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Towards the First Step in a New Relationship between Japan
and Russia

Interview with Mr. Aleksander Losyukov, Ambassador Extraordinary and Plenipotentiary of Russiato Japan

ERINA: First of all, we'd like to ask you about your first
impression of Japan.

Losyukov: My impression of Japan was formed about 15
years ago, when | first visited this country. Since then, |
have been to Japan many times, mainly for brief visits,
accompanying different groups and delegations, and also
traveling in my personal capacity as director-general of the
department in the Ministry of Foreign Affairs and later as
Vice-Minister for Foreign Affairs. So I've made numerous
visits and received numerous impressions of Japan, and
I’ve had the chance to see severa parts of the country,
including Osaka and Kyoto. Coming here this time will
give me the chance to add to that list. I’ve only had the
chance to visit Kanazawa and Shizuoka so far since coming
to Japan as ambassador. But | have plans to go to Niigata,
Sapporo and to Osaka again - those three places where we
have consulates-general. At the same time, or possibly in
between or after these visits, | may visit some other places.
It's an interesting country - beautiful in terms of nature,
wonderful in terms of the hospitality of the people - so I'm
looking forward to enjoying all those wonderful qualities of
Japan and of course I'm looking forward to seeing much,
much more in your country during my stay here.

ERINA: Before arriving in Japan, you worked in several
Southeast Asian countries. What was your impression of
these countries and what did you learn during your previous
assignments?

Losyukov: | worked in Southeast Asia and then the Pacific
area. Every country is interesting in its own way, so one
cannot say that there are interesting countries and
uninteresting countries; that would be unjust. But every
country has a unique character, in terms of its national
psychology, historical background and geography. If you
compare the Philippines, where | worked for 5 years, with
New Zealand, you understand that there are very significant
differences between the two in many terms. Nevertheless, it
is interesting to try to understand and get better acquainted
with every country and nation. This is exactly what | was
trying to do when | had the chance to stay in this or that
country for a longer period of time. Of course, the Asia-
Pacific region is vast, with diverse climatic conditions and
different nations living together side-by-side with differing
levels of economic and cultural development. This all
creates a very “multicolor picture’, with a very versatile
conglomerate of nations and territories. It's a huge region
of the globe, but at the same time, there are some
similarities between countries within the region. Of course,
| don't have to tell you that this is a very rapidly growing
world economic zone. The opportunities available to and
levels of development of different countries varies greatly,

but at the same time, there is a feeling of community and
there are obviously chances to live together and utilize the
advantages that being close neighbors affords the countries
of thisregion.

ERINA: Would you tell usyour opinions about major areas,
such asthe relationship between Japan and Russia, and that
between the Russian Far East and Northeast Asia?

Losyukov: Russia and Japan belong to the same area and
have very much in common, and | think that there are very
good prospects for our mutual development and
cooperation. Of course, both Russia and Japan can live
without each other. You are a very big, self-sufficient,
successful economy; we are a huge country possessing
different kinds of resources with various potential, so we
can survive without each other, but | think that we would
do better by cooperating with each other, using the
potential inherent in this region. For example, you
understand that you can acquire energy resources elsewhere
and this is exactly what you are doing at the moment,
bringing energy resources from the Middle East, while we
obviously have huge reserves situated on our territory.
They have not yet been developed sufficiently, but there are
good prospects that we are looking into and we will be
developing those resources in the future. Of course, we
need to cooperate with other countriesin order to do that.

We will need some prospective buyers for these productsin
the future, and Japan could be one such potential customer.
But | wouldn't restrict that kind of cooperation to a simple
scheme of buying and selling alone; | think it takes much
deeper cooperation to act together successfully in this area.
To do that, we should probably start cooperation
immediately, because as soon as we do this - if, indeed, we
do it - there will be better opportunities for cooperation in
the future. It goes without saying that there is a growing
interest in energy resources in particular in this area. Of
course, other countries have great potential, such as
Indonesia, but we see ourselves as a very promising
prospective supplier of energy resources and | think that if
we focus our attention on that area, it could create a
locomotive force driving cooperation in other spheres. We
don’t have to wait for our people to double or triple the
volume of trade, for example; it will come naturally. You
can't force people to trade, you can’t order someone to buy
a particular product; it is a market economy. But it must be
understood that, in the world of today, there is a need to
create some kind of framework for cooperation in this or
that area, be it trade, which is conducted with the assistance
of the WTO, or cooperation in the industrial sphere or the
technology sector, be it information or science, or indeed
energy. In our case, we have to concentrate our attention on
what we have, not what we don't have but wish to acquire.
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The Chinese are extremely interested; as Deputy Minister, |
observed that interest, which was obvious in our
negotiations with them. | have to say that if we were to
concentrate our future work in the energy sphere with
China, | don't think that it would be advantageous for
Japan; thisis an objective reality - Chinais very interested.
If we confine our cooperation to the framework of Sino-
Russian relations alone, this would be OK. | think that
China has potential and in the future it will be much more
interested in obtaining resources from Russia. But that
doesn’'t mean that we are not interested in other potential
partners. We are, because the broader is the cooperation
and the greater is the number of participants, the more
advantageous this cooperation will be. We can provide
something that other countries of this area need; this would
in turn help to drive the whole turnover of trade and
cooperation in other spheres. We don’'t want to deal
exclusively with China in this sphere. We also want to
cooperate with Japan, the ROK, India, Mongolia... If we
want to do thisin an appropriate manner, we have to think
about it now. Some in Japan are of the opinion that Russia
only wants Japanese investment and nothing else, but we
could correspondingly say that what Japan probably wants
from us is the resolution of the territorial issue and nothing
more. After that, Japan would forget about Russia.
However, these notions are wrong.

ERINA: Already, we are seeing cooperation in Sakhalin;
Japan has invested in these projects and oil is now being
produced, with gas to follow in the near future. | do think
that that’s a model for success. To what projects do you wish
to assign priority for further cooperation in the energy field?

I think we will have to continue work on the Sakhalin
projects; it's an immediate success. | remember that 4 or 5
years ago, everything was rather uncertain and nobody
could be sure that eventually this project would be a
success. But now | think there is no doubt. It's useful, there
is cooperation with Japanese, American and other
companies and it is certain that Sakhalin will be a good
supplier of energy for Japan and probably the ROK, as well
as other countries. But there are other opportunities in
mainland Russia, as you know. There is a prospect of the
pipeline from Central Siberia to the Pecific coast. | think
that the problem will be resolved. Frankly, | am concerned
by the slow pace of progress in that project, the ow pace
of decision-making in our country, but at the sametime, it's
a serious endeavor; it takes alot of investment and we have
to calculate everything accurately. Without those
calculations, | think that no potential buyers will be
attracted. The more precise are the calculations, the better
is the future potential of the project, so we are working on
that very carefully. But we need a show of enthusiasm on
the part of our prospective buyers, including Japan. Thisis
the idea that | am propagating here as ambassador and |
think that it would be useful for both Japan and Russia - not
only in economic terms, but also in political terms, because
the stronger is the economic cooperation, the better are the
prospects for political interaction.

ERINA: The Japan-Russia Trade and Investment
Organization is to be established before long, so there may
be more opportunities for cooperation other than in the
energy sphere.

Losyukov: Energy could be a major sphere which would
create a better atmosphere for activity in other directions.
Take investment, for example. | know that there is growing
interest among the Japanese business community, not only
bigger companies that are well aware of the situation in our
country, but also on the part of medium-sized (though
probably not small) business in investing in Russia. Such
activity depends alot on the situation and political stability
in our country, but we have political stability now. We have
agood growth rate, which means that interest on the part of
foreign businesses in investing in Russia will grow and
there will be a certain amount of competition. European
countries and the US will probably be more interested in
investing in the western part of our country, but the Russian
Far East and Eastern Siberia, which are extremely rich in
resources and potentially very attractive, is a natural focus
of interest among Japanese, Korean, Chinese, Indian and
Australian companies, and we welcome that interest. If we
manage to attract greater attention from foreign partnersin
this sphere, | will be happy.

At the same time, there is an opportunity to cooperate in the
field of science and technology. We still have a good level
of scientific research and a good economic situation, which
attracts investments in scientific and technological fields.
Bearing in mind our good experience in this sphere, we will
be able to restore our potential in this area fairly soon. A
great deal of investment - by the state, in the first instance -
will be required.

ERINA: But in the Far East, the population is still
decreasing and their economic performanceis far below that
of Moscow. How do you assess the economic situation of the
Russian Far East and what do you think should be done?

Losyukov: You are probably correct, but only to a certain
degree. The population of the Far Eastern region of our
country is not big and we can’t correct that situation
overnight. It takes better economic conditions, it takes
decisive, determined policies on the part of the central
government for the situation. That is the task at this point in
time, but | don't think that this is impossible. After all, we
have to bear in mind market interests. If there is a product
produced there and there is a buyer, trade will take place. If
that product is attractive to the buyer, then that buyer might
think about investing in the production process. That's what
will happen between us and Japan, between us and Chinain
the futurein this area.

Central Siberiais next to the European part of our country,
and the border follows the Ural Mountains. That area has
mostly been developed, there is good industrial potential
and it is equidistant from Europe and Japan, so it's another
potential area which Japanese investors and businesspeople
may find attractive.



ERINA: That's a very interesting idea, because many
Japanese just go to Vladivostok or Khabarovsk, then jump
to Moscow - they don’t pay attention to these real Siberian
areas.

Losyukov: Quite recently, there was a group from the
Western Siberian area - several regions combined their
efforts and made a presentation here, introducing
themselves as an economic entity: the Ural Federal Region,
comprising several administrative regions. Right now there
is a delegation from the Novosibirsk administrative region,
touring Japan. In addition to culture and nature, their
primary is developing economic ties.

ERINA: You have become very famous as one of the
participants in the six-party talks. What is your personal
opinion of the DPRK nuclear issue? How can we solve this
regional problem?

Losyukov: Well, so far nobody knows how to resolve this
issue, although a lot of effort has been made. There are
some objective reasons why we have to continue those
talks. And there are some objective limits to what we can
doin thisarea, unfortunately.

Let me start with the advantages. First of all, the Korean
problem is a burning issue and is of great concern to
everyone in the Asia-Pacific region, if not the world. This
iswhy the countries participating in the six-party talks - the
ROK, Japan, the US, China and Russia - have a similar
impression of what we have to achieve, what we want to
achieve. Thisis a nuclear-free Korean Peninsula, as well as
opportunities for Korean people to live together and
develop relationships in whatever form they wish to do so.
But the security problem comes first. Nobody wants some
kind of unexpected explosion there or a war: that would be
atragedy. A tragedy in that areawould affect every country
situated in the region, including Russia, because Russia is
next to the DPRK. Our Far Eastern areas could be just as
badly affected by a nuclear catastrophe as China and Japan,
let alone the ROK. So the danger and the magnitude of the
problem are clear. That's why we have to do whatever we
can in order to achieve a resolution by peaceful means.
That iswhat the six-party talks are all about.

We - Russia and Japan - have the same attitude and want to
achieve the same things, but we have certain differences in
approaches. That is certainly not a tragedy. We cooperated
very closely with the Japanese delegation and we managed
to understand each other very well. If that process goes
well in the future and we are able to achieve something,
that could become a basis for some kind of future
framework that would encompass security issues in the
region as a whole. Without solving the Korean problem,
this would be virtually impossible. There is the ASEAN
regional forum, for example, but unfortunately it is not
making any progress in achieving more practical
diplomacy. At least, it has not been possible in the past.
That is why some other fora are being created in the region,
such as ASEAN+3, ASEAN+2 and the Shanghai
Organization for Cooperation. International life needs the
creation of certain mechanisms and they are being created
asanatural result.
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It is difficult to resolve the Korean issue, but | do have
some advice, even though I'm no longer a participant in the
talks. It will be very, very difficult to achieve something
substantial if we do not take into account the psychology
and real concerns of the DPRK. If we want to make
progress, we have to achieve a rapprochement with that
country. They have serious security concerns and are
probably overcautious, but are concerned and to fail to
notice this would be wrong. It will not assist in the
successful resolution of the problem.

ERINA: What are your hopes and goals for your time as
Ambassador to Japan?

Losyukov: In the course of my 36-year career in the
diplomatic service, | have seen many hopes unfulfilled and
a lot of good ideas buried, so | am very careful about
setting forth tremendous objectives. | think a reasonable
aim is not to allow the situation to deteriorate. If we can do
something more, that would be great.

But seriously | have several major goals here: first, to try to
increase economic interaction between Japan and Russia - |
think thisis crucial, because without this, we will be unable
to move forward in other spheres, including that of political
interaction. Political interaction has its own limits and,
frankly, we have almost reached the heights of that
interaction, because we cooperate perfectly well in
international fora and we have the same opinions on many
international issues. There is no problem in cooperating
with Japanese diplomats in the international arena.

But, at the same time, we have the territorial problem on
our hands; there is a great deal of concern in Japan
regarding this and it is a sensitive issue for the Russian
Federation. We are entangled in this political knot. We are
not moving any closer to a better understanding of that
serious issue between our peoples. The only option | see at
the moment in order to bring our people closer together is
to cooperate more, not only in the field of international
politics, but also in the sphere of economics, in
humanitarian issues, in relations between our parliaments,
in discussions between our academics and experts. We
have to be sound partners in every area. It's an objective
necessity: if we want to understand each other and accept
each other’s concerns, we have to cooperate and that
cooperation must take place on every level. Without that,
things will probably remain the same for a long time to
come. That is why we are propagating the idea of economic
cooperation, not because we would suffer without Japanese
investment. We can find things to buy in other places, but if
those are Japanese products, if those are Japanese
companies giving jobs to our people and investing money
in projects within Russia, bringing benefits to our people,
that would create a different attitude towards Japan. That is
important and must be understood by politicians and the
public here. We have to explain the benefits of interaction
with Japan to people in Russia correspondingly, as well.
That's what 1'd like to achieve, but I’'m afraid that this is
too big a problem to resolve in a matter of afew years. | do
want to do whatever | can in order to bring a solution
closer, however. But the result will depend not only on me,
but also on many in Russia and Japan and on the
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international situation. There are numerous factors
involved, but | hope we can achieve that.

ERINA: | have one concern: there are very few tourists
between our countries. Recently, China lifted the visa
requirements for Japanese, allowing Japanese to travel to
China, and the ROK has also waived itsvisarequirement. So
millions of people visit China and the ROK, and that
improves their image. Is there any possibility of increasing
visitors between the two countries, or waiving the visa
requirement?

Losyukov: It would be good to waive the visa requirement,
but it looks like this is not a world trend now, with the
increase in terrorist activity. We understand that the
Japanese are peaceful people and that Japan is safer than
othersin terms of terrorism. But unfortunately the concerns
of our security authorities are quite justified. We have had a
very negative experience. If you remember, even before
September 11", we had our own problems, in Chechnya
and other places in the Russian Federation. Actually, we
endured the first blows from terrorist activities; our people

suffered. Women and children were killed in their sleep by
bombs planted by merciless terrorists. This is why we
cannot afford a very relaxed attitude to security issues. It is
good to lift visarestrictions and | would welcome that - but
it would be difficult to achieve under the circumstances, |
think. At the same time, tourism is a very promising area -
it’s a huge business and we have to think about that,
building more hotels and developing better opportunities
for tourism in our country. That would be another favorable
opportunity for potential investors, by the way. We are
talking now with some companies in the ROK and China,
which are interested in serving tourists from their own
countries in Siberia and building up a profitable business.

ERINA: Thank you very much.

Interview conducted in English at the Russian
Embassy in Tokyo on May 13, 2004.

Interviewer: Hisako Tsuji, Senior Economist,
Research Division, ERINA.
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The Northern Corridor of the Trans-Asian Railway

Pierre Chartier
Economic Affairs Officer, UNESCAP

Background

The 1980s and early 1990s witnessed some dramatic
changes in the political and economic environment of
countries in the UNESCAP region. Peace returned to
Southeast Asia, countries in the Caucasus and Central Asia
became independent and a number of countries adopted
more market-oriented economic principles. These changes,
which resulted in more outward-looking policies, led to
unprecedented growth in trade to and from the UNESCAP
region, at a rate that was twice the global figure. In
addition, a salient feature of the region's trade growth was
the increasing significance of trade within the region itself.
Concomitantly, the number of journeys by people within
the region to neighboring countries for both tourism and
business purposes also soared. Each of these developments
increased demands on the region's transport and
communications systems and underscored the need to
improve and expand existing infrastructure and upgrade the
operational efficiency of linkages between the countries of
the region as well as with other regions.

Recognizing that a process of profound change was
underway, the 48" session of the Commission’, held in
Bangkok in April 1992, endorsed the Asian Land Transport
Infrastructure Development (ALTID) project. The project
was formulated around three components, namely: the
Trans-Asian Railway (TAR), the Asian Highway (AH) and
the facilitation of land transport, with the objective of
improving intraregional and interregiona transport links as
part of the secretariat's efforts to assist member countriesin
addressing the challenges of globalization by providing
them with atool for accessing the world's markets.

Implementation of the ALTID project

In turning intentions into reality several considerations
dictated a pragmatic approach. One consideration was the
sheer scope of the project itself in terms of the geographical
area that it encompassed, i.e. almost the entire Asian
continent. Another was the disparities in the development
of land transport networks in the countries and subregions
concerned, and, finally, the availability of resources in
individual member countries. As aresult, a specific strategy
was adopted for the implementation of ALTID. This
strategy comprised (i) a major emphasis on project
implementation at the subregional level to make the project
more manageable for UNESCAP, while reinforcing the
ownership of the member countries through the full
involvement of existing subregional groupings as partners
in the implementation process; (ii) a step-by-step approach
through a series of corridor studies to assist in the

formulation of rail and road networks with an emphasis on
minimizing the number of routes to be included in the
networks and making maximum use of existing
infrastructure; (iii) a focus on the facilitation of land
transport at border crossings through the promotion of
relevant international conventions and agreements as an
important basis for the development of trade and tourism;
and (iv) the promotion of close international cooperation
with other United Nations agencies, including UNECE and
UNCTAD? as well as other governmental and non-
governmental organizations such as the International Union
of Railways (UIC), the Organization for Railway
Cooperation (OSJID), the International Road Union (IRU)
and the International Road Federation (IRF).

The Trans-Asian Railway component of ALTID.

The Trans-Asian Railway (TAR) project was initiated
in the early 1960s with, at the time, the objective of
providing a continuous 14,000km rail link between
Singapore and Istanbul (Turkey), and possible onward
connections to Europe and Africa. This link offered the
potential to shorten distances and reduce transit times
between countries and regions to a considerable degree,
while being a catalyst for the notion of international
transport as a tool for trade expansion, economic growth
and cultura exchange.

Box 1. TAR-Related Corridor Studies Carried
Out by UNESCAP

1. Feasibility study on connecting the rail networks of
China, Kazakhstan, Mongolia, the Korean Peninsula
and the Russian Federation (1996) - Northern
Corridor

2. Development of the Trans-Asian Railway in the
Indo-China and ASEAN subregion (1996); (countries
concerned: Cambodia, China, Indonesia, Laos,
Malaysia, Singapore, Thailand, Vietnam)

3. Development of the Trans-Asian Railway, Trans-
Asian Railway in the Southern Corridor of Asia-
Europe Routes (1999); (countries concerned:
Bangladesh, China, India, Iran, Myanmar, Pakistan,
Sri Lanka, Thailand, Turkey)

4. Development of the Trans-Asian Railway, Trans-
Asian Railway in the North-South Corridor Northern
Europe to the Persian Gulf (2001); (countries
concerned: Armenia, Azerbaijan, Finland, Iran,
Kazakhstan, Russia, Turkmenistan)

! The Commission is made up of high-level government officials from ESCAP member countries and is the main legislative
organ of ESCAP. It meets once ayear to consider economic and social issues of regional importance, review ESCAP activities

and adopt its program of work.
2

ECE - Economic Commission for Europe. UNCTAD - United Nations Conference on Trade and Devel opment.
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The international events that punctuated the 1960s,
1970s and early 1980s had a negative impact on the
concept and its momentum during these three decades.
However, with the political and economic changes that
took placein the region in the 1980s and early 1990s, TAR-
related activities were reactivated under the ALTID project.
In 1996, the first of four major corridor studies (see Box 1)
reflecting the regional approach adopted to implement the
project was published. The studies followed similar
methodology and principles, namely: (i) identifying the
links according to the ALTID criteria (see Box 2); (ii)
assessing their conformity with a set of technical
requirements (e.g. loading gauges, axle-load, speed); and
(iii) appraising the compatibility of operational practices on
both sides of different national borders, in order to evaluate
the possibility of cross-border movements (e.g. couplers,
length of trains). In addition, the "soft" aspects of transport
were reviewed with particular attention to tariff-related
issues and the institutional framework pertaining to the
passage of goods across borders. Finally, two crucial
infrastructure-related elements were also considered,
namely: (i) the existence of break-of-gauge points along
specific linkages with an assessment of possible solutions
to overcome this apparent technical incompatibility; and
(ii) the existence of so-called 'missing links making end-to-
end movement impossible on some of the linkages.

The break-of-gauge issue: A break-of-gauge occurs
when the railways of neighboring countries have different
track gauges® as, for example, between China and
Kazakhstan, or the DPRK and Russia. Various techniques
exist to overcome these discontinuities. They include
transshipment, bogie exchange and the use of variable
gauge bogies’. Whatever solution is adopted, a break-of-
gauge always constitutes an interruption to rail operations
since it imposes additional stoppages in the movement of
passengers and cargo.

The ‘missing link’ issue: A ‘missing link’ is an
absence of physical linkages between the railway networks
of neighboring countries or an absence of continuous
railway infrastructure within one country, often due, in the
latter case, to local geography. Missing links between the
networks of neighboring countries are due either to the fact
the link was never there in the first place, or because it
ceased to exist due to political events. Bridging the former

Box 2. Criteria for Including Specific Links
Into the Trans-Asian Railway Networ k

- Capital-to-capital links

- Connections to major industrial and agricultural
centers

- Connections to major sea and river ports

- Connections to major container terminals and depots

requires a joint approach by the railways concerned and by
their respective governments. Such elements as the
importance of the link in regional economic development
or trade may influence the decision to consent to a
particular project. However, the traffic-generating potential
of each route compared to the cost of constructing the
necessary infrastructure will no doubt be a crucia factor,
especially if private sector investment is to be sought.
Meanwhile, bridging and, more importantly, operating the
politically-induced missing links requires a high-level of
bilateral cooperation and understanding. However slow
progress may be in this area, it is nonetheless tangible.
Thus, progress is underway to reconnect the rail networks
between the northern and southern parts of the Korean
Peninsula, and work should commence soon on restoring
the 48km missing link between Sisophon and Poipet which
was closed to traffic in 1980, thereby making rail
movement impossible between Cambodia and Thailand.

Twelve years into ALTID, the TAR network looks as
shown in Map 1, with each corridor presenting different
characteristics in terms of their configuration and
operational readiness. In broad terms, in the Northern
Corridor®, with the exception of the missing link between
the northern and southern parts of the Korean Peninsula
(currently being constructed), there is a high level of
operational readiness. In the Southern Corridor, a number
of missing links hamper the development of international
traffic and the priorities given to their development vary
between countries. In the Indochina and ASEAN
subregion, the need to develop subregional rail linkages is
now fully accepted and related activities are being
implemented by the ASEAN secretariat under the
Singapore-Kunming Rail Link project, with the Asian
Development Bank studying the potential for providing
assistance in upgrading existing links and building some of
the missing links. Finally, in the North-South Corridor
linking northern Europe to the Persian Gulf, activities are
being undertaken by the countries concerned with the aim
of promoting traffic along the corridor in an effort to
capitalize on shorter transit times by rail as compared with
maritime shipping.

The Trans-Asian Railway Northern Corridor
(TARNC)

The context of TARNC development: Under the
ALTID project, the first corridor study to be carried out
was the 1996 study on connecting the railway networks of
China, Kazakhstan, Mongolia, the Korean Peninsula and
Russia. This choice was dictated by the fact that, with the
exception of the missing link across the Demilitarized Zone
in the Korean Peninsula, the railway infrastructure was
already in place in and between the countries concerned,
and rail operation in all of these countries already followed
high technical standards. Two additional elements also

3

Track gauge is the distance between the inner surfaces of each rail and is conventionally measured in millimeters.

Discontinuities in track gauge may also occur within individual domestic railway networks. This is the case, for example, in

Bangladesh and India.

* Adopting measures to gradually standardize gauges or resorting to dual gauge operation are also possible options, albeit
more readily applicable when the break-of-gauge occurs within individual domestic railway networks.
° Please refer to Box 1 for the list of countries involved in each corridor.



came into the equation. One was internal to the railways
and related to the increasing pressure put on all railways
around the world to act more as commercial enterprises, a
trend that the railways along the Northern Corridor could
not ignore. The other was external to the railways and took
the form of the booming container trade between Asia and
Europe.

In the 1980s and 1990s, beset by a host of other
demands beyond the workings of market forces such as the
need for, inter alia, better education, improved health
services and efficient social safety nets, many governments
both inside and outside the ESCAP region started to
implement policies aiming to rationalize state spending.
Under these policies, railways were encouraged to develop
safe, efficient, reliable and competitive services that were
likely to generate sufficient funds to maintain their assets
and maximize company profits, thereby reducing the
burden on national budgets. For the railways, achieving this
broad objective meant the adoption of modern management
and planning techniques, and the development of
commercial skills within railway organizations. The
booming container trade between Asia and Europe offered
an ideal platform for railways to strengthen their capacity
to define and market new services, and step into anew era.

A consequence of the more liberal economic policies
adopted by a number of countries in the 1980s and 1990s
was the transfer by western European producers of
production facilities to the eastern and southern peripheries
of the European continent and, more extensively, to Asia.
In the other direction, manufacturers in Japan, the ROK and
other manufacturing centers in Asia established production
facilities for automobiles and electronic products in the UK
or elsewhere in continental Europe. The international
companies that created this trend had an obvious
requirement for organizing the delivery of components to
their manufacturing sites and for shipment of the finished
products to distribution facilities. Progress in information
technology only accelerated this trend. Concomitantly,
rising disposable income in many countries in Asia and
Europe resulted in ever-increasing demand for consumer
products. All of those factors fed a surge in container trade
around the world. Box 3 shows the evolution of container
port traffic in three selected Asian and European countries
over the period 1985 through 2000.

Box 3. Container Port Trafficin Three Selected
Asian and European Countries (TEU)

1985 1985 Increase
over period
China 446,473 21,559,037 4,700%
(excluding Hong Kong)
Japan 5,517,009 13,129,864 138%
ROK 1,245,538 9,030,174 625%
Germany 2,248,293 7,695,688

(1985 figure includes East Germany)
Netherlands 2,769,281 6,407,162 132%
UK 2,886,196 6,434,734 123%

Source: Containerisation International Y earbooks,

1988 and 2003.
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ESCAP activities relating to TARNC: With the above
elements in mind, and the possibility of the railways
capturing some of the Asia-Europe market, a study of the
international movement of containers by rail constituted a
logical choice when reviewing the physical and non-
physical bottlenecks impeding the development of
international trade among the countries participating
directly in the study and, as later became the case, among
many developing countries of the ESCAP region. The
initial study (i) defined a network of routes making up the
TARNC (see Box 4); (ii) stipulated route requirements in
terms of technical indicators (loading gauge and axle-load)
and commercia indicators (minimum average speed); (iii)
addressed a number of operational aspects including tariff
issues; and (iv) stressed the importance of cross-border
traffic facilitation measures.

Routes i to iii are al in good operating condition as
regards their infrastructure and the loading gauge allows
the conveyance of all types of container currently used in
maritime transportation. With the exception of Route i
which is fully double-track and electrified, Routes ii and iii
are a mixture of single-track and double-track sections as
well as diesel and electric traction in China and Kazakhstan
(Route ii) and in China, Mongolia and Russia (Route iii).
Heading for western Europe there is a break-of-gauge on
al three routes at the border between Belarus and Poland,
which operate their railways on a 1,520mm and 1,435mm

Box 4. TAR Northern Corridor Routes
(distancesto Berlin in brackets)

Route i: From Vostochny Port (Russia) to Europe via
the railways of Russia, Belarus and Poland
(11,600km);

Route ii: From Lianyungang Port (China) to Europe
viathe railways of China, Kazakhstan, Russia, Belarus
and Poland (10,200km);

Route iii: From Tianjin Port (China) to Europe via the
railways of China, Mongolia, Russia, Belarus and
Poland (9,500km);

Route iv: From Busan Port (ROK) to Europe via:

- Variant iv-1: the railways of the ROK, the DPRK
(from the border with the ROK to
Sinuiju), China, Mongolia, Russia,
Belarus and Poland (11,250km),

- Variant iv-2: the railways of the ROK, the DPRK
(the from border with the ROK to
Tumangang), Russia, Belarus and
Poland (12,350km),

- Variant iv-3: the railways of the ROK, the DPRK,
China, Russia, Belarus and Poland
(20,950km).

Route v. From Rgjin Port (DPRK) to Europe via:

- Variant v-1: the railways of the DPRK, Russia,
Belarus and Poland (11,650km),

- Variant v-2: the railways of the DPRK, China,
Russia, Belarus and Poland (10,100km).
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track gauge, respectively. In addition, there is a break-of-
gauge, on Route ii, between Chinese Railways (1,435mm
track gauge) and Kazakhstan Railways (1,520mm track
gauge), and, on Route iii, between Chinese Railways and
Mongolian Railway (1,520mm track gauge).

Routes iv and v originate in the Korean Peninsula. As
both routes connect with Routes i, ii and iii, the foregoing
comments on infrastructure relating to these three routes
and on the presence of breaks-of-gauge also apply to
Routes iv and v. In addition, there is also a break-of-gauge
between the railway systems of the DPRK (1,435mm track
gauge) and Russia (1,520mm track gauge). In this respect,
it must be noted that a 1,520mm Russian track extends
about 50km across the border between the two countries to
the port of Rgjin. The condition of the infrastructure on this
section of line is not known, although it is understood that
it has seen little traffic, if any, in recent years. In general,
the operational readiness of the rail infrastructure to carry
containers in the northern part of the Korean Peninsula
needs to be assessed in detail.

Finally, as regards Route iv, there is a missing link
between the ROK and the DPRK. Following the historic
meeting of June 2000 between the leaders of the two
countries, the decision was taken to reconnect the railway
systems on both sides of the Demilitarized Zone. With this
objective in mind, both governments have started
infrastructure work on the Gyungui line and the Donghae
line. As regards the Gyungui line, work on the 12km
section located in the ROK has been completed, while in
the DPRK, 11.5km of atotal of 15.3km requiring repair has
been completed. All work is expected to be completed by
the end of this year. As regards the Donghae line,
preparatory work in the Demilitarized Zone has been
completed and construction work is underway in both
countries. When the railways in the Korean Peninsula are
reconnected, through land transport from Busan to Europe
will become possible.

At the Expert Group Meeting convened to review the
recommendations of this initial study, the participants
agreed to follow up on the work aready accomplished with
a detailed analysis of the tasks that needed to be
implemented to make their railway services attractive to
shippers. More specificaly, this involved determining the
required package of transit times, tariffs and level of
services most likely to attract some of the Asia-Europe
container volumes away from the shipping lines and onto
the railways. At that time three more countries were added
to the original group of six, namely Belarus, Germany and
Poland. Germany was included into the project in view of
its central location in the heartland of Europe and its
integration into the European rail and road networks,
making it an ideal hub for the pick-up and distribution of
cargo. Meanwhile, with Germany in the project and Russia
as the westernmost country in the TARNC, it was
important to secure the participation of Belarus and Poland
as transit countries from/to Germany. The findings and
recommendations of the study were considered by
representatives of all the countries concerned at two Expert

Group Mestings held in Bangkok. One important outcome
was the decision to organize demonstration runs of
container block-trains along the routes in the corridor. This
commitment was encapsulated in a Memorandum of
Understanding (MOU) reflecting the desire of the countries
concerned to work cooperatively to develop international
rail freight corridors facilitating the movement of
containers within Asia as well as between Asia and Europe.
The MOU is based on a series of Steering Committee
Meetings and a number of demonstration runs.

The Steering Committee Meetings (SCM) provide a
forum to discuss issues of common interest in a cooperative
manner. At the 1¥ SCM held in Vladivostok, Russia, in
June 2002, the activities undertaken by each country to
develop services and facilities for container operations
were reviewed along with the possible synergies between
these activities, with aview to integrating them into awider
framework for developing international freight corridors.
At the 2* SCM in Ulaanbaatar, Mongolia, in October 2003,
the participants agreed on a schedule for four
demonstration runs of container block-trains to take place
along key sections of the TARNC between November 2003
and June 2004. The first such demonstration run was
successfully organized between the Chinese port of Tianjin
and Ulaanbaatar in November 2003.

The demonstration runs aim to (i) identify physical
and non-physical bottlenecks to efficient cross-border
movements by rail; (ii) develop interconnectivity between
railway organizations, and between railway organizations
and other modes of transport; (iii) give particular attention
to the potential of the Trans-Asian Railway Northern
Corridor to offer landlocked countries better access to the
main ports of the region (there are two landlocked countries
in the Northern Corridor, i.e. Mongolia and Kazakhstan,
with the latter providing the only rail access to portsin East
Asia for all the Central Asian Republics); and (iv) raise
awareness among freight forwarders of the possibilities
offered by rail for the transport of containers between Asia
and Europe.

Traffic potential: The TEU volumes in Box 3 above
indicate TEU throughput in selected ports in Asia and
Europe. While they are illustrative of the continuous boom
in container volumes worldwide, they do not accurately
reflect the volumes of containerized trade between the two
continents’. In a recent study, ESCAP estimated that global
container trade will jump from 59 million TEU in 1999 to
123 million TEU in 2011, i.e. an average growth rate of
6.3% per annum (Figure 1). Of this overall figure, it is
predicted that, during the same period, trade within Asia
will rise sharply, from 12.5 million TEU to 30.1 million
TEU. Meanwhile, trade between Asia and Europe is
predicted to grow from 5.3 million to 12.9 million TEU in
the westbound direction, and from 4.2 million to 10.3
million TEU in the eastbound direction. Finally, trade
between Asia and North America will increase from 6.3
million to 13.1 million TEU in the eastbound direction and
4.6 million to 8.3 million TEU in the westbound direction.

If one takes a closer look at trade between Asia and

6

destinations.

In contrast to port container throughput, container trade only considers loaded containers between specific origins and
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Europe (defined as member states of the European Union
and Scandinavian countries), the following picture
emerges. According to Containerisation International, in
2002, eastbound and westbound trade totaled 2.8 million
TEU and nearly 5.5 million TEU respectively, with these
volumes expected to increase to 3.15 million TEU and 6.6
million TEU in 2005 (Box 5). As these traffic figures
include Northeast” as well as Southeast Asia, some
refinement is required to identify the share of traffic
between Northeast Asia and Europe, which is the
catchment area of the TARNC so far as traffic between
Asia and Europe is concerned. In 2002, containerized trade
volumes to Europe totaled 1.25 million TEU from China,
0.58 million TEU from Japan and 0.3 million TEU from the
ROK. Meanwhile, trade volumes from Europe totaled 0.36
million TEU to China, 0.44 million TEU to Japan and 0.33
million TEU to the ROK?®. It therefore seems that, when
considering the current market for containerized trade
between Asia and Europe, the railways concerned could tap
into a potential of around 2.16 million TEU and 1.13
million TEU in the westbound and eastbound directions,
respectively. Although in macro-economic terms these
figures should be further refined to match as closely as
possible the pattern of containerized shipments between
these three countries and Europe, the exercise would,
however, yield little additional benefit for railway
marketers. Indeed, in terms of cargo routing, al routes in
the corridor (see Box 4 above) connect at some stage with
the Trans-Siberian main line, whose capacity is estimated
at around 300,000 TEU per annum. The railways of the
Northern Corridor will therefore only ever dent the market
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share of shipping. More important is for them to capitalize
on their most obvious intrinsic advantage, i.e. faster transit
times, to capture time-sensitive cargo for which shippers
are ready to accept high transport charges provided fast
transit times are matched by a high level of reliability and
cargo security. Together, these items form the basis on
which shippers will decide whether or not to commit their
cargo torail.

Transit times: The rail distances from ports in the Far
East to Germany (Berlin) along the TARNC routes are
between 10,000km and 12,000km (Box 4). This is
substantially shorter than the sea distance of around
20,000km to 22,000km from Asian ports in China, Japan
and the ROK to European ports in Germany, the
Netherlands and the UK. Consequently, the railways are in
a position to realize an improvement of 5 to 10 days on the
Northeast Asia - northern Europe sailing time of 25 to 28
days on al routes in the TARNC. A number of container
services launched by the railways concerned have yielded

Box 5. Europe - East Asia Tradein TEU

East Asia Europe

to Europe to East Asia
2002 2,822,000 5,447,000
2003 2,936,000 5,741,000
2004 3,040,000 6,185,000
2005 3,149,000 6,633,000

Source: Containerisation International, October 2003

7

In these Containerisation International figures, Northeast Asiais defined as including China (including Hong Kong), Japan,

the ROK and Taiwan; while Southeast Asia is defined as including Indonesia, Malaysia, the Philippines, Singapore, Thailand

and Vietnam.

® Sources: Korea Maritime Institute - Shipping Outlook 2002 for figures on China and Japan. Ministry of Maritime Affairs

and Fisheries for figures on the ROK.



ERINA REPORT Vol. 58 2004 JULY

promising results. Along the Trans-Siberian main line,
container block-trains cover the 10,300 km distance from
the Russian port of Vostochny to Brest, at the border
between Belarus and Poland, in 12.5 days, and the
10,500km distance to Buslovskaya, at the border between
Russia and Finland, in 11.5 days. Through transit to Berlin
(11,500km) is in the order of 14.5 days. Meanwhile, in
December 2001, a container block-train travelled from
Druzhba, at the border between China and Kazakhstan, to
Berlin (6,200km), in 8 days and 4 hours. To fully exploit
this transit time advantage, however, coordination at border
points between railways on one hand, and between railways
and customs on the other will be crucia with regard to such
issues as the opening hours of border stations, the
processing of documentation and the acceptance of
documents in electronic format optimizing the railways
recent investment in information technology.

Reliability/punctuality/frequency: The pressure for
continuous cost-reduction in industries and the
development of modern management methods favor limited
stock and just-in-time deliveries. As a result, shippers turn
to transport operators who can guarantee that a shipment
will be delivered without fail at a stated delivery time.
Reliability means that the services promised in the
contractual agreement are actually delivered as stipulated,
i.e. a the right place, at the time and date stipulated, and
with the goods in the condition expected. Punctuality is that
part of the reliability concept relating to time and means
that the advertised schedule, i.e. day/hour of
departure/arrival, is always implemented. Meanwhile,
frequency means that the intervals between two
consecutive services of a certain type are of a duration that
meets a shipper’s production pace and matches his need to
distribute the items produced to consumption centers
without having to create stock. The three concepts are
linked and have an impact on the shippers' performances.
In al three aspects, the railways along the TARNC have in
recent years taken the necessary steps to put in place
through scheduling and give container block-trains a
similar operating priority as that normally granted to
passenger services. Railways are now concentrating their
efforts on closer cooperation with customs administrations
to reduce the time required for clearance, especialy with
regard to goods in transit.

Security of cargo: A few years ago, the United States
National Cargo Security Council indicated that US
companies alone were losing more than US$10 billion
annually from cargo theft and, according to Pinkerton
Consulting and Investigations, total worldwide losses could
be as high as US$30-50 billion each year’. Considering that
a container-load of high-value cargo will often reach
millions of dollars, the conditions in which cargo security is
undertaken during the line operation are an essential aspect
of the service. Erroneous security choices in the selection
of a transport operator can result in missing or damaged
goods and will have a direct impact on a shipper's company
image. Even the best insurance that customers may

subscribe to will only compensate for the direct financial
consequences. Seldom will commercia prejudices and the
loss of confidence in the shippers by their own clients be
compensated and these will have unquantifiable negative
effects on their businesses in the long term. Aware of the
threat, shippers will naturally select freight operators who
recognize the need to monitor all security requirements and
have an unblemished record in this area, as well as being
able to maintain this. As an example of this, it is
acknowledged that the rising number of thefts and losses
along the Trans-Siberian main line after the breakup of the
Soviet Union is one of the reasons explaining the sharp
decline of Japanese shipments by rail™.

The ‘security message’ sent by shippers to transport
operators has been received loud and clear by the railways
along the TARNC and full attention is now given to the
issue in the design of new services. The operation of block-
trains with a reduced number of stops between origin and
destination, together with the presence of armed security
personnel onboard container trains should go a long way
towards dispelling lingering apprehensions as to the ability
of railways to protect goods traveling over long distances.

Tariffs: The rate that a shipper is offered will aways
be a key determinant in his selection of a transport mode.
Understanding the principle of modern railway pricing is
therefore essential if the railways involved in the definition
and operation of TARNC services are to position
themselves adequately in respect to competition while
being able to cover costs and maximize the net revenue
earned for each individual shipment. Until recently, the
freight tariffs in use on the railways were those devised
under a monopoly or in an era when the railways were not
subjected to competitive forces; the related rate-making
procedures applied very often to groups of commodities for
which single freight rates were set in relation to the length
of the haul. Such tariff structures may have had a raison
d étre under a different economic environment, but they do
not have the flexibility needed quickly to adjust to the
competitive environment in the market segment of Asia-
Europe container traffic in which the pace is set by sea
transport. At this stage, juxtaposing existing TARNC rail
tariffs with ocean rates is an awkward exercise as no
through rail tariffs are currently available other than on the
Trans-Siberian route from the Russian port of Vostochny to
either Brest at the border between Belarus and Poland, or
Buslovskaya, at the border between Russia and Finland.

In the context of TARNC, the railways are now well
aware of and support the idea of an integrated approach to
setting through tariffs for the international movements of
containers. However, problems in the implementation of
the idea arise from the different base tariff level promoted
by each individual railway. The 1996 ESCAP feasibility
study suggested that one possible step towards re-
engineering tariff-setting practices in the railways
concerned could be the creation of ajointly run entity with
full authority to develop and negotiate price/service
packages on behalf of all the railways involved in the

° Containerisation International, Crimewave, March 1999.

* H. Tsuji, Growing International Use of the Trans-Siberian Railway: Japan is Being Left Out of the Loop, ERINA Report

Vol. 52, June 2003.



traffic. Whatever the form and mandate of the body (or
bodies) that will eventually be responsible for tackling the
issue, the through tariffs that will eventually be applied
should take into account such elements as (i) the railways
revenue needs; (ii) an analysis of a shipment’s point-to-
point characteristics; (iii) an assessment of the value of the
package put together by the railways, i.e. equipment,
facilities, ancillary services, etc, within the shipper's total
distribution system; (iv) the package on offer by competing
modes; (v) the costs to the railways of providing the
service; and (vi) the need to finance replacement of the

equipment. The joint unit suggested above would ensure a

consistency in the methodology used for pricing services.

This, however, does not mean that prices per TEU on
all routes should be equivalent, as each shipment should be
priced on a point-to-point basis reflecting the actual
routing, terminals and facilities used. In practical terms,
this also means that different shippers or forwarders may
pay different prices for similar services; pricing policies
should provide for premium services and reward large
volumes and early booking, as well as reflecting the value
of the service provided in the overall distribution cost for
shippers. This last point is particularly important as it
means that the entity (or entities) responsible for marketing
TARNC services will have to be aware not only of the
transport market but also of the market situation for the
goods committed to their care.

Distribution of traffic and catchment area at the
European end: As indicated above, there are five main
routes constituting the Trans-Asian Railway Northern
Corridor. The following observations can be made
regarding the possible distribution of traffic along those
routesin the future:

(a) Route i, the Trans-Siberian route, is already being used
for container block-train operations between Asia and
Europe and has proved its operationa viability from a
technical and commercial point of view. The reduced
number of border crossing and break-of-gauge points up
to the border between Belarus and Poland makes the
route highly competitive with shipping services;

(b) Route ii, through China and Kazakhstan, has to date
only been used for the movement of containersin
block-trains as far as Central Asian countries, i.e.
Kazakhstan and Uzbekistan, from the ROK and China
and only for small volumes of traffic. Route ii has clear
commercial viability in this market segment given that
the alternative shipping route through ports in Iran or
Pakistan and subsequent land-movements by rail or
road are not easy. As far as movements from Asia to
Europe are concerned, Route ii has a higher number of
border-crossing points and two break-of-gauge points
(between the railways of China and Kazakhstan, and
those of Belarus and Poland). Therefore, setting up the
proper systems at these particular points will be crucia
if the routeisto divert traffic from shipping;

(c) Route iii through China and Mongolia has to date not
been used for block-train container movements between
Asiaand Europe;

(d) So far as Routes iv and v are concerned, the above
remarks are valid as they make use of Routesi, ii and iii
over most of their distance;
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(e) Given the importance of delivering high quality
performance if rail is to compete with shipping, it is
essential to reduce to the bare minimum imposed by
technical requirements the time spent by containers at
border points as well as at terminals where transhipment
is necessary for break-of-gauge reasons. This means
that such terminals will have to be well equipped and to
a certain extent already accustomed to this kind of
operation.

In general, it can be assumed that, eventually, each of
the TARNC routes will have its share of Asia-Europe
traffic, either generated by the route itself or diverted from
shipping, provided the proper technical standards and
operational capabilities are put in place. A certain amount
of competition between the various TARNC routes may
even be expected. However, it is important that the
TARNC be developed as an efficient and integrated rail
network for container traffic, especially if one considers the
fact that al routes connect at some point with Route i, i.e.
the Trans-Siberian route. Thus, al routes could easily carry
loads originating on one route and having a scheduled
connection with another load originating on another route
at a dedicated yard along Route i. Accordingly,
Karimskaya, Ulan Ude and Ekaterinburg would seem to be
the natural meeting points for traffic traveling along Route i
from places located east of these cities and traffic coming
from across the northeastern part of China, Mongolia and
Kazakhstan.

It is important to develop such synergies between
routes as one route could then serve as a diversion for
traffic in case of temporary operational problems on
another route (e.g. natural disasters, derailments, speed
restrictions, heavy track maintenance operation, etc.) thus
leaving the commercial quality of TARNC services intact.
They would also guarantee the optimal utilization of assets
(e.g. locomotives, track use, etc.) and may help railways
give greater consideration to ‘light trains' - i.e. trains
without a full load - knowing that space left unfilled at the
terminal of origin would be occupied during the journey.
Thus, along with the development of an information
system, the development of an integrated jointly-defined
space-booking system for the entire TARNC should be
made a priority.

From a commercial point of view, the main traffic-
generating areas in Northeast Asia are found in the eastern
part of the region, in China, Japan and the ROK. Leaving
technical standards and operational capabilities aside,
traffic to and from these areas is likely to be distributed as
follows:

Cargo to/from Europe:
(a) Out of Japan and the ROK: containers could converge

on either Vostochny or Rajin. Of the two ports,
Vostochny is likely to be the preferred option for the
foreseeable future in view of its now well-proven ability
to handle cargo, and its improved interface between
shipping and rail. So far as Rajin is concerned, despite
current efforts by the government of the DPRK, the port
still lacks adequate infrastructure and handling
capabilities, and the institutional environment necessary
to attract traffic has yet to be put in place. >From either
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port, the natural rail connection is through the Trans-
Siberian line.

(b) Out of China: depending on where in the eastern part of
China, or from which port, containers originate,
containers can be routed either through Kazakhstan, or
Mongolia, or through northeastern China to connect to
the railways of Russia at Manzhouli/Zabaikal sk.
Ultimately, the operational capabilities of each route
will tip the choice towards one option or the other.

Cargo to/from Central Asia:
Out of Japan and the ROK: containers could converge on

either the Russian port of Vostochny or ports in China.
From Vostochny, containers would then be carried along
the Trans-Siberian line to Novosibirsk, where there is a
junction with the line to Kazakhstan. From Lianyungang,
they would be carried through Urumgi and the Alataw Pass
and on to Kazakhstan, or through Kazakhstan to other
countriesin Central Asia.

Although the route through China and Kazakhstan has a
distinct distance advantage of around 3,500km over the
route through Novosibirsk, it seems that Korean freight
forwarders currently prefer routing their cargo through
Vostochny and the Trans-Siberian line (see below). One
possible reason for this is the fact that the route through
China and Kazakhstan involves two railway organizations
with different standards that may, at this stage at least,
assign different priorities to Asia-Europe traffic. The route
has one break-of-gauge point, at the border between China
and Kazakhstan, and has a number of single-tracked and/or
diesel-power sections. The attractiveness of this route will
therefore depend on the efficiency of container
transshipment, the operating priority given to container
block-trains - especially on Chinese Railways where east-
west movements may be affected by the high traffic density
along the north-south corridors - and the flexibility of
Kazakhstan's customs authorities regarding the clearance
of containersin transit.

Notwithstanding future economic developments, the
above elements point to the Trans-Siberian ling, either in its
entirety or over a fairly long section, becoming the
backbone of TARNC for the movement of containers
between North / Northeast Asia and Europe, while the route
through China and Kazakhstan is better suited for traffic
between North / Northeast Asia and Central Asian
countries with possible future connections to Iran and
Turkey.

Current traffic along TARNC: Movements along
TARNC have increased dramatically in recent years. This
increase, however, has been mostly driven by traffic growth
along the Trans-Siberian main line out of the port of
Vostochny. 48,800 containers were carried along the route
in 2001, 70,000 in 2002 and 119,000 in 2003". A look at
traffic to and from Europe shows that 31,000 TEU and
21,000 TEU were carried in the westbound and eastbound
directions respectively”. An origin/destination breakdown

of these volumes shows that, in the westbound direction,
84%, 14% and 1.5% originated in the ROK, China and
Japan respectively, with nearly all cargo going to Finland.
Containerisation International recently estimated that a
third of the cargo routed to Finland is actually destined for
Russia®. The reason is that Russia has yet to develop
customs-bonded warehouses, so that import duties have to
be paid immediately upon arrival, which can be expensive
as electronic goods are mostly involved. To get around the
problem, a number of Asian manufacturers, mainly from
the ROK, have established distribution centers in Finland
across the border from Russia, from where cargo trickles
back as and when required. Meanwhile, in the eastbound
direction, nearly all cargo originated in Finland; 73% of
this was bound for the Korean Peninsula, 18% for China
and 9% for Japan. An interesting feature of that trade was
that 35% of the Korea-bound cargo was destined for the
DPRK™. Unfortunately, no information was forthcoming as
to the nature of the cargo being transported.

Other routes have also seen initiatives being taken to
promote container transport by rail. These include container
block-trains running between Brest and Ulaanbaatar, and
between Beijing and Moscow. One of the most successful
initiatives in recent years is the regular container block-
train operating twice a week between Ulaanbaatar and the
port of Tianjin, carrying around 100 TEU per trip in each
direction.

Another sign of greater awareness by the railways of
the requirements of shippersisto be found in investment in
information technology. All railways in the corridor have
installed, or are in the process of installing, optical fiber
cables, demonstrating their understanding of shippers’
requirements for information that is freely accessible at the
push of a button. This will showcase the readiness of
railways along TARNC to become part of the global supply
chain.

Catchment area of TARNC at the European end: The
foregoing has consistently referred to Europe as being one
of the extremities of the corridor. However, the concept has
to be geographically refined when it comes to identifying
the terminal point of the rail journey.

Interviewed by Containerisation International, the
director of APL said that the dream of connecting Asiawith
western Europe for large-scale commercial traffic still
largely remains unfulfilled, citing the high cost of western
European rail services as the main factor in this®.
Additionally, a number of shippers have looked beyond the
cost issue and have denounced the decline in the overall
quality of freight services by western European networks,
especially as regards punctuality and reliability. In the first
half of 2003, this resulted in a 3.4% drop in volumes
despite sustained overall demand for freight transport
across the continent™. In short, past action plans aimed at
increasing the rail share of freight traffic have not produced
the expected results and the prevailing mood among
shippers is not that of a forthcoming rail revival. This

Y Railway Gazette |nternational, March 2004.

2 Source: Organization for Railway Cooperation (OSID).
¥ Source: Containerisation International, January 2004.

* Source: Organization for Railway Cooperation (OSID).



would, therefore, indicate that containers traveling along
TARNC and destined for western Europe could travel on
TARNC up to Brest and from there travel to their final
destination by road. This is a somewhat ironic prospect in
view of past political declarations in favor of moving
freight away from Europe's congested road networks onto
rail. It is highly probable that this will occur, as containers
have in any case to be transshipped from broad gauge
(1,520mm) to standard gauge (1,435mm) at Brest. Loading
the containers onto trucks might then offer greater
reliability and flexibility. This would most likely be the
case for containers with final destinations in Belgium,
France or the Netherlands. For cargo with final destinations
in Germany, the mode for onward connection from Brest is
more difficult to determine with certainty. Exchanges
between Russia and Germany have boosted freight
transport on Byelorussian Railway and the freight arms of
the German and Russian railways have tried to develop
container traffic on the Ostwind services. Active marketing
could direct traffic onto rail, although the short distances
from Brest to places in Germany could speak in favor of
roads, especially in view of the transshipment constraint
mentioned previously.

For containers destined for eastern and central Europe,
continuation by rail may be a greater possibility. For a start,
recent traffic trends have contradicted the pessimistic
outlooks based on the drop that followed the breakup of the
Soviet Union and rail freight traffic in the countries
concerned increased by 4% in 2003. In addition, offering
rates that are more moderate than in western Europe, traffic
to and via these countries could be facilitated by their
forthcoming entry into the European Union, which will
result in the disappearance of time-consuming customs
clearance procedures. The countries concerned will be the
Baltic States, the Czech Republic, Hungary, Poland and
Slovenia. Future through traffic to the Baltic States will be
facilitated by the absence of a break-of-gauge between their
respective national railways and the rail networks of
Belarus and Russia. For traffic to the Czech Republic,
Poland and Slovenia, a similar observation as the one
formulated above for traffic to Germany applies. For traffic
to Hungary, continuation from Russia could be via the
railways of Ukraine (with no break-of-gauge between the
two countries) to the border and break-of-gauge station of
Chop/Zahony.

For container traffic with Scandinavian countries as its
final destination, it seems that Finland-bound traffic will be
a regular feature of TARNC for the foreseeable future,
given that the absence of direct sea services between Asian
and Finnish ports requires the relay of cargo via German
ports, thereby increasing shipping times to around 28 days
when services through the Trans-Siberian line can
guarantee transit times of 18 days from the Korean port of
Busan. For the same reason, cargo bound for other
Scandinavian countries, i.e. Norway and Sweden, will in all
likelihood follow the same route to ports in Finland, Russia
or the Baltic States, whence feeder movements by sea to
Oslo or Stockholm are more efficient than the circuitous
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land route by rail or road viathe north of Finland.

Conclusion

Trade between Asia and Europe continues to develop
and the resultant growing volume of containers being
exchanged between the two regions represents an attractive
market for the railways. In this respect the activities
undertaken by ESCAP in relation to TARNC are proving
popular among the railways participating in the project, as
they provide a forum for coordinating efforts aimed at
developing efficient services to shippers, for whom fast
transit times and reliable schedules are important factorsin
their choice of atransport mode.

One reason why international corridors may have
failed to capitalize on their intrinsic advantage in the past
was that they may have been perceived by shippers not so
much as a uniform transport mode but as a juxtaposition of
various systems with little unity. The development of
services along TARNC offers a unique opportunity for the
railways concerned to dispel that misconception by
promoting the image of a unified, efficient and, above all,
quality-conscious transport operator.

The increasing pressure on industries to be 1SO-
certified in order to be anywhere near the top of their
business sphere has led to renewed quality awareness and
to a redefinition of quality management in industry. The
result is that shippers who have gone through the process of
improving performance—and for whom benchmarking is a
question of survival —expect the same from transport
operators whom they trust with their cargo. In this respect,
one important benefit of the project is to promote closer
relationships between railways and the private sector.
Through joint meetings under the project implementation
framework, railways develop a greater awareness of the
growing demand for efficient international container block-
train services within Asia and between Asia and Europe,
and espouse shippers’ logic in the way they develop,
market and operate services. At the same time, freight
forwarders are increasingly aware of the activities
undertaken by the railways to offer fast landbridge services
and, since the profession is always in an evolutionary mood
to cut costs, careful planning, intelligent marketing and
professional monitoring of services by railways along the
Trans-Asian Railway Northern Corridor may give them the
chance to carve their own niche in the Asia-Europe
container market.

The railways concerned have aready made significant
progress in recent years towards a better understanding of

Box 6. Useful UNESCAP Websites

Greater in-depth knowledge of related UNESCAP
activities can be obtained through the following
websites.

- http://unescap.or g/ttd/index.asp

- www.unescap.or g/tctd/tar /index.htm

** Source: Containerisation International, January 2004.
* Source: Francois Batisse, Le Rail, October 2003.



ERINA REPORT Vol. 58 2004 JULY

their potential customers. The challenge for the future
challenges lies in “brand-building” the TARNC concept.
Corridor-based organizations with the authority to act on
behalf of their constitutive railway administrations in areas
such as service definition, tariff-setting and marketing, as
well as the possibility of bulk-selling trainload-based
capacity to the private sector, constitute an interesting area
of work for future managers of the railways concerned.
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Fig. 1 Growing Container Volumess (TEU)
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Fig. 2 West-versus East-bound Cargo: Total (TEU)
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Fig. 3 West-versus East-bound Cargo: Bilateral (TEU)
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Fig. 4 West-versus East-bound Cargo: Transit (TEU)

60,000
50,000
40,000
30,000 @ Westbound
W Eastbound
20,000
10,000
0

2000 2001 2002 2003
ooovies

Fig. 5 Increase in Empty Containers (TEU)
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Fig. 6 TSR Cargo Volume to/from Japan
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Fig. 7 TSR Transit Cargo to/from Japan
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The Booming Russian Economy Leads the Way in

International Use of the Trans-Siberian Railway

Hisako Tsuji
Senior Economist, Research Division, ERINA

Use of the Trans-Siberian Railway (TSR) isthriving to
an unprecedented degree. Reflecting bumper exports to
Russia, there has been rapid growth in cargo from the ROK
and China, and there has even been a recovery in the
volume of cargo from Japan, which underwent a prolonged
decline. This is the result of conditions favorable to the
TSR being put in place, such as strong consumer demand
supported by the booming Russian economy and soaring
marine freight charges, particularly from China. The
following is an overview of the state of TSR usein 2003.

The State of TSR Usein 2003

Since 2000, the volume of international container
cargo using the TSR has been growing steadily (Fig. 1).
According to data published by Vostochny International
Container Service (VICS), which is the cargo-handling
company at Vostochny Port, there have been significant
increases, with a rise of 49% on the previous year in 2002
and a further rise of 53% on that level in 2003. 177,167
TEU of containers was handled in 2003; this rises to
204,650 TEU if empty containers are included, eclipsing
the volumes handled during the port’s heyday in the 1980s.

Due to the increase in cargo volumes, five companies
entered the marine freight market between Vostochny and
ports in the ROK, while another three began competing on
routes between V ostochny and ports in China, with services
operating several times a week. In contrast, there is only
one company involved in freight transport between

Figure 1. Growing Container Volumess (TEU)
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Vostochny and ports in Japan, operating services twice a
month.

Looking at a breakdown of the figures, we can see that
transit and bilateral cargo are both growing, with the
balance between transit and bilateral standing at 55:45 in
2003.

In terms of the direction taken by this cargo, both
westbound and eastbound cargo volumes are increasing,
with the balance between westbound and eastbound cargo
standing at 69:31; in other words, westbound cargo, i.e.
export cargo from the ROK and China, continues to
outstrip import cargo by far (Fig. 2). Although there is a
relatively even balance between westbound and eastbound
transit cargo, at 58:42, there is a marked directional biasin
the case of bilateral cargo, at 84:16 (Figs. 3 & 4). This can
be attributed to the fact that athough there is return cargo
in the case of transit cargo to Finland, little progress has
been made in developing return cargo in the form of
exports to Russia and Central Asia that are handled as
bilateral cargo.

As aresult of the lack of eastbound cargo, the volume
of empty containers transported is increasing annually and
around 27,000 TEU was returned to Vostochny Port by rail
in 2003 (Fig. 5). This equates to 13.2% of all cargo
transported. It goes without saying that the rise in the
transport of empty containers is a burden on ports and
railways. Forwarders from the ROK, who have a large
volume of their own containers, are trying to generate
import cargo, but there are limits to what they can achieve
and the transport of empty containersis athorny issue.

Looking at the cargo in greater detail, the majority of
westbound cargo is ultimately destined for Russia in the
cases of both transit and bilateral cargo; one factor in thisis
the strong demand for imports that has been supported by
high economic growth.

Westbound transit cargo mainly consists of household
electrical appliances manufactured by ROK companies and
destined for Russia. These exports are usually transported
by sea to Vostochny Port from the ROK or the companies
manufacturing bases in China, before being transported to
Finland viathe TSR; after being stored for atimein bonded
warehouses in Finland, they are transported to Russia by

1
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truck. According to forwarders in the ROK, the Finland
route has greater advantages for them in terms of the
customs situation. There are very few examples of the TSR
being used for transport from East Asia to European
countries other than Finland.

Westbound bilateral cargo consists of cargo destined
for Russia and that destined for Central Asia. The majority
of the former is accounted for by Chinese-made consumer
goods. Products such as clothing, shoes, bags and
accessories manufactured in avariety of placesin Chinaare
transported to Vostochny Port from such ports as Shanghai,
Ningbo, Tianjin, Dalian and Yantai, either directly or via
Busan. These Chinese-made consumer goods are mainly
handled by Russian forwarders. In addition, resin (used in
the manufacture of plastic) is exported to Russia from the
ROK.

The majority of cargo destined for Central Asiais
accounted for by exports from the ROK. Companies in the
ROK have plants for the assembly of cars and household
electrical appliances in Uzbekistan and Kazakhstan, so
there are many exports of raw materials and components.

Eastbound cargo includes logs and paper pulp from
Finland destined for the ROK and Japan, and cotton
produced in Uzbekistan bound for the ROK.

It is not possible to obtain statistics that specify the
countries of origin and destination of cargo transported
along the TSR. Formerly, as only cargo originating in or
destined for the ROK or Japan used the TSR and there was
no consolidation of cargo, it was possible to obtain
statistics for the volume of cargo originating in or destined
for the ROK or Japan based on the cargo carried on each
ship. However, in recent years, as Chinese cargo sent to
Vostochny Port has been dispatched in transit via Busan
where it is consolidated with cargo from the ROK, it has
become impossible to distinguish between cargo from the
ROK and cargo from China. Given this situation, if we
make estimates based on the information provided by those
on the ground, we can see that about 60% of cargo is from
the ROK, about 40% from China and about 5% from Japan.
In addition, as many ROK companies have established
bases in China, it is anticipated that there will be areversal
in the shares of ROK and Chinese cargo in the near future.

An Increasein Cargo to/from Japan

The effects of the rapid expansion in use of the TSR
route have even extended to Japan. Use of the TSR route by
cargo originating in or destined for Japan has experienced a
long period of decline, but there was an increase, albeit
dight, in the volumes of both transit and bilateral cargo in
2003. According to data published by Mitsui O.SK. Lines
(Fig. 6), which handles marine transport between Russia
and Japan, the volume of cargo in 2003 totaled 8,869 TEU
(an increase of 4.9% on the previous year), with transit
accounting for 2,638 TEU (up 3.5% on the previous year)
and bilateral accounting for 6,231 TEU (up 5.4% on the
previous year).

A similar trend is seen in data published by the Trans-
Siberian Intermodal Operators Association of Japan
(TSIOAJ), which is limited to figures for transit cargo. The
data only cover member companies of the association, but
these show a 12.9% rise in the combined figure for west-

Figure 2. West-ver sus East-bound Cargo: Total (TEU)
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Figure 3. West-ver sus East-bound Cargo: Bilateral (TEU)
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Figure 4. West-ver sus East-bound Cargo: Transit (TEU)

60,000

50,000

40,000

EWestbound
W Eastbound

30,000

20,000

10,000

2000 2001 2002 2003
Source: VICS

Figure 5. Increase in Empty Containers (TEU)
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and eastbound cargo (Fig. 7).

The predominant characteristic of cargo originating in
or destined for Japan is that the volume of bilateral cargo
far outstrips that of transit cargo (70:30). The main
westbound bilateral cargo is car components destined for
Russia, while the main eastbound cargo is metal from
Russia. The main eastbound transit cargo is logs (for
building log houses) from Finland. However, in contrast to
the situation in the ROK, there is hardly any westbound
transit cargo bound for Finland. Many Japanese export
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Figure 6. TSR Cargo Volume to/from Japan

35,000
30,000
25,000
5 20,000 @ Transit
E M Bilateral
15,000 O Total
10,000
5,000

1994 95 96 97 98

2000 2001 2002 2003
Source: Mitsui O.SK. Lines

Figure 7. TSR Transit Cargo to/from Japan
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companies aso use Finnish bonded warehouses, but the Al
Water route is generally used for transport to Finland. The
reason for this situation is that the rates for container
transport between Japan and Europe are considerably
cheaper than in the case of containers transported between
Europe and the ROK and China, with transport viathe TSR
route comparatively more expensive. Moreover, the route
lacks efficiency, as there are only two services each month
between Japan and Russia. In contrast, there are more than
three sailings each week between the ROK and Russig;
fares are said to be cheap due to the fact that several
companies compete on this route.

Factors Contributing to the Boom
Why is the TSR route flourishing? There are severa
conceivable factors:

i) The booming Russian economy

Russia’'s GDP grew by 7.3% in 2003. The Russian
economy has been rejuvenated by the sharp increase in
energy prices and consumer demand is also booming.
Recently, Russia—known along with China, India and
Brazil as one of the BRICs economies—has been the focus
of attention as an up-and-coming emerging market. In
addition, there is a complementary relationship between the
industrial structure of Russia, whose strong suit is energy,

and those of the ROK and China, which excel in the
production of consumer goods; the environment needed for
expanding mutual trade is therefore already in place.
Incidentally, exports from China to Russia in 2003 totaled
$6 billion, an increase of 71.4% on the previous year. Most
of the clothing, shoes and miscellaneous goods sold in
Moscow markets are made in China, while the markets of
Far Eastern Russia are flooded with fruit and vegetables
produced in China. Many of the household electrical
appliances sold in Russia, such as televisions and white
goods, are made in China or the ROK. Japanese-made
goods seem comparatively expensive.

ii) The steep risein All Water fares

The keywords in talking about the East Asian
economy in the first half of 2004 are “special procurement
demand in China’. With China s accession to the WTO in
2001, inflows of foreign direct investment gathered
momentum and domestic investment in state mega-projects
is now increasing sharply. It is said that investment in such
vast projects as the 2008 Beijing Olympics, the 2010
Shanghai Expo, the development of the western region of
the country, the construction of the Three Gorges Dam and
the development of China’s northeastern region totals
almost 30 trillion yen.? Demand for the resources required
for these projects is benefiting economies around the world,

2

Economist (Japanese weekly magazine published by Mainichi Newspapers), 17" February 2004 edition.
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including Japan, but at the same time, the rapid increase in
demand is triggering increases in the prices of raw
materials and a steep rise in international marine transport
fares. In fact, there are those who say that there are not
enough ships and that it is not possible to obtain space on
container ships.

Until now, when comparing the various modes of
transport between East Asia and Europe, it has been said
that although the TSR route is faster than the All Water
route, it is comparatively more expensive. However, if
charges on the All Water route increase and it becomes
difficult to secure space, the perception that the TSR route
is comparatively more expensive will lessen and it would
be understandable if cargo were to shift onto that.

iii) Increased speed on the TSR route
The electrification of the small section of railway in

Primorsky Territory (175km between Sviyagino—
Guberovo) that had yet to be electrified was completed in
December 2002, making transport aong the TSR smoother.
Cargo takes 12 days to travel from Vostochny to
Buslovskaya on the Finnish border. In addition, block trains
run between Vostochny and Almaty in Central Asia, taking
10 days to complete the journey. A strategy of using speed
as a weapon to take the lead over rival routes has been
adopted.

Prospectsfor the Future
Will the TSR continue to flourish in the future?
Developments will be determined by a number of factors.

i) Will the Russian economy continue to be a driving force?

Developments in the Russian economy will be
affected by the market price of energy, which is the
country's main export. It is said that there are no factors
that will cause a fall in energy prices in the short term, so
Russids economy is likely to continue to grow and remain
the focus of attention as an emerging market. In particular,
imports from China are likely to expand.

ii) Developments in competing routes (All Water, TCR
Mongoliaroute, etc.)

The TSR route is already being exposed to
competition with rival routes and developments in this area
are attracting attention.

At present, the All Water route is booming, but many
in the marine transport industry feel that this situation will
not continue indefinitely. The history of the marine
transport industry has been a cycle in which the number of
vessels has been increased when the industry has been
experiencing a boom, only to find that there is excess
capacity a few years later. In fact, given the current boom,
Japan’s three major marine transport companies are
planning to invest more than one trillion yen over the next
4-5years.? It is possible that there will be excess supply by
the time these ships have been built, and that marine freight
charges will have dropped. If this happens, there is a

possibility that the TSR will seem more expensive in
comparison.

The Trans-China Railway (TCR), which is a
competing route to Central Asia, is also aiming to improve
facilities and reduce journey times. Of the 4,100km of track
between Lianyungang Port and Alashankou, 76.6% is
double-track, but only 28.8% is electrified. China Railways
is formulating a plan to increase the length of such
sections.” Japanese cargo bound for Central Asia already
mainly uses the TCR and use of the TCR for cargo from the
ROK is also on the rise. Competition in the future will
center on the issue of which route to use: the TSR or the
TCR.

The Mongolian route, which runs via Tianjin,
Ulaanbaatar and Ulan-Ude and links up with the TSR,
could become an alternative route as well. If the Mongolian
route were used, cargo currently transported to Finland or
Moscow via the Tianjin—Busan—Vostochny—TSR route
could be transported to its destination faster and via a
shorter route.

iii) Transport capacity and price-setting on the TSR
Capacity becomes a problem when the volume of

cargo increases. Some are of the opinion that the TSR hasa
capacity of 200,000—300,000 TEU annually, but there is no
concrete evidence to support this theory. However, past
experience suggests that the pace of transport via this route
will slow if the volume of cargo rises sharply. It is not clear
whether this is due to the transport capacity of the railway
or the capacity of facilities for transshipping cargo from
ships to trains. It is necessary for the Russian side to take
action in preparation for afuture rise in cargo volumes.

Moves were also made to increase rail chargesin late
2002 and early 2003. In the autumn of 2003, Russian
Railways was de-nationalized, while fares were increased
in the form of the convoy charge, which was introduced to
ensure the safety of the cargo. It is feared that charges may
be increased further in the future, as the privatization of
Russian Railways progresses.

iv) Will Finland transit continue?

The transport of cargo from East Asia to Russia via
Finland has continued for more than a decade, with the aim
of avoiding risk. Japanese companies use the All Water
route to transport cargo to Finland, but ROK companies
combine use of the TSR and the All Water route. The
advantage of transit via Finland is said to be that it is more
beneficial in terms of the customs aspects than entering
Russia directly via ports in the Russian Far East. Piecing
together what has been said by those with links to the
industry, it seems that customs officers fiddle the invoices
and reduce the amount of customs duty to be paid in the
case of Russian trucks crossing the border from Finland to
Russia. In addition, Finland has easy-to-use bonded
warehouses and there is also the effect of rail transit
charges that have been set far lower than the charges for
bilateral transport. As a result, the neighboring country of

® Nihon Keizai Shimbun, 24" December 2003.

4

Li Qunren, The Technical and Operational Condition of the Trans-China Railway, a presentation at the Eurasian Land

Bridge Railway: Approaches to Efficient Utilization symposium held in Seoul on 17" November 2003.



Finland is reaping great economic benefits. However, one
cannot guarantee that transport via this artificially
circuitous route will continue indefinitely. Those with links
to the industry in Finland are beginning to worry about the
future viability of the route. There are those who believe
that corrupt customs practices will be abolished if Russia
joinsthe WTO.

V) s there any possibility that Japanese cargo will return to
the TSR in earnest?

Even though Japanese cargo volumes picked up in
2003, is there any hope that this rise will continue in the
future? Some with links to the industry are of the opinion
that, if the sharp rise in marine freight fares and the lack of
freight space continues, Japanese cargo (mainly bilateral
cargo) may well increase. However, marine freight fares
between Japan and Europe are still cheaper than fares from
China and the ROK, and there is a deep-seated sense that
the TSR route is comparatively expensive in the field of
transit transport. Furthermore, as many Japanese
manufacturers of household electrical appliances have
moved their production bases overseas, the volume of
cargo being transported to Russia from production bases
within Japan is limited and it is thought unlikely that the
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boom experienced in the 1980s will be repeated.

vi) The effects of the shift of ROK manufacturing industry
overseas

At present, the ROK’s manufacturers of household
electrical appliances are increasingly expanding into China.
Direct investment in China on the part of investors from the
ROK outstripped that of investment from Japan in the first
quarter of 2004. For example, Samsung has built plants in
Tianjin, Quingdao and Yantai, LG has built plants in
Shenyang, Tianjin, Shanghai, Nanjing and Y antai, and
Daewoo has built plants in Tianjin and Yantai.
Manufacturers from the ROK entrust exports from their
Chinese plants to forwarders from the ROK, with exports
destined for Russia being transported via the TSR route,
just as in the case of exports from plants within the ROK.
Accordingly, it is thought that there will not be much of an
effect on TSR business as a whole, as long as ROK
businesses continue to shift their production bases to China.
However, if companies from the ROK opted to produce
goods destined for Russia in Southeast Asia or Europe, the
situation would change and the ROK would tread the path
previoudly taken by Japan.
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Foreign Direct Investment in Mongolia

Dashnyam Nachin'
Foreign Investment and Foreign Trade Agency of Mongolia

1. Introduction

Since the economy was opened up in the early 1990s,
foreign investment in Mongolia has been increasing
steadily, assisted by the amendments to and enforcement of
the Foreign Investment Law of Mongolia and various
measures taken by the Mongolian government to create a
favorable legal environment for foreign direct investment
(FDI). There has been worldwide interest in a variety of
Mongolia s industrial sectors. The agro-processing, trade and
service sectors were the firgt recipients of modest inflows of
FDI. It has been noted that the liberalization of the investment
regime, while making foreign investment procedures simpler,
has aso given rise to increasing capital flows.

The purpose of this paper is to review FDI inflows
into Mongolia, detailing the sectors benefiting from this
investment and the countries whence it originates, based on
information gathered in the period to 2003 (cumulative
data) by the Foreign Investment and Foreign Trade Agency
of Mongolia (FIFTA).

2. FDI Inflowsinto Mongolia up to 2003

Despite the worldwide decrease in FDI, interest in
Mongolia on the part of foreign investors, especially those
from East Asia and North America, has grown over the last
few years, mainly in the mining, textile, trade and service
sectors.

The Mongolian government has recently been paying
significant attention to FDI. As a result, a more favorable
external and internal legal environment was established, in
order to provide a free and open regime for business
(incentives such as tax exemptions, deductions and policies
aimed at encouraging exports have been put in place under
the Foreign Investment Law and other related laws); this
has had an important impact, leading to an increase in the
total amount of FDI aswell asin the breadth of the sectors.

Figure 1. FDI Inflowsby Year
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From 1990 to the end of 2003, 3,042 foreign
investment companies from 73 countries were registered
with the government, implementing total direct investment
of about US$1 hillion.

2. 1. FDI Inflow by Sector
Geological prospecting’, mining and oil exploration

The 2003 FDI data for the oil exploration field in has
been amalgamated with the figures for FDI in the
geological prospecting and mining sector, and this
composite sector now accounts for 46% of total FDI. FDI
in oil exploration is also reflected in the list of FDI by
source country. 235 foreign incorporated companies from
31 countries are registered in this sector, with investment
by each company averaging around US$2 million. The
leading investing countries are Canada (US$132 million),
China (US$130 million), the USA (US$115 million) and
Bulgaria (US$26.9 million). It is interesting to note that
investment in this sector originating from Canada, Bulgaria
and the Bahamas comprises 95—99% of total investment in
Mongolia by these countries.

Trade and catering services

This category includes wholesale business, retail trade,
restaurants and cafés. The main investors in this sector are
China, the ROK, Singapore, the UK, Japan, Italy and
Russia. The average value of investment per company is
around US$180,000, the lowest figure of all the sectors in
receipt of FDI. All foreign investment companies
establishing a presence in Mongolia are initialy designated
as having the right to conduct “foreign and domestic trade”
in addition to their main activities; after obtaining special
permission to conduct specific economic activities, they
can be categorized into different sectors. If the latter
activity is not specified as being the company’s main
orientation, then the company remains in its previous
category.

Light industry

This sector mainly comprises companies active in the
garment manufacturing and textile industry, which have
been established by investors from Japan (US$28.1
million), China (US$19 million), Hong Kong (US$8.1
million), Taiwan (US$6.8 million), the ROK (US$6.7
million) and the USA (US$3.7 million). The average
investment per company is around US$524,000. Sewn
underwear, apparel, coats, jackets, knitted or crocheted
underwear, and sweaters are the main products of this

! Senior Officer, Foreign Investment and Foreign Trade Agency of Mongolia, Government Bldg. # 11, Sambuu Street 11,

Ulaanbaatar 211238, Mongolia.

Phone: (976-11) 326040, Fax: (976-11) 324076, Email: nachin@investmongolia.com
? According to the Minerals Law of Mongolia, “prospecting” means investigation in order to identify mineral concentration
without disturbing the subsoil through physical observation, rock sampling, airborne surveys and reviewing related geological

and mineral information (www.mram.mn).
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Table 1. Summary of FDI Inflowsinto Mongolia by Sector up to 2003
(cumulative value)

US$1 million

Sector Investment
Geological prospecting, mining and oil exploration 462.076
Trade and catering services 128.466
Light industry 83.338
Processing raw materials of animal origin 50.267
Engineering construction and production of building materials 49.502
Banking and financial services 31.467
Transportation 20.957
Telecommunications 20.924
Culture, education, science and publishing 17.540
Production of food and beverages 14.387
Tourism 11.424
Agriculture 9.510
Energy 5.269
Furniture production 5.146
Health and beauty services 4.825
Public services 2.208
Electric appliance manufacturing 1.600
Jewelry and gifts 1.364
Production of housewares 1.325
Other 78.790

Total 1,000.385

sector and comprise around a quarter of the country’s total
exports.

Processing raw materials of animal origin

FDI in industries dealing with the processing of such
raw materials as cashmere, camel wool, animal hides and
skins, intestines and bones is mainly conducted by
investors from China, the USA, Italy, the UK and Japan.
The average investment per company is around
US$342,000. This sector also includes meat-processing
companies established by investors from Russia,
Kazakhstan, Poland, Germany and Switzerland. Leather,
cashmere and wool goods, processed intestines and bones
are the main items produced by companiesin this sector.

Engineering construction and production of building
materials

The construction sector is growing as well, due
primarily to the promulgation of the Land Ownership Law
for Mongolian citizens, which allows for the private
ownership of land.

Banking and financial services

The banking sector has recently become a recipient of
FDI due to the privatization of the Trade and Development
Bank and the Agricultural Bank of Mongolia, as well as
further liberalization in the banking system.

Telecommunications

Japan is the leading investor in the telecommunications
sector, although last year investors from the ROK began to
compete with Japanese investors in the provision of mobile
phone services, bringing service charges down and
improving quality

Figure 2. Cumulative Sectoral Distribution of FDI
Inflows up to 2003
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2. 2. FDI Inflows by Country

The country has been the focus of broad-ranging
interest from investors in a variety of sectors across the
globe, especialy those in East Asia and North America.
China leads the list, accounting for about 37.9% of total
investment, followed by Canada (13.2%), the USA
(11.4%), the ROK (8.1%), Japan (6.0%) and Russia (3.3%),
with other countries accounting for the remaining 20.1%.

Chinais currently the leading investor both in terms of
the value of investment and the number of companies.
Chinese FDI flows are growing in such sectors as geology
and mining (US$153.8 million), trade and catering services
(US$92.5 million), engineering construction and
construction materials (US$30 million), and light industry
(US$22.9 million).

Canadian investors are very active in the geological
surveying and mining sectors; 17 of atotal of 23 Canadian
investors in Mongolia are engaged in this sector and FDI
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increased from US$6 million in 2002 to US$120 million in
2003, pushing it up from 15" place to 2" in the list of top
investing countries.

Figure 3. Distribution of FDI Inflows by Region
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Table 2. Top Fifteen Countries Implementing FDI in 2003
(cumulative value, US$1 million)

Country Investment
1 China 379.010
2. Canada 132.518
3. USA 114.895
4. ROK 80.856
5. Japan 60.429
6. Russia 33.718
7. Bulgaria 27.215
8. Hong Kong (China) 21.646
9. UK 21.309
10. British Virgin Islands 17.953
11. Bahamas 14.814
12. Taiwan (China) 10.957
13. Italy 10.734
14. Singapore 9.151
15. Other countries 65.180

Total 1,000.385

Figure 4. Distribution of FDI Inflows by Source
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American investors were more attentive to the
following sectors: geology, mining and oil (US$94.3
million), processing raw materials of animal origin (US$6.9
million), light industry (US$4.0 million) and construction
& construction materials (US$2.6 million).

FDI from the ROK is increasing, taking place in such
industrial and service sectors as geology & mining
(US$12.8 million), light industry (US$6.7 million),
transportation (US$5.6 million) and telecommunications

(US$5.3 million).

Japanese investors have preferred to invest in such
sectors as light industry (US$28.1 million),
telecommunications (US$8 million), trade and catering
services (US$3.1 million) and processing raw materials of
animal origin (US$1.8 million).

Investment on the part of Japan outstrips that of other
countries in the telecommunications sector, aswell asin the
field of cashmere processing. Mongolian cashmere goods
have been introduced to the international market for the
first time with the assistance of Japan. A bilateral
agreement between Mongolia and Japan on the
encouragement and mutual protection of investment was
signed in February 2001 and is expected to facilitate
Japanese FDI in Mongolia. The presence in Mongolia of
branches of such Japanese companies as Itochu, Sumitomo,
Nissho Iwai, Osaka Cashmere and Mitsubishi may have
influenced this growth.

As of the end of 2003, the government of Mongolia
had concluded bilateral investment treaties with 37
countries and double taxation exemption treaties with 31
countries. Additional factors attracting FDI to Mongolia
include the country’s Most Favored Nation status under
trade agreements with countries such as Austria, Canada,
Japan and the USA, its Textile Trade Agreement with the
European Union and its incorporation into the General
System of Preferences of many countries.

It seems that interest in Mongolia on the part of
Japanese investors is growing and covering new business
areas too. In 2003, FIFTA registered 29 joint ventures in
which Japanese personnel or legal entities were involved
financially, with a total value of US$6.8 million. Examples
include Suruga Corporation, which has engaged in re-
investment in golf-related business, while Dynem
Investment Co. is involved in freight forwarding and
Autobacs Seven Co. has an interest in car repair services
and sales. Monenzim International, a newly established
joint venture in the field of science and technology, has
already started to produce cosmetics for the Japanese
market. The tourism, trade and mining sectors are also
favored by Japanese investors. Increasing investment from
Japanese investors is expected, based on the growing
competitiveness of Mongolian products and services, using
hi-tech, environmentally friendly technologies.

FDI flows from Russia tend to be concentrated in such
sectors as geology & mining (US$7.8 million), construction
& construction materials (US$5.2 million), banking and
financial services (US$4.1 million) and the food industry
(US$3.1 million) sectors. It should be noted at this point
that this review does not cover data on investment
predating the 1990s.

2. 3. Ownership and Average Value of Investment

Of the 3,042 foreign incorporated companies that have
been registered in Mongolia, 60.4% are joint ventures and
39.6% are wholly owned foreign-invested companies.

The average value of FDI per company is about
US$330,000, but varies greatly depending on the sector,
ranging from around US$2 million in the geology, mining
and oil sector to US$180,000 in the trade and catering
sector.
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Mongolia’s Economic Development Regions
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2. 4. FDI by Location

Looking at investment by location, 95.6% of total
registered investment is concentrated in the capital city of
Ulaanbaatar, with the remaining 4.4% (i.e. about US$43.7
million) being distributed among the provinces. 11% of
investment in the provinces is registered in the Western
region, 29.4% in Khangai region, 33.1% in the Central
region and 27.5% in the Eastern region. In other words,
FDI is basically concentrated in the cities and provinces,
where infrastructure is better devel oped.

Western Region (Zavhan, Uvs, Khovd, Bayan-Olgii and
Gobi-Altai provinces)

Since 1993, 61 foreign-invested companies registered
with FIFTA have directly invested a total of US$4.4
million in this region. These companies are mainly activein
the geology & mining, food processing, light industry and
service sectors.

Khangai Region (Khovsgol, Bulgan, Orkhon, Arkhangai,
Ovorkhangai and Bayankhongor provinces)

Since 1992, 41 foreign-invested companies registered
with FIFTA have directly invested a total of US$13.4
million in this region. These companies are mainly activein
the wool, leather and wood processing industries and the
mining, construction, tourism, agriculture and service
sectors.

Central Region (Selenge, Darkhan Uul, Tov, Dundgovi,
Dornogovi, Gobisumber and Omnogovi provinces)

Since 1992, 88 foreign-invested companies registered
with FIFTA have directly invested a total of US$14.5
million in this region. These companies are mainly activein
the geology & mining, light industry, building materials
manufacture and service sectors.

Western Region

Khangai Region

Central Region

]
]
]
]

Eastern Region (Khentii, Dornod and Sukhbaatar
provinces)

Since 1992, 22 foreign-invested companies registered
with FIFTA have directly invested a total of US$11.4
million in this region. These companies are mainly active in
the geology & mining and agriculture sectors.

Eastern Region

2. 5. Free Economic Zones

The Mongolian parliament has recently passed a
number of laws concerning the development of free
economic zones (the Free Zone Law, the Altanbulag Free
Trade Zone Law, the Zamyn-Uud Free Economic Zone
Law and the Tsagaan Nuur Free Trade Zone Law) in 2002
and 2003.

Trade in the Altanbulag Free Trade Zone, located
along the northern border with Russia, is expected to
expand rapidly due to the favorable economic incentives as
well as its excellent infrastructure, including both road and
rail links. A masterplan for this free trade zone has been
formulated and will soon be published with the aim of
attracting further investors.

Located on the southern border with China, the
Zamyn-Uud Free Economic Zone will be very important
for the economic development of the country due to its
close proximity to alarge trading partner and the increasing
volume of trade being seen in that area.

Located on the western border with Russia, along the
Millenium Road, Tsagaan Nuur Free Trade Zone was
recently established by means of an act of parliament.

2. 6. FDI: Economic Aspects

FDI hasincreased as a result of measures taken by the
Mongolian government, bringing new investment from an
increasingly diverse group of international investors into
numerous sectors, helping to broaden the country's
economic base while providing greater opportunities to the
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workforce.

So far, foreign incorporated companies (including
joint ventures established before the 1990s) in Mongolia
have created around 70,000 jobs (cumulative data). They
also account for about half of the country’s total exports
and pay about 40 billion togrog in tax revenue each year.
According to the General Taxation Authority, in 2002
foreign invested companies paid a total of 37.3 billion
togrog, accounting for 10.5 % of total tax revenue.

In addition to creating new job opportunities and
contributing tax revenue to the state budget, foreign-
invested companies indirectly promote other industrial and
service sectors (including electricity, heating,
telecommunications and transportation).

653 companies were registered in 2003, with total
investment worth US$205.2 million, equivalent to 17.5% of
GDP, a 10% increase on the previous year.

2.7.FDI in 2003

653 companies were registered in 2003, with total
investment worth US$205.2 million. Compared with the
previous year, these indicators increased by 67% and
11.7% respectively. It is interesting to note that existing
foreign investors in Mongolia are now re-investing, making
significant contributions to overall total FDI for the year.
This trend is a very positive one and FDI is expected to
pick up further in the future. For instance, between 2000
and 2003, 105-140 existing foreign incorporated
companies invested a total of US$29.5—-141.1 million,
accounting for between 28.3% and 69.2% of FDI for the
relevant year.

Sectors such as geological prospecting, oil exploration
& mining, trade and catering services, construction and
manufacture of construction materials, banking, the food
industry and the textile industry are the leading recipients
of foreign direct investment.

Table 3. FDI Inflowsin Major Sectorsin 2002 and 2003

Investment (US$1 million)
Sectors in2002 | in2003
Trade and catering services 89.543 8.315
Geological prospecting and mining 36.176 157.225
Engineering construction and production of building materials 5.985 2.390
Banking and financial services 4.002 0.125
Culture, education, science and publishing 3.430 2.391
Production of food and beverages 2.996 0.736
Light industry 2.885 4.708
Transportation 1.154 2.284
Tourism 0.719 0.826
Processing raw materials of animal origin 0.296 0.125
Others 25.334 25.806
Total 172.520 205.214
Table 4. Top Foreign Investorsin Mongolia for 2002
Recipient Company Origin of Investment Main Sphere of Activity
SOCO Tamsag USA Qil exploration
Ivanhoe Mines Canada Mining
Mobicom Japan Telecommunications networks
Boroo Gold Canada Mining
Buyan Holding Japan Cashmere processing
Chinggis Khaan Bank British Virgin Islands Banking
Mongol-Amicale USA Cashmere & camel wool processing
Tumurtel Huder China Mining
Zolotoi Vostok Russia Mining
Mongol Hung Hua Hong Kong Textiles
GL-Monpolimet USA Mining
Gobital Italy Cashmere processing
Zuilun China Construction
Huanchan China Construction
Menatep - Sankt Peterburg Russia Banking
Temujin Mench UK Textiles
Rock Oil USA, China Qil exploration
Trade & Development Bank Luxembourg Banking
4x4 Parts Mongolia Australia Trade and services




2.8.Top Investorsin 2002 and 2003 and their Main
Spheres of Activity

2. 9. Commentshby Investors

“In my experience over the past three years, the
Mongolian government has been implementing appropriate
policies concerning the promotion of foreign investment,
encouraging investors with various incentives. As the
economy grows, living standards are improving, the
country is being integrated into the world economy, and
there is a more business-friendly environment. As for local
Mongolians, they are very friendly, talented, hard-working
and helpful in assisting with the growth of companies. |
believe that Mongolia will develop successfully in the
future,” said Mr. Wilson Wong Ho, General Manager of
“United Apparel-Mongolia Limited” Co., Ltd., which is
active in the textiles sector. (Source: FIFTA Brochure
2004)

“In the past few years, the Mongolian government has
taken a number of steps in the right direction in terms of
attracting foreign investment. The major advantage of
investing in Mongolia is the fact that, compared with other
Asian countries, procedures for setting up a business here
are simple, such as obtaining licenses and specia approval.
Tax policies are being improved in comparison with other
countries. Mongolia has many fields worthy of
investment.” Mr. John Savageau, General Director of the
Mongolian-American joint venture “Magicnet” Co., Ltd.,
shares his experience in the information and
telecommunications sector. (Source: FIFTA Brochure
2004)

“For investors like us, a stable political, economic and
legal environment, a clear tax policy and attractive
incentives are the important factors when making an
investment and doing business. | would particularly like to
note that Mongolia has one of the best laws on minerals. In
addition, the opportunity to work with the country’s skilled
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and motivated young workers creates a pleasant business
environment for us. | would say that Mongolia is the right
option for entrepreneurs seeking to invest overseas,
especially because of the excellent opportunitiesit offersin
the mining sector.” Mr. Edward Flood, Vice-President of
“lvanhoe Mines’ Co., Ltd. (Source: FIFTA Brochure 2004)

Mr. Robert J. Washon, General Manager of Soco
Tamsag Inc., which is active in the field of oil exploration,
said that, “We have been increasing the volume of our
investment in Mongolia by US$5-7 million annually and
2003 is no exception. We have adequate reason to increase
our investment”. (Source: Onoodor newspaper, #222, 19"
September 2002, Kh. Enktuya, Let’s Cooperate in the
Development of Mongolia, Ulaanbaatar)

3. Outlook for 2004 and Beyond

UNCTAD predicts that FDI flows will stabilize in
2003, with further increases from 2004 onwards depending
on factors at the macroeconomic, microeconomic and
institutional levels. The fundamental economic forces
driving FDI growth remain largely unchanged and intense
competition continues to force transnational corporations
(TNCs) to invest in new markets and seek access to low-
cost resources and factors of production. Green field
investment is likely to become more important as a mode of
entry, especially in developing countries and Central and
Eastern Europe. Tourism and telecommunications are
expected to lead the recovery.

It is expected that the upward trend will continue in a
steady manner in 2004 and beyond, in line with increased
interest in Mongolia as an investment destination.
Investment will most likely continue in areas recently
targeted by foreign investors, such as geological
prospecting and mining by international companies such as
Cameco Gold, lvanhoe Mines, Placer Dome Inc. and
Anglogold. Reasons for this include the following:
® Ease of accessto the vast markets of Chinaand Russia

Table 5. Top Foreign Investorsin Mongoliain 2003

Recipient Company Origin of Investment Main Sphere of Activity
Boroo Gold Canada Mining
Soco Tamsag USA Oil exploration
Ivanhoe Mines Canada Mining
Trade and Development Bank L uxembourg Banking and financing
Suruga Mongol Japan Golf
Baolinpetrochem China Oil exploration
Petmongolia UK Light industry
Erdmin USA Copper processing
Mobicom Japan Telecommunications
Bogda Holdings China Construction, tourism
Donshen Gazryn Tos Mongol China Qil
Magic Suit USA, Canada Light industry/textiles
Ulaanbaatar Cinema ROK Entertainment services
Monperlit Ukraine Manufacturing construction materials
Mongol Amicae USA Cashmere and wool processing
Etsiopharodari Austria Trade and services
United Apparel Bermuda Light industry
Temujin Mench UK Knitting and textiles
Monfresh Juice China Food production
Nasny Zam China Construction of roads and ferro-concrete bridges

— 44 —
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® Worldwide availability of information about Mongolia's
mineral resources (Oyu Tolgoi and other copper and
gold deposits) and government decisions approving a
list of priority sectors for foreign investment in 2001,
and the 2002 publication of the medium-term plan for
the geology and mining sector.

® Free FDI regimen (foreign investors allowed to
establish wholly foreign-owned enterprises and engage
in any activities not restricted by law), FDI protection,
and taxation incentives and exemptions under the
Foreign Investment, Taxation and Customs Laws of
Mongolia. Amendments made to the Foreign
Investment Law in 2002 increased the forms and types
of FDI, opening up opportunities for bigger investors to
do businessin stable taxation conditions.

® |ncreased private savings (private savings increased
from 86.4 hillion togrog in 1998 to 207 billion togrog in
2002 and to 348.6 billion by the end of 2003) improves
the competitiveness of local businesses, which may
ultimately also have a positive impact in terms of
attracting foreign investors.

Mr. Blair Baker, a market trade specialist with The
Wall Street Journal, has been quoted as follows, “The
sound policies of the government and the Central Bank of
Mongolia have a positive impact on investors' interest in
Mongolia. Today, Mongolia has created a favorable legal
environment for foreign investment. However, as a matter
of fact, the strengthening of the economic indicators has a
far greater impact in terms of promoting Mongolia overseas
than improvements to the legal system.” (Source: FIFTA
Brochure 2004)

Therefore, the main way in which FIFTA® can achieve
its targets might be to undertake professional advertising
activities aimed at attracting foreign investment to sectors
such as mining and infrastructure, as well as monitoring
and providing support for the implementation of approved
projects. In addition, one of FIFTA's priority activities will
be to attract FDI into the Free Economic Zones and
Regional Economic Development Zones, in addition to
supporting and advertising relevant projects.

4. Conclusion

The Mongolian government has been successful in
developing and implementing policies aimed at opening up
the country, attracting FDI, and building a favorable legal
environment in line with global standards. As a result,
Mongolia has performed superbly in terms of attracting
FDI and has great potential to do even better in the future’.

It is important to use this internationally recognized
comparative advantage for attracting FDI into key domestic
development sectors (mining, tourism and agro-
processing), transferring and adapting innovative
technologies in order to increase the competitiveness of
local products and services, and promoting programs
targeted at investors concerning the re-investment of
profits, the protection of the environment and consumer
rights.

Improved competitiveness is closely related to the
transfer of innovative technology and efforts should be
made to use FDI for this purpose.
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The Current State of Economic Cooperation Between the
DPRK and Russia and Suggestions for North-South

Economic Cooperation (Summary)

Myung Chul Cho
Research Fellow, Korea Ingtitute for International Economic Policy
Visiting Researcher, Research Division, ERINA

The DPRK and Russia have traditionally had a
friendly relationship, but this was suddenly severed in all
fields, including politics, economics, military issues, social
issues and culture, following the collapse of the Soviet
Union; as a result, the DPRK fell into serious economic
difficulties. However, the DPRK and Russia have recently
been trying to restore their relationship, which had become
estranged; with this aim in mind, three summits between
the two countries have taken place, along with high-level
contacts in a variety of fields. As the rapid moves towards
cooperation and improvements in the relationship between
the DPRK and Russia will have both direct and indirect
impacts on the ROK’s diplomatic policy, particularly that
concerning the DPRK, and economic cooperation between
the two Koreas, the government of the ROK has a
particular interest in developmentsin this area.

Following the agreement concluded between the
DPRK and the US in Geneva in October 1994 concerning
the nuclear issue, the DPRK and Russia began negotiations
in September 1995, concerning new treaties governing their
relationship that would replace the treaties concluded in
1961. In February 1995, the two countries concluded their
New Agreement on the Forestry Industry, with the Science
and Technology Cooperation Plan following in June of the
same year. On 10"-12" April 1994, the DPRK and Russia
reconvened the Committee on Economic, Commercial,
Scientific and Technological Cooperation in Pyongyang,
with an agreement being reached concerning large-scale
economic cooperation with the DPRK.

In January 1997, an agreement was concluded
concerning the draft of a new treaty between the two
countries, with the actual conclusion of that treaty being
agreed in early 1998. The second meeting of the Committee
on Economic, Commercial, Scientific and Technological
Cooperation took place during this period and various
treaties were concluded, in addition to a commitment being
made to provide $1.5 million of food aid to the DPRK.
Although the conclusion of the new treaty, which had been
planned for 1998, was postponed, military cooperation
between the two countries was resumed.

On 19" July 2000, President Putin became the first
leader in the history of both the Soviet Union and the
Russian Federation to visit Pyongyang, further
strengthening the relationship between the two countries.

At present, of the pending issues concerning economic
cooperation that are being discussed by the two countries,
there are many that require the participation of Japan and
the ROK; even in other cases, there are numerous issues

that will inevitably impact upon these countries economic
cooperation with Russia or their relationship with the
DPRK. The project aiming to link the Trans-Siberian
Railway (TSR) with the Trans-Korean Railway (TKR),
which has recently emerged as the most significant
outstanding issue relating to economic cooperation between
Russia and the DPRK, cannot go ahead without the direct
participation of the ROK. Accordingly, the analysis of the
results of economic cooperation agreed at the summits
between the DPRK and Russia and the formulation of a
strategy for participation in this project is of particular
importance when seen from the perspective of economic
cooperation in Northeast Asia as a whole. Furthermore,
efforts aimed at the joint use of Russias abundant energy
resources by both Koreas could well play a positive role in
the joint economic development of the two countries.

If, in the future, the ROK’s capital and exceptional
technical capabilities, the DPRK’s high-quality workforce
and geographical advantages and Russia’'s abundant
resources were blended together in an appropriate fashion,
economic cooperation in Northeast Asia could lead to the
development of an institutional cooperative framework that
would become a major engine for growth.

Through the expansion of active economic relations
with both Koreas, the Russian government is beginning to
make moves aimed at revitalizing development in the Far
Eastern region. Russia is trying to obtain the capital and
technology required to develop the Far Eastern region by
attracting businesses from Japan and the ROK, while
bringing in the necessary labor from the DPRK. Moreover,
in order to promote closer physical links to the Korean
Peninsula, Russia has begun work on a plan for linking the
TSR and the TKR. In fact, while Russia, Japan and the
Korean Peninsula are in close geographical proximity and
have complementary industrial structures, economic
relations between them are till at arelatively low level in
comparison with other countries and regions.

Russia’'s strategic economic goals with regard to the
DPRK include: i) to obtain a continuous supply of labor
from the DPRK to do such work in the Russian Far East as
tree felling; ii) to ensure that the DPRK becomes a major
importer of Russian manufactured goods, such as weapons,
iii) to participate in the modernization of businesses
established in the DPRK during the Soviet era, using
financia support for economic cooperation provided to the
DPRK by the ROK; iv) to increase transport demand on the
TSR by linking it with the TKR; and v) to implement large-
scale projects between the ROK and Russia, such as the



construction of the natural gas pipeline from Y akutia to the
ROK by means of DPRK-Russian cooperation.

The relationship between Russia and the two Koreas
will sustain the current situation in the future and it seems
that there is no possibility of returning to the peculiar
militaristic and ideological relationship of the past.

With the possibilities for multilateral economic
cooperation in Northeast Asia on the increase, along with
changes in the DPRK, the states of this region are seeking a
new formula for regional cooperation. Although the aims,
methods and procedures involved in multilateral economic
cooperation in Northeast Asia have yet to be delineated, it
is obvious that each country is trying to move away from
cooperation between states towards a method of regional
cooperation. The first stage in regional cooperation in
Northeast Asia and the vehicle that will open up the
possibilities for regional cooperation is the vision for
linking the railways of Russia, China and the Korean

ERINA REPORT Vol. 58 2004 JULY

Peninsula. In addition, plans for forming the East Sea
(Japan Sea) Rim Economic Subregion and the Yellow Sea
Rim Economic Subregion, which rely upon the
participation of China, Japan, Russia and the two Koreas,
are currently being proposed, without fanfare. In order to
enable the DPRK to participate in regional cooperation, the
ROK, Chinaand Japan must support and cooperate in—both
directly and indirectly—changes in the DPRK. Furthermore,
as the region within which Japan, China and the two
Koreas can cooperate could be expanded to center on the
Yellow Sea, it is necessary to promote specific
collaborative projects, such as the linkage of the Gyungui
line and the construction of the Sinuiju—Dandong
comprehensive economic zone, which will follow this.
Increasing the scope of regional economic cooperation
through such projects should enable us to create a solid
footing for economic cooperation in Northeast Asia.
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Amendments to Economy Related Laws in the DPRK (1)
(Summary)

Mitsuhiro Mimura
Researcher, Research Division, ERINA

The author has previously published translations and Democratic People's Republic of Korea (hereafter DPRK),
analyses of the foreign investment related laws of the which were revised between 1999 and 2000". Drastic
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economic measures aimed at improving the DPRK’s
economic management came into effect in July 2002.
Under these measures, the prices of al commodities were
revised and living allowances were raised. The view from
Japan seems to be that these measures are the beginning of
economic reforms in the DPRK. However, since the end of
the 1990s, restructuring in the manufacturing sector,
changes in methods of production and distribution in the
agricultural sector, and changes in ways of managing
enterprises have already taken place.

These changes have been reflected in alterations to the
laws of the DPRK. One such change is the adoption of a
comparatively aggressive posture with regard to legidation.
The primary motivation for this change was the
enforcement of important national policies. Thirteen laws
were enacted between 1999 and 2003, not including foreign
investment related laws. The development of laws can also
be seen in amendments to laws and regulations that have
already been enacted. According to a series of foreign
investment related laws published in 2003 by the
Committee for the Promotion of External Economic
Cooperation of the DPRK, eleven foreign investment
related laws and regulations have been amended since the
same series of laws was issued in 2001. The characteristics
of these revisions are as follows: (1) legislation has been
passed in such important fields as the domestic economy,
as well as in relation to foreign investment; (2) signs of
attempts to conform with international standards can be
seen; (3) some of the detailed regulations concerning
foreign investment related laws have disappeared from the
series of laws as a consequence of amendments in the late
1990s.

This article will deal with the Law of the DPRK on
Foreign Exchange Control, the Regulation for the
Implementation of the Law of the DPRK on Foreign
Exchange Control and the Customs Law of the DPRK.
These laws and regulations fall into the first category of the
characteristics of the recent revisions outlined above.

1. The Law of the DPRK on Foreign Exchange
Control and the Regulation for the
Implementation of the Law of the DPRK on
Foreign Exchange Control

The Law of the DPRK on Foreign Exchange Control
was passed on January 31, 1993 and was revised on

February 26, 1999. The latest revision was on February 21,

2002, about three years after the previous amendments.

Because the amendments in 1999 only changed certain

phrases with regard to organizational changes, due to the

amendments to the constitution in 1998 and the change in
the appellation of the Rajin-Sonbong Free Economic and

Trade Zone to Rason Economic and Trade Zone, the

revisions in 2002 were the first substantial aterations since

1993.

The revision in 2002 includes new provisions that: (1)
allow more than one exchange rate; (2) protect the liquidity
of foreign currency deposits; and (3) allow some state-

owned enterprises (SOESs) to utilize foreign currency as
they wish provided that they fulfill their obligations
regarding payments to the government. The amendments
demonstrate the DPRK’s will to improve upon the status
quo and in this sense are highly praiseworthy. However, the
DPRK’s immediate neighbors—China, the ROK, Russia
and Japan—have more favorable investment climates than
the DPRK. From this perspective, a step-by-step
amelioration of the DPRK’s system is not particularly
effective. The improvements achieved by the DPRK have
also been achieved by neighboring economiesin transition.

2. The Customs L aw of the DPRK

The Customs Law of the DPRK was enacted in 1983
and revised in 1987, 1990, 1993, 1999 and 2001, with the
latest revision being made on July 26, 2001. This law has
five chapters and fifty-one articles. Chapters 1-5 stipulate
the general provisions, customs formalities, customs
inspections, customs duties, and sanctions and petitions
respectively.

Revised just a year and a half after the previous
amendment, this law has clear-cut rules on customs
inspections of items of international mail and the personal
effects of individual citizens. The language used in the
legislation has become clearer and more substantial. From
the perspective of legidative techniques, the language used
in this law is more suited to an administrative law. The
change is related to the expansion of international trade,
especially that with China. One of the main problems |eft
unchanged is the fact that the DPRK has not yet disclosed
its customs tariff table, even though thisis one of the basic
requirements for promoting foreign investment.
Accordingly, the government of the DPRK should take
swift action to remedy this.

The laws and regulations explained in this article
apply to the use of foreign currency by and involvement in
international trade on the part of state-owned enterprises as
well as foreign-invested enterprises. Social changes have
gradually affected trends in legislation, with changes to
laws becoming apparent a few years after these social
phenomena occur. If economic reform in the DPRK
continues at this pace, major changes will be made, mainly
to laws concerning the economy. Considering the scale of
the DPRK'’s economic reforms, the transformation of these
laws could require some revisions to be made to economy-
related clauses of the constitution.

! See Mitsuhiro Mimura, Recent Amendments to Foreign Investment Related Laws in the DPRK (1)—(7), ERINA REPORT

Vols. 48-54.
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The Northeast Asian Natural Gas and

Pipeline Conference in Shanghai
Vladimir |. lvanov*
Director, Research Division, ERINA

The 8" International Conference on Northeast Asian
Natural Gas and Pipeline: Multilateral Cooperation took
place on March 8-10, 2004, in Shanghai, China. This
meeting was very well organized and was particularly
significant in its substance. In addition to the
comprehensive compendium of papers prepared for this
conference, a group of 40 experts from five Northeast
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Asian economies, led by a distinguished nine-member
editorial committee prepared a report entitled “ Analysis of
the Natural Gas Market, Resource Base, and Pipeline
Projects in Northeast Asia: A Strategy for Natural Gas
Trunk Line Development.” Both these volumes, including
the report and the compilation of conference papers provide
important perspectives on the feasibility of gas pipeline
projects in the region, as well as national and corporate
policies in gas production and transportation.

The authors of the report provided new data and very
useful estimates concerning natural gas use in Northeast
Asia. For example, the analytical report looks at production
volumes of natural gas in Eastern Siberia and the Far
Eastern region and estimates gas demand and prices by
2020, in addition to offering detailed recommendations for
natural gas strategies for each country in the area. Indeed,
the report represents the most comprehensive and complete
multilateral study of the expansion of the gas market and
the development of gas delivery infrastructure in Northeast
Asia. However, as always, “the devil isin the details’: with
greater availability of information and estimates, we have to
deal with a more complex array of interests and options
available in pursuing these interests.

First of all, it should be noted that potential importers
of natural gas from Russia tend to see the future gas market
situation in Northeast Asia as being characterized by ample
production and export volumes and lower gas prices. Even
the conservative estimates for natural gas production in
Eastern Russia (Eastern Siberia and the Far Eastern region)
provided by the report appear overly optimistic compared
with the projections made in the recently published
Russia’s Energy Strategy 2020. For example, the authors of
the report estimate that combined natural gas production in
Eastern Russia will reach at least 180 billion cubic meters
(Bcm) a year by 2020, while the Russian government
foresees only about 100 Bcm in output as the optimistic
scenario for that year.

Secondly, the authors of the report have suggested that
domestic demand for natural gas in both regions of Eastern
Russia would be about 34 Bcm by 2020, while the Energy
Strategy 2020 estimates domestic gas consumption in the
area at approximately 50 Bcm ayear. The fact of the matter
is that the lower production volumes in Eastern Russia and
higher estimates for domestic consumption would reduce
the volumes available for exports via pipelines. By 2020,
for example, China plans to import 80—100 Bcm of natural
gas, but Russia is projecting its gas exports to China to be
“only” 25 Bcm.

In such a situation, there would be a greater chance of
providing additional LNG supplies to Northeast Asia (the
coastal regions of China and the Shanghai area in
particular). In return, with less pipeline gas available from
Russia, more expensive LNG would in all probability mean
higher gas pricesin Chinaand in the region.

Thirdly, smaller volumes of gas produced in and
exported from Russia' s eastern provinces to Northeast Asia
combined with greater domestic usage of gas will certainly

Y At this conference, the author presented a paper entitled “ Russia and Cooperative Energy Security for Northeast Asia’; this
can be found in the compilation of papers presented at the 8" International Conference on Northeast Asian Natural Gas and
Pipeline: Multilateral Cooperation, March 8—10, 2004, pp. 24—-37.
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influence the design of the delivery infrastructure. In fact,
some Russian experts at the Shanghai meeting noted that
the formation of a unified Northeast Asian pipeline gas
network depends on the development of the gas market and
trans-border interconnections, observing that these two
processes may take avery long time.

In their opinion, the first phase in this long course of
action will be the development of gas delivery
infrastructure in Eastern Russia and its inter-connection
with the existing gas pipeline network between Western
Siberia and western areas of Russia and its neighbors to the
west.” This simply means that a west-east trunk gas pipeline
system should be built across the populated southern areas
of Eastern Siberia and the Far Eastern region to ensure
greater domestic gas penetration and industrial
advancement.

According to the plans recently outlined by
Gazprom—the monopoly in charge of coordinating all
domestic and export-oriented gas pipeline projects—specific
gas fields in Eastern Russia must be developed to supply
designated export markets in order to avoid competition
among the projects. It is therefore proposed that Kovykta be
developed primarily to fulfill domestic needs, as the cost of
production promises to be |ess expensive.

Once again, according to Gazprom, the development
of the remote Chayanda gas field in Yakutia would be
feasible only if domestic markets were added to those of
larger neighboring economies. In the event that the Kovykta
project were promoted first and its output exported, the
prospects for developing the Chayanda field would be very
bleak. Whether we like this approach or not, it is very likely
that most viable gas projects in Eastern Russia will
predominantly serve domestic needs, with more expensive
natural gas from remote and hard-to-develop areas being
directed for exportsto China and the Koreas.

Ironically, this long-term concept for natural gas
projects in Eastern Russia mirrors the one adopted by
China. China's natural gas strategy prioritizes domestic
production and the long-distance transportation of more
expensive gas from West to East, compared with more
efficient, but only potential cross-border gas supplies from
Eastern Russia

The concept of an integrated, Trans-Russia gas
pipeline system was aso discussed during the conference
by other Russian participants, who suggested that such a
system should link the gas-producing centers of Evenkiya,
Irkutskaya Oblast and Southwest Y akutia, delivering gas to
markets located east of the Enisei River and for exports.’®

In fact, many hydrocarbon fields in Eastern Siberia
contain gas, gas condensate and oil, which must be
recovered during and even prior to the full-scale production
of natural gas. In this respect, the proposed Trans-Eastern

Russia oil pipeline project that recently became known as
the Taishet-Nakhodka trunk oil pipeline is very important
for future natural gas pipeline projects. In order to reduce
construction costs, the gas trunk pipeline could be routed
through the same corridor as an oil pipeline, or about
150km to the north of Lake Baikal. This would make the
Kovykta project’s orientation towards the domestic market
even more likely and practical.

The conference on natural gas and gas pipelines in
Northeast Asia revealed many new priorities as well as
opportunities for gas infrastructure development and cross-
border cooperation. However, several important—though
not necessarily encouraging—conclusions can be drawn
from the discussions, as well as the materials distributed.

The first is that in some presentations and papers,
including those of some Russian experts, “traditional
national” energy interests (and traditional external links)
and overtones of “energy independence” were still visible.
Moreover, in some cases, there were clear divisions
between the official view (domestic infrastructure
development first) and those originating from the corporate
sector (export-oriented mega-projects first).*

Secondly, the conference exposed a significant
mismatch in the estimates of gas production in Eastern
Russia, as well as its domestic gas demand and export
potential. It was not clear, for example, how and from
which sources China could import very large volumes of
gas by 2020.

Furthermore, with only one exception®, the prospects
for building a natural gas pipeline from Sakhalin to Japan
were not discussed, meaning that LNG may remain the
dominant delivery option in the future for Japan and Korea,
while competing with pipeline gas in the coastal areas of
China.

Thirdly, there were only sporadic references to gas
serving as a feedstock, including GTL technology that
could provide a viable substitute to traditional motor fuels
on asimilar scale to that provided by LNG as an alternative
to oil in power generation just 30—35 years ago.

At the same time, optimistic, forward-looking views
were also expressed, including a statement that “the
development of China's natural gas industry will also
accelerate the process of setting up a sub-regional
mechanism for cooperation in natural gas industry in
Northeast Asia, ... the objective of which is to form a
regional network of stable natural gas supplies and reduce
or eliminate the region’s excessive dependence on externa
energy supplies.”® | personally share this attitude and so, |
hope, do the majority of conference participants.

In conclusion, the very fact that this gathering in
Shanghai was the 8" international conference on the same
subject testifies to the fact that not only could natural gas

2

See Alexey M. Mastepanov, Victor P. Timoshilov, “Perspectives on the Development of the Eurasian Gas Pipeline System

and the Energy Resources of Northeast Asia: Gazprom's Point of View”, The 8" International Conference on Northeast Asian
Natural Gas and Pipéline: Multilateral Cooperation, March 8—10, 2004, pp. 95-96, 99.
® See A. F. Safronov, “The Raw Materials Base for Natural Gas, Prospects for its Growth and the Export Strategy of the

Republic of Sakha (Y akutia)”, op. cit., p. 115.

* SeeValeriy A. Pak, “ A Feasibility Study of the Kovykta Project: The Supplier’s Viewpoint,” op. cit., pp. 124-127.
° Kasuhiko Ohashi, “Can a Natural Gas Pipeline Network Be Realized in Japan and Northeast Asia?’, op. cit., pp. 149—176.

6

XiaYiashan, “The Development of China's Natural Gas Industry and its Impact on Northeast Asia,” op. cit., p. 88.



represent one of the clean energy options for the future, but
also that the economies and people of the Northeast Asian
subregion can look forward to their common future with
hope and confidence.
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