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Kaesong Industrial Complex

The Second Free Economic and
Trade Area in North Korea

CHANG WOON NAM

1 Introduction

Free economic and trade areas (FETA) have gained popularity as an
economic growth pole in many developing and transition countries (Farole,
2011; Jayanthakumaran, 2003). The most successful application of the
FETA as the window and bridge for stimulating economic growth and
structural transformation is the creation of special economic zones in China
(Yeung, Lee and Kee, 2009; Liu et al., 2007; Cheng and Kwan, 2000). It
looks as if this development concept will continue to diffuse in the less
developed and transformation countries (Makabenta, 2002). North Korea is
not an exception: the persistent serious economic difficulties and poverty in
this country have been increasingly forcing the ruling regime to adopt the
Chinese-style open-door policy. With the so-called Free Economic Trade
Zone Law in 1984', North Korea attempted to create special economic
zones which provide generous tax incentives and other privileges to foreign

For example, this law includes, among other things: (a) a guarantee of freedom of invest-
ment and the right to carry out profit-making business activities within the FETA; (b) the
requirement that economic activity be export-oriented; (c) the permission to possess 100%
of the capital invested and the elimination of any possibility of nationalisation of foreign
property; (d) the right to choose freely the form of investment, be it individual firms, joint
venture or joint management; (e¢) the permission to bring raw materials, semi-finished
goods and parts for assembly into the FETA duty-free, if the final goods are exported; (f)
the permission of the tax-free overseas repatriation of profits and other legitimate revenues
as well as of assets invested and the proceeds from their sale. In addition, while foreign
enterprises are required to pay income tax, the rate is set at 14% within the FETA, and
10% for certain preferred high-technology activities, compared to 25% and 20%
respectively in other parts of North Korea. Furthermore, such enterprises (apart from those
in the service sector) will be exempted from corporation income tax for three years after
the first profit-making year, provided they operate for a period of at least ten years (see
also Nam and Yoo, 1999).
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manufacturing firms (Lim and Lim, 2006; Kim, 2005; Lee, 2004). However,
North Korean experience with its first Najin-Sonbong FETA established in
1991 has been rather disappointing (Lim 2005; Park, 2004a; Lee, 2002;
Peng, 2002).

In November 2002 North Korea’s Supreme People’s Assembly Com-
mittee declared Kaesong as a zone which guarantees preferential economic
activities and enacted the Law of Kaesong Industrial District which was
amended and supplemented by decree No. 3715 of the Standing Committee
of the North Korean Supreme People’s Assembly on 24 April 2003 (Yoon,
2007). In fact, this Kaesong Industrial Complex (KIC) project — the
establishment of the second FETA in North Korea — was initiated at the
North/South summit meeting in 2000 and this project is widely acknow-
ledged as the embodiment of South Korea’s ‘sunshine policy’ towards the
North (Snyder, 2005; Levin and Han, 2002; Nam, 2001).> More precisely
the KIC is an administrative zone in North Korea with special economic
legal status, in which relatively strong economic autonomy is provided and
special business consideration is given to investments of South Korean firms
(Kim, 2005; Nam, 2001). This symbolically important FETA is located 10
km north of the Korean demilitarised zone with direct road and rail access to
South Korea, and only 60 km from Seoul. In the context of the sunshine
policy South Korea has long been pursuing an expansion of inter-Korean
economic cooperation and the creation of an economic community to serve
the interests of both North and South Korea. The establishment of such an
inter-Korean economic community has generally been acknowledged as an
appropriate measure to enable the North Korean economy to become self-
sustaining while also benefiting the South Korean economy (see also Kim,
2005; Koo and Nam, 2001).

The KIC was designed to attract South Korean light industries and to
develop the area as an export-oriented base in the global context. In this
context the FETA promotes bilateral joint cooperation between both Koreas,
combining the South’s capital and technology with the North’s abundant
land and relatively cheap labour. In particular, South Korean small- and
medium-sized enterprises (SMEs) have been strongly encouraged to invest
in the KIC (instead of establishing subsidiaries in China or other low-wage
countries), since their involvement in the KIC would significantly reduce

2 In order to ease the political tension on the Korean peninsula, South Korea’s sunshine

policy, which was initiated by the Kim Dae-jung administration in 1998, adopts the
following major principles: (a) no absorption of North Korea in the process of unification,
(b) intolerance of any armed provocation destructive to peace, (c) the principle of reci-
procity for promoting mutual benefits, and (d) separation of the economy from politics
(Chae, 2002; Levin and Han, 2002).
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production costs and consequently increase efficiency and international
competitiveness in the long run.

In spite of a promising start in 2003 which was strongly triggered by
the massive infrastructure investment and financial incentives (e.g. low-
interest public loans and political risk insurance for SMEs) provided by the
South Korean government, the performance of the KIC project has been
rather disappointing. For example, the annual production reached solely ca.
6% resp. 4% of the plan values in 2007 and 2009, due to the relatively small
number of SMEs located in the KIC and the employees recruited by them.
In addition, those firms have gradually become not only more labour-inten-
sive but also less productive. Moreover, a continued expansion of less com-
petitive textile, clothing and footwear production by SMEs in the KIC and
their strong orientation to the South Korean market seriously violate the
major objective of this FETA project aimed at enhancing their international
competitiveness.

Furthermore, South Korea’s sunshine policy was declared by Seoul in
2010 as ‘dead and buried’ (Nanto and Manyin, 2011). According to the
2010 white paper of the South Korean Ministry of Unification, despite the
massive financial aid amounting to 4.5 billion US dollars and the intensive
inter-Korean cooperation efforts paid for by the South during the last
decade, neither the North’s economy nor its people’s lives appear to have
improved. Furthermore, Pyongyang has recently started serious military pro-
vocations in the West Sea (most notably the sinking of the South Korean
naval corvette, Cheonan, and the attack on Yeonpyong Island in 2010), and
also conducted a number of nuclear tests.

One victim of the renewed inter-Korean political hostilities could well
have been the KIC. If it becomes a scapegoat in the friction between Seoul
and Pyongyang, its closure would mean the loss of ca. 6 billion US dollars
in sales and investments for the South, and an increased nuclear threat. On
the other hand, North Korea has recently earned around 20 million US
dollars annually from the KIC, since its government takes a certain share
from the salaries paid to North Korean workers. More important, its closure
would badly affect approx. 47,000 North Korean workers presently involved
in the inter-Korean joint ventures. Fortunately, the KIC was not shut down
in 2010, despite the two aforementioned violent military incidents between
the two Koreas and the subsequent declaration of the demise of South
Korea’s sunshine policy. Nevertheless, the KIC’s mid- to long-term future
has become rather uncertain.

It is obvious that the KIC project failed to realise its initial plan. Apart
from the systematic investigation of the major motives, plans and incentives
provided for investors in Kaesong as well as the actual performance of the
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KIC in recent years, this study attempts to examine the major reasons for the
weak involvement of South Korean SMEs and highlights the necessity of a
mid-course amendment of the original plan, objectives and the relevant de-
velopment strategies. This study is structured as follows: after this intro-
duction, the second section provides some theoretical explanations and
international experiences related to the contribution of the FETA to the
economic transition. Section 3 systematically investigates the major motiv-
ations and development schedules of the KIC as well as the incentives
provided for South Korean SMEs located in this enclave. Section 4 critically
elaborates the discrepancies between the KIC master plan and what has in
fact been delivered, and examines the main factors responsible for the failure.
The final section concludes by summarizing the research findings.

2 Economic Transformation through Free Economic and
Trade Areas: Theoretical Background and International
Experiences

A strong integration into the international economic and business system
enables a rapid introduction of market mechanisms and the modernisation of
economic structure in transformation countries. International economic co-
operation has traditionally been taking place in terms of trade and foreign
direct investment, closely accompanied by the flow of technology and
management know-how as well as access to international markets (see also
Yeung, Lee and Kee, 2009). Apart from the (traditional) idea of creating
competitive islands in an economy which is not yet ready to submit itself
fully to international competition, the FETAs have played a transmitter role,
bringing the advantages of a market economy to the domestic economy so
that the whole country can become more prosperous (Aggarwal, 2006;
Schweinberger, 2003). Many developing (and also some developed)
countries have also established FETAs in order to attract foreign capital
through the provision of generous tax incentives, to promote export activities,
to create employment opportunities and to stimulate regional development.
For example, Li, Whitwell and Yao (2005) and Schweinberger (2003) find a
positive relationship between the presence of tax incentives and other
promotion measures (e.g. easing of foreign currency regulations, decentralis-
ation of development policy-making), on the one hand, and the growth of
economic activity (also of government tax revenue) in the FETAs, on the
other. A further theoretical justification for the establishment of FETA is the
realisation of economies of scale in land development and in the provision
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of public services and utilities, as well as the agglomeration advantages that
result from having similar industries grouped together (Zeng, 2010).

The concept of FETA has been widely diversified in recent years (see
also Farole, 2011). For example, in China the special economic zones ex-
panded along the large coastal areas rather than remaining as small
industrial enclaves (Yeung, Lee and Kee, 2009; Cheng and Kwan, 2000),
while in Hungary the investment and other incentives originally provided in
a FETA were transferred to other firms located elsewhere in the country.
Secondly, the establishment of domestic firms in the FETA has traditionally
been popular in India (Aggarwal, 2006), whereas some export-processing
zones including the Manaus Free Zone in Brazil additionally acquired
import-processing functions, due particularly to the combined pressure of
local consumers demanding the high-quality goods produced in the zone,
and foreign investors attracted by the potentially high profitability of sales in
the local market (see also Makabenta, 2002). Finally, the classical manu-
facturing-oriented FETA is gradually evolving into an IT-based service-
oriented zone which is also well equipped with touristic facilities as well as
modern financial and business services (Farole, 2011).

Many FETAs have also failed. Such failures have often been due to
mistakes made at the planning and design stage, including, for example, (a)
the choice of an isolated area with poor transport infrastructure making
interregional and/or international accessibility of the region difficult, (b)
lack of some other basic infrastructure such as telecommunication, electricity
supply, waste disposal, as well as a skilled local workforce required for new
production activities (see also Park, 2004a). In addition, for the successful
development of a FETA the ability and flexibility of those responsible
appears to be necessary to carry out the mid-course corrections rapidly
based on the effective monitoring and problem-solving mechanism, when
e.g. economic and other specific circumstances change (Farole, 2011; Ag-
garwal, 2006).

3 The Original Kaesong Industrial Complex Development
Schedule and Incentives Provided for South Korean SMEs

The KIC project was formally finalized by South Korea’s Hyundai Asan
Corporation (i.e. a private enterprise which is a division of the conglomerate
Hyundai) and the North Korean regime in 2000. Thereafter, several inter-
Korean consultations were held at both the private and governmental levels,
finally leading to a breakthrough in June 2003. Development and manage-
ment of the KIC has been carried out by Hyundai Asan in cooperation with
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the Korea Land Corporation — a South Korean state-owned company specia-
lised in real estate development: Hyundai Asan paid North Korea 12 million
US dollars for a 50-year lease (from 2004) on the entire Kaesong site
(Nanto and Manyin, 2011). The Korea Land Corporation obtained the right
to “rais[e] funds to secure 1 million Pyeong [1 Pyeong = 3.3 m”] construc-
tion sites, design[], supervis[e] and sell[] in lots” (Yoon, 2007, p. 939).

As mentioned above, the KIC primarily aims to attract South Korean
SMEs which would like to take advantage of lower labour costs in particular
and other production costs (like land costs) that the KIC provides. In this
context the KIC should ideally be a more preferable location for South
Korean investments than its competitors like China and other low-cost
countries. Table 1 compares some relevant business conditions which were
taken into consideration when designing the KIC concept in 2002: the
monthly salary of North Korean workers in the same year was 58 US dol-
lars® which is considerably lower than in China (100-200 US dollars) and in
Vietnam (60 US dollars), and any increase was to be limited to 5% annually.
The weekly working hours in North Korea are also more attractive from a
business viewpoint, since they amount to 48 hours and are thus higher than
the 44 hours common in China and South Korea.

TABLE 1: Selected FDI determinants — KIC, China and South Korea (2002)

KIC China South

Korea

Monthly wage (US$) 58 100-200 423+
Legal working hours per week 48 44 44

Corporate income tax 10-14%* 15 23-28

Notes: * Minimum wage by law; ** See also footnote 1 in this article.
Sources: Park (2004b); Yoon (2007).

In the KIC 10% corporate income tax is imposed on the profit of light
industries as well as firms in science and high-tech fields while companies in
other fields pay 14% (see also Table 1), compared to 15% in Chinese
special economic zones. Moreover, companies that continue to be in the so-
called ‘industrial zone’ for more than 15 years will be fully exempted from

3 As a low-labour-cost location for South Korean SMEs the KIC is gradually losing its

attractiveness. At present the average monthly salary of North Korean workers amounts to
75 US dollars.
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corporate income tax for the first five years after generating profits,* fol-
lowed by a 50% income tax reduction in the ensuing 3 years. Service com-
panies that continue to be in the ‘supporting zone’ (see Table 2) for more
than 10 years will also be fully exempted from corporate income tax for 2
years as from the profit generation year, combined with a 50% reduction of
income tax the following year (see also Yoon, 2007).

TABLE 2: Hyundai Asan’s original master plan for the KIC project
(2002-2012)

Lone areas (acres) _ Numbser of Number of Annual
Indlusarial Supporting  companics employess production
Aone F0ME (Blhon
LISS)

Increases im the first phase
mncluding pilod (2002407} B0 il J0H 1D, D) 3
Increases im the second phase
( 200-05) 1.200 W) 500 150,040 4
Increases an the third phase
(2008-12) 2800 16000 700 200,000 5
Increases taking place i the
EXPANSION FONC 100 4, IMH) 500 150,000 4
Total G400 5,400 2,000 GO, M) 16

Source: Hyundai Asan Corporation.

Hyundai Asan’s original KIC development plan consists of three stages
which last from 2002 to 2012 (see Table 2). According to this ambitious 10-
year master plan, the KIC industrial zone would cover 800 acres at the end
of the first phase in 2007, with ca. 300 South Korean manufacturing SMEs
operating in this zone. In the second stage the same master plan also in-
cludes the development of 2,400 acres for a supporting zone for residential
and service facilities (including hotels, restaurants, offices and conference
rooms), and recreation purposes (golf course, park, etc.). In the third phase
until 2012, this zone would be further expanded to 4,800 acres in which
1,500 industrial SMEs from South Korea would be located, employing
350,000 North Korean workers. Besides, an ‘expansion zone’ of 1,600 acres
for industrial use and an additional 4,000 acres for supporting purposes
would also be available after the completion of the third stage. Altogether
the Hyundai Asan’s master plan foresees a complex of 12,800 acres of both
industrial and supporting zones which encompass 2,000 firms employing

*In China such a corporate tax exemption is allowed only for two years from the profit

generation year although the subsequent income tax reduction can take place for 3 con-
secutive years (see also Yoon, 2007).
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some 600,000 workers. Moreover, annual production of 16 billion US dol-
lars is expected in the KIC after the successful realisation of this plan.

Based on such an optimistic development schedule, Park (2004b) pro-
jects the mid- to long-term direct economic costs and benefits for both
Koreas that would ensue after the establishment of a FETA in Kaesong. Ac-
cording to this study, economic advantages of the KIC for both Koreas
would be fully realised nine years after its establishment. Taking this time
phase, the improvement in annual production yielded by the KIC would
reach 84 billion US dollars for South Korea, while North Korea would
benefit by 0.6 billion US dollars in terms of annual salary and corporate
income tax revenue. Nine years after its completion the KIC would create
approximately 104,000 new jobs in the South and 725,000 in the North
(Table 3).

TABLE 3: Projected economic effects of establishing KIC for two Koreas

Years after the KIC establishment | 4 years | T years 8 years 9 years ! 17 years
For South Korea

Total cost of industrial park

construction {hundred million LISS) 18.7

Total annual production value

(hundred million U'S5) W 217 217 R0 19

Annual value added

(hundred million US5) X7 il [ 244 224

Joh creation [ERLLI] 0000 | 30,000 | 104,00 | 104,000
For Morh Korea

Indusirial park remal revenue

(hundred million US5) 1.4

Salary revenue I

(hundred million US5) LR 1.3 1.3 50 5.0

Corporate MCOme @y revenue

(hundred million U55) 0.0 0.0 LLE1] 1o 178

Job creation EEN L] | 194, (000 | 193,000 | T25 ey | T2E 000

Source: Projections made by Park (2004b).

4 Differences between the Master Plan and Performance
of the KIC, and the Reasons for its Failure

The first phase of the KIC project started in June 2003 — one year later than
originally planned — and was completed in December 2007, in line with the
Hyundai Asan’s master plan. After the ratification of four tax and
accountancy agreements between the two Koreas in August 2003, a 330-
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hectare pilot district’ was created to examine the business conditions pro-
vided by the KIC: manufacturing started in the pilot area in December 2004
and the first factory slots on 16.9 hectares were allocated to 23 South
Korean SMEs in August 2005, whereas, in the second round of factory
allocations in April 2007, the ratio of company applications to available
units was 2.3:1.°

Such a promising start was only possible thanks to the incentives ad-
ditionally provided by the South Korean government for the SMEs operat-
ing there. In the first development stage the low-interest public loans were
provided by the South-North Cooperation Fund’ which also strongly pro-
moted the SMEs’ engagement in Kaesong: these loans amounted to approxi-
mately 40 million US dollars at the end of 2005. This is one of the reasons
why further success of the KIC project appears to be largely shaped by the
willingness and ability of the South Korean government to finance this fund.
Furthermore, political risk insurance guaranteed by the South Korean
government compensates as much as 90% of the financial losses of a SME’s
investment in the KIC up to 5 billion South Korean won (= almost 4.9
million US dollars) — see also Nanto and Manyin (2011).

In the first KIC development phase some basic infrastructure invest-
ments totalling some 374 million US dollars have been realised, ca. 223
million US dollars of which were covered by the South Korean government.
Thus, for example, (a) a telecommunication network was installed with
303 lines in December 2005 and has been expanded to 1,300 lines for
telephones and facsimile machines by the end of November 2009; (b) an
electrical substation was constructed in May 2007 so that the KIC could
receive 100,000 kW of electricity from South Korea; and (c¢) the provision

The pilot phase construction was completed in June 2004.
See http://eng.unikorea.go.kr/eng/default.jsp?pgname=AFFexchanges gaeseong.

“The Fund had been created by the [South Korean] National Assembly in August 1990 as
a vehicle for funding government-level humanitarian assistance to North Korea. The
government allocated 25 billion won [ca. 24 million US dollars] to the Fund in 1991, and
increased its resources by an additional 510 billion won [ca. 480 million US dollars] from
the period 1992-97. Thus far during the Kim Dae-jung administration, an additional one
trillion won [ca. 940 million US dollars] in government resources have been made
available to the Fund. The government also expanded the Fund’s mandate to encompass
financial support for public and private sector projects in North Korea. The Inter-Korean
Exchange and Cooperation Promotion Committee, which oversees the activities of the
Fund, has approved its use for small and medium firms’ business projects in the North and
for a major tourism project at Mt. Kumgang. The government decided to reduce the
interest rate for loans from the Fund to firms engaged in inter-Korean cooperation projects
from 6 percent to 4 percent beginning in 2002” (Winder, 2003, p. 221).
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of water supply, sewage and waste treatment facilities was completed in
October 2007.°

The success of a FETA has usually been measured by the amount of
investment undertaken after the designation, the increase in the number of
firms located in the zone and the change in zone employment, as well as in
terms of total production and exports (Li, Whitwell and Yao, 2005). Table 4
demonstrates the performance of the KIC project between 2005 and 2010.

TABLE 4: Actual development of the KIC between 2005 and 2010

2005 2004 2007 2005 2000 2000
Number of South Korean
manufacturing SMEs 11 15% 65 a3 118 121
Taoital number of workers 6300 11, T 23 B0 40,500 42560 475000
» Mumber of Morth Korean
workers 6, (W) 11,0} 23,0y 30,00y 42,00y 47,00y
= Mumber of South Korean
workers 300 T} RiM 1,504 L] 506}
Total anmueal production
value (million LI55) 15 T 185 250 256 323
= Textile & clothing 68 27.8 B5.5 132.2 1521 1702 (T1y**
» Chemical products 1.8 0.9 18.3 21.8 26.2 320 (9
= Metal & machinery 53 0.9 419 493 373 AR5 (23)"*
s Electric & electromcs 1.1 142 390 472 iTh Q.1 (13)*
s (nhers = = s 1.0 34 42 (5=~
Taoital exponts excleding
South Korea (million USS) - 0 40 kL 9 37

Notes: * These firms produce, for example, kitchenware, semiconductor component con-
tainers, apparel, footwear, wire harness, cosmetic containers, automobile parts, watches
and jewellery, fan coils, lamp assemblies for LCD monitors, transformer and com-
munication components;

** The number of firms active in different industries in 2010 is shown in bracket.

Sources: South Korean Ministry of Unification; Nanto and Manyin (2011).

Table 5 compares the plan values (shown in Table 2) together with actual
KIC performance (excluding that of the expansion zone) for some selected
indicators at the end of the first and the second master plan phases (shown in
Table 4), i.e. 2007 and 2009, respectively. Unfortunately the realisation
ratio of the plan is rather disappointing. For example, annual production
realised only ca. 6% and 4% of the plan values in both years investigated,
due in part to the small number of SMEs located in the KIC and of total

8 For more details, see http:/eng.unikorea.go.kr/eng/default.jsp?pgname=AFFexchanges_g

aeseong.
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employees recruited by them: the ratio for both indicators (number of firms
and number of employees) ranged between 22% to 24% in 2007 but further
declined to around 15% to 17% in 2009.

More seriously, the productivity indicators expressed in terms of average
annual production per firm and per employee were also lower than those set
in the master plan. Furthermore, firm productivity declined on average from
29% to 25% between 2007 and 2009, while labour productivity also sank
from 26% to 21% on average in the same period. In contrast, the labour
intensity of SMEs in Kaesong, which is measured in terms of the average
employees per firm, is significantly higher than anticipated in the master
plan: with 366 workers per firm, company size amounted on average to
approximately 110% of that estimated by the plan (= 333 employees) for
2007, average labour intensity (with 364 workers) even increasing to around
117% of the planned level (= 313 workers) in 2009.

In other words, the firms operating in the KIC have become more
labour-intensive but, at the same time, experienced a decrease in productivi-
ty in the last two plan phases. In part such an unpromising development can
be explained by the specific labour provision system in the KIC: although
enterprises in this FETA can hire and fire, an agency of the North Korean
government is responsible for providing the labour. Such a centralised
system enables the state to keep some proportion of the wages paid to local
workers but seriously hinders recruiting experienced and more skilled labour
from the rest of the country, or attracting individuals by offering more gen-
erous terms and conditions. Furthermore, due to the prevailing low labour
productivity, the transfer of advanced technology and management skills
that North Korea expects from the KIC also seems to be generally difficult.

Unfortunately, all this clearly demonstrates the growing disparity be-
tween the original KIC master plan and actual project progress. Globally,
past experiences show that the economic benefits of a FETA have often been
much smaller than originally anticipated in the plan (see also Farole, 2011).
Therefore, the KIC’s slow progress is not an exceptional case but signals the
necessity of an urgent mid-course amendment of its objectives and strategies.
In addition, the macroeconomic benefits anticipated from KIC for both
Koreas should also be thoroughly revised in accordance with the KIC’s
actual performance in recent years, which is much poorer than estimated
(see Table 3). For instance, total annual production projected for South
Korea nine years after establishing the KIC (namely 83.9 billion US dollars)
should be strongly revised considering that actual annual production reached
only approximately 5% of the Hyundai Asan master plan values in the years
2009 and 2010 (see Table 5). Such a correction would drastically downsize
the job-creation figures projected for the South.
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In this context one could a priori argue that such a mismatch between
plan and reality is due to mistakes made at the planning and design stage.
For instance, the targets set in the Hyundai Asan master plan and for the
individual development phases might have been too optimistic, although the
choice of Kaesong as the FETA’s location as well as its endowment and
accessibility were considered to be reasonable and satisfactory. On the other
hand, without such ‘positive bubbles’ created in the plan, it is doubtful
whether the North would have happily approved the development of Kaesong
as the country’s second FETA nor that the South Korean government would
have been willing to support the KIC project. However, regardless of whether
the original master plan considered to have been developed under reasonab-
ly correct economic and business assumptions or not, KIC’s poor economic
performance in recent years (despite the generous financial and tax as well
as other non-tariff incentives provided) clearly reveals that it was not very
successful in attracting South Korean SMEs.

In the following, several crucial aspects are discussed that explain the
reasons why South Korean SMEs have been hesitant to establish their pro-
duction facilities in the KIC. Firstly, the political situation seriously dama-
ges the development opportunities of this FETA, which means that, in spite
of the South’s sunshine policy, its efforts towards intensive economic co-
operation and the massive financial aid provided to the North, a long-term
peaceful coexistence has not yet been achieved in the Korean peninsula. In
particular a series of recent nuclear threats and military provocations by the
North have made it clearer to the South that a win-win-type of economic co-
operation with its counterpart can hardly be realised in the foreseeable
future. On the other hand, the totalitarian regime in the North is not willing to
abruptly introduce a market system and open its economy: to be sure it has
little interest in integrating the KIC into the rest of the economy, preferring the
FETA to remain an isolated enclave, as with Najin-Sonbong (Lim, 2005).

Secondly, experiences generally with FETAs show that foreign direct
investments particularly in the field of manufacturing processing have been
not only strongly export-oriented but also significantly affected by the size
of the potential domestic market of the host country. For example, one of the
major reasons for the failure of the Najin-Sonbong FETA is the fierce com-
petition with neighbouring counterparts, e.g. Hunchun in China and Posyet
and Vladivostok in Russia as potential locations for foreign firms. Hunchun
was preferred since the choice of this location enabled foreign firms to pene-
trate easily into the huge, rapidly growing Chinese market (Nam and Yoo,
1999). Due to the prevailing weak purchasing power, the North Korean do-
mestic market has not been very attractive to South Korean SMEs; further-
more, there is no prospect of a rapid improvement, since the country’s econo-
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my has long been stagnating at a very low level: in North Korea the real eco-
nomic growth rate was 3.7% in 2008 after two consecutive years of contrac-
tion. This positive trend was again reversed in 2009, since the national
growth rate amounted to -0.9% in that year. Consequently, it is often argued
that “contributing to the creation of prosperity and jobs in the Chinese rust
belt provinces along the Sino-North Korean border appears to constitute a
better opportunity for [South Korean SMEs]. By building factories and infra-
structure projects in [that] area [...] with the participation of South Korean
private sector firms, Seoul would be assisting the development of a regional
engine of growth that would surpass Kaesong. South Korean [companies] in
joint ventures with Chinese firms could bring about the construction of
massive industrial zones that would straddle the border” (Park, 2006).”

Thirdly, the SMEs producing consumer goods in the KIC have largely
targeted the South Korean market, while the intermediate industrial goods
(e.g. auto and computer parts) manufactured there have been largely used
for the final assembly in South Korea. This is well demonstrated by the fact
that between 2008 and 2010 around 65% to 70% of KIC’s total annual
product was directly ‘exported’ to South Korea (see Table 4)."° Yet a con-
tinued expansion of textile, clothing and footwear production (accompanied
by the decreases in labour productivity) in the KIC and its strong orientation
to the South Korean market violate not only market principles but also the
major objective of the KIC project; to enhance South Korean SMEs’ inter-
national competitiveness.

The dominance of the textile and clothing industry for South Korean
economic development in the 1980s is history (see Nam, 2006): globally
this country no longer enjoys comparative advantage as a manufacturer of
these labour-intensive goods. Table 6 clearly reveals this: in the period in-
vestigated (2000-2009) South Korea’s textile exports as well as that of
wearing apparel decreased from 12.7 to 7.4 billion US dollars and from 5.0
to 1.4 billion US dollars, respectively. In relative terms, this development
led to a reduction of textile exports from 7.4% to 2.5% of the country’s total
merchandise exports between 2000 and 2009, while the share of clothing
exports declined even further from an already low level (i.e. from 2.9% to
0.4%) in the same time period. In this context, the strong involvement of
South Korean textile and clothing manufacturers in the KICs in recent years

On the other hand, the supporters of the KIC emphasize that around 40% of South Korean
SMEs which established production facilities in China have not been successful there
(Lim, 2006; Nanto and Manyin, 2011).

In this context one should note that part of the final (as well as intermediate) goods
produced in the KIC are further exported by the mother companies located in the South,
although the scope of such re-exports is hard to measure statistically.
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(Table 4) can only be interpreted as a sort of short-term survival strategy in
view of the continued decline in their global competitiveness. In other words,
although these firms in Kaesong have benefited from the lower production
costs as well as the generous, subsidised loans and the political risk insur-
ance provided by the South Korean government, their strong concentration
on the South Korean market indicates that their involvement in the KIC has
not significantly enhanced their competitiveness in the global context at all.

More seriously, such policy interventions have disturbed the allocation
efficiency and the free competition on the South Korean textile and clothing
market, and at the same time created a culture of dependence of less
competitive SMEs (on the government subsidy) in the South. Furthermore, a
large-scale import substitution of foreign textiles and wearing apparel by
those from the KIC cannot be anticipated, since the KIC’s production
capacity is presently too small to meet the entire South Korean demand —
e.g. in 2009 South Korea’s textile and clothing imports (= around 7 billion
US dollars) represented only 2.2% of KIC’s total textile and clothing
production (= 152.1 million US dollars) as shown in Tables 4 and 6, while
the establishment of other similar FETAs in the North appears to be hardly
feasible in the future.

South Korea has traditionally pursued out an active industrial policy,
evolving from import-substitution to export-promotion and high-tech and
innovation support in the course of time. This policy has always aimed at
safeguarding the country’s comparative advantage on the global market. The
country’s major export industries'' now include electronic engineering (in-
cluding office and telecommunication equipment) as well as the automotive
industry: for instance between 2000 and 2009 South Korea’s export of office
and telecommunication equipment grew from 58.7 to 77.2 billion US dollars,
while an even stronger increase was observed in the automotive industry,
from 15.2 to 37.0 billion US dollars (see Table 6). Expressed in relative
terms, both industries (electro engineering and automotive) comprised
around 43% of total merchandise exports in 2000 but the share declined
rather significantly to 31% in 2009, despite a slight increase in the share of
automobile exports from 8.8% (2000) to 10.2% (2009). For this reason, the
KIC and its promotion appear to make sense from the South Korean
electronic and automobile firms’ point of view, since this FETA enables
them to lower production costs and improve their international competi-
tiveness.

" In recent years South Korea has been primary exporter of semiconductors, wireless

telecommunications equipment, motor vehicles, computers, steel ships and petrochemicals
(see e.g. http://www.economywatch.com/world_economy/south-korea/export-import.h tml).
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Together with China and Japan, the United States has traditionally
been South Korea’s most important trade partner for electronics, automotive
and other high-tech commodities, a fact which cannot be ignored for KIC’s
development and export activities.'” One obstacle to the KIC’s future is the
US economic embargo against North Korea, prohibiting the export of key
technologies and goods, such as computers, to this country. Equally, the
South Korean government also imposes strict controls over exports of items
like machinery for producing metal and machines, electronics, optics, laser-
related equipment, microorganism-cultivating devices, and sophisticated high-
technology equipment and materials (Nanto and Manyin, 2011).

More recently the KIC has emerged as one of the major sensitive dis-
putes in the context of the South Korea-US free trade agreement (KORUS
FTA) that entered into force in 2012, whereby products made in the KIC are
eligible for the FTA tariff preference and importation to the United States.
In spite of the South’s efforts to word the FTA agreement so that KIC
products would be considered to have originated in South Korea and thus
gain duty-free status, it is certain that the KORUS FTA would neither allow
any North Korean products into the United States nor overrule the existing
US sanctions against the North, without prior notification to and approval of
the US Office of Foreign Assets Control (see also Klingner, 2011; Kim and
Moussawi, 2007)."

5 Conclusion

The concept of the FETA as a territorial enclave in which foreign firms,
benefiting from generous tax incentives and other privileges, produce goods
mainly for export, found popularity in many transition countries. The Chinese
special economic zones have most successfully played the role of the ‘win-
dow and bridge’ for stimulating economic growth and structural transform-
ation of the entire country. The persistent economic difficulties and poverty
in North Korea have forced the ruling communist regime to adopt such an
open-door policy. As an export-oriented base the KIC — the second FETA in

South Korea’s major export markets in 2009 were China (with 23.2% of the country’s
total exports), the United States (10.1%), Japan (5.8%), Hong Kong (5.3%) and Singapore
(3.6%). In the same year the country imported mainly from China (16.8% of the country’s
total imports), Japan (15.3%), the United States (9.0%), Saudi Arabia (6.1%) and
Australia (4.6%), again in descending order (see http://www.state.gov/r/pa/ei/bgn/28
00.htm).

13 Kaesong is not included in the South Korea-EU free trade agreement (KOREU FTA)
either, which was implemented on 1 July 2011.
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the North and an outcome of Seoul’s sunshine policy towards this country —
primarily aims at promoting inter-Korean economic cooperation, combining
the South’s capital and technology with the North’s abundant land and cheap
labour, so as to bring economic benefits for both Koreas. Despite its promis-
ing start in 2003 stimulated by the massive infrastructure investment and
financial incentives (e.g. low-interest public loans and political risk insurance)
provided by the South Korean government, the actual performance of the
project has been rather disappointing, and consequently the anticipated
mutual benefits (i.e. the win-win situation) appear to be hardly realisable
from the South’s point of view.

The main economic reasons for the failure of the KIC can be charac-
terised as follows: first of all, the discrepancy between the KIC master plan
and its actual performance is simply too large: for example, annual produc-
tion of this FETA represented only ca. 6% and 4% of the master-plan values
in 2007 and 2009, respectively, which can be attributed to the extremely
weak involvement of South Korean SMEs. Secondly, SMEs participating in
Kaesong have experienced increasing labour intensity over the years, which
has, however, been accompanied by productivity decreases of firms and
workers involved in the KIC — which hinders the transfer of advanced tech-
nology and skills and also makes it difficult to improve the SMEs’ competi-
tiveness. Thirdly, the dominance of internationally less competitive textile,
clothing and footwear producers in the KIC and their strong orientation to
the South Korean market (instead of the world market) violate the project’s
major objective of creating a strong export base. And, finally, the economic
sanctions imposed by the US (as well as the EU) against North Korea have
also limited the involvement of South Korea’s major export industries (elec-
tronic engineering and automotive industry) in the KIC, since such measures
prohibit not only the export of key technologies and goods to this country
but also the import of certain North Korean products and services. All these
factors highlight the urgent necessity of mid-course amendment of the KIC
plan, objectives and the relevant development strategies.

One should also bear in mind that foreign direct investments are usual-
ly not only export-oriented but also significantly affected by the size of the
potential domestic market is of the host country (see the case of China). Yet
the North Korean domestic market is endowed with only weak purchasing
power and has thus traditionally been less attractive for South Korean SMEs.
It could thus be desirable to consider the development of similar FETAs in
the Chinese rust belt provinces along the Sino-North Korean border, which
appear to offer better economic opportunities for South Korean SMEs than
the KIC. Primarily exploiting the chances which the large Chinese market
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provides, they (in cooperation with Chinese firms) could construct massive
industrial complexes that would expand beyond the border.

The birth of the KIC was politically motivated. Yet the renewed inter-
Korean political hostility (caused by the military provocations in the West
Sea in 2010 and a number of nuclear tests conducted in recent years) and the
death of the sunshine policy (also in 2010) immediately brought the de-
velopment of the KIC to a standstill and made its mid-to long-term future
uncertain. In other words, political relations between the two Koreas play a
crucial role for the success of the KIC. Unfortunately, there are no signs of
political change in the North. As with the Najin-Sonbong FETA, the politi-
cal instability in North Korea, its international isolation and the inflexibility
of the communist regime which fears the introduction of a market system as
well as the political hostility between the two Koreas will impinge nega-
tively on the development potential and opportunities of the KIC.
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