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In this article we critically examine the nature and direction of economic reform in North Korea. While
North Korea began to experiment with reforms and a partial open-door policy in the mid-1980s, the
most substantial attempt at economic restructuring occurred in July 2002. In these latest reforms, the
government attempted to change the planned economic system through the introduction of price
reforms, market and commodity relations, profit motivation and material incentives. However, scholars
disagree on the nature and direction of economic restructuring. In order to analyze the state of economic
transformation, we develop a conceptual framework of market socialism with a set of empirical indicators
against which we examine the trends, direction and limitations of reforms. Our study strongly suggests
that North Korea is moving away from the command economy towards a model of market socialism as
practiced in China and Vietnam.

While North Korea experimented with reforms and a partial open-door policy
in the mid-1980s, the most substantial attempt at economic restructuring
occurred in July 2002. In these latest reforms, the government attempted to
change the planned economic system through the introduction of price reforms,
market and commodity relations, profit motivation and material incentives.
However, the central question is: what are the nature and direction of economic
reform in North Korea? Scholars and policy-makers offer competing accounts
of the state of economic restructuring due to the lack of a coherent conceptual
framework.

Several studies propose that Kim Jong-il has placed himself firmly behind the
reforms (Kwon and Ford, 2005), which suggests they are designed not as stop-gap
measures but rather to introduce systemic changes to the economic system and
are geared towards ‘the coexistence of a state-directed economy and a market
economy’ (Frank, 2005a, p. 278). To the extent that reforms are market-oriented,
this indicates a move toward some form of market socialist economy. Others
dismiss the reforms as economic rationalization within the traditional socialist
framework. They regard reforms not as meant to create a market economy, but
rather to rationalize prices, decentralize economic management and foster a more
incentive-based system to increase the regime’s control over the market and help
it maintain a ‘Socialist Power Country’ (Hong, 2002; Lee, 2002). Finally, others
contend it is too early to determine whether North Korea is moving toward a
market economy or is simply attempting to reinvigorate its planned economy,

Political Studies
Association



http://www.politicalstudies.org

2 SUJIAN GUO AND GARY A. STRADIOTTO

though they acknowledge the method of rebuilding is to introduce market
mechanisms (Chul, 2004; Lim and Chul, 2004). Pyongyang’s silence on the
intention of reforms and the difficulty of obtaining authoritative information
about the current economic situation complicates the issue. Yet, understanding
the nature of reforms remains important, for it provides insight into the Kim
regime and whether we may expect to see further market-oriented reforms in the
future.

To determine the nature and direction of reforms we develop a conceptual model
with five empirical indicators in order to articulate and advance the theoretical
and substantive knowledge of market socialism. Our theoretical propositions are
deduced from the general theory of market socialism and the utility of the model
is tested and validated by examining key features of China’s and Vietnam’s market
socialist reforms. If key features are seen as present in China’s and Vietnam’s
reforms, this supports the utility of the model for classifying economic reforms in
socialist states. We then apply the model to the analysis of North Korean reforms.
We examine the content, direction, trends and limit of reforms in order to
determine the state of economic transformation.

While authoritative information on North Korea’s economy is difficult to obtain
due to the lack of a comprehensive data-gathering structure, there is sufficient
information available to assess the intent and direction of reform. As the evidence
will show, North Korean reforms constitute a departure from the command
economy towards a model of market socialism. The goal of economic restruc-
turing is twofold: first, to embrace the role of the market and improve produc-
tivity and people’s living standards while maintaining socialist principles; and
second, as an opportunity for the state to reinforce and legitimate its control
through a predominant position of public ownership in the economy. State
control over the restructuring process does not preclude the possibility that
reforms are market-oriented in nature, as both China and Vietnam exerted
substantial control over their socialist market reforms in order to achieve a gradual
marketization of the economy through a ‘trial-by-error’ approach.

Conceptualizing Market Socialism

‘Market socialism’is a type of economic system that combines the basic socialist
principle of public ownership with the basic principle of the market economy,
with public ownership predominant in those areas deemed critical to the imple-
mentation of socialist principles and social policy (Guo, 2006, p. 172). It is
described as ‘a species of economic system which is, in a number of ways, a cross
between capitalism and socialism’ (Bardhan and Roemer, 1993, p. 3). Central to
market socialism is the belief that the market is not a mechanism exclusive to
capitalism, but is also compatible with public ownership and socialist principles.

The general literature on market socialism suggests a number of proposals for a
hybrid form of political economy, one that operates within and adheres to
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socialist principles while allowing market forces a substantial role. Despite
variations in measurement schemes, these studies agree upon a basic definition
of market socialism as a type of economic system that combines the socialist
principle of public ownership with the principle of the market economy, with
predominant public ownership in those areas deemed critical to the implemen-
tation of socialist principles and social policy. It resides in the middle of the
spectrum, bounded by a pure market economy at one end and a pure command
economy at the other. Market socialism 1s a prime example of a mixed economy
with allocation decisions undertaken by both governments and markets. There-
fore, market socialism incorporates some methods kindred to capitalism.

While Adam Smith and Karl Marx presented two ideal economic types: the ‘free
market economy’ of capitalism and the ‘planned command economy’ of com-
munism, in between exist mixed systems since states and markets play varying
roles in different countries. Even within the same type of political economic
system, such as capitalism, variations exist such as those between the United
States, Great Britain, Japan and Germany. They do not all exhibit the key
characteristics of market capitalism to the same degree due to differing traditions
and political contexts; however, sufficiently similar characteristics allow them to
be placed in a common classification. Likewise, the same situation may occur in
other economic systems. ‘State capitalism’ and ‘market socialism’ are the two most
important hybrid types between the two extremes: the ‘market economy’ and the
‘command economy’. Although the models may not be a perfect reflection of
the real world, these four categories are useful for simplifying and generalizing the
diversity of modern economic systems. Figure 1 illustrates the differences and
similarities between the four ideal-types.

The model locates ownership and control at points between the two extremes.
Ownership and control are the two most important indicators that distinguish
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one type of political economy from another and constitute a feasible analytical
framework against which to examine and evaluate the ‘transition’ from commu-
nism. In this spectrum, the horizontal axis indicates the ownership dimension
between the state and private sectors. The vertical axis measures the relative role
of the state and the market in the economy. It provides a general picture of mixed
political economies between two ideal-types as a result of varying combinations
of ownership and control between state and market. However, the model is not
meant to suggest that all change is linear. For example, a command economy may
not necessarily make a transition toward a market economy in the linear form, but
could end in a mixed political economy, such as market socialism or state
capitalism, without moving further toward the market economy of capitalism.

Figure 2 highlights the multidimensionality of market socialism. Public owner-
ship with state control represents the planned command economy (USSR and
Mao’s China), while public ownership without state control represents market
socialism (Yugoslavia, Hungary, post-Mao China and Vietnam). Alternatively,
private ownership with state control represents state capitalism (Japan, Germany,
Taiwan and South Korea), while private ownership without state control repre-
sents a laissez-faire market economy (UK in the nineteenth century and US prior
to the New Deal). Conceptually, market socialism embraces public and private
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ownership as well as state and market control. With this model as the premise we
deduce a set of primary empirical indicators for examining real-world market
socialism: (1) public vs. private ownership; (2) state control vs. market mecha-
nisms; (3) central planning vs. decentralization; (4) national goal vs. profit moti-
vation; and (5) self-sufficiency vs. open economy. These features are closely
related to one another, with several of them derivable from the fact that a market
socialist state allows substantial freedom of markets.

The first primary feature of a market socialist economy is the retention of
substantial public ownership of the means of production. Alex Nove (1991)
argues this ownership as possibly including the presence of centralized state
corporations. However, due to the economic difficulties that traditional state
control historically engenders, most market socialists tend to approve of decen-
tralized rather than centralized control. Although firms in a market socialist
economy may be denationalized and no longer controlled by the Central Plan-
ning Bureau (CPB), this does not imply privatization; rather, public property
rights are held in unison by one community or another (Roemer, 1994). Two
such forms of ownership are public market socialism and self~managed market
socialism. In the former, citizen communities control income rights in enter-
prises, with equal distribution of enterprise income to all citizens; in the latter,
enterprise workers have both control and income rights (Weisskopf, 1993, p.
122). In the history of communist practice, the real-world cases are the Yugosla-
vian model of workers’ self~management and the cooperative farm (kolkhoz)
under Soviet communism (Yunker, 2001, p. 16). However, no success is found in
these forms of market socialism. Alternatively, recent market reform and market
socialist practice in China andVietnam resulted in strong economic growth, while
the public sectors retain a significant position in the economy. Whatever specific
form it takes, a market socialist system requires a dominant position of public
ownership in the economy.

Therefore, market socialism allows private ownership to develop, in certain areas,
its rights to utilize and enjoy the fruits of an asset, business or unit of property, and
in some cases to transfer those rights from one agent to another. However, such
rights may be limited by the state in various ways. (Putterman, 1996). Given the
focus on increasing efficiency and productivity by allowing substantial free
operation of markets, it is natural for market socialist governments to tolerate a
certain amount of private control of the means of production. Although private
ownership is not part of Janos Kornai’s (1993) blueprint for market socialism, he
sees it as one of the most important parts of the historical realization of market
socialist states, holding that although privately owned production may be rela-
tively small, it still plays an important role in improving the supply of goods and
strengthening the operations of markets (Kornai, 1993, p. 52).
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In regard to land, some degree of reform is typical in the change from a command
to a market socialist economy. Recognizing that communal control of land and
collective farming in pursuit of centrally determined quotas does not foster
maximum productivity, socialist governments have implemented land reforms
that reinstate something more like traditional individual and family ownership.
Such ‘ownership’ need not entail land being deeded to the agent. Rather, the
individual or family may be given use rights and substantial control of the land,
perhaps through long-term leases, including significant control of what is pro-
duced, freedom to sell a substantial portion of that produce in free markets,
permission to retain substantial profits from such sales and possibly the right to
transfer control of the property. Land reform in this sense may be substantial in a
market socialist economy, even when the government or communes expressly
remain the ‘true’ landowners.

The second primary feature of market socialism is that markets must be allowed
to operate with considerable freedom while the state continues to maintain
effective macro control over the economy. Prices and production are no longer
dictated by central planning, but largely determined by supply and demand. Key
elements of the transition process include price and market reforms (aimed at
allowing the market mechanism to determine relative prices in accordance with
the relative scarcity of different inputs and outputs), enterprise restructuring and
privatization (aimed at subjecting enterprises increasingly to market forces and
transferring the ownership and control of the means of production from the
public to the private sector) and redefining the role of the state (from being the
main direct participant in the production of goods and services to establishing and
safeguarding the institutional infrastructure which allows markets to function

properly).'

The degree of marketization and which areas are marketized vary among market
socialist economies. For example, markets may be allowed substantial freedom
within agriculture and manufacturing but not in utilities or transportation. A
distinction should be made here between marketization of the non-state and the
state sector. Although allowance of free markets in the non-state sector may be
considered a step toward market socialism, its full enactment requires significant
marketization in the state sector also.

If market mechanisms play a major role in determining prices and enterprise
objectives in particular arenas, then government economic control must be
substantially decentralized in those arenas. Thus, decentralization and firm
autonomy comprise the third key feature. Decentralized planning does not reject
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central planning, but rather delegates substantial decision-making to local gov-
ernments and firm managers. Although the CPB retains macroeconomic control
via planning, financial and fiscal measures, and decision-making of large State
Owned Enterprises (SOEs), local governments and medium and small SOEs
obtain a significant amount of autonomy in economic decisions.

Decentralized planning need not preclude central authorities from playing
important roles in the economic life of the market socialist state. For example,
state-controlled banks may determine general investment areas and levels by
adjusting interest rates at which various sectors can borrow money (Roemer,
1991, pp. 562=77). Other central government economic activities suggested by
market socialists include: ownership and management by the state of key indus-
tries and public utilities; indicative planning, which involves government consul-
tation in the construction of economic plans; and planning overall economic,
income, fiscal and credit policies (Nove, 1991; Sik, 1985). In so far as such
activities do not stultify the operations of markets, they are compatible with
market socialism. What is not compatible is centralized decision-making in the
old style of determining prices, quotas and output.

Decentralization implies firm autonomy, not in the sense of private ownership,
but rather in respect to economic decision-making. This too is a corollary of
marketization, for if markets are to determine economic response, then SOEs
must have the freedom to respond appropriately to markets. Robert Dahl (1985),
for example, advocates self-governing enterprises owned and democratically
governed by their workers. Other theorists, such as James A. Yunker (1995), are
skeptical about the efficiency of worker management. Which kinds of economic
institutions are free from government control and the degree to which they are
so free may differ in market socialist systems. The more fully economic institu-
tions within the socialist system act autonomously, the more the system can be
said to be market socialist. Alternatively, the less economic institutions are able to
respond to the market, the less the system can be considered marketized.

Traditional socialist economic systems faced serious incentive problems that
hampered efficiency and stifled innovation. This is understandable when the
primary motivation for firms’ activities is the fulfillment of plans and goals set
down by central planning authorities. Given that a primary purpose of market
socialist practice is to improve economic efficiency and spark innovation, it is
imperative that the system incorporate motivations that reward productivity,
efficiency, innovation and entrepreneurship. Market socialism embraces such
economic values; profit is the motive par excellence, the fourth key feature. In his
‘prototype blueprint’ for market socialism, Kornai argues that firms’ success
should be measured by profits, with incentives for managers and workers tied to
earnings (Kornai, 1992, p. 45).
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Profit as a main economic motivator is implied by marketization since for markets
to perform their proper economic functions they must comprise individuals who
seek their own good through their dealings. This is not to say profit is the only
economic motivation in a market socialist system. For example, social need and
welfare will normally be a major determinant of the distribution of economic
goods. Furthermore, the fulfillment of centrally determined economic objectives
might play a considerable role in determining firms’ activities. However, unless
the profit motive is allowed to play a major role, markets will not work properly
and the economic enhancement goals that motivate market socialism are likely to
be thwarted.

Kornai (1992) argues that opening the economy to the capitalist world is essential
for a market socialist economy. Given the chief motivation for changing from a
command economy to market socialism is to develop a stronger, more dynamic
economy, economic opening is our fifth key feature. Formerly, socialist command
economies constituted a sizeable economic bloc that could comprehend a large
portion of one another’s trade. But with most of those economies having evolved
into market economies and having been incorporated into economic globaliza-
tion, current command economies can no longer rely on trade with other socialist
nations and expect strong economic growth.

This dimension notably differs from those previously listed by not referring
specifically to the structure of the market socialist state and its economy, but rather
to the state’s relations with other nations. As the primary motivation for replacing
old-style socialism is to improve productivity and efficient allocation of resources,
advanced capitalist economies can provide the capital, technologies and markets
needed to achieve these goals. However, opening up to the outside world and
encouraging foreign trade does not mean that a free trade regime would exist in
a market socialist state. The state continues to regulate, guide and even control
foreign trade through state trading companies and trade policy. The state usually
adopts a graduated and phased integration with the world economy under a
controlled open-door policy to guard against possible negative foreign influence
and protect SOEs’ competitiveness on the international markets.

Market Socialism in China and Vietnam

The transition from state socialism toward market-oriented socialist economies is
one of the most significant historical developments of the late twentieth century.
Former state socialist economies in Asia, such as China and Vietnam, have made
enormous progress in market reform. We deduce the analytical framework from
the general theories of market socialism, with dimensions 1 to 5 derived from
considerations of what kinds of economic adjustments are required to (1) enable
substantial marketization of the economy and (2) gain the primary objective of
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the change to market socialism. We test and validate the framework by applying
it to the analysis of real-world cases and by demonstrating that states with
admittedly market socialist economies exhibit all or most of the five dimensions.
The reformed economic systems of China and Vietnam, both of which have
substantially transformed their economies into market socialist systems, serve as
the best cases in support of the analytical framework.

China’s process of economic reform occurred in three main stages in the 1970s
and 1980s (Sachs and Woo, 1994). First, in 1979, China undertook a major step
toward economic liberalization by allowing farm households to lease state land
and to sell output above state-fixed quotas in agricultural markets at free prices.
Town and village enterprises were encouraged to produce and sell industrial
goods outside the CPB’s plan. The second stage occurred as the 1980s unfolded,
with the Chinese government increasingly opening the economy to international
trade and capital. These changes included devaluations of the exchange rate, the
creation of special economic zones, the establishment of more inviting circum-
stances for foreign investment and the establishment of a small foreign exchange
market. Third, in the mid-1980s, industrial enterprises gained greater autonomy.
This included increased freedom to determine inputs, outputs and prices. The
pay of employees, both managers and workers, was tied more closely to the
performance of the enterprise. Also, SOEs were provided the same kind of
two-level opportunity that farmers were given. After fulfilling state quotas at
predetermined prices, an enterprise’s remaining product could be sold at market
prices. A system of taxation replaced the old system of profit remittance. Fur-
thermore, not only were SOEs liberalized, but also collective, private and joint
venture enterprises were encouraged.

During the earlier stages there was no explicit statement by Chinese leaders that
they intended a move toward market socialism. This did not occur until 1992
when a formal endorsement of the ‘socialist market economy’ was made at the
Fourteenth Chinese Communist Party (CCP) Congress. Additional reform mea-
sures in the 1990s were adopted by the Chinese government as major steps
toward marketization, which included reducing mandatory state planning and
government intervention in economic activity, allowing enterprises to operate
independently and set prices and wages according to supply and demand, devel-
oping various factor, real estate and stock markets, integrating the Chinese
economy more closely with the global economy and allowing the private sector
a greater degree of economic freedom. Since the late 1990s, the private sector is
the fastest growing part of the Chinese economy, although the public sector
continues to occupy a dominant position in strategic industries. Throughout the
reform process, China took a gradual, phased and experimental approach, pro-
ceeding steadily toward market socialism (Guo, 2003). Socialist market reform has
contributed greatly to economic growth in China over the past few decades, and
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continues to do so today. This success resulted from an open-door policy and
foreign investment, massive entry of non-state firms into the economy, increased
competition among firms and improvements in the running of state-owned firms

(McMillan and Naughton, 1992).

The result of reforms suggest all five features of the analytic framework are present
in China’s economic transition: (1) The pattern of ownership developed into a
multi-sectoral structure in which several types of ownership coexist, with public
ownership (state and collective) occupying a predominant position. The socialist
nature of the economy persists as the predominant ownership of the means of
production is the public sector, which controls the key resources and the ‘com-
manding heights’ of the national economy (Guo, 2000, p. 162). On the other
hand, China’s private sector has surged since the late 1990s, and its presence in the
economy continues to increase in scope and importance. Moreover, since the
1979-82 agricultural reforms, individual farmers gained land-use rights based on
the ‘household responsibility system’. Now, individual farmers freely determine
production and prices for those crops they grow on their leased land. (2)
Marketization is one of the great achievements in China’s reform. Market
mechanisms were introduced into the economy and given a greater role in the
formation of prices and the allocation of resources. Factor, real estate and stock
markets all now exist (Guo, 2000, pp. 162-3). (3) Decentralization changed the
relationship between the central government and local governments. Although
the central government retains the power to interfere with the macro economy,
economic decision-making is now substantially decentralized to local govern-
ments and enterprises (Guo, 2000, pp. 162-3). There is an increasing liberalization
for private and joint venture firms as well as for village and township enterprises
and other collectives, and SOEs generally possess greater decision-making
autonomy. (4) The profit motive is the major driver of the Chinese economy and
its integration into the world economy. SOEs are largely transformed into
profit-driven modern enterprises to compete in the marketplaces, while private,
collective and other non-state sectors depend on profit maximization to survive
in the competitive environment. (5) China’s open-door policy achieved the
greatest success in the past two decades, and China has surpassed the United
States, ranking first among nations receiving foreign direct investment (FDI).
Foreign investment accounts for at least 20 per cent of gross domestic product
(GDP), and contributes directly to rapid economic growth in China and its
integration into the world economy. The swift rise of China as a trading economy
also exerts a significant impact on the global economy.

In response to various economic crises, in 1979 Vietnam implemented a series of
reforms that resulted in a mixed-ownership economy, where the state and private
enterprises play important roles (Fahey, 1997). The 1979 reform, however, had
limited success (St John, 1997). A larger step toward liberalization occurred in
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1981, when production groups on cooperative land were allowed to sell surplus
products on the free market, creating a two-tiered agricultural production system
similar to that initiated in China in 1979. Moreover, although production for the
market by state-owned industries was sanctioned, prices and wages were adjusted
to match market prices more closely. Economic difficulties continued, however,
especially in the planned sector, with most government investment going to
heavy industry. Large budget deficits were worsened by subsidizing unprofitable
SOEs (Fahey, 1997). By the mid-1980s, agricultural production was again declin-
ing and the inflation rate rose to 700 per cent.

In 1985, the government ended the rationing system and monetized state
employee wages. At the same time, almost all of the southern and central
provinces and some in the north had difficulty implementing plan directives and
pressed for reform, while the non-plan economy continued to expand. Facing an
increasingly serious economic crisis, in 1986 the government announced the doi
moi (renovation) policy, which instituted several major reform steps toward market
socialism. The government abolished price controls, devalued the dong, legalized
private ownership, freed the private sector, withdrew subsidies from some loss-
making state enterprises, opened up the country for foreign investment, began to
introduce a modern legal framework and pursued monetary and fiscal policies. In
addition, agricultural reforms were introduced in 1988-9, including private
land-use rights. Cooperatives and production teams, self-governing units within
which the means of production are used and managed by individuals and families,
became voluntary (St John, 1997). Like China, land, though still state-owned, was
leased to households for 15 years, or for 50 years for lands dedicated to perennial
crops. Households were given the freedom to make all decisions relating to
production and investment. Government procurement contracts were abolished
and output was sold on the market at free prices (Beresford, 2001). Furthermore,
direct subsidies to SOEs ended in 1989, and enterprises had to turn a profit or go
out of business.

In 1991, the Seventh National Congress moved to normalize relations with
Japan and the United States. In 1992, a new constitution specified that though
land remained the property of the state, it could be allotted for long-term use
and transferred by the user. Furthermore, beginning in 1993, land-use right
certificates, both for agricultural land and urban residential property, could be
transferred, rented, inherited and mortgaged during the period the land was
allocated, thereby further increasing incentives for agricultural production (St
John, 1997).

In recent years, reform stalled due to questions of how free markets and greater
political freedoms are to be properly integrated into a socialist system. Never-
theless,Vietnam has made a significant economic transition toward market social-
ism over the past twenty years. According to Melanie Beresford (2001, p. 217), a
market economy has been operating inVietnam since the late 1980s ‘for all intents
and purposes’. Although Vietnam’s economic reform differs from China’s in
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many respects, and they do not display the key features of economic transition to
the same degree, Vietnam exhibits all five dimensions of market socialism: (1)
Substantial public ownership of the means of production remains with the state
sector, accounting for 38.7 per cent of GDP production share in 2003, which
represents a 12.4 per cent increase from 2002.> (2) While the state-run sector
remains dominant in the economy, other forms of ownership including the
private sector are now permitted to invest and operate businesses in those areas
not prohibited by law. Thus, marketization achieved significant progress and both
the state and non-state sectors operate in a socialist-oriented, market-based,
multi-sectoral economy. Factor, real estate and stock markets have come into
being since doi moi, and the government has committed to building greater
capital, property and labor markets. In addition, land-use right markets exist, and
buyers are given land-use certificates under the Land Law, with the state retaining
actual ownership.” The non-state sector has become predominant in certain
sectors, such as agriculture, and exhibits rapid growth in production. (3) While
considerable government interference in state-run enterprises exists, the strictly
planned economy is long gone. As early as 1981, the ‘Three Plan System’ legalized
SOE market activities alongside the planned activities of the state (Fahey, 1997).

In 1987-91, budgetary subsidies to SOEs were abolished and managers were
provided greater decision-making autonomy and expected to turn a profit. Since
the early 1990s, Vietnam has attempted both management diversification and
transformation of the SOEs into shareholding companies. Since 1992, equitization,
or the legal transformation of SOEs into joint stock companies, has been pursued
(Dinh, 2000). The government is aware of the need for additional reform of
SOEs as many continue to be poor performers. Since the implementation of doi
moi, the number of SOEs has been reduced from 12,300 in 1987 to around 5,300
at the end of 1999 (Dinh, 2000, p. 375). (4) The profit motive strongly guides
private and SOE economic activities. In 1981, output contracts in agriculture
permitted the allocation of cooperative land to production groups and the ability
to sell surplus on the free market. By 1989, the government abolished most
official prices, except for certain government monopolies (Berestord, 2001).
Today prices are mainly market-determined and the majority of SOEs must now
turn a profit to continue operating. However, even with the abolishment of direct
subsidies to SOEs,Vietnam continues to support the dominance of SOEs through
tax breaks, state contracts and bank credits (Dinh, 2000). (5) The government has
normalized relations with capitalist countries while welcoming foreign invest-
ment. Vietnam adopted a strategy of gradual and phased-in integration with the
global economy. Vietnam has committed under the ASEAN Free Trade Agree-
ment (AFTA), the United States Bilateral Trade Agreement (BTA) and agree-
ments with the World Bank and International Monetary Fund (IMF) to liberalize
its trade and investment rules, abolish quantitative restrictions on all but five
items, lower tariffs and gradually develop transparent trading and investment
systems as a prerequisite for entry into the World Trade Organization (WTO)
(Asia Pacific Economic Cooperation, 2004).
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Market socialist practices in China and Vietnam provide strong empirical
evidence in support of the conceptual framework. In what follows, we assess the
state of economic transformation in North Korea and examine the changes,
trends, achievements and limits of reform along the five empirical dimensions to
determine if North Korea is moving toward a market socialist economy.

North Korean Economic Reform

Poor economic performance throughout the 1970s and early 1980s led North
Korea first to implement partial reforms and an open-door policy in 1984 by
allowing direct sales and production of some consumer goods outside central
planning, bypassing centralized quotas, procurement and pricing. Later that year,
the enactment of a Foreign Joint Venture Law was implemented as a means to
attract foreign investment along with increased material incentives for enterprises
and workers (Lee, 1996, p. 321). In 1998, North Korea amended its constitution
to allow private non-productive property to meet the individual aims of citizens.
Additionally, technocrats charged with economic management were freed from
oversight of the Central People’s Committee, and local governments were made
responsible for managing light industries and cooperatives, with cabinet ministers
remaining in charge of the heavy industrial sector.

Despite various reforms, limited success was achieved. After decades of misguided
economic policy and poor planning, trade shocks hit the economy after the fall
of the Soviet Union; coupled with devastating floods in 1995 and 1996, the
economy collapsed. It is estimated that between 1990 and 1998, the country’s
GDP contracted by 5 per cent each year (Oh and Hassig, 1999, p. 297). The
massive floods displaced an estimated 500,000 people according to a UN report
and devastated the agriculture sector. Widespread food shortages resulted in an
estimated 600,000 to 1,000,000 people’s deaths due to famine (Noland, 2003, p.
1). Faced with an increasingly desperate situation, in July 2002, North Korea
implemented sweeping economic reforms which went far beyond previous
attempts to alter the economic environment (Table 1).

Reforms are associated with five major changes: the first is an attempt to
monetize the economy by curtailing the coupon system for food rations, relaxing
price controls, thereby allowing supply and demand to determine prices. Riidiger
Frank (2005b) describes the current economy as a ‘hybrid system’” with a basic
amount of staple food distributed through the state, and the remainder left to
market distribution. Small-scale markets have sprouted up all over North Korea
and the public distribution system has broken down. In order to meet rising
prices, the government hiked wage levels — for some sectors as much as 20-fold
(110 won/month to 2,000 won/month) and for other ‘special’ wage sectors as
much as 60-fold (government officials, soldiers, miners, farmers). Furthermore,
wages are now apparently tied to the actual amount worked (Yoshikawa, 2004).
This differential in wages by sector represents an important departure from the
command economy through the introduction of a wage discrimination system.
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Before July 2002 After July 2002 Price Increase

(A) (B) (B/A, Times)
Commodities
Rice (kg) 0.08 44 550
Corn (kg) 0.07 33 47
Beans (kg) 0.08 40 500
Beer (per bottle) 0.5 50 100
Diesel Qil (kl) 1 38 38
Electricity (kwh) 0.035 2.1 60
Subway fare (per sector) 0.1 2 20
Train Fare 50 3,000 60
Wages
For a laborer (per month) 110 2,000 18
In the personal service 20-60 1,000-1,500 50-25
industry (per month)
For a military lieutenant 95 2,970 31.3
(per month)
Exchange rate
US $ equals 2.15 North 150 North 69.9
Korea won Korea won

Sources: People’s Korea, 17 August 2002, http.//www.korea-np.co.jp; Gey, 2004, p. 127; Hong, 2002, p. 96.

Second, the government abandoned the artificially high value of the won,
depreciating the currency from 2.2 won to US$1 to 150 won to US$1. This
measure aimed at inducing foreign investment and providing export incentives
for domestic firms. The ‘unofficial’ value of the currency has depreciated further
since reforms.

Third, the government decentralized economic decision-making. Measures
entailed cutting government subsidies, allowing farmers’ markets to operate and
transplanting managerial decisions for industry and agriculture from the central
government into the hands of local production units. Enterprises have to cover
their own costs and managers have to meet hard budget constraints. At the same
time, a new accounting system was introduced which helped identify inputs and
outputs of single enterprises. SOEs now set prices subject to approval, make
purchasing decisions of intermediate inputs, invest out of retained earnings and
engage in some foreign trade. However, central authorities retain the ability to
make a number of management decisions, including decisions on salaries, pro-
motions and demotions, and employment reductions.

Fourth, the government pressed forward with special administrative and industrial
zones to induce foreign investment. As early as 1991 the Rajin-Sunbong was
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created to stimulate international trade and investment. In September 2002,
North Korea designated the Shineuiji Special Administrative District as an open
economic zone for foreign businesses, designed to exist outside regular legal
strictures. In October 2002, the Mount Geumgang Tourism District was created
to provide hard currency from tourism (Cha, 2004). Finally, in November 2002,
the Gaeseong Industrial Zone was implemented to attract small and medium-
sized South Korean businesses.

Fifth, the government encouraged profit motivation and reduced rationing sig-
nificantly, along with its attendant coupons (Bayer, 2004), although it appears the
Public Distribution System (PDS) continues to distribute food rations of 250 g/
day of rice (down from 300 g/day) to about 70 per cent of the population.” To
provide more incentives for farmers and cooperative farms, working units were
reduced to ten persons, and up to 40 per cent of farm products can be sold
autonomously, with individual farming lands expanded to 1,300 m*> Also, a
‘Family Farming System’ was announced, and in 2004 was experimented with in
two provinces. In the system, two to five families constituting sub-work teams
lease land from cooperatives. After contributing 30-50 per cent of their harvests
to the state, they are free to dispose of the remainder as they wish (Shin, 2005).
Next, we assess reforms against the conceptual framework of market socialism.

North Korea’s political economy continues to maintain one of the five charac-
teristics of market socialism, namely, substantial state ownership of the means of
production, which is considered by all socialist states as the fundamental core of
socialist principles and the defining feature of market socialism. Public ownership
consists of state-owned enterprises, collective-owned enterprises and rural col-
lectives or cooperatives. It refers to the means of production that are not owned
and controlled by any individual but owned by public or collective entities. Like
any market socialist economy, North Korea has not abandoned this principle.
However, since 1984, particularly during the 1990s, the state sector has shrunk to
around 30 per cent of Gross National Product (GNP), and it demonstrates a
significant departure from the pre-reform command economy.

This suggests some state farms in agriculture and small state enterprises in urban
areas have been restructured and ‘downgraded’ to rural collectives or urban
cooperatives, which are still ‘public’ in nature and guided by state policy. This is
a result of recent decentralization, reduction of state subsidies to SOEs and
changes in enterprise management. These collectives and cooperatives now
constitute a larger portion of the economy, though the state sector continues to
retain the dominant position in the economy. Both the state sector and collectives
account for most of the economic activity in North Korea.

Although the economy remains largely state-owned and controlled, the govern-
ment implemented some economic reforms in previous years, such as tolerance
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and promotion of limited entrepreneurship (small businesses and farmers’
markets) and the development of economic and trading zones (in concert with
Beijing and Seoul), which promote the growth of private business and foreign
investment. More significantly, constitutional revisions in 1998 gave more
freedom and autonomy to cooperatives and private businesses. Farmers’ markets
flourished and the development of free trade zones in Rajin-Sunbong, Shineuiji,
Gaeseong and Mt Geumgang increased private sector and foreign share of GDP
and industrial output.® Since the end of 2003, farmers’ markets are now just called
‘markets’ to reflect the fact that not only agricultural goods but also industrial and
commercial goods are traded. The Economist Intelligence Unit (2004a) reported
that de facto private enterprise were emerging to complement or supplant the
failing formal economy. Although such developments do not necessarily repre-
sent an embrace of privatization, they seem to indicate Pyongyang is tolerating
some private ownership. In 2000, the private sector reportedly accounted for 3.6
per cent of its $16.79 billion GDP, with 5 per cent of industrial output attributed
to private enterprises.’” The expansion of the private sector and the so-called
‘second economy’ has inevitably brought into being a new social class which
pursues private interests and profits in competitive markets. ‘Most visitors to
North Korea today are struck by the growth of small shops and restaurants that
have been tacitly (if not explicitly) approved in the wake of the reforms initiated
in July 2002’ (Kelleher and Kim, 2005, p. 75).

The extension of kitchen gardens to 1,300 m”> and the experiment with the
family farming system are moves in the direction of private ownership. Both
measures give individual workers and families greater control of the land and its
products. So far, however, the family farming system remains in the experimental
stage. Although other reforms increase farmers’ incentives, they fall short of the
land reform measures taken by China in 1979 and Vietnam in 1988-9.

North Korea launched sweeping price reforms in 2002. Pyongyang used to buy
rice at 0.8 won from farmers, and sell it at 0.08 won to consumers. After reform,
rice is bought at 40 won, and sold at 44 won. Prices of other goods also soared
such as those for utilities, bus/train services and rent (Frank, 2003; Yoshikawa,
2004). Foreign visitors increasingly see evidence of a grass-roots market economy.
Large market halls have been built in Pyongyang and in most of the major cities
and towns. There, people buy and sell vegetables, grain, shoes, clothes and
cosmetics at largely free-floating prices. The markets legalize what was a flour-
ishing unofficial market and make up for the state’s inability to maintain the food
and clothing rationing system. Increasingly, farm managers choose their crops and
individuals now make money repairing bicycles and renovating apartments.
Government-run companies have won more freedom to invest their foreign
exchange earnings in production. Private groups increasingly are leasing restau-
rants, hotels and shops from the state. Perhaps indicating a move toward a
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free-floating exchange rate, Pyongyang banks pay the new exchange rate of 900
won to the dollar as compared to the pre-reform rate of 2.15. Although this
represents a significant increase, it is still far below the free market rate (various
estimates place the free market rate between 900 and 2,500 won to the dollar);
although at the time of reforms the free market rate was between 210 and 280
won to the dollar.®

Reports indicate the reforms have led to a proliferation of small markets dealing
with farm and non-farm goods (Ihlwan and Sager, 2004). These reform measures
allowed prices to rise to the levels of market prices while providing further
autonomy to factories, and appear to represent an active hybrid sector of the
economy with both private and public players, though representatives of SOEs
may have become predominant sellers in many of the markets. Market forces are
clearly operating in these establishments, though the government appears to be
setting some price guidelines. Within SOEs, market forces are allowed significant
room to operate as firms now have the right to set prices and determine
production. The Ministry of Unification of South Korea reports that while price
limits are fixed for rice, oil and other major products sold in general markets,
market prices are largely determined according to supply and demand. This fact
itself marks a radical departure from the centrally planned economy under which
all operated according to central planning guidelines. However, the government
continues to reinforce its guidance and control functions in many ways. Some
observers describe such a reform as similar to China’s in the early 1980s, “which
regarded a planned economy as the mainstay and market functions as being
subsidiary’ (Lim and Chul, 2004, p. 77).

North Korea retains central planning as the guiding principle of the national
economy in order to achieve socialist goals. Nonetheless, decentralization is a
major aspect of economic reform. The central government plans only strategi-
cally important departments and industries, while letting other enterprises and
factories formulate their own plans within the framework of the state’s overall
planning. These entities now sell or export their products and earn the capital
necessary for their plan, which includes price autonomy. The bank has an
increased role in providing operational funds for enterprises as the result of a
decentralization of banking functions. Recently, more enterprises have used their
own capital and bank loans to cover operational costs. The emphasis on decen-
tralization and autonomy is part of ongoing eftorts to promote restructuring and
boost production in accordance with practical socialism or ‘new thinking’. By
decentralizing decisions, and separating the local economy from the central
economy, local governments and counties can set production levels and prices,
which encourage competition. State-owned enterprises now have incentives to
meet production targets and then sell surplus on the open market for profit
(Noland, 2002).
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In 2001, Pyongyang allowed agricultural cooperatives greater autonomy to deter-
mine production and to sell (one third) of their output at a price determined by
the cooperative (Yoshikawa, 2004). Furthermore, in collective farms in the north,
farmland is allocated to individual farmers for cultivation (Yoshikawa, 2004).
Visitors to North Korea note a new, albeit limited, spirit of entrepreneurship.
Caritas and other international relief organizations report makeshift small-scale
markets with kiosks selling drinks, cigarettes and cookies as the public distribution
system has basically broken down.” While propaganda still maintains anti-capitalist
rhetoric and spurns market-economic principles, the regime now admits flaws in
the socialist-style economy as the source of the problem.‘[T]he socialist economic
management method is still immature and not perfect ... If we stick to this
hackneyed and outdated method, which is not applicable to the realities of today,
then we will be unable to develop our economy." Overall, in respect of
decentralized decision-making and increased firm autonomy, North Korea has
taken some significant steps toward creating favorable conditions for economic
liberalization, marketization and profit motivation.

Reforms strengthened profit as a primary economic motivator at the individual
and enterprise level. Sellers at legitimized town and city markets are motivated by
profit, and SOE survival requires profitability now that subsidies are withdrawn.
At the individual level, reports indicate small enterprises appearing along city
streets throughout Pyongyang. Many of these kiosks are run by small trading
companies, workers’ and farmers’ organizations and cooperatives, which are
subordinate to the state. Yet, prices are determined by market forces and cus-
tomers pay with cash rather than coupons (Linter, 2004). Throughout the
country, private markets are permitted where work teams sell their surplus and
individual farmers sell food grown on household plots. Similar to the kiosks and
markets in Pyongyang, prices are market-determined with profit as the main
economic motivation.

The ascendancy of the profit motive is aided by government pronouncements
that profit need no longer be considered anathema to socialism. For example, the
2003 New Accounting Act and 2004 Finance Act made profit, rather than
production quantity, the basis for enterprise performance assessment. The gov-
ernment stated, ‘In the past, companies needed to focus only on production.
However, now that they are being evaluated by their earnings, it has become
necessary for these businesses to focus on sales, which in turn, shifted attention to

the quality of the manufactured goods’."

In the spring of 2004, Kim Jong-il told workers at the Kosong Machine Tool
Factory that ‘It is very gratifying that this plant has abided by the principle of
profitability’. He urged workers and managers ‘to thoroughly ensure profitability
in production’.’” SOEs are now allowed to trade part of their production and
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materials between themselves in the ‘socialist goods trading market” (Murooka,
2003). They can sell or export products, and earn the capital necessary for their
plan, with prices set between traders, within 10—15 per cent of the prices set by
the government (Lee, 2002). In production, such indicators as cost and profit are
emphasized and SOEs are expected to be self-financed, with highly inefficient
ones shut down. Overall, decentralization is the major contributing factor for
profit-oriented production in the North Korean reformed economy.

Since the early 1980s, North Korea has adopted a more liberal trade policy in
order to stimulate economic growth. As early as 1984, the Foreign Joint Venture
Law was considered as a means to attract foreign investment, followed by the
establishment of free trade and special economic zones throughout the 1990s. In
addition, in 2000, Pyongyang established or restored relations with Italy (5
January), Australia (8 May), the Philippines (12 July), Britain (December) and
Germany (March 2001). North Korea was also accepted into the ASEAN
Regional Forum on 27 July 2000. More recently, North Korea normalized
relations with 23 member nations of the Economic Union, and sent economic
delegations to capitalist nations, including European countries and Australia.
These moves reflect the government’s assessment of the necessity of creating a
more inviting environment for capitalist investment.

While the 2002-3 reforms are aimed at changing the domestic economy, the
designation of Shineuiji, Gaeseong, Mt Geumgang and Rajin-Sunbong as Special
Economic Zones (SEZs) is part of the open-door policy. Although North Korea
claims the reform 1s not an acceptance of a free-market economy, it is recognition
that socialism can coexist with capitalism, and it is a practical application of the
socialist framework. North Korea has used silli (practical) socialism to redefine
Jjuche (self-reliance) and provide ideological justification for the reform policy
(Chul, 2004). Pyongyang granted each zone strong autonomy under the guidance
of market principles. In addition, special economic considerations are given to
foreign companies investing in the SEZs. At the same time, Pyongyang appears to
harbor a continuing distrust of capitalism and capitalist intentions. According
to Bruce Klingner (2004), the special economic zones are fenced off to prevent
the rest of the country from being ‘contaminated’ by capitalist ideas. The regime
1s concerned that SEZs might lead to social unrest because they will allow North
Koreans to interact in a world from which they have been isolated. By fencing oft
the SEZs, the government is capable of controlling the flow of information from
the outside. To the extent such anxieties continue, they might impede opening
the economy to capitalist investment and fuller integration into the world
economy.

However, the open-door policy is further constrained by US containment that
prohibits economic exchanges and the non-resolution of the nuclear issue that
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prevents economic cooperation with Western countries. The credibility of the
government is still questionable to foreign investors, particularly from the West. As
a result, North Korea has failed to attract substantial investment from South Korea
and other industrialized capitalist countries, and the SEZs have not been as
successful as expected. This is mostly due to the international community’s strong
skepticism on whether the North Korean internal environment can guarantee
sufficient business activity and profitability (Vyapaarasia, 2005).

Conclusion

The application of the conceptual model against recent reforms in North Korea
strongly suggests a transition towards a market socialist economy. The key features
of reforms are a combination of state planning and commodity—market relations.
This occurred through the introduction of costs, prices, profits and material
incentives in the state-owned enterprises, the revitalization of commodity
exchange in the rural areas, and the establishment of a special economic sector as
an open-door window to attract foreign capital and new technology. According
to Frank (2005a; 2005b), what emerged in North Korea is a ‘dual structure’ or
‘hybrid system’ combining state and market roles and blending market and
socialist principles in reform practice. As stated in a North Korean official
newspaper, People’s Korea, ‘“we should manage and operate the economy in such
a way as to ensure the maximum profitability while firmly adhering to the
socialist principles’.”” Such reform efforts are comparable to those measures
introduced in other Asian socialist economies such as China and Vietnam in the
early and mid-1980s.

While North Korean propaganda still maintains anti-capitalist rhetoric and spurns
market economic principles, the regime admits flaws in the socialist-style
economy as the source of the problem. Even Kim Jong-il justified the new
economic reform policy by stating:
things are not what they used to be in the 1960s ... no one should follow the way
people used to do things in the past ... We should make constant efforts to renew
the landscape to replace the one which was formed in the past and to meet the
requirements of a new era (Kim, 2001, p. 2).

North Korean official, Ch’oe Hong-kyu, a bureau director in the State Planning
Commission, explains, ‘Kim Jong-il stresses all the outdated and dogmatic
“Soviet-type” patterns and customs should be renounced in economic planning,
finance, and labor management ... Foreign trade should be conducted in accor-
dance with the mechanism and principles of capitalism’ (Ch’oe, 2002). The
North Korean-type market socialism can be summarized as follows (Guo, 2006,

pp. 128-9).

* The goal of economic reform and the opening policy is to embrace the role
of the market and improve productivity and people’s living standards while
maintaining socialist principles and reinforcing the predominant position of
public ownership in the economy.
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e The reform is the application and renovation of juche ideology in response to
new challenges and changes in a new era.

*  Market relations exist in a socialist society as socialism is the transitional stage
toward communism. Therefore, the North Korean socialist economy is a dual
structure that combines state and market roles with market and socialist
principles; however, socialist principles serve as the guiding force of the
economy.

e The core of socialism remains but coexists with market relations. Markets play
a supplementary role in the economy to improve the productivity of public
sectors, rather than replacing the state in guiding the economy. The decision-
making of public and non-public-owned enterprises is becoming more
market-oriented, but is still subjected to state interference and influence since
the state controls the majority of resources. Many elements of the market
economy, such as factor markets, real estate market, stock market, etc., have
come into being, but are weak and distorted.

e The party-state control system remains effective and powerful and state
intervention remains extensive. The core of the party-state system defines the
nature and functioning of North Korean politics and the parameters within
which state economic policy is initiated and implemented.

Despite substantial economic restructuring toward market socialism, North
Korean reforms have yet to achieve significant progress due to external and
domestic constraints. Unlike the early success that China and Vietnam experi-
enced in their market reform and open-door policy, as measured by GDP,
Foreign Direct Investment (FDI) and other economic indexes, North Korean
success has been limited. Reforms have lagged behind in many areas compared
to its counterparts in East and South-East Asia and have resulted in high infla-
tion, a growing disparity between rich and poor and a soaring exchange rate.
However, two points are noteworthy: first, a key difference between North
Korea and China and Vietnam is the relative weight of agriculture in the
national economy and society (Frank, 2005c¢). In Vietnam and China, workers
employed in agriculture represented 80 per cent and 70 per cent of the
economy, respectively, while in North Korea the figure is much lower at 30 per
cent (Naughton, 1996). Consequently, North Korea began reforms at a very
different stage as compared to China and Vietnam which were largely peasant
agricultural societies while North Korea is more urban and industrialized.
While China and Vietnam faced a classical economic development trajectory —
moving workers from low-productivity agricultural jobs to higher-productivity
industry, North Korea faces more difficult structural adjustments — the scale-
back of workers in inefficient and subsidized industries to allow for new jobs
in more efficient sectors of the economy. As noted by Jeftrey D. Sachs and Wing
Thye Woo (1994, p. 112), ‘For many reasons, normal economic development is
easier than structural adjustment, both politically and economically’. Thus,
comparing economic growth levels with China and Vietnam at this stage of
reform seems inappropriate.
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Second, the degree of success in reform and open-door policy does not deter-
mine the nature of economic transformation. It is the defining features of market
socialism that determine if North Korea has departed from the traditional
command economy toward market socialism. To be sure, North Korea’s move
toward market socialism is impeded by specific problems and challenges that
China andVietnam did not face, namely the uncertainty of the unresolved nuclear
weapons crises and the strict totalitarian nature of the regime. To a large extent,
the success or failure of restructuring will be determined by the leadership’s
ability to resolve the nuclear stalemate with the United States in order to achieve
a favorable international environment for market-style reforms.
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Ministry of Unification, Republic of Korea, ‘Recent Changes in North Korea’. Available from: http://
www.unikorea.go.kr/data/eng0303/000158/attach/eng0303_158A.doc [Accessed: 18 April 2007].

6 The Shineuji Zone has faced difficulty. Yang Bin, who was appointed to run the zone, was arrested by China in
late 2002 on charges of commercial crimes; as a result, North Korea withdrew its decision on the designation of the
special economic zone in August 2004.

7 Korea Now, ‘Politics & Policy’. Available from: http://kn.koreaherald.co.kr/SITE/data/html_dir/2002/05/08/
200205080007.asp; The Economist Intelligence Unit (2004a); The Economist Intelligence Unit (2004b).
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According to the CIA World Factbook (2005), the exchange rate increased from 150 to 170 won to the dollar in
December 2004.

9 Embassy of the Republic of Korea in Washington DC (2003) [Accessed: 13 April 2006].

10 Editorial Comment, Rodong Shinmun, 21 November 2001, cited from Victor D. Cha; original comment made 4
January 2001.

11 The Korean Institute for National Unification, ‘North Korea’s Economic Reforms’, p. 44, available from http://
ifes.kyungnam.ac.kr/eng/Images/main/NK_EconomicR eform.pdf [Accessed: 22 August 2006].

12 Kim Jong-il, cited from ‘Signs of North Korea Coming to Market’, Korea.net. Available from: http://
www.korea.net/news/news/newsView.asp?serial_no=20040603001&part=110&SearchDay= [Accessed: 18 April
2007].

13 ‘New Economic Policy Enforced in DPRK: Seeking Maximum Profits while Maintaining Principles’, People’s
Korea, 17 August 2002; Let us Fully Demonstrate Dignity and Power of DPRK under Great Banner of Army-Based
Policy’, Rodong Sinmun, New Year Joint Editorial, 11 January 2003, p. 2.
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