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Since the early 1980s, we have seen the rise and fall of 
two categories of transitional economies. The fi rst cat-
egory is due to self-engineered economic reform. China 
is a specifi c example of economic reform orchestrated 
by the government maintaining its own political system: 
communism. The essence of self-engineered reform is 
one country with two economic systems: one existing 
system centrally controlled by the government and the 
other new system based on a market economy, desig-
nating special economic zones to attract foreign capital. 
Vietnam and Cuba also fall into the self-engineered eco-
nomic reform category.

The second category is a forced economic reform result-
ing from a sudden collapse of the communist economic 
and political system. Russia is a typical example of a 
transitional economy caused by the demise of its own 
past system. Many eastern and Baltic European coun-
tries fall into this category as well. Although transitional 
economies tend to encounter similar problems, such as 
hyper-infl ation,1 we fi nd successful cases with economic 
stability with growth (for example, China and Vietnam) 
as well as unsuccessful cases with economic failure or 
chaos (for example, Cuba).

North Korea, the last Stalinist communist country in the 
world, has tended to show an interest in self-engineered 
economic reform. It is well known that North Korea re-
cently attempted to replicate China’s economic reform 
while maintaining the security of its political regime and 
the stability of its political system. It appears to be a man-
date for North Korea to emerge, like China, from a closed 
and secluded economy to a more open economy, interact-
ing more with neighboring countries and the rest of the 
world. This suggests that, although North Korea claims 
that having weapons of mass destruction (WMD) and the 

means of delivery are for self-defense, the real purpose is to use 
its abilities as a bargaining chip, securing the governing regime 
by achieving self-engineered economic reform successfully 
with more concessionary economic aid from the United States, 
South Korea, and other interested parties. In fact, the six-party 
talks, created by the turbulence and unease of North Korea’s 
WMD and missile testing issues, promises more carrots (eco-
nomic incentives) than sticks (an economic embargo) if it gives 
up its WMD. Furthermore, the United States delisted North Ko-
rea as a terrorist country in 2008 and indicated its willingness 
for bilateral talks, possibly leading to diplomatic and economic 
cooperation when North Korea gives up its WMD.

The news media and experts who study the Korea situation 
have reported that North Korea has tried to replicate China’s 
self-engineered economic reform on several fronts.2 First, to 
attract foreign investment, North Korea attempted to create 
special economic zones separate from its existing communist 
system, such as the Sinuiju Special Administrative District and 
the Kaesong industrial complex (KIC).

Second, the government attempted to decentralize the eco-
nomic decision-making process by adding some components 
of a market economy. Third, on 1 July 2002 without a public 
announcement North Korea initiated micro-level economic re-
forms. Specifi cally, the reforms included the reintroduction of 
money for transactions (remonetization). Instead of relying on 
exchange (rationing or distributing) coupons for food and other 
consumer goods, the country decided to adopt the concept of 
price used by the market economy via its currency. To refl ect 
the reality in the transactional exchange of goods and services, 
the government raised laborers’ wages as much as 20-fold, and 
the price of commodities, using money, increased as much as 
30-fold.
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Last, one of the most important reform measures was 
the recognition of the black market exchange rate (effec-
tive 1 July 2002), which entailed a drastic devaluation of 
North Korea’s currency against the U.S. dollar.3 Thus, 
the offi cial value dropped by as much as 99 percent, from 
2.21 won per dollar to 153.00 won per dollar, as shown in 
Table 1. The concept of the exchange rate was nominal, 
if not useless, because hard currency has not been avail-
able for residents in North Korea and the management 
of foreign currency (or hard currency such as the U.S. 
dollar and the Japanese yen) was completely centralized 
by the government.

Because of the engagement policy (aka, the Sunshine 
Policy) initiated in 1997 by South Korea’s Kim Dae-jung 
administration, which was continued by the Roh Moo-
hyun administration until early 2008, North Korea has 
enjoyed a steep increase in infl ows of hard currency, 
mostly in dollars, through interaction with the govern-
ment, companies, and ventures of South Korea. For ex-
ample, North Korea has been paid in dollars for exports 
to South Korea, entry fees for the Mt. Kumgang sightsee-
ing project, and earned wages of workers at the KIC.

The success of any transitional economy is critically de-
pendent on the exchange rate arrangement the country 
chooses. China, for example, adopted a currency peg to 
the dollar from the very beginning until 1994, when a 
managed fl oat was put in place. In fact, this has been so 
successful that China’s exchange rate policy is an ongo-
ing economic issue between the United States and China. 
A fl oating exchange rate arrangement was the choice of 
Russia. Cuba has been using a dual currency system. 
Vietnam used a combination of currency pegged to the 
dollar and a managed fl oat.

The purpose of this research is to identify an exchange 
rate regime that would be suitable for North Korea to 
achieve its goal of economic reform. To do so, we will ex-
amine implications of the optimum currency area,4 a the-
oretical groundwork for the implementation of the euro, 
a single common currency for European Union countries 

and for transitional economies, including North Korea. 
We also evaluate the experiences and effi cacy of each of 
four transitional economies (three self-engineered eco-
nomic reform countries [China, Vietnam, and Cuba] and 
one forced economic reform country [Russia]), includ-
ing exchange rate arrangements based on stylized facts. 
Furthermore, we also discuss the implication of North 
Korea’s exchange rate arrangement for South Korea.

Not many policy papers address exchange rate regimes of 
emerging transitional economies such as North Korea.5 
This paper will present the pros and cons of alternative 
exchange rate arrangements for North Korea. The choice 
may have a signifi cant impact on bilateral relations be-
tween the two Koreas in politics as well as in economics. 
The sudden collapse of the emerging yet destitute transi-
tional economy of North Korea is not desirable for sur-
rounding countries such as South Korea, China, Russia, 
Japan, and the United States (members of the six-party 
talks). The success of economic reform for North Korea 
would be an effective way to make sure that it will join 
the world community as a peace-loving member and not 
as a threat to South Korea, the United States, Japan, and 
the rest of the world.

In the next section, we cover exchange rate theory and 
recent trends in exchange rate regimes. In the two sec-
tions following that, we examine the experiences of rel-
evant transitional economies and North Korea. In the fol-
lowing section, we draw implications of the experiences 
and theory for North Korea’s exchange rate arrangement. 
In the next section, we also discuss implications of the 
exchange rate arrangement for South Korea; this is fol-
lowed by conclusions.

Alternative Exchange Rate Regimes in Theory 
and Recent Trends

Impossible Trinity

In the framework of the Mundell-Fleming model,6 the 
concept of the “impossible trinity” was introduced to dis-

Table 1: Won-Dollar Exchange Rates for North Korea and South Korea, 1999–2008

Sources: Bank of Korea; Bernhard Seliger, “Monetary and Exchange Rate Policy in North Korea: A Tentative Appraisal” (working paper presented at meet-
ing of the American Economic Association, 2007).
Note: North Korean rates in parentheses show the jangmadang (black market) exchange rate as reported in Seliger, “Monetary and Exchange Rate Policy in 
North Korea.”
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cuss the criteria for a good exchange rate regime. The 
impossible trinity states a confl ict in economic policies: 
a country cannot achieve the following three criteria si-
multaneously: (1) stability of the value of its currency, 
(2) autonomy of domestic economic policy, and (3) fi -
nancial integration with other countries.

Krugman provided an example of the impossible trinity 
using the case of China: although China has maintained 
stability of the value of its currency and autonomy of 
domestic economic policy, it has given up fi nancial in-
tegration with other countries by imposing capital con-
trols.7 In contrast, by adopting an ultimate form of a fi xed 
exchange rate—a single common currency—to maintain 
stability, members of the euro zone countries have vol-
untarily given up the autonomy of domestic economic 
policy.

Another classic example of the impossible trinity is the 
Bretton Woods system. After World War II, the interna-
tional monetary system remained in place until 1973. 
The system was a gold exchange standard system, where 
the values of all currencies were pegged to either the dol-
lar or to gold. Each country maintained a fi xed exchange 
rate vis-à-vis the dollar or gold. In essence, the system 
was an example of a fi xed exchange regime until its col-
lapse owing to hyper-infl ation originating in the United 
States, induced by the Vietnam War; thus, the devalua-
tion of the dollar occurred in 1973. Beginning in 1973, 

the value of major currencies began to fl oat, prompted 
by the inconvertibility of major currencies into gold via 
the dollar as originally agreed. The main reason other 
countries were not able to maintain the system was their 
desire not to import the hyper-infl ation generated in the 
United States. Instead of choosing to have a stable fi xed 
exchange regime, major countries put the autonomy of 
their domestic economic policies fi rst in order not to im-
port infl ation.

Interestingly, Friedman advocated the fl exible exchange 
regime, arguing that, once a fl exible regime was in place, 
countries would be insulated from foreign infl ation 
caused by changes in exchange rates in the market, which 
would refl ect differential levels of infl ation in the coun-
tries affected.8 In their empirical research for the Group 
of Seven countries, however, Eun and Jeong found that 
transmission of infl ation is not prevented even though a 
fl exible regime is in place.9

Theory of Exchange Rate: Optimum Currency Area

It is often said that the idea of an optimum currency area 
is a theoretical justifi cation for the euro, a single com-
mon currency for 16 countries in the European Union.10 
Although there are multiple countries in the region, when 
there exists labor mobility, capital mobility, and common 
characteristics in economic fundamentals across the re-
gion, the region is called an optimum currency area with 

Table 2: North Korea and South Korea Compared According to Aggregate GNI and Per Capita GNI, 1998–2007

Source: Ministry of Unifi cation, Seoul.
Note: GNI = gross national income.
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a single common currency.11 Thus, Mundell, in contrast 
with Friedman,12 favored a fi xed exchange regime over a 
fl exible exchange regime.

Mundell also argued that a region must be larger than a 
country.13 On the Korean peninsula, two sovereign coun-
tries are recognized by the United Nations; thus, two lo-
cal currencies exist. The region is larger than a country. 
In terms of labor mobility, the region could have almost 
perfect mobility owing to the countries’ geographical 
proximity and their same language and culture, unlike 
the euro region. Although capital now moves in only 
one direction, the region might achieve mobility in capi-
tal as North Korea adopts global standards for the fl ow 
of capital by establishing a solid monetary system by 
eliminating a system based on exchange coupons and 
joining the global fi nancial system for international set-
tlements. Also, when the economic profi les of the two 
sub-regions or countries are homogenous, implying a 
high correlation in macroeconomic variables, the two 
countries in the region might be able to adopt a single 
common currency.

As seen in Table 2, the economic profi les—in contrast 
with the cultural profi les—of the two sub-regions or 
countries on the Korean peninsula are not at all homo-
geneous. When there exists an asymmetric shock in 
macroeconomic fundamental variables originating in a 
sub-region or country, the shock can be easily adjusted 
if there is perfect mobility in factors. Although the two 
sub-regions could be a good candidate for an optimum 
currency area, it might not be benefi cial for South Ko-
rea to absorb extreme asymmetric shock resulting from 
heterogeneity in macroeconomic variables. It appears, 
however, that the European Union has been successful 
in implementing the idea of the optimum currency area 
by adopting the euro—the single common currency—for 
member countries with heterogeneous economic profi les, 
culture, and languages across vast continental Europe.

Recent Trend: Fixed Exchange Rate Regime?

Recent trends in exchange rate arrangements appear to 
favor the fi xed exchange rate regime. The manifestation 
of the fi xed rate regime might be in the form of a mon-
etary union, dollarization, a currency peg, or currency 
boards. Monetary union is the ultimate form of a fi xed 
exchange rate regime, having a single common currency 
across sovereign countries. The industrialized countries 
in Europe voluntarily gave up their national currencies 
and autonomy of monetary policy to adopt a single com-
mon currency: the euro, an example of ultimate mone-
tary union, has been in place since 1999 without causing 
major friction among member countries.

The number of euro zone member countries grew from 
11 in 1999 to 16 in 2009. Euro zone countries appear 
to have coped with the recent global economic down-
turn better without worrying among themselves about 
the volatility of exchange rates. The euro is also an an-
chor currency for the CFA franc, the single common cur-
rency of 14 countries in sub-Saharan Africa. Thus, both 
the industrialized countries in the euro zone and the less 
industrialized countries in sub-Saharan Africa share an 
extended monetary union through a fi xed exchange re-
gime (CFA655.957 equals one euro).14

Another extreme example of a fi xed exchange rate regime 
is a unilateral adoption of foreign currency as a national 
offi cial currency, thus sacrifi cing autonomy of monetary 
policy and currency sovereignty. Ten countries, including 
Ecuador in 2000 and El Salvador and Guatemala in 2001, 
adopted dollarization—the dollar has become the circu-
lating legal tender in those countries without those coun-
tries issuing any domestic currency. The implementation 
of dollarization is done unilaterally, usually without most 
dollarization countries consulting the U.S. government 
at all. The typical major motivations for dollarization are 
(1) to facilitate the process of economic reform, as in El 
Salvador, and (2) to resolve problems in the domestic 
economy, such as Ecuador’s hyper-infl ation. The initial 
performance of dollarization in Ecuador and El Salva-
dor appears to have been successful.15 Although dollar-
ization countries lose autonomy of monetary policy and 
the ability to generate seigniorage, the use of the dollar 
restores confi dence, credibility, and stability in the do-
mestic economy, and it controls infl ation; thus, it helps 
make economic reform successful.

Currency pegs—fi xing the value of a national currency 
to another national currency as an anchor—is also a pop-
ular form of a fi xed exchange regime. As we all know, 
the value of the Chinese yuan was offi cially pegged to 
the value of the dollar until 2004. The currency board 
system is a peg system—fi xed exchange regime—with 
a guarantee of conversion by legislation. Hong Kong is 
a good example: the value of the Hong Kong dollar is 
pegged to the U.S. dollar with a guarantee. Argentina 
was successful with the currency board until 2002, when 
the government returned to a currency peg to the dollar, 
thus eliminating the guarantee during a liquidity crisis.

Experiences of Transitional Economies in the 
Exchange Rate Regime

In Table 3, exchange rate arrangements of transitional 
economies are summarized in the context of the impossi-
ble trinity. In addition, the recent movements in exchange 
rates of transitional economies are shown in Figures 1–3. 
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We can observe three distinctive patterns clearly in 
movements of exchange rates. The Chinese yuan shows 
the most stable pattern with a predictable trend, whereas 
the Russian ruble shows the most volatile pattern with 
a less predictable trend. The Vietnamese dong shows a 
stable pattern with a predictable depreciation trend. Re-
cently, however, the magnitude of depreciation has been 
accelerated, but it has stabilized since 2009.

China

China, the most successful transitional economy, has 
been aware of the importance of the stability of its cur-
rency value from the outset of its economic reform (see 
Figure 1). By pegging its currency to the dollar until 
2004, the low cost of labor in China has been directly 
translated into the inexpensive dollar price of Chinese 

Figure 1: Exchange Rate for Chinese Yuan and U.S. Dollar, 1999–2009

Figure 2: Exchange Rate for Russian Ruble and U.S. Dollar, 1999–2009
Source: Microsoft Network, www.msn.com.

Source: Microsoft Network, www.msn.com.

Figure 3: Exchange Rate for Vietnamese Dong and U.S. Dollar, 1999–2009

Source: Microsoft Network, www.msn.com.
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products in the United States. This stability has reduced 
currency risk.

Specifi cally, U.S. importers and Chinese exporters have 
enjoyed no uncertainty in a change of exchange rates, 
eliminating the need for currency hedging or costs re-
lated to hedging. Thus, China has accumulated a huge 
trade surplus with the United States owing to the imper-
fections in the labor market and fi xed exchange rate. Chi-
na’s export-driven economy, by generating employment 
opportunities in manufacturing in China’s coastal areas, 

has contributed to the success of economic development 
in China.

Russia

Russia adopted a fl exible exchange regime. Thus, the 
value of its currency has not been stable, and the coun-
try experienced a fi nancial crisis in 1998 (Figure 2). 
Whereas China focused on the export of manufactured 
goods, Russia focused on the export of natural resourc-
es, including natural gas. Thus, the creation of new job 
opportunities in Russia has not been as successful as in 

Source: Authors’ concept.

Table 3: Experiences of Selected Transitional Economies
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China. The volatility of the exchange rate coupled with a 
signifi cant amount of foreign currency reserves obtained 
from exporting natural resources have possibly made the 
Russian ruble an easy target for currency speculators.

Vietnam

Like China, Vietnam has focused on an export-driven 
economy with manufactured goods and with a currency 
pegged to the dollar. Unlike China, Vietnam, as seen in 
Figure 3, has steadily depreciated the value of Vietnam-
ese dong to compete against manufactured goods pro-
duced with the same kind of cheap labor that China uses. 
Until early 2008, the exchange rate against the dollar was 
very stable and predictable, with little fl uctuation. Since 
early 2009, the value appears to remain stable, although 
the fl uctuation was volatile during the peak of the global 
economic crisis in 2008.

The volatility might be a refl ection of the limited size 
of Vietnam’s trade surplus and its foreign currency re-
serves. Because of the consistent depreciation of its cur-

rency, domestic manufacturers have to bear the currency 
risks, reducing their net profi t in local currency. Thus, 
Vietnam’s economic reform appears to be not as success-
ful as China’s.

Cuba

Cuba adopted a dual exchange system with a peg to the 
dollar in principle, and it imposed capital controls. The 
dual exchange rate system has a rate for domestic resi-
dents and another rate for foreigners. The purpose was to 
mitigate the problem of a shortage of hard currency. The 
dual system has created a signifi cant divergence between 
the offi cial rate of exchange and the black market rate. In 
fact, the divergence generated a signifi cant distortion in 
the economy and had a negative impact on Cuba’s self-
engineered economic reform.

The divergence has induced anxiety among residents 
in their economic activities, and it has led to chaos in 
international trade. It is clear that Cuba’s exchange rate 

Figure 4: Trade with North Korea by Major Trading Partners, 1999–2006, in thousands of dollars

 Source: Ministry of Unifi cation, Seoul; CRS(Congressional Research Service) Report for Congress, U.S. (www.nautilus.org/fora/security/07045CRS.pdf)
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arrangement has been doing more harm than good to Cu-
ba’s self-engineered economic reform. In sum, it appears 
that Cuba’s economic reform has not been successful.

Experiences of North Korea

Macroeconomics and External Economic Relations of 
North Korea

As shown in Table 2, there exist stark differences in the 
performances of the two economic systems on the Kore-
an peninsula, one of capitalism based on democracy and 
the other of communism based on a totalitarian regime. 
For the past six decades, the ideology of self-reliance 
has been the banner for North Korea, promoting autarky 
rather than international trade. North Korea used to have 
some limited international trade with the Soviet Union, 
former eastern European communist countries, and Ja-
pan prior to the collapse of the Soviet Union. With the 
collapse of the communist regimes in eastern Europe, in-
cluding the Soviet Union, the members of the leadership 
in North Korea have had to fi nd a way to secure their 
own survival in economics and politics.

While the ordinary residents of the country have suffered 
on account of the lack of basic staples and consumer 
goods as well as the lack of adequate housing, the leader-
ship has focused on the development of nuclear weap-
ons and missiles. To rectify North Korea’s behavior, the 
United Nations imposed very restrictive sanctions on 
the international trade activities of North Korea. Thus, 
recently, the external economic activities of North Ko-
rea have been limited to accepting humanitarian aid and 
foreign aid and exporting to South Korea primitive con-
sumer goods produced in the KIC.

Major Trading Partners and Trade Balances

Overview. Major trading partners of North Korea are 
member countries of the six-party talks. North Korea’s 
top three trading partners—China, South Korea, and 
Russia—accounted for more than 60 percent of its total 
trade in 2006.16 North Korea has also had trade relation-
ships with Thailand and India. Table 4 shows the size of 
North Korea’s trade with fi ve members of the six-party 
talks. North Korea has a chronic trade defi cit with all its 
major trading partners except Japan. North Korea’s total 
trade is also shown graphically in Figure 4.

China. Since the collapse of the Soviet Union, China has 
been North Korea’s largest trading partner and supplier 
of concessionary assistance: subsidized trade and direct 
transfers. In 2006, North Korea ranked 65th among Chi-
na’s export markets. As a source of imports, North Korea 

ranked 64th. Since 1999, except for 2001, North Korea’s 
largest trading partner has been China. China has been 
one of the largest donors of food to North Korea. China 
also provides most of North Korea’s fuel oil at prices that 
are lower than world market prices.

South Korea. South Korea was North Korea’s second-
largest trading partner in 2006. The major types of goods 
imported from North Korea include primitive agriculture 

Figure 4: Trade with North Korea by Major Trading 
Partners, 1999–2006, in millions of dollars

Source: Ministry of Unifi cation, Seoul; CRS(Congressional Re-
search Service) Report for Congress, U.S. (www.nautilus.org/fora/
security/07045CRS.pdf)

and fi shery products. Major South Korean exports to 
North Korea include fertilizer and foods. The success of 
meaningful economic ties between North and South Ko-
rea is currently being cultivated through the KIC, which 
South Korean companies manage with the approval of the 
political leadership of North Korea. Although small- and 
medium-size companies in South Korea are interested in 
manufacturing their products using the cheap labor in the 
KIC, the growth and stability in production in the KIC 
have been hampered by friction between the Koreas.

Major multinational corporations based in South Korea, 
such as Samsung, LG, and Hyundai, appear to perceive 
that the political risk, caused by the gigantic amount of 
necessary and irreversible investment, is too high to set 
up manufacturing plants in North Korea.

Japan. Japan’s economic relations with North Ko-
rea have declined sharply as North Korea continues to 
maintain its nuclear and missile programs. Furthermore, 
because North Korea launched several test missiles and 



– 9 –

then detonated a nuclear weapon for testing in 2006, Ja-
pan imposed strict unilateral sanctions, causing bilateral 
trade to plummet. As of early 2010, Japan bans any trade 
with North Korea and prohibits all North Korean ships 
from entering Japanese ports.

Russia. The collapse of the Soviet Union greatly reduced 
economic relations between Russia and North Korea. 
In 2006, Russia was the third-largest trading partner of 
North Korea owing to Russia’s exports of fuel. Its other 
trade products with North Korea include wood, pulp, fer-
tilizers, machinery, and iron and steel.

United States. The United States and North Korea barely 
trade with each other because of the issue of the develop-
ment of nuclear weapons and missiles by North Korea. 
The United States currently imposes sanctions on goods 
from North Korea.

Balance of Payments

In their forensic construction of North Korea’s balance of 
payments, Haggard and Noland covered two areas: illicit 
transactions and legitimate transactions.17 Because of a 
huge statistical discrepancy, some observers suspect that 
North Korea might be in the business of illicit transac-
tions such as drug traffi cking, counterfeiting, and arms 
sales. Such suspected transactions cannot, however, be 
major portion of North Korea’s balance of payments. 
Major items of legitimate transactions come from fi ve 
areas: North-South projects, workers’ remittances, for-
eign direct investment, offi cial transfers, and private un-
requited transfers.

North-South projects include the KIC, the Mt. Kum-
gang tourism project, and other humanitarian support. As 
shown in Table 4, North Korea is a country with chronic 
trade defi cit. Except for trade with Japan, North Korea 
shows a consistent trade defi cit with three neighboring 
countries: China, South Korea, and Russia. As with other 
economic statistics, information on North Korea’s bal-
ance of payments is not offi cially available. All in all, it is 
obvious that the level of foreign currency reserves is very 
low because of the North’s chronic trade defi cit.

Current Exchange Regime

It has been known that North Korea used a dual conver-
sion system for hard currency: one for domestic residents 
and the other for foreign residents. In mid-2002, the Los 
Angeles Times reported that North Korea, as a measure 
of self-engineered economic reform to refl ect the black 
market rate for the dollar, devalued its North Korean won
to two-thirds of a cent ($0.0067/won) from 46.5 cents 

($0.4650/won) in 2002 (see also Table 1).18 The magni-
tude of the devaluation seems to have been arbitrary and 
extreme. It appears that there exists no solid monetary 
system and thus no coherent exchange rate system.

The dollar is considered to be the most important foreign 
currency for posting foreign exchange rates. The histori-
cal exchange rate of the North Korean won against the 
dollar is shown in Table 1. North Korea’s devaluation 
in 2002 appears to have been a complete repudiation of 
its own offi cial rate system, indicating chaos. In fact, the 
discrepancy between the offi cial rate and the black mar-
ket rate is so large that there seems to be no viable ex-
change market for converting North Korean won to the 
dollar or vice versa.

Implications for North Korea

Prerequisites

North Korea is not a country with a typical monetary sys-
tem. Instead of using money or currency, an exchange 
coupon (or ration coupon) issued by the government has 
been a major medium of any economic transaction. Thus, 
although North Korea has used legal tender, the circu-
lation of domestic money has been very limited. As a 
measure of its recent self-engineered economic reforms, 
the government in 2002 attempted the reintroduction of 
money for circulation, also known as remonetization. It 
appears, however, that the legal currency is not well per-
ceived by the residents, owing to the rapid depreciation 
of the value prompted by the sharp increase in price or 
hyper-infl ation that accompanied the reform.

Moreover, it is necessary for North Korea to understand 
that any transitional economy goes through hyper-infl a-
tion, acute or chronic, when the economy undergoes a 
structural systemic change from a centralized planned 
system to a market-based system that results from a 
shortage of consumer and manufactured goods. Thus, 
North Korea needs to formulate a coherent economic 
policy that accounts for the unavoidable hyper-infl ation 
that arises in the process of its economic reform, self-
engineered or otherwise.

In North Korea, whenever any ordinary residents or busi-
ness entities obtain hard currency, the hard currency is 
supposed to be exchanged for the legal tender, the North 
Korean won, at an offi cial rate, much lower than the 
black market rate, a process that resembles the cause of 
the failure experienced in Cuba. After the conversion, 
the hard currencies, such as the dollar, go directly into 
the government treasury, if not the private treasury of the 
leadership, to mitigate the shortage in reserve currency.
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All in all, North Korea has a very fragile monetary sys-
tem. Instead of using an ambiguous dual (monetary) 
system, that is, money and exchange coupons, North 
Korea must establish a solid monetary system based on 
the North Korean won to deal with compensation pay-
ments to tens of thousands of laborers working in hard-
currency-earning sites such as the KIC. It may take an 
adjustment period for North Korea to deter the possible 
hyper-infl ation it experienced in the early stage of its 
self-engineered economic reform in 2002 and when it 
implemented redenomination of its legal tender in 2009. 
Specifi cally, the shortage of consumer goods, a primary 
reason for the hyper-infl ation, might be alleviated by spe-
cial arrangements with South Korea or China, or both, 
when there is a coherent exchange rate regime with a 
solid monetary system in place.

The chronic economic problems of North Korea, as a 
consequence of the communist economic system for the 
past 60 years, can be characterized as follows: lack of 
productivity, absence of incentive system, misallocation 
of limited resources, corruption in the bureaucracy, and 
lack of accumulated capital. A viable strategy for North 
Korea to solve these problems, in addition to the hyper-
infl ation problem, is to adopt the concept of effi ciency 
based on competition in the market and to give up the 
elusive concept of equality based on collectivism. One 
way to achieve effi ciency might be the implementation 
of an export-driven economy (an open economy with 
international trade) rather than its self-reliance economy 
(autarkic, closed economy), thus opening to worldwide 
competition in the market. The priority of North Ko-
rea appears to be an affi rmation of its solid plan for an 
economy driven by economic development, exports, and 
cheap labor—as done by most transitional economies, 
including China.

Furthermore, it might be imperative for North Korea 
to grow economically, not with the export of primitive 
agricultural and natural resource products but with the 
export of manufactured goods, by taking advantage of 
the low cost of North Korean labor and also by creating 
employment opportunities for its residents. As the politi-
cal environment improves, North Korea could have an 
enormous opportunity to export its manufactured goods 
to South Korea, lowering the cost of production for com-
panies in South Korea and creating jobs for North Ko-
rean residents. With the hard currency earned from its 
exports, North Korea could import food and consumer 
goods from South Korea to control its hyper-infl ation.

China provides an excellent precedent in the context of 
an export-driven economy. Although the exchange rate 
policy alone cannot achieve improvement in macroeco-
nomic fundamental variables, it can facilitate greatly the 
implementation of a plan for economic development, as 
we have seen in China and Vietnam.

Stability of Value of Currency and Choice of 
Exchange Regime

The stability of the value of the currency in transitional 
economies seems to be a necessity for the success of 
economic development; China and Vietnam are good ex-
amples. For an economy driven by exports of manufac-
tured goods, stability creates more international trade for 
domestic manufacturers (exporters) and foreign buyers 
(importers) without causing them worry about exchange 
rate risk. In China, there has been little need for them to 
hedge against currency risk. There has also been little 
room for speculators to disturb the exchange markets, 
targeting China.

Although as a sovereign economy North Korea may 
choose a fl oating exchange regime, fi xed exchange re-

Table 5: Comparison of Possible Exchange Rate Regimes for North Korea

Source: Authors’ concept.
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gime, or something in between, it is clear that North 
Korea is not ready to adopt fl oating or a managed fl oat 
without having substantial foreign currency reserves. As 
North Korea chooses stability with a fi xed exchange re-
gime, it can maintain the autonomy of its monetary policy 
by imposing capital controls, as it has in the past and as 
shown in Table 3. North Korea, however, is ill-prepared 
for fi nancial integration with the rest of the world.

As North Korea makes offi cial its intention to move to 
a fi xed exchange regime for its major trading partners 
such as South Korea, there exists no ambiguity in the lo-
cal currency price of North Korean products in the South 
Korean market to compare with the local currency price 
of domestic products. Because of a signifi cant market 
imperfection in North Korea’s labor market—that is, the 
low cost of North Korean labor—North Korea’s manu-
factured products could dominate the consumer products 
market in South Korea, in particular, as Chinese products 
have done in the United States. In Table 5, we summarize 
the pros and cons of an alternative exchange regime for 
North Korea.

Choice of Currency for Initial Peg

The candidate currencies are currencies of North Ko-
rea’s major trading partners: the Chinese yuan and the 
South Korean won. In theory, North Korea may choose a 
currency basket or a combination of several currencies; 
however, in practice, that choice is not viable. From the 
beginning of its economic reform two decades ago, Chi-
na has pegged its currency to the dollar because the Unit-
ed States was the major market for its exports. Although 
China could change its choice of its anchor currency, it 
seems that China has made consistency and stability of 
its exchange regime its foremost priority internally and 
externally as its economic reform is in progress.

Furthermore, South Korea’s major trading partner is the 
United States. Although South Korea adopted a fl oating 
exchange rate regime, the value of its won depends sig-
nifi cantly upon U.S. factors such as portfolio investment 
and trade balance. Thus, North Korea must realize that 
its two major trading partners have strong economic ties 
with the United States. Ironically, the change in the value 
of the dollar could affect North Korea’s international 
trade in relation to its two major trading partners.

With the fi xed exchange regime, North Korea might be 
affected by external economic shocks such as infl ation 
originating in the country of the anchor currency, as seen 
from the transmission of U.S. infl ation from country 
to country during the Vietnam War era. The country of 
the possible anchor currency must be able to absorb the 

asymmetric transmission of infl ation: the hyper-infl ation 
originating in North Korea might be transmitted to the 
country of the anchor currency, but not vice versa. In that 
regard, infl ation originating in China might be more wor-
risome than infl ation from South Korea owing to the nar-
row price differential between North Korea and China. 
Furthermore, the unavoidable hyper-infl ation originating 
in North Korea could be better absorbed by South Korea, 
not by China, because of the signifi cant price differential 
between South Korea and North Korea (or a substantially 
higher price in South Korea).

It is well known that the average cost of labor in South 
Korea is much higher than labor in China. As we have 
seen in the experience of Vietnam, it is not desirable for 
North Korea to compete against China, but it could com-
pete against South Korea in terms of the cost of labor. If 
North Korea chose the Chinese yuan as an anchor curren-
cy, North Korea might fi nd that the benefi ts of its cheap 
labor would be greatly diminished and that it would be 
in competition with China in terms of its major export 
markets, such as South Korea and the United States.

In addition to the low cost of labor, North Korea has sev-
eral other advantages in trading with South Korea: geo-
graphical proximity, reducing the cost of transportation; 
easy mobility in labor and capital; and the same language 
and culture. For North Korea, South Korea can be an ide-
al market for its exports for the next several decades un-
til it accomplishes its goal of self-engineered economic 
reform. In 2008, South Korea’s total imports were $435 
billion whereas North Korea’s total exports were only $1 
billion.19 It is clear that South Korea has ample room to 
import products from North Korea.

Thus, it is better for the leadership of North Korea to 
dominate South Korean markets with its products, capi-
talizing on all of its competitive advantages in econom-
ics, as China has done with the United States, rather than 
developing WMD and begging for carrots. In that regard, 
the South Korean won can be a good candidate currency 
as a currency peg for North Korea (see Table 6). Further-
more, the choice of the South Korean won may provide 
additional benefi ts: instilling psychological confi dence 
and credibility in North Korean residents, reducing the 
anxiety prompted by the economic reform in 2002 and 
the recent redenomination in 2009, and strengthening its 
monetary system.

Won-ization

As discussed, a recent trend in exchange rate arrange-
ments favors the fi xed exchange regime, including ulti-
mate forms of the fi xed regime such as monetary union 
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and dollarization. Furthermore, empirical evidence of 
dollarization in Ecuador and El Salvador suggests that the 
unilateral adoption of the dollar as legal tender, without 
consulting the U.S. government, appears to be a success 
in bringing about psychological confi dence, credibility, 
and discipline for the economies of those countries.20 In 
addition, dollarization has been effective in controlling 
hyper-infl ation in Ecuador and implementing structural 
economic reform in El Salvador.

Another viable alternative for North Korea is to adopt 
won-ization: in other words, choose the South Korean 
won as its legal currency, without consulting the South 
Korean government. For North Korea, the benefi ts out-
weigh the costs. The immediate benefi t would be having a 
solid monetary system automatically, replacing exchange 
coupons and the bruised North Korean won. Thus, the 
structural problem of North Korea, a very fragile mone-
tary system with no coherent exchange rate arrangement, 
could be resolved by piggybacking onto South Korea, a 
heavyweight in international trade.

As a result, an important goal of the economic reform 
North Korea attempted in 2002—remonetization—could 
be achieved instantly, providing confi dence and credibil-
ity with North Korean residents. North Korea would also 

be relieved of the burden of printing its own money. In ad-
dition, won-ization would be a better alternative for con-
trolling hyper-infl ation than the 2009 redenomination, as 
demonstrated by Ecuador and El Salvador. It seems the 
only cost of won-ization for North Korea would be the 
loss of autonomy in monetary policy. That cost seems 
to be irrelevant, however, because of the absence of a 
coherent monetary system and monetary policy in North 
Korea.

It is known that the convergence criteria, to achieve ho-
mogeneity in economic profi les across member coun-
tries, must be satisfi ed prior to joining the euro monetary 
union as posited in the idea of optimum currency area. 
Although the dollarization countries created a de facto 
monetary union unilaterally, without considering the ho-
mogeneity for formal membership, dollarization seems 
to be working in that the countries achieve their intended 
goals in economic policies.

By adopting won-ization, North Korea would be a de 
facto member of the monetary union on the Korean pen-
insula without having to satisfy any convergence criteria. 
As long as North Korea can achieve its immediate eco-
nomic goals, won-ization is a rational alternative. Fur-
thermore, won-ization can facilitate the acceleration of 

Table 6: Advantages and Disadvantages of Several Possible Anchor Currencies for North Korea

Source: Authors’ concept.
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economic development for North Korea, maximizing the 
benefi ts of mobility in labor and capital that grow out of 
the geographical proximity with South Korea.

Implications for South Korea

In the constitution of South Korea it is clearly stated 
that (1) the Republic of Korea seeks unifi cation and for-
mulates and carries out a policy of peaceful unifi cation 
based on the principles of freedom and democracy, and 
(2) the territory of the Republic of Korea shall consist of 
the Korean peninsula and its adjacent islands.

To achieve the goal prescribed in the constitution, it 
may be more practical for the people and government of 
South Korea to seek gradual economic unifi cation rather 
than seek an abrupt political and territorial unifi cation. 
As demonstrated by several transitional economies, such 
as East Germany and Romania, a sudden collapse of the 
communist regime creates more chaos than stability for 
a good number of years. Thus, South Korea must formu-
late a strategy to achieve gradual economic unifi cation, 
one that avoids replicating the experiences of the abrupt-
ly unifi ed German economy, but a strategy to achieve 
gradual economic unifi cation.

In that regard, South Korea has strong advantages over 
North Korea in accumulated capital and technology 
while North Korea has overwhelming advantages over 
South Korea in the cost of labor and the need for eco-
nomic development. Thus, the best strategy for economic 
unifi cation is to combine the advantages and promote in-
trapeninsular trade. South Korea, however, has to main-
tain a consistent policy of gradual economic unifi cation, 
regardless of its political relationship with the current or 
next leadership in North Korea.

As the two Koreas begin to capitalize on the mutual ben-
efi ts of bilateral trade, the two Koreas will become more 
integrated economically. As seen with the euro in the Eu-
ropean Union, economic unifi cation is more crucial for 
the economic welfare of people who live on the Korean 
peninsula than is territorial unifi cation for competing in 
the world market. Economic unifi cation will pave the 
way for peaceful unifi cation based on the principles of 
freedom and democracy.

Settlement Currency of Intrapeninsular Trade: South 
Korean Won

As discussed, North Korea’s legitimate balance-of-pay-
ments transactions come from fi ve major areas: North-
South projects, workers’ remittances, foreign direct 
investment, offi cial transfers, and private unrequited 

transfers. North-South projects include the KIC, the Mt. 
Kumgang project, and other humanitarian support us-
ing the South-North Cooperation Fund. Direct trade (or 
transactions) between the two Koreas is mostly settled in 
dollars or physical merchandise. For example, dollars are 
being used to pay the laborers working at factories run by 
South Korean companies in the KIC.

For economic unifi cation, it might be a good idea for 
South Korea to use its won, instead of dollars or mer-
chandise, for settlement of any bilateral trade. Specifi -
cally, as South Korean companies pay the North Korean 
workers with the South Korean won, their own local 
currency, companies will free themselves from currency 
risk. Thus, that will eliminate a signifi cant risk in interna-
tional trade, promote more trade with North Korea, and 
accelerate economic integration on the Korean peninsula. 
In addition, North Korea will not incur any exchange rate 
risk when it purchases consumer goods and manufac-
tured products from South Korea using its earned South 
Korean won. In fact, North Korea will be able to shift its 
currency risk in international trade to South Korea.

Other possibilities exist for promoting bilateral trade 
using the South Korean won. For humanitarian aid, for 
example, instead of making shipments of merchandise, 
such as food and fertilizer, it may be more rational for 
South Korea to extend a line of credit to North Korea in 
South Korean won via the Bank of Korea. Then, North 
Korea, with this credit, would be able to shop for neces-
sary merchandise using South Korean vendors, promot-
ing intrapeninsular trade. Although the current size of 
the South-North Cooperation Fund does not appear to 
be adequate for economic unifi cation, it might be more 
effective for the government of South Korea to give an 
additional line of credit in its won to North Korea via the 
Bank of Korea. The credit would be managed by North 
Korea, not by the Ministry of Unifi cation in South Korea, 
and thus would promote intrapeninsular trade.

As South Korea settles any such bilateral trade in its won, 
including North-South projects such as the Mt. Kumgang 
tourism area, the benefi ts would include transparency in 
accounting for the uses of the fund and credit by North 
Korea, in addition to the benefi ts of promoting bilateral 
trade by eliminating foreign rate risk.

Won-ization

A unifi ed Korea will emerge eventually on the Korean 
peninsula. At this point, the South Korean won seems to 
be favored to become the currency of a unifi ed Korea 
because of the stability of its value and the disparity in 
economic profi les, including the sizes of the two econo-
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Consequently, pegging to the South Korean won might be 
a better choice for North Korea. North Korea could main-
tain the stability of the value of its currency against the 
South Korean won, the value of which has been adjusted 
continually in the foreign exchange market, refl ecting its 
macroeconomic fundamentals in relation to the rest of 
the world. As we have seen, recent trends—including the 
euro, an ultimate form of fi xed exchange regime—favor 
a fi xed exchange rate regime, a monetary unifi cation 
created by voluntarily giving up autonomy in monetary 
policy for the benefi t of residents in the region.

Although asymmetric mobility in labor and capital and 
asymmetric economic characteristics exist between South 
Korea and North Korea, the Korean peninsula could be a 
candidate for an optimum currency area. Thus, if North 
Korea adopts a currency pegged to the South Korean 
won, it may pave a way toward monetary unifi cation in 
advance of political and territorial unifi cation.
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