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China's Sustainable Energy Development Strategies™

Zhou Fengqi
Director
Energy Research Institute of State Planning Commission
Chinese Academy of Sciences, China

1. Energy Consumption in China

As the world's most populous country, and since the
1980s, one of world's fastest developing economies,

China's energy consumption will still be huge even if

energy efficiency is vigorously promoted The character-
istics of China's energy production and consumption are
as follows:

1) A high energy production growth rate that
declines over time

2) Coal dominates primary energy consumption

3) Industrial sectors are the prime energy consumers

4) Most coal consumed in China is burned directly
by end users

5} Residential energy supply depends mainly on coal

6} Rural energy consumption depends mainly on bio-
mass

7) Per capita energy coasumption is very low

8) The energy consumption elastic coefficient
decreases graduzlly

9) The energy consumed is primarily supplied by the
domestic market

2. Air Polution Related to Energy Consumption in
China

Limited by its domestic energy resources, China
depends on coal as its primary source of energy.
However, coal production and consumption result in
many environmental problems The main environmental
problem from coal use in China is air pollution, including
emissions of smoke-dust, sulphur dioxide (S0} and car-
bon dioxide (CO:)

Total emissions of smoke-dust in 1993 were 1416
metric tons (MT), more than 70% of which was from coal
combustion. Air pollution from coal combustion has
reached serious levels in urban areas, particularly in cities
in north China. The daily average concentration of total
suspended particulates (TSP) was 407 xg/m’ in cities in
north China and 251 gg/m® in cities in south China.
These figures are 4-6 times higher than the 60-90 ng/m’
average acceptable range of the World Health
Organization (WHO). Reportedly, air pollution was the
cause of 30% of respiratory diseases in China in 1993,

Total SO emissions were 17.82 MT, more than 90%
from coal combustion. The massive SO emissions have
led to serious pollution in cities In one-fourth of cities
north of the Changjiang River, the concentration of 50,
exceeds class [T national standard limits. In recent years,
several acid rain regions have emerged  They include

Cuangdong, Guangxi, Sichuan, and Guizhou in the south
and south-west, Changsha and Nanchang in central
China, Shanghai and Xiamen in the east, and Qingdao in
the north  The areas of acid rain are expanding as a result
of SO: emissions from coal use.

In 1993 emissions of CO. were about 600 MT-c in
China, more than 85% from coal combustion. Because of
its great energy consumption, China is the third largest
greenhouse gas emitter in the world  *

Transportation in China is developing rapidly Air
pollution from nitrous oxides (NOx) emitted from fuel for
motor vehicle use has become more obvious.

With the increase of energy consumption, particular-
ly coal use, pollution from energy will further intensify in
the future. Estimates show emissions of $O. at 225 MT,
CO. at 840 MT-c in the year 2000, 295 MT and 1 1 Gt-c
in 2010, and 34 1 MT and 1 33 GT-c in 2020 Alr pollu-
tion problems will worsen, requiring effective measures

3. China's Sustainable Energy Development Strategies

Priority to an Energy Efficiency Stategy

Improvement of energy efficiency is an indispen-
sable condition in order to guarantee China's middle and
long term balance of energy demand and supply. China
is currently the most populous country, and in the near
future its population will top 1 5 billion Taking the
national and global availability of resources into consid-
eration, it is possible for China to sustain rapid economic
growth and reach the per capita standard of living of
intermediate developed nations under the limited energy
resources conditions, only if China can achieve batter
energy efficiency than that achieved by the current indus-
trialized nations. Therefore, national energy development
strategies should fully reflect the need to improve energy
efficiency.

1} The gap between China's energy efficiency and
international levels. (i) Based on energy consumption per
unit GDP (regardiess of whether or not the official
exchange rate or purchasing power parity is used),
China's energy efficiency is the lowest; (ii) the energy
consumed per unit product for China's main energy inten-
sive products is over 30 percent the international average;
(it} compared with industrialized nations, the reduction
in energy consumption for China’s main energy intensive
products is slower, and the gap is expanding,

2} The great potential and economic benefits of ener-
gy conservation in China. Based on many case studies
and integrated analyses, improvement of energy efficien-
cy in China is technologically possible. (i} If China's pre-

* ERINA reproduces this paper of “Summary of the Reporis of The Nertheast Asia Economic Confesence in Niigata 98 with the present writer's ugreemem
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sent oul-dated technology and equipment were substitul-
ed with advanced international technology and equip-
ment, the total energy conservation petential of China
would amount to 50 percent of its present energy con-
sumption; (i) if existing domestic advanced technologies
and equipment were adopted, the savings would be 30
percent; (iii) generally speaking, compared with energy
development, an energy conservation option could fead to
a reduction of one-third in investment, and energy conser-
vation costs would equal 35 percent of the marginal ener-
gy supply costs,

The Energy Mix Optimization Strategy

1) China's energy mix based on coal separates
China's energy system from the mainstream of global
energy development. The world energy system is experi-
encing a transition from the curreat oil age to a future ol
and natural gas age  This age, in which oil and natural
gas are the main energy sources for the world, will last a
relatively long peried  Within the next fifty years we will
not see the resurgence of a coal age,

In the past half century, the share of coal in the world
energy mix has declined, and oil has occupied the leading
position [n 1950 the share of coal was 577 percent, in
1970 this percentage deciined to 30.5 percent, and in
1993 it declined further to 27.5 percent, whereas in 1993
the share of oil in the world energy mix was 40 percent

As for international energy development trends,
industrialized nations, without exception, have adopted
energy development strategies that depend primarily on
oil and natural gas. In all industrialized nations, the share
of oil and natural gas in energy mix is above the world
average Gradually reducing the share of solid fuels is
the inevitable choice all countries face in order to
improve energy efficiency, reduce energy system costs,
and provide quality energy services. The share of coal in
the primary energy mix of all OECD nations is less than
30 percent. And in nations with high energy efficiency
such as France, lapan, and ltaly, this percentage is even
lower, accounting for only 6 percent, 7 9 percent, and
17 4 percent respectively,

In the past 40 years, natwral gas as a primary energy
source has growa the fastest. [ts production increased
from 188.9 billion cubic meters in 1950 1o 2175 8 billion
cubic meters in 1983 Iis share in the world primary
energy mix rose from 9.7 percent to 229 percent during
the same period Currently, the world is furthering devel-
opment of natural gas, thus, the share of gas in the world
energy mix can be expected to increase

As in energy mix, energy development techaologies
are moving towards cleanliness, quality, and high effi-
ciency. Nuclear electricity is still growing steadily,
although there is opposition to its further development
Increasingly, atiention is turning towards the develop-
ment of renewable energy More and more experts pre-
dict that renewable energy will become an important
energy alternative in the second half of the next century.
It will become more difficult for coal as an energy source
to reappear in its past glory.

Currently, China is one of the few economic powers
in the world depending primarily on coal. If China is

excluded from current calculations, the average share of
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coal in the energy mix of all countries declines to 22 1
percent, lower than the share of natural gas of 2521 per-
cent. From 1980 to 1993, 81 percent of the additional
globai coal output was the result of China's increased coal
production,

Another significant trend in the world energy system
is that eavironmental protection has been incorporated as
an important element into the energy strategies of all
countries. In industrialized nations, a comprehensive hat-
nessing of SO. caused by fuel combustion is already a
basic constraint in energy options

Ever increasing environmental protection require-
ments represent a new pressure on costs of direct coal
burning. This restricts not only the scope of coal use, but
also the use of coal with a high sulphur content
Moreover, requirements for environmental protection fur-
ther increase the significance of developing and using
natural gas They also provide opportunities for some
renewable energy which can be expected to become com-
mercially viable. Environmental requirements have
increased relatively the systemn of costs of energy con-
sumption, and thus promoted energy conservation Since
the 1992 UN Conference on Environment and
Development (UNCED) in Rio, industrialized nations
have committed themseives to limits on carbon emissions
due to concerns over possible global climate change
Some have declared that by the year 2000 they will limit
their carbon emissions to the 1990 level This implies
that use of fuels with a high carbon content such as coal
will be limited further

Substantial change in China's current energy system,
in which coal occupies a dominant position in the pdmary
energy mix, requires long-term efforts.  China’s energy
development strategies should aim for this change
Unless the current energy mix is adjusted as soon as pos-
sible, China's energy system will run along a track of low
efficiency, high pollution, and poor economic benefits.

2) The poteniial important role of natural gas. In
recent years, almost all cil producing nations have made
considerable breakthroughs in natural gas development
Even some secondary oil producing nations such as
Germany and India have reached an equivalent level to
China in natural gas production. At present, the main
reason for China's stow development of natural gas pro-
duction is not resource constraints, but the existing
depariment division mechanism, which obstructs market
penetration of natural gas The current reserves-to-pro-
duction ratio in China is over 60, thus, China has consid-
erable potential for the improvement of natural gas pro-
duction.

If China's annual natural gas production can reach
over 100 biilion cubic meters in a short time--implying
that 300 te 400 million tons of raw coal per year could be
substitited (200-300 billion cubic meters of natural gas
for 1 billion tons of raw coal annually)--China's energy
mix would improve considerably

Clean Use of Coal

Popularizing clean coal technology {(CCT) is essen-
tial to promote a transition from the existing energy sys-
tem, which depends mainly on coal, to a more environ-
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mentally friendly and sustainable pattern.  The Chinese
government has formulated a CCT development plan
which will be incorporated into the national economy and
social development plan  Meanwhile, a series of policies,
laws, and regulations should be formulated, and econom-
ic measures should be implemented to promote the clean
use of coai.

Washing, selecting, and desulphurization technolo-
gies for coal with a high sulphur content and coal dry

washing technologies should be studied The share of

washed raw coal and the manufacture of industrial and
residential briquettes should be expanded. The following
iechnologies should be developed or introduced: large
circulating fluidized bed combustion, creation and com-
bustion of coal water slurry, coal gasification and inte-
grated gasification combined cycle (IGCC) electricity
generation, and high efficiency combustion and use of
peat, anthracite and lignite

Converting the share of coal into clean secondary
energy such as electricity, thermal power, and gas should
be improved. The end use of raw coal, burned directly or
scatteredly, should be reduced. Advanced highly effi-

cient bituminous clean technologies should be developed,
and focus should be placed on developing the following
iechnoiogies and equipment suitable to China's specific
conditions; dust removal from flue gas, desulphurization,
denitrification, and waste recycling.

Development of Renewable Energy

Of all primary energy resources, only renewable
energy causes little or no pollution. It will thus be the
hasis of a future sustainable energy mix  China bas abun-
dant renewable energy resources, and the potential for
further development and use is vast  Until 1993 China
only developed 11 8 percent of its hydro-power
resources, 0 002 percent of its wind energy resources, and
0 01 percent of its geothermal energy resources. The
prospects for these and solar and biomas$ energy devel-
opment are bright e

To use renewable energy intensively on a large scale
and make it competitive with fossil fuels, capital invest-
ment must be increased. The support of the state govern-
ment is needed, and the development of technologies and
a reduction of costs are also necessary
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Doing business in the DPRK
- views of a practising western banker based in Pyongyang -

Keith Chiddy
General Manager
ING-North East Asia Bank

Introduction

(It should be noted that the views expressed in this
report are purely those of the writer and in no way reflect
the views or stance of ING Bank or ING Group The
views are based on his contacts with the DPRK starting &
years ago and for the last 2 years he has been based in
Pyongyang as the General Manager of ING-North East
Asia Bank. The writer worked for 8 years in Japan
hefore moving 10 Pyongyang )

ING-North East Asia Bank was established 214
years 8go as a joint venture between ING Bank of the
Netherlands and Korea Foreign [nsurance Company
(KFIC) of the Democratic People's Republic of Korea
(DPRK) with an initial capital of US$2,000,000. The
legal basis for the establishment of a joint venture bank
was provided by the creation of the Free Trade and
Ecoromic Zone in the DPRK's north-east corner at Rajin-
Sonbong, bordering on the Russian Far East's Primorsky
Krai ING-North East Asia Bank is thus registered as a
Rajin-Sonbong-based bank but operates in Pyongyang
through a branch office with just four staff, all DPRK
nationals with no previous banking experience.

The bank's operations started elfectively 2 years ago
and, whilst limited to very simple banking transactions,
business volumes have steadily increased and the office
consistently produces healthy resulis, including a net
profit in 1997, the first fulf year of operations

With some 150 clients largely comprised of wrading
companies with foreign participation and some aid agen-
cies (United Nations and European Union-related entities
and non-governmental organizations from the UK,
Ireland, France, Germany, Italy and the USA}), ING-
North East Asia Bank handles the transfer, foreign
exchange and trade-related needs of its customers with
the support of ING Bank’s network of Asian branches fn
view of the increasing aid flows to the DPRK and the
increasing number of aid bodies, ING-North East Asia
Bank has become, in the words of many aid specialists
active in the DPRK, “an indispensable institution for the
famine reliel efforis "

it should be noted that, apart from its Jocal partner,
KFIC, ING-North East Asia Bank does not handle, and is
not currently ailowed to handle, the banking needs of
domestic government-owned companies or organizations
It does however hold the accounts of multinational com-
panies which are commercially active in the DPRK
Although the number of such accounts is stil] very limit-
ed, it is clear that they have found very attractive com-
mercial niches and that their business is enhanced by
ING-North East Asia Bank’s active presence in
Pyongyang.

The Commercial Attractions for foreign investors of
investing in the DPRK
Potential investors seeking a presence in north-east
Asia will seek to understand the risks and opportunities
inheremnt in setting up a business in the DPRK. For this
reason, | have focused on the attractions that would arise
for an investor considering a small scale assembly plant
or expott processing plant in the DPRK
It has to be understood that the risks identified later
in this report are in most cases not unigue to the DPRK -
many of the same risks {(and occasionally far greater
risks) are present in other emerging markets or economies
in transition to a greater or lesser extent The difference
between such other countries and the DPRK is that the
DPRK is not yet an economy in transition, and has not
joined any international financial institutions (IR},
although initial contacts with IFI's have been established.

it is perhaps worth stating the range of opportuni-
tiesfadvantages that the DPRK can offer to foreign
investors and the specific reasons why foreign investors
should engage the DPRX in a constructive manner at this
time, albeit prior to substantive progress on the road to
North-South reunification.

The main opportunities/ndvantages that the DPREK

has to offer are as follows:

(1) low levels ol domestic competition {excluding
imports}

{2) the ability (potential) for the investor to partici-
pate in the development of rules which will gov-
ern the foreign investment or joint venture

(3) the potential for achieving, zero or low duty
exports o South Korea and China

(4) potential as a manufacturing base for exports to
Japan, Taiwan, South East Asia and the Far East
of Russia

(b) access to cost effective and hard working Iabour
resources

(6) a domestic market which could become signifi-
cant post-reunification as income levels per head
rise as a result of increasing inward FDI (foreign
direct investment) flows and massive infrastruc-
tural investments

Although the above attractions may be self-evident,

in the interests of clarity T will say a few words about
each:

(1) Zero or low levels of domestic competition
(excloding imports)
In many areas of manufacturing activity, there are no
obvious competitors active in the DPRK but the biggest
competitive threat to an investor may be posed by
Chinese manufacturers seeking to lay off excess stocks or
use inzctive productive capacity.
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By way of example. I would like to point to one of
the most obvious business opportunities in the DPRK -
the assembly of new vehicles or the reconditioning of
second hand vehicles on a commercial scale for use in the
DPRK or forexport
To the best of our knowledge, no vehicles are manu-
factured or assembled in the DPRK, at least not on a
commercial scale  We are not aware of any concrete dis-
cussions relating to potential investors in assembly opera-
tions although there have been numerous visits on the
subject. Vehicle imports into the DPRK are mostly from
Japan {second hand passenger cars, buses, trucks and
construction equipment) and are paid for in USD and
IPY, often by bank transfer.
In the [irst hall of 1997 o1al recorded exports from
Japan of transport equipment were as follows:
59 buses with a value of JP¥114 15 miliion, repre-
senting an increase of 54 5% over the same
period in 1996

2,771 passenger cars {including RV's) valued at
JP¥1.034 8 million, a rise of 286.2% over first
half 1996

253 trucks valued at TP¥301.5 million, a rise of
65.9% over first half 1996

The above data was obtained in August 1997 from
Japan’s Ministry of International Trade and Indusiry and
was compiled by the Ministry of Finance. (To put the
data in context, it is worth noting that total Japanese
exports to the DPRK totalled JP¥9,614 million and vehi-
cles now represent the second largest item after textile
and cloth, woel and fabrics which totalled JP¥3,283 mil-
lion The latter represent the raw materials for the pro-
duction of coats, suits, and anoraks which were re-
imported into Japan with an invoice value of JP¥4.672
million The DPRK has a growing trade balance surplus
with Japan which accounts for imports invoiced at
1P¥15,217 million during the same period The growth
rate of Japanese imports over the same petiod in 1996
was 116.3% which compares favourably with the growth
in the DPREs imports of 83 3% )

It is perhaps imporiant to realise that the value of the
used car exports from Japan will be largely under-
invoiced and there may be under reporting given that sig-
nificant numbers of cars will have been “gifted” by
Japanese Koreans to their “family members” in the
DPRK  Total vehicle imports in 1997 of USS$
100,000,000 are perfectly credible {although admittedly
an estimate by the author) and the increasing stock of
vehicles on the roads of Pyongyang is testimony to the
rise in imports

The most prominent overseas exporter of new cars is
of course Mercedes Benz which is rumoured to get paid
in advance. There is no doubt that Mercedes is being
paid and that new vehicles continue to be imported by
state-owned companies and top political institutions
Mercedes has no {obvious) domestic presence, e.g for
distribution, maintenance, although they may have
trained local staff to maintain the vehicles

Russian and East European passenger vehicles are
hardly present - certainly no new vehicles have been
imported in recent years. A significant number of Volvos
were imported in the 1980’ under export insurance cover

~3

given by Sweden's EKN {export credit agency) and cur-
rently are being operated as taxis. There are no imports
from South Korea - neither official nor otherwise

Although the above has looked almost exclusively at
the example of new and used car sales to the DPRK, this
was merely to demonstrate the fact that there is a signifi-
cant level of trade activity and domestic demand for
imports. There are many other products for which there
is effective domestic demand for in the DPRK, i e.
demand for imported products which are paid for in hard
currency cash, by bank transfer or by sight L/c.

{(2) The ability {potential) for the investor to participate in
the development of rules which govern the foreign investment
or joint venture -

With so few foreign investors to date, it follows that
the DPRK lacks experience in dealing with multinational
investors. Although detailed laws have been promulgated
for application in Rajin-Sonbong (the Free Economic and
Trade Zone or "FETZ" in the country’s north-eas! which
shares borders with Russia Primorsky Krai and China's
Yanbian territory), laws do not exist for investments in
the rest of the country with the result that the Rajin-
Sonbong laws are often applied to foreign businesses
operating in Pyongyang.

The regulations applying in Rajin-Sonbong are freely
available but in numerous areas have not been applied
because the institutions foreseen in the regulations have
not yet been created For a foreign investor it is vital to
negotiate rules acceptable to it in order to have control
over all aspects of the operation of the plant and the man-
agement of the labour resources. Every possible or even
imaginable issue should be covered in the docurnentation

In summary, there is nothing better than being first in
a new market in terms of having the pick of plant loca-
tions, partners, staff and being able to negotinte the rules
1o which one will be subject

The proposed establishment of export processing
zones at the key ports of Nampo and Wonsan - both of
which bave access to the major market of Pyongyang -
offers further opportunities to assembly-type operations
The (relatively) good port conditions and significamt
numbers of vessels arriving at such ports (1o deliver food
aid as well as used cars) would also offer a cheap means
by which assembled products could be shipped to other
poris {(within the DPRK) or to foreign markets if domestic
demand in the DPRK is insufficient

(3 The potential for achieving zero or low duty exports to
China and Scuth Korea

Research needs to be done as to the nature of China’s
import duties on goods and parts manufactured in the
DPRK The nature of China’s relationship with the
DPREK, te. its willingness to provide seemingly almost
unconditional aid 1o the DPRK, would lend support o the
view that China may accord preferentiai duties on DPRK
exports. Significant volumes of goods, especially cars
and trucks, may well be entering north-east China
through the very porous borders, i.e. re-exporis

South Korea does not impose any import laxes on
products from the DPRK - because South Korea views
the DPRK as being the same country That doesn’t mean




that South Korea will allow other countries’ products to
be imported into South Korea simply because they have
been labelled as having been produced in the DPRK. Itis
important to identify the level of value that needs to be
added to a product manufactared in the DPRK for it to
quaiify for zero import duty in South Korea,

(4) Future manufacturing base for exports to Japan, Taiwan,
South East Asia and the Far East of Russia

Developing a strategic manufacturing base in the
DPRK can make sense in preparation for reunification as
countries in the region will be under pressure to support
(financially} the reunification process and infrasiructure
investment in the DPRK, e g by not imposing tarilfs or
quotas on manufactured exports emanating from today's
DPRK

Institutions support in this area (ie IMF, ADB and
the World Bank), whose representatives have sent fact
finding missions to the DPRK, might also be forthcom-
ing

The DPRK has the potential - although not guaran-
teed - to become a fow cost production base with relative-
ly easy access to the high cost markets of Japan, South
Korea, Taiwan, and Hong Kong.

(5) Cost effective and hard working labour resources

Proof of the skills of the Inbour force lies in the suc-
cess of the textile export processing activity which
accounts for 33% of the DPRK's exports to Japan (sce
ahove trade statistics). This business continues to be
active notwithstanding the general slowdown experienced
in Chinese factories as a result of the slowdown in
domestic demand in Japan and the gradual rise in labour
costs in China

The effective cost of labour needs to be managed
with the atmost caution. Minimum salaries in Pyongyang
for foreign companies are US$120 per month per
employee, but additional costs may be incurred by a for-
eign investor in providing additional food for stafl, espe-
cially at times when there is a clear food shortage

(6) Growing domestic market post-reunification as a result
of increasing levels of FDI {foreign direct investment) and
massive infrastructural investments

Whilst the pace at which income levels rise in the
post-reunification North cannot be predicted, there is cer-
tain to be substantial FDI actively promoted by most
OECD governments and IF1's, ie a lorm of “Korean
Peninsula Marshall Plan.” Infrastructure investment will
take place on a massive scale, financed by the IFI's, for-
eign governments and the South Korean government.
Private sector involvement in infrastructure provision is
also likely to be a preferred choice of foreign aid
providers and development banks, in line with the world-
wide trend.

Potential risks faced by foreign investors

From a purely theoretical or academic point of view,
it could be argued that a foreign investor could face one
or more of the following risks:
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{1) Political risks
~ war
- chaos
- military coup d'etat
- reunification
- military blockade
The worst possible result could be the destruction of
the plant and the writing-off of the investment, raw mate-
rials, work in progress and stock. The extent to which
such problems could be faced by foreign investors in the
DPRK in the future is at present unclear, but the path to
peaceful North-South reunification is unlikely to be
smooth or short
(2) Pseudo-political risks
- confiscation of assets
- pationalisation
- changes in laws which undermine thé investor's
rights
- imposition of new and unreasonable taxes
e g service charges (power, water, sewerage,
port facilities)
- political interference with the foreign investor’s
staff
- unauthorised change in the local partner
- non-observance of contractual amangements, e.g
unilateral cancellation or limitation of d foreign
venture's licence.
- allowing other foreign competitors to enter the
market on more preferential terms
- allowing smuggling and dumping to take place,
¢ g South Korean vehicles {post-reunification)
- state level corruption/local corruption
- enforced relocation of the plant or business
- operaling cost overruns, e.g o meet additional
staff costs relating to the supply of food and
medical services to staff
It is almost certain that some of the pseudo-political
risks will be encountered as some of these risks have
been faced by foreign investors in many other developing
countries and transition economies and the following list
of risks may have been encountered in the DPRK in the
past
~ change in local partner not approved by the for-
eign partner
- refusing to renew entry/exit visas for expatriate
staff
- demands that the business be moved {to another
location)
- inability to take legal action o recover outstand-
ing debts or ensure contract fulfillment
- removal of local staff by government decree &
replacement with unacceptable stalf
- staff salaries paid to the government thus under-
mining eXpatriate management’s ability 10 direct
and motivate staff
{3} Financial Risks
- Collapse of the ocal currency
- inability to remit dividends
- collapse of the banking system
- theft of cash deposited with banks
Although there is ro reliable data on the DPRK
banking system, local banks may have been alfected as a
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result of bad lending, poor management, overstaffing and
insufficient capital base. No local bank produces audited
financial statements, and no foreign auditors are operat-
ing in the DPRK, yet

The DPRK has 2 currencies in use, i.e. Foreiga
Exchange Certificates (FEC Won, "blue Won"), and
Choson Won {"brown Won")

The FEC Won, issued by the Foreign Trade Bank,
could he purchased against payment in foreign currency
at a rate of 2.11 -2 14 Won per US Dollar in Autumn
16897, The rate was recently adjusted to 2.2 Won per US
Dollar as of mid-March 1998 and has since been readjust-
ed to 2.16 Won per US Dollar  In theory the FEC Won
can be sold back to the Foreign Trade Bank, af the current
rate of 22572 Won per US Dollar, but other banks have
recently been heard to compain that the Foreign Trade
Bank does not have the hard currency reserves Lo buy
back the FEC Won from wouid-be sellers.

The Choson Won cannot be used by foreigners and is
only used by the local population for purchases through
the state rationing system and in the free agricultural mar-
ket It cannot be exchanged against US Dollars (or the
FEC Won) outside the FETZ.

The FEC Won, it is rumoured, will be abolished
soon  Government executives have long predicted the
abolition of the FEC Won in Pyongyang given the suc-
cessful abolition of the FEC Won in the FETZ in June
1997 In the FETZ the only local currency in circulation
is the Choson Won which trades, supposedly in a [ree
market influenced only by supply and demand, at approx-
imately 200 Won per US Dollar and can be bought and
sold by foreigners and DPRK citizens alike.

The economy of Pyongyang is already effectively
doHarised and could become increasingly so in the next
12 months  Hotel and office accommodation rents, gaso-
ling, airline tickets and staff salaries (for foreign JV's)
have to be paid in US Dollars  In the FETZ, Chinese
Renminbi, together with US Dollars and Japanese Yen
are in active circulation, along with the Choson Won
The dollarisation of the economy has the advantage that
inflation has been effectively avoided.

Given the existence of the unserviced foreign debt,
the DPRK cannot raise credit in almost any form to meet
its development needs and may even be facing difficulties
in meeting its short term import needs. The foreign debt
is likely to be a major impediment 1o the DPRK becom-
ing a member of the Worid Bank or the Asian
Development Bank.

As domestic banks do not produce finaacial state-
ments and banks do not appear to trust each other, inter-
bank payments are often made in cash, in foreign curren-
cy, of course. There are no ATMs in banks There Is
almost no inter-bank activity, e.g deposit taking or giv-
ing, and forward foreign exchange deals cannot be closed
domesticaily, be it FEC Won against U8 Dollars or US
Drollars against another forgign currency

PR Risks
For an investor to be seen 1o be investing in one of

the world's few remaining socialist countries, and more-
over subject to U § sanctions, it may not be thought of as

likely to produce good PR Criticism of ING Bank’s
decision to invest in the DPRK has been generally Hmit-
ed To the best of my knowledge, there has been no criti-
cism from the authorities in South Korea, nor from the
US or Japanese governments. [In addition, European
Union institutions have expressed their unreserved sup-
port for ING-Norih East Asia Bank's business.

I am not aware of any corporate of government busi-
ness having been lost by the ING Bank in South Korea or
any other country stemming from ING Bank's decision to
invest in the DPRK  This is perhaps due to the fact that
ING-North Fast Asia Bank’s most prominent clients are
United Nations-related entities which need the active sup-
port of a credible foreign bank to support their functions
and carry out their mandate )

Infrastructure

Power and regular water supplies are a significant
problem and appropriate arrangements will have to be
made - at the investor's cost - 10 ensure that an assembly
piant or manufacturing joint venture is not solely reliant
on obsolete power stations which are unable to provide a
guaranieed source ol power at a constant [requency
Independent supplies of power and water will be a pre-
condition for an assembly plant to operate successfully

The state of the country's infrastructure is most obvi-
ous in terms of the quality of roads, rail services and
ports  Any assembly plant should be located close to its
markets as well as guaranteeing adequate access 10 raw
materials and imported inputs

Staff issues

Tackiing labour-related problems takes up an inordi-
nale wnount of management time. Recruitment of staff is
through the local partaer which introduces staff to the JV
which it finds acceptable. A joint venture company is
able to reject staff which do not meet the entry require-
ments or pass the eatry tests. Hiring graduates directly
from university is not aliowed The DPRK labour laws
apparently do not recognize a probation period for new
recruits

Foreign language skills amongst language graduates
are often surprisingly high and often as good as the skills
of comparable graduates in Japan.

All of ING-North East Asia Banks local staff attend
political study groups in the theory of Juche - "Self
Reliance” each Saturday. At specific times of the year
employees of local, government owned corporations
actively agsist with rice planting. transplanting, weeding
and harvesting For DPRK staft’ working in purely local
companies, I understand that Friday is “labout day” on
which they may volunteer to help with agricultural activi-
ties or tree planting.  In practice, however, as in many
areas of economic activities in the DPRK, there is a
degree of flexibility, particularly with respect lo DPRK
stalf working for foreign joinl ventures.

Risk minimisation strategies

As in most developing and even developed countries,




political, financial and operating risks can be reduced and
sometimes eliminated. The political risks can be tackled
by an astute selection of partaers, both local and foreign
as well as by seeking sources of commercial, bilateral and
multilateral political risk insurance, to the extent that they
are available

The pseudo-political risks {if that is the right word)
need 1o be approached with great care as they are largely
a function of the contractual relations with the govern-
ment and the JV partner. Many domestic commercial and
financial risks can be largely excluded il the assembly
plant is focused on re-exports in hard currency to credie-
worthy buyers

Labour issues necessitate the negotiation of all
aspects of a labour contract  An alternative is to allow
the JV partner a free hand in fabour issues as a means of
ensuring a problem-free environment but this could
reduce the status of staff 1o little more than government
employees  This might be a way in which potentially
onerous restrictions with respect to minimum salary lev-
els can be circumvented, but could imply greater risks of
adverse publicity (for the foreign investor, backer or
buyer) if the locally employed staff were not given bene-
fits (pay and working conditions) in line with internation-
al standards or at levels prevailing in similar countries

It goes without saying that the team negotiating the
JV's contractual arrangements and undertaking the feasi-
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bility study should be politically sensitive and experi-
enced in dealing with socialist countries. In addition, the
managemeni team should comprise a good mixture of
nationalities with emerging markels experience

Conclusion

ING Bank has benefited from being the (irst interna-
tional bank to venture into the DPRK and whilst there
have been and will continue to be problems, ING-North
East Asia Bank is well placed to understand and meet the
needs of major foreign corporations seeking to trade with
and invest in the DPRK. It needs to be understood that
the constraints of the domestic market for goods and ser-
vices are such that only a small number of foreign
investors might be able o reap the benefits of an invest-
ment in the DPRK. ’

The DPRK has clear similarities with such countries
as China and Vietnam and as such its economic develop-
ment is strongly influenced by political considerations.
Whilst there are obvious areas of conflict for private sec-
tor companies investing in this type of environment, there
are also potentially profitable niches, some of which are
created by the presence of the numerous aid agencies and
NGOs, and others which arise because of the lack of
domestic competition and the DPRK’s market’s openness
to foreign goods
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The Border-Crossing and Transportation
between China and Russia
- The Opening New Sea Routes in the Sea of Japan-
(Summary)

Hiroshi Ikeda, Researcher, Research Division, ERINA
Kazuyoshi Nishikata, former Researcher, Research Division, ERINA

Introduction

The Dalian route, which used to be a gateway to the
sea for Northeast China, handles in excess of both its rail-
road and ports capacity, thus the transportation situation
is a constraint at present Therefore, Jilin and
Heilongjiang Provinces have undertaken active efforts to
develop new transport routes through ports in Russia and
the Democratic People's Republic of Korea (DPRK).
The development of these routes will bring significant
economic benefits to the ports of the JTapan side, such as
Niigata port

However, with the development of plans for these
border-crossing routes, the issues about the movement of
people and goods have become apparent. It has become
clear that these issues, such as customs clearing proce-
dures, time, and cost, are bottlenecks for smooth trans-
portation

This report clarifies the issues and problems of bor-
der-crossing between Jilin and Hetlongjiang Provinces
and Primorsky Krai, and discusses their solutions, seek-
ing the possibility of new sea routes in the Sea of Japan.

The routes focused on in this article are as follows:

{1) Suifenhe-Grodekovo

From Suifenhe to Vladivostok, Nakhodka, and
Vaostochny through Grodekovo by railroad and
Pagrachiney by road

{2y Hunchun-Zarubino'

From Hunchun, filin, to Zarubino through Kraskino.

Problems of each Route

To realize the smooth border-crossing transporiation,
both the Suifenhe-Grodekovo and the Hunchun-Zarubino
routes have the following problems:

(1) Insufficient Freight Handling Capacity at Grodekovo
Station (Suifenhe-Grodekovo)

There is currently an insufficiency in freight han-
dling capacity at Grodekovo Station (1.3 to 1.6 million
tons annuatly) compared to the Chinese side (the com-
bined total of the North and South Stations at Suifenhe
amounts 1o 5 million tons). This capacity is sufficient to
meet the present demand for freight volume, but in the
Future, when coal transit transportation becomes regular
and the number of items to be handled increases, the lim-

itet handling capacity is likely to become a constraint

Regarding the transshipment at the border, each sta-
tion has presently a wansshipment crane, and activities
are mainly carried out by employing the freight transship-
ment mode  However, this transshipment approach is
time consuming Climatic conditions in this area during
the winter period are extremely severe, and the current
systemn of transshipment operations faces difficulties at
times, when freight such as coal and other items, which
freeze easily, are damaged

(2) Obstacles Originating from Customs Procedures
(both routes)

Regarding freight transport, the different laws of the
respective authorities are applied at each'transit point
One of the factors which leads to clearance delays of
freight at customs is that China's, Russia's and the
DPRK's customs procedures are quite complex, and dif-
ferent procedures need to be followed by each controlling
authority. According to a customs official, clearance nor-
mally takes two to five days, and in $ome eases, about
one month.

Also, if documents are incomplete, or there is an
error in a necessary document {exact and detailed docu-
mentation is necessary), transit will not be allowed The
complexity of completing the documents correctly cre-
ates perhaps the image of a wasteful and time consuming
effort

(3} Border Opening Time Inconsistencies between the
Two Sides (both routes)

A problem with respect to Russo-Chinese border
transit is the quite limited effective transit hours, only
three and a half hours during summer. An important fac-
tor is that there is a three time difference between the Far
Fast of Russia and China during summer. Further adjust-
ments in the two side's operational hours should be made
to promote the routes between China and Russia

Since transport between Hunchun and Zarubino is
carried out only by road mode, the limited effective tran-
sit houss have been a more serious problem. The exis-
tence of the multiplex inspection system in Russian side
between Hunchun and Zarubino, which are only 70 kilo-
meters apart, makes a one day trip presently very difficult
(refer to {9} below)

As most transport between Suifenhe and Grodekovo
is by railroad mode, not so many problems have surfaced
regarding the road mode. However, when transport by

! Refer to "Has the Development of the Tumen River Economic Development Aren Progressed 77 ERINA REPORT vol 21, February 1998 regasding the currest
statys of the Tumen River Area development inciuding the Hunchun - Zarubine route
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road increases, the restrictions in border opening hours
may be highlighted as a serious problem

(4) Expansion of Potential Areas for Mutual Vehicle
Services (both routes)

The principle of land wansport, in particular truck
transport, is the provision of "door to door" services.
However, at this moment, each route for possible vehicle
services is limited to the areas close to the border. [f
transshipment is to be carried out, such cosis have 1o be
added on top of the other transport cost, and there is con-
cern that price competitiveness will be eroded further.
There still remains the technical question of how to con-
trol the immigration of drivers However, there is a need
to study the feasibility of expanding such services to the
freight distribution center, and thus phase in implementa-
tion.

(5) Underequipped Facilities and Inadequate Capacity of
Road Customs on the Russian Side (Hunchun-Zarubino
route)

Because the Zarubino ratlroad is presently stili not
opern, all transportation in this section goes by road The
handling capacity of road customs on the Chinese side,
Changlingzi, is reported to be 1 million tons per year, but
the records show in reality a far lower volume.
Establishing facilities which can cope with the increasing
number of passengers and freight volume, and also estab-
lishing a personnel system, are required

(6) Realization of the Zarubino Railroad Opening (Hunchun-
Zarubino route)

In order to further increase freight volume on this
route it is essential to equip the railroads, and there is,
therefore. a strong expectation for an early opening of the
Zarubino railroad.  Aithough the construction of the
tracks is completed at this time, construction of a station
building (including the transshipment station), marshaling
yard, and storage facilities for freight are still necessary
to be equipped. As a border station, it also needs 1o build
customs, immigration control, offices for border patrol
guards (on the Russian side), ard housing for staff
Although these are in progress and aim to open in fuly
1998, related facilities should be equipped hetter in order
to secure the operation of a smooth transportation system
after the opening of the Zarubine Railroad

The realization of passenger transportation will be a
help to the opening of tourism routes and the promotion
of uade in the private sector. Therefore, it should be an
urgent subject to promote, although the adjustment of
various operations {(including locating train crews, defin-
ing train schedules, and organizing operational systems
for customs and quarantine) will need to have been final-
ized

(7) Underequipped Facilities at Zarubino Port (Hunchun-
Zarubino route)

The condition of the facilities at Zarubino Port,
which was originally a fishing port, are deteriorating, and
there are various problems for its use as a commercial
port, such as damaged quays, corrosion, inefficient place-
ment of the cold storage and other storage facilities, and
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the malfunction and shortage of loading equipment  For
the time being, the port cannet handie comtainer freight,
due to these conditions.

ERINA proposed in "A Feasibility Study on the
Zarubino Port Development Plan" (ERINA, November
1996) the implememation of upgraded port facilities in
three distinct phases. The report recommended that the
existing facilities should be utilized efficiently, repaired,
and strengthened by the year 1998 However, to date,
there is no tangible progress.

(8) Existence of the Multiplex Inspection Procedures in
Russia (Hunchun-Zarubino)

If one enters Russia from China using this route, one
has to pass customs inspection and therealter inspection
by the border patrol, which leads, in some cases, 1 exces-
sive inspection. Thus, under this multiplex inspection
procedure, customs is a very time consuming pracedure.
The fundamental reason for this is the fact that the
Khasan district in Russia is closed to the outside.

(9) Problems in Transportation Costs (both routes)

() In comparison with the Dalian Route, which is
Northeast China's mainstay route, [and transport costs are
not less, aithough the distance is shorter due to additional
cost for transshipment and higher costs of railroad teans-
portation in Russia compared to costs in China. The rela-
tive competitiveness in land transport cost is, therefore,
low

(b) Regarding levies and fees required for border
transit, such as customs commission, there are no definite
standards The accurate calculation of transport cost
becomes, therefore, difficult  Also, a tariff is levied on
the Russian side on transit freight (no tariff is levied on
transit freight in the DPRK), and this will have to be
added 10 the total transportationcost

(c} Regarding the Hunchun to Zarubino Route, in
addition to items (a) and (b} above, transshipping opera-
tion costs at the border station will have to be added -
after the Zarubino raiiroad is opened Such additional
cOst tncrease is concerning in comparison with the Rajin
Route (going through Tumen and Rajin), which does not
require any transshipment

Recommendations

The following issues should be addressed in order of
priority to further promote the transport routes between
China and Russia

(1) Early Opening of the Zarubino Railroad and Equipping
of Zarubino Port

The construction of this railroad, which was planned
1o be completed in June 1994, has been delayed signifi-
cantly.  The project should be promoted in terms of both
facilities and soft infrastructure, in close cooperation
between the two countries, so that the current target for
operational start-up in July, 1988, will be realized

(2) Improvement in Cost Competitiveness
The large number of items, on which fees are
charged, and the high levies and fees, particularly in
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Russia, harms the competitiveness of the transport routes
between China and Russia 1t is necessary to clarify the
items on which fees are charged, and also to reduce the
amount of such charges, so that competitiveness will be
improved.

{3) Simplification of the Customs Procedures

Customs procedures should be more simplified by
creating a uniform document format, and so on, so that
the time needed for customs clearance will be shortened.
Also, improvements in the procedural structure - that is
preferential treatment, such as tariff exemptions, abolish-
ment of customs’ commission for transit freight, and abol-
ishment or correction of the unclear fee raising system at
custorns - should be implemented, so that the demand in
the use of each route will increase.

(4) Adjustment of Operational Hours at the Border

The actual effective transit hours are guite limited,
due to the two country's different operational hours. To
be more convenient, the effective transit hours should be
extended through adjustments in opetational hours

(5) Abolishing Multiplex Inspection

Multiplex inspection conducted by customs and the
border patrol guards at the Russian border impedes quick
transport.  Prompt customs clearance should be ensured
by locating the inspection point in one facility, and by
simplifying procedures for transit freight introduced in
the Siberian Railway.

{0) Improvement of Border Stations

It is assumed that the undercapacity at the
Grodekovo Station is one cause of the bottleneck for rail-
road transport on the Suifenhe to Grodekovo Route 1t is
necessary to establish and improve transshipment facili-
ties, and to build more housing for customs staff, in order
to expand the transit transport volume using this route

Conclusion

Both the Suifenhe to Grodekovo Route, and the
Hunchun to Zarubino Route have advantages in terms of
distance compared with the Dalian Route, which is the
artery route for the three provinces in Northeast China.
This means that there is a potential competitiveness in
terms of the time needed, and costs  Furthermore, the
Hunchun to Zarubino Route excels ovér the competing
Rajin Route in terms of land transportation infrastructure.
There is, therefore, a potential compelitiveness undetly-
ing these routes. If more attractive conditions were
offered to users, including services with a simplified fee
structure and customs procedures, this would appeal to
users

However, unless the logistic problems mentioned
above are solved, users will not be satisfied, so the devel-
opment of these routes will be difficult 1t is necessary to
solve them persistently and secure users' confidence.
Consistent and comprehensive measures should be taken
with a clear scenario for the further activation of the
routes.




Comparative Table for Each Transport Route
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Datian Route

Suifenhe Route

Zarupino Houte

Rajin Route(Referance)

Major Transi Points

Hargin~Changechun~
Dalian Pori

Harbin~Mudanjiang~
Suifenhe~Grodekovo~
Viadiastak Post—~
Vostochny Port

Changchun~Tumen~
Hunchun~Krasking~
Zarubing Port

Changchun~Tumen~
Hunchun~~Wanjong~
Hajin Port

Pistance
{Unit:km}

944 (Harbin~Dalian)
702 {Changchun—~Dalian)

1,032
{Harbin-~Vostochny)

§73

694

FREIGHT HANDLING CONDITIONS

Handiing Volumes
at Majar Port

Dalian Port:64 27 million
tons (1996)

Vladivostok Commercial
Port: 3 998 million tans
(1986)

Vostechny Port: 8 475
million tons (1996}

Zarubino Port:612,000
tons (1996}

Rajin Port: About 1 miliion
tons {1998)

Handling Volume
at Border Customs

Suifenhe Customs:1 025
million tons (1996}

Changlingzi Customs:
7,000 tons (19986),15,000
tons {1897)

Quanhe Provisional Customs
23,700 tons(1998),70,000
tons {1997) .

Development of
Transit Freight

Coal for South-Korea,etc
v 334,000 tons (1997)

Started {0 export chips to
Japan

3,012 TEU to Sedth-Korea
{Rajin-Pusan Route)
{1897}

Type of Freight &
Future Policy

Abie to handig both buik
cargo and containers

Abie o handle both bulk
cargo and containers

Mainly bulk cargo. No
container handling for the
tirme being.

Able to handle beth bulk
an containers

CONDITION OF THE PORT

ACILITIES

Condition of the
Part Facilities

Current volume excaeds
the handiing capacity.

Vostechny Port handles
coal.

Remodeiing of the facilities
at Zarubino Port is not
making progress.

Garitry cranes have newly
been introduced

LAND TRANSPORT OF FREIGHT

Train

Dalian is overcrowded. I
is particuiarly overcrowd-
ed between Shenyang
and Dalian

The handling capacily of the
older station (Grodekovo) in
HMussia is insufficient (1.3 to
1.6 million tons} in comparison
te that of China (Suilenhe: §
rrillion tons}

The Zarubino raifroad is to
be opened in July, 1958, |t
will require transshipment of
freight at the border station

The width of the frack is
the same as in China,and
there is no interaational
direct train at the moment.

Road

A highway between Shen-
yang and Dalian has been
agpend. A highway be-
tween Harbin and Shen-
yang is under construe-
tiar.

Favarable surface condition.
adequate o support large-
sized vehicle transport

Excellent surface condition
and adequate for large-
sized vehicle transport

The route via Quanhe ig
unpaved, and it goes
through a hilly area with
many curved,sieep and
narrow roads

BORDER TRANSIT & FREIGHT INSPECTION

Border Transit

Third country persons can
pass without problems,if
they use international bus
services

Cross border travel of
private passport holders
through the Changlingzi-
Kraskino Route began io
ba allowed from May 5th,
1908,

Third country persans may
pass Quanhe-Wonjong as
of February.

Freight Inspection

# is claimed that railroad
transpart, which is the
major transport used, has
been simpiified with the
exemption measures for
transit freight.

There is the multiplex
inspection systems imple-
mented by Russian cus-
foms and border patrol

It is claimed that freight
inspection in North-Korea
is relatively easy.

PREVAILING CONDITION & MAJOR PROBLEMS

Prevailing
Condition & Major
Problems

Teo high a volume for the
capacity of both the rail-
road and port with prob-
lems of cargo congestion
at the railroad. and long
offshere time require-
ments at the port ocewrs.

Undercapacity at border
station (in Aussia)

Border customns problems,
limited opening hours,
and insufficient port facii-
ities

Poor road condition.
There is concern about
the safety of the freight

PR

OSPECTS AND FUTLURE MEASURES

Praspects &
Future Measures

The aforementioned prob-
lems are expecied o0 be
solved by electrification of the
Harbin Dalian route (the
whele section is to be com-
pleted by the year 2000}, and
the construction of new
herths in Dalian.

Services ate impraving in
line with SLB's revitaliza-
tion policy, such as dec-
reased handling charges
at Port Voslochny for
containers

The Zarubino railroad is
expected {0 be opened in
July, 1998. There are pro-
spects of opening-up to
tourists, and third country
persons

Construction is underway
to build a bypass, and im-
prove roads. The infra-
structure will, therefore,
be improved Quanhe
Custorns will be up-grad-
ed to first class
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The Far Eastern Provinces of Russia:
Economic Developments in 1996-1997
(Summary)

Vladimir 1. Ivanov, Senior Researcher, Research Division, ERINA
Dmitriy Sergachev, Associate Researcher, Research Division, ERINA
Kazuto Furuta, former Associate Researcher, Research Division, ERINA

The focus of this report (abridged version)' is the
progress in the implementation of the Federal Program
for Economic and Social Development of the Far Eastern
and Trans-Baikal Regions, 19962005 (hereafter referred
to a5 the Program) that was adopted by the Russian feder-
al government on April 15, 1996 and declared by
President Boris Yeltsin as ‘presidential’ on April 23,
1996 The sustainable development of the Far Eastern
economic region was pronounced as the most important
long-term goal of the Program

Economic reform in Russia abruptly changed the Far
Eastern regions’ economic status. The administrative
power and influence of Moscow has receded Regional
authorities, associations, and industries acquired consid-
erable political and economic authority in their own terri-
tories and at the national level At the same time, the
loosening of control by the central government coincided
with the end of the era of state-led economic develop-
ment. Fewer subsidies contributed to the rising costs of
living and transportation, and badly affected Far Eastern
population and enterprises.  Significant cuts in defense
spending and downsizing of the military force limited the
flow of financial resources to the region. Fewer defense
contracts threw the entire machine-buiiding industry of
the region into decline. On the other hand, relations with
foreign neighbors improved and economic openness
became possible, so contributing to the economic and
social stability of Far Eastern Russia

In general, this “new era” presents us with a complex
mix of positive changes, negative developments, and eco-
nomic and social hardships caused by the transformation
of political and economic order in Russia These devel-
opments need monitoring and analysis. The Program
provides a comprehensive framework for this: its statisti~
cal supplement includes data and forecasts with regard to
the main economic indicators of the region and its
provinces Therefore, there was an initial opportunity,
although a limited one, to compare the Program’s esti-
mates with official data published in the iate 1997

This report touches upon changes in the population
of the Far Eastern region and its living conditions,
reviews the situation in the industry and the energy sec-
tors, looks at changes in the area of [oreign trade and
investment, and compares views of Japanese and Russian
experis on the significance of the Program for economic

recovery of the Far Eastern region and Russia’s business
links with Japan and other countries of the Asia-Pacific
region .

Firstly, in 1996, the population of the Far Eastern and
Trans-Baikal regions decreased by 93,100 people, some-
what less than was expected.  Population appeared to be
less affected by worsening economic and social condi-
tions in the southern provinces of the region, while
‘northern’ and ‘island’ provinces of the Far East were
loosing comparatively more people  However, it is diffi-
cult to expect that an increase in the population (typical
for the region before 1991) ean be easily restored due to
rising unemployment (219,700 people) and a limited
number of jobs (13,500 vacancies), particularly in the
developed and urbanized areas  Moreover, despite rising
salaries and wages, purchasing power has declined due to
inflation, chronic delays in payments, and higher cost of
Hving in the region. In 1992-1996, the investment activi-
ties were shrinking, including housing construction and
capital investment by privatized and state-owned enter-
prises

Secondly, the situation in the energy sector - one of
the most troubled areas of the regional economy -
remained difficult. Although this sector was given a pri-
ority by both the federal government and regional author-
ities, most of the key energy-reiated projecis were
delayed or stalled due to lack of investment. In 1991-
1996, consumption of electricity in the Far Eastern region
{without Trans-Baikal provinces) declined from 44 .6 bil-
lion kWh to 358 kWh while the industrial output con-
tracted by 55.60 percent The region’s high dependency
on coal and the inefficiency of many local mines necessi-
tated the long-distance deliveries of coal from Eastern
Siberia and that, in combination with other factors, made
the electricity tariffs in the Far East the highest in Russia

Although, in 1996-1997, there was a trend towards
stabilization in the output of coal, it is unlikely that in the
next 1) years the total volume of coal production in the
region will exceed 45-530 million tons. This may not
cover the needs of the modernized and newly built ther-
mo-power plants and the region'’s dependence on the
external sources of coal will continue to rise. The elec-
tricity produced by the hydropower stations could be a
viable alternative provided that the existing investment
projects, such as Bureiskava hvdropower station, are ade-

' Viadimir Ivasov. Dmitriy Sergiachey. and Kazute Faruta "Preliminary Assessment ol the Implementation of the Federal Program for Economic and Social
Develapment of the Far Eustern and Trans-Baikal Regions. 1996-2003 (An Analyticad Overview)” (unpublished)




quately financed For example, when Bureiskaya station
becomes fully operational it will produce enough clectric-
ity to meet new demands for 10-15 years thus reducing
the demand for coal by about 4-5 million a year
Hydroelectric power stations are also likely to compete
for investment funds with the oil and gas projects of
Sakhalin and, in the future, Yakutia  Sakhalin’s reserves
of natural gas can effectively change the energy balance
in the region but the construction of the gas pipeline sys-
tem alone is estimated at US$2 1 billion and it may take
7-8 years to supply natural gas 10 the Viadivostok area.

Thirdly, there was a visible progress in the area of

foreign economic relations. The overall impact of the
economic opening on the macroeconomic situation of the
region is significant.  The dependence of the Far Eastern
economy on exports became more obvious and its rela-
tions with the rest of Russia weakened In 1990 the
region exported only about 5 percent of its industrial out-
put while the national average was 7 percent. By 1996
exports reached 22 3 percent of the total regional outpus
and the share of exports in regional GDP increased from
1 9 percent to 7 2 percent”

Although growing trade volumes were not sufficient
to balance the destructive consequences of increased pro-
duction costs and declining living standards, the Far

Eastern provinces benefited from finding new sources of

supply in Northeast Asia to substitute for sources in
Western Russia. This trade reorientation to the Asia-
Paciiic region, including Northeast Asia, supported pro-
duction in certain industries, helped to stabilize the food
supply and the consumer goods market, and to contain
inflation

It was hoped that not only traditional industries, such
as mining, forestry and fishery, but manufacturing enter-
prises as well would be able 1o form closer economic ties
with neighbors and would be supporied by external
demand and closer investment tinks with Asia. These
expectations have yet to be materialized However, the
Sakhalin oil and gas projects are likely to lead in the voi-
ume of fereign investment and stimulate cooperation in
other sectors, including co-production linkages between
Russian and Japanese companies

Finally, opinions and views of the selected Russian
and Japanese experts were analyzed in the concluding
part of the report. The experts were asked guestions
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about the significance of the Program, prospects for its
implementation, and relevance for Japan-Russiz bilateral
economic cooperation. In brief, Russian and Japanese
specialists were quite close in their estimates, indicating
considerable financial difficalties that prevent implemen-
tation of the Program and its key projects They pro-
posed, however, a number of steps that can help the man-
agement of the Program and enhance its financial founda-
tons

Some of these proposals emphasize the need to
implement measures that were designed to move the
Program ahead from the outset but were delayed {an
executive body o govern the process, regional invest-
ment fund, etc)

It must be mentioned in conclusion that the Program
was aimed at combating the economic crisis in the region
(in 1996-1997) and then had to provide support. for the
region’s recovery (in 1998-2000) The initial two years,
however, were not really successful in terms of the
Program’s implementation Cumulative financial
resources needed for the Program were estimated at
US$74-82 billion  Other federal plans (relevant to the
Far East and incorporated into the Program with a total
cost of $51-57 billion) appeared to be the weakest ele-
ment because most of these plans were poorly financed
Net additional funds required for 1996-2005 were esti-
mated at  US$23-Z5 biilion, including US$11-12 billion
from the federal budget

Although, the Program was not eatirely “neglected”
and the federal budget kept its 20 percent share in the
available investment resources, both federal and local
budgets were too tight to help the implementation of the
Program, while the Russian private sector was still o0
weak to play a major role in the process. In 1996, 4.7
trillion rubles {13 percent of the funds required by the
program) were allocated to its projects. In 1997, the fed-
eral budget had a special clause specilically introduced
for the Program, but instead of the 40.5 trillion rubles
requested by the provinces only 1034 trillion rubles were
approved ’

The implementation process also revealed flaws in
the administrative mechanisms. A Program Directorate
as an executive body of the Program was not formed as
was planned. No decision was 1aken either on the cre-
ation of the Reconstruction and Development Fund

“Bavel A Minakir “Economic Development of the East of Russia in the Years of Reforms: Influence of Foreign Economic Cooperation.” Paper presented wl the Far
East Energy and Minesal Resources Iavestment Forsm Khabarovsk October 29-November 1 1997 p 5

" Alexander Granherg ~ Eastern Russia and Moscow.  Paper (sapublished draft in Russian) prepared for the ERINAS book project on Japaor and Russia in Nertheast

Asin Partmersin the 2y Centary p 33
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A NIIGATA Econometric Model (NIIOM)
in the Context of Northeast Asian Development
(Summary)

Shuntaro Shishido
Deputy Chairman of the Board of Trustees and Director, ERINA

Niigata prefecture has been and will be increasingly
dependent on the growth of Northeast Asian economies
A multi-sectoral econometric model dealing with both
economic and social-demographic factors was completed
in 1997 which has close trade linkage with Northeast
Asian ecomomies through a trade coefficient matrix

The model has 306 industrial sectors based on a
Leontief type input-output matrix with various dynamic
macro-¢conomic variables. The demand side of the
maodel] is related to private consumplion, multi-sectoral
investment of private and public sectors, and various
export demand from other domestic regions and major
foreign countries including Northeast Asia. The supply
side of the model deals with sectorzl output on a 35-sec-
tor basis, capacity output based on five production func-
tions with a gravity variable (time distance) and techno-
logical progress, employment, and capital stock of private

and public sectors, ete.  An adjustment mechanism is
installed using price and wage rate variables in commodi-
ty and labor markets Those adjustment variabies are also
affected by the rates of utilization of sectoral capacities,
gravity variable, population movement, ete

Since the demand side of the model is highly related
to the external market through export, various pelicy sce-
narios were presented, such as the cases with growth
acceleration of China and Korea, trade liberalization of
Russia, etc. Impacts of various types of public invest-
ment by Niigata government were also analyzed, distin-
guishing those in agricultural, industrial, and transporta-
tion facilities

This project is a part of an on-going project on linked
model-building for four prefectures along the Iapan Sea
coast, which is to be completed early next year,
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