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1 June 1964 y/ /
4/'. :

MEMORANDUM FOR MR. KOMER

Attached is JCS document JCSM 458-64 , dated

30 May 1964 , which may be of interest to you. As Mr. Bundy

directed on 19 November, please read this document for '"back-
ground only," in the sense in which the press understands that
term. Any compromise of source could dry up this potentially
useful channel of information overnight,

387

Please return the attached document to Smith, Room 3%6A

EQOB, in a sealed envelope, not later than 8 June 1964

w. ﬁ. SMITH
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division would not substantially alter this strategic

posture, We would have the same option — 7.3
N o5 oo dectsion

would probably have to be made earlier,

(2) An increase in the flexibility of our
total military posture would result from having the
additional division in reserve‘in the US rather than
in a static deployment in Korea,

(3) Department of Defense balance of payments
expenditures would be reduced by $19 to $22 million
annually and the Defense budget would be reduced by an
estimated $18 million annually.

(4) Heavy equipment would be pre-stocked in
Korea, thus permitting rapid replacement of the with-
drawn division in time of need. The 40,000 US troops
remaining there and our ability to deploy augmenting

forces would be convincing evidence of our willingness

and ability to defend Korea. _ 3.3
[4
P 00D belicves PO

the withdrawal of the major portion of one division
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guage the depth of Far Eastern reactions to the with-~
drawal of one US division from Korea, but we do know
the reactions would be adverse. State does not think
that the relatively limited benefits derived through
the withdrawal of the division warrants the considerable
risks involved.

(2) The memory of the US force pull-out in
1949 is still fresh in Korea, although there is an
obvious difference between the current proposal to
withdraw one of the two divisions and the complete pull-
out in 1949 Sizable US force reductions now would
undermine confidence in our abilities and intentions

just as the new civil Government addresses itself to

economic stabilization, [

to reduce ROK forces, the Korean Government has already
put us on notice that it regards the maintenance of
existing US strength in Korea as a pre-condition to
such a reduction. As regards US influence exercised
through our military presence, even if the Koreans did

not challenge continued US control within the UN

—LOP—SEGRET—
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Command following the withdrawals, the effectiveness of

that control might be reduced.

(3) Coming on top of the just announced US

redeployments from Japan,

7.3

(4) Withdrawal of a US division would inevitably




7.
(b)éslb)

()
3
7 Lg/b)

State believes, as a practical matter, it is
bound to decrease somewhat the flexibility of the

President




3.3

the President
should have before him a full range of alternatives in
order to cope with the situation as it might, in fact,
exist at the time.

(6) State does not believe that US forces should
be retained overseas for the purpose of supporting the
economies of host countries. It is true, however, that
the balance of payments and budgetary savings which would
result from a reduction in US military expenditures in
Korea would have to be made up by increased egpnomic
assistance to that Govermment. Our estimates indicate
that thus the net balance of payments advantage to the
US would not be the full $22 million saved from Defense
expenditures in Korea but would only be in the order of
$4 million to the US Government as a whole. The savings
in the Defense budget would also be offset by the
increased budget requirements of AID.
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division were withdrawn, it is unlikely that the Koreans
would challenge the continued control of the UN Commander
over the Korean forces, but the effectiveness of that con-
trol, especially in the area north of Seoul, would be sub-
stantially reduced. This would increase possibilities of
military coups, would weaken a stabilizing element in the
Korean scene, and might in the long range give us less con-
trol over ROK military ventures against (or dealings with)
the North Koreans. The international composition of the
UN Command probably would also be impaired. Possibilities
of the Turkish and Thai companies being withdrawn would be
significantly increased, leaving only US and Korean forces
in the UN Command. This would give ammunition to the Com-
munists in their efforts to portray the UN Command as a
purely US force, and to press for its dissolution.

4, Sizable US force reductions in Korea also present
a:possibility of seriously adverse consequences in Japan,
the keystone of our defense structure in East Asia. Just
how serious the consequences would be would depend in large
degree on the Japanese estimate of the effects of the re-
duction on political stability and military strength and
determination in South Korea, Even assuming the best in
the ROK, the reductions, coming on top of the just announced
US Air Force withdrawals from Japan, would weaken Japanese
public and official confidence in the US military commitment
and posture in Northeast Asia, which find their most con-
vincing form in American troops "on the ground'" in Korea
and Japan. The result could be an intensification of the
Japanese home defense effort, but is far more likely to be
an increase in neutralist-pacifist sentiment and added dif-
ficulties for the Government in securing necessary public
and Diet support for continuation of a slow but steady in-
crease in Japanese defense appropriations. The Japanese
Government would almost certainly defer finalizing the
negotiations for normalization of relations with the ROK--
now hopefully entering their final stages--until it could
assure itself that the reaction to the reductions in South
Korea was of acceptable dimensions, not significantly af-
fecting the ROKG's future policies and prospects. Large-
scale Japanese investments in the ROK, important to the
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II. Political Implications of Reduction of Korean Forces

The reduction of Korean forces of the magnitude sug-
gested probably would have no significant adverse political
implications if it were not coupled with US reductions. ROK
fear of and hostility toward the North Korean regime has
made the government and people willing to bear a heavy mili-
tary burden. Realists in government, press and political
circles have, however, often argued that the ROK forces are
excessive. Reductions have been accomplished at US initia-
tive in the past. In recent years, the need for economic
development and reduced US assistance have created a favor-
able atmospnere for reducing the forces further. Over the
longer run a smaller ROK military establishment should tend
to promote greater political stability within the country.
During the past year, high Korean officials, military as
well as civilian, have indicated their preparedness to under=-
take reductions, asking for assurance that the US forces
would not also be reduced. With such assurance for the
immediately foreseeable future, reductions in the ROK forces
of the magnitude proposed probably would not encounter
strong ROK Government or military opposition nor arouse
serious popular misgivings. Under these circumstances,
reactions elsewhere in the Far East would be negligible.
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gR Deliver following message dated April 15, 1964 to President Park.
USIA QTE Dear Mr, President:
S I thank you personally on behalf of the American people for
your sympathetic expression of bereavement at the death of General
Douglas MacArthur, I also wish to take this opportunity to express
my appreciation for your courtesy in sending the Korean delegation
headed by His Excellency Prime Minister Doo Sun CHOI which came to
attend the funeral ceremonies for General MacArthur, His passing is
a great loss to us all and your expressions of support and sympathy
have made it easier to bear.
Lyndon B, Johnson UNQTE
Department plans no public release this message. No ob;)lct.:l.on if
. ROK wishes release but Dept should be advised 2l mm_-
;.
END *:‘ o BALL '
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REPRODUCTION FROM THIS COPY IS
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the recent earthquake
condolence over wsixyséscrawpage in Alaska. ‘Iogr kind thoughts will be

a comfort to our citizens during the long task of rebuilding,
Lyndon B. Johmnson UNQTE
Dept plans no public release this message. No objection if ROK wishes
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E,R Deliver following message dated April 10, 196l to President Park.
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release but Dept should be advised 2l hours in advance,
END
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Other Forms of Representation

North Korea has had some success in converting permanent trade offices
into consular establishments. The DPRK consular offices in Burma, Indonesia,
India and Ceylon were opened as trade offices. Further efforts along this
line are likely. North Korea and Iraq agreed in 1960 to the stationing in
Baghdad of a North Korean trade representative. A "private" agreement signed
by a North Korean representative and an Austrian Chamber of Commerce group in
1960 provided for the stationing of a North Korean trade representative in
Vienna. In the spring of 1963, a North Korean delezation which visited several
Latin American countries unsuccessfully requested permission from the Uruguayan
Government to open a consulate or a permanent trade office in Montevideo;
ultimately North Korea was allowed to establish an "unofficial" office there.

The Republic of Korea maintains three permanent missions: at the United
Nations in New York; at the European Office of the United Nations in Geneva;
and in Tokyo. The Tokyo establishment, a large and active mission which
fulfills all the normal functions of an embassy, operates under somewhat
unusual circumstances. The Republic of Korea has not yet established diplomatic
relations with Japan and does not permit a Japanese mission in Seoul. (The
status of Japan-Korea normalization talks was the subject of RFE-6 of January

22, 1964).
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Country
Rwanda
Senegal
Sierra Leone

Somali Republic

_ South Africa

t

Sudan
Tanganyika
Togo
Tunisia
U.A.R.

Uganda

Upper Volta

Zanzibar

Western iemisphere

Argentins
Brazil

Canada

Chile

UNCLASSIFIED
-9-

Recognition =

Not Necessarily

Including Diplo= Consular Other

matic Relations Representation Representation

(ROK) (DERK)  (ROK) (DPRK) (ROK) (DPRK) Remarks

X

X

X

X N Mutual recogni-
tion; no announced
intention to ex-
change diplomats

X

X X
X X Uganda announced
. ' that it would re-

cognize both ROK
and DPRK

X

X

X

X

X ) Agreement to es-
tablish relations
(1/63)

X

UNCLASSIFIED
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Country

Colombia

Costa Rica

Cubsa

Dominican Republic
Ecuador

E1l Salvaacr
Guatemala

Haiti

Honduras
Jamaica
Mexico
Nicaragua

Panama,

Paraguay

Peru

Trinidnd
United States

Uruzuay

Veriezuela

Tl

Recognition =

Not Necessarily

Including Diplo~ Consular
matic Relations Representation

Representation
(ROK) (DPRK)

Remarks

(ROK) (DPRK)  (ROK) (DPFRK)
G °

X
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UNCLASSIFIED

Agreement to
establish relation:

(9/62)

Agreement to
establish relation:

(10/62)

Agreement to
exchange diplomats

(4/63)
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FLGH SCOTT ROBERT L. KUNZIG
Peali JYLVANIA ADMINISTRATIVE ASSISTANT

EDITH V.SKINNER

WYlnited Siates Denafe 45 > rensonaL asseTa
WASHINGTON, D.C. /
March 3, 1964 CARDED

MAR 4 1954

v

Mr. Lawrence F. O'Brien

Special Assistant to the President
The White House

Washington, D. C.

Dear Larry:

With reference to your letter of January 21, to
Representative John M. Murphy, I was included in the
delegation which attended the Inauguration of President
Park last December. We went as guests of the Government
of South Korea.

I had an excellent opportunity to review our
situation in Korea with many Americans and Koreans. I
am personally convinced that the withdrawal of any of our
combat forces would be a crushing blow to the South Korean
Government and would damage severely the regard in which
the United States is held in that country. Moreover, I
am certain that it would greatly encourage the Communist
forces should there be any evidence of a loss of interest
or a loss of fighting power contributed by us to keeping
this government free.

I have seen our men and the Koreans at the front lines,
and their morale is excellent and codperation superb.

I would think in closing some logistic bases in this
country, it may become necessary to narrow somewhat the
personnel involved in purely logistic and supply bases over-
seas, but I earnestly urge the President to carefully con-
sider the importance of our fighting forces which, after all,
represent only a small percentage of those who stand with
arms against the Communists in South Korea.

Yours cordially,

Hugh Scott
U. S. Sena¥tor

HS:bes
cc: Honorable John M. Murphy
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The underlying economic problem (with powerful political
overtones) confronting the ROK today is the need to restrain internal
consumption while achieving a substentially higher rate of domestically
financed investment and pushing herd on the export drive, all within a
realistic assessment of total resources and a relatively stable economy.
Consumption has increased over the past year despite reduced U.S, aild
programming. Tais has been made possible not only by increased domestic
output, but also by use of the aid pipeline and by a sharp drawdown in
Korean-.owned foreign exchange, neither of which expedients can be tapped
much further. Accustomed to high aid levels, the ROKG is loathe to take
the steps necessery to restrain consumption within tight resource avail-
abilities leaving a margin for the demands of investment.

ROKG policies have resulted in an overvalued currency,
inflationery pressure and increaszsd imports, causing foreign exchange
reserves to decline from $212 million in February, 1962 to $108 million
in October, 1963, The exchange rate problem has been mitigated by the
export-impat link system introduced in 1963, which in effect created a
free market rate for exports and KIX-financed imports. Under strong
U.Ss pressures the ROKG has taken steps to ease domestic inflationary
pressures, but these are not yet under control. With the present
inflation and decline in reserves, an adjustment in the exchange rate
is inevitable,

In addition to halting inflation and the foreign exchange
_losses, there is need for a rationalization of internal prices consistent -
with, and resulting from the necessary curtailment of imports for consumptbn.
Effective price stabilization of food grains and essential imported materials
will undoubtedly be at a level substantially above the levels which the
"ROKG is presently seeking to maintain.

With the population increase running ahead of the expansion
of food production ever since the Armistice, the achievement of food
self.sufficiency (a basic operational objective of the aid program)
will be a multi-year effort, hinged in large part on the introduction
of balanced fertilizers and other improved farm practices. In the mean-
time, periodic preoccupation with food problems constitutes a deterrent
to stabilization efforts and exaggerates demands for PL 480 deliveries.

The task of adjusting consumption and investment to a
‘realistic assessment of avallable resources and requirements of economic
growth calls for action: :



https://econom.ic




3¢ Insist upon the creation of and adherence to a
stabilization program controlling money supply, ROKG budget deficit,
credit to the economy end KFX drawdown, with the objective of balanced
internal and external accounts. Since the A.I.D. strategy of gradual
reduction in Supporting Assistance must face the possibility that the
Koreans will not trim their plans to available resources and will continue
to experience severe inflation, A.I.D. will continue to warn the ROKG that
violation of the stabilization program will not justify increased U.S.
balance of payment support. In the event of severe inflation, A.I.D.
will withhold development lending as a further means of support for
this program. In connection with stabilization the USG should at the
earliest appropriate time urge the ROKG to establish a realistic rate
of exchange which can be accepted by the IMF as par value. At a minimum
we should insist that local currency generation under PL 480 and SA
should reflect market values.

Ik, Emphasize ROKG development of attitudes and policies
which will be conducive to private sector development. A.I,D. will
continus to lay stress on (a) an increased role for private, including
foreign, investment and a reversal of the sharp rise following the military
revolution in the proporticn of investment going into the public sector;
(b) increasing savings and domestically financed investment; (c) moderni-
zationaof the existing banking and credit system and development of incen-
tives to private capital formation; and (d) the development of improved
accounting, entrepreneurial and managerial sbilities. These objectives
are sought by direct USOM/ROKG negotiations, by advisory service training
contracts financed by Development Grants, and by self-help "strings"
on our aid. ;

5. Strengthen Korea's economy by interrelating efforts to

'a) encourage the development of appropriate manufacturing
industries in the private sector; because of Korea's shortage
of natural resources, Korea's economic viability will depend
in the long-run on adding value to largely imported materials
and exporting semi-manufactured and finished goods;

b) encourage the development of medium and small scale,
labor-intensive private enterprise to make use of Koreals
underemployed but industrious and literate labor force; and

¢) seek to assure that crucial economic development
objectives are served by the Korea-Japan settlement, Such a
settlement is expected to bring in substantial Japanese private
and, after a time lag, official capital which a U.S.-influenced




Korean economic development program should channel into

the flelds indicated in subparagraphs (a) and (b) above,

go that it will not be wasted in the financing of consumption.
A.I.D. should develop now its strategy for achieving maximum
coordination of U.S. and Japanese assistance. As early as is
feasible, steps should be taken to elicit cooperation from
both the Korean and Japansse Governments to assure the
channeling of Japan's assistapce into programs and projects
that will contribute to genuine economic development in Korea,
in effective coordination with U.S. assistance.

6. Assist the ROK to achieve self:sufficiency in food by
continuing to emphasize Government policies aimed at rationalization of
land use and provision of adequate prices, credit and fertilizer for the
farmer. PL 480 food imports will be limited to need, with precaution that
such imports neither discourage agricultural developmbnt nor respond to
ROKG desires for excessive local currency generation or for satisfaction
of consumer preferences for imported rather than indigenous grains.

T. Continue to encourage other capital sources to assist
Koresa on concessional terms while using the U.S./ROK agreement which
provides for consultation on ROKG use of its foreign exchange and, if
necessary, a curtallment of Development Lending to keep short-term
commitments within Korea's capacity to repay. Following a settlement
with Japan, A.I.D. will work towards DAC participation in Korea's
development. i
: 8. Encourage the most appropriate allocation of total
resources, both Korean and U.S., between the dual reqnirements of defense
and economic growth by :

a) endeavoring to hold the over-all size of the
ROKG military defense budget to the lowest levels compatible
with U.S, strategic objectives; this slze should be considered
in an over-all context of control of inflationary pressures .
and the competing demands of other sectors of the budget,’
which consideration may reguire some reduction in thé real
level of the military budget;

b) abandoning as soon as feasible the allocation of
local currency support between these purposes and insisting
at the same time on U.S. review of the entire ROKG budget; and

¢) requiring in the interim the ROKG to absorb any
expansion of local costs in the military budget, except those
increases resulting from charges in U.S. policy, which should
be considered ag they arise.




A.I.D. recognizes that the desired measure of development
requires relative political as well as economic stability. Political
developments in the coming months may create conditions which will )
requlre adjustmente in the aid strategy. In case of threat of renewed
insurgency, the U.S. may also have to review this strategy. :

Lo

IV. Funding Implications in FY 196l and 1965

The funding implications of this strategy support our plans
for the following approximate assistance levels:

For FY 1964, $80 million in Supporting Assistance (FY 6k
OYB dated 1/2/6k provides $66.2), $40 million in Development Ioans,
and $5.3 million in Development Grants (including Civic Action).
(A.I.D. is also requesting a PL 480 program of $70 million under Title I
and $12 million under Title I[ and III.)

For FY 1965, $75 million in Supporting Assistance, $30-45
million in Development loans, $5.3 million in Development Grants
(including Civic Action), $70 million in PL 480 Title I sales and $13.L
million under Title II and III. Title I deliveries will be evaluated
and determined in accordance with section II, paragraph 6 sbove. The
actual value might range from $60-90 million.

The decision has been made to resume in FY 1964 the transfer
to ROKG financing of a total of almost $40 million of consumables now
funded in the MAP, accomplishing the transfer by 1970, If an accelerated
program is adopted, it might require some upward revision in assistance
levels.

V. Program

The Development Loans and other capital funds are currently
focused largely on infrastructural growth (power, transportation,
communications, etc.) and on industries which will save foreign exchange,
e.g., fertilizer, with most loans going to govermmental entities. However,
A.I.D. hopes to place increasing emphasis on the private sector. For
example, A.I.D. has been working in detail with the Korean Reconstruction

Bank, a development bank funded in large part with DLF and counterpart loans,

to assure its use of acceptable banking principles, and expects in FY 1964
to fund a major advisory contract. It will also encourage foreigi,
particularly U.S., private investment. A.I.D. also intends to stimulate
the identification and presentation of sound projects, the shortage of
which has hindered ROKG development plans. K P '
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(9) October 1965 - Commence withdrawal US division

to relocation site.

(10) October 1965 - Complete phase out of KATUSAs from

departing US division.

(11) December 1965 - Complete withdrawal of US division.

(12) December 1965 - Complete ROKA force reductions.

c. On 26 December 1963, as a result of a discussion with

the Assistant Secretary of Defense (ISA), the Chairman,

Joint Chiefs of Staff, requested that a study be prepared on

the timing of the above force reductions in Korea to estab-

lish a schedule for compression of the reductions in the

minimum time consistent with orderly action.

d. The following study examines the pros and cons involved

in effecting the contemplated force reductions in 6, 12, 18,

and 24 month periods.

2. Assumptions

The following assumptions have been made in developing

the study:

a. Provision for necessary funds will be made at the

time of decision.

b. The rehabllitation of the relocation site, to be

recommended by the Army, will not be a limiting factor.

¢c. A significant part of divisional equipment will remain

in Korea.

3. Major Limiting Factors

The major limiting factors involved in effecting US/ROK

force reductions are:

a. Time required prior to the withdrawal to make necessary

adjustments in tactical deployments along the DMZ and in

command/control arrangements for remaining US/ROK forces.

b. Time required to construct storage facilities in Korea

for equipment to be prepositioned.

Appendix
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troop housing would be required; therefore, troops could

(I

be received within approximately 45 days of decision date.
No on-post family housing is avallable for the increased
strength at either location. CINCAL concurs in the
desifability of stationing the redeployed division (-) in

3
4
5
Alaska. In the event a decision is made to withdraw a 6
division, the Joint Chiefs of Staff will recommend a T
relocation site after consideration of the recommendations 8
of the Chief of Staff, US Army. 9

d. The divisional equipment left behind in Korea in 10
prepositioned status should be replaced by the time the 11
division is re-settled at its new location. Procurement of 12

short lead-time replacements items would require 12 months. 13

Long lead-time replacement items (electronic equipment) 14
would require 24 months. Although some items will be 15
available from authorized War Reserve Stocks including 16
pipeline assets other items may have to be procured. 17

5. The spread sheet in the attached Annex lists advantages 18

and disadvantages of four time periods for the proposed with- 19

drawal/reductions: 24 months, 18 months, 12 months, and 20
6 months. 21
6. Conclusions : 22

a. An orderly phased reduction could be accomplished 23

in 24 months. 24

b. A reduction could be accomplished in 18 months but 25
this would incur disadvantages assoclilated with equipment 26
procurement and storage problems. 27

c. Although it would be possible to complete the proposed 28
reduction of forces in less than 18 months, the dis- 29
advantages, which stem from reduced combat capability and 30
equipment shortages, storage, reorganization, and political 31

problems, outweigh the advantages. 32
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T. If a decision 1s made to reduce forces in Korea 1n less
than 24 months, it 1s recommended that a minimum of 18 months
from the date of decision be allowed for completion, A
schedule for accomplishing the reduction in 18 months follows
(DD=Decision Date; timing 1s indicated in months), Any delays
caused by protracted US/ROK consultations and planning would
have to be added to the schedule, _

a, DD to DD+2 = US notify ROKG of planned US/ROK force
reductions,

b. DD+3 ;-ROKA and ROK Marine Corps commence force
reductions totaling approximately 4000/mo to total of
50,000,

c. DD+4 ; Commence construction for prepositioning
storage in Korea,

d, DD+7 - Commence preparation of relocation sites,

e, DD+11 - Commence phase out of KATUSAs from US
division scheduled for withdrawal,

f. DD+14 - Complete preparation of relocation sites,

g. DD+15 - Complete dellvery of available division
equipment to relocation sites.

h, DD+16 - Commence withdrawal of US division to
relocation sites,

i, DD+16 ;.Complete phase out of KATUSAs from departing
US division,

j. DD+18 ; Complete withdrawal of US division to
relocation sites,

k. DD+18 . Complete ROKA force reductions,

QR SLCBET 5 Appendix
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TIME TO COMPLETE ACTION
{From decision date)

2l MONTHS

ADVANTAGES

1.

DISADVANTAGES

Permits orderly withdrawal of US Division. 1. Delays realization of savings

Permits orderly reduction of ROK forces.
Has least impact on EUSA combat readiness.
Has least political and eccnomic impect
on ROKG.

Allows adequate time for construction of
steracge facilities in Korea.

Allows adequate time to vejlace items

of mquivment left in Korea.

Allows edequate time to orgenize, train,

and equip new I Corps Sector RCKA Headquarters.

in DOD expenditures entering the

International Balance of Paymé¢mts.

Annex .










To Complete Action

Om decision date)

6 MONTHS

Adva.u‘bags

1. Allows maximum saving in DOD
exPenditures entering the Inter-
national Balance of Payments.

2. Allows ROKG to realize maximum

saving in defense budget.

Disadvantages

Will have maximum adverse impact on defense

capablility in Korea.

Will not permit nominl procurenent o cquipnent which i aot
cv 11 ble fram outherized wir rcscrves,'inclndiu“.pi§eline
Will require maximum use of War Reserve Stoclks.

Will require maximm use of temporary and outdoor

storage facilities in Korea causing equipment deterioration.
Will not permit time to provide a major ROKA

Headquarters for use in I Corps Sector.

Division probably not be fully operational upon

return to CONUS.

Will have maximm adverse impact on ROKG politics.

‘ccets.
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: The underlying economic problem (with powerful political
overtones) confronting the ROK today is the need to restrain internal
consumption while achieving a substantially higher rate of domestically
fInaNEed Investment and pushing hard on the export drive, all within a
realistic assessment of total resources and a relatively stable economy.
Consumption has increased over the past year despite reduced U,S, ald ;
programming., Tals has been made possible not only by increased domestic
output, but also by use of the aid pipeline and by a sharp drawdown in
Korean..owned foreign exchange, neither of which expedients can be tapped
much further. Accustomed to high eid levels, the ROKG is loathe to take
the steps necessary to restrain consumption within tight resource avail-
gbilities leaving a margin for the demands of investment.

ROKG policies have resulted in an overvalued currency,
inflationary pressure and increas=d imports, causing foreign exchange
reserves to decline from $212 million in February, 1962 to $108 million .
in October, 1963. Thae exchange rate problem has been mitigated by the
export-impat link system introduced in 1963, which in effect created a
free market rate for exports and KiX-financed imports. Under strong
U.S, pressures the ROKG has taken steps to ease domestic inflationary
pressures, but these are not yet under control. With the present
inflation and decline in reserves, an adjustment in the exchange rate

is inevitable. e

In addition to halting inflation and the foreign exchange
_losses, there is need for a rationalization of internal prices consistent - :
‘with, end resulting from the necessary curtailment of imports for consumptbn.
Effective price stabilization of food grains and essential imported materials
“will undoubtedly be at a level substantially above the levels which the
ROKG is presently seeking to maintain.

With the population increase running shead of the expansion
of food production ever since the Armistice, the achievement of food
self.sufficiency (a basic operational objective of the aid program)
will be a multi-year effort, hinged in large part on the introduction
of balanced fertilizers and other improved farm practices. In the mean-
time, periodic preoccupation with food problems constitutes a deterrent
to stabilization efforts and exaggerates demands for PL 480 deliveries.

The task of adjusting consumption and investment to a
‘realistic assessment of avallable resources and requirements of economic
growth calls for action: ;







3e Insist upon the creation of and adherence to a
stabilization program controlling money supply, ROKG budget deficit,
credit to the economy and XFX drawdown, with the objective of balanced
internal and external accounts., Since the A.I.D. strategy of gradual
reduction in Supporting Assisbtance must face the possibility that the
Koreans will not trim their plans to available resources and will continue
to experience severe inflation, A.I.D, will continue to warn the ROKG that
violation of the stabilization program will not justify increased U.S.
balance of payment support. In the event of severe inflation, A.I.D.
will withhold development lending as a further means of support for
this program. In connection with gtabilization the USG should at the
earliest appropriate time urge the ROKG to establish a realistic rate .
of exchange which can be accepted by the IMF as par value, At a minimum
we should insist that local currency generation under PL 80 and SA
should reflect market values. :

4, Emphasize ROKG development of attitudes and policies
which will be conducive to private sector development. A.I.D. will
continuz to lay stress on (a) an increased role for private, including
foreign, investment and a reversal of the sharp rise following the military
revolution in the proportion of investment going into the public sector;
(b) increasing savings and domestically financed investment; (c) moderni-
zationof the existing banking and credit system and development of incen.
tives to private capital formation; and (d) the development of improved
accounting, entrepreneurial and managerial abilities. These objectives
are sought by direct USOM/ROKG negotlations, by advisory service training
contracts financed by Development Grants, and by self-help "strings"
on our aid. : :

5. Strengthen Korea's economy by interrelating efforts to

Ea

a) encourage the development of appropriate manufacturing
industries in the private sector; because of Korea's shortage ‘@ﬁ? 2
of natural resources, Korea's economic viability will depend o
in the long-run on adding value to largely imported materials
and exporting semi.manufactured and finished goods;

s

b) encourage the development of medium and small scale,
labor-intensive private enterprise to make use of Korea's
underemployed. but industrious and literate labor force; and

¢) seek to assure that crucial economic development
objectives are served by the Korea-Japan settlement. Such a
settlement is expected to bring in substantial Japanese private
and, after a time lag, official capital which a U.S.-influenced



¥

‘t.

s

Korean economic development program should chantiel into

the fields indicated in subparagrephs (a) and (b) above, .
go that 1t wlll not be wasted in the financing of consumption.
A.I,D, should develop now its strategy for achieving maximum
cocrdination of U,3. and Japanese assistance. As early as is
feasible, steps should be taken to elicit cooperation from
both the Korean and Japanese Governments to assure the
channeling of Japan's assistance into programs and projects
that will contribute to genuine economic development in Korea,
in effective coordination with U.S. assistance,

6. Assist the ROK to achieve self.sufficiency in food by

continuing to emphasize Govermment policies aimed at rationalization of

land use and provision of adequate prices, credit and fertilizer for the
farmer. PL 480 food imports will be limited to need, with precaution that
such imports neither discourage agricultural development nor respond to
ROKG desires for excessive local currency generation or for satisfaction
of consumer preferences for imported rather than indigenous grains.

T. Continue to encourage other capital sources to assist
Korea on concessional terms while using the U.S./ROK sgreement which
provides for consultation on ROKG use of its foreign exchange and, 1f
necessary, a curtailment of Development Lending to keep short-term
commitments within Korea's capacity to repay. Following a settlement
with Japan, A.I.,D. will work towards DAC participetion in Korea's
development.

I

8. Encourage the most appropriate allocation of total
resources, both Korean and U.S., between the dual requirements of defense
and economic growth by :

a) endeavoring to hold the over.all size of the
ROKG military defense budget to the lowest levels compatible
with U.S, strategic objectives; this size shoulld be considered
in an over-all context of control of inflationary pressures
and the competing demands of other sectors of the budget,’
which consideration may regquire some reduction in thé real
level of the military budget;

b) abandoning as soon as feasible the allocation of
local currency support between these purposes and insisting
at the same time on U.S. review of the entire ROKG budget; and

¢) requiring in the interim the ROKG to absorb any
expansion of local costs in the military budget, except those
increases resulting from charges in U.S. policy, which should
be considered as they arise.




A.I.D. recognizes that the desired measure of development
requires relative political as well as economic stability. Political
developments in the coming monthe may create conditions which will 5
require adjustments in the aid strategy. In case of threat of renewed
insurgency, the U.8. may also have to review this strategy.

s

IV. Funding Implications in FY 196)4 and 1965

The funding implications of this strategy support our plans
for the following approximate assistance levels:

For FY 1964, $80 million in Supporting Assistance (FY 6L
OYB dated 1/2/6k provides $66.2), $40 million in Development ILoans,
and $5.3 million in Development Grants (including Civie Action).
(A.I.D. is also requesting a PL 480 program of $70 million under Title I
and $12 million under Title I[ and III.)

For FY 1965, $75 million in Supporting Assistance, $30-L5
million in Development loans, $5.3 million in Development Grants
(including Civie Action), $70 million in PL 480 Title I sales and $13.L
million under Title II and III. Title I deliveries will be evaluated
and determined in accordance with section. II, paragraph 6 above. The
actual value might range from $60-90 million. '

The decision has been made to resume in FY 1964 the transfer
to ROKG financing of s total of almost $40 million of consumebles now
funded in the MAP, accomplishing the transfer by 1970, If an accelerated
program is adopted, it might require some upward revision in assistance
levels.

V. Program

The Development Loans and other capital funds are currently
focused largely on infrastructural growth (power, transportation,
comminications, etc.) and on industries which will save foreign exchange,
e.g., fertilizer, with most loans going to govermmental entities., However,
A.I.D. hopes to place increasing emphasis on the private sector. For
example, A.I.D. has been working in detail with -the Korean Reconstruction _
Bank, a development bank funded in large part with DLF and counterpart loans,
to assure its use of acceptable banking principles, and expects in FY 1964
to fund a major advisory contract. It will also encourage foreigd, _ '
particularly U.S,, private investment. A.I,D. also intends to stimulate
the identification and presentation of sound projects, the shortage of
which has hindered ROKG development plans, S AR,
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