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US Sanctions on North Korea:
UNSCR 1874 in Context

Stephan Haggard

University of California San Diego

Marcus Noland
Peterson Institute for International Economics and East-West Center

Introduction

Well before the onset of the nuclear crisis in 2002, the United States had
maintained a complex array of sanctions against North Korea, Some of these are
legacies of the early Cold War embargo against communist countries; others
have been introduced to reflect new concerns, from proliferation and missile
sales, to human rights and state sponsorship of terrorism, Since the onset of
the nuclear crisis, however, the United States—sometimes acting alone,
sometimes in concert with other parties through the UN—has increased the

range of sanctions against North Korea,

To what extent are these new sanctions likely to be effective in achieving the
objective of denuclearizing North Korea? A well-developed literature has
established a number of common-sense conclusions about the conditions under

which sanctions are most likely to be effective,6) First, economic sanctions alone

6) See, for example, Hufbauer et al. (2007),
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are unlikely to cause target governments to reverse core policies, If the North
Koreans have made a “strategic decision” to attempt to keep nuclear weapons,
sanctions are unlikely to be successful in terminating these programs, at least

under this regime,

Second, cohesion among the sanctioning parties is key, If the United States
imposes sanctions, but other trading partners are pursuing engagement

strategies, then the sanctions are undercut,

Finally, sanctions are presumed to work by imposing costs on publics, to
which the political leadership is accountable and therefore responsive, However,
in countries like North Korea, the government s capacity to impose pain on the
citizenry is enormous, Unless sanctions have effects on the leadership (so-called

“smart sanctions” ), the stipulated effects are unlikely to materialize,

In the case of United Nations Security Council Resolution (UNSCR) 1874,
sanctions may contribute to achieving more limited objectives, however, A
primary objective for the United States is halting proliferation, As a
countermeasure to proliferation activities, sanctions can raise the costs of doing
business with North Korea, Even if sanctions are not entirely effective in
disrupting the “supply side” of any exchange emanating from North Korea, the
specter of becoming embroiled in sanctioned activities can dry up the market
from the “demand side.,” The targeted actions against Banco Delta Asia (BDA)
show how these pressures can work with respect to financial institutions doing
business with North Korea, The July 2009 designation of North Korean entities
and individuals was implicitly aimed at customers and suppliers as well as at the
regime, counterparties must now reassess the risk of doing business with North

Korea,

While we are skeptical of the willingness of the current North Korean regime
to surrender its nuclear weapons capability, the lifting of sanctions constitutes
a potential inducement for some future North Korean regime to compromise,
North Korea has paid a tremendous opportunity cost by isolating itself from

world markets, At least until recently, North Korea had consistently expressed

S25tdH 25 2009 7ES



US Sanctions on North Korea: UNSCR 1874 in Context 15

an interest in the economic dimensions of any final settlement, Any sanctions
policy must pay attention not only to the imposition of costs, but to the rewards

on offer if the target state complies,

We are now in a game of cat-andmouse, The North Koreans will attempt to
reconstitute their proliferation networks using new front companies, The
effectiveness of sanctions will depend in part on how diligently and well we play
the game, There is still substantial uncertainty surrounding the willingness of

China to press North Korea, despite its capacity to do so,

The Evolution and Scope of Sanctions

Trade relations between the US and DPRK have always been highly politicized,
Following the outbreak of the Korean War in 1950, the US imposed
comprehensive economic sanctions under the 1917 Trading With the Enemy Act —
legislation originally enacted in the context of World War I and subsequently
updated in 1977 through the International Emergency Economic Powers Act.”) A
limited number of these restrictions were eased in February 1995 as part of the
implementation of the October 1994 Agreed Framework, The US government
permitted an expansion of communications and financial linkages between the
US and DPRK and the export of some raw materials from the DPRK to the US,
Other types of economic exchange were possible, but required waivers from the
US Treasury s Office of Foreign Assets Control (OFAC),

The sanctions regime changed significantly during the second Clinton
administration, In September 1999, North Korea declared a longrange missile
testing moratorium, and in June 2000 all but a few of the remaining trade
restrictions were removed except for those directly related to proliferation
activities, For example, the US maintained restrictions under the multilateral
Wassenaar Arrangement (of which both the US and South Korea are

participants) on the sale of weapons and missilerelated technology, unlicensed

7) See Rennack (2003), Noland (2004), and Lee and Choi (2008) for further details,
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export of dual-use technology and items that could have military uses, Importers
of goods from North Korea to the US are required to obtain prior approval from
OFAC which must certify that the products were not produced by North Korean
entities designated as having engaged in missile proliferation, Subject to this
condition, approval is routine, US government officials indicate that they
receive only a handful of such requests each year, primarily because of the

commercial risks in doing business with North Korea,

The relaxation of sanctions in the late Clinton period was done through
administrative fiat and was intentionally reversible, The sanctions were removed
as long as North Korea maintained the missile moratorium, if the North Koreans
resumed longrange missile testing, the US could reimpose sanctions, As US-
North Korean relations stalemated and the Four Party and then Six Party
negotiations failed to yield progress, the US began to impose or reimpose
sanctions and to reverse benefits that had been extended, The US suspended
shipments of heavy fuel oil (HFO) in December 2002 in reaction to evidence that
North Korea hedged its obligations by engaging in a secret program to enrich
uranium, In Executive Order 13382 of June 28, 2005, the US imposed financial

sanctions on three North Korean trading companies,

From the North Korean perspective, US propensity to sanction seemed to
continue even when progress was being made in negotiations, The precise
sequence of events is very important in this regard, On September 12, 2005—as
the Six Party Talks were reaching a delicate stage—Treasury designated BDA in
Macau as an institution of “money laundering concern” ; this action is discussed
in more detail below as it has had a strong influence on how the United States
thinks about sanctions at the moment, A week later, on September 19, the
Fourth Round of Six-Party Talks produced the “September Joint Statement,” in
which the parties outlined the goal of negotiating an end to North Korea s
nuclear weapons program and some of the quid pro quos that North Korea could
expect in return, Yet in October, Treasury froze the assets of eight North

Korean entities for involvement in WMD proliferation, and in December it
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backed up the BDA action with a more general advisory warning to international
financial institutions to “guard against the abuse of their financial services by
North Korea,” In March 2006, the US took action against a Swiss firm alleged to
be engaged in illicit trade with North Korea, While these sanctions could be
justified as legitimate defensive actions, targeted at specific North Korean

activities, they sent mixed signals to North Korea on US intentions,

The international community did not impose sanctions following the test of a
longrange missile in July 2006, although South Korea did, But North Korea s
nuclear test in October 2006 was an altogether different matter, The adoption of
UN Security Council resolution 1718 sanctioned trade in WMD-related materials,
heavy weapons systems and luxury goods, The US not only imposed additional
measures pursuant to UNSCR 1718, but also reimposed some of the sanctions

relaxed under the Clinton Administration,

Very shortly after the test, the US and North Korean began a protracted set
of bilateral negotiations over a roadmap toward denuclearization; a key carrot
in these negotiations was the lifting of the BDA sanctions, In roadmap
agreements reached in February and October 2007, North Korea agreed to a very
specific set of steps toward denuclearization, in return for which it was to
receive very specific quid-pro-quos. This process slowed down in 2008 as North
Korea' s declaration of its nuclear activities was delayed. But one step in this
process was the announcement in June 2008 that the United States would
remove North Korea from the US government list of state sponsors of terror and
end certain restrictions which had been placed on commerce with North Korea
under the Trading with the Enemy Act., Following the second North Korean
nuclear test in 2009, President Obama reimposed provisions that had been

removed the previous year,

Beyond direct restraints on trade and financial flows, economic integration
between the US and DPRK is hampered by North Korean exclusion from a
variety of US programs that promote cross-border exchange, such as the

Generalized System Preferences (GSP), Export-Import Bank financing and
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outbound foreign investment through Overseas Private Investment Corporation
(OPIC) guarantees. These exclusions arise from the DPRK s failure to meet
statutory criteria with respect to workers  rights, intellectual property
protection, its status as a Marxist-Leninist state, and its withdrawal from the
Nuclear Non-Proliferation Treaty, The US is under no obligation to extend these
benefits, however, and as a result North Korea' s ineligibility for these programs
cannot be considered a sanction in the traditional sense of the term, It is
inconceivable that the US would grant these privileges under North Korea s

current practices, even if political relations were normalized,

There are few formal legal restrictions on the ability of Americans to export
to or invest in North Korea, Imports are subject to a prior approval process, but
this is based on a transparent and narrowly delineated certification requirement,
However, the DPRK is one of a handful of countries that does not receive
Normal Trade Relations (NTR) (nee most-favored-nation (MFN)) treatment in the
US. As a consequence, exports from North Korea to the US are subject to the so-
called “column 2" tariff rates — the statutory rates established by the infamous
Smoot-Hawley Tariff Act of 1930, Unfortunately for North Korea, these tariffs
tend to be the highest on labor-intensive products such as garments, in which
the DPRK is conceivably competitive, These tariffs represent a serious potential
impediment to trade, though it should be observed that unlike the aforementioned
sanctions, they are not specifically aimed at the DPRK, The incidence of high
tariffs on products in which the DPRK might be competitive is an accident of
history, and other countries, most notably North Korea' s neighbor China, have
successfully exported to the US despite being subject to the higher column 2
tariffs (though China eventually gained NTR status on a yearto year basis).
Most countries that have recently obtained permanent normal trading relations
with the US, such as China, have done so through the World Trade Organization
(WTO) accession process, Unfortunately, the DPRK has shown no interest in
joining the WTO.®)

8) Should diplomatic relations between the US and DPRK improve such that the DPRK were granted
normal trading relations status, with or without membership in the WTO, it is likely that the US
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Both the formal sanctions described above and North Korea s failure to qualify
for various benefits has, by definition, constrained the DPRK s foreign trade and
investment, But the impact of these actions should probably not be exaggerated,
Evidence on this point can be gleaned from examining North Korea s performance
under the Multi-Fibre Arrangement (MFA), a worldwide network of bilateral trade
quotas that for three decades constrained global trade in textiles and apparel,
The MFA system encouraged the dispersion of production for export of these
products internationally as firms sought to shift export activities to countries
not filling their allocated quotas, It is telling that the DPRK was one of the rare
countries that chronically did not fill its MFA quota in the lucrative European
markets where it was not subject to sanctions, This suggests that fundamental
supply problems on the North Korean side, not externally imposed sanctions,

have been the primary inhibitor of North Korea' s external performance,

BDA

The BDA case has exercised substantial influence over current thinking about
sanctions in the US, It also raises questions of what constitutes a “sanction.”
There can be little serious doubt that those in favor of targeting North Korea s
international financial transactions saw them as useful in the larger nuclear
game, Nonetheless, it is also the case that the US has struggled with how to
minimize the risks associated with North Korean nuclear and missile proliferation

as well as the pursuit of a variety of illicit activities,

For some time, the US has suspected that North Korea has been involved in
the production and circulation of supernotes: high-quality counterfeits of $100
notes, In fairness, it should be said that there is some skepticism among about
the veracity of these claims (Gaylord 2008). Nonetheless, in September 2005, the
Treasury Department designated BDA as a financial institution of “primary

money laundering concern” under Section 311 of the USA Patriot Act,

would insist that it be classified as a non market economy (NME) and, as a consequence, be
subject to onerous NME anti—dumping rules along the lines of the China template,
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The purposes of the USA Patriot Act are primarily to deter and punish
terrorist acts in the United States, in part by strengthening U, S, capabilities to
prevent, detect and prosecute international money laundering connected to the
financing of terrorism, To this end the act provides the government with tools
that could be used to scrutinize suspect foreign jurisdictions, foreign financial
institutions, and classes of international transactions, Section 311, under which
the BDA action was brought, permits the US to identify customers using
correspondent accounts, and to prohibit or impose conditions on correspondent
accounts for a foreign banking institution, In conjunction with the preliminary
finding under the Patriot Act provisions, the Treasury Department s Financial
Crimes Enforcement Network (FinCEN) simultaneously issued a Notice of Proposed
Rulemaking that, if adopted as final, would have prohibited US financial
institutions from directly or indirectly establishing, maintaining, administering or
managing any correspondent account in the US for or on behalf of BDA, To date,
the evidence on which this finding was based has not been made public, and

appeared to rest on North Korean accounts allegedly linked to illicit activity,

The Treasury actions proved highly potent, Although both the bank and the
Macau monetary authorities denied that BDA was involved in money laundering,
and a subsequent audit by Ernst and Young cast doubt on Treasury claims, the
mere threat of sanction led to a run on the bank, which was forced into
receivership, The means through which the sanctions worked had to do with

their effect on US (and arguably other) banks doing any business with BDA,

After the actions against BDA, senior Treasury Department officials also
visited China, Hong Kong, Macau, Singapore, South Korea and Vietnam to
convince other banks to cut ties with North Korea, It is not clear whether these
approaches resulted in specific actions by any of these banks, But it is clear
that North Korean authorities felt squeezed and North Korean negotiators
repeatedly argued that the BDA action constituted an illegitimate sanction and
stipulated that the lifting of the sanction was a prerequisite for a final

settlement, After the nuclear test in October 2006, a prolonged set of
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negotiations in Berlin cleared the way for a settlement of the BDA issue and
thus arguably set the stage for the “roadmap” agreements of February and
October 2007,

The lessons drawn from BDA appeared to be quite clear, Despite limited direct
commercial relations with North Korea, and limited ability to induce its trading
partners to sever ties, the US nonetheless did have instruments that could
severely complicate North Korea' s external economic relations, Financial

measures worked their way into recent UN sanctions as well,

UNSCR 1874

Following the second North Korean nuclear test in May 2009, the UN Security
Council adopted UNSCR 1874 on June 12, The resolution constituted a compromise
to Chinese concerns, in large part by targeting the sanctions against the
weapons trade, The resolution broadened the scope of sanctions under UNSCR
1718 by widening the categories of arms trade vulnerable to sanctions and
adding financial sector provisions for their enforcement, The resolution also
authorizes more robust implementation through a complex interdiction protocol,
and provided for an expansion and intensification of activities by the existing
sanctions committee established under UNSCR 17189 In July 2009, the
sanctions committee identified a number of entities and individuals, including
the entities that had been unilaterally targeted by the US, for asset seizures
and bans on business and travel, The committee also added two products

potentially used for missile production to the list of sanctioned items,10)

9) See Nikitin et al, (2009) and Haggard and Noland (2009) for further details,

10) Tanchon Commercial Bank (Tanchon) and Korea Mining Development Trading Corporation (KOMID)
had been previously sanctioned by the US and the UN, The US added Namchongang Trading
Corporation (NCG) and Hong Kong Electronics, located in Kish Island, Iran, for providing support
to Tanchon and KOMID, The UN then added these two entities to its sanctioned list, as well as
Korea Hyoksin Trading Corporation, the General Bureau of Atomic Energy, Korean Tangun Trading
Corporation, and five individuals: Yun Ho jin, director of Namchongang Trading Corporation, Ri Je

son, director of the General Bureau of Atomic Energy (GBAE), Hwang Sok hwa, director in the
General Bureau of Atomic Energy (GBAE), Ri Hong sop, former director, Yongbyon Nuclear
Research Center, and Han Yu ro, director of Korea Ryongaksan General Trading Corporation,
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The US government established an interagency task force, including
participants from the State Department, the Treasury, the Defense Department,
the National Security Council, and the intelligence community, under the
leadership of Ambassador Philip Goldberg to implement the sanctions policy, The
group includes Treasury Undersecretary for Terrorism and Financial Intelligence
Stuart Levey, and his Deputy Assistant Secretary for Terrorist Financing and
Financial Crimes, Daniel Glaser, both holdovers from the Bush Administration
and veterans of the BDA case, Their retention in these positions is a clear signal
that despite its stated commitment to a policy of engagement, the Obama
administration is not averse to the imposition of sanctions, particularly to

manage what are seen as mounting proliferation risks,

This group met with Asian counterparts in July 2009 in connection with
implementation of the UN measures, In Beijing, it met with a similarly constituted
Chinese interagency group led by the Ministry of Foreign Affairs, including
representatives of the Ministry of Finance, the People’ s Bank of China, Ministry
of Defense, Maritime, and Customs Administrations, to discuss implementation
of UNSCR 1874, While the Chinese side had a more cautious interpretation than
did the Americans of the resolution’ s language, the meeting was described as

serious and constructive,

During the visit to Kuala Lumpur, the US team made news when the Malaysian
prime minister was asked during a press conference whether the US team was
there to demand the closure of suspect bank accounts, an interpretation that the
US side denied, Prime Minister Najib Razak abjured any knowledge of the
specifics, but indicated that Malaysia would cooperate with the UN effort, It has
been speculated that Malaysia may have emerged as a locus of DPRK financial
activity insofar it is one of the relatively few countries that North Koreans can
visit without a visa, and apparently the only country whose citizens can enter
the DPRK without a visa,

In parallel to the interagency team’ s visit to Asia, on 17 June the US Navy

began tracking the Kangnam, a North Korean ship suspected of carrying a cargo
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of prohibited arms bound for Burma, in what one wag described as the
diplomatic equivalent of the six hour televised slow speed chase a white Bronco
carrying alleged murderer O,J, Simpson around the freeways of Los Angeles,
The Burmese government initially claimed that the ship was carrying rice, but
after the government of Singapore signaled that it would inspect the ship if it
stopped for re-fueling, and the Burmese stated that they would inspect the ship
if it landed in Burma, the vessel turned around and re-entered North Korean
waters on 7 July, The shadowing of the Kangnam was generally read in US

policy circles as a foreign policy success.

Conclusions

It is often argued that sanctions against an isolated country such as North
Korea are ineffectual, and that only a strategy of engagement is likely to be
effective in restarting negotiations, Yet the recent policy history of US
sanctions with respect to North Korea suggests a more nuanced set of
conclusions, First, the BDA case shows both that the US does have sanctions
tools and that they can be effective if simultaneously coupled with the olive
branch of negotiations, Second, the policy history reveals the complexity of
what we mean by sanctions in the first place, The US has used sanctions as a
bargaining tool, but in recent years it has also turned to sanctions for the
defensive purpose of slowing proliferation and discouraging illicit activities, The
United States is not alone in this regard, as UNSCR 1874 demonstrates clearly,
Current North Korean actions may well be driven by domestic political
calculations, including the succession, But it seems reasonable for the
international community to signal not only that it is willing to negotiate, but
that it is capable of joint action to reduce the risks associated with North

Korean behavior,
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