconomic stability
and market reform are necessary for DPRK’s economic growth and should be
vital concerns for the regime. Finally, Dr. Jeong advises DPRK to engage in
institutional reform, improve the management of its market factors, and join an
international financial institution, such as the International Monetary Fund or
the World Bank, although this would be challenging because of their nuclear
program.
Conducting research and establishing facts on DPRK are difficult for a
number of reasons. Accordingly, it is important to assess what knowledge exists
on DPRK and the means by which researchers have ascertained these claims.
Discussant Dr. Nicholas Eberstadt understood this endeavor as a key to realize
why so few Western economists try to analyze the North Korean economy. He
advocated taking into consideration older economic researches that focused on
arriving at basic facts and remembering that governments can be strategically
deceptive, misleading foreigners for purposes of statecraft. He recognized that
data suppression and falsification might be present, citing a number of relevant
examples. Ultimately, the DPRK government does not want an independent social
assessment of the facts from their subjects or outsiders. As methods for obtaining
better information, Dr. Eberstadt suggests opportunities that do not rely on Kim
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Jong-un’s assent, more and better work on human resources, the use of new
innovative techniques, and international efforts to induce DPRK into greater
statistical cooperation, among other solutions.
In the way of concluding remarks, Dr. Huji underscored the great insecurity
and isolation that North Korea currently experiences. This is particularly
pronounced in the face of military exercises between the US and South Korea.
Furthermore, it was after China established an improved relationship with the
US that it substantively considered economic reform, which may be an instructive
lesson for DPRK. Dr. Noland ended by emphasizing the challenges to North
Korean legitimacy that the prospects of becoming more like South Korea present.
He also highlighted the difficulties for DPRK with calls for system liberalization,
an extractive-based economy, or the introduction of a tariff system. Dr. Jo ended
by noting the vast importance of macroeconomic stability and that nobody can
make North Korea change. Thus, any 5–10-year projection is contingent upon
the choices made within DPRK.

Roundtable Discussion on
Strengthening North Pacific
Cooperation

North Pacific Integration from an
International Financial Perspective
Hiroyuki Ito

1. Introduction
In the last few years, the countries in the North Pacific region, namely,
China, South Korea, and Japan, have been facing complex and contentious
political and diplomatic issues. In particular, China–Japan and Japan–Korea
relationships have been experiencing the worst political tensions in the post–
World War II era over territorial and other issues that range from history to
political and economic rivalry. These diplomatic issues have also been casting
shadows over the relationships of the three economies while each of them has
its own domestic challenges.
Despite the complex and contentious relationships among the three countries,
economic integration continues to deepen in the region and does not show any
sign of reversals or even slowdown. While having to deal with many diplomatic
and political issues, policymakers in these countries shall be knowledgeable of
the state of the grand irreversible undercurrent of economic integration and its
implications for their own economies. In particular, the impacts of further
financial integration on both the national and regional economies are so significant
that having an excellent understanding of them is crucial.
This paper focuses on two grand issues related to financial integration that
affects the economies in the North Pacific region. First, I will examine the impact
of financial globalization on the countries’ abilities to manage their monetary
policies. My empirical analysis shows that a country with more exposure to net
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capital inflows tends to experience a weaker link between short- and long-term
interest rates, which means that monetary policymakers may face a more difficult
policy management. Taking into consideration that China, and, to a lesser extent,
South Korea, still have much room for further financial development and
liberalization, it is important to be aware of the implications of such a policy
direction.
Second, China’s recent efforts to “internationalize” the use of its currency,
the renminbi, will have important implications for the North Pacific region. The
recent Global Financial Crisis (GFC) has convinced Chinese policymakers of
the risk of overreliance on the US-centric international finance. The recent increased
use of the renminbi in international trade has turned the “internationalization”
debate from merely wishful thinking to a more concrete policy choice. Given
that all of the North Pacific economies are the world’s top exporters, the impact
of an international renminbi should be significant for them.

2. Interest Rates Linkages and Their Implications on Monetary
Policy Management
Recently, a number of researchers have argued that financial globalization
has made domestic asset prices and interest rates more vulnerable to the
developments in capital markets abroad, especially those of the center country,
that is, the US. In a world where the “global financial cycle” affects capital
flows, asset prices, and credit growth in the peripheries (Rey, 2013), the
movements of long-term interest rates can be “decoupled” from those of
short-term interest rates that are usually under the direct control of monetary
policymakers. Decoupling short- and long-term interest rates could also make
it difficult for policymakers to manage both macroeconomic and financial
stabilities because long-term interest rates affect both financial and actual
activities more directly. In such a world, restricting capital mobility could be
the only feasible way for noncentral countries to retain monetary autonomy.
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Figure 89 illustrates the 36-month rolling correlations of domestic money
market (i.e., short-term) rates with the US counterpart for different country
groups, including Asian emerging market economies (EMEs), and China. Based
on this figure, in the last decade, the correlations appear cyclical and register
the highest levels (i.e., the lowest levels of monetary independence) for the
developed countries, followed by EMEs and developing countries. However, in
the last few years of the sample period, all the country groups appear to retain
their monetary autonomy after experiencing high correlations in the immediate
aftermath of the GFC.
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Figure 89. Correlations of Short-term Interest Rates with the US
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Figure 90 is recreated for long-term interest rates and illustrates the long-term
interest rates of Asia EMEs, which are highly correlated with that of the US
rates in much of the last decade. Since 2005, the correlation has been on a rising
trend despite the GFC and the rapid decline in the correlations of the short-term
interest rates as we saw in Figure 89. These two figures suggest that short- and
long-term interest rates have been decoupled in the 2000s.
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Figure 91 is for the correlations of stock market price indexes with the US
index. Since the early 2000s until recently, all the country groups have maintained
high levels of correlations of stock market price indexes with the US stock market.
Since the GFC, the correlation has been declining for all the groups, although
to only a lesser extent for Asian EMEs.
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In sum, the correlations of both long-term interest rates and stock market
price indexes are on a moderately rising trend and are not connected well with
that of short-term interest rates, especially for Asian EMEs. Taking into
consideration that Asian EMEs are more open to international financial markets,
the extent of linkages between short- and long-term interest rates may be affected
by the degree of exposure to cross-border capital flows.
To examine whether the extent of exposure to cross-border capital flows
affects the extent of linkages between short- and long-term interest rates by
running the following two-stage estimation:
βˆi ,t = φ0 + φ1KFlowi ,t + X ' Φ + ui ,t

(1)

where βˆi,t is based on the following model that is run in a 36-month rolling
window for each of the sample countries:
ΔiLTi ,t = α + β i ΔiSTi ,t + ε i ,t

(2)

The estimated coefficient β̂i in Equation (2) can be considered as a measure
of the responsiveness or pass-through of long-term interest rates ( iLTi ,t ) to
short-term interest rates ( iLTi ,t ). In Equation (1), KFlow is the net capital flow
as a share of GDP and the variable of focus. X is the vector of control variables,
including inflation volatility, output volatility, and output gap, as well as the
dummies for currency crisis and high inflation episodes.1)
I apply this estimation model to a panel of 71 countries from 1970 to 2011,
including 47 developing countries, of which 31 countries are EMEs. Table 13
reports the results of the estimations.
1) Inflation volatility and output volatility are measured as the five-year standard deviations of
CPI inflation and actual output growth rates, respectively. The output gap is measured as the
difference between the actual output growth rates and the five-year rolling average growth rates
of the actual output. The currency crisis dummy is from Aizenman and Ito (2013). X also includes
the dummy for a country-year with an annual inflation of 50% or higher.
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Table 13. Determinants of the Effectiveness of Monetary Policy—OLS
OLS
2SLS
FULL
IDC
LDC
EME
FULL
IDC
LDC
EME
1970–2011 1970–2011 1970–2011 1970–2011 1970–2011 1970–2011 1970–2011 1970–2011
(1)
(2)
(3)
(4)
(5)
(6)
(7)
(8)
Inflation Volatility −0.805
−6.281
−0.200
0.348
−0.548
−6.175
−0.160
0.112
(0.493) (1.313)*** (0.514)
(0.520)
(0.497) (1.356)***
(0.515)
(0.535)
Output Volatility
−1.476
−0.917
−0.677
−2.530
−2.172
−1.615
−1.903
−4.014
(0.740)**
(1.008)
(0.900)
(1.463)* (0.810)*** (1.300)
(1.001)*
(1.582)**
Output Gap
0.135
0.641
0.113
−0.339
(0.373)
(0.512)
(0.480)
(0.744)
Net K Flow
−0.396
−0.219
−0.372
−0.209
−1.258
0.536
−1.815
−2.853
(0.119)*** (0.123)* (0.156)**
(0.218) (0.463)*** (0.626)
(0.541)*** (0.767)***
Adjusted R2
0.84
0.93
0.07
0.12
0.85
0.94
0.03
N
1,307
666
641
438
1,213
611
602
501
Notes: * p<0.1; ** p<0.05; *** p<0.01. The estimates for constant and the dummies for currency crisis
and high inflation ( are omitted. IDC denotes the subsample of developed countries, whereas
LDC and EME denote the subsamples of developing countries and EMEs, respectively. The variable
for net capital inflows is instrumented with interest rate differentials with the US rate; actual
output growth differentials with the US; relative actual income to the US level; the domestic
country’s level of de jure financial openness (the Chinn–Ito index); the volatility of the Standard
and Poor’s Corporation (S&P) stock market price index; and the currency crisis dummy. In the
2SLS estimations, because output gap is included as an instrument, its estimates are not reported
in the table.

For all the samples, except for the EMEs, net capital flows contribute
negatively to the beta coefficient (Columns 1–4), suggesting that a country that
receives more net capital inflows tends to have weaker linkages between shortand long-term interest rates.
To control potential endogeneity, I re-estimate the model but use the net
capital inflows variable with their potential determinants based on the literature.2)
Columns (5) to (8) show that both the magnitude and the statistical significance
of the estimate for net capital inflows increase, especially for the subsamples
2) They are policy interest rate differentials with the US; actual output growth differentials with
the US; relative actual income to the US level; the domestic country’s level of de jure financial
openness (the Chinn–Ito index [2006 and updates]); the volatility of the S & P stock market
price; and the currency crisis dummy
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of developing countries and EMEs.
Now, what do all these findings mean to the economies in the North Pacific?
First, as the economies in the region become more open toward cross-border
capital flows, policymakers shall be aware of the possibility that receiving more
capital flows may make it more difficult to manage macroeconomic and financial
stabilities.
Second, nonetheless, for the Asian economies in general, there may still
be some time before the economies in the region lose the grip because they
still have some room for further financial liberalization. This applies especially
to China.
Third, as with the case of financial liberalization, there is still room for
further financial development in North Pacific economies. Like other Asian
EMEs, China is expected to continue to develop their financial markets toward
catching up with industrialized countries. Even Korea still faces the need to
develop capital markets.
In general, the lagged development of financial markets, especially bond
markets, can mean that external financing tends to have short-term maturities.3)
This tendency among Asian economies is caused by the fact that their corporate
finance structures are highly dependent on debt financing, which, as IMF (2010)
and many researchers have argued, can help inhibit the development of investment
for long-term and risky projects. These characteristics apply not just to China and
Korea, but also to Japan.
All these points suggest that, at present, the possibility of losing controls
on longer-term interest rates can be less of an issue for Asian economies for
now. However, that means that economies like China and Korea are facing a
dilemma—while they are on their way to further develop financial markets to
more effectively finance longer-term needs as they progress, they may have to
lose control over longer-term interest rates.
3) According to Asian Bonds Online, a database for the bond markets information of ASEAN+3
countries, as of 2013, corporate securities with maturities of five years or less account for more
than 50% of the total, while those with maturities of more than 10 years account for about
10%. As a reference point, the average maturity of US corporate bonds is about 14 years.
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3. “Internationalization” of the Renminbi
If an economy has to be susceptible to global financial cycles as a periphery,
why not become one of the “center countries?” China is large and influential
enough to seriously ponder this question. In 2008, once the GFC broke out,
policymakers started deliberating ways to shun future potential shocks that arise
from the US-centric international monetary system. They concluded that one
solution is to increase the use of the renminbi in international markets.
In 2009, the Chinese government started a policy of allowing several pilot
firms to settle trades using the renminbi through designated domestic banks and
banks in offshore markets in Hong Kong, China. The government hoped that
firms would be able to lessen the exchange rate risk if they could invoice or
settle trade transactions in yuan and that liberalizing renminbi trade settlement
would be a first step toward the advancement of the full-scale renminbi
internationalization, that is, more renminbi use in international financial markets
and the currency’s ascension to a widely accepted reserve currency status. The
People’s Bank of China (PBC) backed the policy initiatives by signing currency
swap agreements with 20 countries, totaling to CNY 1,936.2 billion (USD 317.9
billion).4) By 2013, the policy to allow renminbi trade settlements had become
national, also allowing banks in other economies (such as Singapore, Taiwan,
Japan, Australia, and New Zealand) to deal with offshore renminbi for trade
settlements.5)
The data reflect this short but rapid history of the liberalization of renminbi
trade settlement. Based on the PBC Annual Report, as of the end of 2009, the
first year of policy implementation, a mere 0.02% of total trade was settled in
renminbi. In the following year, the ratio only grew to 2.2%. In 2011, it started
taking off; the share of renminbi use in trade settlements rose to about 6.6%.
4) For more details on the China’s swap agreements, refer to Garcia-Herreno and Xia (2013) and
Yu (2013).
5) For in-depth reviews and analyses of China’s financial liberalization efforts and
internationalization of the renminbi, refer to Chen and Cheung (2011), Prasad and Ye (2012),
Ito (2011), Huang et al. (2013), Vallée (2012), and Yu (2012, 2013), among others.
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It continued to rise up to 8.4% in 2012 and to 11.7% in 2013.
Despite the increase in the share of renminbi use in international trade, Figure
92, which plots the share of exports invoiced in the home currency against the
share of exports in world exports, shows that the renminbi is still greatly
underused. China provides about 10% of the world’s exports, but its home
currency share in export invoicing is minimal, appearing as an outlier. Although
the other two large exporters, Germany and Japan, also appear to be off the
fitted line, China’s deviation underestimates other deviations, indicating that the
level of home currency invoicing is much lower than what its export share in
the world’s exports suggests.
Figure 92. Shares of Home Currencies in Export Invoicing versus Shares of Exports in
World Exports
Exports share in the world, 2008-2012
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The comparison of the recent yuan experience with that of the yen, a previous
challenger for the international currency status, suggests that there can be a long
way for the renminbi to become an international currency. Starting from only
0.6% of Japan’s exports invoiced in the yen and none of the imports invoiced
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in the currency as of the end of the 1960s, a few years after the currency became
convertible in 1964, the share of the yen invoicing had stabilized by the
mid-1980s to the share in export and import invoicing drifting around 35%–40%
and 20%–25%, respectively (Figure 93).6) Despite all the discussions and

initiatives for the internationalization of the yen that became active around
the late 1980s, the currency has failed to become a dominant currency,
even for the country’s own trade.

Shares of Home Currencies in Trade, Japan vs. China

0

Shares of home currency invoicing
20
40
60
80
100
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6) The share of the dollar in Japan’s exports and imports has been hovering around 50% and
70%, respectively.
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Figure 94. Share of Home Currencies in the Trade of China and Germany/the Eurozone
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This is in sharp contrast with the deutsche mark (Figure 94). The share
of deutsche mark invoicing for exports remained consistently at around 80%
for the entire 1980s, while the share for imports increased from 43% in 1980
to 53% in 1988. The international use of the deutsche mark has been succeeded
by the euro once it was introduced in 1999; Figure 94 shows that the share
of the euro invoicing has been in a moderately rising trend since its introduction.
However, the share of the euro in world trade is still estimated to be much
lower than that of the dollar.7)
According to the BIS Triennial Central Bank Survey (2013), the share of the
dollar in the daily global foreign exchange market turnover is 87.0% in 2013,
followed by the euro (33.4%) and the yen (23.0%).8) Renminbi turnover
soared from USD 34 to 120 billion, making the currency the 9th most actively
traded currency for the year (a jump from the 17th), although the share is still
7) Kamps (2006) estimates that, as of 2004, 27.7% of world exports outside the EMU region
are invoiced in the euro, while the comparable share of the dollar is 49.1%.
8) As two currencies are involved in each transaction, the sum of the percentage of shares of
individual currencies totals to 200% instead of 100%.
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small as 2.2%, mostly driven by a significant expansion of offshore trading.9)
More importantly, the share of the dollar in the foreign reserves of central banks
is 60.9%, while that of the renminbi is less than 1% as of 2013. All these
statistics suggest that, despite the rapid rise in the use of renminbi trade
invoicing, there is still room for the renminbi to grow to become an international
currency.
As one important key to further renminbi internationalization, deep and liquid
financial markets are necessary, as Chinn and Frankel (2007) show. In addition,
such domestic financial markets need to be openly available for international
investors (Ito and Chinn, 2014). Financial development and financial liberalization
are the biggest challenges for China, which has been extremely cautious in
implementing both.
Conversely, Chinese policymakers seem to use the issue of renminbi
internationalization as a means to further liberalize the country’s financial markets
in a way that the country used accession to the World Trade Organization (WTO)
to push the domestic economic reform. However, at the same time, they have
also expressed interest in retaining some controls over cross-border capital
controls instead of fully giving them up. Apparently, this reflects their precaution
to avoid the financial turbulences that have happened to EMEs with newly opened
financial accounts.
Furthermore, renminbi internationalization will eventually require complete
flexibility in the renminbi exchange rate. Although China allowed limited
flexibility in the renminbi in 2005, its leaders have still been cautious about
the extent of flexibility. As long as a country restricts capital flows in a
heavy-handed manner and limits convertibility, the use of its currency in
international transactions is unlikely to increase rapidly. It could be worse if
the pricing of the currency value does not reflect its economic fundamentals
because of rigidities in its movement or active government meddling into the
market.

9) The share of the won is 1.2%, ranking at 17th place.
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While Chinese leaders want to increase the use of renminbi outside the
country as a means to become more economically independent (at least from
the US), ironically, it could also lead for the country to lose its grip on monetary
policy because the amount of currency out of the reach of the monetary authority
increases, just like what happened to the dollar, and as financial openness
increases, similar to what was discussed above. This possibility makes Chinese
authorities ambivalent about renminbi internationalization. In sum, it is a choice
between retaining controls over closed and repressed financial systems and
favoring a more internationalized or internationally acceptable currency that only
arises in more liberalized markets. One cannot retain both.
Prasad (2014) argues that, while he expects the renminbi to become an
international currency, the currency will not become the one that provides
emergency liquidity as the last resort in the way that the dollar currently does
at times of global peril. On China’s case, the country will have to have a political
will to readily provide global insurance (Gourinchas and Rey, 2007). On the
side of the countries that seek for liquidity, they shall have political trust in
China and the willingness to accept the conditionality that China may impose.
A politically favorable or supportive environment is also important for renminbi
internationalization.
All these factors make the future extent of renminbi internationalization
uncertain, although the renminbi will most likely become more international
than it is now. While China will continue its attempt to “de-Americanize” the
international monetary system, it is unlikely, however, for the renminbi to
replace the dollar status.10) It is also unknown whether the renminbi’s
international status will rise up to one that is comparable to that of the euro,
the yen, or something less.

10) The attempts include the request for the International Monetary Fund (IMF) to increase China’s
quotas and voting shares as well as the recent establishments of the Asian Infrastructure
Investment Bank and the BRICS Bank.
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4. Conclusions
It seems that the dynamics of international finance is about to change in
the North Pacific region. Further liberalization of financial markets by EMEs,
including China and Korea, may change the effectiveness of their own monetary
policies, suggesting that financial liberalization may increase macroeconomic and
financial volatility. That can be a concern even for large economies like China,
Korea, and Japan. The environment that surrounds these economies may also
change once the renminbi increases its presence in international markets. As of
now, the Asian region has been heavily reliant on the dollar as the vehicle
currency (with an average share of more than 90%), mainly because of the
regional supply chain network, the major export destination of which is the US.
While the Asian dollar bloc stands as a big challenge to China’s ambitions for
renminbi internationalization, given the country’s imperative role in the Asian
supply chain network, it could also be possible for the renminbi to replace the
dollar as the major invoicing currency in the region. These changes will certainly
have significant impacts on the North Pacific region. At the very least,
policymakers in the region should attempt to be aware of the knowns of the
unknown.
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Comments Based on the Roundtable
Discussion
Tokuo Iwaisako

During the first year of the Abe administration, it became clear that Prime
Minister Abe’s commitment to the Trans-Pacific Partnership (TPP) was stronger
than had been expected. One of the main reasons is that the degree of opposition
to import liberalization from the Japanese agricultural sector has significantly
decreased in the recent years. Where Abe’s Liberal Democratic Party had once
relied on the votes of agricultural households, the contracting population share
and rapid aging of the agricultural population have been associated with a
significant decline in its political influence.
However, it should be noted that, while the Abe administration is making
a strong commitment to TPP, this does not necessarily equate to a greater
willingness to develop free-trade agreements (FTAs) in general. Prior to the TPP,
negotiations on ASEAN’s Regional Comprehensive Economic Partnership (RCEP)
and the China–Japan–Korea FTA were proceeding, but Japan was initially reluctant
to participate in FTA negotiations. Hence, and not surprisingly, Japan was unable
to grasp the initiative in these negotiations, and this allowed other countries to
take the lead. As a result, the Japanese government now considers the TPP as its
greatest and perhaps final opportunity to reverse its position in FTA negotiations
with neighboring Asian countries, especially China and Korea. This is why the
TPP is so important for the Abe administration and, especially, the Ministry
of Economy, Trade, and Industry. Essentially, TPP and FTA are the same in
Japan’s current policy discussion.
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I concede that I am not an expert on the Chinese economy and have never
examined Chinese data myself. Nonetheless, the more that I hear and read about
the current economic situation in China, the more that I am struck by its
resemblance to Japan’s experience in the late 1980s. Japan’s real estate bubble
and China’s overheating property market also share important elements with the
US subprime bubble of the mid-2000s.
To briefly summarize Japan’s bubble economy, by the early 1980s, Japan
had completed its catching-up stage of economic growth. This was associated
with a productivity growth slowdown, lower levels of investment in equipment,
and smaller corporate profits. However, at the time, the Japanese household
savings rate remained high, so there was a large savings–investment surplus and
an excess supply of credit in the corporate lending market. This allowed Japanese
banks that seek new profit opportunities in the late 1980s to make a number
of questionable lending decisions. In particular, a surge of risky bank lending
to real estate, construction, and resort businesses during this period can be
observed. Similarly, during the period that corresponds to the US subprime loan
bubble in the mid-2000s, US financial institutions took on excess risk in the
residential mortgage market.
Importantly, unlike the US, financial institutions in Japan relied on the
savings and deposits of domestic households to support their risky lending for
real estate–related transactions and the escalating asset bubbles. In the US, in
the mid-2000s, the savings–investment balance was negative that only large
international capital inflows sustained and fueled the subprime loan bubble
(Bernanke, 2005; Rajan, 2010). Hence, the Lehman Brothers shock of September
2008 had a direct impact on foreign financial institutions, which triggered the
subsequent world financial/economic crisis in 2008/2009. In contrast, the collapse
of Japan’s asset bubbles in the early 1990s had no significant impact on other
financial markets around the world.
The Chinese economy today is running a large current account surplus so
that domestic savings exceed investment again, just like the Japanese economy
of the 1980s. Once again, domestic funds mostly provide funding for the
speculation in the Chinese property market. Therefore, even if Chinese property
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prices do eventually collapse, there will be little effect on foreign financial
institutions, and the spillover effect will be experienced within China’s borders
only.
Nevertheless, the progressive slowdown of the Chinese economy will have
a major impact on the Japanese economy. As observed during the severe recession
from 2009 to 2010, subsequent to the global financial crisis, the Japanese
economy today is, in particular, vulnerable to negative shocks in foreign demand.
Throughout the 2000s, Japan’s macroeconomic performance has become more
dependent on exports. This is partly because its domestic demand remains weak
even 20 years after the collapse of the bubble economy. Another important reason
is that the establishment of the large global supply chain system in East Asia
involves the integration of a major share of the Japanese manufacturing industry.
Therefore, despite a turbulent political relationship of late with China, China’s
economic performance will continue to be a major concern for Japanese
policymakers.
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Comments Based on the Roundtable
Discussion
Jong Seok Kim

1. “The Asian Paradox”
With regard to the discussion on North Pacific cooperation, one of the
challenges that should be taken into consideration is overcoming the so-called
“Asian Paradox.” The Asian Paradox refers to the gap between economic
relationship and political relationship in East Asia. East Asian countries have
been maintaining strong economic ties and have achieved economic prosperity,
despite political tensions and differences.
This is paradoxical because close economic ties among countries would
normally bring about peaceful and stable international relationships regionally.
A good example would be the European Union. European countries overcame
their century-old political enmity through economic cooperation and integration.
In the recent years, however, the Asian Paradox seems to have become even
more paradoxical as the political tension in this region is becoming higher, yet
economic ties remain strong. This is against the common wisdom and expectation
that economic common interest would diffuse political tensions.
The political tension that is going on in the North Pacific region might
eventually have a negative impact on economic relationships in the region.
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2. The Limits of Bilateral Talks
How can this Asian Paradox happen and continue? Obviously, there are
conflicting geopolitical interests and lack of trust among the countries in the
region. The US is suspicious about China’s intention in East Asia. Similarly,
China has suspicions about the intention of the US in the region. The same
can be said about the relationship between Korea and Japan, Japan and China,
South and North Korea, and so on.
Of course, there have been some diplomatic efforts to ease the tension
between the abovementioned countries. However, bilateral talks among these
North Pacific countries to resolve their political differences and tensions in
territories or security matters so far seem to have been ineffective because they
mostly focused on highly political and sensitive issues, such as history, territory,
and military issues. Some bilateral talks exposed their differences more and
alienated other countries, such as the North Korea–Japan talk.

3. The Need for Multilateral Dialogs
Bilateral talks have limits in resolving regional issues because there are third
parties that are being affected in many cases. One example could be the talks
between South and North Korea. Denuclearization of North Korea and
reunification of the two Koreas would require cooperation from neighboring
countries. The two Koreas may not be able to resolve their issues bilaterally.
It is about time to consider multilateral dialogs in resolving regional issues.
This is not to say that a formal multilateral political negotiation framework like
the six-party talk, which has made little progress in the past decade, should be
developed. At the early stage, these multilateral dialogs can focus on subtle and
nonpolitical issues, such as cooperation in the environment, nuclear safety, health,
and natural disasters that pose common threats in the region.
In a multilateral setting, participating countries would have to focus more
on regional common interest rather than on national interest. Focusing on more
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practical, nonpolitical issues in the multilateral setting could also encourage North
Korea to join the process. Engagement of North Korea in the North Pacific
multilateral dialog is crucial for regional stability. This multilateral dialog would
eventually help stem the paradoxical trend of widening political differences and
let North Pacific countries focus more on practical regional issues.
Setting aside difficult and sensitive issues, such as territorial disputes and
security threats, and prioritizing subtle nonpolitical issues would be a more
practical and better strategy because this will facilitate building trust and common
interest among the countries in the region and help resolve more difficult political
issues in the long run based on mutual economic interest and trust.

4. Soft Issues
Multilateral dialogs can begin with discussions on how to collaborate and
deal with natural disasters in the region, such as earthquakes, typhoons, etc. North
Pacific countries can establish a joint response mechanism against such incidents.
This would include a rapid deployment task force and aid funds.
A similar trend can be found in public health. Plagues, such as SARS and
avian flu, cross national borders easily, and one country’s response to such issue
can affect that of others. A similar problem exists with environmental and nuclear
safety, as can be observed in the Japanese Fukushima nuclear plant accident.
These potential disasters can be handled more effectively by a multilateral
cooperation. In some sense, these transnational issues are more urgent than
political and security issues.
Expansion of such dialogs and joint efforts would eventually contribute in
easing geopolitical tensions in the region. As multilateral dialogs focus on a
wide variety of subtle issues, this process can complement existing regional
organizations for cooperation, such as the Association of Southeast Asian Nations
(ASEAN), Asia-Pacific Economic Cooperation (APEC), and East Asia Summit
(EAS). As this dialog process focuses on human security and nonpolitical issues,
civil societies around the world can be encouraged to participate and cooperate.
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5. Harmony in Diversity
To overcome the Asian Paradox and create an environment that is conducive
to peace and cooperation, a distinction must be made between national issues
and international issues.
If a country threatens another country’s territory, economic interest, or
national security, then it is an international issue. However, if it is about how
they interpret their constitution and history, it is a domestic national issue, and
a matter of interpretation and policy.
However, I would like to emphasize the danger of the spread of nationalism
in a region. Extreme nationalism based on distorted historical facts would damage
international relationships and prevent the countries in the North Pacific region
from building mutual trust. We can learn from the experiences of Germany and
France. These two countries overcame their unfortunate past by building a
common understanding of their histories through objective researches and honest
discussions. The countries in the North Pacific region can set up a panel of
renowned historians to come up with an objective historical interpretation that
most of the people in the region can agree on. Writing history should be left
to professional historians and scientists, not to politicians.
Countries can disagree with or criticize historical interpretation and domestic
policies. However, demanding or pressuring other countries to change their
domestic policies and making it a precondition for dialogs are undesirable and
would not work. Imagine trying to change a neighbor’s mind or attitude just
because you do not agree with it. It would be very difficult, not to mention
changing the minds of a nation with tens of millions of people in it. What is
important is not how a country thinks of itself but how it behaves toward other
countries.
As long as countries keep international rules and do not threaten other
countries’ territories or national interests, how they think and what they say of
themselves within their territory should not be an international issue. In a civilized
society, people can live together with differing values and views. This has been
the primary principle of a democratic society. There seems to be no reason that
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this principle cannot be applied to the international community. The Asian
Paradox, indeed, can be overcome with this basic democratic principle.

Comments Based on the Roundtable
Discussion
David J. Stockton

I am very grateful to the Korea Institute for International Economic Policy
and the East-West Center for giving me the opportunity to participate in this
informative and productive meeting on strengthening economic cooperation in
the North Pacific region. “Region” is perhaps an understatement; the four
economies participating in this meeting—China, Japan, Korea, and the US—
contribute to approximately 40% of the world’s output based on purchasing power
metrics. The presentations for this meeting clearly suggest that some of the
challenges that we face are common across our economies, while others are
specific to individual countries. However, given the size and interconnectedness
of these economies, there can be little doubt that they share a common interest
in working together to promote the individual and collective success of their
countries in confronting these challenges. After reflecting on today’s discussion,
I see several issues that could benefit from shared or joint work by economists
across these four economies. For simplicity, I would group the issues into
macrocyclical, microstructural, and political economic, although I readily admit
that there is a considerable overlap.
On the macro front, the intense interest that we share in the cyclical
developments in each other’s economies reflects an understanding that none of
us is immune to developments in others. These four economies are too large
and too tightly linked to operate without expecting potential spillovers in
macroeconomic performance or from macroeconomic policy actions. For now,
expansions in each of these economies remain on track, but our discussions
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highlighted some significant challenges. For example, the recovery in the US
has gained enough traction that the Federal Reserve is ending its program of
quantitative easing and will likely to begin raising rates sometime in 2015, but
the consequences of normalizing the monetary policy are highly uncertain.
Meanwhile, the government of Japan has embarked on an ambitious program
of monetary stimulus and structural reforms—the so-called Abenomics. One
consequence of those actions has been a significant depreciation of the exchange
value of the yen. The Bank of Korea trimmed its growth forecast in July and
cut interest rates in September, in part, in an effort to bolster growth. In China,
growth has slowed down, partly in response to the growing weakness in property
markets. Some slowdowns in growth are probably inevitable and desirable
because they prevent a further buildup of bubble-like conditions in property
markets and as a by-product of rebalancing China’s economy away from
investment and exports and toward domestic consumption. However, it remains
unclear how far policymakers in China are willing to allow that slowdown to
continue and how capable they would be to offset the effects of a serious
deterioration in real estate markets or a crisis that surround financial institutions.
Policy actions taken in each of these four countries are tailored, as they
should be, to their respective domestic economies. However, that does not mean
that the spillovers from those domestic developments and actions will not be
consequential for other economies of the North Pacific. How well do we
understand the channels through which those spillovers will operate? I suspect
that not as well as we should. We have many large-scale macroeconometric
models, some with multicountry features. In those models, the interconnections
typically operate through trade and exchange rates. Even these transmission
mechanisms clearly do not operate with tight empirical regularity. To date, the
depreciation of the exchange value of the yen has not generated the increase
in exports and swing in the trade balance that might have been expected. Is
that because the exchange rate channel has weakened, or are the effects still
to come but with a longer lag than usual? The answer to that question matters
not only for the performance of the Japanese economy, but also for the economic
outcomes of Japan’s major trading partners, including, most especially, those
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in the North Pacific. Some further exploration of trade linkages among North
Pacific economies and how they may have changed over time might have payoffs
in the form of a better understanding of the transmission of macroeconomic
shocks across our economies.
Of course, as recent experience has demonstrated, our economies are linked
by much more than trade and exchange rates. Greater financial linkage among
the economies of the North Pacific could result in a larger or a more rapid
transmission of shocks among these economies than in the past. The meltdown
of the mortgage markets in the US caused sharply reverberating shocks throughout
the global economy, and the exchange rate was only a part of the transmission
mechanism. An appetite for risk, the strength of financial institutions and their
willingness to extend credit, and the health of the basic financial infrastructure
seemed highly correlated across economies in ways that few would have predicted
ahead of the crisis. The current situation in Chinese property markets has a vastly
different institutional background than that of the US in 2007. However, can
we be sure that a bursting of a property price bubble would not have consequences
for Japan, Korea, and the US other than through trade? I would not take that
bet. A keener understanding of these financial linkages in the economies of the
North Pacific might allow us to better predict financial spillovers and might even
lead to more tightly focused efforts by policymakers to take actions that could
prevent financial shocks from occurring and limit the spillovers when they do
occur.
In the period ahead, the Federal Reserve is likely to start withdrawing its
monetary accommodation. We saw in the summer of 2013, during the so-called
“taper tantrum,” how a talk of a shift in the Federal Reserve policy had
widespread effects on international capital flows and interest rates. Will we see
similar effects when the Federal Reserve begins to lift short-term interest rates?
China, Japan, and Korea do not look especially vulnerable, certainly not in
comparison with those emerging market economies with significant dependence
on cheap capital inflows. Indeed, if dollar appreciation were to result, these
economies might benefit. However, further examination of potential financial
linkages among these economies could shed light on how policy changes in one
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country could be transmitted to other countries.
In addition to these core macroeconomic issues, the economies of the North
Pacific face some similar structural challenges that could benefit from cooperative
study. For one, the population growth in these economies is already in the process
of slowing down. With aging populations, greater pressure will be exerted on
existing workers to support an increasing number of dependents. Policymakers
are also likely to be forced to cut retirement benefits and increase taxes on
workers, creating internal social and intergenerational tensions. Some comparative
examinations of pension and old-age social spending programs might yield
insights into those policy arrangements that appear most likely to be successful
at providing support with minimal social disruption and those that seem most
vulnerable. A better understanding of the scope for using immigration policies
as a response to population aging in our respective economies and of how social
attitudes that surround immigration affect the viability of these policies would
be useful. In the case of China, this might be best viewed from the perspective
of continued internal migration from rural areas to urban centers. In addition
to encouraging immigration, efforts to boost labor force participation could help
offset population aging. Japan has made boosting female workforce participation
a central part of its recent structural reform efforts. What can other countries
learn from their experience?
Another common problem experienced in many advanced and emerging
economies has been a marked increase in income inequality. Interestingly, the
US and China started from significantly different positions 30 years ago but
have, nevertheless, experienced similar sharp increases in income inequality. Is
that a coincidence, or are there common factors that can be identified? One way
in which this development could spill over onto the international stage would
be for international trade to be seen as the culprit, causing governments to back
away from the painful progress that has been made to liberalize trade among
our economies. That would be an unfortunate outcome that could threaten our
current and future prosperity. More broadly, increasing inequality could lead to
government interventions in markets, not all of which might be efficient or even
equitable. Sharing analyses, diagnoses, and possible policy responses from our
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individual national experiences could provide a wider perspective on the problems
presented by increasing income inequality.
Both the aging of our populations and rising income inequality raise
interesting questions about the social welfare systems that we have designed to be
a safety net for our populations: health care, unemployment insurance, pensions,
and the like. We are at different stages in the development of these systems.
I cannot speak with any authority about the other major economies of the North
Pacific, but the US could offer lessons to those countries that are still in the
process of weaving their social safety nets—some positive and some negative.
The social safety net in the US has been very effective at eliminating poverty
among the elderly. However, the pay-as-you-go funding of social security means
that we have not built up a stock of savings and capital to provide adequate
income for both elderly and younger workers who are going forward. Moreover,
evidently, our health care system is the most expensive in the world, but it does
not provide better health outcomes than those of other advanced economies that
spend much less. Others could learn from our successes and failures, and I have
no doubts that the US could learn from the successes and failures of our North
Pacific partners.
I should mention two other areas where increased efforts toward cooperation
would likely yield long-term economic benefits—trade and the environment.
Evidently, many international efforts are under way in both of these areas and
at their intersection. I will not expand here, not because I do not think that
these are critical areas for research and discussion, but because I assume that
there are many others better positioned to comment more authoritatively than
me.
I will conclude with a few observations on political economy, where I believe
that the collaborative voice of economists in China, Japan, Korea, and the US
could be helpful. The dynamic discussion at this conference reinforced for me
the obvious: we have a considerable stake in our mutual economic success. In
the recent decades, each of the economies of the North Pacific has benefited
from the broader prosperity of the region. As economists, we understand the
Pareto-improving force of expanding exchange and trade.
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Looking across the globe, one sees not only the cost of heightened
geopolitical risk, but also the heavy cost of actual conflict. The Pacific Rim
has not been immune from the rising political tensions among, most notably,
China, Japan, Korea, and the US. I am not a political scientist, and I cannot
claim to always see through the broader geopolitical objectives and strategies
that lie behind the rise of these regional geopolitical tensions. However, I do
believe that economists have an important role to play in making clear to decision
makers what would be placed at risk—either deliberately or inadvertently—if
political or military tensions were allowed to disrupt our valuable economic
relationships. I am not naïve enough to think that those arguments will always
carry the day. However, the emphasis of this conference was on the enhancement
of the benefits of economic cooperation, and that seems a valuable endeavor
and a powerful message to convey to our decision makers.

The Global Influences of Half of the
World: Comments on North Pacific
Cooperation
Wang Yijiang

I applaud the East-West Center (EWC) and the Korea Institute for
International Economic Policy (KIEP) for organizing the 2014 Korea Dialogue
Conference on Strengthening North Pacific Cooperation. It is a very important
conference held at a right time.
The North Pacific region is, economically, the most important region of
the world. It consists of the first, second, and third largest economies of the
world, namely the US, China, and Japan, respectively. North Korea, Canada,
and, broadly speaking, Russia are also found in the said region. According to
the statistics of the International Monetary Fund, the gross domestic product
(GDP) of these countries in 2013, in USD, was 16.8 trillion for the US, 9.2
trillion for China, and 4.9 trillion for Japan. Korea is a smaller country and
its economy is smaller, but not small—its GDP was USD 1.2 trillion and ranked
15th in the world in 2013. Together, these four countries’ aggregate GDP was
USD 32.1 trillion in 2013, counting for more than 43% of the total GDP of
the world for that year.1) These statistics show that close to half of the world’s
GDP are produced by only a few countries in this region!
1) Moreover, in this region, Russia’s GDP in 2013 was USD 2.1 trillion, while that of Canada
was USD 1.8 trillion, ranking 8th and 11th in the world, respectively. Source of the GDP figures:
http://wenku.baidu.com/link?url=9OexeP-dkZxDpzm3IE_fNi2W32oAe2d75MfQ8QsBkRgl4N
Tn0jTaZKJ46CzIOGypeToiqHeSss8nKftOIHhtKkFWf73dYh9xh-7wPybKCPe
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These largest and most powerful economies in the world can influence the
global economy in a number of ways. In particular, they can use their financial
muzzles to influence and/or accomplish several tasks. In the group, the US is
the issuer of the most commonly used international currency and foreign exchange
reserve, namely the dollar. China and Japan are the two economies with the
largest and the second largest, respectively, in terms of foreign exchange reserves
of the world—positions that they have occupied for many years. At the end of
2013, China’s foreign exchange reserves were USD 3.8 trillion, and those of
Japan were USD 1.2 trillion. Together, these two countries had more than 41%
of the world’s total foreign exchange reserve.2) How these countries use their
tremendous financial powers have profound worldwide implications for commodity
prices, investments, interest rates, financial stabilities, and international politics.
For example, when the West is protesting and boycotting Russia for its role
in Ukraine, energy deals between China and Russia mount to hundreds of billions
of dollars. The large amounts of promised payment in the coming years in the
form of foreign exchanges provide Russia with its most needed economic support
at a time of economic and political challenges to the country. They came at
a time when Russia’s total foreign exchange reserve was reduced from USD
510 billion at the beginning of 2014 to USD 440 billion in October, and the
trend is expected to continue, and at a time when Russia’s currency is persistently
depreciating against the dollar, euro, and other major international currencies.3)
The total amount of anticipated payment by China for the energy deals is roughly
equal to the total amount of the foreign exchange reserves that Russia has in 2014!
The economies in the region are not only large, but also very dynamic,
implying a perhaps even more important role for them to play in the global
economic system. The US, where the global financial crisis has started in 2008,
is now unequivocally moving out of the crisis and leading the world into the
postcrisis era. In the years following 2008, most major economies in the world
struggled to stay above the water. China, however, maintained high growth rates
2) Source: http://www.360doc.com/content/14/0515/21/11735161_378052413.shtml
3) Source: The Central Bank of Russia (http://news.163.com/14/1031/13/A9SVUFQL00014AED.html)
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during these years. The strong performance gave China the opportunity to surpass
Japan to become the second largest economy in the world and cut down the
number of years that it needs to catch up with and surpass the US to become
the world’s largest economy as projected.
The economic dynamics of the region is also seen at microeconomic levels.
The region has several successful and competitive business companies that are
leading the world with their latest technologies and applications to create new
business models that deliver innovative products and better services. For example,
the US and China have the largest numbers of mobile phone and Internet users.
They also have the largest and most successful Internet companies, such as
Google, Amazon, eBay, and Facebook in the US, and Alibaba, Tencent, and
Baidu in China. At the same time, Apple, LG, and Huawei are among the world’s
largest providers of mobile equipment. The US, China, and Japan are also the
largest users of robots in the world.
These largest and most dynamic economies have much to gain from
cooperating with each other. With the US, China, Japan, and Korea being the
largest trading partners and also the largest investment source and recipient
countries to each other, several jobs are created and a large amount of profits
are made. Among the numerous examples, a quick one is that, being the fastest
increasing in numbers and having the highest individual spending records,
Chinese tourists create thousands of jobs in Korea, the US, and Japan. Another
quick example is that, in 2009, a year when General Motors (GM) was under
bankruptcy protection, the international operation of the company was the only
branch that recorded positive profit (the other two branches are North American
and European operations), of which half was attributable to car sales in China.
In 2010, GM car sales in China increased by more than 30%. In that year, it
sold more cars in China than in the US!4)

4) First Daily of Finance and Economics (第一财经日报), November 22, 2010.
http://auto.ifeng.com/news/special/xintongyongipo/20101122/471782.shtml
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These largest and most dynamic economies also have much to gain from
sharing their experiences with some common and important economic issues, such
as the highly expansionary monetary policies of these countries. Of these countries,
China has had long-lasting expansionary monetary policies. In most years in the
past two decades, its money supply measured by M2 grew at rates that were
typically twice of those of the GDP growth. In consequence, China today has
the world’s largest money supply, reaching RMB 110 trillion (roughly equivalent
to USD 17.7 trillion at the rate of RMB 6.2 = USD 1) at the end of 2013, while
the total GDP of the year is about RMB 57 trillion. The rapid increases of money
supply have contributed to the long-lasting strong economic performance of China.
In the years after the eruption of the global financial crisis, the US joined China
to adopt a highly expansionary monetary policy that features several rounds of
quantitative easing (QE). As the most internationally used currency, the amount
of dollars measured by M2 reached nearly USD 11 trillion at the end of 2013,
which is up by 47% from USD 7.5 trillion in January 2008.5) The expansionary
monetary policies helped prevent the US economy from falling into even deeper
recessions in the years of the global financial crisis and from suffering damages
that are similar to those experienced in the 1930s. The Federal Reserve’s QE
practices are likely to become textbook materials for macroeconomics. Joining the
bandwagon is the Abe government of Japan that started a superexpansionary
monetary policy in October 2013 by taking dramatic QE actions. However, the
effect of the policy is still not clear, which led for the Bank of Japan to announce in
October 2014 that it would continue the policy after the Federal Reserve announced
the termination of QE. Critically important questions arise from the practices of
the monetary authorities of the three largest economies: What are the most effective
monetary policies during times of sustained economic stagnation, booms, or,
usually, strong negative shocks? What are the long-term problems that expansionary
policies might cause to an economy and to the world? Countries in the region
can benefit from sharing their experiences with these issues and exchanging views
on these questions.
5) Sources: http://wenku.baidu.com/view/e5176cd0b9f3f90f76c61b19.html, and
http://cqhkf.blog.163.com/blog/static/4454975620140102532193/
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The countries in the region must overcome serious political obstacles on
the road to closer and better economic cooperation. They have very different
political systems, with the US, Japan, and Korea being democracies; China being
an autocracy with a market-oriented and internationally integrated economy; and
North Korea being an autocracy with a closed economy and a classic Stalin-style
political system. They also fought wars between or among themselves with
enemies and allies changed from time to time. So misunderstandings, distrust,
and conflicts among the countries are deep and common rather than superficial
and surprising. For example, Japan currently has territorial disputes with all its
neighboring countries—China, Korea, and Russia. While Japan does not even
want to acknowledge some of the disputes, the diplomatic tensions that they
cause sometimes escalate to the level of military tensions. These territorial
disputes create difficulties for US diplomacy to manage complex relationships
among the nations in the region. They also stand in the way of better economic
cooperation in the region. A much larger issue is that the US and China, as
the two largest countries in the region, need to live with each other and cooperate
on bilateral, regional, and global issues. For that purpose, they need to define
and redefine their relationships with each other, assure and reassure each other
of their intentions to establish a new type of relationship between two major
powers, and clarify and reclarify their positions on various issues. The good
news is that, so far, political leaders have been doing a number of appropriate
moves to overcome political obstacles and promote regional cooperation.
I am glad that the conference was held to discuss North Pacific cooperation
with most of the abovementioned issues included in the agenda. I hope that
this platform provided by EWC and KIEP will continue to facilitate the
conversation.

Strengthening North Pacific Cooperation:
Overview by Roundtable Rapporteur
Duyen Bui

Through the informal remarks from six speakers and a session for general
comments, this roundtable discussion synthesized the topics explored during the
2014 Korean Dialogue Conference. The aim of this last session was to identify
ways to strengthen North Pacific cooperation.

Chairperson: Charles E. Morrison, President, East-West Center
Dr. Charles E. Morrison began the roundtable discussion by summarizing
a few of the key themes discussed throughout the conference. Some of the topics
explored include raising the economic growth rate through such means as trade
and currency flows. These aspects require states that collaborate and support
one another at the international level, even if economic changes must occur at
the domestic level. Lastly, Dr. Morrison mentioned that the conference has
attempted to bring into the discussion the situation in North Korea, which is,
nonetheless, part of the North Pacific region.
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Discussant: Hiroyuki Ito, Professor of Economics, Portland State
University
Dr. Hiroyuki Ito examined North Pacific cooperation through an international
finance lens, particularly with regard to economic integration. He first explained
that, if a country receives more net capital inflows, then there is a weaker linkage
between short- and long-term interest rates. From this standpoint, the global
financial cycle argument that the country whose currency is globally dominant
will be important in dictating capital flows follows. If another country does not
like the status quo, then the solution is to gain capital control.
Focusing on Asia, Dr. Ito observed that countries in this region do not have
to worry yet about net capital inflows threatening short- and long-term interest
rates. This inhibits immediate concerns about long-term development and risky
projects because many nations in Asia rely on debt financing. However, the
dilemma will arise when the financial market in these institutions becomes more
developed because the nation will be subject to global financial cycles.
Looking at the North Pacific region more specifically, Dr. Ito focused on
the case study of China and the state’s attempt to internationalize the yuan. For
China to avoid being subject to global financial cycles, its currency must be
at the center of the international financial exchange market. In 2008, China began
promoting the use of the renminbi abroad, but this currency is still underused.
Aside from difficulties in actualizing the internationalization of the yuan, there
is also an economic and political conflict of interest. China’s entrance into the
World Trade Organization (WTO) can help China leverage and push for financial
liberalization, which may strengthen the renminbi. On the other hand, Chinese
officials do not want full financial liberalization because it reduces their authority
over the financial market.
In sum, Dr. Ito provided a few forewarnings that are related to strengthening the
relationships in the North Pacific region. The first is that the Central Bank in the
region must be careful of financial development. The second is that China will make
its best efforts to internationalize the yuan, and if the yuan becomes more dominant,
then financial policymakers must be prepared for a new economic environment.
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Discussant: Tokuo Iwaisako, Professor, Hitotsubashi University
Dr. Tokuo Iwaisako began his informal remarks by discussing Japan’s
position with regard to international trade. He finds that the Trans-Pacific
Partnership (TPP) agreement is the last chance for Japan to be more involved
in the global economy. Another area of concern in Japan is the increase in the
aging population. Although Japan is in a good financial situation and has a strong
social security system, Japan’s rapid aging process is still an economic concern.
Relating the experience of Japan to those of other nations in the region, Dr.
Iwaisako observed that South Korea and China will experience an even faster
aging process, yet these nations do not have an excellent social safety net,
especially for the poor. As nations in the Southeast Asia region develop, they
will also experience concerns with regard to aging and income inequalities, and
thus, Dr. Iwaisako hopes that the nations in Asia can learn from each other’s
experiences.

Discussant: Jong Seok Kim, Professor, Hongik University
In discussing North Pacific economic cooperation, Dr. Jong Seok Kim
identified the importance of resolving political tension to have sustainable and
successful economic exchanges. Dr. Kim explained that, conventionally, we have
believed that close economic ties are supposed to bring about peaceful political
relationships, like the model of the European Union. However, despite strong
economic ties between nations in Asia, political relationships are worsening in
the recent years. Dr. Kim identified the economic and political relationships in
Asia as the Asian Paradox because they counter the idea that common interests
would diffuse tensions.
Dr. Kim outlined some of the political tensions that are currently hindering
peace in the region. First, there are differing geopolitical interests and a lack
of interest between Korea and Japan, Japan and China, and South Korea and
North Korea. Second, bilateral talks and security arrangements have been
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ineffective at resolving territorial disputes. Oftentimes, these engagements expose
more differences and alienate each country from one another. Given this reality,
Dr. Kim proposed a multilateral engagement that does not have to be formal
like the six-party talks. These informal multilateral exchanges should focus on
practical issues that affect the region and not just a nation. For example, nations
can come together to resolve the effects of natural disasters and plagues, as well
as the safety of nuclear power plants. Joint efforts in resolving these regional
issues will help ease geopolitical differences and tensions.

Discussant: Marcus Noland, East-West Center and Peterson
Institute for International Economics
Dr. Marcus Noland began his informal remarks by looking at the role of
gender in the economy. From his observations of Japan, it appears that women
have become more dominant in economics. Today, there are also important
studies on gender by organizations like the Asian Development Bank.
With regard to a macro level of analysis, Dr. Noland observed a few trends.
First, he finds that all the economies in the region face actual challenges and
uncertainty of outcome, but these experiences are not dependent of one another,
and there is no spillover or transmission method. Second, Dr. Noland proposed
the question of surveillance with regard to how it can occur in large economies.
Lastly, Dr. Noland echoed Dr. Ito’s comments on the need to focus on
financial trade as opposed to just macroeconomics. Dr. Noland asserted that it
is important to examine China’s rise and its role in the financial institution and
other new institutions. Currently, we must also be wary of the possibility of
a China–Japan rivalry with regard to the Asian Development Bank. South Korea
is also an important player in the region, especially because the leaders of the
United Nations and the chief economists of the Asian Development Bank are
from South Korea.
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Discussant: David Stockton, Peterson Institute for International
Economics
Dr. David Stockton explored ways to increase cooperation on common
challenges. He explained that nations like the US, China, Japan, and South Korea
will not alter their fiscal policy to improve the economy of another nation.
However, these nations must understand the potential spillover and feedback that
such national-oriented focus will have on the region and the world. We may
gain more by understanding the link between each nation’s economy.
Aside from focusing on what nations should do to increase cooperation,
Dr. Stockton also examined the role of economists in creating better regional
cooperation. Similar with Dr. Kim, Dr. Stockton pointed out the importance of
understanding the connection between political issues and economic progress.
Dr. Stockton finds that economics and politics must be discussed together instead
of separately.

Discussant: Wang Yijiang, Cheung Kong Graduate School of
Business
Agreeing that politics affects economics in significant ways, Dr. Wang began
his informal remarks by analyzing the different relationships that China has with
South Korea, Japan, and the US. With regard to China and South Korea, there
is a warm political relationship. On the other hand, China has tensions with
Japan and the US, which leads to different economic implications. With Japan,
China buys and sells less than before and has become less welcoming of the
Japanese investment. With the US, China will likely maintain its current economic
relationship or may establish an even closer one because the US can provide
them with technological advancement, global influence, and military capabilities.
The cost is too high if there would be a negative interruption in the relationship
of these two countries because China is holding trillions of dollars in US bonds.
This dependency on each other, however, does not mean that a tenuous relationship
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does not exist between China and the US.
Other factors that Dr. Wang observed as important to cooperation in the
region are aging population and financial trade. With regard to the aging
population, nations like China must be wearier because it has the poorest
population per capita of gross domestic product (GDP) in the region. People
will become furious when they believe that their job has been taken away from
them and has, therefore, caused their poverty. Politicians, at times, take advantage
of this situation to gain more votes. On a different spectrum, politicians in South
Korea and Japan have also found ways to obtain votes by using the money supply.
In these two countries, there appears to be an unlimited money supply, which
makes it difficult to see the value of earning money, thereby distorting economic
order.

Questions, Answers, and Commentaries from the Audience
After the informal remarks from the six speakers, there was a session for
questions, answers, and commentaries from the audience. Dr. Il Huong Lee,
president of the Korean Institute for International Economic Policy (KIEP), began
the discussion for this session. With regard to financial trade, Dr. Lee explained
that there is a need to reign in monetary spillovers. International organizations
are also beginning to study issues that are related to income inequality so it
is important to examine these results. With regard to internationalizing the yuan,
Dr. Lee finds that, instead of rapid internationalization, a safer method is to
address the global imbalance of the Asian currency and help intra-Asian trade
move off from the dollar. Dr. Lee also commented on the aging problem as
it relates to Korea and mentioned that there is an attempt to develop a creative
economy. Lastly, with regard to the topic of North Korea, Dr. Lee finds that
North Korea, through China, would like to see South Korea’s alliance with the
US weaken and be a nonstarter. Dr. Lee also hopes that Asian countries can
lay their differences aside and hold discussions on security in which North Korea
can join.
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The last commentator was Dr. Zhang Jianping, who is the director and senior
researcher of the National Development and Reform Commission. He also
commented on the topic of internationalization, stating that the central government
of China should already feel an urgency to internationalize the yuan to avoid
the depreciation of the dollar. Currently, China has a large foreign exchange
reserve, which is the source of domestic inflation. He also noted that China has
accomplished a lot for international trade and investment, using the renminbi
to make 15% of trade settlements. However, there is a reluctance both at the
domestic and international levels to accept the yuan because China’s capital
market and international institutions are not relatively developed. Given this
reality, Dr. Jianping recommended a gradual reform of the stock market to open
up China’s international market. Two other issues that he raised are with regard
to the Asia-Pacific Economic Cooperation (APEC) and North Korea. He believes
that the next APEC meeting in Beijing could be a possible platform to discuss
the roadmap for a regional free trade agreement. As for the situation in North
Korea, he pointed out that relying on China to make North Korea cooperate
is not the solution. In 2009, China had stopped supplying crude oil to North
Korea, but it did not result to any progress in terms of international relationships.
Dr. Jianping proposed that all countries should cooperate to resolve tensions with
North Korea.
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