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The South Korean Economy under the IMF Program and South-North Korean
Economic Cooperation
{ Summary )

Yoon, Yeong - Seon
Visiting Researcher, Research Division, ERINA

The Asian currency crisis which began in Thailand in
uly 1997, spread to South Korea with the drastic depre-
ciation of the Korean Won  In early December 1997, the
South Korean government requested the assistance of the
IMF  The government and the IMF agreed on a program
of fundamental reforms, which the government is strong-

ly implementing and supporting, i e, financial sector
reform, corporate sector restructuring, fabor market
reform, and public sector reform. However, in the
process of implementing these reform measures, the
South Korean economy has been experiencing a serious
recession which is quite unlike anything the Korean econ-




omy has ever seen  The time path of the South Korean
economy’s recovery mainly depends on whether South
Korea will be successful in economic reform, as well as
on changes in international economic conditions, ie., the
Japanese yen’s appreciation, and the growth rates in
industrial countries. However, it is generaily agreed that
the year 2000 wiil mark the beginning of the real eco-
nomic recovery and it will take time for output to return
to the pre-IMF level Table 1 summarizes three scenario
for the future of the South Korean economy according to
South Korean economic institutes, i e, the Korean
Development Institute (KDI), and the LG Economic
Institute

To a certain extent, South-North Korean economic
cooperation has consistently increased - mainly in the
field of trade - since October 1988 (graph 1) However,
this trend is mainly governed by political and humanitari-
an factors, rather than by economic factors  South Korea
took strong initiatives on South-North Korean economic
cooperation, taking advantage of it's superiority in terms
ol GNP over North Korea.  For example, North Korea
has enjoyed trade surpluses with South Korea since
South-North Korean trade began - amounting to $958
million to 1897 In contrast, North Korea has experi-
enced chronic trade deficits with other countries. In addi-
tion, the terms of trade with North Korea have declined
(table 2}, and the exports to Nerth Korea [or the Light
Water Reactor, by the Korean Peninsula Energy
Development Organization (KEDQ), and food aid have
been sharply rising since 1995 However, the trade vol-
ume in 1998 between the two countries shrank drastically
to only D5 percent of that in 1997, due o the sluggish
South Korean economy under the IMF program

[n general, the path that the South-North Korean
economic cooperation will follow depends not only on
the future of the South Korean economy, but also on the
structural factors of the Korean Peninsula, ie. , &)
whether South-North Korean relations will normalize,
and (Dwhether North Korea will change it’s policy con-
cerning cconomic reform and openness  We will focus
on the future prospects of South-North Korean economic
cooperation under the following two scenarios, given
the outlook of the South Korean Economy:

[ Scenario 1 the South-North Korean relations main-
tain the status quo }

{n this scenario, the time-series data, which was
taken from the actual resuits of the South-North Korean
economic cooperation since 1988, can be utitized in the
estimation process because South-North Korean relations
will be maintained at the same level. Using the ordinary
econometric method, the estimation results indicate that
South-North Korean ¢conomic cooperation in the [uture
will shrink due to the drastic recession in South Korean
economic growth. South Korea's capability to bear the
burden of assisting North Korea, in terms of the annual
average of the net increase of the GDP from 1998 to
2002, will reduce enly with a range from 10 10 75 percent
of that in 1997 which represents the pre-IMF level
Investment and export to North Korea, which is generally
based on @ concessional basis. will decrease as a result of
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the decline of South Korea's capability. This type of eco-
nomic cooperation mainly depends on South Korea's
linancial burden. The decrease in South Korea’s capabili-
1y to bear the burden of assisting North Korea in five
years is computed and shown in Table 5. In addition, the
annual average imports from North Korea during the
above period, which is mainly followed in a commercial
basis, will plunge with a range from 10 10 68 percent of
that in 1997 This drop will be led by sharply reduced
domestic demand and a depreciation of the won (table §)
[ Scenario 2: the South-North Korean relations will
be normalized with the resumption of diplomatic dia-
logue ]

In this scenarjo, the above time-series data can not
be utilized in the estimation process because South-North
Korean relations in the future will change fundamentally
compured with those in the past  For this reasen, a more
appropriate and reasonable approach would be (o use the
“ratural” patten of trade and investment. Based on South
Korea's experience with East Asian countries, one can
simuiate the “natural” pattern of trade and investment
which can then be adapted to Narth Korea in the case of a
normal relationship with the South. The regression
model characterizes the volume of trade as a function of
country size in terms of the GDP and the total share of
trade volume with first and second tade partners  North
Korean values of these explanatory figures were substi-
tuted into the regression model to generate North Korea's
“natural” pattern of trade By comparing “natural” pal-
terns of trade with actual trade results, caleulations can be
made as 10 how the trade between South and North Korea
will be affected by the normalization of South-North
Korean relations. According to the resulls reported in
Table 7, if North Korea maintains the current closed trade
system(“the ideclogy of self-reliance”), the “naturaltrade
volume will be iess than the actual level Therefore, in
this case the expansion of trade between South and Nouth
Korea cannot be expected, even with the normalization of
the two countries relations However, if North Korea
undertakes an aggressive open wade policy, targeting the
fevels of China and South Kores in 1996, the “natural”
irade volume will exceed the actual level.  Accordingly,
in this case the normalization of South-North Korean
relations could lead to the expansion of trade between the
two countries  Secondly, the same methodology is
employed for the estimation of the affect on the invest-
meat in North Korea. The regression model characterizes
the amount of investment as a function of wage, popuia-
tion, and the ratio of wrade volume to GDP. In this model,
wage represents “the labor price”, population represents
“the supply of labor”, and the ratio of trade 10 GDP repre-
sents “the degree of openness.” North Korean values of
these explanatory figures were substituted into the regres-
sion model to generate North Korea's “natural” pattern of
investment The actual investment amount can be ignored
in calculating the impacl of the investment in North
Korea by the normalization of South-North Korean rela-
tions because the total amount of investment is no more
than ten million dollars as of now Table 8 summarizes a
matrix of “natural investment amount” given the assump-
tions of monthly wage levels and a ratio of trade volume

_.14__




CERINA REPORT Val 26

10 GDP  As to the estimation of “natural” patterns of
trade, whether North Korea will initiate the reforms and
open policy in the economic sector, plays a key role in
the expansion of investment in North Korea. Therefore,
in addition to the normalization of South-North Korea
refations, large scale investment can be undertaken only
when North Korea adopts a “full-scale openness policy™
and keeps the wage rate within a reasonable level through
the depreciation of the DPRK won  Moreover, this
expansion of trade and investment can be expected to
accelerate due to the common language, culture, and geo-
graphic proximity of the twe countries. In conclusion,
even though the South Korean economy under the IMFE
program canaot avoid serious recession for the time
being. the economic cooperation between South and
North Korea can be expected to vitalize in the case that
the normalization of South-North Korean relations will be
achieved. and North Korea will undertake aggressive
openness and reform policies. Table 9 summarizes the
four types of possible change in the South-North Korean
economic cooperation, following the above estimated
results. Of them, it can be said that “case 3" corre-
sponds to the cusrent situation of the Korean Peninstla

Finally, considering the above analysis, we propose
desirable roles for each country, such as Scuth Korea and
Japan, to promote the soft-landing of the North Korean
regime through the vitalization of South-North Korean
economic cooperation. First of all, with regard to South
Korea, it's policy guideline towards North Korea should
focus on the vitalization of economic cooperation rather
than unification in the form of absorbing the North into

South Korea  This is because South Korea does not have
the ability to share the burden of ali of the unification
costs Further, more emphasis should be put on the
expansion of investment rather than that of trade because
investment has more room for expunding  According to
the above estimated results, the actual volume in trade
has already exceeded the level based on fundamental con-
ditions Secondly, with regard to Western countries,
including Fapan, their basic policy towards North Korea
should focus on inducing North Korea to the adopt [full-
seale openness and reform™ measures  With this in mind,
the major countries should recommend North Korea's
membership in international financial institutions, i e the
IMF. {BRD, and ADB. and alleviale economic sanctions
against North Korea Further. the major countries need to
develop a {ramework for international cooperation to
share the burden of the unification costs of.the Korean
Peninsula  KEDO can be regarded as a good example.
Japan, especially. should play the leading role in the mat-
ter of the Korean Peninsula because she is the largest
country in this region in terms of GDP. and is adjacent 1o
the Korean Peninsula geographically. For example, con-
sidering that diplomatic relations have not yet been estab-
lished between Japan and North Korea, we propose that
local governments and the NGO, rather than central gov-
ernment, take initiatives to establish a multinational coop-
eration regime surroundiing the Korean Peninsula  Also
the “Four-Party Talks,” which are composed of South and
North Korea, the United States and China. could be
expanded to “Six-Party Talks™ including Japan and
Russia

< Tabie 1> The Cutiook of the ROK s Economy under the iIMF Program

Qutlook 189196

1308 1980 2000 2001 2002 Average
Optimistic | Optimistic Growth Rate of GDP (%) 414 | 31 & 51 1 53 ) 684 ) 74
Scenaro | Splircesipaments | ass || asst vl Coss e am
by KDI Consumer Price (Y to Y, %) 87 45 43 34 32 Y
Unemployment Rate (96} 63 70 61 53 31 213

(Exchange Rate ! Won/ §) (1,300) | (1,100) (950} {900) {900) (783)
Pessimistc | Growth Rate of GDP (%) | £31 1 404 14 4 2~3 | a~3 | 74
Scenario Balance of Payments ) 329 185 108 | jo0and’ | 100 and ~B3
byKDl | clounent Aseount, 00 mi 8 o7 | 55| 50| a7 | e~ 60
Unemployment Rate (%) 70 84 83 8.2 73 23

{Exchange Rate : Wor / §) {1,500} |(1,450} {1,400) | (1,300) | {(1,300) {783)

Scenaricby | Growth Rate of GDP (%) | . 21 0 34 45 | B4 1 851 74
LG Economic Balance of Payments ) 303 202 171 Cs7 112 TA83
nstiute | ({Current Aceount, 100m), 5 ss | 41| as| a7 38 60
Linemployment Rate {%) 65 59 51 43 4.1 23

(Exchange Rate ! Won / 8} (1,450 (1,280} {1,200} {1.150) {1,125) (783)

(Source) Keren Development Instisute (1998). LG Ecencaic Instinste (1995)
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< Graph 1> The Volume of the Intra - Korgan Trade

150 {mil £}
00 E 7] imports from Nonth Korea !
H I
 w— Exports of South Korea '
2501 —@— Totml
2 ]
<7
1310 | DI 1l RN L= PN
0 N L
o - — !
1988 90 g1 92 93 94 95 g6 97 g8tlan-Aug”
* Transluted to the sinual level
{Source) Korea Ministry of Unification
<Table 2> The Terms of the intra - Korgan Trade
1994 1995 1996 1897
Index of Import* Prices (A} 10G.0 98 8 104 ¢ 108 2
Index of Export*” Prices (B) 100.0 102.2 98.9 84.2
Tarms of Trade (B/A) 100.0 103.2 93.7 79.3

* denports from North Korea  ** Exports of South Korea !
{Sourced Koren Minisiry of Linification

< Table 5> The Qutlook of the Net [ncrease of the ROK' s GDP by Scenarios
{At 1990 Constant Prices)

1997 Qutlook 1998--2002
1998 1599 2060 2001 2002 Avarage
Optimistic GDP (bl Won) 290,888 | 286,815 | 285707 | 310788 | 327,260 | 344932 307 243
Scenario Growth Rate (%) | 85 1 &14 | 3t 51 1. S3 | 54 35
by KDI Net Increase  (bit. Won) 15,194 24 073 8,882 15,081 16,472 17,672 10,809
Pessimistic GDP (bit. Won) 250,888 281870 | 280,743 | 284,673 | 291780 | 299,085 285,263
Scenario | GrowthRate (%) |~ 55 | 431 1 404 | 14 1 28 1. .25 | .08
by KDI Net Increase  (bil. Won) 15,196 25,018 o1,127 3,930 7,117 7,295 1,639
Scenario by | GDP {hil. Won) 290,888 | 284,779 | 294,462 | 307,713 | 324,320 | 342167 303,885
LG Economic; Growth Rate (%) | 85 | &21 1 34 A5 | 54 8BS 3.3
Institute Net Increase  (bil. Won)} 15,196 | A8,109 9,683 13,251 16,616 17,838 10,258
<Table 6> The Outiook of the Volume of lmports from DPRK {by KDI s Scenarios)
Optimistic Scenario Pessimistic Scenario
Ghp Relative Price |violume of import GDP Relative Price |Vlume of Import
) of import . of Import
{bil. Won) (1990=100) | {thousand ) (hif. Won) (1890=140) | {thousand 3)
1997 200 888 968 193,069 290.868 968 193,069
{ 951} {961}
1998 286,815 993 111,980 281 870 027 58,437
{1,300} {1,500)
1999 295,507 104 0 52,003 280,743 1108 14,663
{(1,100) {1,45¢)
2000 310,788 102.3 79,144 284 673 1157 - 6,930
{ 950} (1,400}
201 994 150,577 291 7380 116 0 7,013
327,260 { 900} {1,300}
2002 97 1 260 863 289,085 114 8 8,977
344,532 { 900} (1,300)
1998-~-2002 - — 130,891 - - 19204
Average

* Frgures fsside { 3 indicale Exchange Rates { Won /$ )
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< Table 7> The Voiume of Trade under the Nermalization of South - North Korean Retations

(At the Level in 1995, 100 mil. §)

Actual Volume({A) | “Natural” Volume(B} (B-A)
Share of Trade 54.8% oo tes 85 | a1d
Volume with | {Aclual Level in 1996} 19.8 8.7 &13.1
the First & 37 5% oo tes o288 L T8
Secong {Level of China} 14.8 188 A010
Pariner in Total 336% o1ss 361 . 183
{L.evel of the ROK) 10.8 25.4 5.6

* Upper Lines : “Natural Volume if the DPRK s GDP is assumed as 21 1 biltion dotlars
Lower Lines : “Natural  Volume if the DPRE s GDP is assurmed as 106 billion dollars

<Table 8> The “Matural” Amount of Investment under the Normalization of South - Morth Korear: Relations

(mil. §)
Monthly Average Wage
110% 80~90% 20~25%

Ratio of 9.6%
Trade {Actuzl Lavel in 1996) 636 842~ 758 28 44~ 23 38
Volume
to GDP (Levglsd?%mna) 7764 102 71~ 92 61 347 16~285.36

(Levef’gf oo A0K) 190 25 251 66~ 226 93 850.64~698 21

< Table 9> The Possibie Changes in the South - North Korean Economic Exchange given the Korean
Economy under the IMF Program

Econgmic Policy of the DPRK
Restricted Open & Reform Palicy “Full - Scale” Openness Policy

Scenaric | Fhe Sauth - Narth -Trade: Reduce ~Trade: Reduce

. Korega Relations still - .

Umaintain the Status qua| *Investment: Reduce () -investment: Reduce (@)
Sgenario il The South - North -Trade: Reduce ~Trade: Expand largely

‘Korea Retations ‘Investment: Expand more than . .

'will be normalized present level (3) »Investment: Expand largely (@)}
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Who Is Losing Russia?
- The August/September Crisis and lts Dismal Aftermath -

Steven Rosefielde
Professor of Economics
University of North Carolina Chapel Hill

The confirmation of Yevgenii Primakov by the
Duma on September 10, 1998 marks the end of the first
chapter of Russia’s transition from Soviet communism to
7 It symbolizes President Boris Yeltsin's loss of power
and the loss of credibility in his brand of economic “liber-
alism.” He can no longer impose his program of market
reform and “democracy™ on his adversaries, nor control
his political succession The tide has turned against what
the G-7 institutions decreed was Russia’s successful tran-
sition to democratic free enterprise, and what Grigory
Yavlinsky dubbed “phoney capitatism ™

Primakov, together with his communist appuointees,
former Soviet Minister of Economics Yuri
Maslyukov{his top Deputy), and former Soviet era banker
Viktor Gerashchenkofchairman of Russia’s central bank)
have committed themselves to reining in the market
Their declaratory purpose is to switch from “wild west”
capitalism to Moscow's version of Franklin Reosevelt’s
“new deal,” which Primakov anachronistically describes
as representing “the experience accumulated by
mankind ” Only time will fully reveal their true prefer-
ences, but the Communist Party’s Program unveiled by
its leader Gennadi Zyuganov in early September 1998
probably provides a preview of the shape of things o
come. The state will rescind “illegal privatization”™ and
re-pationalize the “commanding heights” of the economy
including the petrolewm, natural gas, and military indus-
trial sectors. It will reimpose controls over essential
prices including the foreign exchange rate, re-subsidize
industry, strictly regulate foreign trade, stop foreign
exploitation of Russian businesses, print money as need-
ed to pay off its obligations to the working class, and
launch a vast public works program to rehire capitalism’s
reserve army of the unemployed.

Primakov's “new deal” thus is likely to closely clone
Gorbachev's communist vision, where markets{and
democracy) are tolerated only insclar as they aid the
attainment of “advanced socialism.” This point hasn't
been missed by insiders. Former Prime Minister Viktor
Chermomyrdin is accusing “the Communists of trying to
stage a ‘crawling coup,” and restoring the old Soviet
regime and its command economy.” Yaviinsky warned
against returning to the “ruinous printing of money, or
nationalization,” while Konstantin Borovoi, an indepen-
dent member of Parliament opined that “The latest events
2o to show that this is a collusion, that the President is in
cahoots with the communists, trying to keep his own post
by giving up demacracy, the path of reforms and the mar-

ket economy.” Anders Aslund echoed these sentimeats
asserting that It 13 the old Soviet government coming
back again ™

Let us suppose that they are right; that Russin reverts
significantly toward Gorbachev's economic rﬁoclpi, and
seeks to partiaily reconstitute the Soviet Union, bearing in
mind as Chernomyrdin alludes that the Commuhist Party
officially considers the dissolution of the USSR illegal
Wouid it be reasonable under these circumstances, or
some olher authoritarian nationalist scenario to ask
whether “Russia is being lost,” and if so are the great
powers and their aid agencies to blame?”

The key G-7 institutions including the IMF, World
Bank, EBRD, OECD, US AID, the U.S Siate
Department. the U S Arms Control and Disarmament
Agency. the U.S Central Inteiligence Agency, the US
Defense Intelligence Agency, the U.S. Department of
Defense, the U S Department of Commerce and the
financial and petroleums lobbies that have strongly influ-
enced American policies will all deny failure and respon-
sibility.  They will characterize the August/Seplember
financial catastrophe and the reimposition of market con-
wrols as a temporary setback, or if they acknowledge that
liberalization is in protracted retreat, they will then blame
the Russians themselves or the “Asian contagion ™ Just
as Jeffrey Sachs. Richard Layard and Anders Aslund
denied responsibility for the negative consequences of
their shock therapy prescriptions, responsibility will be
heaped on Yeltsin, the Duma, the tycoons, or some silver
lining wili be discovered to explain why a colossal failure
is reaily a stunning success

But the ploy is apt to backfire whether the Kremlin
“re-Sovietizes,” or lurches rightward because post-
Yeitsin Russia won't adhere to Washington’s script  The
world will soon discover to its regret that Russia never
ceased being a military superpower. According to Viktor
Mikhailov, former head of Russiz’s Atomic Energy
Agency Moscow retains 42,000 nuclear weapons, exclud-
ing an undetennined number of temporarily deactivated
warheads. Russia will strive 10 reverse NATO expansion
It will refuse to return the northern islands to Japan. It
will contest U S influence in the Middle East, and end
western dreams of controlling Eurasian oil and natural
gas  And of course, the goal of global economic liberal-
ization will be dealt a staggering blow, which could well
precipitate a worldwide depression”

Therefore, at some point in the not too distant future
{inger pointing will begin in eamest The IMF will be

" Grigory Yavlinsky “Russia's Fhony Capitalism ~ Foreign Affuirs. Vol 77, No 3 Mayfhune 1998 pp 67-79
* Cefestine Bohlen. Yehsin s Choice Easily Ratfied: A Shift so the Left, Thie New York Times Suturday Seprember 12 1998 pp Al and Ad Celestine Bohlen,

“Now Comes the Hard Part * The New York Témes Seplember 13, 1898

* Pawl Krugman recently wamed this as iselationist tendencies throughout the world inteasify ~We could have an gnraveling of the global capitad markets if the coun-
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rightly blamed not just for the free market platitudes
deeply felt by some of ity top officers, but for its complic-
ity with, and induigence of those kleptocrats who used
the slogans of free enterprise to mask their asset grab-
bing, rent-seeking. and conspiracies in restraint of trade
The “shock therapists™ will be hung in effigy. The oil
lobbyists and financeers will be accused of putting their
private intercsts above global weifare, and NATO will be
faulted for pushing Yeltsin too hard.  The accusations
wiil be partly justified because as theory and the Chinese
expericnce demonstrate., liheralization could have suc-
ceeded.’

However while such explanations will have elements
of truth. auributing faifure to specific policy lapses, they
miss the deeper cause: the predilection of the great pow-
ers to treat daunting economic problems as opportunities
for managing political perceptions and indulging institu-
tional special interests  This was manifested in the
Russian case by the decision on the part of the G-7 to par-
cel out the task of guiding Russia’s democratic and eco-
nomic transitions to agencies whose dogmas and solu-
tions always placed the furtherance of parochial agendas
ahead of global security and weifure  Instead of assign-
ing an independent task force familiar with Russian cul-
ture and institutions to study appropriate options, choose
strategies, oversee, test, evaluate and monitor compliance
with the Smithian competitive market principles, the west
adopted the “liberalistic.” business as usual approach
treating the former Soviet Union as another opportunity
for established instilutions to expand their domains and
apply their {avorite generic prescriptions  US AID gave
millions of dollars to puppeteers touting the virtue of cap-
italism to savvy peasants. The IMF and the World Bank
promoted voucher privatization knowing full well that it
was 1 scam to concentrate capital in a few unworthy
hands They knowingly gave tens of billions of dollars o
Klepto-entrepreneurs. and kleptocrals pretending to coax
Yeltsin's team into compliance with free market dogma,
while trying to keep Moscow afloat and assist in the
repayment of rescheduled Soviet era debt.

Had the G-7 impaneled s task force of senior non-
governmental experts. western leaders would have quick-
by discovered that any successful transition to advanced
matrket capitalism{Smithian non-coercive, competitive
individual wiility maximizing. {founded on a Lockean
social contract) required a revolutionary change in the
culture breed values governing elite behavior, as distinct
from professed beliels. From the time of the Tatar occu-
pation beginning in the 13th century through Soviet com-

munism, Russian leaders have been addicted 1o an aunto-
cratic style ol self-seeking that subordinates dull wilitari-
an accountancy to power, mass subjugation and iicen-
tiousness.” Strong rulers like Ivan the Terrible. Peter the
Great, Catherine the Great, Lenin and Stalin channeled
this penchant woward the pursuit of military might and
state power, while weaker leaders preoccupied themn-
selves with intrigues and domestic exploitation. If the G-
7 understood this, and cared about the well being of the
Russian peopie, it never would have endorsed “shock
therapy.” a strategy which unleashed the forces of oppres-
sive, self-seeking contained under commaunism, ruining
the economy and setting the stage for the eventual emer-
gence of the next authoritarian. military oriented ruler.

{t would have encouraged a gradual Smithian market
transition by ticing assistance scrupiiousty 10 an equi-
table privatization program which dispersed ownership
widely in competent individual hands, and conunitted the
state o [oster their competitive interests, while repressing
all elements intent on living unproductively by stealing
assets. exploiting others. and misappropriating state rev-
enues and credits.  And, had the Russians opted for shock
therapy on their own. aid should have been tied to revers-
ing, or rectifying this error. '

But all concerned found it expedient to conflate
“liberalistic opportunism™ with “principled liberaliza-
tion."adopting the attitude that if the transition process
were strung out long enough. siphoned funds wouldn™
really be poured down the drain because self seeking
would eventuaily lead the Russians to forge a competitive
market and democracy. Business-as-usual from this per-
spective was construed as a win-win-win strategy. G-7
institutions and western special interests would prosper:
Russin would eventually become a responsible great
power pariner in the new global order, and if i1 were
somehow ruined by shock therapy. and klepto-laissez-
faire policies. its military capabifities would be setback
for decades.”

No wonder then that western leaders weren™t unduly
perterbed when Russia’s GDP was hatved from 1989 to
1998; that they wrned a blind eye whenever Moscow
fiouted IMF conditionality. and that President Clinton in
his address to the Council on Foreign Relations on
September 13. 1998 continued praising the invisible
accomplishments of Yeltsin's market reforms. Nor will it
matter that Russian industrial production fell 26 percent
during the August/Seplember crisis, and that GDP fefl 9.9
percent in September alone. The G-7 leadership, as is
now embarrassingly transparent. Hives in tuiryland where

tries that opt out do better thin the copntries that stick w the orthodoxy © See Mark Lander “Goodiye World! © The New York Fimes Saturday. September 12

TORS. pCl Krugman s remacks of course don t condone the reckless policies which caused the Asian crisis in the fiest place CF Steven Roseficlde and Quinn
Mitis, Globat De-siabilization: Beyowd the End of History snpublished book manuscript October 1995 and Steven Rosefiehkle. Forgotten Superpower: Russia §

Military Might and Vadnerabilities unpublished book manuseript. October 1998

fSeven Roselielde Efficiency and the Economic Recovery Potentind of Russiz 1o the Year 2000 and Beyond  Ashgase Lundon 1903

“The lisk between Russia s culioral flsws and its eeonomic backwazdness Bas been widely observed  Forexample Alexander Gersherkron more than three decades

e in words that resonate strongly in Yeltsin s Russis wroter "What effectively prevented banks from engaging in industrial investment in Russia of the nineteenth

century was inter alis the impossibitity of Building up an clfective system of fong-term bank credit in a country where the stindards of cosmmercial hosesty had been

so low sl where economic and particularly muercantile activities and deceit were regarded as inseparably connected e who does not cheat does ot sell taught

the economic wisdom of the fulklore  See Alexaader Gershenkron “Reflections air the Concept of  Prerequisiles of Modern Industrialization s Economic

Bavkwardness in Historicat Perspective: Belkisap Press of Horvard University Press Cambridge, Massachuseus 1966 p 47

S CF Caech President Vackay Havel s statement that ~Bis mach better go have an 3l Russi than o bealthy Sovier Ynion  The Bosten Globe, Scprember 18 1998

pZ17 Unforumately Russia s iflness is likely 1o be o catalyst for natioaalist mifitarist rival s partiad Seviet sestoration




failure is just a bad attitude”

Russia’s elite of course find the whole charade amus-
ing  They recognized from the outset that the west was
commiited by domestic politics to providing assistance,
and cynically grabbed what they could They grasped
immediately that the G-7 didn’t want 1o be perceived us
being indifferent to Russia’s fate. and was desperate 1o
have its Soviet era debts repaid, giving them leverage 1o
play the west by using the threat of transition failure as a
pretext for demanding ever greater amounts of assistance
to secure Yeltsin's reign and cover foreign debt service
The process as insiders candidly acknowledged in private
was conceived at least in part as a Ponzi scheme  The
kleptocrats never had any intention of honoring their
debts themselves (aithough future generations may repay
them if they choose) and set out methodicatly to fleece
their benefuctors, and transfer substantial portions of the
praceeds to private overseas accounts.  According to the
Wall Street Journai reporters Steve Liesman and Mark
Whitehouse. Russin has more than 130 billion dollars cur-
rently due a5 a consequence of partial non-payment, with
private investors alone being exposed to a 100 billion dol-
lar loss in addition to the 40 billion dollars defaulied in
August 1898 % And, of course the monies borrowed are
no longer available internally 1o satisfy these obligations

Russia defaulted on its Czarist and lend lease debs,
and hasn’t been given any incentive 1o act responsibly
The elite know that the west appeases great power bad
boys and are persisting, but to no ultimate avail *
Moscow will default  [f not womorrow, then as soon as
the post-Yeltsin authoritarians consolidate their power
and western politicans tire of paying the Russians to pre-
tend to repay outstanding debts. But the business-as-
usial burcaucrats spending other people’s money won't
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care. Informed by Kommersant that Anatoly Chubais
admitted “conning” the IMF about Russia’s true condi-
tion when he negotiated the last IMF brokered commit-
ment of 20 billion dollars iast Spring, Stanley Fischer the
IME's second in-command shrugged the news off as a
misunderstanding. white pleading with Congress for
another 14 & billion dollar spending “replenishment "

The anitude is clossic, and epitomizes why the west
is likely seize failure from the jaws of s postcommunist
success [t reveals how liberalistic institutional priorities
and addiction to managing perceptions take precedence
over international security and global prosperity Who
will deserve the ultimate blame if Russia is truly fost, or
economic recovery and transition are needlessly setback
decades? The G-7 and its complacent institutions! They
could have done better, and could have succeedied, but
never really tried -

This deduction has lar reaching ramifications
because il implies that the very institutions which stiil
purport to be Russia’s best hope, and are vigorously lob-
bying for an expanded mandate, are least likely 10 mend
their ways. Scholars and responsible policymakers there-
fore should not allow themselves to be beguiled. The
great powers must be urged to seriously rethink the risks
ol their “liberalistic™ appreach 10 globalization, consider-
ing the possibilities of a new international assistance
architecture, scrupulousiy atlentive to Adam Smith's
morally disciplined principles of market competition, yet
attuned 1o systemic differences. and Russia’s burning
need for a cultusal revolution  They must consider scal-
ing back wasteful and corrupt multinational institutional
governance, tocusing exclusively on market building ini-
tiatives that {all within the parameters of bureaucratic fea-
sibility, and deter financial speculation. Perhaps special-

‘

" The problems of Russia and Asia were discessed in Washinglon D C at the annual mxectings of the World Bank and the IMF on October 6 1988 Various policy
cleavages emerged James Wolfensor President of she Word Bank championed a stratepy aimed at stimulting growth and alieviating poverty achicved by deficit
spending in the west. and liberal credit assistance to emerging countries while Miche! Camdessus Managing Director of the Istersational Monctary Fund stressed
the prioritics of liberalization and stzbitity  This dichotomy echoed an incipient dispule between west Furopean and American policymakess But of course. no one
questioned whether either approach was refevant or might even be counterproductive for Russiy The oaly issue thin reaily concered hem was a quareel over
which faction should exert the most inflaence in speading G-7 funds See Richard Stevenson ~Europeans Challenge U S in Econemic Crisis ~ The New York
Times. Qctober 7 1995 pp AL A8 and David Sasger “Dissension Erupts at Talks on Work) Financiaf Crisis New York Times Octoher 7 1998 p A8 August-
Seplembier industrial and GDP declines were seperted in te Wall Street foursal Octoher 20 1098 p Al

" Steve Licsman und Mark Whitchouse  "Russia’s Debt Woes Will Grow in Weeks: Payments are Coming Due on Tatal of $180 Billion Outside August Default,
The Wall Streat Jourmal Friday September 1 1985 p ALZ According to Andrei Koztov. deputy clairman ol the Russian Central Bank between S60 and $70 bit-
lion huve been illegally invested outside Russia See Viwlii Gokovachey, " Dyriavaia plotina na vatinwoi reke  Trud, January 20 1998 pp 1.2 Forcign banks
also stand to Jose 56 biliion on forwand contracts that Russian banks have failed w hanor according to the estimates of Western bankers See Andrew Higgins and
Betsy McKay.  “Hapes Dipion Eve of New Russian Dels Talks ™ The Wali Street Jowmad October 28 1988 p Al7

" Celectin Bobden. "Russin Warny B Might Befaub if Westers Add is Withheld © The New York Times. Seplember 25 1988 Alexander Shokhin deputy prime
mimister of financial affairs “took @ barsh e with its imernationsl creditors waming them of a poteatial defaull on its long-tern debt i mose Westers sid is aot
defivered Referring w s $43 hitlion credit from the IMF the seeom! instaliment of 2 $22 6 #illion package negotiated list summer be said that we  “expeet

them to make aviiluble those aid packages that they Bave announced This appressive stince surprised suive western investiment snalysts who expected the

Russians 1o be bunding over backwasds o be mose sccommodating Instead they have their backs up and are making threatening moves Russia s wual

foreign deht «« as opposcd o debts held by Russian banks - is cstimated ot SI58 bitlion of which $91 billion sre Sevict-vea obligations  About $31 5 biflion are

estimated to be owed to linancial institutions The towt ligure does not iclude derivigives estimaged at S60 billion Russia bas already missed August pay ments

o debts e Gerntany. one of #5 biggest creditors and several rating agencies bave eut Russia 8 credil catings to neas-default fevels  Shokhin with characteristic

wit and audacity - proposcd offseiting Toreiga-government debis by swapping 1hem for debss that thirdeworkl countries owe Russia - According te Moody s

investor Service shose debss abso lefl over frem the Soviet times and held by Moscow s former socialist allie

el Lracling pariness like drag and Libys otal abowt
S150 bitlion  Vikior Gerashelenko subsequently taok another tael with te sime intent of abrogating Russin s debt by sugpesting i foreign banks rake cquity
stakes in Russian banks as payment for theie debts - See Murk Whitchouse ~Russia Pledges Greater Role Tor Foreign Banks© The Wall Strect Journal Qetober 1
LHG8 pAlb

" Theresa Raphagl “Wiho 5 Alraid of Russin s New Boss?  The Wadl Street Jourmad Friduy September 11 1898 p ALL Also see A pash for 1IMF fundisg
p Al CrMilon Friedman Markets to the Rescue The Wall Stecet Journal October 130 1098 p A22 where he writes: As George Shultz Willizm Simon and
Walter Wriston wrote on this page in February: ~The IMF is incfiective unnecessary and obselete We do nol need another [MF - Onee the Asian crisis is over
we should abolish the one we have  Centzalized planning works no better on the globul thas on the natinoal levei
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ized regional initiatives like those proposed by the
Northeast Asian Development Study group wili ultimate-
ly prove to be the wisest course

Absent such changes, the Farce of western assisted
transition will run its course until Russia reverts 1o some
comtemporary variant of authoritarian militarism in accor-
dance with the time tested pattern’  All the rescue pro-
posils vetied in Moscow and Washington since Primakov
took control point to this conclusion  They are fong on

schemes which transfer state revenue and foreign assis-
lance o the undeserving elite, and platitudes like budget
balancing; and shott on any acknowledgment that a cul-
tural revolution is essentiul to shift the Russian economic
system from a predatory to a Smithian weahh building
paradigm. Both sides continue plodding their culture dri-
ven courses, while Russia inexorably drifts toward the
precipice of authoritarion militarist statism, with a rela-
tively closed and controlled economy

# Alexander Gersheenkron Economic Backwardness i Historical Perspective Belknap Press of Harvasd University Press. Camsbridge Massachuseus 1866

¥ Primakov s strategy 1o date has focased on conciliating the lefl by paying wage asears financed by a dispuised inflation 1ax where uncollaterstized money is emil-

ted so pay veadors cmployees and debtors A principal benelictor of these pew monies will be the Klepto-elites ke Mescow s lerge bankers who will continue 1o

siphon off the naion § revenses under the cloak of a bailout of the financial system This futile approsch enshrined in Primakoy s drafl economic plan published

on Gctaber 17 1998 can enly lead 10 double dight inflation and growing demands for comtrols See Betsy MeKay - Russia s Financing of Projected Delieit Likely
to lovelve Printing More Rubles  The Walt Street Jousnal Qctober 22 1998 5 Al7 Timothy O Bricn - Russia to Pamp Huge Ruble Reserve Into Banks. The

New York Tises September 181998 Aadrew Higgins and Betsy MeKay,

“Hopes Dim on Eve of New Russia Delw Tulks ™ Walt Street Journal October 28

. - - N . . . . . b
1998 pp ALS ALT The draft program neithes speils oct ow the government intends 1o meet its payment ohligations aor preseats o workable wiy to restructure

the Russinn bunking sector The plan propeses bailowts for hanks and indussry price controls and nuandatery sales by exporters af seventy five porcent of their

hard currency receipts o the goverment
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Crisis in Russia: As Bad as It Gets

Viadimir Ivanov
Senior Researcher, Research Division, ERINA

In his article Steven Roseficlde made several key
points regarding the potential problems related to Russia
that are important enough to be discussed and monitored
First, he thinks that Evgeniy Primakov’s elevation to
power symbolizes the end of Yelsin's era of “economic
liberatism” and Primakov's “rew deal” policy may not be
too far from “Gorbachev’s communist vision” of inter-
play of central power, markets, and democracy

Secondly, he argues, that it is time to ask whether
“Russia is lost” and proposes that the G-7, leading inter-
national financial institutions, and U §. national agencies
were wrong in their policies, setting back Russia's true
recovery and transition {o a civilized system

Thirdly, in Rosefielde’s opinion, the “kleptocratic”
Russian elite may choose not to honor its debts, virtually
blackmailing the West with its remaining influence and
poswer.

Finally, he warns that the absence of “a culiural revo-
iution” in Russia, and the current “liberalistic™ approach
of the West to “market building initiatives” will only lead
to “authoritarian militarism™ and an economically con-
trolled and closed Russia

Rosefielde is precisely right when he says that
upheavals in Moscow in September-Qctober 1998 point-
ed to the opening of a new chapter in Russia's modern
history. However, no matter how serious and gloomy the
developments in Russia may appear, what happened in
Moscow in September-October 1998 was rather logical
and anything but unexpected

A Background

In 1998 massive non-payments and organized iabor
protests were on the rise, and by August the rate of public
disapproval of Boris Yelisin's policies reached 55%
Reportediy, his approval rate lell 10 119 last summer and

to only 1% in the fail of 1998 One of the key reasons for

this was economic policy designed and conducted in such

a way that made the Russian economy progressively
poorer with about half of its population nearing the
‘poverty line’

The government proposed, and federal legislature
adopted, another unrealistic budget for 1988  Moreover,
towards the end of his prime-ministership Victor
Chernomyrdin announced “financial stabitization,” indi-
cating the modest growth of both the GDP and industrial
production  Indeed, in 1997 the inflation rate dropped to
abous 7-8%, but this was accompanied by the inability of
the federal authorities to follow the budget and fulfill
their financial obligations, growing bad debts among
enterprises, non-payments of taxes, chronic delays of
wages, salaries, and pensions

The Central Bank of Russia avoided printing money
to cover the budget deficit  However, the federal govern-
ment borrowed extensively at home and abroad,’ and
accumulated a huge shori-term and extremely expensive
internal debt. To service this debt and to raise new funds
it had no choice but to prop up the ruble vis-a-vis major
currencies  The overvalued ruble® facilitated large-scale
imports, including food, consumer goods and durables
The domestic producers, even those engaged in the most
profitable sectors with fast returns. were losing their mar-
ket share vis-d-vis foreign competitors

All manufacturers were suffering from the shoriage
of credit since the commercial banks were channeling
most of their resources into the high-yield state bonds
With the interest rates well above 20-30%, the enterprises
of the real sector were unable to function efficiently or
even survive Capitai investment in production dropped
20%, while spending on plants and equipment in the
metal cutting and machine building sectors declined 6-7%
compared to the 1890 level In 1997, about half of the
industrial enterprises reported losses

Bad debts were on the rise. With commercial credits
prohibitively expensive and no investment suppost from
the federal budget, the non-payments and tax arrears

" The share of extemal borrowing in the federal budges financing increased from §5 % iy 1996 10 62 - in 1997

The extermal financial oblignions inchuding the debl of the former Soviel Union (estimated by the World Bank at $67 5 billion) hiuve reached $151 bitlion. muking
Russia the Jrd largest international borrower in the world after Mexico and Brazii [ 1997 slone the Russian govemment speat 36 7 billion on paying the interest
for its external debt Tt also paid 334 billion g0 the forgign hoiders of teasery bonds  From JTanuary 11997 (0 fanuary 11998 the share of non-residents i the
slate securities maeke! increased from 16 Sc 1o 28 4 and reached 32 S by mid-1998
* For theee years the suble exchange rate was backed by the tmde surplus and currency seserves However in 1997 declining oil prices and Asia s cconemic melt-
down drove Russia’s current acceunt badance down from S12 T billion in 1986 1o $3 3 billion in 1947 - the Towest Ievel since 1993
' Ruges of decline in the Russian machine-building scetor reached 15 S in 1992 16 %2 in 1993 31 % 0 1994 952 in 1995 and about 3 5 in 1996 As o resull the
production capacities of heavy cquipment manufsewring tractors. and combine harvesters were utilized anly for 5-8 % the output of trucks railway passenger cars
and eleciric motoss declined to 16-18 G production of metal cutting mechanical towls and freight railway cars decreased 1o 19-25 % and the owput of household
appliances and consumer durable goods decreased betweea 7 and 32 % compured with the pre-crisis levels
In 1980 Russia was in the group of the five leading (among 35 countries) manufucturers of metal cutting wols By 1995 its shase in the world outpus of this type of
cuipment was only € 78 S or fess thap F) 000 units_ineleding only 230 compuierized metal cutting 100ls (compared o 16 700 in 1990)
Investment in the agricukural sector also decreased by maore tan 86 56 compared with 199G By 1986 che agricohural owput contracted by 33 S while the producs
tion of grains decreased by 46 S meat and meyt products by 40 52 and the output of milk and diary products decreased by 29 % Russia has reduced and practically
stopped the impont of grain replacing it with impons of processed food and. therefore undermining its domestic industry and agricullural production For exampic
Russias dependeney on imported pouitry jumped 10 89 6. sogar - 99 % Trozen fish - 97 S milk « 6052 butter - 33 Scand meat and beof - 28 %
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became a survival device for most enterprises taking the
form of “forced credit " Surrogate replacement for mone-
tary payments such as barter and other “quasi-money™
were proliferating. Between 1995 and 1996 the share of
barter transactions increased from 25% to 40% in the
total sales of enterprises By 1998, only 20% of total
sales were through regular monetary instruments

The eroding taxable base was complicating the tax
collection at a time when the government had to allocate
about half of its cash revenue 1o service Russia’s domes-
tic debt, thus further contributing to what one American
academic described as the “greatest peace Lime economic
devastation.”

The erisis

When in June 1998 the Russian balance of payment
and loreign trade figures for 1997 were released it was
clear that Russia was nearing a solvency problem  In the
first eight months of 1598 the declining prices for raw
materials, oil, natural gas, and petrochemicals sent energy
resources exports down by 299 Because of the declin-
ing prices for metals, the combined exports in this group
dropped by 11% In January-August 1998 the total
exports declined by about 14% compared with fanuary-
August 1997, while imports increased by 4.5%. Russia’s
foreign trade surplus for these eight months fell sharply to
%12.5 biliion, compared with $21.4 hillion the previous
year. Moreover, about 50% of Russia’s domestic con-
sumer demand were met through imports

The g¢lobal economic slowdown and the
Chernomyrdin government’s failure to collect taxes from
ruined and weakened enterprises in order to service huge
short-term borrowings became the main factors behind
the ‘Russian bubble,’ and on August 17, 1998 led to the
tuble's devaluation, de-tacto domestic debt default. and
moratorium on {oreign debt repayments

When Sergei Kirienko's government decided 1o
“restructure” this short-term and prohibitively expensive
domestic debt, the leading commercial banks with huge
investrent in the state bonds were paralyzed * The direct
faliout of these abrupt decisions, presumably made after
consultations with Yeltsin, was four-fold.  First, with few
exceptions, banks suspended their operations, disorganiz-
ing the entire financial system.

Second, Russia's ability 1o impout food and medi-
cines sharply decreased {on a monthly basis import
dropped 6.6 times in September 1998 compared with
August} exposing the entire population to potential food
shortages and health problems

Third, reduced personal consumption, growing
poverty, and expanding differences between the
provinees, and regional economic separatism are threat-
ening the federal system.

Finalty, the industrial production in Seplember
dropped by 14 5% compared with the corresponding
month of 1897, while inflation surged to 50%. aggravat.
ing further the budget delicit and therefore the ability of
the federal authorities to finance anti-crisis measures

Primakov’s ‘new deal’

To manage these problems the new government had
1o revert to emergency measures, including procurement
of additional food reserves, reduction of value added tax
rates for food and medicines, import duties reduction for
most needed food products. and 509 reduction in railway
tariffs for food transportation. The government also pro-
posed to reschedule the repayment of nearly $4 billion
owed by the agriculiural enterprises to the state and sug-
gested that the debt accumulsted by the Ukraine and
Belarus be repaid in foodsiufis

Refiable supplies of food, medicines, and fuels
{called the ‘life-supporting systems’ by the new govem-
ment) were named the top priorities in dealing with the
crisis and the threats associated with the sharp deteriora-
tion of economic and social conditions. Scon, the crisis
caused by the luel shortages in Kamchatskaya Obiast
erupted. vividly demonstrating dangerous breakdowns in
such 'life-supporting systems’

The central issue, however, is whether Evgeniy
Primakov's government, if given sufficient time, wili be
able to arrest the economic and social decline.
Obvicusly, Primakov’s anti-crisis pian’ must address
same probiems that were at the center of Sergel
Kirienko's “stabilization program,” which, for example.
postulated the need for restoring normal circulation of
goods and maney in the economy "

The new government, as its tirst measure, restored
the schedule for current payments of wages and salaries
and promised to settle accumulated debts in 1998-1999
It also submitted to the State Duma new dralt legislation
on the “pension ax” increase - something that Kirienko
wanted, but was rebuffed by the Lower House

However, as of early November, neither the govemn-
ment nor the Central Bank of Russia has acknowledged
that they pian to revert to printing money Viclor
Gerashenko, the Central Bank's chairman, believes that
Russia needs to expand its monetary base, but was o
priat new notes only up to 20 billion rubles before the end

*In sl accarding 1o estimates the governmens “confiscared about S43 billion including moratocem o repayments of 1 billion is state bonds held by pon-sesi-
dems temporury frozes $2 5 billion ewned by individuai Russians, and “restructuring  of at feast 310 billien invested by enlerprises 31 was alse estimated thit

individual investors are likely 1o recover no more than 30-30 S of the money invested in the short-term govermment bonds somatime lyser this year while instit-

tional jnvestors are likely 1o ger 10-15 S of their investment in 3 10 5 yeuss

*See ~First-Rand Measures of the Government and Central Bunk of the Russina Federation on Stabilization of tiie Sociad and Econonsie Siteation in the

Country " Draft Prepared for the Session of the Government. Moscow. October 1998 and Sergei Kirienko ~Stabilization Program for the Economy and

Finance.” Ekonomika i Zhizn no 2048720} Fune 1998 pp 1-5

* The federat authorities Faited to pay their own empleyees on time. salaries 1o the military school teachers and medical doctors pesision payments. and stipsids lor

celfege and university students were delayed for months




of 1998 to deal with the problem of demonetization and
to cover budget deficit” Other sources suggested that in
September the money supply grew 13.5%, but the stand-
ing reserves of commercial banks declined by half, so
provoking inflation Moreover, it was planned to allocate
15 billion tubles to deal with the failed commercial banks
and to pay 44 billion rubles to cover external debt repay-
ments

Although these measures can be described as emer-
gency responses to the crises created by the previous
gross mismanagement, there are other signs of continuity
As Kirienko's government proposed earlier, Primakov in
his speech at the congress of the Russian Union of
Industrialists and Entrepreneurs” said that national pro-
ducers should be adequately supported and freed not only
{from fiscal pressure. but also from high tarifts set by rail-
ways. natural gas and electricity producers to provide the
real sector with more opportunities for profitable opera-
tions. "

The major problem of the real sector was that
Russia’s predominant reliance on the export of raw mate-
riais and energy resources in combination with fiscal
pressure led to an alarming neglect of the interests and
needs of other industries  Although the banking system
was atlowed to grow without any significant linkages to
production, the lions share of the major banks’ invest-
ment in the real sector was in export-oriented, raw mater-
tal-based industries. Primakov’s program proposed (as
the Kirienko’s plan did} to allow [faster rates and softer
rules of depreciation to help Russian eaterprises 1o lower
costs, as well as to protect them with higher import duties
and to assist with export promotion "

Bad debts’ recovery through a multilateral system of
settfemnent was proposed  The government is likely to
play a more active role in the management of its own
assets in nearly 5,000 enterprises with state participation,
including many companies with a state-owned share of
258 or mare

The government named the rehabilitation of the para-
byzed banking sector as its second priority, with the aim
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of unfreezing the funds of the enterprises, as well as per-
sonzl deposits. and getling the banking system buack oa
track™ The government promised stabilization credits to
commercial banks designated as ‘core hanks.'™ to be
secured through collateral in hard curreacy, or in
exchange for control of the bank’s capital stock and,
therefore. the managerial control over the bank

Also, it was widely believed that the CBR enjoyed
aimost absolute immunity from the executive or public
audit. It became actively involved in commercial opera-
tions, investing half of its total assets (about $22 biliion)
in the short-term, high-yield government securities
However, the income the CBR was earning (about §3 bil-
fion in 1997) was reportedly grossly misappropriated and
only about $250 million was transferred to the federal
budget. From now on, the CBR’s, and other state lending
institutions’ revenue. will be appropriated by the federal
budget, which will provide an annual operational budget
for these instiutions.

Russia’s aggravated trade balance in 1998 is unlikely
to allow the replenishment of currency reserves ($18-20
billion is a desirable level} and Russian exporters now
must sell 75 % of their proceeds in hard currency to the
CBR. The ability of the government to raise new loans
overseas has sharply deteriorated threatening the default
on sovereign debt. Moreover, the lack of confidence on
the part of foreign investors led to an outflow of capital,
shutdowns and the downsizing of operations by many
foreign companies.  To stabilize the current account bal-
ance and facilitate accumulation of hard currency
reserves, the government intends to close loopholes for
apital {light, encourage import substitution in industries
such as light manufacturing and food processing. and
stimulate gold mining.

In general, it is understood that Russia’s true macro-
economic stabilization must be supplemented by decisive
structural reforms. "By all means, - Primakov stated - we
will preserve and develop the free market system, but the
free marke! economy can’t develop normally without
industrial growth ™ Ideally, as Primakov mentioned, the

" The government. however estiated that it aeeds 130-200 billion mbles (depending on svailabitity of extermat loans) w sestle its frsi-priority public debt [nance
budget deficie replenish working capital of eaterprises and support the commercial banks Oa the other bastl the seale of ensssion that will net sharply aggravie
inffation is estimated at only 0-60 billion rubles  IF in November-December the monthly rates of inflation de not exceed 3-4 5 it is estinsted that in 1999 the
annual inflation will be within 20-30 <

" See the artiche entitled  Reselving Arrears Prohlums and Re-Monetization of the Russinn Econemy  writien for the ERINA Repont fval 25 Qowber 1888) by
Stunichiro Ushijinx deputy director genesal of the Planning Burcau Econamic Planning Agency and former consuliant to the Ministey of Ecosomy of the Russian
Federation
For that matter the entire concept of macroeconanic stibilization by monetarist methods that was practiced from 1992 proved misleading  The cconomy s demon-
clization (money supply knows as M2 i 19897 was ealy B S of the Russian GDP compared with 116 % in Japan} sttmutated mounting debts
Acgording te e Rassian cconomist Leonid Abadkia by mid-1998 the wral amount of cash dallars betd by individuads was S0 hitlion

" Bvgeniy M Primakoy “The Maia Line Is e Real Sector Devefopment. Ekenomiks § Zhizs, October 1998 no 438737 p}

*ronigadly even Chemomyrdin s govemment that put macroeconemic stabiliziion Tisst and relied primaeily on fiseal instruments was Tosced 1o luen #s altentien to
national producers However the seli-inflicied Gaancial deadiock put i question the mid-terme program of struesural reform proudiy preseated by his cabinet in
carly 1988 See also Structural Reform and Economiv Growth A mid-term Concept of the Government Progeam for L997-2000 (Adopted on December 13

1943y

" Primakoy s goveramest plans to simplify and restructare the tax system. to lower the value added 13 and corporate tax to 15 S and 30 & respectively. make rein-
vested profit tax-deductible from taxes profit. prevent capitad flight. facilitne imperts of indusirial equipment wnd components utitize the World Trade
Organization s mechanisms and practices for protection of doemestic producess, stimulate natiens! exports and apply the “local content™ criteria for internagional
Ridedisg in rw materials development projects by foreign investors Also, the new government instracied the cusloms asthorities o releass S1 8 billion worth of
industrial equipmest held Tor yeurs ot customs warchouses

¥ Russian commerciat banks were alaved by the state to maintain weak linkages with the real sector of tie Russian ceonomy  The new gavernment must tzansform
commurcial banks fsto effective institutions for Grancial inter-mediation and long-term investment credit (o the real sector

Y The new chairman of the CBR was asked 1o introduce a definition and eriterta for defining core banks * inctuding sepional hanks

* Moreover the Savings Bank. e largest in Russia and sader the control of the CBR alsa invesied abowt 50 5 of its total reserves in goverament bonds
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economic growth must be‘socially oriented,” based on
new technologies and internationally competitive output
Indeed, during the past several years Russia’s motivation
for higher productivity was weakening. Iavestment and
skilled labor were flowing out of the most promising
areas of the real sector  Also, principle of adequate com-
pensation for work and social ‘safety net’ guarantees
were disappearing

To solve the central problem - the lack of investment
- the government proposed to establish a state-controlled
Development Bank to accumulate financial resources and
provide short-term and long-term credit o the real sector
The government admitted, however, that in the near
future the only remaining sizable source of investment is
household savings  To improve the confidence in the
banking system the government plans to establish a State
Insurance Agency that will also cover investment risks,
and improve conditions [or foreign direct investment
Inter-governmental mecharisms (bilateral and multilater-
al} that will support investment cooperation between
Russia and other countries are also under consideration

In the future, the federal government will support the
formation of relinble banking institutions and farge indus-
trial corporations (including those with state participa-
tion) in order to facilitate both its relationship with enter-
prises and lheir restiucturing, thus enhancing the influ-
ence of the state Large corporations and banks are
thought to become the government's ‘strategic pariners’
tn its attempts to restruciure the industries and revive the
economy. Moreover, according to Primakov, in the
future, public sector demand is expected to play & major
rofe in Russia’s economic recovery

The G-7 role, nuclear weapons, and “cuitural revolu-
tion”

It seems that at least some among the proposed mea-
sures maiy become points of contention in Russia’s dia-
logue with international lending agencies The frustra-
tion. however, iy likely to be mutval  Primakov already
mentioned that western economic advisers must share
responsibility for the recent economic meltdown
Nonetheless, it is unfair to blame the Group of Seven
leaders or the international financial institutions for mis-
managing the economic support for Russia’s transition to
maurket and democracy ™ The World Bank and the
International Monetary Fund as bureaucratic structures
are not designed to compensate for the lack of national
leadership. Russia, unfortunately for these institutions,
and for the Russians above all, was not a typical, text-
book case {rom the very outset

Moreover, a peculiar vision of Russia resulted in the
policy that de-emphasized the routine market building
The adopted approach partly, and conveniently, ignored
the democratic process, concentrating almost exclusively
on Boris Yeltsin's personality as chiel guarantor of

Russia’s benign behavior vis-3-vis the United States and
Europe.

However, even this policy was lacking in strategy --
being contradictory in nature. as NATO expansion
demonstrates.  The approach towards Russia was heavily
exposed to the bureaucratic self-interests of the military-
intetligence community. and the obscured views of
Russia were encapsulated in Vaclav Havel's remarks
about Russia -~ as cited by Steven Rosefielde

On the other hand, it would be a huge mistake to
ignare positive shifts in the U S, and G-7 relationship
with Russia, including the real and valuable assistance
provided by multilateral donors and national agencies,
such as the USAID, to Russian enterprises, regions, local
communities, public offices, and non-governmental and
research organizations, " .

As far as Russia’s strategic force is concerned, it is to
be {imited to no more than 3,000-3,500 nuclear warheads
after START II ratification by the State Duma  The rati-
fication process can be greatly facilitated under
Primakov’s leadership and could open the door Lo the
next round of mutual reductions under the START HI
guidelines agreed at the Helsinki Summit between
Presidents Yeltsin and Clinton  [f adopied, this agree-
ment will. by the end of 2007, cap the number of stiategic
nuclear warheads deployed in each country at 2,000-
2,500 thus reducing both countries’ arsenais by 80 %
from the Cold War heights  START HI will, for the first
time, require Russia and the U.S. to destroy nuclear war-
heads. not only the missiles and platforms that carry
them This may open the door to possible reductions in
shorter-range nuclear weapons,

Moreover, the eatire Russian inventory of interconti-
nental ballistic missiles (ICBM} is rapidly aging  Out of
14 different moedels deployed during the Soviet days, only
four classes of ICBMs remain deployed now, and most of
them must be retired before 2007.2010. Ironically, many
of these strategic weapons will be decommissioned even
without START I ratification  How many new [CBMs
can be butlt 10 replace them is bard to predict  According
to government sources, only about 40 next generation
strategic missiles can be deployed annually afeer 2000,
bust this will enable Russia to maintain their total number
of ICBMs at a substantially lower level than proposed by
the START H, and even by the START 111 frameworks ¥

Finally. Steven Rosefielde’s idea of “cultural revoiu-
tion” needs clarification Hopefully he does not imply
that a Maoist-type cleansing and mass re-education in
countryside labor camps will help 1o build 2 sound eco-
nomic and liberal social system in post-communist
Russiz. What Russia reafly needs in order to shift its eco-
nomic system from “a predatory to a Smithian wealth
building puradigm” is the ability of the elected officials 10
effectively govern. This priority - “10 strengthen the
managerial potential of the state” - was emphasized by
the new government in its emergency plan

 Sieven Rosefielde is not alone in eriticiziag donor institutions for thelr policies towards Russin: Other American authors emphasize that “a bailout will support the
virtual economy  which is fundamentally avt market-based © See Clifford G Gaddy and Barry W Iekes  Russin's Virwal Econory -~ Foreign Affuis. vol 77 no

ap 5

“Through the Gore-Chernomyrdin Commission. e United States is working closely with Russia in pricsity areas_ including defense conversion the envisonment
trache amd investment and scientific and sechnological cooperation ~ See A Nationad Security Strategy for A New Century. The White House May 1887 p 22
¥ Victor Litovkin, ~Strategic Forves Modemization 1s Delayed ~ Javestin Qctober 24,1998 p |




Perhaps a nation-wide system of civil service is
needed that will be attractive for young and educated peo-
ple, and will encourage honesty and a reasonable level of
efficiency in managing national, regional, and local
affairs. Such a system must be based on assured promo-
tion on the basis of age and merits, and regular rotation to
limit corruption, ensure the efficiency of governance, and
restore economic order and managerial discipline  Above
all, such a system must enhance the understanding of the
basic principles of law, governance, and economics in the
system that largely remains the soviet-style bureaucratic
rmachine

A final note

It is only natural that we differ in our views and
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assessments of the present-day Russia - a complex and
rapidly changing situation. What is happening now is
obviously a major setback for the reform process and per-
sonally for Boris Yelisin. Only time will teH how danger-
ous this current crisis is for the nation and the imternation-
al community.

In its modern history, Russia has had many leaders
but very few competent and efficient managers. It is safe
1o say that Primakov is one of the most experienced and
tafented candidates {0 pull the country out of this crisis
His greatest chailenge, however, is the fack of a workable
system that can put together human and natural resources,
an industrial base, and R&D potential. The state is
expected to strengthen its economic role. However, the
question of whether the Russian state is strong enough 1o
succeed in such an endeavor looms large
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Recent Investment Promotion Activities in Jilin Province
and the Rajin-Sonbong Zone

Geoff Wright
[nvestment Advisor
Tumen Secretariat
Tumen River Area Development Programme

Two important investment promotion meetings took
place recently in the Tumen River region. The timing
and location of the meetings was coordinated so that
potential investors could visit both meetings.  This is a
recent example of regional cooperation in invesiment pro-
motion in the Tumen region

The Yanbian Korean Autonomous Prefecture
Government organised the China Tumen River Area
Hunchun International Investment and Business
Forum in Hunchun from 21 to 23 September 1998 The
Forum, and the programme of promotion leading up to

the Forum, was supported by the Chinese Ministry of

Foreign Trade and Economic Cooperation {(MOFTEC)
and the Jilin Provincial Government, and assisted by the
United Nations Industrial Development Organisation
(UNIDO) and the United Nations Development
Programme (UNDP), through the Tumen River Area
Development Programme (TRADP)

A set of Investment Discussions were organised by
the Korea Committee for the Promotion of External
Economic Cooperation (CPEEC) in the Rajin-Sonbong
Economic and Trade Zone from 24 to 26 September
1998 The Investment Discussions were also assisted by
UNIDO and the UNDP.

The aim of the meetings was 1o introduce potential
foreign and domestic investors to each investment loca-
tion. Further. investors were invited to consider investing
in @ number of existing enterprises that have been seeking
new capital in each focation, including various forms of
privatisation. Fifty eight projects were appraised by
UNIDO for this year’s Forum in the Yanbian area and
117 projects were appraised in the Rajin-Sonbong
Economic and Trade Zone These projects have been
marketed through the international network of UNIDO's
Investment Promotion Service offices.

Yanbian Investment Forum

The Yanbian Forum took place inside the Hunchun
Border Economic Cooperation Zone  Hunchun City lies
in the southeastern tip of the Yanbian Prefecture just a
few kilometres from the Russian and DPRK borders. The
Chinese State Council granted the city Open Border City
Status (similar to the status of the special economic zones
on China’s southeast coast) and approved the establish-
ment of the Zone in 1992 The Zone is planned 1o be a 24

sq km industrial and commercial zone. By the end of

1997, the Zone had attracted G7 foreign enterprises
investing $US 98 million across a range of manufacturing
industries

In addition to exhibitions by 1 kwrge number of pubiic
and private sector interests. six cities and two counties in
the Yanbian Prefecture gave presentations on jnvestment
conditions in their areas. Day One concluded with a
spectacular fireworks display  In the evening of Day
Two local antists beautifully performed a coliection of
Korean music and dance.

The Yanbian Prefecture Government has provided
the following preliminary results of the Hunchun
Investment Forum:

@ 516 foreign participants from 20 countries;

@ 1 144 Chinese participants from 12 provinces/cities:

@ 87 contracls signed representing potential investment
of $420 million (5200 mitlion foreign);

& A further 30 projects under consideration (Letiers of
Intent signed) representing potential investment of
$720 miltion ($274 million foreign investment):

® 24 agreements for the sale and purchase of existing
ptant and equipment valued at $45 million

The Yanbian Government is closely monitoring the
progress of investment discussions and over the coming
months officials will follow-up on contracts and lettess of
intent signed at the Forum

Another investment forum in the Yanbian Prefecture
was held in October 1995 Last month’s Forum attracted
more {oreign participants (516 compared o the 350 for-
eigners who atiended the 1995 Forum) and facilitated
more potential investment (51,140 miltion compared 1o
$843 million in the 1995 Forum)

It is interesting to note that Chinese source invest-
ment represented 60% of total potential investment in the
1998 Forum up from 27% in the 1995 Forum This
reflects the current weak global foreign investment cii-
mate and aiso the increasing strength of domestic indus-
try and domestic sources of capital.

It should also be noted that potential investment does
not necessartly translate into realised investment. Despite
various forms of agreement representing $615 million of
foreign direct investment being signed at the 1995 Forem
- only $230 million of actual investment was received by
the Yanbian Prefecture in 1996 and 1997 Cumulative
actual investment in the Yanbian Prefecture was $410 at
the end of 1997

Rajin-Sonbong Zone Investment Discussions

The Rajin-Sonbong Economic and Trade Zone was
established by the Democratic Peoples’ Republic of

— -
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Korea Goverament in December 1981 It is intended to
be the DPRIC's catalyst for attracting foreign investment.
The Zone forms a 76 sg km triangular coastal area in
the northeast of the DPREK bordering Russia and China
The 150 km coastline has three ports inside the zone, the
largest of which is Rajin with a capacity of around three
million tons per annum  lust outside the Zone is
Changjin Port, a freeport with & eapacity of & million tons
per annum and connected by road and rail to the Zone
The population of the Zone is about 150,000 Ten sites
have been aliocated for development into industrial
estates with a total area of 19 sq. km

The Zone has the poteatial to develop into an impor-
tant transit trade hub between Jilin Province and the rest
of the world. particuiarly the Republic of Korea and
Japan  Road access to Hunchun, about 70 km away is
being upgraded into a four-lane highway Furthermore,
Rajin Port can operate all year, being the most northern
ice free port in Northeast Asia

The three day Investment Discussions were preceded
by four presentations. The Executive Director of

CPEEC. Mr Jong Gwang Ho, discussed the progress of

the Zone. Investment incentives were briefly discussed
including the lowering of the rate of foreign enterprise
income tax from 25% 1o 14% . Hotel facilities have been
expanded to accommodate almost 1,000 people. A fast
track letter of invitation has replaced entry visas at the
Wenjong and Tumangang Friendship bridges, which link
the Zone to China and Russia respeciively The opening
of a vovered market place at the Wonjong bridge has
encourage more Chinese visitors to the Zone The total
number of visitors increased from 9,800 in 1996 10
20,000 in the first half of this year

A major development has been the introduction of a
freely convertible currency within the Zone, known as the
Brown Won

Iris Ying, the Senior Vice President ol the
international Projects Department of the Emperor Group,
Hong Kong; Dr Paesert Shusang, the Managing Director
of Loxley Pacific Company, Thailand; and Quan Long
Wan, President of the Yanbian Hyuntong Shipping
Group, China, each spoke about their projects  The
Emperor Group is constructing a hotel and casino com-
plex at the beach near Pipa Island  The 100 room first
stage is expected to be completed by the end of next year
The Loxley Pacific Company has invested over USS10
million in developing a comprehensive telephone net-
work within the Zone A new {ibre-optic cable has been
laid to Hunchun and equipment has been consliucted to
provide a mobile telephone service

The Yanbian Hyuntong Shipping Group unveiled a
aew 36 ton gantry crane at the main quay of Rajin Port
The Group has handled an increasing number of contain-
ers from China to the Republic of Korea: {rom 2,867 in
1996 10 2,828 in the first hall of this year Discussions
are underway to extend the weekly Rajin-Pusan shipping
service to Osaka

UNIDO has provided the following preliminary
results for the Rajin-Sonbong Investment Discussions:
e 74 foreign participants from 9 countries {33 from

Japan, 14 from the USA and 12 from China)

@ 5 local participants

@ 2 contracts signed, including construction of a power
plant in Sonbong and a freight handling agreement.

© 4 Memorandum of Agreements signed regarding
transit transport. granite mining, furniture production
and tourism

The Rajin-Sonbong Economtic and Trade Zone host-
ed the International Investment and Business Forum in
September 199G, The Forum was sponsored by CPEEC,
UNIDO and the UNDP and attracted 500 toreign
investors and officials  Conuacts were sigaed [or poten-
tal investment vajued at $280 million relating to hotel
and commercial building developments and manufactur-
ing and seafood processing  According 1o CPEEC. by the
end of 1997 $63 million had been invested in approxi-
mately 8G projects in the Zone

In addition to the Investment Discussions the Rajin
Business Institute (RB1) and the Rajin Business
Information Centre (BIC) were formally opened on 24
September. The RBI is a training centre that has been
established by Rajin University with the assistance of
UNIDO and the UNDP  Associated with the RBLis a pri-
vately funded and fully equipped language laboratary

The RBI is targeting stafl members of Zone enter-
prises with customised training courses On 1 October
this year two six-month courses commenced: concentrat-
ing on teaching business administration to 30 students
The courses provide an intensive 35 hours per week of
training using eleven teaching modules including
accounting, finance, management. cusioms practices, etc
Many students wha had training fellowships in Thailand,
Singapore and Hungary are now teaching RBI students
and working at the University.

The BIC already has a library of 1,500 new publica-
tions and is linked by a local area network to the RBI
The BIC is intended to be a comprehensive resource cen-
tee for the RBI and for all Zone enterprises  The BIC has
developed a database Lo track the training and data
requirements of Zone enterprises

Further TRADP Investment Activities

In order to consolidate on the awareness raised by
these recent invesiment promotion activities the Tumen
Secretarial is designing a regional programme to enhance
the activities of individual member couniries Lo attract
investment - The Tumen Region Investor Services (TRIS)
Network

The programme intends to improve both the macro
and micro environments that are necessary 10 attract
investment.  The necessary macro-environment includes
appropriate regulations and procedures, macroeconomic
stability and appropriate physical infrastructure. The
micra-environment refers to investment services and pro-
motion activities. As the name of the TRIS programme
implies much emphasis will be given to investor services
Investor Services Centres (ISCs) market investmen!
opportunities and lead investors through each stage of
establishing and implementing an investment project.

— 47 -




They are the key institutional link between potential
investors and the invesiment location

A regional network of ISCs wiil enhance regional
investment synergies  New ISCs will be established or
existing 15Cs strengthened in Mongolia, Primorksy
Territory, Rajin-Sonbong Economic and Trade Zone and
the Yanbian Korean Autonomous Prefecture. Fach [SC
will be connected to a commen web site and database
detailing investment conditions and investor information
Functions of the ISC network include: sharing promotion-
al material and activitics, promoting regional infrastruc-
ture projects, facilitating regional production and market-
ing, ensuring adherence o common environmental stan-
dards

ERINA REPORT Vol 26

The Programme will complement the establishmemnt
of the proposed Tumen/Northeast Asia Investment
Corporation The Invesunent Corposation will endeavor
to facilitate joint public/private financing of infrastructure
projects in the Tumen Region, especially those that serve
to link the region (e g. transportation projects) or that
address trans-border problems (e g pollution of interna-
tional water ways) The [SCs will provide information to
the regional branches of the Investment Corporation, and
work in tandem in securing investment proposals.

See the Tumen River Area Development Programme
web site (www undp-tumen com) for further details of the
Programme
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