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FARMER PRIORITY SETTING: ISSUES AND RESEARCH NEEDS FOR
KHOREZM, UZBEKISTAN.

CALEB WALL"" AND JOHN LAMERS

This paper focuses on the specific social factors of the classification of farmer priorities for
ecological and economic development. This factor is argued as being vital for ensuring that
the ecological and economic restructuring of land use in Khorezm is both appropriate to local
conditions and reflects locally articulated desires.

This report discusses the findings from a series of farm level and farm management group
discussions and interviews. The emphasis was on process-based research, aimed at ensuring
the equitable participation of all farmers, representing a cross section of boih leaseholders as
well as (state directed) Shirkat farms.

| crosaibix 3asat 8 arpapioit pedpopui.

= OIPE, ®EPMEPCKHX ITPHOPHTETOB:
BO‘IIPO(IBI H !‘IOTPEBHOC’TL B UCCIEJOBAHHH XOPE3MA, WBEKHCTAH

K.umsYonnn mmnﬂmrc

Jlmﬁnommcd;uxympemmomﬁemm commamaiX (aktopax de;
IKONOMHHICCKOrO H IKOHOMHHIECKOTO PasBHTILL 5o BIITIONACT B cen MecTHbIC SICHO mpm:um ny;m
W NPHOPITETE! CETheKOH TH
114 fdexTHBHOM :n:mommmﬁ " aomummun pcmpym;pmm AEMIIENONGIORAHHA B XOpeame.
BEMOYCHHE COIBCKONO MHEHME | NEpeIeKTHE ODCCIIHHBACT 10, HTO COACHCTBHE MPH PaIBIHTHH
m MECTHBIM YCTOBHAM, 3 TAKKC OTPOKACT MECTHEIE HCHO BLIp@KEHHBIC Kkenanui, Bonee
i BOIMOKHOCTE - HHOCTPAHH! MCCHEA0BATENBCKD 0e
YCHITHA HA CAMBIX HEOOXOIMMBIX mamag:zmcoﬁ GeanoTs, i np e e L
B pamiom orvre oﬁcy:mm’m AaHme W3 cepiil MPYNNOBKIX. micchlm H am'epmo Hi YpOBHE
Gepm. Viaperue NPHARBRIOCH MOCIEIOBAHNIO, OCHOBAHHOMY HA NPOLECSE, UCABIO KOTOPOrO HAACTCA
ofiecrienenyie  CHPABELTHBONO YHECTHH Beex  (EPMEPOR, NPEACTABIAIONNX TOMEPEyHOE  CevenHe
APEHIETOPOB, & TAIOKE (YNPaRNAEMLIE POCYIAPCTROM) IIHPKATHEIX fiepM. B sacTHOCTH, naHHBH TOKYMEHT
NPOMABOAMT aHATH3 GAPLEPOB, CYWLECTBYIOUMX B TEXHONOIMYECKOM nepexoje B Xopeame, a Tawke

INTRODUCTION

zbekistan, especially the Khorezm region, suffers from a range of ecological and
economic problems that threaten the livelihoods of all who live there. In order for
Uzbekistan to disabuse itself of these ecological and economic problems, assistance
n the form of technical solutions is required. However, these technical solutions

ust be developed in a manner that is cognisant of the specific social context. This
requires specific enquiry into both farmer priorities for development as well as the
dentification of barriers to technological adoption. The preliminary study that this

159 |paper reports on sought to identify preliminary issues as well as future research
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needs. It is not claimed that the findings are conclusive; rather this work aims to
provide a set of current coneerns and focus for future research.

It is vital that the identification of social needs and priorities occurs concomitant
with the development of technical solutions. If not, then there is a high risk that the
technical solutions will either be inappropriate given local capacity and capabilities,
or irrelevant to the needs and desires of the end users. In either case the technical
solution will suffer from low adoption rates and poor fulfilment of project
objectives. Through the proper use of social development advice, technical solutions
can become both more appropriate and acceptable to the end users. In this respect
development projects need to stop looking at technology and asking ‘what can this
do?’ but rather need to look at problems and ask ‘what technology could help here?’
(Norrish, 1998, pp.1).

SAMPLING

Several considerations were made in taking a sample of the population, which
included the operational type of the farm, position of the farm relative to irrigation
(up or downstream), gender-aspects and pragmatic factors. Provided in Figure 1 is a
map of Khorezm, indicating the Rayons (administrative districts) in which the
research was conducted. Please note that the Amu-Darya river flows from the
South-East towards the North-West, making Gurlen the most downstream Rayon
within Khorezm.

Farm types vary in Khorezm. Whilst no private farming exists, there are degrees
of operational autonomy. This ranges from devolved state farms, which retain
central state ownership (kolkhoz), joint-stock farms with collective ownership
(shirkat) and smallholder leased farms (dekhan). Efforts were made to include a
representative sample of each farm type, which is detailed in Tables! and 2 (p.6).

The typology of upstream and down stream is based on access to irrigation
water, assumed to be a key determinate of economic and agricultural affluence. The
assumption is that ‘upstream’ farms that are early in the water distribution cycle
have an advantage over ‘downstream’ farms (which are later in the distribution
cycle). Upstream farms have greater security of irrigation supply, as water will flow
past them before it arrives at downstream farms. This also has an effect on the
salinity of the water available for irrigation, with upstream farms entering saline and
other pollutants into the irrigation canals, which is then used by downstream farms,
This effect is most profound during the leaching cycle (whereby surface salt is
‘leached’ away through surface flooding). This report adopts a more sociological
definition of up/down stream access. Access to water is typified as having greater
control over, ready supply of, and preferable timing for, irrigation water. This can
take a variety of forms, but in each instance they describe a “social relationship and
expression of power” defining not only “access to a resource, but also a relationship
of inclusion and exclusion, and control over decision-making” (Boelens and
Hoogendam, 2002, p. ix). This may or may not relate directly to the ‘geographical’
definition of up/down stream farms. Rather, the social definition of upstream is of
farms that have ready access to and availability of irrigation, whereas downstream
farms are those, which experience poor access to, and availability of, irrigation

I'waler. In Khorezm, Gurlen is a downstream region, compared to Kazarasp and Bagat
which are upstream.

FiGure 1: Map oF KHOREZM REGION: ADMINISTRATIVE DISTRICTS

Gender sampling faces serious challenges in the culturally conservative Khorezm
region. The revival of Islam in Uzbekistan has seen the growth of traditional notions
f women’s segregation from certain aspects of society. Husbands and fathers might
ish to restrict women’s contact with a white, western young male as a researcher.
owever, working with two female interpreters, and by building rapport through
group work, it was possible to access 68 women, 33% of the sample. In the first
research period, where mainly group activities were used, women’s participation
reached 39%. However this was pulled down to 21% representation in the second
research period. It would have been preferable to have increased the participation of
‘women. However, the challenge of conducting one on one interviews with women
made this very difficult. Where it was possible, there were usually follow-up interviews
and longer length discussions, to ensure more equitable representation of opinions.
The two research periods of March 2003 and September to October 2003
constituted slightly different sample groups, and are analysed separately for this
reason. The first period (March 2003) is given in Table 1 (p.6) and the second research
period (September to October 2003) is provided in Table 2 (p.6). Most of the group
based activities were conducted in Phase One (March 2003) which explains the higher
number of individuals inveolved in each farm visit. However there were a greater
number of total contacts in the second phase of the research (September — October
2003).




TABLE 13 SAMPLE S$1211, GENDER AND FARM TYPOLOGY; MARCH 2003

Rayon Farm Type Up/Down Stream Men Women TOTAIL
Khiva Research Farm Down 13 6 19
Khiva Research Farm Down 0 8 8
Khiva Research Farm Up 9 12 21
Yanghibazar Dekhan Up 7 2 9
Yanghibazar Dekhan Up 4 7 11
Yanghibazar Dekhan Up 8 2 10
Yanghibazar Dekhan Down 3 - 8
Yanghibazar Dekhan Down 8 2 10
Khanka Shirkat Up 15 0 15
Khanka Shirkat Up 5 3 8
Khanka Kolkhoz Up 3 2 5
Khanka Kolkhoz Up 4 0 4
Khanka Kolkhoz Up 4 4 8
Total — March 70% Upstream 83 53 136
2003 30% Downstream (61%) (39%)

TABLE 2: SAMPLE SIZE, GENDER AND FARM TYPOLOGY: SEPTEMBER - OCTOBER 2003

Rayon Farm Type Up/Down Stream Men Women TOTAL
Khiva Dekhan Down 2 1 3
Yangiaryk Cattle n/a 1 1 2
Yangiaryk Dekhan Down 1 1 2
Yangiaryk Dekhan Down 1 0 1
Yangiaryk - Dekhan Up 1 0 1
Yangiaryk Dekhan Down 1 1 2
Khanka Fruit Grower Up 3 0 3
Khanka Fruit Grower Down 2 2 4
Yangiaryk Shirkat Mixed 14 1 15
Yangiaryk Dekhan Up i 1 8
Yangiaryk Shirkat Down 4 0 4
Yanghibazar Dekhan Up 3 1 4
Yanghibazar Dekhan Down 5 0 5
Yanghibazar Dekhan Down 1 0 1
Gurlen Cattle n/a 0 1 1
Yanghibazar Dekhan Up 3 0 3
Yanghibazar Dekhan Up 2 2 4
Yanghibazar Dekhan Down 1 0 1
Yanghibazar Dekhan Unknown 1 1 2
Khiva Research Farm Down 1 1 2
Khiva Research Farm Down 1 0 1
Gurlen Kolkhoz Up 0 1 1
Gurlen Kolkhoz Up 1 0 1
Total Sept. - 40% Upstream 56 15 71
Oct. 2003 60% Downstream (79%) (21%)

Anterviews included key informant interviews, group interviews and informal

vol discussions. In each case the respective Hakim and/or Shirkat Farm
Mmlrr wiis approached and interviewed, and permission sought for the conduct of
faein level meetings. In most cases this permission was forthcoming, however there
wore Himbted Instunces of xenophobia or miscommunication, that led to Hakims and
Shiekat Parm managers declining to allow farm meetings to occur. In each instance
of farm meetings and informal farmer discussions, a brief introduction was provided
by the fucilitator (the first author) by way of an interpreter. This introduction
Goveied privacy provisions, the rationale for the research and began by relating
sote of the facilitator's knowledge of the New Zealand farming systems. This
servedd 1o Introduce the facilitator, and to begin the rapport building process.

Stmplified H-forms

Simplified H-Forms are an adaptation of a commonly used tool in guiding
participatory discussions. What they require is for a large group of participants to be
separated into groups of 6-8 people, and for each person to be given a pad of Post-It
notes. Usually five different colours are given to men, and a slightly different five
colours to women, however this aspect is not shared with the participants. Each
group is then given a large (A1) sheet of paper, with a capital H drawn on it. At the
(op is a question, written in Uzbek, and a 0 is marked on the left hand intersection
und a 10 is marked on the right hand intersection. Participants then wrote reasons
why the status quo is NOT a 0 and NOT a 10, which is done individually. The group
then discusses the findings, and collects together common answers on each side,
which are ranked vertically (top most important). These grouped Post-Its can be
used as a starter for group discussion, as well as taken away for further gender
disaggregated analysis. From this a clear idea of local priorities, views on project
activities and wider opinions can be gained. It is also useful from a gender
standpoint because men’s and women's answers can be disaggregated using the
colour-coding system. As an ice-breaker activity this process is useful as it gets
groups working together, as well as allowing the facilitator time to stand back and
observe how groups interact and which individuals hold traditional or existing
power over others. These individuals can then be targeted, and their influence can
be dissipated through the careful use of ‘sabotage management’ techniques by the
facilitator (see Figure 2).

In total nine H-Forms analyses were undertaken, often with larger groups of
individuals. In six cases the groups were divided at random, and in three cases the
groups were gender segregated. It was the belief of the researcher that conducting
mixed gender groups using the subtle colour coding system was the most useful
mechanism for disaggregating responses by gender.



FiGURE 2: PHOTOGRAPH OF A SiMPLIFIED H-Form

Semi-structured interviews

Otherwise named Informant Structured Interviews are an inductive method of research,
which begin with a range of information desired, without tying the researcher down
to particular question sets or ways of accessing information (Reinharz, 1992, p.18).
The advantage of this is that discussions lead towards issues of importance for the
participants, which is the key aim of priority setting. In this manner the researcher
can access information from different perspectives and the participant feels less like
the ‘subject’ of research and more like a partner in the research process. In this way,
rapport is built more easily and the bias of the ‘expected’ or ‘desired’ answers by the
researcher is less of a distortion to the research. Semi-structured interviews served as
one of the most commonly used interview techniques in the second phase of the
research. In total sixty seven informant structured interviews were conducted.

Focus groups

This method was used to separate men and women, and to focus on issues of particular
importance to each group. The main aim of using smaller focus groups is to encourage
more equitable participation. Large groups tend to be dominated by the more eloquent
speakers, or those who hold traditional power and authority. In such situations many
people, especially the disenfranchised, tend to stay silent rather than risk the rebuke
of making a comment. This is especially the case in societies where

men speak ‘on behalf” of women (in reality, instead of). Whilst this is not absolutely
the case in Uzbekistan, in more traditional rural areas there is certainly a tendency
for it. As such, smaller focus groups were established where peers could confidently
discuss specific issues with the facilitator. Focus groups were utilised on fourteen
occasions.

Household Meetings

This method involved the researcher visiting (by appointment) a series of
households, in order to observe the family and discuss household decision-making
processes with them. These meetings ideally included the children, as well as the
husband, wife and any other members (i.e. a widowed mother of either spouse). The
conduct of these discussions often followed that of a semi/un-structured interview,
and the timing occurred after the initial focus group discussion. In this manner a
degree of rapport was already established, and there were always a number of issues
arising from prior meetings that benefited from clarification at a household level.
Such an example was discussions over vegetable planting decisions, typically a
female domain but one many men would claim as their own in front of their male
counterparts. The aim of using the household as a unit of analysis is not simply used
for convenience, rather it is considered a good method to encourage a synergy of
“insights and solutions that would not come about” without the household meeting
(Brown et.al, 1989, p. 40; cited in; Patton, 2002, p.16). Household meetings were
utilised twelve times during the second phase of the research.

Problem Trees

These followed on from the priority ladder exercise (see below ‘Quantitative
Methods’), taking the top three or four priorities established by the farmers in that
activity. The group was then broken up into three to four sub-groups, and each sub-
group was given a priority to make into a problem tree. These priorities formed the
‘trunk’ of the tree. The causes of the problems were listed by participants, and
linked to the trunk like roots, indicating how they led to the specific problem. The
effects of the problem were then classified as the branches, the visible impacts of
the problem. These problem trees were then used as discussion pieces, and were
later taken for interpretation and analysis. ‘Problem trees’ were found instructive in
cases where there was a high level of literacy and where participants had a large
amount of spare time. In many respects more ethnographic approaches (such as
semi-structured interviews) were found more helpful. In total five problem trees
were developed by mixed gender groups, all in the first phase of the research.

Sabotage Management

This involved eliminating the influence of overly vocal group members, initially by
using body language and directing questions to other group members. In the



extreme situation the saboteur manager, one of the interpreters nominated prior o
the meeting, complemented the individual on the degree of their knowledge and
requested a one-on-one interview in a separate room, thus eliminating the saboteur,
The use of sabotage management was only necessary on two occasions, and in each
instance it was possible to continue with the group activity by removing the
saboteur. It is necessary to exercise caution in using sabotage management
techniques, as it remains a matter of judgement as to what constitutes a saboteur.
Excessive use of sabotage management can hinder, and possibly contradict, an
ethnographic approach. In spite of this it remains a useful tool to use in extreme
situations.

QUANTITATIVE METHODS

In keeping with the ethnographic approach, quantitative methods are not used
extensively in this research. Priorities ladders were used, and analysed using non-
parametric tools.

Priority Ladders

This is a simplification of Q-sort methodology, devised for psychology and adapted
for self-referent social research by Celia Kitzinger (1987), in ‘The Social
Construction of Lesbianism’. The Q-sort methodology is not externally referenced,
so the numbers produced bear no resemblance to factors outside the study, rather it
“is fundamentally a means of eliciting subjectivities” (Kitzinger, 1987, p78). The
adaptation used in this research involved developing fifteen factors of life in
Khorezm, gleaned from the semi-structured interviews and household meetings. A
focus group was then presented with each of the factors written on a large piece of
card. Each of these was then arranged at random, and the group was asked to rank
them in order from highest to lowest priority. Each group member was allowed to
move two cards, moving each only one place up or down the ‘ladder’. This ensured
equitable participation and input by all participants. The ranking of the priorities
was then recorded, and analysed. The priority ladder was used initially for staff
training and at six farms, during the March 2003 research period. These farms were;
Khorezm (1), Khorezm (2), Mustakil, Khamid, Mashrab, Khudaibergam. The
priorities used were:

- Fertiliser availability

- Price of vegetables at Bazaar

- Quality of Wheat produced

- Quality of Cotton produced

- Availability of herbicides/pesticides

- Agricultural Engineering

- Seed Quality

- Supply of Machinery and Technology
- Availability of Diesel for Tractors

[

- Financlal Resources

< Soll Quality

- Water Quality

- Watet/Irrigation Timing

In an effort to better understand the barriers to technological change that exist in
Khorezm, a “farmer first' approach was adopted. This approach of positioning
farmers at the primacy of the research process was of benefit for three key reasons.

Firstly, the farmer first approach enabled the research to take cognisance of the
priorities of the rural poor. These priorities, or a conflict between farmer priorities
and the economic reality, have the potential to be a major barrier to technology
transfer. Thus the first period of research undertaken placed a great emphasis on
farmer priority setting. This priority setting contributed to the thesis by positioning
further research in light of farmer priorities. This identified aspects of rural life that
are often assumed to be important by external development projects, yet which this
exercise showed to be of marginal or limited importance to farmers.

Secondly the ethnographic approach of eliciting farmer priorities, made it
possible to build the empathy of the researcher towards the participants. In many
cases farmers were very honest about their lack of money and their concerns about
future harvests. From the outset of this research this enabled the researcher and
translation staff to understand the most serious problems facing farmers, as well as
being aware of factors that farmers did not consider to be of real concern. A
concomitant advantage of priority setting is in improving the efficacy and efficiency
of research and technology transfer. Any efforts towards technology transfer must
be acceptable to the socio-political context in which they will operate. Most
importantly this means that for farmers to adopt new technologies, these
technologies must respond to needs that have been identified by farmers themselves.
It is not sufficient for external researchers to identify perceived needs and to solve
these. Technologies must be appropriate to the needs of the rural community for
them to be used. ,

The third aspect is that of empowerment. By working with farmers to identify
their own needs, and then by assisting them in solving these needs, a process of
empowerment occurred. Farmers became aware of their needs as legitimate, and
ultimately as solvable. Communities and families were encouraged to work
collectively towards solving common problems, sharing the strategies for meeting
their needs and priorities.

It is hoped that the priority setting exercises, as well as subsequent interviews
and group discussions met the three aims of empathy, efficacy and empowerment.
Whilst limited in its scope, this research hopefully provides a useful insight into
farmer level priorities and a guide for further technology development.

Priority ladder results

Farmer priority setting was informed partially through the use of the ‘priority
ladder’ discussed in the methodology section. Each priority was initially developed



from the earlier discussions held on farms, and was vetted by two trials of the
method, before the final list was produced. The results of the priority ladder are
given below in Table 3, which provides the final priority from eac!1 farm meeting. A
‘1’ indicated primary priority, whilst a ‘14" indicated lowest priority. Of greater use
is the analysis of these results, which is provided in Table 4. ,

There are a number of interesting results that emerge from this analysis
specifically the low importance of ‘Price of vegetables at Bazaa.:r’. ‘anlity of
Wheat produced’, and ‘Quality of Cotton produced’. Equally interesting, .anfl
encouraging for the project, is the primacy given to *Soil Quality’, "Water Q.ualtly‘ b
‘Financial Resources’ and ‘Water/Irrigation Timing’. Each of these findings is
discussed in the following section and compared to the legal and economic
framework analysed in subsequent chapters.

TABLE 3: PRIORITY LADDER RESULTS: BY FARM

5 % z z <
& Z ) E
g g E : A E
— = =
Fertiliser availability 7 9 9 9 2 9
Price of vegetables at Bazaar 11 13 14 14 14
Quality of Wheat produced 10 12 12 11 12 11
Quality of Cotton produced 9 11 11 12 13 13
Availability of 10 10 10 6 10
herbicides/pesticides
Agricultural Engineering 6 8 1 3 5 8
Seed Quality 7 1 3 11 7
Supply of Machinery and 4 6 5 2 5 2
Technology
Availability of Diesel for Tractors 8 5 6 7 10 3
Financial Resources 1 4 4 6 8 1
Soil Quality 2 1 3 1 1 6
Water Quality 3 3 2 8 4 )
Water/Irrigation Timing 5 2 8 4 +

Market Price of Vegetables

The fact that ‘Price of vegetables at Bazaar’ was most commonly the lowest farmer
priority is of interest. This could be due to an error in sampling, which may have
favoured farmers with allotments that were not focused on vegetable production for
sale. However, pursuant research suggested that a sampling error was not to blame.
What emerged was that most farmers were self-sufficient in basic foodstuffs and

vegetables. Thus they were not influenced greatly by the market price of crops, as
they produced sufficient vegetables for domestic consumption and only infrequently
bought vegetables at the bazaar. Vegetables at the bazaar constituted a small part of
household expenditure, only increasing during preparations for life cycle
ceremonies, especially for weddings which require the host to cater for large
numbers of people. In this case there is a significant expenditure on rice, carrots,
mutton and cotton seed oil for making plov, the national dish, traditionally served at
weddings and other life cycle ceremonies. The reverse is true for urban and peri-
urban families, who were informally interviewed at various bazaars. These families
ranked the cost of staple foodstuffs as amongst their highest household expenditure,
and complained about the incessant inflation of prices since Independence.

In the case of farmers who are producing marketable surpluses what emerged
from follow-up interviews and focus group discussions was that farmers saw market
prices as relatively inflexible.

Female respondent: “The price at the bazaar doesn’t change that much”
CW: “Does the price change from year to year?”

FR: "Yes, it goes up all the time — but things are the same compared to
other things ... meat always costs more than carrots”

TABLE 4: PRIORITY LADDER RESULTS: ANALYSIS

Priority Median Mode  Minimum Maximum
1 Soil Quality 1.5 1 | 6
2 Financial Resources 4 1 1 8
3= Water Quality 315 3 2 8
3= Supply of Machinery and Technology 4.5 2 2 7
5 Water/Irrigation Timing 4 4 2 8
6 Availability of Diesel for Tractors 6.5 B 3 10
7 Seed Quality 7 7 1 11
8 Agricultural Engineering 6.5 8 5 8
9 Fertiliser availability 9 2 9
10 Availability of herbicides/pesticides 10 10 6 10
i Quality of Cotton produced 11.5 11 9 13
12 Quality of Wheat produced 11.5 12 10 12
13 Price of vegetables at Bazaar 13.5 14 9 14

Whilst price inflation was noted by most farmers and consumers alike, farmers
stressed that this increase in market price did not even keep pace with increases in

" The Rank is gained by taking the sum of the median and mode, and then ordérin g the priorities according to their
relative score. The lowest score indicates highest priority,
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the cost of agricultural inputs and new forms of expenditure since Independence.
For example, schools now charge fees and require students to purchase their own
textbooks, whereas all education was basically free during the Soviet period.
Despite these complaints, those farmers who do produce marketable surplus saw
themselves as price takers, who had little ability to influence the price which they
were paid for their goods.

Notably women farmers were observed to place greater emphasis on the market
price of vegetables than their male counterparts. During the priority ladder exercise
research staff noted that women would often move this item further up the ladder,
whilst men left it relatively static or moved it down the ladder. Pursuant interviews
suggested that the relatively low income gleaned from the sale of excess vegetables
at market is a ‘women’s activity’. Not only is vegetable production largely in the
female domain, but the sale of surpluses at market is usually conducted by the
leading woman in the family, usually the mother spouse or mother of the head of the
household. These women are then able to retain the profits from this sale, often
spend on children’s clothing and other large, irregular, expenditures. The fact that
the market price of vegetables was considered such a low farmer priority, despite
the importance of it to women farmers, possibly suggests a lot about the state of
gender equality in rural Khorezm.

This finding does not remove the importance of vegetables and marketable
surplus in the rural economy. What it does highlight is the high degree of self-
sufficiency in vegetables for most of the rural farming population. This self-
sufficiency, combined with the statements about price elasticity, actually confirm
the importance of vegetables to rural Uzbekistan. However, the price is an
inappropriate measure in determining this priority, and identifies a need for greater
clarity in translation between English and Uzbek.

Wheat Quality

The quality of wheat produced, with a median of 11.5, indicates the degree to which
the governmental and farm management systems distort the agricultural market. In a
competitive environment, quality of produce is usually of primary importance to
farmers. In this instance it would appear that state strategic plans, which emphasise
only the ‘quantity’ (i.e. weight) produced, do so at the expense of quality control.
Wheat became a “strategic crop” under central government planning soon after
Independence in 1991. The Uzbek government continues to aim for national self
sufficiency in grain, not wanting to rely on imports from Kazakhstan and elsewhere
in the world.

Owner of Private Wheat Mill: “We process the wheat, but the quality is
not as good as Kazakhstan — if people could afford to they would buy their
wheat from Kazakhstan...it is much better to eat and cheaper”

At present approximately 50% of farmer yields are subject to purchase at the
‘plan’ price, with the remaining 50% theoretically available for sale outside the state

system. This is somewhat illusory as the majority of flour mills are state owned, and
operate a protected market. Farmers complain that whilst they only receive 150 sum
(Local currency: During the time of the interviews one USD equalled about 1000
sum at the unofficial exchange rate) per kilogram of wheat, they then buy back the
milled flour at 300 sum per kilogram. The privatisation of grain processing facilities
was underway during this research, and there was evidence of private milling of
grain for either a percentage of produce or a set monetary charge.

One family of farmers proudly displayed a home made flour mill - capable of
processing several hundred kilograms of wheat per day. The fact that this mill was
very small made it difficult for the family to sell their flour at any marketable
quantity. However the family reported a ready market of neighbours who were
prepared to pay a portion of their harvest to use the mill.

Small-Scale Wheat Threshers: “Our neighbours come and get us to put
some of their wheat through...we take about a tenth part, depending on
how close they are to us”

CW: “What do you mean by how close?”

SS: “Well, if they are family or good friends then we take less and it dl[
depends on the arrangement”

CW: “What if the Mahalla came to check”

SS: “Feed him well enough to keep his mouth full — so he can’t speak™
(laughter)

CW: “Is the grain you process better quality than the state mill?”

SS: “Yes, but only because farmers bring their best wheat to us — the tool
is the same quality”

Various women interviewed in household interviews in the environs of the
private mill noted a preference for privately milled flour. I was told that the flour
from private mills is much easier to make good bread from, and is thought to have
improved nutritional qualities. The fact that women think this suggests that the
private use of technology is a possible solution to technology change. This
demonstrates that it will be important to monitor the impact that privatisation has on
the priority accorded to the quality of wheat.

Equally significant, one businessman discussed his ownership of wheat and rice
processing equipment, of Russian origin. Purchased using private finances (of
unknown origin) this equipment employed several staff, and charged 5 sum per
kilogram for rice and 6 sum per kilogram of wheat. Those farmers in the nearby
region who availed themselves of this service demonstrated a much higher concern
for the quality of their wheat, not just the quantity produced.

It would however be wrong to state that the Uzbek government is solely
responsible for the excessive emphasis on weight as the sole indicator of production.
Soviet central planning, and the education system that served it, placed undue
emphasis on quantification of weight. Whilst this may have aided the analysis of
aggregated statistics, it created adverse affects in terms of proper incentives for
farmers and indeed other industries. Regrettably the Soviet legacy has been
perpetuated by the Uzbek government, which continues to focus, almost




exclusively, on the weight produced. Indeed, the Yangiarik Hakimyat observed in
2003 had a propaganda billboard, boasting of the tonnes of each commodity produced
in the past harvest (Figure 3).

Ficure 3: PHOTOGRAPH SHOWING TONNES OF PrROpUCTION! Y ANGIARIE, Strtimper 2003
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From my own observations, this problem is exacerbated in the education system
that trains agronomists and other agricultural specialists in almost purely quantitative
techniques at the expense of qualitative techniques. Many agronomists were visited
during the course of the research. Often when the research was explained to them,
they eagerly ran off a litany of previous years (probably spurious) production figures
Many would also boast to what extent their region had fulfilled or exceeded the state
plan.

The low farmer priority of wheat quality emphasises the impact of negative
incentives for constructive farmer behaviour. If the central government continues (0
measure output using inappropriate, and solely quantitative, tools then farmers will
continue to place a low priority on quality factors.

Cotton Quality

The state plan for cotton calls for 100% of the production to be procured at sub-
market rates by the government, which is then ginned and sold on the international
market. This internal monopoly provides a significant, yet un-quantified, part of the
national accounts. Farmers are paid for their cotton according to three or five grades

of quality, averaging a price of 250 sum per kilogram. These quality grades are
deceptive for two reasons.

The first is that farmers are not actually paid according to a verifiable quality
scheme, rather paid on a calculated figure depending on several factors. These
include which picking the cotton is from (the first picking is generally of a superior
quality), the variety, and whether it is hand or machine harvested. There is also,
apparently, laboratory testing of the quality. However, no information on how this is
verified or tested is available. Farmers have little ability to increase the grading of
their cotton (except through bribery and inducements) through improved
agricultural techniques. Also important to note is that the preference for weight over
quality can lead to irrational farming behaviour, such as that observed in September
2003, prior to the cotton harvest. In this instance farmers were seen irrigating their
cotton crop during cotton boll development, which would appear unnecessary.

CW: “Why are you irrigating now?”

Male Dekhan Farmer: “We make the cotton wet, because we just get paid
by weight ... it is an old trick™

CW: “Does it do anything to the quality of cotton?”

MDF: “I don’t really care ... the pay is the same — too low”

The second factor influencing the low priority placed on cotton quality is the
limited price differentials along the quality gradient. Farmers are not aware of what
price they will receive for their cotton ahead of time, and act as passive price
recipients. This system discourages farmers from making future production
decisions based on economic logic. Rather, farmers tend to plant crops that have
delivered high profits in previous years rather than choosing future production based
on anticipated future prices. This retrospective decision making process saw the
over-production of rice in 2003, as farmers all strove to produce this (usually high
value) crop.

Soil Quality

Farmers interviewed attributed clear importance to soil quality, with a mode of “1’
and median of ‘1.5". The fact that those interviewed recognised the importance of
soil quality means that further research and extension can emphasise the direct
relationship between sustainable land use and soil quality. This rates it as the most
important priority for local farmers and was thus considered to warrant further
research.

In order to provide a more in-depth analysis of farmer priorities for soil quality, a
decision tree was completed for five of the interviews. These trees exposed a lack of
understanding of the causes of poor soil quality, with farmers focusing on the need
for more fertilisers and other inputs. These problem trees also identified the causes
of soil salinity and chemical toxicity as being from either the Soviet past, or from a
lack of irrigation water. The fact that farmers correlated water shortages with soil
quality is of some note, as it is often the excessive application of low quality (rather
than low quantity water) that degrades soil quality.
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However, those interviewed demonstrated a good understanding oi_' the effects of
good and bad soil quality. The fact that fertility, yi-eld aqd quality of harvest
consistently appeared confirmed the importance of §011 quality to fa!'mfzrs. T'herc
was a significant correlation between priorities identified by farmers in interviews
and the effects of bad soil quality noted in the problem trees. For examplt:: fertility
and yield were frequently cited in both formal and informal farmer meetings, and
the connection was often made with soil quality. This reirffor'ced the importance of
soil quality, as well as illustrating how degrading so_il qual ity is z_md v\{lll continue to
be a key constraint to technology transfer. What it also identifies is that greater
levels of education are required, especially in terms of the causes of soil quality, for
the project to successfully transfer technologies. . :

The primacy of soil quality to farmer priorities was conﬁrmec! in the H-Fo'rm
exercise. In each H-Form completed, the most popular groupmg of _negative
responses to I like Farming in Khorezm” was_ll)at of ‘eculogy. Within this
grouping, popular responses included land sa_linlly. _poor soil structure .anq
decreasing yields attributed to generally poor soil quality. Follow-up dlscus'smn:\
from the H-Form exercises identified that many farmers not only saw land quality as
poor, but that they perceived it to be declining at a rapid rate.

Focus Group Participant 1: *“Our land is getting harder to grow crops on
... we used to be able to grow fruit trees but not any more”’

FGP 2: “It is very bad for the health of the old and the young — and us
working age people get less and less from the land”

The high instance of marginal lands, being those lands whcr.e trafiitional farmmg
methods were not possible due to acute environmental degradation, in lKhonf:zm was
also a key priority for farmers. Many farmers when asked about their saline soils
which were no longer productive actively sought advice on what to grow on lthem
This active interest suggests that high saline levels pose a present constraint to
technology change in Khorezm.

Water Quality

Water quality ranked third equal in terms of priorities, with a mt_zdian of 3.5 on lht.
priority ladder. This identified it as an important, though not vital component for
those interviewed. When questioned. some farmers identified a decline in water
quality over the past ten years, whilst older farmers talked of a hllgh ‘lev?,l of water
quality in their youth. Notwithstanding the statements mac}c in Soil Qual:ly_
(above), there seems to be a disconnection between the high priority attached to soil
quality, and the relatively low priority attached to water quahty.'The acceptf:d‘
scientific research on Khorezm indicates poor water quality as the primary cause of
degrading soil quality. The high presence of salinity, and persistence of agncu_lluml
chemicals, is generally considered by the academic community to be a primary
cause of declining soil fertility and quality. i
Interestingly, many farmers did not make a signiﬁcanl assoc}atlon beth‘:en
salinity of water and soil salinity. This is surprising, given the logical connection

between saline application and saline residue. Whilst most farmers seemed
concerned with a decline in the quantity of water available. there was limited
concern with the existence of salt or other pollutants. This may reflect concerns of
Wwater scarcity during drought 2000-2002. It also reflects the conventional wisdom
that salt can be “leached” away. The twice annual application of water to leach
surface salt may be effective in the short term. The long term effects of raising the
water table, and increasing the levels of salinity in this water table, are not well
acknowledged by farmers. The effects of the saline water table are evident, and
include not being able to plant fruit trees on land with a high water table. This
finding would tend to suggest that there is a need for farmer education about water
quality to enable technology change.

The issue of poor water quality illustrates the dependent nature of Khorezm. As a
downstream user of the Amu-Darya, the Khorezm region is subject to the water use
of up-stream riparian regions and countries. The water usage of Kyrgyzstan,
Tajikistan, Afghanistan, Turkmenistan, as well as significant regions of Uzbekistan,
has a profound impact on Khorezm. To a large extent the farmers of Khorezm are
unable to control the water use, or polluting, of upstream users. Khorezm is very
dependent upon central state, and interstate planning bodies for their water
allocation.

Informant Interviewee: “We have no say over the water — it just comes to
us and we use what we can when we can ... it is not very good — but what
can we do, we are just farmers”

The despondence of many farmers reflects the fact
accepting whatever water arrives, and see no mechanis
and quantity concerns are met.

that many are resigned to
m for ensuring that quality

Water/Irrigation Timing

This variable ranked much lower than was expected, however is still significant at a
median and mode of four. This was possibly due to the fact that whilst water supply
had been a problem in the past two drought years, it had not been and farmers did
not anticipate it to be a problem in 2003.

Female Focus Group Participant: “We have no problems with water this
year ... in past years yes we did — but this year there are no problems”

This may also reflect the formulaic approach to irrigation, which is dictated more
y calendar date and rostering, than the actual crop needs. All farmers discussed
ome short-term lack of supply, but claimed that this was always remedied within
an acceptable time span.

Male Informant: “we all need water, so we take turns .,
out”

. it always works

In most cases a “responsible person” (ibid) monitors water use and makes ad hoc

frulings on irrigation timing manages water allocation. Given the paucity of metering




or other adequate control mechanisms this would appear to be an effective solution.
However, personal interviews identified a high incidence of corruption, and water
theft.

Female Informant: “How it works is that if you have money, or are friends
with the right people you have water. We are poor. We have no water.
Some people take the water when we are not allowed, what else can we do
if the crops need water? Everything needs the same amount of water —
plants don’t know how rich their owner is”

On a macro scale the irrigation of cotton in particular is too infrequent, with
many cotton crops being irrigated from one to four times throughout the entire
growing cycle. The system of taking turns favours upstream users who will over-
irrigate their fields, unsure of their next opportunity to access irrigation water. This
produces problems of saline runoff, which is then gathered in collector canals (many
of which are old and poorly maintained). Downstream users receive both limited
and untimely water access, as well as increased levels of salt in their water.

Of considerable concern is the use of ‘emergency’ ground water supplies for
general crop irrigation. Many farmers discussed using electric or tractor driven
pumps to access shallow well water for irrigation, during times when no canal water
was available. In doing this farmers are using high saline ground water, which
contributes to the already problematic soil salinity.

Family group interviewee 1 (male): “We all use wells and drainage canals
if we can - it is water, but it is very sour [salty]”

FGI 2 (female): “It is not very good for humans or animals but it is good
for the crops, except for fruits and trees that don’t like sour water”

FGI I: “You have to know what the plants need — I am a farmer and 1
know what plants need — cotton can have sour water so long as it is old
enough, if it is too young it will die”

The use of ground water for irrigation highlights both the relatively low priority
farmers attach to water quality as well as the high importance to the project of
improving irrigation timing.

Financial Resources

Financial resources are, unsurprisingly, a key concern with a mode of one and a
median of four. The reasons for this are two-fold. Firstly the settlement accounts
system of Uzbekistan is a significant barrier to accessing financial resources, as well
as an inhibitor to rural development. In brief, the majority of transactions must
occur through the ‘settlement account’ of an individual. This includes receiving
payment for official crops (cotton, wheat and rice) as well as paying production
costs such as for fertilisers and seeds. In most cases men are the legal ‘leaseholders’
of land and it is their settlement account into which monies are paid. Whilst women
are legally entitled to lease land, and some do, this remains a rarity. Similarly, there
is no reason why a woman's banking account could not be nominated for receipt of
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payments and for expenses. However informal interviews showed that in almost all
cases men are both the legal leaseholder and the bank account is in their name. The
only common exception is where a widow annexes her husbands lease and bank
accounts following his death.

The second reason for the importance of financial resources is the generally high
level of poverty in Khorezm, especially in the rural regions. Many families subsist
on or below what is colloquially termed ‘the poverty line’. Extensive use is made of
informal cash income mechanisms, with the black market dominating the rural (and
urban) economies. Family focus group discussions exposed that there was an acute
lack of cash resources. For example on family noted that they did not have enough
cash to bribe their two children into University.

Mother: “T have not been paid as a teacher for the past three months, I
should get 30,000 sum [$30 US] but I get much less than that, if I am
lucky enough to get anything at all”

One of the coping mechanisms employed by this family was for the father and
eldest son to travel to Karakalpakstan where some extended family lease a farm.
The men then harvested rice by hand, in return for a portion of the rice they
harvested. During the summer months the mother also bought ice-cream in bulk,
and sold it from her front door for a small profit.

What is clear from this research is that farmers are motivated towards gaining
cash income, especially if it is outside of the official settlement accounts system.
This enables them perfect access to their cash, rather than access only to buy certain
inputs from government firms. This preference was evidenced quite clearly in 2003
by farmers stating a preference for rice over cotton, even though the profit was not
so great. The advantage of rice was that all the profit was in cash rather than in an
inaccessible back account.

SUMMARY AND CONCLUSIONS ON FARMER PRIORITIES AND
BARRIERS TO TECHNOLOGICAL CHANGE

What these research findings show is that locally articulated priorities demonstrate
that there exists a real impetus for change within rural Khorezm. Whilst the Soviet
legacy continues to stifle the development of new agricultural technologies, farmers
are interested in improving their land and improving their crop profit. What the
farmer priority setting research enables is for this thesis to compare and contrast
articulated farmer desires with the opinions of farmers and decision makers on
technological change. From a development perspective this is very useful in
enabling technological intervention to be properly targeted to meet the needs of the
rural poor. Moreover, the farmer priority setting research serves as a useful
introduction to the problems of technology transfer in Khorezm.

The first finding from this study is that there is a lack of access to cash resources
and that this poses a serious constraint to the adoption of new technologies. This
constraint identifies the need for cash generating technologies to ensure successful
technology transfer. It is important to note that financial resources kept in banks are



not always accessible, and that new technologies that are promoted through the
private sector may be inaccessible to the very poor. This is because the private
sector requires cash payment whereas the government managed Machine Tractor
Parks accept transfers from the settlement accounting system.

The second issue to note is the level of motivation by farmers for improving both
water quality and irrigation timing. Whilst farmers attribute high levels of priority to
these factors, they are not as high as would be optimal for technology transfer. A
general lack of impetus, at the farmer level, for change can be seen as a serious
constraint to technology change. This barrier intersects with the lack of access to
cash resources noted above. This is especially true if a lack of cash is shown to be
having an adverse effect on farmer level education, as indicated by one family
interview. It is the intersection of these two barriers that needs to be analysed
jointly, as part of the complex of barriers to technology change.

It is likely that the continued privatisation of agricultural production and post-
harvest processing will see a move away from quality focused production, towards
quality and quantity focused production. This transition towards the private sector,
including the move towards quality focused production, has the potential to
exacerbate the problems identified by farmers in this chapter. This privatisation is
likely to reinforce problems in the rural community if it does not occur concomitant
with a rationalisation of the banking system and improvement in the state of family
financial resources.

The priorities of farmers in Khorezm are understandable given the socio-legal
context in which they are formed. This study attempts to adopt a farmer first
approach, working from the perspective of meeting the articulated needs and
priorities of the rural poor. This represents the first step in the process seeking out
the priorities of households in rural Khorezm.

CONCLUSIONS

The technologies presently being developed by the ZEF/UNESCO project in
Khorezm hold considerable potential for meeting the development needs and
priorities of local farmers. In particular, several key conclusions can be made:
‘Amount of Rice Produced’, ‘Price of vegetables at Bazaar’, ‘Quality of Wheat
produced’, and ‘Quality of Cotton produced’ are all of a low priority to farmers in
the Khorezm. ‘Soil Quality’, ‘Water Quality’, ‘Financial Resources’ and
‘Water/Irrigation Timing’ are all of key importance to farmers interviewed. This
holds great potential for the project; especially in the introduction of tree fallow and
fish farming, as well as improved irrigation and tillage practices.

There exists limited farm decision-making autonomy, which will pose a key
constraint to the successful transfer of technologies, however this situation is slowly
changing with privatisation.
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IMPLICATIONS OF A MONETARY UNION BETWEEN
RUSSIA & KAZAKHSTAN: A HYPOTHETICAL EXAMPLE.
SOME ANALYTICAL ISSUES & THOUGHTS

IsLAM, ABU R.M.S"

This paper has investigated the implications of a hypothetical Eurasian Economic Communiry
Common Currency Area, EECCCA, and has asked whether it makes an v good economic sense
Jfor Kazakhstan and Russia to have separate currencies; do or can they increase their
respective welfare when each of them abolishes their respective currencies, and adopts some
currency of a wider area? Standard economic theories are used fo study the implications of
the EECCCA with respect to external demand shocks, differences in preferences Sar inflation
and unemployment rates, differences in labour productivities, differences in economic growth
rates, and lastly, differences in fiscal systems and seigniorage problems. It is observed that the
member nations in the EECCCA can automatically return back to initial levels provided there
are wage flexibility and free mobility of labour from one country io another. Otherwise, the
adjustment problem would not vanish and disequilibrium must come exclusively through
changes in prices. It is explained that as per the new growth theory, the member nations will
experience higher capital stock per capita, and enjoy a permanently higher economic growth
path. The member nations with differences in inflation rates can easily set inflation rates
equal to each other by fixing the exchange rates without any costs in terms of unemployment
while becoming a member of the EECCCA. However, there is a short run cost to EECCCA as
the short run Phillips curve is still alive. The EECCCA constrains the member nations in the
way they finance their budget deficits. It is argued that a less developed country in the EEC
(with higher inflation) planning to join the EECCCA with a developed country (with lower
inflation) will have to lower inflation. For a given budget, the less developed country will have
1o increase taxes, particularly when their fiscal system is underdeveloped or undeveloped.
This underdevelopment leads to a welfare cost of the EECCCA, eventually with a common
currency, EURASH.

3HAYEHHE BAJIIOTHOT'O COIO3A MEXIY POCCHEH U KAZAXCTAHOM:
THIIOTETUYECKHHA ITPUMEP. HEKOTOPBIE AHAJIMTHYECKUE
il BOITPOCHI W B3I JIS1/1b1

_ - Henam, Asy P.MLILL
o sy il -
Jlamnas. paGota mcenienyer 3nauchMe runotetiueckoli Emaoli Bamotwol 3omm Espastickoro
 Oxonomuseckoro Cooburectsa (EB3EBpA3DC), H 3MIACTEH BONPOCAMH - €CT5 1TH IKOHOMMUECKAN Bb{roa
-t Kasaxcrana u Poocufickoit Menepalii B TOM, 4TO OHH HMEIOT PAIIHYHBIC BAMIOTEE, CMOTYT JIH OHI
YAYHMITE CBOE OMIArOCOCTOAHHE B CTY4de BBEACHMA SAMHON BAMIOTE, OTKA3ABIINGE 1IPH 9TOM 0T
 CODCTBEHHBIX  BAMOTHBIX e/ CTaHAapTHEE IKOHOMWNECKHE TEOPHH WCCHCAYIOT NOCHEACTEHA
codanus EBIERpAIDC ¢ TOMKM IpeHHA WOKA BHENIHErO crpoca, pasivduil B NpeANOYTEHUAX MEALY
YPOBHAMH MHQIAWH H Ge3paGOTHIIL, MPOMIBOMHTEALHOCTH TPYAA, SKOHOMHUECKOIO pocra, a TaKKe,
MCKABHBX CHCTEM K npofiiem, CRNIAHHBIX ¢ CeHbopaney. B pafioTe yKaIAHO, YTO CTPAHBI-ICHE
EB3ERpA33C MOryT agroMartHu4ecKs BepHYTHCA K HCXOAHOMY COCTOAHMIO, NIPH HANMYMH rHOKOCTH
- 3upaGoTieix AT W CBOGOME! Mepemernenia paGouei CHitsl 13 OIHOH CTpaHil B Apyryio. B nporHBHOM
Cltysae, npoliieMa AnANTAWMK He GyACT pelicHa W NOTEPA PABHOBECHS NPOMBOMNET FAARHLM obpaiom
(MyTEM HiMeneHi uen. CTATHA PATHACHACT, UTO B COOTBETCTBHM ¢ HOBOM Teopwell IKOHOMIMECKOrO
POCTH, CIPaNbi - YHACTHHLEL MOTYT HCHLITATL DOJICE BLICOKHI 10K KAMHTANA HA YUl HACEHEHMA, 1,
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BMECTE C TeM, BOCe BRICOKHE YCTORYUBLIC TEMILL HKOHOMHMECKOTD POCTE, CTAaHOnscs WieHamy
EB3EBpA3OC, CTpaHB-yMacTHIUE © PRIHBIMH TCMIAMA WHGITLGNE MOTYT YETAHOBUTE  OAMHAKOBEIC
TEMIIb! HH(ALWH NYTEM YCTRHOBCHIA (BHKCHPOBANHLIX OGMEHHMX KYPCOB 6¢3 KaKiX-11G0 HILEPHCK ©
TOUKH  3PEHHA  3aHATOCTH. OfiHako, Kpatkocpounble Mifcpikkd  EB3EspA3IC,  onucsibaembie
KpaTKOCPOYHOH Kpusol Diminnea, Bee e He TEPAKIT cBoero 3nauenus. EB3EspAadC haknaimipact
OTPAHIIEHIS HA  CTPAHBI-YHACTHHUB B BOnpoce (mmancupobanus  feduinra Giomkera. Crarsa
VIBEPHKIUAET, UTO MeHee passutas crpann EspAsdC (¢ Gonee BHICOKMMM Temmamn HHQALHI),
scrynaioman & EBIEmpAIDC 8 coioze ¢ Ooiee passuToli cTpaHol (¢ Hu3kuMm Temiamu uHuIH),
RoMKHA OYAET NOHIHTL Y ce0a Temnbl uudumam. [lis obecnedenu GlomkeTa MeHee passHTas Crpana
ROIDKHA OYACT NOBLICHTE HANOTH, OCODEHHO eCii ¢¢ (HCKABHAA CHETEMA He A0 KOHUA PasBHTA I HE
pasBHTd BOOOHIE. OTa HEPAIRMTOCTH BlCYET 38 coboll manepmxn EB3EBpAIDC ¢ TOuRM IPEHHA
BAArOCOCTORHMA, MTO B KOHEHHOM CHETE OTPAKAETCA i OBIICH BATIOTE,

L. INTRODUCTION

Realizing the importance of historical and cultural ties, as well as the great potential
for intra regional trade among the Central Asian Countries, the first public meeting
of the political leaders of these countries took place in Almaty in June 1990. The
deepening of interstate cooperation and. integration was realized through the
interstate treaties on trade, customs, and security. Such a move necessitated the
formation of formal regional international organizations. The most of its kind is
Inter State Council. Such integration and cooperation, as it is asserted, would
reinforce the sovereignty of the individual states in the Central Asia. Efforts were
made to abolish tariffs on trade between Kazakhstan and Uzbekistan with the
expectation to create a common market by 2000. The agreement provided for freer
movement of goods, services, capital and labour between these two countries and
coordination of fiscal and customs policies. The president of Kazakhstan termed
such agreement as the abolishing of borders between Kazakhstan and Uzbekistan.
Later, the president of Kyrgyzstan expressed to join the Central Asian Union. The
local press announced that as of February 1, 1994, customs regulation was
suspended on common borders in Kazakhstan, Uzbekistan and Kyrgyzstan. The
establishment of a Central Asian Union was announced at the summit of Central
Asian leaders in July 1994 in Almaty. In December 1994 Belarus, Kazakhstan and
Russia announced the creation of a customs union. The agreement came into effect
on July 1995 and Kyrgyzstan joined the group in December 1995. The union was
widely referred to as the “Big Four Agreement.” Belarus, Kazakhstan, Kyrgyzstan
and Russia adopted a separate Customs Union Agreement and a treaty on
Integration in March 1996. After Tajikistan joined in December 1998, the group
became known as the “Big Five Agreement”. At the beginning, this union was no
more than a pledge of the parties to observe the provisions of the CIS agreements
that were already in force. The agreement was further formalized by yet another
customs union adopted in February 1999,

Earlier back in 1993, the leaders of the CIS states adopted a declaration to
establish an “Economic Union™ and signed a corresponding economic union treaty
in September 1993. The treaty was designed to foster a free trade area, create a
customs union with reduced internal tariffs and a common external tariff. and
establish a system of payments and settlements.
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existing macrocconomic and microeconomic theories and other ideas available in
the economies Hiterature,

. ORGANIZATION AND PRESENTATION OF THE PAPER

First. the notion of monetary union or monetary integration is briefly defined and
discussed. The economic theories, and empirical evidences countering the scope of
such integration are presented next. Then we discuss to what extent the member
states in a monetary union suffer in the adjustment phases: when one of them has a
positive demand shock away from its partner; when they differ in their preferences
for inflation and unemployment rates; when one has higher labour productivity and
economic growth than the other member state; and one member state has different
fiscal system and seigniorage problem and labour market institutions.
Simultaneously, I take cognizance of the credibility of otherwise arguments,
available in the literature, against the alleged costs of the monetary union. Then the
summary and conclusions of the paper are made followed by the direction of future
research.

In section 3.1, I discuss the stabilization powers of Kazakhstan that it sacrifices,
and the gains in efficiency and credibility it reaps (through elimination of
transaction costs and uncertainty with respect to exchange rates fluctuation), when it
becomes a member of the Eurasian Economic Community Common Currency Area,
EECCCA. The economy of a member state in the EECCCA with higher capital
stock per capita, can move on a permanently higher economic growth path, as per
the new growth theory. The member countries with demand shocks away from the
other member, face the adjustment problems with their trade balances. In the
adjustment phase, the economies can automatically (without resorting to currency
devaluation or revaluation) return back to initial levels, provided there is wage
flexibility, and free mobility of labour from one member state to another. Otherwise,
the adjustment problem will not vanish, and disequilibrium must come exclusively
through changes in prices in Russia and Kazakhstan. This is described in section 4.

When member countries in the EECCCA differ in their preferences for inflation,
and unemployment rates, there is an asymmetric adjustment phase for the member
states: a member state, with initially higher inflation rate, will have to accept lower
inflation rate, meaning more unemployment, while its partner country, with initially
lower inflation rate, has to accept higher inflation rate with less unemployment. |
discuss these in section 5. The dynamic version of the Phillips curve analysis
demonstrates that authorities cannot choose any optimal combination of inflation
and unemployment rates, when there is a natural rate of unemployment. Therefore,
they can easily set inflation rates equal to each other by fixing the exchange rates
without any costs in terms of unemployment, while becoming the member of the
monetary union. However, there is a short run cost to join a monetary union, as the
short run Phillips curve is still alive.

The countries with higher labour productivity, must have higher nominal wage
than others. It is argued in section 5. 3 that countries with differences in economic




growth create a trade balance problem for the fast growing nation: a chronic trade
deficit for a fast growing nation and a chronic trade surplus for the slow grower,
Adjustment problem takes place in the form of deflationary measures (decrease in
government expenditures or increase in taxes, such as, income taxes, excise taxes,
import tariffs, and other restrictions) in the fast growing nation, implying its terms
trade has to decline.

Countries with different fiscal systems lead to use different combinations of debt
and monetary financing of the government budget deficits. This is discussed in
section 5. 4.

In section 6.1, I revisit the external demand shocks. If the demand shift is of the
following nature: importing and exporting, simultaneously, the same types of
products, a structure of trade, where most demand shocks would affect these
countries in a similar way. Therefore, the most of the demand shocks, instead of
being asymmetric, will tend to be symmetric in nature. Economies of scale make the
integration of trade possible through concentration of industrial activities.

The effect of economic growth on member state is revisited in section 6. 2. It is
argued that a fast growing nation can grow without having any problems in its trade
balance. This implies that a fast growing nation can increase its exports at a faster
pace without having to resort to real depreciations to solve its trade deficits. The
reasons and the underlying process for this to happen are explained. Section 7 draws
summaries and conclusions of the paper followed by the direction of future research
in section 8.

3. MONETARY UNION

I discuss two important issues: benefits and cost of a nation joining a monetary
union. In this context, the role of an independent national central bank in the
economic management of the country is briefly discussed. Then I analyze and
discuss the theories with examples, and the inconveniences that a member state in
the monetary union has to face due to the loss of independence of the national
central bank to withstand the external economic shocks. Afterwards, the credibility
of the arguments disfavoring the option to joining a monetary union is discussed.
Throughout of the analysis, Russia and Kazakhstan are assumed, as test cases, the
members of the common currency area, EECCCA.

3.1. Monetary Union and Independence of National Central Bank

When Kazakhstan becomes a member of the EECCCA, the role of its national
central bank (National Bank of Kazakhstan) either ceases to exist or will have no
real economic power. In that it means that Kazakhstan joining the monetary union
EECCCA will not be able any more to change the price of its currency, tenge
(through devaluation or revaluation), or, to determine the quantity of tenge in
circulation. All these mean that Kazakhstan has to relinquish its national currency,

(enge e an instrument of economic policy. Alternatively, it loses the ability to
conduet a nutional monetary policy.’

A framework is needed to systematically analyze the costs of joining a group,
EECCCA  with a mutually fixed exchange rate against its advantages.'
Hypothetically, we assume that there exists an Eurasian Economic Community
Common Currency Area, EECCCA. We need to look at the stabilization powers of
Kazakhstan that it sacrifices, and the gains in efficiency and credibility it reaps
when it becomes a member of the EECCCA. The economic costs and benefits of
joining the EECCCA and having a common currency, EURASH (an innovative
name for an imaginary currency at this stage), depends largely on how well the
Kazakhstani economy is integrated with those of its potential partners in the
EECCCA. Fixed exchange rates, as the theory of common currency areas predicts,
are most appropriate which magnifies the monetary efficiency gains, for closely
integrated economy through international trade of goods and services, and factor
movements such as, free migration of labour and capital. Further, more intensive is
cross border trade and factor movement, greater is the gain from a fixed cross
border exchange rate.

3.2. Monetary Union and Management of Demand Shocks

If there are simultaneous demand shocks away from both Kazakhstan and EECCCA
to the outside world, the EEC currency, EURASH will simply depreciate against
outside world currency, providing automatic stabilization to Kazakhstan.
Kazakhstan would have serious problems had it faced alone the demand shock. For
example, if the world demand for Kazakh oil & wheat fell, therefore, Kazakh’s
exports would fall. In that case, full employment will be restored only afier a period
of costly slump during which the price of Kazakhstan’s goods and wages would fall.
Greater is the economic integrity with the EECCCA, shallower slump will be, and
less costly be the adjustment to the adverse shift in demand. The gain in economic
efficiency originates from elimination of transaction costs associated with the
exchange of national moneys, and elimination of risk from uncertain future
movements of the exchange rates. For examples, individuals, firms, businesses,
Governments do not have to convert one currency into another to make the
necessary payments for its imports or receive any foreign earnings from its exports
and investment income abroad. The agents can make systematic plans of their
businesses and investment, when they know for sure the amount they would be
making payments for their imports or receiving from exports. Therefore, the
uncertainty is completely removed. A well-integrated economy pegging its currency
to an area of price stability, (EECCCA in our case) imports further an anti-
inflationary climate to the domestic economy. Close economic integration leads to
international price convergence, and, therefore, lessens the scope for independent
variation in the pegging country’s (Kazakhstan and Russia, in our example) price
level.



back to their initial level without devaluation (in Kazakhstan) and revaluation (in
Russia) of their respective currency?

4.2. Automatic Stabilizers

Ideally, there are two mechanisms, which can take these economies automatically
back to initial levels. One is based on wage flexibility while the other is based on
the mobility of labour.

4.2.1. Automatic Stabilizers - Wage Flexibility

Flexibility of wages means that the unemployed workers in Kazakhstan will reduce
their wage claims while the excess demand for labour in Russia will push up the
wage rate. The effect of this adjustment is as follows. The reduction in wage rate in
Kazakhstan will shift their aggregate supply curve to the right while an increase in
wage rate would shift it to the left in Russia. This adjustment process will bring
back the equilibrium in both countries: in Kazakhstan, the price of output will fall,
and it will increase in Russia. Simultaneously, it improves the current account in
Kazakhstan, and reduces the Russia’s current account surplus. Further, the second
order effects on aggregate demand will also reinforce the equilibrating mechanism.
In other words, the wage and price increases in Russia will make Kazakh products
more competitive, leading to an upward shift in Kazakh aggregate demand curve.
Similarly, the decline in Kazakh costs and prices makes Russian products less
competitive, and shifts the Russian aggregate demand curve downward.

4.2.2. Automatic Stabilizers- Mobility of Labour

The Kazakh unemployed labourers move to Russia where there is an excess demand
for labour. This movement of labour eliminates the need to let the wage in
Kazakhstan to fall while in Russia, it does not let it rise. The unemployment
problem in Kazakhstan is solved, while the inflationary wage pressure in Russia
vanishes. Simultaneously, the current account problem is also solved.’

4.2.3. Lack of Automatic Stabilizers

If none of the above sources, wage flexibility or mobility of labour is possible, the
adjustment problem will not vanish. In that case, both countries will stick to the
disequilibrium situation. The adjustment to the disequilibrium must now come
exclusively through price increases in Russia. The price increases in Russia will
make the Kazakh products more competitive, leading to an upward shift in
aggregate demand in Kazakhstan. Thus, if wages don’t decline in Kazakhstan, the
adjustment to disequilibrium in Russia will take the form of inflation.

The above changes put the Russian authorities into dilemma. If they care about
inflation, they will want to resist these inflationary pressures through restrictive

monetary or fiscal policies, However, in that case the current account surplus will
not disappear. If they want to eliminate it, the Russian authorities will have to
accept higher inflation,

One of the solutions of the above dilemma is to revalue ruble against tenge. The
revaluation of ruble reduces the aggregate demand in Russia.'” In Kazakhstan, the
opposite would happen. The effect of all these demand shifts is that Kazakhstan
solves its unemployment problem, and Russia avoids having to accept inflationary
pressures. There will be no more current account surplus in Russia, and no more
current account deficit in Kazakhstan. This is all about Mundell’s prescription to
over come the situation.

Once they become the members of the EECCCA, both will have to relinquish the
control of its exchange rate. Kazakhstan will be saddled with a sustained
unemployment problem and a current account deficit, and this can only disappear by
deflation in Kazakhstan. This means that a monetary union has a cost to Kazakhstan
when faced with a negative demand shock. In Russia, it is costly too, as it will have
to accept higher inflation than it would otherwise be.

Is there any other instrument that can solve the above problems in both
countries? The Russian authorities could increase taxes in Russia so as to reduce the
aggregate demand there. The tax revenues are then transferred to Kazakhstan, where
they are spent (the aggregate demand curve shifts upward in Kazakhstan, as a
result). Kazakhstan would still have a current account deficit. However, this deficit
would be financed out of the transfer from Russia."’

We may, therefore, conclude that member countries of the EECCCA
(particularly, where wages are rigid and labour mobility is totally restricted) will
find it harder to adjust to any demand shocks than the countries that have
maintained their own national currencies, and that can devalue it. The monetary
union between two or more countries is optimal if there is sufficient wage flexibility
or sufficient mobility of labour.

5. COST OF MONETARY UNION WHEN COUNTRIES ARE DIFFERENT
5.1. Countries with different preferences for inflation and unemployment

Corden (1972) and Giersch (1973) observed that when countries have different
degrees of tolerance with inflation rates, it makes the introduction of common
currency, EURASH, costly."” T will make use of De Grauwe (1975) to graphically
explain the problems.

We continue our experiments with Kazakhstan and Russia. Suppose Kazakhstan
has a relatively higher inflation rate than Russia. In figure 1, the Phillips curves are
shown for these two nations.



FIGURE 1 INFLATION AND UNBMPLOYMENT CHOICHS (L) IN KAZAKHSTAN AND RUSSIA.
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The vertical axis shows the rate of change of the wage rate, the horlz.ontal axis

the unemployment rate. The Phillips curves are assu.med to b%slable, that is, they.go

not shift as a result of changes in expectations of inflation.”” In t!le left-hand ;'lh le

panels, we represent the relationship between wage f:hanges and price changes. This
relationship can be written for Kazakhstan and Russia, as follows:

Py =Wx—0, (1)

Pe=Wx-0, @

where P and P g are the rates of inflation, Wx and W are the rates of wage
K

increases, and QK, Q qare the rates of labour productivity respectively in

Kazakhstan and Russia. The above two equations define the rat?4of price changes
that keep profits unchanged (as a percentage of value addcd?. The above two
equations are represented by the straight lines in the left hand side panels. The two

T .
intercepiy m;ﬂ.ﬂy Qx and Q. , respectively. When the rate of labour

productivity | o i Kazakhstan, one would expect the line shifting upwards.
The two ¢u ' by relative purchasing power parity as follows:
E, =Px-Ps 3)

fopresents the rate of depreciation of tenge relative to ruble. Equation

(3) is an oquilibelum condition, which states that if Kazakhstan has a higher rate of
inflation thin Rusala, it will have to depreciate its currency to maintain the
competitiveness of {ts products unchanged. If Kazakhstan and Russia decide to join

L]
where, [.«‘ p

amonetary union, the exchange rate is fixed: ( FE « = 0), so that the rates of inflation

must be equal. If this is not the case, that is, if inflation in Kazakhstan is higher than

in Russin ( Px » P& ), Kazakhstan will increasingly lose its competitiveness.

If we ussume that Kazakhstan has different preferences for inflation and
unemployment rates (with Kazakhstan choosing a point M on its Phillips curve

while Russia point K), it is immediately obvious that a fixed exchange rate (_E"' =
0) will be unsustainable. The cost of a monetary union, EECCCA (provided both
Kazakhstan and Russia agree to have a fixed exchange rate), force them to choose
another less preferred point on the Phillips curves, so that both countries will have
the same inflation rates. In other words, Kazakhstan will have to accept less
inflation rate (meaning more unemployment there, assuming a stable Phillips
relationship) while Russia accepts more inflation rate with less unemployment. This
outcome is shown by points D & D’ on the respective Phillips curves (many other
points on the Phillips curves are equally likely with joint inflation rates).

In the 1960s and the early 1970s, the Phillips curve analysis was very popular.
But in late sixties, it was Friedman (1968) and Phelps (1968) who found that the
Phillips curve is no longer assumed to be stable, rather it does shift upward when a
particular country chooses a higher expected inflation rate. In such a situation, the
Government authorities can hardly make a free choice or trade off between inflation
and unemployment rates. This implies that Phillips curve is a vertical line in the
long run, with far reaching consequences on the costs of monetary union, EECCCA.
The vertical Phillips curve is shown in Figure 2. The intercepts on the horizontal
axis represent the natural rate of unemployment (NRU)." The authorities cannot
choose any optimal combination of inflation and unemployment rate when there is
NRU. In the case just described above, both Kazakhstan and Russia can’ gain
anything by having two different inflation rates. Therefore, they can easily set
inflation rates equal to each other by fixing the exchange rates without any costs in
terms of unemployment while becoming the members of the monetary union,
EECCCA. Alternatively, the loss of monetary independence to both Kazakhstan and
Russia due to the EECCCA will bring no losses (in terms of reducing
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unemployment or lowering inflation rate) to each of these countries. However, there
is a short run cost to joining the EECCCA as the short run Phillips curve is still
alive. The countries that want to reduce inflation end up temporarily with higher
unemployment.

The relevant question is whether a country with higher inflation rate
(Kazakhstan, in our example) planning to join the EECCCA, would end up either
with a temporary increase or a permanent increase in cost due to higher
unemployment. From figure 1, one would observe that by moving inflation rate
from point M to point D’, Kazakhstan raises its unemployment rate. However, over
time as the expected inflation rate tend to be lower in Kazakhstan, one would expect
the Phillips curve of it to shift downward (Figure 2). In the mean time, during the
transition, Kazakhstan is faced with high unemployment rate, which is not avoidable
by any means.

Therefore, one may counter the argument: the cost of disinflating the economy
should not necessarily be the cost of the EECCCA, as the country would need to
reduce it, no matter it is the member of it, or not. An appropriate question one may
further pose whether the cost of disinflation would be lower with the EECCCA, or

doing it alone?

FIGURE 2: MONETARY UNION (EECCCA) IN A WORLD OF VERTICAL PHILLIFS CURVE
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5.2. Costs of Monetary Union when Labour Productivities are Different

xh:u would the implications be if there were differences in labour productivity
tween Kazakhstan and Russia? Let us suppose that the labour productivity in

Russia, @, is higher than that of in Kazakhstan, Q - If two countries decide to
form 4 monetary union, EECCCA, this implies that the nominal wage increases in

Kazakhstan must be lower than in Russia. This can be seen by setting E x=0

Therefore, equation (3) states that Px = PR. Deducting equation (2) above from
equation (1), we get:

Px 'Pn T WK_QK_WR+QR
D= WK—QK-WR'FQR
WR”Q.Q: W*"'_Qx
or WR—W;:= QR—QK

After the EECCCA, if the labour unions in Kazakhstan and Russia centralize
their wage bargaining power and aim for equal nominal wage increases despite their
productivity differences, this will create problems. At this point, we conclude that
even il countries may be different in their preferences for inflation and
unemployment rates across countries, it will not create any formidable obstacles to
forn'ung the EECCCA if one accepts that countries can’t choose optimally a
pamcq]ur point on the Phillips curve. However, the short run cost to disinflation is
unavoidable in the transition period.

5.3. Costs of Monetary Union and Differences in Growth Rates

It is obvious that some countries grow faster than others. Such differences in growth
rates can lead to problems when countries form a monetary union such as EECCCA.
We arTaIyzc this issue with respect to Kazakhstan and Russia. Suppose Kazakhstan’s
GDP is growing at the rate of 10% per year while Russia’s GDP at 5% per year.
Also suppose that the income elasticity of Kazakhstan® imports from Russia is 1,
and for Russia, it is also 1 for its imports from Kazakhstan. The Kazakhstan's
imports from Russia will grow at the rate of 10% per year, while Russia’s imports
from Kazakhstan will grow only at the rate of 5% per year. This will create a trade
balance problem for the fast growing nation. In Kazakhstan, imports will grow
faster than its exports and vice versa for Russia. Therefore, a chronic trade deficit in
Kazakhstan and a chronic trade surplus in Russia is eminent.

To aveid such chronic deficits in trade account, Kazakhstan would have to
reduce the price of its exports to Russia. This implies Kazakhstan's terms trade must




decline to make its products more competitive. Kazakhstan can perform this job in
two ways: a depreciation of tenge against ruble or a lower rate of domestic price
increases than in Russia. If both countries become the members of the EECCCA,
Kazakhstan can only allow its domestic price to decrease without impacting upon its
exchange rate with ruble. This means that Kazakhstan would have to adopt
deflationary policies (decrease in government expenditures or increase in taxes,
such as income taxes, excise taxes, import tariffs and other restrictions), which in
turn, will constrain the growth process in Kazakhstan. This means that the monetary
union, EECCCA., has a cost for a fast growing nation.

5.4. Costs of Monetary Union and Different Fiscal Systems and Seiniorage
Problem

This is not surprising that countries do have different fiscal systems. Such
differences in fiscal systems lead countries to use different combinations of debt and
monetary financing of the government budget deficits. The countries after joining
the monetary union, EECCCA, will constrain them in the way they finance their
budget deficits.'®

The following model is adapted from De Grauwe (1994). Assume the
government budgel constraint as follows:

G-T+ B =dB/dt + dM/dt (4), where

G: government spending (excluding interest payments on the government
debt),

T: tax revenue,

r: is the interest rate on government debt, B,

M: is the level of high-powered money (monetary base)

(G - T): primary budget deficit

rB: interest payment on the government debt

dB/dt + dM/dt : represents the financing of budget deficit:

dB/dt: represents financing through issuing of debt over time,

(dM/dt ): use of high powered money over time.

Any rational government will use different sources of revenue §o that the
marginal costs of raising revenue from different sources are Lqual " For instance, if
marginal cost of raising revenue by increasing taxes exceeds the marginal cost of
raising revenue by inflation (seigniorage) it will be optimal to reduce taxes and to
increase inflation. This implies that countries will have different optimal inflation
rates. For example, countries with under developed tax system will have a tendency
and incentive to raise revenue by inflation (seigniorage), as they experience large
costs in raising revenue by increasing tax rates. Therefore, it is less costly to
increase government revenue by inflation. What implication does it carry for the
monetary integration and EECCCA in particular?

Any less developed countries in the EECCCA such as Kyrgyzstan or Tajikistan
(with higher inflation rate, for example) planning to join the EECCCA with a

Russia (with a relatively lower inflation rate, for example), will
lation. This means that for a given budget, a less developed country
0 Inerease taxes, particularly when its fiscal system is underdeveloped or
Mﬂwly, this is a welfare cost of the monetary union, EECCCA."*

6. COSTS OF MONETARY UNION AND SOME COUNTER ARGUMENTS

The above analyses so far demonstrate that there is a cost for a country joining a
monetary union, EECCCA. Because there are disturbances and shocks that lead the
central bank of the country not to execute its exchange rate policy to solve the
problems. Further, different fiscal systems also bear upon extra costs due to the
monetary union. The abovc analyses, known as the theory common currency areas,
are being questioned."” However, there are criticisms, which fall under several
categories. Firstly, do the differences among countries matter? Secondly, exchange
rate may not be very effective in correcting for shocks when there are differences
between nations. Thirdly, exchange rate may not only be ineffective, it might even
cause more harm than good in the hands of politicians.

6.1. Do Demand Shocks Matter?

To what extent the demand shift away from one country to another matters (while
they are members of the EECCCA) depends on the nature of products being traded?
Are these products homogenous or differentiated in nature? Or are these products
merely raw materials, or semi finished, or agro based types? If trade is assumed to
be created due to the economies of scale and imperfect competition (product
differentiation), one would expect the countries importing and exporting the same
types of products to each other. This is called an intra industry trade. For instance, if
Kazakhstan and Russia import and export simultaneously the same types of
products (an empirical question to investigate), have the same structure of trade,
most demand shocks would affect these countries in similar way. Therefore, the
most of the demand shocks would tend to be symmetric instead of being
asymmetric. Should it not mean that Mundell’s analysis is totally invalid?
Economies of scale make integration of trade possible through concentration of
industrial activities.”

6.2. Do Differences in Economic Growth Matter?

It was argued earlier in section 5.3 that the fast growing countries will have trade
deficits, and the slow growing countries have trade surpluses. Consequently, a real
depreciation of local currency is eminent for the fast growing country to make its
trade more competitive. If they join the monetary union, EECCCA, such an option
is difficult to exercise. There is, however, little support to this fact empirically.

The European Commission (1990) studied the growth rates of EC countries
during 1973 — 1988 and the real depreciations (or appreciations). They found that




among the fast growers, there were countries with real appreciation of currencies
while in others, there was depreciation. The same thing was observed for slow-
growers. .

Paul Krugman (1989) revisited this relationship and observed that economic
growth had little to do with the static view implicit in thf: theor).'. E}cononuc growth
implies development of new products or old products with qualitative features. The
income elasticity of a fast growing nation is higher than that of a slow grower, but
the income elasticity of the export goods of a fast grower will also be higher than
that of imports. As a result, the fast grower can grow without having any problems
in its trade balance. This implies that a fast growing nation can increase its exports
at a fast pace without having to resort to real depreciations. -

Further, a fast growing nation will experience higher capital inﬂow_fmfn a slow
growing nation because of its higher productivity of capital. Such a capital inflow to
a fast grower will finance the current account deficits without any need to deva_[uc
its currency. At this point, the counter argument, therefore, is that a fast growing
country that joins a monetary union , EECCCA, with slow growing countries will
find it easier to attract foreign capital. With no exchange rate uncertainty investors
from slow growing area may be moving their capital to a fast grower, in order to
make larger profit (De Grauwe, 1994). In conclusion, the differences in growth rates
among countries of the EEC can’t be considered as an obstacle to monetary
integration in EECCCA.

7. SUMMARY & CONCLUSIONS

This paper has used simple macroeconomic and micrc?eco_nomic analytics z_md
arguments useful in open economy to investigate the implications of a hyppthetlcal
monetary union, EECCCA, to its member states Kazakhstan and Russza.as an
example. It has investigated the following questions: Is there a good economic case
for Kazakhstan and Russia to have separate currencies? Does or can each of these
countries increase their respective welfare when each of them abolishes their
respective currencies and adopts some currency of a wider area? Paﬂiculaf' 3ll§ntion
was to investigate the implications of the EECCCA on these countries  in lh}t
adjustment phase, particularly when they face the following econnmlc“sho?:ks: (i)
demand shocks away from the products from one country to another; (i) different
preferences for inflation and unemployment rates; (iii) differences ?n labour
productivities; (iv) differences in economic growth rates; and lastly, (v) differences
in fiscal systems and seigniorage problems. '

As a member of the EECCCA, Kazakhstan (Russia) has to relinquish its national
currency, tenge (ruble) as an instrument of economic policy; it loses the ability to
conduct a national monetary policy. The stabilization powers of Kazakhstan that it
sacrifices, and the gains in efficiency and credibility it reaps (through elimination of
transaction costs and uncertainty with respect to exchange rates fluctuation) need to
be compared when it is a member of the Eurasian Economic Common Currenc_y
Area, EECCCA. The importance of the monetary union, EECCCA, in economic

growth is investigated. It is observed that the cconomy of a member state (either
Kazakhstan or Russia) in the EECCCA with higher capital stock per capita would
move on a permanently higher economic growth path.

I discuss the nature of adjustment problems that a member state in a monetary
union faces in its trade balances due to demand shocks. It has been found that the
economies can automatically (without resorting to currency devaluation or
revaluation) return back to initial levels provided there is wage flexibility and free
mobility of labour from one country to another. Otherwise, the adjustment problem
would not vanish and disequilibrium must now come exclusively through changes
in prices.

However, countries importing and exporting the same types of products to each
other, for example, if Kazakhstan and Russia import and export simultaneously the
same types of products, a structure of trade where most demand shocks would affect
these countries in similar way. Therefore, the most of the demand shocks will tend
to be symmetric in nature instead of being asymmetric.

If the member countries in a common currency area, EECCCA, differ in their
preferences for inflation and unemployment rates, the adjustment would be to
choose a less preferred inflation rates: Kazakhstan, for instance (initially assumed
with higher inflation rate), will have to accept less inflation rate (meaning more
unemployment) while its partner, Russia, (initially assumed with lower inflation
rate) will have to accept more inflation with less unemployment. The dynamic
version of the Phillips curve analysis, however, demonstrates that authorities cannot
choose any optimal combination of inflation and unemployment rate when there is a
natural rate of unemployment. Therefore, they can easily set inflation rates equal to
each other by fixing the exchange rates without any costs in terms of unemployment
while becoming the member of the monetary union, EECCCA. However, there is a
short run cost to joining the EECCCA as the short run Phillips curve is still alive.

Countries with differences in economic growth create a trade balance problem,
especially, for the fast growing nation: a chronic trade deficit in Kazakhstan (a fast
growing nation, in our example) and a chronic trade surplus in Russia (a slow
growing nation). Adjustment problem takes place in the form of deflationary
measures (decrease in government expenditures or increase in taxes, such as income
taxes, excise taxes, import tariffs and other restrictions) in Kazakhstan, implying
Kazakhstan's terms trade must decline. As with the monetary union, EECCCA,
Kazakhstan can only allow its domestic price to decrease without impacting upon its
exchange rate with ruble. This in turn will constrain the growth process in
Kazakhstan.

However, the counter argument is that economic growth implies development of
new products or old products with qualitative features. The income elasticity of a
typical fast grower is typically higher than that of a slow grower, but the income
elasticity of the export goods of a fast grower will also be higher than income
clasticity of its imports. As a result, the fast grower can grow without having any
problems in its trade balance. This implies that a fast growing nation can increase its
exports at a fast pace without having to resort to real depreciations to solve trade




deficits. This is because a fast growing nation will experience higher capital inflow
from a slow growing nation because of its higher productivity of capital. This will
finance the current account deficits without any need to devalue its currency. The
counter argument, therefore, is that a fast growing country that joins the monetary
union, EECCCA with slow growing countries, can find it easier (o attract foreign
capital. With no exchange rate uncertainty investors from slow growing area may be
moving their capital to a fast grower in order to make larger profit.

Countries with different fiscal systems lead to use different combinations of
monetary financing of the government budget deficits and debt. The countries after
Joining a monetary union will constrain themselves in the way they finance their
budget deficits. This implies that countries will have different optimal inflation
rates. For example, countries with under developed tax system (Kazakhstan, for
example) will have a tendency and incentive to raise revenue by inflation
(seigniorage) as they experience large costs in raising revenue by increasing tax
rates. Therefore, it is less costly to increase government revenue by inflation.

Any less developed countries in the Eurasian Economic Community (with a
relatively higher inflation rate), therefore, planning to join the monetary union,
EECCCA, with a developed country (with a relatively lower inflation rate) will have
to lower its inflation rate. This means that for a given budget the less developed
country will have to increase taxes, particularly when their fiscal system is
underdeveloped or undeveloped. Definitely, this is a welfare cost of the monetary
union, EECCCA.

Whatever arguments made and conclusions drawn in the paper, they are equally
applicable to any other member nations of the EEC: Tajikistan, Kyrgyzstan and
Belarus. The conclusions drawn in the paper should be taken rather cautiously as
they don’t necessarily reflect the reality. Changes in the initial circumstances and
endowments of respective member countries of the EECCCA under consideration
would grossly change the above conclusions. But nonetheless, the analyses and
theoretical constructs drawn in this paper will help to shed some lights on the
subject. Heuristically, Kazakhstan and Russia have been considered as potential
members of the EECCCA with no sound economic reasoning.

Finally, the present paper was not planned to critically examine the functioning
and development of the Eurasian Economic Community; neither, the paper
investigated to what extent the objectives and goals of the EEC and the initiatives
taken so far have been achieved. Further, this paper was not planned to explain the
steps necessary to operate and maintain any Exchange Rate Mechanisms (the
European ERM type) among the EEC member states, and neither the paper has tried
to explain to what extent the EEC countries are even ready to be the members of the
Exchange Rate Mechanisms before these countries could eventually qualify
themselves to be the potential members of the monetary union, EECCCA, and will
eventually have EURASH as their common currency.

|

8. DIRECTION OF FUTURE RESEARCH

The management of external demand shocks (for member countries in the
EECCCA) dictates the importance of wage flexibility and free movement of labour
(and perhaps. other factors as well). One may therefore, investigate more carefully
the extent of relative wage flexibility and labour mobility across the member states
of the EEC. Comparative studies may further be conducted to assess the progress
made in the process of economic integration, particularly in the flows of good and
services, factor movements, and lastly, in the evolution of trade policies of the
respective member counties of the EEC. Hence, a comparative analysis of trade
policies and actual trade taking place among the EEC countries over time would
determine whether the political initiatives for a greater economic integration are at
default or whether they are sufficiently congruent. Such a study would also assess
the preparedness of these countries towards the steps for monetary integration.

It was asserted in the paper that a fast growing nation joining a monetary union,
EECCCA, with slow growing nations would find it easier to attract foreign capital
from the later. Consequently it was argued that the differences in growth rates of
countries couldn’t be considered an obstacle to monetary integration. Future studies
may be conducted among the EEC member countries to ascertain the above
assertion, and a broad based research plan may be developed.

It was also shown in the paper that differences in the ability to finance
government budget deficits among countries either through fiscal policy or
monetary policy or a combination of both lead to differences in the per unit cost of
generating a certain amount of revenue. All these have implications for a potential
entrance in the EECCCA. Therefore, it is pertinent to carefully study and compare
the fiscal system of the EEC member countries, particularly to examine their
relative efficacies and efficiencies (in terms of costs and benefits) in raising
necessary government revenues, to finance the budget deficits and debts. In
particular, (i) the relative ease of various fiscal measures: (a) the nature of
government expenditures in various sectors of the economy (priority areas); (b)

different types of tax policies in practice determining the relative tax elasticity to

revenue generation ( a comparison across EEC member countries); (ii) the nature of
monetary policies, addressing (a) the frequency of money supply process and their
implications on inflation rates, long run interest rates and exchange rates; (b) the
exchange rate policies; (c) the interest rate policies, and (d) the desired level of
unemployment rates and the tolerance for inflation rates, interest rates and exchange
rates across EEC member states.

Any research studies in the above areas, would assess the degrees of difficulties
and ease to which the member states of the EEC will be able to harmonize their
respective fiscal policies (taxes and other instruments, for example) and monetary
policies (exchange rate policies, interest rate policies, desired inflation rate, and etc )
before they allow themselves to be members of any kind of Exchange Rate
Mechanisms (ERM as in Europe) with the ultimate objective to form the Eurasian
Economic Community Common Currency Area, EECCCA, and eventually, have
EURASH as their common currency.



ENDNOTES

I

The new EEC is designed to function as a regional inlcmn?innlal urgupizalion. anld i'l will
be recognized as such by the United Nations, The EEC did not mle‘nd to limit the
sovereignty of the member states, but it does provide for the ldclf::galmn to the EE_C
some negotiating responsibilities within the international organizations. The EEC will
be managed through an Inter-State Council, an Integration Committee, an 'Inle.r-
Parliament Assembly, and a EEC court. The EEC differs from its Qredeccssors as it will
have greater enforcement powers than the current customs union. For exa{-nple. a
member state that refuses to abide by the EEC rules can be excluded from the union.
The EEC arrangements include a weighted voting and financing scheme. R!.tSSIa will
exercise 40% of the voting rights and be responsible for meeting 40% financing of the
organization’s operating expenses. Belarus and Kazakhstan each have 20% of the
shares. Kyrgyzstan and Tajikistan each have 10% share. The EEC Cha_mer specifies that
vote on major policy issues will require two-thirds agreement. This formula would
imply that, on any given major policy issue, Russia would _have to ha\‘re at least two
other states supporting it to win a vote. On the other hand, it also lmpllt:‘.s that Russia
will exercise veto power on major policy issues (for more, see Zhalimbetova and
Gleason, 2001). ) ;

In reality these countries have highly protected trade barriers of goods anq services, and
continuously increasing barriers on the movement of factor§ of productmni llabour &
capital. Ideally, the central Asian countries have import-substitution lradt? .pnhcws; trade
barriers have been artificially increased in order to gain benefits (political) from the
producers’ interest groups. Higher barriers on the movement of labor sla?ncd dutf to the
popular counter-terrorism measures of the Russian Government, especially actions of
the Moscow Government, that were awarded as the Runner-up for the Most
Inexplicably Stupid Award by the Privacy International. Such_popular measures were
retaliated by the other CIS countries, by building their own barriers on Iabor-movxt:m‘enl
on the excuse that they are taking care of their own security; the momentum of building
such barriers by others made the situation even worse. ’

The link between monetary policy and the exchange rate works through [he_ interest
parity condition, which states that the difference in interest rates across countries must
equal the expected rate of depreciation of their bilateral exc hange rate in order to avoid
unexploited profit opportunities from arising. Therefore, interest rates must be equal
across countries in an exchange rate regime where exchange rates are credibly fixed,
and the expected rate of depreciation is zero. 'I‘heorelicallg, ﬁscal_policy could be
employed in addition to monetary policy or even instead of it to sgl lqtcrcsl rateg and
maintain fixed exchange rates. In practice, however, monetary po_hcy is more quu;l_cly
and easily altered than fiscal policy, and therefore, it is the tool with which authorities
directly influence exchange rates. :

There )\(Mcre strong argumﬁnts to support joining the European Monetary Union ( EMU)
while there were negative views as well. The negative views of EMQ stem from
concerns about the political implications of a surrender of national sovereignty as well
as concerns about economic costs of a common currency. The critics argued‘thal the
EMU arrangement is ill-suited, its people may increasingly resent halrdshlps they
perceive to be caused by European integration. For more see, Feldstein (1997) &
Obstfeld (1997). _

For surveys of this literature, see Tower and Willett (1976).

0.

10.

11.

Sea Dombusch & Fischer (2000) or Parkin (2003) or any standard macroeconomics
texthook,

Current secount = domestic output — domestic spending

Assuming that the social security system automatically pays unemployment benefits,
and as such the disposable income does not fall to the same extent as output falls in
Kazukhstan,

The reason is that the Kazakh unemployed workers were spending earlier on goods and
services without producing anything. This problem tends to disappear with the
emigration of the Kazakh workers to Russia.

The revaluation of ruble makes the value of imports from Kazakhstan cheaper while the
value of exports 0 Kazakhstan from Russia expensive. As a result, the value of net
exports in Russia falls and that reduces the aggregate demand in Russia. Net export is
one of the important components of aggregate demand. For simplicity, the Marshall
Lerner condition is assumed to hold. In other words, there is a complete exchange rate
pass through implying that the real exchange rate depreciates (appreciates) in
Kazakhstan (Russia) at the rate of an increase (decrease) in nominal exchange rate there,
respectively.

One may, however, question the feedback effects of exchange rate depreciation
(appreciation). For instance, devaluation of tenge would raise the cost of production
directly provided the imported inputs from Russia constitute a major share of total costs
in Kazakhstan. This will raise the price level in Kazakhstan, and an increase in nominal
wage is required to pay to the labourer there for the compensation of purchasing power.
All these mean that the aggregate supply curve would fall in Kazakhstan shifting it to
the left. As a result, price would increase and output will decrease. The price increases
would then feed back into the wage formation process, and lead further upward
movements of the aggregate supply curve. The final equilibrium will be somewhat
different than discussed above. All these mean that the initial favourable effect would
tend to disappear over time. Such possibilities have been ignored in the above analysis.
It may be difficult though to contemplate such a transfer between sovereign nations
(Kazakhstan & Russia) since the transfer would have to be repeated every year if the
demand shift so started is a permanent one. This kind of solution is usually observed
within a sovereign state, where the poorer regions are financed out of the transfers from
richer regions, coordinated through the central government of the country. Many
countries have either implicit or explicit redistribution scheme of social sec urity benefits
through the centralized federal budget. The European Monetary System (EMS), for
instance, developed generous safety provisions for the extension of credit from stringer
to weak currency members; e.g., if French franc depreciates too far against German
deutschmark, Germany’s Central Bank, will be expected to lend to the Bank of France
necessary deutschmarks that could be solved for francs in the foreign exchange market.

. It is pertinent to state that the Maastrict treaty specifies European union member

countries to satisfy several macroeconomic convergence criteria before they be admitted
to European monetary union (in order to avoid costs once they become the members of
the EMU). These are: (i) inflation rate must be no more than 1.5% above the average of
three EL) member states with lowest inflation: (i1) member countries must maintain a
stable exchange rate within the Exchange Rate Management without devaluing on its
own initiative; (iii) the country must have a public sector deficit no higher than 3% of its
GDFP (except in exceptional circumstances); and (iv) the country must have a public

debt that is below or approaching a reference level of 60% of its GDP.




13.
14.

15.

L
18.

The treaty provides o monitoring device and o room for levying penalty on countries
that violate the fiscal rules: (i) and (iv) above, and don't correct excessive deficits and
debts (Krugman & Obstfeld, 2003).

The reality is not so ideal. We ask the reader to wait until next section,

An example will clarify this: suppose wage increases by 8%, and the rate of growth in
labour productivity increases by 5% in Kazakhstan. Then the rate of price increase that
maintains the share of profits in total value added unchanged is 3%.

Further assume a perfectly competitive environment. Then the profit maximization
would imply that W/P = 8X/8L, where X is the level of production, L is the number of
labour. If production function is Cobb-Douglas, W/P = aX/L, where o is the labour

share in the value added. Taking rates of change yields: W x— P = O (assuming a

constant o).

Natural rate of unemployment (NRU) consists of seasonal, structural and frictional
unemployment. The NRU rate is independent of the inflation rate. The cyclical portion
of total unemployment is not part of NRU. The cyclical unemployment can be reduced
to a desired level through discretionary fiscal and monetary policies of the government.

. In endnote (12) it was mentioned that before a country is admitted into the European

Monetary Union (EMU) must have (i) inflation rates no more than 1.5% above the
average of three EMU members with the lowest inflation rates, (ii) a stable exchange
rate, (iii) a public sector deficit no more than 3% of GDP, and (iv) a debt level not more
than 60% of GDP. Any violator would be penalized for violating (iii) and (iv) above.
This arrangement put constraints on fiscal powers of the national governments, e.g., a
highly indebted EMU country having a national recession, might be unable to use
expansionary fiscal policy for fear of breaching the Maastrict limits, a loss of monetary
autonomy (because of lacking a discretionary national monetary policy).

Another implication of Stability and Growth Pact under the Maastrict Treaty obliges the
countries to set out a medium term objective close to balance or in surplus. It also sets
out a time frame for the imposition of financial penalties on countries that fail to correct
situations of excessive deficits and debt promptly.

Stanley Fischer (1982) and Grilli (1989)

It is pertinent to refer the problems in the transition and adjustment phase towards
EMU, as an example. Before signing the Maastrict Treaty, low inflation Germany
wanted the European Monetary System (EMS) partners to learn to prefer an
environment of low inflation and fiscal restraints, otherwise, Euro might be a weak
currency falling prey to the types of policies that have fueled French, Italian,
Portuguese, Spanish and UK inflation rates at various points since early 1970s. Further,
the architects of Maastrict Treaty also feared that high public debts or deficits would put
pressure on European central bank to purchase government debt directly, thereby,
fueling the money supply growth and inflation. It may be pointed out here that EMS
began in 1979 with eight of the nine members of the European community (except
Great Britain). At that time, differences in inflation rates across members of the
Exchange Rate Mechanism (ERM) were as large as 10 percentage points. These
inflation differentials made it difficult to maintain stability in the ERM since with fixed
exchange rates, differences in inflation are translated directly into changes in relative
prices, which shift competitiveness across countries. Eleven realignments in exchange
rate took place in the EMS between 1979 and 1987 in an effort to offset ongoing
inflation differentials. The down side of realignment is that it leads to destabilization of

international capital flows as investors speculate against a potentially w
! oihon
l currency, (Klein, 1998) X y "

19. See European Commission (1990) and Gros and Thygesen (1991)

20. Anold idea was developed earlier by Myrdal (1957) and Kaldor ( 1966) and hax rocently
been written by Krugman (1991)
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OVERVIEW OF GEORGIAN FOREIGN TRADE

SERKAN YALQIN'

This study aims at outlining the primary characteristics af foreign trade in Georgia, drawing
upon a variety of data’ to analyze the key components of the nation's balance of payment,
namely its monetary inflows (export & FDI in Georgia), and monetary outflows (import
expenditures). The research shows that Georgia has been experiencing trade deficits since
1993, due in large part to heavy dependence on foreign countries for industrial products and
energy (i.e.. natural gas, petrol and electricity). Most of its exports are non-industrial goods
such as mineral and vegetable products (manganese & copper ore, and tea, fruits and wine)
and scrap metal.  However, with the exception of wine, its export products are nor as
competitive. The amount of foreign investment in Georgia is fairly low, and remains Socused
on sectors like communications with a high return to ihe invesior. As such, foreign
investments do not significantly contribute to the economy, i.e.. not offering so many job
opportunities for indigenous people nor stimulating the creation of new industries. Tourism is
a resource that also remains largely untapped, though certain foreign-funded programs are
attempting o restructure the tourism industry to increase its potential. Unlike neighboring
Azerbaijan and Turkmenistan, whose foreign trade heavily centers around natural gas and oil,
Georgia lacks abundant natural resources. Therefore, the study suggests that if Georgia is to
increase international investment and maintain its foreign trade balance, the government must
modernize the nation's industries through both its own efforts and through partnerships with
Joreign companies. This process should begin as soon as possible, Jollowing the Japanese
maodel of producing industrialized products to become more competitive in the global market,
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L INTRODUCTION

In addition to funding from global institutions such as United Nations, IMF und
World Bank, foreign trade, and especially foreign investment play a significant role
in the growth and development of the economies of poor nations. Research shows
that foreign investment has a considerable impact on development and tends (o
provide a catalyst for economic growth in newly industrializing/independen
countries (NICs) (Markusen & Venables 1997; Walkenhorst 2000; Buckley er af
2002). Since becoming a NIC with its independence in 1991, Georgia has been
trying to adapt its policies to suit the global market economy. However, this
transition has been impeded by internal conflict. Following the nation's
independence, the regions of Abkhazia and Tskhinvali (South Ossetia) attempted 10
secede from the Thilisi government. Not only did this lead to civil war in these
areas, law and order began to break down throughout Georgia as well (Georgia
Country Commercial Guide, 2001). Also, the high level of corruption® and 4
thriving black market economy pose additional obstacles to economic development
in Georgia. As illustrated by corruption statistics (see appendix), the rates ol
corruption in the Commonwealth of Independent States (CIS) are very high
(Transparency International, 1999 & 2000). During the Soviet era, Georgia was
infamous for its shadow economy because under the state-controlled economic
system, the black market was the sole outlet for private entrepreneurship. The
strength of the black market economy, coupled with civil strife and political
liberalization, resulted in a turbulent and rapid decline of economic activity until
1995 (Georgian State of Environment). The dismal situation was illustrated as
follows: “...output has dropped by 60 % in the past two years, inflation is running at
more than 1,500 %, and the budget deficit last year was about 30 % of the estimated
GDP. There is a war in Abkhazia, in the north-west of the country, which is
blocking the main trade route from Russia...” (The Economist). Also, due to the
civil war, the economic infrastructure was almost completely destroyed, and
rampant crime ensued. The total number of crimes reported was 19,711 and 15,735
in 1990 and 1995, respectively (State Department for Statistics of Georgia). This
lawless economic climate posed a further hindrance to the flow of foreign
investment into the country. Therefore, the Georgian economy experienced a deep
depression in the years 1992-1995 (Georgian State of Environment).  As
demonstrated by this analysis, Georgia had severe difficulty obtaining economic and
political stability in the four years following independence.

After 1995, Georgia began to recover with the introduction of policies that
restored political stability by strengthening the power of the central government.
Crime decreased, having a positive effect on the economy. Foreign capital began to
flow into the country, and many of the inefficient state-run sectors were privatized.
In addition to these efforts, the introduction of a national currency, the Lari, put into
circulation in 1995, significantly revived the consumer market and stimulated
economic recovery. Finally, the growth rate of the Georgian economy began to
increase; GDP growth rates were 2.4 % in 1995, 11.4 % in 1996, and 11.2 % in

1997 (State Department for Statistics of Georgia). However, Georgia still faced
wny foomidable problems. “The Georgia National Assessment Report for
Sustainable Growth” outlines several of Georgia's current challenges: establishing a
table, legitimate government; implementing structural and institutional reforms;
nd transitioning to a market economy (United Nations Development Program,
002),

For countries that are transitioning from a command economy that had not
permitted foreign investment, adapting to a market economy and cultivating
effective trading relationships is neither a simple nor a rapid process. During this
tage, foreign trade plays a key role, especially for NICs, as previously stated. As
ne of the NICs, Georgia has been evolving in this way since independence. This
study investigates Georgia’s efforts to adapt to foreign trade in this critical transition
period by focusing on key balance of payments items- monetary inflow and
monetary outflow. “Income from exported goods”, and “investment from foreign
ources™ (i.e.. foreign direct investment in Georgia), are considered monetary
inflow; “Payment for imported goods™ is classified as monetary outflow. The
analysis focuses on development in the years 1995-2002, due to a lack of data for

e 1991-1995 period. As stated above, due to the economical and political crises
nd civil war, there was little foreign trade before 1995. However, the study does
ttempt to explore this period, inasmuch as relevant data can be found.

. FOREIGN TRADE

he term *“foreign trade”, or “balance of payments,” covers all inward and outward
moneymaking transactions and activities that take place across national borders.
This includes all types of current capital (goods, services, income, and current
ransfers) and financial accounts (direct investment, portfolio investment, other
investments, and reserve assets), as seen in Table 1.

2.1. Balance of Payments

A lack of detailed information on all Georgian balance of payments items prevents
one from conducting an exhaustive analysis. Thus, the analysis in this section
focuses only on the major components: monetary inflow (export & FDI) and
monetary outflow (import expenditures).

2.2. Monetary Inflows

Monetary inflow items include:

- Water/Irrigation Timing Income from exported goods
- Income from foreign investment in Georgia
- Other monetary inflows
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TABLE 1: GEORGIAN BALANCE OF PAYMENTS (IN MILLION $USD) Cieorglan government information sources (e.g. State Department for Statistics
of Georgla and the Georgian Export Promotion Agency) have released no data on
1997 1998 1999 2000 Georglan exports pre-1995, but the U.S. Department of State does provide such
informution. An analysis regarding Georgian export figures shows that Georgia has
-513.8 275. -199. 268.9 i : o gaan
Current Account S13 8 29 seen o 59% Increase in its exports from the 1995-1999 period to the 2000-2002
A. Goods -786.3 -694.5 -533.8 -511.4 period.
B. Services -51.3 19.8 -84 -9.8 :
TABLE 3, MAIOR EXPORT ITEMS OF GEORGIA® (IN MILLION $USD)
C. Income 1274 190.8 146.9 117.4
Capital Account 6.4 -6.0 7.0 4.7 A 515 317 389 58.8
Financial Account 379.8 466.7 244.7 713 B 30.5 309 340 345
(8 49.6 0.9 559 81.1
A. Direct investment 242.6 2653 812 131.7 b} 47.7 37.6 30.7 57.5
To abroad - - -0.9 04 b 24.8 26.7 17.6 32.1
F 11.7 38.5 12.8 26.1
From abroad 242.5 265.3 82.3 1311 -
A. Mineral Products
B. Portfolio investment 24 - 0.006 2.7 1. Vegetable Products
€' Basic metals and related products
C. Other investment 148.8 128.6 159.9 -83.2 D). Edible goods, beverages, spirits and vinegar, tobacco and
manufactured tobacco substitutes
D. Reserve assets  ° -14 72.6 35 20 ﬁ E. Chemicals and other related products
i F. Machinery and equipment and parts thereof: sound recorders and
Net Errors & Omissions 140.5 -184.9 -38 2024 reproducers, television recorders and reproducers, and parts and
Source: State Department for Statistics of Georgia aceessories of such articles

2.2.1. Income from Exported Goods

Georgian export volume in general, as shown in Table 2, has increased from 1995 to

Source: State Department for Statistics of Georgia

FIGURE 1: MAIOR EXPORT ITEMS OF GEORGIAY, 2001 & 2002 (IN MILLION $USD)

2002, disregarding some small decreases during the period.
TABLE 2: GEORGIAN EXPORT FIGURES
EXPORT REVENUE

YEARS (IN MILLION $USD)
2002 325
2001 320
2000 329.9
1999 238.2
1998 192.3
1997 239.8 | : : A0
1996 193.3 4 i E k 3 5 : § i
1995 154.4 I % i ATGE T e
1994° 86.80 @ £ * s
1993° 466 Ll
1992° . 465 Source: Georgian Export Promotion Agency (GEPA)

Source: State Department for Statistics of Georgia




!n the year 2000, scrap metal (ltem €), wine and vegetable products (including
various fruits and nuts, items D & B), and precious metals and mineral products
(item A), such as manganese concentrate and copper ore, were major export
products. In 2001 and 2002, these products still played a significant role in

Geor gian export. I'en IlliijOI' export items and their pl'il'llﬂ.l y destination countries i
. 2
2001-2002 are as follows: §1n

- Aircrafts: Turkmenistan (79.5%)

- Sc.rap metal: Turkey (81.6%), Spain (3.5%), Italy (3.1%);

- Wine: Russia (68.1%), Ukraine (11.5%), USA (5.6%), Kazakhstan (7%);
- Ferro-alloys: Turkey (41.9%), Russia (33.4%), USA (19%);

- Scrap aluminum: Turkey (52.5%), India (18.9);

- Gold: UK (100%);

- Mineral water: Russia (79.6%), Ukraine (8.7%);

- Electricity: Turkey (98%);

- Nuts: Germany (25%), Italy (24.9%), Russia (22%);

- Copper ore: Switzerland (99.5%)

(Source: Georgian Export Promotion Agency)

In ?001 and 2002, aircrafts became a major export item (see Figure 1). Although

Georgia does not produce airplanes in large quantities, its airplane and airplane parts
export volume in 2001 and 2002, ($36 million in both years) was higher than all
othf:r export items. This represents a dramatic increase from the year 2000, in
which .:urcraft exports brought in a mere $8 million in 2000 (Georgian Export
Promqllon Agency). In fact, aircraft manufacture is one of the oldest industries in
Georgia. Tbilaviamsheni, the Tbilisi aviation factory, was established in 1941
producing military aircrafts for the Soviet Union. Aircraft models included: Lagg 3,
Yak 3-15-17-23, Mig 15-17-21 and Su 25-25UB. The factory continues to pmducé
thef:.c planes- and spare parts. Some managers are starting to form partnerships with
their Canadian and American counterparts to produce helicopters. A second plane
factory, the Kutaisi aviation factory, assembles and repairs small civil aircrafts. The
factory produces small planes with aircraft parts imported from Russia, and it is
currently undergoing renovations to begin the manufacture of local aircraft parts
(U.S‘Depanmcm of Commerce, International Trade Administration). In this way,
the glrf:raft industry continues to be the most important feature of Georgian expons;
and it is expected to generate even more revenue in the near future.
‘ Analysis shows that the nation has begun to diversify its exports, producing
m!justrialized products, albeit in small volume, in addition to agricultural and
mmere}l ones. One of the difficulties in increasing the volume of exports is that
Gco.rg-la remains dependent on imported raw materials. This prevents Georgia from
attaining high profit margins from many of its exports.

2.2.2. Income from Foreign Investment in Georgia

In 1991_, Georgia passed the first law regarding foreign investment, The Law of the
Republic of Georgia "On Investment Activity,” (Georgian Supreme
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Counell's Onzette, Art. 588, No. 8, 1991) and then the second, entitled "On Foreign
Investments” In 1995 (Parliamentary Gazette, Art. 654, NN. 27-30, 1995).
However, these laws became invalid with the ratification of a third law in 1996,
“The Law of Georgia on Investment Activity Promotion and Guarantees.” In this

manner, Ceorgia has paid close attention to promoting foreign investment ever since

independence. The new law states that the rights and guarantees of foreign
investors are the same as those granted to Georgian citizens. The law also secured
the right to repatriate profit and capital: “... the Law on Promotion and Guarantees
of Investment Activities grants foreign investors unlimited rights to convert profit
(revenue) and other funds received from investment at the market rate of Georgian
banking institutions and transfer these abroad freely and without delay.” The law
also established the “Georgian Investment Center” under the Ministry of Trade and
Foreign Economic Relations (Article 6 of the law on "Promotion and Guarantees”
of Investment Activities).
The new law established the following incentives for foreign investors:

- Exemption / Reduction of import duty and custom taxes on capital goods
by foreign investors

- No antidumping duty

- Tax benefits: No VAT in most areas; enterprise property tax holiday for
the first year of operations, and 50 % reduced tax the next two years

As this shows, the Georgian government tries to encourage foreign investment in
different ways. However, the current level of foreign investment is still low (see
Table 4). The inefficiency of state-owned sectors, lack of adequate infrastructure
and energy, excessive economic regulations, and prevalent corruption constitute the
main roadblocks to foreign investment in Georgia and damage the foreign
investment climate in general (U.S Department of Commerce, International Trade
Administration). Infrastructure development is included as critical aspect of
encouraging foreign investment. Research demonstrates that the effective execution
of business operations requires infrastructural facilities (i. e. roads, harbors,
railways, telecommunications capabilities, energy supplies, banking services efe.) 10
be at least at a sufficient level, if not at an excellent level (Tu & Schive 1995;
Broadman & Sun 1997; Kinoshita 1998). As for its energy capabilities, Georgia is
heavily dependent on other countries; Unfortunately, Georgia still imports all of its
organic fuel (natural gas & petroleum products), making the energy sector
extremely dependent on supplier countries” requests (United Nations Development
Program, 2002).

Table 4 shows the level of foreign direct investment. Foreign investment in
Georgia peaked in 1998 at $265.3 million. This spike was primarily due to one
particular project, the “Baku-Supsa Oil Pipeline and Supsa Terminal.” The figure
sharply declined to $ 82.3 million in 1999 (UNCTAD, 2002). The Russian
economic crisis in 1998 played a major role in this decrease. During 1991-1994, the
average FDI flow to Georgia was $2 million, whereas this rate dramatically rose to
$103 million during 1995-1998 (UNCTAD, 2000).



TABLE 4, FORMON INVISTMENT IN GRORGIA

FOREIGN DIRECT INVESTMENT

o (IN MILLION $USD)
2002 146

2001 159.6

2000 131.1

1999 823

1998 265.3

1997 242.5

!99I- 1996 19

(average)

Source: UNCTAD, 2003

Table 5 shows the percentage of foreign direct investment made by major
countries and lending institutions. England invested the greatest amount in 1995;
Germany in 1996; England in 1997; USA in 1998 and 1999 (disregarding the World
Ban!c): and Turkey in 2000. For 1995-2000, the average percentage figures of
foreign direct investment by these countries are as follows: England 17.2 %, USA
16.1 %, World Bank 14.7 %, Turkey 9.4 %, Switzerland 7.8 %, and Germany 6.1
%. This shows that England and USA are the two principle foreign investors in the
Georgian economy.

TABLE 5. MAJOR FOREIGN DIRECT INVESTMENT SOURCES ( %)

1995 1996 1997 1998 1999 2000 2001 2002

US.A 1.1 21 W6l . R7F. 242, W06 - NA . Na
Turkey 0.3 9.7 5.4 6.6 45 298 NA  NA
Russia gt 0.9 37 6.5 49 ; NA  NA
UK. 58 3.8 189 129 99 002 NA NA
Switzerland 124 22 119 04 . 008 NA  NA
Germany : 258 62 43 002 06 N/A  NA
World Bank 27 43 2.5 113 313 114 NA NA
European Bank - RS L 3 ] 12 NJA  N/A

Source: Based on State Department for Statistics of Georgia data

The distribution of foreign capital flows by sector (see Table 6) shows that more
than half of foreign capital (67.9 % in 1998 and 55 % in 1999) goes to industries
relateq to transportation, storage and communication. The second major industry
attracting foreign investment is “electricity and gas,” which is one of the weakest
sectors, as evidenced by Georgia’s high dependence on foreign countries for energy.
Most otj Georgia's energy comes from other countries: Russia exports electricity,
Azerbaijan and Turkey export fuel oil, and Turkmenistan supplies natural gas. As a
result, Georgia is in debt to foreign governments for providing its electricity (U.S.
Department of Commerce, International Trade Administration).

} TABLE 6. FOREIGN DIRECT INVESTMENTS ITEMIZED BY INDUSTRY (%)

fiNDUSTRY 1998 1999
Agriculture, hunting, and forestry - 3.6
Mining and quarrying 0.5 1.2
Manufacturing 8.8 6.0
Supply of electricity, gas, and water 18.1 293
\Construction 05 -
Wholesale and retail trade; repair of motor vehicles, motorcycles and 21 02
personal and household goods
Hotels and restaurants 1.5 32

67.9 55.0

Transport, storage and communication
Real estate, renting and business activities

Public administration and defense; compulsory social security 0.5 0.6
Education - 0.9
Health and Social Work - B
Other community, social, and personal service activities 0.1 -

Source: State Department for Statistics of Georgia
T.Z.S. Other Monetary Inflows

For many NICs, a major asset in addition to its exports and ability to attract foreign
nvestment is “tourist income.” During Soviet times, Georgia was a major vacation
Hestination, offering many recreational activities. Unfortunately, after independence
the tourism sector fell upon hard times due to the unstable political and economic
climate and the civil war (Georgian Investment Centre). However, the number of
fourists is steadily increasing, as measured by the number of non-resident arrivals:
85,000 people in 1995, 117,000 in 1996, 313,000 in 1997, and 400,000 people in
1998. Of these people, 44.2 %, 50.8 %, 51.0 %, and 50.4 %, respectively, visited
Georgia for pleasure (Georgian Department of Tourism). The potential of the sector
is very high, and it is expected to grow in coming years. The cultural and
eographic variety of Georgia offers many leisure activities for tourists.

ompetition among tourist-oriented enterprises is slated to increase with the
implementation of several programs, including the Black Sea Environmental
rogram (BSEP) funded by the Global Environmental Facility (GEF) and the

uropean Union, and the Black Sea Sustainable Tourism Regional Program
(BSSTP) funded by European Union and TACIS (U.S. Department of Commerce,
National Trade Data Bank). However, in its current state, the tourism sector does
ot bring much foreign currency into the country.

2.3. Monetary Outflows

The monetary outflows will be examined through “payments for imported goods™
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causes of the economic crisis that occurred after independence was related to this
insufficient production of energy. The majority of Georgia's electricity is imported.
Like most NICs, Georgia depends on foreign products because of its inability 1 Russia exports electricity, Azerbaijan and Turkey export fuel oil, and Turkmenistan
produce industrialized products. This predicament is further worsened by deman supplies natural gas. Because of this, Georgia has amassed a large debt to foreign
for foreign energy supplies. This heavy dependence prevents Georgia fromfgovernments for its electricity; it owes over US $1 billion to neighboring nations for
generating high profit margins on its balance of trade. The following sectio post-independence electricity delivery. For example: in 1994, $380 million was
“Discussion of Findings” examines this issue. Table 7 shows Georgian imporlowed to Turkmenistan and $71 million to Russia; 83 % of total import expenditures
figures, and Table 8 shows the primary import items. in 1993 included energy products, and 52% of all imports came from Turkmenistan
(U.S. Department of Commerce, International Trade Administration). These figures

2.3.1. Payments for Imported Goods

TABLE 7. GEORGIAN IMPORT FIGURES

underline the heavy burden Georgia is facing to provide electricity.

YEAR IMPORT COST TABLE 9: MAJOR IMPORT SOURCES OF GEORGIA (%)
(MILLION US $)

2002 720
2001 6841 1997 1998 1999 2000
2000 650.7 US A 7.4 8.5 11.9 5.4
1999 601.9 Turkey 124 11.1 12.1 15.9

Russia 132 14.7 19.2 14.1
. 884 UK. 44 77 35 35
1997 943.5 Germany 43 9.3 7.3 7.7
1996 686 Azerbaijan 12.3 8.3 6.9 8.5
1995 647 Source: State Department for Statistics of Georgia
1994° 739
1993° 795 Besides gas and petroleum, machinery and equipment is another primary import
1992° 183.2 fof Georgia. Other import items are as follows:

g po!

Source: State Department for Statistics of Georgia

TABLE 8. MAIOR IMPORT ITEMS OF GEORGIA (IN MILLION $USD)

- Sugar (5%, primarily from Ukraine);

- Dairy products (4 % primarily from Turkey, Ukraine, and Russia);
- Wheat (1 % from Turkey, USA, Kazakhstan);

- Flour (1 % from Kazakhstan, Turkey, USA);

1997 1998 1999 2000
T T 3966 T TG - Othersl (6 %f') Practically all the pharmaceutical products consumed in
B 113.6 81.6 452 53.2 Georgia are imported.
C 39.05 69.6 17.7 293 (Source: State Department for Statistics of Georgia)
D 186.1 488 67.9 Ty
E 78.57 60.06 57.1 57.8
F 1009 169.7 80 1 127.5 3. DISCUSSION OF FINDINGS

A. Mineral Products
B. Vepetable Products

C. Basic metals and related products
D. Edible goods, beverages, spirits and vinegar, tobacco and manufactured tobacco

substitutes

E. Chemicals and other related products

This section compares the monetary inflow and outflow of Georgia. As seen in
Table 10, Georgia has been experiencing a trade deficit since 1993. This shows the
leffect of Georgia’s dependence on foreign products as well as its insufficient
amount of exports compared to its imports.

These trade deficits are a main source of Georgia’s foreign debt: $ 1.5 billion in
1997, $ 1,6 billion in 1998, $ 1,6 billion in 1999, $ 1,5 billion in 2000, and $ 1.6
illion in 2001 (U.S. Department of Commerce, International Trade
o T O s =l I 4 oot " g Administration). Moreover, the volume of Georgian exports remains quite small in

o T calegory 91 eorgian Impoits is ‘nattral gas and petilenm.” SmoefL ¢ ¢ e GOB: 7.8% if 2000 and.10% i 2001 Notie of Georgia’s foreign direct

= lr.adepenficnce, Gcorglg has been striving to find ways o HEEL s shetay dcman.d. investment takes place outside of Georgia's borders (except $0.4 million in 2000).
yet it continues to remain utterly dependent on other nations. One of the main

F. Machinery and equipment and parts thereof; sound recorders and reproducers,
television recorders and reproducers, and parts and aceessories of such articles
Source: State Department for Statistics of Georgia




TABLE 10: TRADE BALANCE OF GRORGIA (IN MILLION $USD)

1992 1993 1994 1995 1996 1997 1908 1999 2000 2001 2002
Exports 465 466 87 154 193 239 192 238 238 320 325
Imports 183 795 739 647 686 943 B34 602 650 684 720
Balance 282 (329) (652) (493) (493) (704) (692) (364) (412) (364) (395)
FDI 19 (average) 2405 2653 823 131.1 1596 146
GDP N/A N/A 1,300 2400 3600 3,573 3,622 2836 3,023 3,184 NA

Source: Based on State Department for Statistics of Georgia data,
(Source of data related to 1992, 1993, and 1994: U.S. Department of State)

Foreign investment in Georgia primarily occurs in high return areas, namely in
the communications (IT) sector, in which most venture capital has been invested
throughout the world. For instance, 91 % of venture capital dollars goes to
technology-based companies (Grassroots Venture Capital Inc.). So, although
Georgia has adopted internationally accepted foreign trade standards and has
offered various incentives to foreign investors, it still cannot attract foreign
investment to many areas, particularly the manufacturing and constructing sectors.
These two sectors receive very little foreign investment, though it would be
advantageous if they did. Foreign investment in these sectors would both revitalize
domestic economic activity and allow foreign investors to lend their expertise to
Georgian companies, the latter being one of the most transformative effects of
foreign investment. A second major area receiving foreign investment is electricity
and gas. In this respect, foreign companies are profiting from Georgia’s weakness in
this area. As such, the foreign investment in this sector does not contribute much to
the Georgian economy because Georgia currently spends more money than is
invested in the country. Both the communications and energy sectors experience
this paradoxical dilemma, being high return industries.

Another problem related to foreign investment is that due to cultural differences,
foreign investors may experience difficulties in their personal dealings with
Georgian managers, entrepreneurs and state officials. Since Georgian businessmen
have very different backgrounds from their counterparts in the West, they often do
not share the same understanding of business concepts and practices (e.g. they may
not consider written contracts as binding as is commonly accepted in the West).
Many of the managers who control the newly privatized enterprises were previously
managers of Soviet enterprises and may have retain the values and attitudes that
characterized that period, such as lack of transparency in company practices and a
unwillingness to divulge relevant information. Frequently, Georgian manager
expect to attract investment or advice from a foreign investor without providing t
necessary information or ceding any of their control (U.S. Department o
Commerce, International Trade Administration). Regarding this issue, a stud
comparing British managers to Lithuanian, Ukrainian and Georgian managers foun
that the managers from the FSU are more suspicious of new ideas and unfamilia

people than their British counterparts (Cook et al., 1998). Because of this, Georgian
businessmen can be slow to acquire the necessary business skills and outlook to
adapt to the market economy.

4. CONCLUSION AND SUGGESTIONS

Results showed that since Georgia's independence in 1991, it has developed a trade
deficit mostly caused by its heavy dependence on foreign sources for its energy (i.e..
| natural gas, petrol, and electricity) and industrialized products (see the amount of
these products, “A” and “F” items, in Table 8). Because of such weaknesses,
Georgia has acquired a foreign debt of $1.5 billion since 1997; the average
Georgian GDP in 1997-2001 was $3.2 billion (State Department for Statistics of
Georgia). In this manner, one can clearly see the burden on the Georgian economy
caused by foreign debt. Georgia has few lucrative prospects for export, except for
wine. Most export items are non-technical products: mineral and vegetable
| products (manganese and copper ore, tea, fruits and wine) as well as various types
of scrap metal. The volume of foreign investment in Georgia is not high either, and
it tends to center on high return areas like communication, so, foreign investments
in Georgia do not significantly contribute to the economy, not offering lots of job
opportunities nor stimulating new industries. Tourism also brings in an inadequate
amount of revenue, though the tourist industry is being restructured through various
programs funded by foreign institutions, which shall hopefully help the sector reach
its potential.

This analysis concludes that the general outlook for foreign trade in Georgian is
rather grim. The study offers several suggestions. First, Georgia needs to find
better ways to attract foreign investment to sectors other than communication,
electricity and gas supply. For example, the aviation industry has started to form
joint ventures with foreign partners. Other domestic companies can follow this
example to forge international partnerships so that foreign companies have the
opportunity to become acquainted with the Georgian market. Second, Georgian
policy makers and businessmen need to move beyond their antiquated mindsets and
adopt contemporary relationships with foreign companies, developing business
practices based on openness and trust. If negative perceptions about the country's
business practices continue to persist, foreign investors will become increasingly
hesitant about dealing with Georgian companies. Finally, since Georgia does not
have rich natural resources like the natural gas and oil of Azerbaijan and
Turkmenistan, it must pursue alternate means of developing its economy. It needs
to modernize its industries through internal reform as well as through partnerships
formed with foreign companies. This process should begin as soon as possible, to
begin producing industrialized products that will give Georgian products a
competitive edge. Georgia should follow the example of the Asian Tigers, who
achieved a high degree of economic prosperity thanks to their ability to attract
foreign investment.




ENDNOTES

L. One of major difficulties of this research is related to availability and correctness of
data. Regarding availability, major local information sources, e.g. State Department for
Statistics of Georgia, Georgian Export Promotion Agency and Ministry of Foreign
Trade, do not reveal complete data. As to correctness, different sources have different
information concerning the same subject. In order to offset this discrepancy, major
local information sources (Georgian ministries and Georgian Export Promotion
Agency) and well-known worldwide institutions (United Nations Conference on Trade
and Development, U.S. Department of Commerce, U.S. Small Business Administration,
World Bank, World Trade Organization etc.) were taken as information sources.

See the corruption figures and corruption map of the world in the appendix.

Source of these data: U.S. Department of State, 1994 Country Reports on Economic
Policy and Trade Practices, Bureau of Economic and Business Affairs

The State Department for Statistics of Georgia does not give detailed export items
information belonging to 1995 and 1996 nor to 2001 and 2002

The State Department for Statistics of Georgia does not provide information regarding
exports in 2001-2002. Rather, the Georgian Export Promotion Agency (GEPA) released
such information, and the export figures in 2001 and 2002 are virtually the same. For
this reason, they are shown in a single graph. The total export revenue in 2001 and 2002
was $ 320 and $ 325 million, respectively, as shown in the Table 1.

Source of these data: U.S. Department of State, 1994 Country Reports on Economic
Policy and Trade Practices, Bureau of Economic and Business Affairs
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KAZAKHSTAN'S APPROACH TO A MARKET ECONOMY

SHARON EicHER”

Transition from planned to a market economy is an evolutionary process. Evolutions do not
have finite beginning and ending poinis. We may look to the beginning of transition in 1991
when the Soviet Union broke up, or we may see it as beginning earlier, when the Soviet Union
began ta allow its firms to engage in private sales of outpur that exceeded state plans and to
independenily take part in international trade agreements. At what point do we say that tran-
sition is complete? Hence, it is quite difficult to say when any country begins and completes its
transition,

The United States and the European Union have categorized Kazakhstan differently with
regard to its degree of transition. The United States removed “non market economy” status
[from Kazakhstan, whereas the EU gave Kazakhstan an intermediate status. The ﬁrs.r' question
that this work asks is how do these political bodies rank a country's market orientation, and
how did they arrive at different conclusions?

These results are then compared to what transitional economists have to say on the evolu-
tion from a planned to a market econonty. The second question is, how do theoretical, aca-
demic economists differ in their analysis of the transition process? By creating unique criteria
sels from several papers, can one say that, according to any set, Kazakhstan is a market econ-
omy?

We conclude that the reform process in Kazakhstan is still underway. The government and
the economy have experienced many radical reforms, but none completely satisfies the neces-
sary conditions for being categorized as a market economy.

KA3AXCTAHCKHH NOJIXO]] K PHIHOYHON SKOHOMUKE

Tlepexoi 0T mMHOBON K PHHOYHON 3KOHOMHKE SBIACTCH 3ummmnam 1IPOUECCOM. Bmoum, KaK
- HIBECTHO, HE HMCCT KOHKPETHRIX 4T €¢ Haqana u 3asepiuenns. Mbl MOKEM PACCMaTpUBaThL B KauccTRE
Hauana fepexooro nepuoaa 1991 ro, koraa pacnaes Cosetcuit Coios, wm Gosce parmnii HepHoL,
koraa dupme 8 Coperoxom Corose’ noyuust PA3PCHICHHE HA YACTHYIO NPOJAKY NPOLYKLMH, NPEBbI-
waioutel FOCIAAH, H HA CAMOCTOATENEHOS YHACTHE B MEAULYHAPOHEIX TOPIOBKIX cornamicHuax. Ha ka-
KOM 37ane Mbl MOKEM FOBOPHTE O 3ABEPLICHNH NEPEXOIHOro neprojia? O4eHs CROMKHO [IaTh OTRET HA
BOMPOC, KOTAR T4 WIH 1144 CTPAHA BCTYNACT B NEPEXOAHKIL NEPHOA HK 3aBepiuaeT ero,

Cocmmenisie [irarst i Enponeficiuit Coios otiecn Kasaxcran K pasieiM KATCrOPHAM B [13HE fle-
PeXoaa K prIHOUHON Jkonomike. Coeannennbie Lkrarel chsm ¢ Kasaxcrana CTATYC CTpaHs ¢ e put-
HOUHOH SKOHOMHKOHY, Toraa kak EC npucyua Kasaxerany npomeskyronusii crarye,

[TeprbiM BONPOCOM HACTORIIEH CTATLH SBNSETCA TO, KAK ITH MONHTHYSCKHE AKTOPBI OLEHWURAIOT Phi-
HO'HYIO OPHEHTAIHIO CTPAIL! i KAKHM 0GPaIOM ORI MPHILTH K PA3HRIM MHEHUAM Ha 3T0T cuer?

Tocie 37010, HPHBOANTCS CPABHCHHE PEYNRTATOR HACTOALIETD AHAIHN3A C MHEHHAMH 3KOHOMHCTOR 110
TIOBOY IBOMOLHH NAAHOBOM IKOHOMHKH B PEIHOUNYIO. BTOpOii Bonpoc — KaK TCOPETHKH, aKateMuteckie
IKOHOMHCTE! PAIIHHAIOTCH B NOAXOMAX K QHATHIY NEpeXoaHoro npouecca? Cobpas yuukanbise HaGopit
KPHTEPHEB 13 HECKOIBKHX PAGOT, BOIMOMHO JIH YTBEPHKAATE, HTO, B COOTBEICTBHH C KakHM-Tib0 Habo-
POM KpHTCpHER, Kazaxcran ARISETCs CTPRAOH C PLIHOMHOR IKOHOMHUKOH?

Crams NPRXOANT K BLIBOAY, 4TO npoLece pediopmuposanus Kazaxcrana sce eme ne sasepuwen. [pa-
BHTENLCTBO M HADOIHOE XOIANCTRO CTPAHEI HCMBITANH MHOTO PATMKAIEHBIX HEPEMEH, HO HH OIHA H3 HIX
HE YAORIETBOPHET MOIHOCTBIO HEOOXOAUMBEIM YCAOBHAM JUIA TOTO, 4TOOKI OTHECTH CTPAHY K KATEropus |
| CIPaH € PHIHOYHO IKOHOMUKOT.

* Sharon Eicher, Ph.D., Assistant Professor, Department of Economics, KIMEP, e-mail: sharoneicher@kimep kz
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INTRODUCTION

There are some transition economies, which everyone agrees have enjoyed great
success in reverting to a market economy, such as Slovenia. Other countries, such as
Turkmenistan, everyone agrees is neither a market economy nor a democracy.
Other countries, such as Kazakhstan, are much more difficult to gauge. This paper
looks at the conclusions from the USA, the EU, and work by theoretical economists,
to answer whether Kazakhstan has become a market economy, as the U.S. govern-
ment has declared it has. The conclusion is that it is “getting warmer,” but it cannot
be said to satisfy the criteria sets for a market economy.

Kazakhstan began its gradual reform process in 1992. In many areas, such as its
pension reform, which created a pay-as-you-go system, or in the development of its
banking sector, Kazakhstan appears to be a model transition economy. Kazakhstan
plans to privatize all land in 2007. However, an EU document states also that
“structural and fiscal reform are still very much lagging behind, while corruption
continues to be widespread.”

There is a difference between the criteria sets and the conclusions by the United
States and by the European Union on Kazakhstan’s market status. To the EU, Ka-
zakhstan improved from non-market economy to “special status” (still not a market
economy) in 2000. In 2002, Kazakhstan officially became a market economy, ac-
cording to the American government.

Oddly enough, it is not economists, but politicians who make a decision about
which country is, and which country is not, a market economy. *The Dcpmmcm of
Commerce in the United States labels economies as “market economy” or “not
market economy.” The European Union assigns to a country “market economy
status” when it publishes lists of those countries accused of permitting dumping.

In 2001, President Bush made the recommendation to Congress that Kazakhstan
be taken off the Jackson Vanik List. In March 2002, the U.S. Department of Com-
merce officially revoked Kazakhstan’s non-market economy status. Its ﬁndmg was
that Kazakhstan had been effectively a market economy since October 2001.”

In 1998, Kazakhstan is grouped with non-market economy countries in an EU
regulation. Along with Kazakhstan were Albania, Armenia, Azerbaijan, Belarus,
Georgia, Kazakhstan, North Korea, Kyrghyzstan, Moldavia, Mongolia, Tajikistan,
Turkmenistan, Ukraine, Uzbekistan, and Vietnam.

Within two years, this status changed. The EU has recognized that while Ka-
zakhstan may not yet be a “market economy,” it has made significant progress:

The process of reform in the Ukraine, Vietnam and Kazakhstan has fun-
damentally altered the economies of those countries and has led to the
emergence of firms for which market-economy conditions prevail. These
three countries have as a result moved away from the economic circum-
stances that inspired the use of the analogue-country method.”

Kazakhstan was granted a "special market economy status” by the EU in 2000.
This was an intermediate category in between market economy and non-market
economy status. Kyrghyzstan also received this special status.




In its August 2002 report on Bilateral Trade Relations,” i i
ons,” the EU still
Kazakhstan to be a “non-market economy regime."” R
These events beg two questions:

e Firstly, .How is it that the USA and the EU have not come to the same
conclusion ::egardmg Kazakhstan’s progress towards a market economy?
Secondly, since it is political organizations, not economic ones, that as-

-4 “ " .
sign market economy  status, is Kazakhstan a market economy accord-
Ing to economists?

ANALYSIS OF TRANSITION ECONOMY STATUS

(,.ounlries do not actually have to be market economies to be awarded market-
;:::0“1:3 sta[\:is.le'll::l they must do is to demonstrate that significant progress has
¢ and that the country’s economy is following the path towards inevi
' §
becoming a market economy. it e

In 2001, the official Department of Commerce vi .
becoming a market economy: view was that Kazakhstan was

Kazakhstan is continuing its transition to a market economy. Key re-
forms‘undcrway include completing Kazakhstan’s privatization program
nurturing the nascent securities market, consolidating gains in pension re:
form and the banking sector, improving the investment climate and con-
tinuing to modify the trade regime as eart of Kazakhstan's efforts to join
the World Trade Organization (WTO).

That is not to say that the EU and the USA lack a iteri
ha ny set of criteria. The
conditions that must be met before a country is called a market economy by eit::;:r “

TABLE 1: POLITICAL CLASSIFICATION
U.S. Department of Commerce

European Union Criteria

VR . _ Criteria
arket-determined State interference must be minor. ~ Wage rates are established by the
prices labour market.

Control of resources ~ Disappearance of undue state State-ownership of resources is

conlfol over resources and pro- minimal.
duction decisions. Law is trans-
parent and non-discriminatory.
Accounting standards  International standards are fol-
l_owad. There are no holdovers
from planned economy payment
of debts, such as write-offs, bar-
ter, or payment through compen-
sation of debts.

Property Rights Law is transparent and effective.
Insolvent firms are forced into
bankruptcy.

Exchange Rates

Foreign Investment

Exchange rates are not fixed. Currency is convertible.

There is potential for foreign in-
vestment.

w .

Crlterdn set by the EU seem more restrictive than those of the USA. The former
emphasizes liberalization of all prices, not just wages. Much is made of accounting
standards, which do not appear to be emphasized by the USA. The EU underscores
property rights, whereas the USA puts emphasis on opportunities for FDL. Both sets
place stress upon removing currency controls and both emphasize private use of
resources.

Many transition economies also wish to join the European Union, or have re-
cently done so. For these countries, there are additional requirements.” Democratic
institutions, including the rule of law, respect for human rights, and protection of
minorities, must be supported. The country must be willing to support the political,
economic, and monetary aims of the union. The economy should be able to cope
with added competition pressures that EU membership will bring. For those Euro-
pean countries such as Poland, Slovenia, Croatia, Latvia, efc. that hope for full inte-
gration into Europe’s markets, political and economic requirements are stricter.

Economists have created conditions for accessing countries’ progress towards
becoming market economies and for comparing the progress of transition econo-
mies. The well-known Hungarian, author of Hiways and Byways, Kornai (2000) is
one.” Svejnar (2002) is another.'’ Also considered are Melo ez al (1996),"" Lavigne
(1999),"* and Frydman & Rapaczynski (1994)."

Kornai's conditions compare the differences between socialism and capitalism.
They include factors such as state control of property and resources, as did the
American and European criteria sets. However, Kornai also looks at political party
attitudes and whether producers or consumers dominate the economic system.

TABLE 2: KORNAI'S CLASSIFICATION

CAPITALISM

Pro-private property party

SOCIALISM
Central Party

1: Political Control

Private property interests
dominate the economy.

2: Economic Control State dominates the economy.

Allocation and production
decisions are market-based.

Bureaucratic organization and
coordination

3: Economi¢ Coordination

4: Resource Efficiencies Soft budget constraints Hard budgel constraints

Buyers’ Market; no shorlages,
and unemployment

Sellers market; goods’ short-
ages; and labor short-age

5: Market Efficiencies

Kornai emphasized points 1-3: private property is protected and dominates the
economy and private parties control resources. When this occurs, according to Kor-
nai, transition is mostly complete.

Neoclassical economists, who advised transition economy leaders in the early
1990’s, believed that market activity would spontaneously occur, once controls
were lifted. Kornai also felt that by removing state controls, the barriers to capital-
ism were removed. So removal of politically created, economic barriers is a major
component of transition.
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Kornai does not argue that democracy is a necessary condition for capitalism,
but that capitalism is a necessary condition for democracy.

Using Kornai's classification for what makes a “capitalist” economy, we see that
efficiency is not a necessary condition. On the other hand, private property rights
and price-coordination are. This is an institutionalist approach. In another piece by
Kornai, he writes that, “the transition from socialism to capitalism has to be an or-
ganic development. It cannot be done otherwise. It is a curious amalgam of revolu-
tion and evolution.”"* The revolution began in force in 1991, when the Soviet Union
dissolved. The evolution has been occurring since then.

Let us examine how well Kazakhstan has satisfied Kornai's criteria.

e Does the dominant political party protect property rights? Kazakhstan has
privatized most property except for rural land. There is currently a prob-
lematic land reform plan that is scheduled to begin in 2007. Bankruptcy
and property laws exists. However, problems in clarifying the legal code
and high corruption cannot ensure the sanctity of property rights. Ka-
zakhstan has mostly, but not fully, satisfied Kornai’s first criterion.

e Is the state’s role in resource management and production decisions
minimal? The largest sector in the Kazakhstani economy is oil and gas.
The government controls oil and gas resources, and investment in this
sector has led to the development of new large state-enterprises.

The share of state-owned industrial production as a percentage of the total fell
from 74.6 to 2.5 percent' between 1992 and 2000. However, 33.5 percent of farms
were private, and 18.9 percent of rural land was privately owned in 2000."® (This is
soon to be changed in 2007.)

Kazakhstan plans to liberalize control of land resources, but there are no plans
for liberalizing oil and gas resources.

* Who or what coordinates economic decisions? Decisions on what to pro-
duce and how to produce are mostly independent of government control.
One key exception is restrictive labor laws making it difficult to import
specialized workers. There is also no “national treatment,” as unoffi-
cially, foreign firms must make “local content” contributions. Another is
the state control of cil and gas resources.

e Hard budget constraints appear to have replaced soft, thus satisfying the
third criterion.

e The fourth issue is whether resources are allocated efficiently? Labor and
capital markets are independent of government intervention. There ap-
pears to be little state-directed investment, and the minimum wage is so
low as to be non-binding upon employers.'” Land allocation will be
changing in 2007.

e Is the economy efficient? Efficiency is usually indicated by normalization
of prices. This is not the case in Kazakhstan, even within the same area.
Inadequate infrastructure, especially in the rural sector, creates problems
for rural producers.

There s low official unemployment (10-11 percent), but high under-
employment, Government salaries and pensions are very low. This results in tal-
ented people leaving the public sector and encourages state capture.

A strong indicator of economic efficiency, when governance issues are factored
in, is the Index of Economic Freedom, which ranks countries from 1 (best) to 5
(worst). Kazakhstan began in 1998 with a rating of 4.28." It has improved its
ranking to 3,70 in 2002 and 2004 (economic freedom worsened in 2003). Ka-
zakhstan was downgraded for its barriers to capital flows. The low fiscal burden of
the government, price and wage liberalization, and low government intervention
were the country's best attributes that contributed to market efficiency.

Kornai's criteria require that a country has moved from the planned system to
the market system, minimally with respect to points 1 to 3 in the table above. Point
3 is satisfied, but Kazakhstan has not yet moved from the planned to the market
system particularly with respect to point 2. Kazakhstan is not yet a market econ-
omy.

Svejnar looks at three classes of variables in comparing the success of transition
economies: macroeconomic stabilization; microeconomic restructuring; and social
indicators."” Judging success requires a somewhat deeper mode of analysis than de-
ciding if an economy is or is not a market one. The analysis has changed from be-
ing bimodal to qualitative.

The argument is that market economies are Pareto superior to planned econo-
mies, because they can improve quality of life the more greatly. Since all transition
economies are moving in the direction of, or have already become, market systems,
those that are more successful should be more market-oriented. Anecdotal evidence
supports this. Life in reformed Poland and Slovenia is significantly better than life
in Russia which is comparatively less market oriented, which is still better than life
in reform-resistant countries like Turkmenistan.

Svejnar judges that transition is complete when government monopoly ceases
and economic growth is evident. “I would define the end of transition as a state
when these economies replace central planning by a functioning market system and
when they generate rapid and sustained rates of economic growth that enable them
to interact with the more advanced market economies without major forms of pro-
tection.”™ In this 2002 work, Svejnar did not categorize FSU countries as nearly
market economies, but did comment favorably upon Estonia, Poland, the Czech Re-
public, Hungary, Slovenia, and the Slovak Republic.

Can Kazakhstan satisfy Svejnar’s standards?

* Has the macroeconomy stabilized? Kazakhstan has high growth in GDP,
which is currently about 10 percent per annum. Growth rates increased
between 1998 and 2000, from 5.1 to 14.9 to 18.8 percent.”' However,
growth in the Kazakhstani economy is more of a function of oil and gas
prices, than it is of increased output. Inflation in the 2000°s is in the
teens. The government has done much, spending and investing little and
saving much, to pay debts and maintain fiscal surpluses. The economy in
2004 appears to be continuing its trend of healthy growth.




e Have firms been restructured? Firms are mostly privately owned and are
undergoing restructuring.  Officially published statistics state that in
2001, 16.1 percent of all firms were still state-owned. ™

State-owned firms are still most common for large-size firms (59%). Eighty-one
percent of small-size firms are privately owned.”

Foreign investment is permitted and encouraged. Foreigners must control less
than 50 percent of a firm, or a resident may create a local, Kazakhstani corporation.
FDI in Kazakhstan is predominantly in the oil and gas sector.

From 1993 to 1999 Kazakhstan received almost 10 billion USD in direct invest-
ment from foreign investors. Total FDI per capita for 2000 was 2.75 billion USD of
which 71 percent was in the “Mining Sector” (oil and gas).”

Rural privatization through the Land Code was proposed in 2002, and approved
by the Parliament in March 2003. This plan called for the privatization of 90 mil-
lion hectares of land and for sales to be limited to citizens of Kazakhstan.” The pro-
gram begins in 2007, when hectares of land will be sold at fixed prices: $100 to
$400 per hectare of arable land and $400 to $1,600 per hectare of the best arable
land.

How are social indicators in Kazakhstan? Below are statistics from 1995 and
2001. Deaths are down moderately. Infant mortality and homicide statistics have
been greatly improved. Both marriage and divorce rates decreased. The birth rate
is down substantially. The third Svejnar criterion is the existence of favorable so-
cial measurements, as indicators of institutional development. From these indica-
tors, there is room for progress, but life appears to be improving.

TABLE 3: SOCIAL INDICATORS

Year Births/ Deaths/ Infant Homi- Suicide/  Marnage/ Divorce/
1000 1000 Mortal- cide/10000 100000 1000 1000
ity/1000 0
Births
1995 17,5 10,2 254 20,3 29.9 73 24
2001 14,6 10,0 19,6 15,6 297 6,3 2,0
95-01 Change |16,6% |2, 3% 122, 8% [23,2% |0, 7% 113, 7% |16, 7%

Source: Statistical Agency of the Republic of Kazakhstan (1999, 2002)

The World Bank reported that longevity in Kazakhstan was the lowest among all
transition countries.”® The statistics from the Stafistical Agency of Kazakhstan gen-
erally point in the direction of improved living standards, yet longevity remains low.
The most recent statistic was 71.1 years for women and 60.2 years (less than the age
of retirement) for men.”” It is not known to what degree economic conditions (and
the stress of change, unemployment, and poverty) and to what degree Kazakhstan’s
environmental problems™ are at fault. Otherwise, the only possible negative indi-
cators were the rural fertility rate, that fell substantially, and a slightly lower number
of per capita marriages.

Using Svejnar's criteria of macroeconomic stabilization, microeconomic re-
structuring, and social, health indicators, suggests that Kazakhstan is, or is nearly, a
market economy. The economy is growing and macroeconomic variables are about
where expected. Inflation rates are high, but not excessively. Microeconomic re-
structuring results are mixed. Privatization has been limited thus far. There is a
large discrepancy in incomes following independence. Unemployment and under-
employment remain high. Kazakhstani firms in general are not attracting much for-
eign investment; FDI is concentrated in the oil and gas sector. Indicators of health
have nearly all improved in recent years. Longevity statistics still hold Kazakhstan
down Kazakhstan does not satisfy Svejnar’s criteria perfectly, but it seems on the
threshold of doing so. :

Another well-known paper on the process of reform in transition countries is de
Melo et al (1996).” This paper contrasts the economic differences between the
planned, Soviet system and the transition stage. This is followed by the author’s
expected results after the transitional period has been completed and a nascent mar-
ket economy is firmly in place.

TABLE 4.1: DE MELO ET AL'S CHANGES FROM PLANNED TO TRANSITIONAL ECONOMIES

Planned System Transitional Period

Balances are achieved through Destabilized.
direct government supervision.

Macroeconomic balances

Economic, political, and social These are coordinated through Coordinating mechanisms are

decision-making the Party. disrupted.
Private ownership Minimal. Growth of privaie sector.
Relative prices Distorted. Structural reallocation of

ICsSOuUrces.

Let us pursue this evolution, to results that are expected when transition is com-
pleted, or mostly completed. We use de Melo e al’s conditions during reform to
predict expected results when a country has evolved from a non-market to a market
economy. Instabilities are replaced by the relative stability of a market economy.
Ignorance of market operations is replaced with sufficient understanding to make
seemingly rational decisions. Not only does private property exist, but these rights
are also protected by law and a registration system that is efficient and fair.

TABLE 4.2: RESULTS OF CHANGES WHEN TRANSITION 1S COMPLETE

Transition is complete

‘Macroeconomic balances Changes in GDP are not erratic; inflation and unemployment are within
the bounds of a similar, non-transition economy.

Private interests, rather than politicians, direct changes in the society.
Citizens have an under-standing of how markets work, so that rational
decisions can be made.

Registration of property is clear and rights are effectively, not nominally,
protected by a court of law.

Market mechanisms are mostly able to prevent shortages and surpluses
and information is available, so that relative prices are correcl.

Economic, political, and
social decision-making

Private ownership

Relative prices




Whether an economy is, or is not, a market economy does not depend on procla-
mations that private enterprise will happen, or by privatization, or by regaining lost
output. Institutional development is necessary or a country will remain a transition
economy and never fully mature. Changes in macroeconomic indicators will be
erratic; decision making is impaired; property rights are not truly secure; and prices
remain distorted. It is evident in Kazakhstan today that although it may be a
“market economy” according to the USA, that it has not completed its transition, if
one follows these criteria. Something more is needed than simply stabilization, pri-
vatization and the recovery of growth rates. It requires basic economic literacy and
savvy and decision making that is nearly free of political considerations.

Lavigne (1999) goes so far as to write that when we are no longer recognize that
we are in what was once a planned economy, then transition is complete. Using
these criteria, few FSU countries would pass this test though countries such as Slo-
venia would easily pass them. Lavigne also uses EU accession eligibility for Euro-
pean transition economies as a robust test for completion of a country’s transition.

Frydman & Rapaczynski (1994)" described “transition™ as a period of state
withdrawal from its central position. Following this line of thought, we can con-
clude that transition is complete when the government no longer sets prices and
controls resources.

In Kazakhstan, government mostly does not set prices, although its national
wealth of oil and gas reserves are controlled by the government. This, however, is
not dissimilar to many socialist, developed countries. Investment in oil and gas has
even encouraged many large, new state enterprises to be created. It is not clear,
precisely how much the government,” which is largely controlled by a strong presi-
dent, has withdrawn from economic decision-making.

However, Frydman & Rapaczynski also point out that market decisions are fre-
quently made through institutions, such as corporations, rather than individuals
making independent decisions. The processes of obtaining information, dissemina-
tion, analysis, and decision-making are created by cooperating individuals. Manag-
ers control the flow of information while government regulators maintain the inter-
ests of the general society, Managers must understand market signals, know where
to find information, and how to respond to it. If this is absent, then command-and-
control management could be more efficient than private management.

It is clear in Kazakhstan that dissemination of information is a mess. This is
particularly the case when it comes to governance issues. The rules are quite strict,
but how to adhere to the rules is not commonly known, which create obstacles to
entrepreneurial activity and opportunities for corruption. Laws are not well under-
stood and courts implement them in an ad hoc manner. Statistical data for the re-
public are quite good. Little is known about households and consumer demand.

As has been suggested here, institutions are needed to support a fair and efficient
economic system. These institutions are partly cultural. Fair market practices may
be understood, but completely ignored, because the culture does not yet support
them. In other cases, market economic behavior is learned, and people are learning
this more slowly than foreign economists originally imagined.

Linz (2000) asked, “‘are Russians really ready for capitalism?” She found devia-
tions in Russian students’ attitudes from American ones, which she felt would un-
dermine market development. So long as the beliefs necessary for market institu-
tions are weak, those market institutions cannot exist. So long as necessary eco-
nomic institutions are absent, transition cannot be complete.

Without survey data, it is difficult to answer if Kazakhstanis are read_y for capi-
talism. It seems that they are certainly ready for the wealth that foreign investment
and exploitation of natural resources have delivered, not to mention rent-seeking
activities in the early years of independence. However, many people l(?uk fondly
upon the days of Soviet order and egalitarianism. What is also evident is that K-a-
zakhstanis are not ready in the sense that basic understanding is lacking of such is-
sues as supply-and-demand, service-mentality, and the sanctity of contracts.

CONCLUSION

The initial questions were: how did the USA and the EU arrive at diffi erenl‘decisvions
concerning Kazakhstan's market status and do analyses by economists differ from
the findings of the EU and USA? .

The answers to these questions lie partly in the nature of the criteria set and
partly in the fact that political agencies, as opposed to academic economists, are
making these decisions. Independent economists are less likely to be swayed by
political considerations, such as a gratitude for Kazakhstan's giving up nuclear
weapons or the desire for Kazakhstan's oil and gas reserves, or for its pro-western
stance in international politics. Secondly, we see that both criteria sets are limited,
the USA's more so than the EU’s. Their criteria are mostly binomial: yes or no.
Those of economists are more qualitative. Svejnar includes welfare factors; Lavi-
gne includes perceptions. Here we also emphasize knowledge of basic business aqd
economics by the citizenry, the rapid evolution of which was taken for granted in
the early 1990’s.

Having discussed several academic works on the subject, we see that K.azakhstan
is not yet a market economy. This conclusion is based upon the fact that it does not
fully satisfy either the EU’s criteria or any of the criteria sets that can be created
from the work of theoretical economists. Kazakhstan does, however, satisfy many
criteria in these sets. Hence, it is more likely that most economists would be more
in agreement with the conclusions of the EU than with the U.S. Department of
Commerce.
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3. United States Department of Commerce (Office of Public Affairs) (2002).

4. Vedrine, H., President of the EU Council (2000).
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28. Kazakhstan has non-economic conditions that will decrease lifespan: urban pollution,
Aral Sea environmental degradation, and radiation from former Soviet nuclear testing.
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31, The government consists of a strong president who dominates the courts and Parlia-
ment. Government is still centralized with local government leaders answering to those
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INFORMAL COSTS OF DOING BUSINESS:
THE CASE STUDY OF THE REGISTRATION AND REGULATION
OF FIRMS IN THE KYRGYZ REPUBLIC

MAKSAT KOBONBAYEV™

The Kyrgyz government has made positive steps in terms of introducing and simplifying the
formal laws and regulations to provide incentives for firms to do business according to the
formal rules of the game. However, despite the presence of simple and cost-effective formal
laws and regulations, firms continue to resort to informal arrangements, incurring additional
cosis in money and time, which far exceed the legal (official) limits. Moreover, the government
bureaucrats continue to reap rents, intervening informally in the economic activities of firms,
and discouraging firms from working legally. Thus, the government-business transactions are
in the equilibrium point that sustains informal ways of doing business. However, informal
ways of doing business are not cost-free. There are long-term effects, associated with
uncertainty and externalities, as well as short-term costs associated with bribes and other
informal dealings. The paper briefly discusses the possible long-term effects and documents in
detail, the short-term costs due to corruption in the areas of registration, and regulation of
firms.

HE®OPMAJIbHBIE U3JIEPKKH BEAEHHA BU3HECA: HA IIPUMEPE PETHCTPALIMHA
W PETYJIHPOBAHUSA ®UPM B KbIPT'BI3CKOH PECITYBJIMKE

MAKCAT KOBOHEAEB

IlpasTenserro Keipraackoii PecnyGnikn nposeno 3akonogatensnyio pedopmy & cepe perucTpaimm i
peryHpoBanun  HactHoro Ousneca, wro0w Crumyimposats (upmer  paloTars B COUTBETCTBHM C
OPHUHANBHEIMH ((POPMENBHEIM) NPABIIAMH IPEATPHHUMATENLCKOH AenTenbHOCTH, (IHAKO, HECMOTPA Ha
HATMYHE TOCYIAPCTBCHHBIX 3AKOHOB COIMAKMNIX BNAronpusTHeIe YCOAOBHW A8 NPEIIPUHHMATE BCKOT
JCATENLHOCTH, (PUPMBL (POACIAKYT HpUDEraTh K HEIRraibHUM crocobam peuenns Guaneca. 1o
NPHBOANT K JONOJAHHTEABLHON 381paTe BpeMEHH ¥ (PHHAHCOBLIX PACXONOB, KOTOPKIC AAICKO MPCBEINAKT
ofHIHATEHEIE DAMKH.

Kpome 1010, rocyiapeTBeHibie HHHOBHIKH NPOAOIKAIOT He(JOPMAILHO BMELIHBATECH B JCHTCILHOCTL
YACTHBIX [PEAIPUATHH, BEIMOIAA B3ATKH M TCM CAMBIM MOOUMIPAS TCHEBYIO DKOHOMHKY. Takum obpasom,
HEDOPMANLHOE FOCYAAPCTRCHHOE BMCIATENRCTRO B HACTHLIR CEXTOP CNOCODCTRYET TOMY, YT0 (upmul
NPOAMUKAIOT BECTH HENETMIBHYIO  NPEATPHHHMATEILCKYIO ACATCIbHOCTE. MHONME DH3HECMEHB HE
OCOZHAKOT, YTO OHH TEPAIOT NOPA3No DoIkINE, YeM BHHTPHIBAIOT OT YKAOHEHHA OT 3AKOHOE HE TOJNLKO B
JOArOCPOUHOM, HO H B KPATKOCPOYHOM NepHoe, (DHPMEL HECYT A0NTOCPOMHBIE PACXOIB H3-38 HDOOUHRX
HpherTon 1 HHBECTHUMOHNOH HEONPEICACHHOCTH i KPATKOCPOYHBIE PACXOL HI-33 HATH4HA KOPPYTILIN,
CBAZAHHON ¢ perHcTpaieH 1 peryauposaduesM dupM. OCHOBHAA LICTE JAHHOID HCCIISIOBAHHA COCTONT B
TOM, MTOOR TeoperHuecKkn | 0BOCHOBATE AGAIUCPOMHBIE MIASPWKH M NOACHMTATH KPATKOCPOMHSIC

| M3ACPIKKH, HEXOAUIHE 0T He(POPMAILHOID BEACHUA OMIHECH,
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INTRODUCTION

“Laws like cobwebs, entangle the weak, but are broken by the strong”
Gl S Ascribed o Solon ¢.575 B.C.

ates of radical reforms and advisors to post-communist governments such
Ish i:?geoj ;;e:chs and David Lipton (Sachs and Lipton 19.9[11) ant.:l Ander.s Asl.unc}iﬂ
(Aslund 1999; 2000) have argued that the Kyrgyz Republic’, being an rsland.o
democracy and economic liberty, would become one of t!le fastest growfng
economies among other post-Soviet countries. They even predicted that necessary
institutions” would emerge naturally adjusting to the radical m_atrk.::t rel"ormsl. Having
witnessed the failure of radical reforms to create the institutional environment
conducive to the formation of the market economy, policymakers finally began to
pay attention to the role of institutions. y
Two distinct but related fields have increasingly begun to e.xplors the role of law
and regulations in providing incentives for firms to operate in a market economy
(Stone, Levy and Paredes 1996; De Soto 1989). The field ?f Law and Developmc?l
takes a very formalistic approach, arguing tha_t economic growth depends on a
system of formal laws and regulations consistent with the 1-narkct economy.
Hernando De Soto (De Soto 1989; 2000), Kenneth Karst and Keith Rosenn (Karst
and Rossenn 1975) argue that cumbersome formal institut.i.ons are the root causes of
the formation of the shadow economy, which negatively affec?s the ‘overall
economic development. They prescribe that the roa(li to success is possible by
nurturing transparent and simple laws along with providing consistent enforcement
sms. .
mecThl?cmﬁcld of New Institutional Economics (NIE) also pays muc!1 attention to
formal laws and regulations but its frontiers go far be?fonq fon:mal institutions to
explore all sets of institutional arrangements on the basis of their empirical impact
on economic transactions and performance. Indeed, there are several strands of NIE.
The transaction cost economics strand of NIE led by Ronald .Coase (Coase 193?;
1960) stresses the importance of proper definition of property n.ghts and emppasnzes
the impact of institutions on transaction costs. Oll\:‘er Williamson (Williamson
2000) argues further that formal laws and regulations are necessary butg;gt
sufficient to prevent opportunistic behavior by firms. Douglass North (North 1 (}
argues persuasively that informal institutions matter as much as formal laws ar:
regulations in determining the costs of doing busmf::ss_. North has s!qowed cogently
that the same formal rules imposed on different societies produce different patterns
of development depending on informal norms (societal values, cultural heritage,
istorical experience, past polities, efc.).
hlStI(t)?s. no l(?neger a quistic?n whether institutions shape ecc!norpic’performance. The
NIE literature provides vast empirical evidence in favor of.lnsmutxons. The question
is whether the presence of formal institutions consistent with the market economy is
sufficient for efficient business operations as the Law and Dcvrcloprnenl literature
contends or indeed the mixture of formal and informal institutions help us better

o

understand the processes shaping the costs of business transactions as NIE claims.
The purpose of this paper is to contribute to the understanding of this puzzle.

I'have chosen the Kyrgyz Republic because it has simplified the laws, governing
business registrations and regulations, and officially prohibited the random
involvement by bureaucrats in the activities of the private sector. Furthermore, the
Kyrgyz government has minimized the costs and time associated with the
government regulations of businesses. Thus, the formal costs in money and time to
commence and conduct business in the Kyrgyz Republic are lTow. According to the
Law and Development School of Thought, firms should start up new businesses and
run existing firms according to formal rules of the game because they are simple
and cost-effective. The paper examines the results of the Regulatory and Business
Environment Survey (RBES) conducted in the Kyrgyz Republic after the
simplification and introduction of laws that govern: (1) registration of new
businesses (entry mechanism), (2) regulation of businesses, and (3) government
intervention.

The survey results demonstrate that the mere presence of formal institutions
necessary to provide favorable incentives for firms to engage in business activities
does not mean that these formal institutions naturally become effective. For
example, formally great strides have been made in simplifying the regulations for
starting up and conducting business, but, as a matter of fact, the costs and time far
exceed the legal (official) limits. Moreover, the government bureaucrats continue to
impose burdensome regulations and informally intervene in the economic activities
of firms, discouraging them from working legally and making long-term investment
commitments.

It is important to note that statistics employed in this paper is mainly descriptive
rather than causal and there is the degrees of freedom problem of using only one
case study. Thus, the external validity (generizability) of this study is limited.
Therefore, I do not intend to generalize the results to other formerly communist
countries.” However, I briefly compare the results of the cross-country survey, the

- Business Environment and the Enterprise Performance Survey (BEEPS), conducted

to analyze the government-business relations in the twenty formerly communist
countries, to test the consistency of the RBES data and, more importantly, to
examine whether the firms’ informal costs due to corruption are only specific to the
Kyrgyz Republic or a part of larger trend in the formerly communist countries.

The results of the BEEPS survey are consistent with the results of the RBES
survey, showing the pervasiveness of corruption in the Kyrgyz Republic.
Furthermore, the BEEPS results illustrate that the informal costs of corruption are
not specific to the Kyrgyz Republic. The BEEPS survey reveals that most firms in
all of the formerly communist countries pay bribes without exclusion. The firms
resort to informal means to survive the pressure by the government bureaucrats in
spite of their increasing appreciation of the formal rules of the game. However,
there is a regional variation, showing that firms in Central Asia and Caucasus rank
higher than their counterparts in Eastern Europe on the corruption continuum.




THEORETICAL ANALYSIS

The _I"ormcrly communist countries’ present a fascinating laboratory for testing
theories of new institutional economics (NIE). The theories of NIE in their turn
offer unconventional explanations of the complex processes taking place in these
countries. One of these complex processes is the formation of the market economy.
To understand it, we, at least, need to understand some of its fundamental
components. One of the fundamental components of the market economy is
yndnubtedly. the existence of the private sector. The formation of the private scctor‘
in l.hc formerly communist countries has seemed a deceptively simple process —
radical transformation of the state owned firms into privately owned firms
(privatization).

However, the radical nature of privatization during the early stages of the
reforms, zmq the absence of robust formal institutions consistent with the market
¢conomy reinforced and created informal norms of doing business, including rent
seeking, .bribery. tax evasion, patronage and other forms of corruption. This
outcome is consistent with the argument that in the absence of well-enforced rules
of fhf’ game (formal and informal), firms tend to engage in opportunistic economic
activities (Williamson 1996; North 1990). It is also agued that in the presence of
burc.!ensomc formal rules of the game, firms resort to informal ways of doing
business (De Soto 1989; 2000). The logic is that when the government imposes
onerous regulations, it becomes costly for firms to engage in business activities.
Hence, there is no incentive for firms to abide by these regulations.

Overall, in the absence of well defined and in the presence of cumbersome rules
of the game, firms tend to resort to informal arrangements of doing business.
Unflortunately, informal arrangements become deeply ingrained in the government-
business exchamg;e, forming the shadow economy equal to or even exceeding the
formal economy.” However, informal arrangements are not cost-free. There are
Iong-t.erm costs, associated with uncertainty and externalities and short-term costs
associated with bribes and other informal dealings. Let’s firstly focus on the long-
term costs.

Firms often evade the rules of the game to benefit in the short run. But it is hard
for firms to plan ahead and make long term oriented business commitments in a
corrupt and unpredictable environment. Individual entrepreneurs make investments
if only they have a certain degree of predictability of future events. In other words
they calculate within their capacity the costs and benefits of investing in certain
types of business opportunities. When only there are pay-offs, they may decide to
invest. The degree of predictability increases in the presence of simple, transparent
and enforced formal rules of the game. Informal arrangements are inherently
unprgdiclable and discriminatory. Although informal arrangements can be
efficiency enhancing in the short term,® in the long run they will have perverse
effects such as externalities, third party effects, etc. As the economy gets more
complex and impersonal, the formal rules become necessary.

Mng a predictable game (skiing) to an unpredictable one (gambling) can
be |lusteative. For instance, in downhill skiing, a skier understands the rules of the
game; the fastest skier is the winner. There is a predictability component in the
game because if a skier loses the game, the skier understands that the faster one
skies the more chances there are to win the next time. Thus, skiers can train more (o
ski faster to win. However, gambling entails an unpredictability component. A
player is not certain on how to win because gambling is based on luck and
randomness but not on rational calculations.

Some players indeed try to use rationality by cheating to win the game but they
are not certain if they will succeed in doing so all the time. Which game do firms
prefer to play? It depends on the situation. If a firm is able to evade the rules and
benefit much from it, it is likely to prefer gambling to skiing (just like a player who
is able to gamble). But even in this case, the firm is not certain if it is able to evade
the rules in the same way all the time. It becomes more uncertain for the firm to do
business when the government officials start favoring one firm to another (if you
gamble, you do not probably want a croupier to participate in the plot with another
player against you). What if one does not like gambling at all?

If a firm wants to compete and grow, it is most likely to prefer skiing. The firm
wants to be certain that the efforts it puts into the game will “pay off”. For instance,
it may make a long-term investment if only it has a certain degree of confidence
that, even if the game is not fair, it is at least predictable. In the absence of the fair
and predictable game, the firm is unwilling to take a risk. Given that the government
complicates the rules of the game to make firms dependent upon it, there are no fair
rules of the game and given that, bureaucrats change constantly and depend on
super-ordinates in the higher ladder of the government pyramid, the rules of the
game become unpredictable.

Evidently, the evasion from the rules of the game can be costly for firms and for
the overall economy. Nonetheless, there is a tendency to think that firms benefit
from noncompliance in the short-run. The overall perception is that things can be
done faster and cheaper through informal arrangements and dealings. But informal
arrangements are not cost free in the short run either. There are costs of giving
money (bribes), spending time, searching information, and so on. The informal costs
can often be higher than the official costs, increasing the opportunity cost of
productive activity and generating inefficiencies in the entire economy. The
following examination of the results of the regulatory business survey attempts 1o
document the informal costs of doing business in the short run.

ANALYSIS OF THE RESULTS OF RBES SURVEY

Pr. Vitaly Nishanov, Associate Professor at the American University in Central Asia
and Director of the Professional-Manager Consulting (PMC) kindly provided the
Regulatory and Business Environment Survey (RBES), which was conducted at the
request of ARD/Chechi and the USAID Regulatory Reform Project in 2000. The
survey involved one thousand small and medium-sized enterprises and included




both legal entities (69 percent) and individual entreprencurs (31 percent).
Participants were selected from every major city and business sector in the Kyrgyz
Republic (for distribution of respondents by regions and sectors and for other
methodological issues, see RBES 2000).

The purpose of the survey was to measure the extent to which government
regulations on the activities of businesses impact the start-up and development of
business initiatives. These regulations include business registration requirements,
licenses, permits, certificates and business inspections. Besides, researchers asked
additional questions to evaluate the overall state intervention in the private sector

(RBES 2000).
THE START UP OF A NEW BUSINESS

Registration is an entry mechanism for individuals or legal entities to start up a new
business. Simple registration process is essential for providing incentives for
starting up and expanding business activities. In contrast, a complex, costly and
time-consuming registration process discourages entrepreneurs from starting up and
conducting their business activities. De Soto’s famous experiment to set up a small
garment firm on the outskirts of Lima following all the complex legal procedures is
a case in point. It took De Soto’s team two hundred eighty nine days to fulfill eleven
requirements and US$194 direct costs including two bribes they were obliged to pay
to fulfill the task (Stone, Levy and Paredes 1996, 105).

Under the pressure of international donors the Kyrgyz government has made
great strides in improving the formal registration process for firms and individual
entrepreneurs. In the Kyrgyz Republic, the formal time to register a business should
not exceed ten days. The survey shows that around 70 percent of individual
entrepreneurs were able to register their businesses in two weeks (see Figure 1,
Appendix). It took longer to register legal entities because they had to go through
the one more government agency to receive a registration certificate (the Ministry of
Justice). On average, it took 15 days to register business in the Kyrgyz Republic.

The formal costs of registering a business are also nominal. Individual
entrepreneurs can officially register at the State Statistics Committee (17S$2.93),’
the State Tax Inspectorate (US$1.26) and the Social Fund (free of charge). Legal
entities follow the same registration requirements, but first are required to register at
the Ministry of Justice, (free of charge) which is obliged to provide a registration
certificate within ten days of receipt of all required documents. This is also
supposed to be done free of charge (RBES 2000, 10).

Evidently, the formal registration process is fairly inexpensive and prompt.
However, formal rules are only part of the story. North (North 1990) reminds us of
the importance of informal institutions that frequently shape the actual costs of
business transactions. The survey results show that in reality the costs of registration
are much higher than they are written in the laws. According to Figure 2, the
registration costs including both official and unofficial payments far exceeded the
official costs. For example, 31 percent of individual entrepreneurs and 32 percent of

legal entities paid around US$20 (around 1000 Kyrgyz soms) to register their
businesses, which is five times higher than the official cost (US$4.19). About seven
percent of individual entrepreneurs overpaid the official costs 50 times (U5$209) to
set up their business activities.

TABLE A. FORMAL V5. INFORMAL TIME AND COST OF REGISTRATION

Average Official and

Total Official Unofficial
Cost of Registering (U.S. 8) US$4.17 US$59.12
Time to Register (days) No more than ten days 15 days

Although the actual duration of registration was only slightly longer than the
official duration, the actual costs of registering a business far exceeded the official
costs. According to Table A, firms on average spent about 14 times higher than the
official costs, indicating a high degree of rent seeking among registration
authorities. About 27 percent of respondents admitted they were forced to make
unofficial payments to registration authorities in the form of bribes, gifts and
rendering other services along with official registration payments (RBES 2000, 13).
Interestingly enough, the highest average costs were in the retail trade (US$72.46),
transportation (US$67.99) and wholesale trade (US$67.4) in which individual
entrepreneurs predominate (see Figure 3). The lowest average costs were in
consulting and construction. The same sectors that spent more money, also spent
more time to commence their businesses (compare Figures 3 and 4).

Moreover, the lack of information on the cost, time and procedures of
registration can explain the difference between formal and informal payments. The
survey respondents pointed out that they were not well informed about the
registration process or considered it perplexing. Of the total number of businesses,
only 29 percent were fully aware of the registration procedures while 39 percent had
insufficient information, and the remainder knew nothing about registration process
(RBES 2000, 10).

REGULATION OF BUSINESSES

Stone, Levy and Paredes argue that regulation and bureaucratic red tape are one of
the main obstacles to economic efficiency. They stated, that “excessive regulation
may create a generalized drag on all businesses or may favor some kinds of
businesses over others, either as an integral consequence of implementation or as a
result of the structure of costs imposed by regulations” (Stone, Levy and Paredes
1996, 106). Regulation can take different forms in different countries. In the Kyrgyz
Republic, the main forms of regulations are licenses, permits, certificates, business
inspections and other forms of government intervention.

Licenses are required for certain businesses to legally commence their operations
in certain activities. These activities are listed in the Law of the Kyrgyz Republic




“On Licensing,” which was just amended on January 18, 2001, The new Law on
Licensing reduces the number of activities subject to licensing from 62 to 29 (RBES
2000, 16). By the time the survey was conducted, the previous law was in effect,
meaning there were 62 activities subject to licensing. The survey revealed that
licensing was a pervasive requirement for many business activities. Over 60 percent
of respondents indicated that they had to receive a license or licenses for the type of
business activity they conducted. Some respondents indicated that, by law they were
required to receive it but found it more expedient to continue working without a
license by bribing supervisory government bodies. Researchers excluded these
respondents from the analysis and examined those respondents who were directly
involved in the process of obtaining a license or licenses (RBES 2000, 16).

Nearly 60 percent of licensed businesses considered the requirements and
procedures of licensing the most difficult problem, followed by the cost, time and
renewal of licenses (RBES 2000). The average time for obtaining a license was 21
days and the average cost was about US$76 with the most expensive licenses in
transport, construction, manufacturing and food processing sectors. In the
construction and transport sectors more than 25 percent of respondents paid above
US$160 to obtain licenses (RBES 2000). In addition to these formal payments, 42
percent of respondents admitted that they were required to make non-official
payments, while almost 20 percent of them admitted they directly paid officials who
were in charge of issuing licenses. It was mainly because entrepreneurs preferred
paying bribes to going through complicated procedures each time when the licenses
could only be issued for a short period of time (Figure 5 shows that 74 percent of
respondents had a license or licenses only for a year).

Overall, obtaining licenses in the Kyrgyz Republic is more problematic than the
registration process. The registration agencies and procedures are clearly identified
as well as the cost and time of registration are fixed. In contrast, each licensing
agency determines separately the costs of licenses. Some licensing bodies have
fixed costs while others require applicants to receive the approval of on-site
inspections, experts’ opinions, different signatures, efc. In other words, the licensing
is highly uncoordinated providing incentives for each agency to compete for rents
by creating onerous regulations and obligations to be able to collect as much rents
as possible.

Certification is another form of the government regulation. Certification
requirements encompass a host of imported and exported goods and services. The
main certifying body is Kyrgyzstandard (formerly Gosstandard). Kyrgyzstandard
can also accredit other government agencies to perform certifying functions.
According to the survey, almost 49 percent of respondents were required to obtain
certificates from various state bodies and almost half of all respondents were
required to obtain from one to four certificates with the average of six (RBES 2000,
22). Officially, certificates could be received less than in one week but in many
instances it took from one to four months. The average cost of certification was
around 80 percent. The highest costs were in the transportation (US$160) and
wholesaling (US$110) sectors (see Figure 6). Moreover, certificates were given for
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a short period of time meaning that businesses had to repeat the process regularly,
which increased the opportunities for certifying agencies to engage in rent seeking
and provided incentives for businesses to bribe certifying agencies. The RBES
(2000, 27) concludes that, although certification is a necessary mechanism to protect
health and safety of citizens, it is complex and expensive (for the most difficult
aspects of certification process, see Figure 7). Furthermore, certification serves no
useful purpose if there are ways of overcoming them. If the goods do not comply
with the required standards, entrepreneurs pay bribes to overcome this obstacle. 40
percent of respondents paid unofficial costs to obtain certificates and in many cases
simply avoided them altogether by paying bribes to certifying agencies.

In addition to licenses and certificates, there are other government requirements
such as health and sanitary permits, fire permits, architecture and construction
permits, land use permits and a variety of other regulation requirements (RBES
2000, 28). These government requirements are often not included in official
normative documents and thus create additional uncertainties for entrepreneurs.
The most difficult permits to obtain are those issued by the Sanitary and
Epidemiological Stations (SES) and Kyrgyzalko (agency regulating businesses that
produce or distribute alcohol beverages) (RBES 2000). Both the SES and
Kyrgyzalko are considered to be the most corrupt agencies. Interestingly enough,
businesses required to obtain permits from the SES and Kyrgyzalko are also
considered to be as the most corrupt. Overall, the average cost of permits was
around US$77. The process of issuing was non-transparent and in many cases
arbitrary in its application. It is no wonder therefore, that about half of the
respondents admitted that they made unofficial payments to receive permits.

GOVERNMENT INTERVENTION

The Kyrgyz government has introduced legislation limiting planned inspections to
only five government agencies and requiring all other agencies to conduct
inspections in case of a citizen complaint (RBES 2000, 35). The National
Commission for the Protection and Development of Competition (CPDC) is
established to issue an inspection permit for government agencies. Besides,
inspecting agencies are forbidden to conduct more than one inspection per year on a
single business entity. This formal regulation aims at limiting government
intervention and is supposed to be enforced by the introduction of an Inspection
Logbook that each agency or inspector is obliged to complete after the inspection
(RBES 2000).

Although formally the rules of inspection are fair enough, in reality inspections
are very onerous. In particular, respondents were concerned with the taxation and
SES inspectors who were also the most frequent visitors (see Figure 8). The average
costs spent in six months for inspections by firms were around US$126. with the
most expensive payments made by entrepreneurs in the transport sector (amounting
to US$400 on average). Although legally inspectors are obliged to receive
permission from the CPDC, inspectors conduct inspections without permission all




the time. The presence of the CPDC seems nominal from the results of the survey.
Most respondents simply did not know about this procedure and never asked
inspectors if they had the permission to inspect. 39 percent of the respondents knew
nothing about the CPDC and 29 percent were pessimistic about proving anything.
42 percent of businessmen did not appeal unjustified decisions because they were
afraid of negative consequences, and the other 42 percent were concerned about
large court expenses and did not trust courts at all. Those, who appealed to courts,
were unsuccessful in any way (RBES 2000). Because inspectors can easily impose
very high transaction costs, entrepreneurs pay bribes regularly and try to establish
relationships with the inspectors.

In addition to inspections, the government officials intervene in the private sector
in many other ways. Professor Nishanov calls them — “informal or subtle forms of
intervention” (RBES 2000). Despite the fact that formal inspections on each
business entity can be done only once a year, they are done once every three weeks
on average (see Figure 9). Not surprisingly, the tax inspectors have the hi ghest rate
of visits. 52.7 percent of respondents considered tax inspections as the most
disruptive form of interference, followed by permits (43.8 percent) (See Figure 10).

FIGURE A. COSTS OF DIFFERENT FORMS OF BUSINESS REGULATIONS
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Source: Regulatory and Business Environment Survey 2000,
Note: 47.8 Kyrgyz soms equal to US$1 (exchange rate in 2000),

According to Figure A, firms incurred the highest costs from inspections. On
average entrepreneurs spent around US$419 to comply with government
regulations. This does not include the opportunity costs spent by businesses in terms
of human resources allocated on recurring permit and certification costs. It is
important to note that more than US$400 dollars a year spent by small enterprises
may easily drive them out of business or push them to operate in the shadow
economy (RBES 2000). Thus, the potential costs placed on small sized enterprises

are high. The costs are especially high when entrepreneurs deal with inspections and
permits.

M

COMPARATIVE SURVEY: COUNTRIES IN TRANSITION

Joel Hellman, Geraint Jones, Daniel Kaufmann and Mark Schankerman (Hellman,
Jones, Kuulmuann, and Schankerman 2000) summarize the results of the Business
Environment and Enterprise Performance Survey (BEEPS)® across 20 transition
economies,” assessing governance and corruption from the perspective of firms.
The survey was extensively piloted in each of the countries to ensure that
respondents understood the questions correctly.'” Researchers selected firms
randomly from business directories and conducted the initial screener questionnaire
by telephone to identify firms fulfilling the quota restrictions (for quota restrictions,
see Hellman er al. 2000, 4). They also made all efforts to include different types of
firms including ex-state firms, new-private firms, firms with foreign direct
investment and firms from different regions (for the sample composition and other
methodological issues, see Hellman et al. 2000).

I use the results of this survey for a comparative purpose to test for validity of
the RBES survey results and generalize the findings to other post-Soviet countries.
The survey questions have two parts: (1) questions related to institutions and
policies at the macro level; and (2) questions related to bureaucracy, state
intervention and corruption at the micro level. The focus of this paper is on the
interaction of the state with firms at the micro level. However, let's briefly describe
the interaction between the state and firms at the macro level.

Firstly, the BEEPS results verify the proposition that firms participate in corrupt
activities all the time in the post-Soviet societies.'' Secondly, the BEEPS show that
firms prefer the rule of law to uncertainty and corruption.'” Thirdly, firms view the
government as the main obstacle for doing business.”” It is also clear that the state
and firms view differently the role of market institutions and rules. The state is
reluctant to change the existing status quo, but firms want to work on different
modus operandi. Unfortunately, the legacy of the power of the state in all of the
formerly communist countries makes the desire of the firms to change the status quo
almost impossible, or, at least, incremental at this point. However, the change in the
perception of the firms to value the rule of law is a positive trend.

John Nye, Professor of Economics at Washington University in St Louis,
reminds us of the importance of the micro-level analysis for understanding broad
issues such as corruption (Nye 2003). In verification of Pr. Nye's words, the
analysis of the RBES survey has showed that the microanalysis of separate forms of
interuction of government agencies with the private sector through registration,
regulation and government intervention has allowed us to examine the variation of
corruption from one area to another, which we could in no way capture by looking
at the maero level data such as a corruption index or a composite of corruption
indexes, i@. Indeed, the question is no longer about whether corruption exists or
not, but It §§ about the magnitude of corruption, and only the questions asked at the
micro level ean capture this magnitude.

The RBES has already showed that individual entrepreneurs and legal entities
face the .pablem of incomplete information on registration process and government




regulations. The BEEPS results confirm that 40 percent of fivms in the Kyrgyz
Republic agreed that it was hard to obtain information, while only 11 percent of
firms agreed that they could obtain information easily (see Figure 14). The Kyrgyz
Republic is ranked third in terms of the lack of information on government
regulations. In other formerly communist countries less than 40 percent of firms
agreed that information was lacking (except Lithuania and Ukraine).

The RBES has showed that in the Kyrgyz Republic, the state intervention is one
of the major obstacles to the operation of the private sector. In particular, the
government inspections, permits, licenses and certifications were the most onerous.
Hellman et al (2000, 32) notes, that the opportunity cost is high for senior managers
in spending their time dealing with government agencies because the time can
otherwise be allocated to productive activity. Figure 15 shows that the Kyrgyz
Republic is ranked seventh after Ukraine (1), Kazakhstan (2), Moldova (3), Russia
(4), Lithuania (5), and Uzbekistan (6) in terms of the average percentage of time
spent dealing with government officials. The situation is better in Eastern Europe
and the Baltic States (except Lithuania) than in Central Asia.

The RBES has also provided evidence that in the Kyrgyz Republic unofficial
payments are high in the areas of inspections and permits. The BEEPS demonstrates
that in the Kyrgyz Republic, firms spent 53.5 percent of the proportion of bribes on
tax inspections plus 7.4 percent on health and fire inspections. The procedures on
licenses were simplified and, therefore, in the Kyrgyz Republic firms paid fewer
bribes on licenses than firms in Kazakhstan and Uzbekistan (see Table 2).

TABLE B: THE AVERAGE PROPORTION OF BRIBES SPENT ON EACH SERVICE

Regions Licenses Taxes Contracts Courts Legislation
Influence

Central Asia 18.8 339 9.1 7.5 Il

Eastern Europe 26.6 8.6 23.1 8.16 33

Naote: for detailed information, see Table 2.

The problem of corruption is pervasive in the government-business interactions
in the formerly communist countries. Figure 16 illustrates, that most of the time
firms paid bribes to government officials. Overall, most firms in all of the formerly
communist countries paid bribes without exclusion, Central Asia and Caucasus,
ranking the highest and Eastern Europe, ranking the lowest on the corruption
continuum. The Central Asian countries, in general, paid more bribes on taxes,
while Eastern European countries spent fewer bribes on taxes but more bribes on
courts, legislation influence and licenses (see Table B above). The economic
backwardness of the Central Asian countries may partially be due to the inability of
the governments to establish the transparent and effective tax system which could
generate revenues for the government to invest in physical, human and institutional
capital of the countries.

CONCLUSION

The survey results show that the mere presence of formal laws and regulations are
only a part of the story in understanding the business-government transaction costs.
It is obvious that informal constraints determine the bulk of costs on entrepreneurs
in the Kyrgyz Republic. However, it is still unclear whether the full enforcement of
formal regulations can reduce the level of corruption but it is obvious that it is too
costly to enforce all formal institutions and indeed the informal norms or
internalization of these norms should accompany formal institutional reforms.

In spite of the existence of the simple formal rules and regulations in certain
areas such as registration, entrepreneurs resorted to informal arrangements
especially in making payments. However, the registration process was the fastest
and the least burdensome among other forms of the government business relations.
Indeed, the mixture of cumbersome regulations, uncoordinated regulatory activities
with opportunities for rent seeking, especially in such areas as tax inspections and
permit issuance, increased substantially the costs and time of doing business. Thus,
the relationship between simplicity and inefficiency can be spurious because the
lack of transparency and availability of formal rules undermine the effectiveness of
simple formal rules and régulations. In a corrupt environment it is unclear whether
the simplification of rules decreases the actual costs in government business
interactions but it can at least speed up the process as it is the case in registering
businesses in the Kyrgyz Republic. Overall, the combination of simple, transparent,
available (accessible) and enforced formal rules and regulations seem to decrease
the costs of doing business.

Obviously, the state plays a crucial role in institutional change by enforcing
simple, transparent, and accessible formal institutions as long as these institutions
become dominant modes of political, social and economic activity. However, the
state should be exempt from corruption and rent seeking itself before it enforces
formal rules on others. Unfortunately, corruption and rent seeking are deeply
ingrained in the higher echelons of the government pyramid in the Kyrgyz Republic.
The state is a political organization that can create institutions and enforce rules of
the game. However, it is costly for the state to enforce all the rules of the game. In
fact, in advanced capitalist societies, firms comply with most of the rules even if the
government does not control, forming a favorable and transparent informal
institutional environment. This indicates that the pure formalistic approach offered
by the Law and Development literature is not a guarantee of efficient business
transactions. Indeed, the role of informal norms is significant according to the
survey results.

Firms should view compliance with the rules more beneficial in the long run.
This is not the case in the Kyrgyz Republic. Even if the simple and well understood
formal rules exist, the government bureaucrats complicate the rules to seek rent and
exercise their power over firms. Although the formal rules have become more or
less consistent with the market economy, the informal state interventions and



regulations make firms evade the rules and involve in different types of corrupt
activities.

Therefore, under this noncompliant system, the shadow economy is the main
way of economic life; and unpredictability, favoritism, and instability are norms
rather than exceptions. Overall, the noncompliant system has more costs than
benefits on all members of the society. Unfortunately, the incentive structure that
fosters noncompliant behaviors continues to dominate in the Kyrgyz Republic,

resulting in lost output and a growing disparity in wealth. The prevalence of

predatory activities is the main obstacle to the healthy functioning of the private
sector. When the main custodians of law such as the government officials and
lawyers constantly engage in non-compliant behaviors, the system becomes
unpredictable and unstable. They take it as it is and if possible participate in the
creation of new mechanisms of noncompliance. This is a self-sustaining system that
ensures the survival of those who are part of this predatory environment. Thus, the
both the state and firms are in “vicious circle”.

ENDNOTES

L. For a detailed description of the Kyrgyz Republic, see Appendix, Map 1 and Table 1.

2. Institutions in a society provide the rules of the game that shape the incentives for
individuals to engage in productive or destructive activities. Institutions can be formal
and informal. Formal institutions are written or codified rules and informal constraints
are unwritten norms of conduct. In other words, formal institutions are rules that
humans devise to provide a framework within which human interactions take place.
Informal constraints are norms and codes of behavior that humans naturally follow -
North (1990).

3. The World Bank and the Office of the Chief Economist at the EBRD jointly developed
the BEEPS questionnaire for the transition economies - Hellman et al. (2000): 4.

4. By the formerly communist countries, I mean the formerly socialist countries of Eastern
Europe and the U.S.S.R. By the post-Soviet countries 1 mean specifically the former
countries of the U.S.S.R.

5. De Soto (2000) calls the shadow economy an extralegal sector that constitutes a major
bulk of the GDP in most developing countries. He reports that the extralegal market in
Russia and Ukraine accounts for 50 percent of GDP and 62 percent in Georgia. There is
no exact data on the extralegal market in the Kyrgyz Republic but if one walks down the
streets of the Bishkek city, capital of the Kyrgyz Republic, one cannot avoid seeing
extralegal cafes, shops and other services. To see the representation of extralegality in
its full fashion, one should visit the “Osh bazaar” (the biggest market in the capital city).
Thus, it will be no surprise if the extralegal sector in the Kyrgyz Republic approximates
or exceeds those of Russia, Ukraine or Georgia.

6. Leitzel (1997) reminds us that the violation of rules which constraint the voluntary
exchange~ in the absence of negative third party effects may actually have positive
economic effects. For example, some scholars argue that corruption can be efficiency
enhancing. They argue that corruption allows firms to avoid burdensome regulations or
confiscatory tax rates and thus decreases the transaction costs for the firms that bribe.
The problem is that it does not take it into account the long-term effects that the practice
of corruption can have on the broader reforms. For instance, in most cases corruption

has third party effects such as the costs can fall disproportionately on smaller firms and
externalities far exceed the benefits in the long run. Firms may also choose to evade
both cumbersome and good regulations, causing a shift of economic activity from the
formal into informal sector - World Bank (1997). .
According to the National Bank of the Kyrgyz Republic the average exchange rate of
Kyrgyz som/$US during the year 2000 was 47.8. However, it is im;?orlunl o note that
the purchasing power parity is not considered and thus the value of a dollar is higher
than it may seem in the paper.

8. The World Bank and the Office of the Chief Economist at the EBRD jointly developed

the BEEPS questionnaire for the transition economies - Hellman et al. (2000): 4.

9. The survey examines the following countries: Armenia, Azerbaijan, Belarus, Bulgaria,

Croatia, Czech Republic, Estonia, Georgia, Hungary, l(azakhstan‘. The Kyrgyz
Republic, Lithuania, Moldova, Poland, Romania, the Russian Federation, the Slovak
Republic, Slovenia, Ukraine and Uzbekistan.

10. A sub-sample of respondents was telephoned on the following day and the responses to
key questions checked for consistency as a quality-control measure - Hellman et al.
(2000): 4-5,

11. For the first time, the survey measures grand corruption defined as “private payments to
public officials to influence the content of the basic rules of the game (i.e. Iegi‘slation.
rules, laws or decrees” - Hellman er al (2000): 19. Figure 11 shows the degree of sale of
parliamentary votes on laws and presidential decrees to private interests. The presence
of this practice i1s an indication of grand corruption. Obviously. gand corruption is
present in all transition countries with particularly high indication in Azerbaijan and
Ukraine. : !

. Figure 12 indicates the desire of firms to eliminate corruption, crime and regulations in
almost all of the transitional countries. It means that firms want to operate undt_ar
transparent formal rules rather than under corruption, crime and excess_ivc _burfaucralnc_
regulations. Hellman e al (2000) admit that the responses to the question in Figure 16
in reality underestimate the true costs imposed on firms by the institutional failures.

13. Figure 13 also illustrates the general dissatisfaction of firms with the ccmrgl
government. For instance, about 85 percent of the firms in the Kyrgyz chuhl_lc
consider the central state very unhelpful, 25 percent consider mildly unhelpful in
comparison with about 9 percent that think that the central government is helpful and
less than two percent that consider it very helpful. It is evident that the central
government poses a huge hindrance to firms.
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APPENDIX

Mare 1. The Kyroyz Reeuniic

Source: Comprehensive Development Framework of the Kyrgyz Republic to 2010 National Strategy. The Report
Conducted in Direct Contact of Many International Donors such as the WB. IMF, ADB, EBRD and others, 2001,

Taste 1. ThiE Kyrayz RepusLic AT A GLANCE

Geographic, Natural and Climate conditions

Location
Neighboring countries

Total surface area

North-Eastern part of Central Asia
Kazakhstan, Uzbekistan, Tajikistan and China

199 900 square km

90% of the territory is located 1500 meters above sea level.

Physical geography
Mountains divide the country into Northern and Southern zones
Use of land 53.9% is agricultural land, of which 12.7% is arable, 5.1% - foresis,
4.3% - water, 36.7% - others
Population

Population, mid-year
Population density
Population growth rate
Ethnic composition

Language

4907.6 thousand
24 persons per | square meter
(.8 % average per annum

64.8% Kyrgyz, 13.8% Uzbek, 12.5% Russian and 8.9% others

State language - Kyrgyz, official — Russian




TABLE 1. THE KYRGYZ REPUBLIC AT A GLANCE (CONTINUED) FIGURE 1. TIME OF REGISTRATION

Structure of State ’

Establishment of Independent state since 1991,

statehood . Constitution adopted in May 1993.

Hesd ptagty President (general and direct elections for S years) Individual
ks ; ; ; entreprensur

Legislative power Bicameral Parliament - Jogorku Kenesh of the Kyrgyz Republic of o

105 MPs elected for 5 years. Legislative Assembly of 60 MPs, 15
places given to political parties. People’s Representatives Assembly
of 45 MPs
Executive power Government of the Kyrgyz Republic
Head of the Government — Prime Minister of the Kyrgyz Republic
appointed by the President of the Kyrgyz Republic with the consent
of the People’s Representatives Assembly of Jogorku Kenesh
Judiciary Constitutional Court of the Kyrgyz Republic,
Supreme Court of the Kyrgyz Republic,
Superior Arbitrary Court of the Kyrgyz Republic,

ELegal entities

Local courts About 2 About 4 More
Bilateral and multilateral The Kyrgyz Republic is a member to UN, CIS, OSCE, WTO, WB, weeks weeks weeks than 4
relations IMF, ADB, EBRD, IDB and other international organizations and . weeks

maintains diplomatic relations with 67 countries.

Source: Comprehensive Development Framework of the Kyrgyz Republic to 2010: National Strategy. The Report| Source: Regulatory and Business Environment Survey. Report prepared for USAID — ARD/Checchi. Conducted by
Conducted in Direct Contact of Many International Donors such as the WB, IMF, ADB, EBRD and others, 2001. Vitaly Nishanov 2000,

TABLE 2: THE AVERAGE PROPORTION OF BRIBES SPENT ON EACH "SERVICE" FIGURE 2. COST OF REGISTRATION (INCLUDING OFFICIAL AND UNOFFICIAL PAYMENTS IN SOMS)
Country g::_’:;zc License  Tax Contract  Custom Court i::’w Fhe ::;:;r:f:n Other
Armenia 1 10 Al 3 14 5 3 3 18 |
Azerbaijan 9 20 32 17 9 6 4 2 0
Belarus 10 30 28 7 7 4 14 0 0 More than 10,000 By iihout an
Bulgaria 8. 23 14 7 12 14 8 3 3 intermediary
Croatia 9 7 7 45 11 9 4 4 5 Up to 10,000
Czech-Rep 8 16 7 43 6 7 9 2 2 Up 1o 7,000
Estonia 2 27 6 35 15 3 4 6 3 :
Georgia 1 18 29 4 10 11 10 7 0 Up to 6,000 EWith an
Hungary 7 d4 i i 14 i 1 5 g L intermediary
Kazakhstan 11 23 20 5 14 13 10 1 3 .
Kyrgyzstan -] 15 54 7 5 5 7 1 0 Up to 4,000
Lithuania 14 9 16 5 15 9 18 4 11
Moldova 15 30 21 4 10 9 7 2 2 B8 103,000
Poland 7 26 9 18 16 10 6 o+ R Up to 2,000
Romania 16 40 6 8 15 5 6 3 1
Russia 12 20 19 11 9 11 12 3 4 Up to 1,000 2
Slovakia 6 33 10 18 12 TR 1 3 ' e % % sk asi
Slovenia 7 25 4 36 9 5 6 8 0 s Dl b
Ukraine 10 21 26 10 12 7 10 3 1
Uzbekistan 9 18 28 15 11 5 12 1 1 . - - ]
Overall 11 22 19 15 12 8 8 3 3 Note: Accardiing 1o the National Bank of the Kyrgyz Republic the average exchange rate ol Kyrgyz som/3uUS

during the year 2000 was 47.8. However, it is important (o note that the purchasing power parity was no considered

4 i fran i Srsn ; 3 and thus the vilue of dollars indeed have much higher vilue than they may seem in the paper. :
gﬁrmc;ii£=1];na3n S::f:‘ ({::t?n;(}gﬁ\gnﬁm mdmﬁ?:;ﬁel}a;nc}shiﬂm:;c Bus;n::: %nyﬁﬁf i]::o »I‘:::J:;% Source: Ke uul%ﬂd Business Environment Survey. Report prepared for USAID ~ ARD/Checchi. Conducted by
Economies. The World Bank Policy Research Working Paper 2312, 2000. Vitaly Nishanow !

Note: Numbers are rounded to the nearest tenth,




FIGURE 3, AVERAGE COST OF REGISTRATION 1Y S1C 10K (IN Soms) FIGURE 8. AVIRAGHE VALIDITY OF LICENSES
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Source: Regulatory and Business Environment Survey. Report prepared for USAID — 'Checchi, Conducted by
FIGURE 4. TIME OF REGISTRATION BY SECTOR (IN DAYS) VRS

FIGURE 6. AVERAGE COST OF CERTIFICATES BY SECTOR (IN SOMS)
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FIGURE 7. PROBLEMS WITHE OITAINING Crrnmearns 9. GOVERNMENT INTERFERENCE/CONTAC T WIH GOVERNMENT OFFICIALS
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Professional Manager Consulting and Edited? by Vitaly Nishanov 2000,
FIGURE 8. THE MOST FREQUENT INSPECTING AGENCIES
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F1GurE 11, GRAND CORRUPTION (COMPOSITE INDEX OF STATE CAFITURE)
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Source: Hellman Joel, Jones Geraint, Kaufmann, Daniel, and Schankerman, Mark. Measuring Governance,
Corruption, and State Capture: How Firms and Bureaucrats Shape the Business Environment in Transition
Economies. The World Bank Policy Research Working Paper 2312, 2000.
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FIGURE 12. THE DESIRE OF FIRMS TO STRUGGLE WITH CORRUPTION
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Note: Question asked: Would you pay additional taxes (o eliminate corruption, ¢crime and excessive regulations?
Source: Hellman Joel, Jones Geraint, Kaufmann, Daniel, and Schankerman, Mark. Measuring Govermnance,
Corruption, and State Capture: How Firms and Bureaucrats Shape the Business Environment in Transition
Economies. The World Bank Policy Research Working Paper 2312, 2000.

FIGURE 13. THE FIRMS" PERSPECTIVE ON THE CENTRAL GOVERNMENT
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FIGURE 14. [INFORMATION THAT FIRMS POSSESS ON GOVERNMENT REGULATIONS
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FIGURE 18, AVERAGE PERCENTAGE OF TIME SPENT DEALING WITH CIOVERNMENT OFFICIALS
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Note: Question asked: What percentage of senior management’s time per year is spent in dealing with government
olficials about the application and interpretation of laws and regulations? :

Source: Hellman Joel, Jones Geraint, Kaufmann, Daniel, and Schankerman, Mark. Measuring Governance,
Cormuption, and State Capture: How Firms and Bureaucrats Shape the Business Environment in Transition
Beonomies. World Bank Policy Research Working Paper 2312, 2000.

FIGURE 16. PROPORTION OF FIRMS ADMITTING TO PAYING BRIBES

Note: Question asked: Proportion of firms admitting to paying bribes?

Source: Hellman Joel, Jones Geraint, Kaufmann, Daniel, and Schankerman, Mark. Measuring Governance,
Corruption, and State Capture: How Firms and Bureaucrats Shape the Business Environment in Transition
Eeonomies. The World Bank Policy Research Working Paper 2312, 2000.
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KAZAKHSTAN AND THE CASPIAN SEA LEGAL DISPUTE

EMMANUEL KARAGIANNIS. AND USEN SULEIMENOV™

Sinice the disintegration of the Soviet Union in 1991 led to the independence of three new
countries bordering the Caspian, the littoral states - Azerbaijan, Iran, Kazakhstan, Russia, and
Turkmenistan-—have been unable to agree on a legal framework governing the use and
development of the Sea’s oil and natural gas reserves. From a legal perspective, the key issues
include: whether, in the absence of a new legal convention, treaties signed between the former
Soviet Union and Iran are siill in force and thereby govern current development rights; and
whether the Caspian is a body of water covered by UN Convention on the Law of the Sea,
which does not cover inland lakes. The main difference of opinions among the five linoral
countries lies in the uneven distribution of potential cil and natural gas riches in the region.
The article describes the complex negotiations that have taken place among Caspian states
since the early 1990s, focusing on Kazakhstan's strategy.

KA3ZAXCTAH U IOPUAHYECKHE PASHOI JIACHS B OTHOUIEHHHA
KACIHUHCKOro Mops

IMAHY b KAPATMAHUC U YCEH CYJIEAMEHOB

C 1ex nop, Kak pacnag Coserckore Coioza B 1991 1oy 03HAMEHOBAI HEIABHCHMOCTh TPEX HOBLIX
FOCYAAPCTE, HMEIOIIMX NOCTYTT K KaCHHHCKOMy MOPIO, HPHOPEKHEIC TOCYApCTHA — AsepOatikan, Hpan,
Kasaxcran, Poccwst 1w TypkmeHHeTan — Gnui He crocobnn npHiTI K eAHHOMY MHEHHIO 110 BOTPOCY
HCAOMLIOBAHKA 1 PAspaGoTKH HETHUEIX W TA30BKIX peeypeo Kacnufickoro mops. C HOpUaRHECKOil
TOMKH 3PeHHA, CACIYIOUHE ROMPOCH! ABJAIOTCA OCHOBHRIMIL,

¥  DPAHUMAR BO BHHMAHMC OTCYTCTHHE FOBRIX 3AKOHHBIX KOHBEHUN, AefCTBYIOT W TIPEskKHUE
AOTOBOPEHHOCTI MEMIY Coserceud Coozom 1 Hpasom # ONpEIEHAIoT JIH OHH HACTORUILHE
npasa Ha paspaboTky; _

> geiserca o Kacnuii BOAOEMOM, NOANAZAIONIMM MO KopHemKu0 Konsenuni O0OH no
MOPCKOMY 1TPaBY, KOTOPAs HE OTOBAPHEAET BHYTPEHHIX 03€p.

OCHOBHOE PA3NUMHE BO MHCHMSX NATH  NPUOCPEKHBIX  TOCYNApeTs KacaeTes uqﬂ_ammm

pacnpeaeeHis HeTAHEX W FA30RLX GOFATCTE peruofta. CTarsa ONMCHIBAET CAOKHEL NEPEroBoprbii
npoLece,  NPOHCXOMMBIUHIT MEKAY  KACIHACKHME  TOCYIApCTBAMH  C wauaia  1990-x  ronoe #
KOHLCHTPHPYET CBOE RHUMAHHE HA KAZAXCTAHCKOI CTpATeI v,

NTRODUCTION

he Caspian is a landlocked inland sea with no natural outlet to any other sea or
ocean. As a result of the break-up of the Soviet Union in 1991, five littoral states
now border the sea: Russia, Kazakhstan, Turkmenistan, Iran, and Azerbaijan. In
recent years the Caspian region has taken a special place on the world arena. The

September 11 events and the war against international terrorism added to the

strategic importance of the Caspian Sea, which is in proximity to Iraq and Afgha-
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nistan, the two main theatres of operations, Also, the Caspian is at the center of the
Eurasian transport corridor linking Europe with Central Asia and China.

Since the discovery of substantial oil resources in the North Sea a few decades
ago, no new world-class oil deposits had been found. However, this changed in the
early 1990s with a renewed assessment of Caspian Sea’s energy resources. The
Caspian has been seen as a new significant additional source of oil: its proven crude
oil reserves are 17-33 billion barrels, while its proven natural gas reserves arc
estimated at 232 trillion cubic feet (Energy Information Agency, 2003). Kazakhstan
sits astride the northeast portion of the Caspian Sea and claims most of the sea's
biggest known oil fields. Kazakhstan’s combined onshore and offshore proven
hydrocarbon reserves have been estimated to be between 9 and 17.6 billion barrels
(Energy Information Agency, 2003). Although only a minor world oil exporter in
2003, Kazakhstan is poised to become a more significant player in world oil
markets over the next decade.

Not surprisingly, the region has attracted the attention of leading world powers.
Imports from the Caspian Sea could diversify the supply of oil which would help to
maintain energy security and bring the benefits of increased competition to the
consumer. Diversification of supply could decrease the possibility that a political
upheaval in one country/region will significantly affect oil supplies and possibly
bring about a global economic crisis. Moreover, Caspian oil is ‘non-OPEC oil’,
meaning that supplies from this region are less likely to be affected by the price and
supply policies applied by the oil-exporting cartel. Flows of large volumes of
Caspian oil through non-OPEC lands would erode the power of OPEC, as well as its
ability to maintain high oil prices and to use oil as a mode of political blackmail. In
order for the Caspian region to realize its full oil and gas potential, however, the
littoral states must first agree on the legal status of the sea. The continuing
unresolved status of the Caspian has hindered further development of its oil and gas
resources, as well as the construction of potential export pipelines from the region.

Over the past twelve years, diplomatic negotiations and developments on the
ground have centered on two issues. First, should the Caspian Sea be delineated into
national sectors, drawn equidistant from coast lines, or alternatively, be subject to a
condominium arrangement? Second, should states divide completely the Caspian
into national sectors or the division be limited only to subsea resources, with joint
management governing the water column (i.e., fishing, navigation and
environment)? Although relevant literature seems to be abundant, in reality it is
general rather than specific.' The main aim of the present article is to examine the
Kazakhstani strategy towards the Caspian legal dispute.

In the beginning, this article will attempt to describe briefly the legal history of
the Caspian Sea. Then, it examines the international practice of dispute resolution
on boundary waters between states in other parts of the world, while analyzing the
implications for Kazakhstan. Finally, it analyses the negotiation process among
littoral states since 1991, focusing on the Kazakhstan's strategy.
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LEGAL HISTORY OF THE CASPIAN SEA BEFORE 1991

The Caspian has been described as both the largest lake and one of the smallest seas
in the world. It is 436,000 square kilometers in size, 1440 km long and an average
of 278 km wide. The Caspian Sea is 980 meters deep at its deepest, contains
approximately 77,000 cubic km of water, and has an average salinity of 13,000
ppm, or roughly one-third that of the ocean. (Micklin 2001, 44).

The history of the evolution and development of the legal status of the Caspian
before 1991 could conveniently be divided into two periods. The first is the pre-
Soviet period. In 1722, Peter the Great made the famous Persian expedition; as a
result, in 1723, the St. Petersburg Treaty was signed, according to which only
Russia could have its fleet on the Caspian Sea. The Russian-Persian wars of the 19th
century resulted in the conclusion of two treaties, which, in addition to fixing the
Russo-Persian land borders, regulated shipping rights in the Caspian. The first of
these treaties, the Golestan Treaty of 1813, barred Persia from deploying its naval
forces in the Caspian. The Turkmenchai Treaty, concluded in 1828 reiterated these
limitations on Persian shipping. In 1907, an Anglo-Russian Convention on
Afghanistan, Persian and Tibet divided Persia into a northern zone passed to
Russian influence and a southern zone passed to British influence. The Convention
reinforced Russia’s hegemony in the Caspian Sea.

The legal regime of the Caspian Sea remained unchanged until after the Russian
Revolution of 1917. The second period started when the 1921 Treaty of Friendship
between Iran and Russia abrogated all prior treaties and restored Iranian shipping
rights in the Caspian. Moreover, the treaty provided that Iranian crews may not
include citizens from third countries using their service aboard vessels under the
Iranian flag for purposes unfriendly towards the Soviet Union. Under the Treaty of
Establishment, Commerce and Navigation concluded by the two states on August
25, 1935, each party ‘reserves to vessels flying its own flag the right to fish in its
coastal waters up to a limit of ten nautical miles’ (Mehdiyoun, 2000).

The two countries reaffirmed the 10-mile fishing zone in the Treaty of
Commerce and Navigation on March 25, 1940. Beyond the 10-mile zone, fishing
was allowed only to Soviet and Iranian nationals. Exchanges of notes attached to
Soviet-Iranian treaties of 1935 and 1940 declared that the Caspian ‘is regarded by
the two governments as a Soviet and Iranian sea’ and that the ‘parties hold the
Caspian to belong to Iran and to the Soviet Union’ respectively (Clagett, 1995). The
meaning of these provisions in the two exchanges of notes was, plainly, that no third
state had any rights in the sea, including the right of navigation.

Before the 1940s, the Caspian Sea was known primarily for its fish stock and as
a part of the Russian and later the Soviet navigational network. It has been possible,
since the 1880s, to travel from the Caspian Sea to the Baltic Sea via a system of
rivers and canals. In 1952, after the completion of the Volga-Don Canal, it became
also feasible to travel from the Caspian Sea to the Azov and Black Seas. However,
one ambiguity about these treaties is that nothing was mentioned about the seabed
resources. The implementation of oil drilling off the coast of Azerbaijan in 1949
meant that the Caspian Sea became an important source of petroleum.




CASPIAN SEA OR LAKE?

seail;lzi:lzz c.arLy 1990s, there has been a debate about whether the Caspian Sea is a
ot y t;n wh?t is ic appropriate legal regime for its division. Geologists do
o i cl precise difference t!etw.een seas and lakes. Characteristics that have
o as relevant to the determination of whether a body of water is a sea or a
e include snzc,.sa!t content, depth, life span, method of formation and the
EXistence of a continental shelf. Therefore, it has been argued that the Caspian Sea
is aTs}?ltwater lake rather lh.an a sea because of certain geological characteristics.
- :n tl ?EZ[hUN Convepnon on the Law of the \‘:’.ea applies to all seas and oceans.
s 'e qunvenzlon, coastffll states 'are’cnlltled to the following rights to the
bl sovm' its resources: (i) a territorial sea, over which the coastal state
e ﬁreig:my (A_mc],e. 2); (ii) an exclusive economic zone, in which the
o as “sovereign rights for the purpose of exploiting, conserving and
e sega begd ae:dn.altural resources . . . of the waters superjacent to the seabed and of
e statel its ‘subs‘o:l (Al_'tlcle. 56); and (iii) a continental shelf, over which the
| i xcrcrse,s sovereign rights fpr the purpose of exploring and exploiting
iy sources” (Article ?7.). The rights of a coastal state over its continental
) kg ;xtend_ to.lhc superjacent waters or the air space above those waters
e shoré]' territorial sea can cxtenfi up to 12 nautical miles from the coastal
e Selne. The ex;:luswe economic zone extends beyond and adjacent to the
e SE. hcup to 200 nautical miles from coastal state’s shoreline. The
i i elf extends thrpugho_ut the natural prolongation of a coastal state’s
S l;y, 31’ for 200 na!Jtlcal miles where the outer edge of the continental shelf
5 Cx end up to that d'lstance.
it s:)d Sg:\:enc:mn coma‘ms speciﬁf: provisions governing enclosed seas. An
£ cnnnecte:is efined as ‘a gulf, basin or a sea surrounded by two or more states
ey tt[) an?otf!f:r sea or ocean b)_/ a narrow Pullet or consisting entirely or
S (yAn 1 e ]ezmtondl seas and faxcluswc_: economic zones of two or more coastal
g ce 2?. The‘ Convention prpwdes that states that border on enclosed
2 S oi?pcrd.te w1t_h each other in the ex.ercise of their rights and in the
M o lhEI'l' duties under the Convention, as described above, If the
i kg ;§dcgn_31dered to be an enclosed sea, then, under the Convention, it
it lded into the territorial sea, the exclusive economic zone and the
mer_nal shelf of each coastal state, to the extent possible and without infringin
on the_ ri ghts of the other coastal states. i
rig}ftfsugrl:n:le(: [posliible for the states arm_md an enclosed sea to fully exercise the
g 10(; em under the Convention, because doing so would overlap with
i so%:; t{xe to other cn:::slal states, then the states must cooperate to reach
s 0;(::11. Unfjer. Article 15 of the Convcnlion. which discusses the
s {:i t‘erntonal sea between states'wuh opposite or adjacent coasts, the
sl poimg%ﬁ'ﬂ h.ls t!lal thcl states extend their territorial seas to the ‘median line
e which is equ:c%:sta!n[ from the nearest points on the baseline from
the breadth of the territorial seas of each of the two states is measured’.

Articles 74 and 83 of the Convention provide that a state, that cannot fully exercise
its rights to an exclusive economic zone or a continental shelf without impinging on
the rights of another state, shall define these rights by agreement with the other state
and that this agreement must be based upon international law, as defined in Article

38 of the Statute of the International Court of Justice.
Examples of past practice in which coastal states divided enclosed seas into

national sectors include the Black Sea, which has been effectively divided into the
territorial seas of Ukraine, Russia, Romania, Bulgaria, Turkey and Georgia by
bilateral treaties and the Dead Sea, which has been divided between Israel and
Jordan by treaty. In both examples, the seas were divided by extending the land
borders between the coastal states, rather than at the midpoint of the sea.

If it is determined that the Caspian Sea is not a sea but a lake, then the
Convention would not apply to it. There are about a hundred inland bodies of water
whose coast is shared by two or more countries. Under international law, as
reflected in the past practice, lakes that are bordered by more than one state could be
divided between the states by agreement, and either in accordance with the borders
of the states as they intersect the lakes or at the midpoint of the lake.

The regimen has been followed with regard for example to Lake Victoria, which
was divided by former colonial powers into what is now Ugandan, Tanzanian and

" Kenyan territory. The boundaries are now accepted as legitimate by the three states

and have been recognized by the international community. Each country is entitled
to exploit the resources of its section of the lake, including subsea resources, subject
only to the limitation that certain environmental issues are subject to the oversight
of a consultative body. In Europe, Lake Geneva is divided into Swiss and French
territory, Lake Constance is divided into Swiss and German territory, and Lake
Lugano and Lake Maggiore are divided into Swiss and Italian territory. In all cases,

~each of littoral states is free to exploit any resources which are found on its side of

the lake. In North America, Lakes Superior, Erie, Huron and Ontario were divided
into U.S. and Canadian territory by the Peace Treaty between the United States and
the UK on September 3, 1783. In Latin America, the five lakes which border on
both Argentina and Chile have been divided between the two countries.

On the other hand, Lake Titicaca, under the 1997 treaty between Peru and
Bolivia, is shared and collectively utilized by the littoral states. However, border
lakes are as a rule divided by national borders. There are three ways to divide the
Caspian:

1. Dividing the Caspian Sea into equal parts. According to this view, the
sea should be equally shared by the littoral states, in a way that each of
them own 20 percent of the Caspian. This method, supported by Iran, is
based on the 1921 and 1940 treaties because according to them the
Caspian Sea had been considered an Iranian-Soviet sea and used equally
by both countries. Therefore, any future agreement should provide to
each country an equal share of the sea.

2. Dividing the Caspian Sea based on the hypothetical line of Astara-
Hosseingholi and the interior divisions formerly used in the USSR. This



method, promoted by Azerbaijan, suggests that the Caspian Sea was
divided in the past and no further division is required. It holds that the
sea borderline between Iran and the Soviet Union before 1991 was clear
and the line extending along the two countries’ borderlines from the city
of Astara in the west to the Hosseingholi gulf in the east formed the
border. With respect to the sea borders of the newly independent states, it
is argued that the Soviet government determined the sea border for each
republic in 1970 and the same borderlines are still applicable.
Kazakhstan's share of the Caspian was 113,000 square kilometers. The
shares of the other republics were as follows: Russia, 64,000 sq. km,
Azerbaijan, 80,000 sq. km, Turkmenistan, 80,000 sq. km.

3. Dividing the Caspian Sea according to the median line. According to this
method, the sea should be divided along the median line, which has the
same distance from both opposite shores. Should this method be adopted.
Kazakhstan's share of the Caspian Sea would be 29 percent, while Iran’s
would receive 13.4 percent, Azerbaijan 19 percent, Russia 19 percent and
Turkmenistan 18.6 percent.

Thus, two variants of solution of the Caspian Sea legal status problem are
possible. Under the first, the Caspian can be considered as an enclosed sea, and in
this case the provisions of the UN Convention on the Law of the Sea governing the
legal regime of enclosed seas are applicable to it. Under the second, the Caspian is a
lake, and is subject to the international legal regime governing lakes. In either case,
the result is some type of division of the sea between the littoral states, rather than a
common ownership of the Caspian.

THE NEGOTIATION PROCESS AND THE KAZAKHSTANI STRATEGY

With so many other priorities requiring attention at the time of the USSR’s
disintegration, resolution of the Caspian legal issue was low on the regional political
agenda. When Western oil companies rushed to the region with far-reaching,
ambitious oil and gas production projects, the legal debate gained momentum. Since
then, the positions of the littoral states have been shifting with the evolution of their
domestic politics, their economic situation, their foreign policies and the
international environment.

The first serious attempt to tackle the issue was made on October 15, 1993, when
the prime ministers of Azerbaijan, Kazakhstan, Russia and Turkmenistan met in
Astrakhan to discuss the legal status of the Caspian Sea. The official position of the
Russian Federation was that, due to natural characteristics, the Caspian should be
considered a closed lake, and the 1982 United Nations Convention on the Law of
the Sea was not applicable to the states bordering the sea. According to the Soviet-
Iranian treaties on the status of the Caspian Sea, the states had sovereign rights over
the water up to 10 miles away from their coast. Because none of the treaties
contained any provision for formal delimitation of the Caspian, Russia claimed legal
justification of its argument for a joint sovereignty settlement. Moreover, the Alma

Ata Declaration of December 1991 (which was signed by Kazakhstan, Russia,
Azerbaijan, Turkmenistan and other former Soviet republics) included a provision
cognizing the validity of all treaties and agreements signed by the USSR. There is,
herefore, a case for keeping the treaties between the Soviet Union and Iran in force.
Azerbaijan claimed that the division of the sea among the littoral states is
pported by international practice and rules of international law. The water, as well
the seabed, must be divided by means of an equidistant line. From the
erbaijani point of view, the Soviet-Iranian treaties of 1921 and 1940 regulate only
navigation, fishing, and border-guard practices and are inapplicable to the mining
regime. Azerbaijanis also argue that the history of state practice prior to 1991
supports their position for the division of the Caspian into national zones.
Turkmenistan, which had hitherto favored common development of resources in the
Caspian, in 1997 began considering the prospect of division.

From the Iranian perspective, the Caspian has unique geographical
characteristics, which distinguish it from similar bodies of water. Therefore, the
international law of the sea is not applicable to it. Instead, until the five littoral states
jointly devise a new legal regime for the Caspian, the Soviet-Iranian Treaties of
1921 and 1940 must govern the sea. The silence of these treaties on mining rights
must be seen in the light of the inadequacy of offshore mining technology at the
time. Tehran originally insisted that the new legal regime of the Caspian should be
based on the condominium solution. Recently, however, the Islamic Republic’s
official position is that it would accept the division of the Caspian Sea, so long as it
receives a 20 percent share, and that both the seabed and surface are divided. As a
result, the Iranian government has rejected as invalid all unilateral and bilateral
agreements on the utilization of the Caspian Sea. This fact was brought to tllm
forefront when Iranian gunboats confronted a British Petroleum’s research vessel in
the Azerbaijani sector of the Caspian Sea in July 2001 (Iskenderov, 2001).

To Kazakhstan, as a littoral state, the legal status of the Caspian has been a
foreign policy priority. Initially, Kazakhstan simply claimed (that previous
agreements on the Caspian had become invalid in the post-Soviet era and a new
legal status for the sea should be defined. The Kazakhstani government claimed that
the UN Convention on the Law of the Sea should apply because the Caspian is
connected to the high seas through the Volga-Don and Volga-Baltic river systems.
But should the UN Convention be applied to the Caspian, the two channels will
have the status as international waterways, which is unacceptable to Russia.

On July 19, 1994 Kazakhstan sent a draft ‘Convention on the Legal Status of the
Caspian Sea’ to the other littoral states. The draft was based on the concept of a
landlocked sea, and attempted to apply the provisions of the UN Convention on the
Law of the Sea to the Caspian. It envisaged delimiting the coastal states’ borders on
the Caspian, including territorial waters and exclusive economic zones, as well as
determining each state’s continental shelf. Coastal states were (o possess natiolla}I
jurisdiction and exclusive rights to explore and exploit the mineral resources in their
sector of the seabed. Moreover, Almaty immediately began to form a coalition with
Azerbaijan and Turkmenistan to counter the Russian demands. On the other hand,




the draft contained some provisions favoring the Russian position. It recognized the
need for unhampered navigation and fishing, each state’s ecological responsibility,
and need for a coordinating body, which would ensure a balance between the
interests of all the littoral states.

Another important element of Kazakhstan’s diplomatic tactics was the
internationalization of the Caspian Sea dispute by involving in it other powerful
players, such as the United States and European countries, that were likely to
support the Kazakhstani position. Almaty began actively seeking foreign investment
in its oil and gas industry immediately after independence. In May 1992, during
Nazarbayev’s visit to the United States, a contract was signed with Chevron Oil to
develop the Tengiz oil field. In July 1992 British Gas and the Italian oil company
Agip bid successfully to exploit the Karachaganak oil and gas field. On February
13, 1993 the Kazakhstankaspiyshelf State Company was formed, for the purpose of
exploring for oil and gas in the Caspian Sea. On December 3, 1993 a consortium of
Western companies signed an agreement with Kazakhstan to explore the geological,
geophysical and ecological features of the Kazakhstani section of the Caspian shelf.
The consortium, formed in June 1993, included seven companies - Agip, British
Gas, British Petroleum and Statoil (Norway), Mobil Oil (United States), Shell
(Holland/UK) and Total (France). The project was to be coordinated by the
Kazakhstankaspiyshelf State Company. In addition, Azerbaijan signed its ‘Contract
of the Century” with foreign oil companies in September 1994.

Not surprisingly, Azerbaijan’s and Kazakhstan’s moves caused irritation in
Moscow. At a UN meeting in October 1994 the Russian government circulated a
paper which stated that it ‘reserved the right to take appropriate measures’ against
Caspian states that unilaterally begin exploring the seabed. Such a formulation
meant nothing short of a direct threat to use direct force (Croissant 1998, 56).
Release of the document preceded the opening on October 11 of a two-day
conference in Moscow of the five Caspian littoral states, called to discuss the
establishment of a joint legal body on the Caspian Sea. At this meeting Iran put
forward the idea of establishing a regional organization and submitted a draft treaty.
The Russian side suggested the signing of separate agreements on different kinds of
activities (navigation, fishing, etc.), which consequently could create the skeleton of
the future convention. However, it became obvious that the Kremlin was trying to
shelve the signing of treaty and to ‘pull through’ significant elements of the status of
the sea into agreements on separate kinds of activities and, thus predetermine the
legal status of the Caspian as whole.

In May 1995, there was a second meeting of deputy foreign ministers of the
Caspian littoral states in Almaty. On the initiative of Kazakhstan the parties reached
an agreement on creation of a standing negotiation mechanism on the level of heads
of legal departments of the ministries of foreign affairs. The Almaty meeting was
the starting point of an abrupt intensification of the negotiation process which
acquired a more organized character. Indeed, in 1995, heads of legal departments
held two meetings — one in Tehran in July and another in Almaty in September.

At the Tehran meeting the sides discussed various elements of the future legal
status of the Caspian Sea, such as navigation, utilization of bioresources,
environment, utilization of mineral resources, and definition of limits of jurisdiction
of littoral states. An important result of the Tehran meeting was that participants
reached an agreement on that the legal status of the Caspian must be fixed in one
document, on the basis of which other agreements would regulate different kinds of
activities. This meant the failure of the Russian tactics to predetermine the legal
status by signing separate agreements on individual activities.

A major shift in Kazakhstan’s position occurred at the conference of heads of
legal departments of the Caspian states’ foreign ministries, held in Almaty on
September 26, 1995. Realizing that its initial stance was difficult to defend, the
Kazakhstani government dropped its insistence on application of the Law of the Sea
to the Caspian and agreed to regard it as a lake. During the negotiations, Kazakhstan
submitted a new version of a draft Convention on the Caspian Sea’s legal status.
Despite the change in Kazakhstan’s position, Almaty still insisted that territorial
waters, subsea resource rights and fishing zones should be awarded to coastal states,
on the grounds that the idea of general ownership of the Caspian would not appeal
to foreign investors who have already signed contracts with two of the five coastal
states (L.e. Azerbaijan and Kazakhstan).

During the Almaty meeting, the parties also accepted seven basic principles of
activities on the Caspian Sea which must become an important constituent of
convention on the legal status of the Caspian Sea.” Among them was agreed the
principle of demilitarization of the Caspian Sea which is significant for facilitation
of peace and stability in the region. It should be noted that representatives of Russia
did not take part in the Almaty meeting; at the last moment they informed the
hosting country that they do not believe in the success of the meeting without
additional political impulse.

The Caspian legal problem was also discussed by the heads of littoral states. In
April 1996, the Presidents of Kazakhstan and Russia, Nursultan Nazarbayev and
Boris Yeltsin, signed a joint statement on the Caspian legal issue in Almaty. For the
first time the Russian side, on the highest governmental level, recognized the right
of Kazakhstan to carry works on exploration and development of oil and gas
resources in the Caspian Sea and expressed readiness to cooperation in this field. It
meant that the Kremlin had accepted that actions of Kazakhstan on northemn
Caspian were legal. The Russian government recognized, perhaps with some
reluctance, the need for dialogue and mutual cooperation with Kazakhstan, if long-
term stability and sustainable development was to be achieved. But as expected the
statement did not lead to any breakthrough in determining the Caspian Sea legal
regime. Two meetings of the five Caspian states, in Teheran on October 24, 1996,
and in Ashgabat on November 12, 1996 produced no noticeable results.

In the second half of 1997, diplomatic struggle around the Caspian Sea issue
substantially intensified. It was the result of growing American involvement in the
region. During Nazarbayey’s visit to Washington on November 17-18, 1997, the
issue of Caspian energy development was discussed extensively in several meetings,




ncluding with President Clinton. Washington fully supported Kazakhstan's position
on dividing the Caspian Sea into national SECLOrs a8 a counter 1o Russian-Iranian
advocacy of the ‘common use' principle. The joint statement by Clinton and
Nazarbayev especially emphasized the ‘need to adopt a Caspian Sea legal regime
that establishes a clear division of property rights based on the division of seabed
resources’ (Office of Press Secretary, 1997).

From the U.S. point of view, the availability of Caspian reserves comes at a time
when world demand for energy is growing rapidly, many are questioning the
reliability of supplies from the Middle East, and Washington is encouraging the
diversification of supply to ensure U.S. and global energy security. It is the policy of
the United States to diversify world sources of oil, not only for itself but also for
other oil importers. Since Western countries depend on oil supplies from the Gulf, it
is in the USA’s interest that the Caspian region emerges as a distinct oil market
between the oil producing and exporting networks of the Middle East and the
Russian Federation. The oil from the Caspian Sea is looked upon by Western
countries as a strategic priority for four additional reasons:

® The proven and projected reserves of Azerbaijan, Kazakhstan and
Turkmenistan will be crucial to meeting the expected demand for oil in
the next years.

* The oil of this region is considered to be of good quality.

* The biggest part of this oil is intended for export, since the needs of
Caspian producers are relatively low and are expected to remain low.

® The fact that the regional governments lack the capital and the technology
to proceed independently to the development of these oil fields offers
Western corporations considerable investment opportunities. Unlike the
majority of the Middle East’s proved oil reserves, these resources are
available for exploitation by foreign companies. In fact, Western firms
have a strong presence in the region as they have poured many billion
dollars into oil and gas exploration, betting on a future payoff.

In the absence of a formal agreement among the five countries on the legal status
of the Caspian, several countries have negotiated bilateral agreements to clarify
their positions. In 1997, Kazakhstan and Azerbaijan agreed to adhere to the borders
of the sectors along the median line until a convention on the legal status of the
Caspian is signed. In 1997, also, Kazakhstan signed a declaration with
Turkmenistan pledging to divide their sections of the Caspian along the
geographical median line, based upon Soviet-era divisions, until the littoral states
agreed upon a new status for the Caspian. The median line approach allocates each
State a share of the sea’s seabed resources in proportion to their share of the
coastline, while leaving the surface of sea as a common area.

Being devoted to the idea of a consensus, Moscow started looking for a
compromise that would bring together two opposite positions: that of a
condominium and that of dividing the sea into national sectors. In July 1998,
Kazakhstan unexpectedly signed a bilateral agreement with Russia dividing the
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supplementary protocol to the 1998 agreement was signed by both states which
called for joint development of three disputed oil fields located on the median line.
including the Khvalynskoye deposit and Central structure in Russia and the
Kurmangazy structure in Kazakhstan.* The 1998 agreement was ratified by the
parliament of Kazakhstan in October 2002 and the Russian Duma in March 2003,

In May 2003, another round of Caspian Sea talks took place in Almaty,
involving officials from all five regional countries, but once again there was no
progress towards a pact defining the Caspian’s legal status. Tehran insisted that the
sea be divided into equal 20 percent shares, while Baku, Moscow and Astana
supported a median line principle that would Jeave the five countries with differing
shares. Following the Caspian talks, Azerbaijan, Russia and Kazakhstan signed a
trilateral pact demarcating the seabed. According to the agreement, Kazakhstan
received a 29 percent share, while Russia and Azerbaijan each obtained a 19 share,
It appears that there is an emerging element of coincidence in the approaches of

Russia, Kazakhstan and Azerbaijan toward settlement of the legal status of the
Caspian.

CONCLUSION

The Caspian legal dispute has been the subject of intensive and rather complicated
negotiations among the littoral states. The results of these negotiations will
eventually determine whether the Caspian will be a sea of peace and cooperation or
become ‘an apple of discord’, that could plunge into an abyss of bloody conflicts.
There is no doubt that the Caspian problem has many dimensions. There are issues
of navigation, fishing and the use of biological resources, and of ensuring the
ecological security of the sea. But the most important issue is the exploration and
exploitation of the seabed of the Caspian, which is rich in hydrocarbons.
Negotiations between the littoral states have made slow progress in ironing out
differences: while Russia, Azerbaijan, and Kazakhstan have agreed on dividing the
sea by a modified median line principle, Iran insists on an equal division of the sea,
and Turkmenistan’s position is continuing to evolve.

Resolution of the legal status of the Caspian Sea is an important issue affecting
the sovereignty of the Caspian states and the pace of private sector investment in
regional energy development. The Kazakhstani government has turned to the energy
sector as the major lever for economic restructuring, industrial modemnization and
national independence. It appears that Kazakhstan has come to understand that
Caspian energy development, at least in its own case, is not feasible without Russian
consent. For® Kazakhstan the only real choice has been between finding a
compromise with Moscow and having no oil profits at all. However, without a final
agreement on the division of the Caspian international financiers and multilateral
development banks could withhold financing on grounds that property rights are in
dispute.

Today the most viable option is to divide the Caspian seabed regardless of legal
regime of surface waters, shipping, navigation, fishing and protection of

bioresources. The bilateral agreements between Russia, Kazakhstan and Amrbaligla:
on the delimitation of the seabed can be the first step for co_astal states tg re:::lcﬁ.:e
consensus on the legal status of the sea. The n.!les Of. mternatlonall law arll(i prac =
in delimitation of bodies of water could be highly instrumental in working ou

mutually acceptable solution.

ENDNOTES

1. See for example Oxman Bernard, ‘Caspian Sca. or Lake: .What leter;:nc.c ?;_?ggzit
Make?’, Caspian Crossroads, 1(4); Center for Foreign Poliey and Anﬂlyglsb anci
Kazakhstan in Focus: Ten Years of Independence, Al_maty: CFPA; Ebe NO er‘tr =
Menon Rajan (2000). Energy and Conflict in Central Asia and the Caucasus, New York:

Littlefield Publishers. . ‘

2 ?g: on:ﬁgrsfsix principles were the following: acceptance of _UN Chapp:_r; lransfo(rin??li:?:
of the Caspian Sea into a zone of peace and settlement of t:!1sputes arising aroun ||:1 g
peaceful way; environmental protection and preyention of _Cgstp‘lan 1?0(:35 ian.
maintenance and efficient use of Caspian biological resources; liabilities 0‘ _ g 3
states for environmental damage due to the dcvc]opmept and use of the (.:?E.I?'l?nz 082 ;
free and safe commercial navigation (Center for Foreign Policy and Analysis 3

A AS?I:‘;:)diﬁcd median line is based on the equidisla_nt princip!e. but is cc}:lm[}))ns‘;eg :::
segments connecting points whose position is not strictly equidistant fl'.om l‘e' as.dc ']l'lhe
from which the breadth of the territorial seas of eac.h of the two states is medaur‘cb‘ ;
reason for this can be islands, reefs, ]ow—(idedglev[a.ltlons, ete. Therefore, the final border
may substantially deviate from the actual median line.

4. Acznrding to lhey term of the protocol, the Kunnangazy and Centra'l strugl;rses are lnc; b.;'
split 50-50, although 25 percent of the Russian share at Kur_manguy an p]erf:lid y
the Kazakhstani share at Central are to be reserved as an option .lhat will be exp] oi & i
companies from the two states on a commercial basis. Tl:ne division of the Khvalynskoy
deposit will be determined at a later date by the two parties.
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“NEGATIVE PHENOMENA™:
SOVIET PRESS COVERAGE OF THE
DECEMBER 1986 ALMA-ATA EVENTS

MICHAEL G. STEFANY"

This article examines the Alma-Ata”™ events of December 17-19, 1986 as presented within the
pages of the main organs of the Soviet press, Pravda and Izvestiia, between December 1986 and
March 1987. In addition, analysis of coverage from four Russian-language Central Asian
newspapers, Kommunist Tadzhikistana, Pravda vostoka, Sovetskaia Kirgizia, and Turkmenshaia
Iskra is included. The Kremlin's response io the events of Alma-Ata, though ultimately
ineffectual, revealed both the waxing influence of Mikhail Gorbachev's new policy of glasnost
and a continued reliance on traditional Sovier propaganda technigues.  Thus, the
demonstrations were reported promptly in the Soviet press, but Moscow also saw 1o it that only
the Party's version of evenis was presented, labeling the demonstrations as little more than the
drunken rampages of students who had been duped by various unsavory elements of the
population. Soviet press coverage also reveals that the Kremlin was deeply concerned about
nationalism and Islam in Central Asia.

HEFATHBHBIE SABJTEHUS: OCBEILEHHUE AJIMA-ATUHCKHUX COBBITHI
JIEKABPS 1986 'OJIA B COBETCKOM NPECCE

MAHKN CTEDAHK

Dra crarsd PACCMATPHBACT COOKTIN, npoucxoauBine B Anma-Ate 17-19 nexabps- 1986 roma, s
MHTEPAPCTALNH. OCHOBKBIX opratos Coserckoli. newatw, «llpasasin u «Masectuiin, p HEPHOM MewAY
aekatpem 1986 u maprom 1987 rr. B nononenue & ITOMY, NPEACTABACH ananid nyGAMKauui vetbipex
PYCCKONSBYHBIX CpenHeasHaTCkux rader, «Kommynuer Tamenkncranay, «llpania Bocrokas, «Coserekan
Kuprisuay i «Typkmenckan Mekpay, Orser Kpemas ua coburmis s Anma-Ate, X0TA W Ge3peayniTaribii,
PACEPLUT HE TONBKO HAPACTAIOMEE BOAACHCTRHE HOBOH NOAMTHKH FidcHocTH Muxauna DopGauesa, 1o
NPOAC/IKAIOMIYIOCH 3ABHCUMOCTE 0T Tpaumimonsol CoBetckoif Texumki nponaran, Tax, NEMOHCTPRAIIH
Grum TYT e ocsementl B CoseTckol npecce; onHako, Mocksa nosabormiacs o TOM, 4TOGR OTpasHTL,
TONBKO NAPTHIHYIO BEPCHIO COOBITHI, KICHMA AEMOHCTPALMH KAK HUMTOD MHOC, Yem 1bsinoe GyiicTso
CTYACHTOB, OOGMARYTBIX YBEUICBAHMAMMH PAVTHYHBIX HEONArOHANCKHEIX HIEHOB OOLICCTHA, Kpome 1oro,
nybrmkaimi B CoBeTckoil npecce NOKAIRIBAIOT T0, HACKOABKO B Kpemie Goumm 00ecnoroeHsl BONPOcoM
HauMoHaIMa o Henava 8 Cpereit Az,

INITIAL COVERAGE

The Alma-Ata demonstrations were a clear signal of the failure of Soviet
nationalities policy, and thus, of the Soviet Union itself. They also constituted the
first of several ethnic flare-ups that would shake the Gorbachev regime to its very
core, Soviet press reaction to the events of December in the main Soviet and Central
Asian dailies graphically illustrated not only how far the Party had come since the
advent of the Gorbachev era, but also how far it still had to go in pursuing the goals
of peaceful interethnic relations and individual human rights. On the evening of

* Michael G. Stefany has recently completed His dissertation, Ethnic Battleground: The December 1986 Alma-Ata
Events and the Developing Kazakh Idea, at the University of Kansas, Lawrence, Kansas, USA.
“*The eity is presently called Almaty



December 18, TASS announced that a nationalist uprising had occurred in Alma-
Ata. On December 19, the Soviet Ministry of Foreign Affairs held a press
conference that provided official information about the riots." US diplomats
described the seemingly candid nature of Soviet admissions as “extraordinary,” and
the “frank” reporting on the riots was interpreted by many Western observers as
“another sign of Mikhail Gorbachev’s campaign for glasnost.””

The decision that provided the pretext for the demonstrations—to retire First
Secretary of the Communist Party of Kazakhstan (CPK) Dinmukhamed Kunaev and
replace him with Gennadi Kolbin, an outsider and ethnic Russian—and the
occurrence of the demonstrations December 17-18 were reported fairly promptly,
not only in the main Soviet dailies of Pravda and [zvestiia, but also in the major
non-Kazakh Central Asian newspapers.” The latter papers, which were all published
in the capital cities of their respective republics, included Kommunist Tadzhikistana,
published in Dushanbe; Pravda vostoka, published in Tashkent; Sovetskaia Kirgizia.
published in Frunze (now Bishkek); and Turkmenskaia Iskra, published in
Ashkhabad. All of these papers were dailies of three to four pages in length and
were read by the Russian-speaking native populations along with Pravda and
Izvestiia, which were larger (six to eight pages) in length.

Although the timely Soviet reporting of the Alma-Ata demonstrations was
certainly a novelty, as will be shown, the Soviet press—both in Moscow and in
Central Asia—also fell back on tried-and-true methods of propaganda and/or
outright deception in its coverage of events. From its inception in 1917, the
Bolshevik regime had always, to quote Soviet press scholar John Murray,
“understood the value of the newspaper as a means of schooling the public in the
basics of Mam st ideology and ...of casting in a favorable light selected government
policies.”™ The complete control of the Soviet press by the Communist Party
(CPSU) ensured not only a “patronizing, teacher-pupil relationship” between
newspapers and their readers, but also a preponderance of rambling, idf:ologically
slanted columns with little coverage of “fresh news” for fear of “causing
sensation.”™ Thus, even though the up-to-date coverage of the Alma-Ata events
seems to have violated the above-mentioned restriction on reporting breaking news,
during the weeks following the disturbances, Soviet officials concerned about
nationalism and interethnic relations resorted to three basic strategies for dealing
with the political and ethnic fallout of Alma-Ata. These strategies included attempts
to discredit the demonstrators and the Kunaev-era leadership, pass Kolbin off as a
principled reformer, and extol the virtues of Soviet “internationalism” while
denigrating potential counter-forces such as nationalism and Islam.

STRATEGY I: BLAME “HOOLIGANS” F (iR THE DISTURBANCES

The first strategy used by Soviet leaders and the new government of Kazakhstan
was an attempt to discredit the demonstrators (and hence, the demonstrations) by
writing off participants as hooligans, drunks, drug addicts, or impressionable
students unwittingly manipulated by the former unsavory elements. Thus, the initial

image of the demonstrations portrayed by Pravda, lzvestiia and the Central Asian
dailies was as follows: On December 17 a group of “youths™ (molodezhi), instigated
by “nationalistic elements™ (natsionalisticheskimi elementami) took to the streets
protesting the decision to retire Kunaev. The resulting disorder was then taken
advantage of by “hooliganistic”  (khuliganstvuiushchie),  “parasitical”
(paraziticheskie) and other “antisocial individuals” (antiobshchestvennye litsa), who
set fire to a grocery store and several private automobiles. “Order” (poriadka) was
being restored, various groups of respectable individuals had come out in favor of
the decision to retire Kunaev, and “decided measures™ (reshitel’'nye mery) were
being taken against hooliganism. There was, of course, no discussion regarding
whether or not the grievances of the young protestors were actually legitimate.”
According to information that was later given to the Shakhanov Commission by
Alma-Ata city and oblast medical institutions, no new cases of alcoholism or drug
addiction were registered during December 17-19, and the city's “drying out tanks”
did not treat a single individual who had been involved in the demonstrations.’ This
fact, however, did little to stop rumors on the part of the media and high officials
that alcohol and drugs had played a major role in inciting the students during the
Alma-Ata disturbances. On December 24, Pravda published an article about the
CPK entitled Protiv negativnykh iavlenii. The article, which was subsequently run
in Izvestiia and three of the Central Asian dailies, spoke of the struggle for
“discipline and order” being waged by the CPK against “drunkenness” (pianstva),
*alcoholism” (alkogolizma) and other “antisocial manifestations”
(antiobshchestvennykh proiavienii).® A similar article on December 28, again
published in Pravda, then [zvestiia and three of the Central Asian papers, spoke of
the formation of a “coordinating council” that was assigned the specific task of
waging a struggle against “crime,” *

alcoholism,” and “drug addiction.”® Indeed,
this aspect of the Party’s smear campaign was so effective that the heading of an
article in the Washington Post on December 22 blared: Soviet Rioters Got Vodka,
Drugs, Witnesses Report.'"’ Even after the dust had settled in Alma-Ata, the Soviet
press continued to return to the theme of the nefarious effects of drugs and
narcotics. An [zvestiia article published on January 15 mentioned that Kolbin had
identified the struggle with alcoholism and other “negative phenomena™ as being

“among the main tasks” faced by the CPK."" On February 3, Turkmenskaia Iskra
devoted an entire article, penned by the Deputy Procurator of the Republic, to the
subject of narcotics.'”” On March 14, an article published in Izvestiia and
subsequently republished in Pravda vostoka and Sovetskaia Kirgizia was devoted to
the strengthening of “socialist legality” in Alma-Ata. The piece mentioned that
there was still “insufficient coordination™ between the actions of law enforcement
organs and the military in the Kazakh Soviet Socialist Republic (KSSR), but also
observed that the organs of internal affairs had “noticeably intensified” the “struggle
with crime, alcoholism, and drug abuse.”"’




STRATEGY 11: DISCREDIT “CORRUPT” OFFICIALS AROUND KUNAEV

The second broad strategy employed by the CPSU was anothei standard Soviet
propaganda ploy dating back to the 1930s (and perhaps even earlier). This approach
consisted of an attempt to set Kazakhs against the former leadership of the republic
by discrediting Kunaev and his colleagues while simultaneously drumming up
support for the new regime by presenting Kolbin as an honest reformer. On January
10, in a halfhearted attempt to placate Kazakh national feeling, Moscow replaced
the Russian Second Secretary of the CPK, Oleg Miroshkhin, with S. Kubashev, a
native Kazakh."* This conciliatory move came, however, amidst a flood of criticism
of CPK higher-ups—mostly Kazakhs—who had served under Kunaev. In addition
to alcoholism and drug abuse, Pravda’s December 28 article announcing the
decisive struggle with “negative phenomena” also listed “‘protectionism”
(protektsionizm), “nepotism” (kumovstvo), “ethnic connections” (zemliachestvo),
“bribery” (vziatochnichestvo) and “official abuses” (sluzhebnie zloupotreblenii) as
shortcomings to be dealt with."

On January 12, fzvestiia ran a story that gave highlights of Kolbin's speech at a
plenum of the Central Committee of the CPK two days earlier. Kolbin voiced the
need to institute economic and political reforms called for by the 27" Party
Congress of the CPSU (February 1986), and also mentioned the need to eradicate
the “utilization of official positions for personal ends.”'® The most negative attacks
against the Kunaev leadership were confined to Pravda and Izvestiia, as opposed to
the Central Asian dailies. A lone Izvestiia correspondent, E. Matskevich,
spearheaded press attacks against Kunaev-era officials in two investigative pieces
that were published only in Izvestiia. In his original article of February 14 and
follow-up report, which was published on March 15, Matskevich lauded the
Presidium of the Supreme Soviet of the KSSR for its decision to confiscate dozens
of hostels, cottages, hunting lodges and luxury apartments—worth hundreds of
thousands of rubles—previously owned by Kunaev higher-ups. According to the
articles, the confiscated, ill-gotten gains were to be turned into kindergartens, camps
for young Pioneers, and other, more socially constructive projects.'’

On March 9, Pravda published an article under the heady-sounding title, Greater
adherence to principle: The truth has come out. What is to be done about it?

The piece, attributed to Kolbin himself, listed the former members of Kunaev’s
government who apparently had not been acting in accordance with correct Party
codes of conduct. Individuals who had been penalized by the new regime included
the First Secretary of the Central Committee of the CPK, D. Bekezhanov
(criticized); the First Secretary of the Alma-Ata oblast committee, K. Aukhadieva
(relieved of office); the First Secretary of the Chimkent obkom, A. Askarov
(dismissed from the Party); the Dean of the faculty of Journalism at Kazakh State
University (KazGU), T. Kozhakeev (dismissed from the Party); and the Minister of
Automobile Transport for the KSSR, A. Karavaeva (also dismissed from the

Party).”
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In the aftermath of the riots Kolbin and his Muscovite guest, Party Control
Commission Chairman M.C. Solomentsev, mounted a major publicity campaign,
Jostensibly for the purpose of winning back the support of the Kazakh people. On
December 20, Pravda and Izvestiia printed an article announcing that Kolbin and
the newly-arrived Solomentsev had visited a machine-building factory and cotton
combine in Alma-Ata on December 18, and had become acquainted with various
production enterprises in the area. This article was subsequently reprinted in all
four of the Central Asian papers.'” On December 21 and 22, respectively, Pravda
and [zvestiia reported a visit by Solomentsev and Kolbin to Alma-Ata’s central
kolkhoz market, where the Soviet officials familiarized themselves with
commodiliesm as well as vendors, salespeople, and other workers from the village
cooperative.” Finally, on December 22, Pravda published an account of an address
jeiven by Solomentsev and Kolbin to an expanded session of the Council of
Ministers of the KSSR. According to the article, which was reprinted in all four of
the Central Asian dailies, special attention was focused on the “elimination of
shortcomings in the social-economic development of the republic.” Solomentsey
and Kolbin particularly singled out deficiencies in the production of sugar beets,
cattle, and raw cotton.”’ Solomentsev and Kolbin’s overemphasis on raising
Kazakhstan’s food and crop production even led one astute observer to conclude
“food shortages may have played a part in fuelling the riots.”*

Besides attempting to rectify the agricultural and food production deficiencies of
the republic, the Kolbin government also tried to win support from the Kazakh
population by appearing to push for more responsiveness in local government and
an end to the KSSR’s chronic housing shortage. Thus, a widely printed article
covering the December 23 session of the Bureau of the Central Committee of the
CPK mentioned that republican Party organizations had turned to the practical task
of fostering “criticism and self-criticism, democratic norms and glasnost.” In a
similar piece, which was disseminated in Pravda, Izvestiia and Pravda vostoka.
Solomentsev and Kolbin called for putting and end to “clements of stagnation and
inertia” in the republican leadership.” A few days later, yet another article spoke of
Kolbin's determination to “more fully protect the population from criminal,
hooliganistic and parasitic elements.””

Finally, on January 23, Izvestiia and Pravda vostoka published an account of
Kolbin's determination to alleviate a problem very near and dear to the inhabitants
of most of the USSR’s urban areas during the late Soviet period—the shortage of
suitable domiciles. “Party plans call for the provisioning of every family in need
with a well-equipped apartment or house by the year 2000, the article trumpeted.*
Thus, by January Moscow’s handpicked successor to Kunaev had begun to sound
more like a Western electoral candidate facing an uphill campaign than a Soviet
quasi-dictator. Kolbin’s concerted attempt to win the trust of native Kazakhs not
only revealed how far the CPSU had come since the days of Stalinism, but also
attested to the increased political clout of a nationality that Moscow had previously
felt it could ignore.




STRATEGY I NIP NATIONALISM OR ISLAM IN THE BUD

The last strategy of the CPSU with regard to Alma-Ata and the nationalities
problem that was reflected in the Soviet press consisted of both positive and
negative elements. While emphasizing the fraternal unity and brotherhood of the
Soviet peoples, the Soviet and Central Asian dailies also ran articles critical of
cultural and political forces—including nationalism and Islam—that were perceived
as inherently threatening to Soviet edinstvo. In addition, a string of articles
emphasizing the need to improve “internationalist education™ among Soviet youth
testified to the jarring psychological impact Alma-Ata had on Moscow’s orientation
towards the Soviet nationalities. The term, of course, signified little more than a
thinly disguised attempt at political indoctrination by the central government, with
the g(g;al of replacing loyalty to region and nationality with loyalty to the Soviel
State.”

On December 28, Pravda carried a front-page article entitled, In a single Soviet
family. The piece emphasized correct training of Party cadres in order to point
people away from a “localistic,” “departmentalistic,” or “nationalistic” mindset.””
On December 30, Kommunist Tadzhikistana ran its own version of Pravda's
“friendship article.” The front-page report, written to commemorate the 30th
anniversary of the opening of the first all-Soviet congress of the USSR, spoke of the

contributions made by each republic to the strengthening of the “social '

administrative complex” of the USSR. The article identified the “greatest tasks” of
the Party to be “the deepening and consolidation of the process of the socialist
building of inter-relations between peoples™ and the “formation in every citizen of a
feeling of Soviet patriotism and Party internationalism.”” Finally, on January 10,
Izvestiia editor of the letters department Vladimir Nadein published a column that
discussed readers’ letters regarding Alma-Ata. Waxing eloquent, Nadein noted:
“Literally in every one of the letters one is able to find persuasive evidence of the
pure, sincere friendship of the peoples of our country, examples of the type that
humanity has formerly never known.” According to the author, readers attempting
to explain the Alma-Ata demonstrations pointed to “formalism,” “isolation from
real life” and the “activities of internationalist politics,” as well as “shortcomings in
the sphere of Party educational work.”*

According to Taras Kuzio, the Alma-Ata events invariably led to “many re-
evaluations of Soviet nationality policy.””' Indeed, Mikhail Gorbachev testified to
this fact when he addressed a plenary meeting of the CPSU Central Committee on
January 27. "It is clear already today,” the Soviet leader noted:

that what has happened [in Alma-Ata] should compel not only
Communists in Kazakhstan, but all Party organizations and their
committees to face up to the problems of the further development of
national relations, of enhancing internationalist education. It is especially
important to save the rising generation from the demoralizing effects of
nationalism.*

Thus, the CPSU embarked on a campaign to foster internationalist education
ong the young, and internationalism became a positive catchword in the Soviet
ess just us drunkenness, corruption, and provincialism became “negative
henomena. ™

The first mention of the need to better pursue internationalist education came in
e Pravda and Izvestiia articles of December 21 and 22, mentioned earlier, which
eported the meetings between Solomentsev, Kolbin, and laborers and professionals
f Alma-Ata on December 20.* On December 23, Pravda reported discussions
which had taken place the previous day between Solomentsev, Kolbin, and the
Komsomol aktiv of Alma-Ata. The report, which was reprinted in [zvestiia and
three of the Central Asian dailies, mentioned that the meeting highlighted “serious
deficiencies” in the Komsomol organization and emphasized the difficulty of
reconciling such shortcomings with “internationalism and an ideological-moral
pbringing.""* The theme of internationalist education also cropped up in an
estiig article of January 2. which subsequently appeared in Pravda vostoka,
ovetskaia _Kirgizia, and Turkmenskaia Iskra. The article, which chronicled
highlights of a meeting between Kolbin and Kazakh writers on December 31, spoke
of the responsibility of the Soviet press and Soviet publishers for the “ideological-
moral and internationalist upbringing of workers, especially the youth,” and for the
“truthful representation of reality.”*

The campaign to foster correct internationalist education was apparently deemed
so important that the Soviet press continued to harp on this theme throughout the
months of January, February and March.™® On January 15, Izvestiia published an
account of Kolbin’s address, two days earlier, to a conference of akrivs. Again,
Kolbin listed as a main goal the “improvement of internationalist and patriotic
education.””’ Even the Kazakh press received a dressing-down for “having failed to
put in place systems for covering questions of internationalist education™” in a
particularly critical article that appeared in Pravda on February 11.”* In a
corresponding report for Pravda vostoka on March 17, T. Novozhenina wrote about
the responsibility of publishers and the press, in the wake of Alma-Ata, to “instill in
young people™ the “highest feeling of internationalism and Soviet patriotism.”” In
the Kirgiz SSR, an entire republican Party aktiv was devoted to the theme of
bringing up good internationalists. The proceedings of the aktiv, which was held in
Frunze on February 21, were given extended coverage within the pages of
Sovetskaia Kirgizia on February 24 and 25.%

Perhaps the most distinctive feature of relevant articles in the Central Asian press
in the wake of Alma-Ata was an intense campaign against both nationalism and
Islam. Although such efforts in part reflected ongoing CPSU nervousness about the
political and social effects of the conflict in Afghanistan, Alma-Ata certainly did not
help matters. Moscow’s tremendous sensitivity toward any hint of nationalism in
Central Asia was vividly illustrated by an article published in Sovetskaia Kirgizia on
the day of Kunaev’s dismissal. The piece pointed out the important role played by
“Western propaganda” in the realization of the geopolitical designs of
“Imperialism™ in Central Asia: namely, to “mislead” the Central Asian republics,




and then

undermine the “brotherly friendship and unity of the Soviet peoples,
vid]

foment a “revolutionary transformation in the newly-independent countries.
Thus, the CPSU presented nationalism and regionalism as little more than tools in
the West's divide-and-conquer strategy vis-a-vis the USSR and hinted that Central
Asians who were too proud of their cultural heritage risked being duped by the
“Imperialists.”

On January 7 and 8, respectively, Kommunist Tadzhtknmna and Sovetskaia
Kirgizia ran a report of Sikh violence in the Indian state of Punjab entitled, The
poisonous idea of separatism, and on January 22, Turkmenskaia Iskra printed a
similarly negatwc sounding book review entitled, Nationalism in the service of
imperialism.

A somewhat more positive, but no less propagandistic piece appeared in
Kommunist Tadzhikistana on February 20 in a column entitled, We are
internationalists. The article related the story of native Tadzhik Ibodulo Sharipov
who, despite losing both legs in the service of his country in Afghanistan in 1984,
later mdnaged to realize his life-long dream of “becoming a member of Lenin’s
party.”™

Finally, Alma-Ata seems to have at least partially energized the CPSU
propaganda drive against Islam. In Afghanistan, the Soviets had recognized a clear
connection between Islam and strong nationalistic sentiment. Thus, Moscow
attempted to nip any Soviet Central Asian variants of this phenomenon in the bud.
In January, three major articles directed against the Islamic faith appeared in the
pages of Pravda, Pravda vostoka, and Kommunist Tadzhikistana. It is not possible
to agree...with Muslim ideologues’ defining of their faith as a ‘civilizing religion,””
Dr. A. Tursunov asserted in Pravda. The author then proceeded to damn Muslims
for implanting Islam in Central Asia “by fire and sword” in the 16" century, and
causing the region (including Afghanistan) to “lag behind in its development” by
enveloping it in a “thick fog of superstition,”** while somewhat less confrontational
in tone, Khasym Shadiev’s article, which dppeared in the January 10 editions of
Izvestiia and Pravda vostoka, also took aim at Islam by tymg it to anti-Soviet
propaganda in connection with the struggle in Afghanlsun V. Rabiev’s article in
the January 31 edition of Kommunist Tadzhikistana was also anti-Islam in tone.
Rabiev reported the antics of “mullah-pretenders™ in the republic, pointing to them
as examples of the threat to societal order posed by “religious fanaticism.”
Moreover, the author also equated traditional Islamic religious teaching with

pedagogy.*’

CONCLUSION

Because the CPSU exercised final control over the contents of the Soviet press, the
way in which Alma-Ata was treated within the pages of Pravda, Izvestiia and the
Central Asian dailies provides something of a written snapshot of the Soviet
leadership during the early glasnost period, identifying the key concerns, fears, and
political tactics of Moscow in the waning days of the Soviet empire. Certainly one

of the most obvious conclusions that can be reached from the available evidence is
that press reaction to the Alma-Ata events revealed the Soviet leadership to be in an
early transitional stage between the Stalinist-type authoritarianism of the past (or
Brezhnev era stagnation, for that matter), and the emphasis on human rights and
democratic norms that characterized the late Gorbachev period. Thus, while
coverage of the riots may have been biased and propagandistic, the occurrence of
the demonstrations was, nevertheless, reported promptly.

It is also possible to conclude that at least at the time—Ilate 1986 to early 1987
the Soviet leadership took very seriously the threat posed to the Soviet political
system by repubhc.m -level nationalism (not to mention Islam) among Central
Asia’s rapidly rising, youthful population. The thorough and continuous press
coverage of Moscow’s political-ideological campaign to foster internationalist
education undeniably testifies to this fact. In addition, the fact that the CPSU chose
to attack the Kunaev leadership within the pages of Pravda and Izvestiia while
focusing mainly on internationalism and the positive aspects of Kolbin’s program in
the other Central Asian dailies seems to attest to Moscow's wish to incite as little
ethnic unrest in the region as possible.”” When the Soviet press did run negative
articles in the Central Asian dailies, as has been shown, vehement criticism was
directed mainly against the clear and present threats of nationalism, separatism, and
the Islamic faith.

Considering the attempts to placate the population that were widely advertised in
the Soviet press, one can also conclude that the new First Secretary and the CPSU
were experiencing a “hard sell” when it came to convincing the majority of Kazakhs
of their version of the riots; in effect that Alma-Ata was nothing more than a selfish
tantrum thrown by drunken young hooligans. Though the December events did
result in the “general re-imposition of political conformity™ in the KSSR in the short
term, by 1989 democratic reform was beginning to penetrate the republic and
Gorbachev felt compelled to oust Kolbin in favor of the Kazakh Nursultan
Nazarbayev.”” On June 26, 1989, the USSR Supreme Soviet appointed the
Shakhanov Commission to “bring full glasnost™ to the Alma-Ata events.” Finally,
on May 21, 1990, the Central Committee of the CPSU formally rescinded its
resolution of July 1987 that had branded the demonstrations as specifically anti-
Russian, nationalistic phenomena.”

Thus, when Soviet press coverage of the Alma-Ata riots is examined in historical
context, the most glaring conclusion is simply that all of the various strategies
employed by the Soviet leadership to keep Kazakhs (and all Central Asians)
quiescent eventually proved ineffectual. Moreover, such heavy-handedness on the
Kremlin’s part only added to the list of ethnic grievances—or post-Cold War
political baggage—that are now an integral part of present-day Russo-Kazakh
relations. After taking all of the above into consideration, then, it also seems
reasonable to conclude that it was the long history of Soviet repression in
Kazakhstan which encapsulated the real “negative phenomena.”
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GENDER INEQUALITY IN NON-STANDARD WORK ARRANGEMENTS

AZHAR BAISAKALOVA®

Uender inequality in non-siandard work arrangements is considered. The causes and
Lomaequences of the emergence and the growth of non-standard emg!oymem are dmcu.ugd.
Ixisting research in this field is examined and policy impacts are in'i’e.l.-ugated. The :{umducnonl
wf equality policies in the labor market and their impact on social ancl.!‘ economic status of
wamen is analyzed. It is shown that labor market trends, women status  in na.ln—smndard work
arrangements and policy implications are similar in different countries, including Kazakhstan.

" TEHJEPHOE HEPABEHCTBO [PY HECTAH/IAPTHBIX YCIOBHAX TPYIIA

okl
Ml ARAP BAHCAKAJIOBA

'Bpaﬁmc PACCMATPHBAETCR CYUIECTROBAHNE IEHCPHOTO HEPABEHCTBA HA PHHKE TPYAA B HCCTANAPTHRIX
yenosusx B aapyGesnsx crpasax u 8 Kaaxcrane. [10/1 rCHICpHLIM PABCHCTEOM NONHMACTCR  HE TOABKO
hopManbHOE PaBEHCTBO HEpe/] 3AKOHOM. PABHBIE BOIMOKHOCTH ¥ PABHBIC OTHOLICHUA, HO TAOKE ACHOE
OCOAHAHME TCHACPHBIX Paiuiii W OPHEATHC MX BO BHIMAHME NP PAaIPaGOTKE H OCYHICCTRICHHM
FOCYAPCTBEHHOR TIOTHTHKK 1 rocyjapernenuux nporpamm,  Tlo secTaniaptHbivm YCIORHAMH
MONPASYMEBAIOTCA T¢ BHAB 3aHATOCTH, KOTOPHIC MPEANOIAraior BRIXOX 33 PAMKH HOPMATHBHOH
NPOAOTKHTENBHOCTH PAbOMEro BREMENN H TRATHUHOHHBIX Tpedonanuit & pabouemy mecty, Ofcymaalore
HPHYRELL W CACACTRAA CYIICCTBOBAHMA TCHACPHOIO HCPABCHCTBA HA PHIHKC TPYIA. Tlpusopirrea obzop
CYMIECTBYIONINX MecneaoBaniii B 1aHHOH 061acTH, 8 TaiGKe FOCYAAPCTREHHON NMONNTHKN, IPOBOAMMOI B
PA3NBIX CTPAHAX C NCIBIO YCTPAHEHMHA TEHIEPHOID HEPABCHCTRA HA PRIKE TPYA AHANUHPYETTA ONBIT
OCYIICCTBACHHA PATHIHEIX TOCYAAPCTBEHHLIX TPOIPAMM HA PRIHKC Tpyaa M HX BOIIEHCTBHE  HA
COLMATBHOE W IKOHOMHUECKOE NONOKEHHE AKeHiH. TT0Ka3aio, 4T0 COBPEMCHHBIC TCHICHLIHM PasBHTHa
PhIHKA TPY/AA, NMOMOKEHHE KCHUAH, PAGOTAIONHX B HECTAHIAPTHEIX YOAOBMAX, W TOCY/APCTBCHHEIS
NPOIPAMMBI, HEOOXOJMMBIE JUIA YCTPAHCHHMS TEHATPHOIO HEPABCHCTBA, MMEIOT MHOTO obuero Kak a
PAIBUTHIX, TAK W B pusmsaionwixca crpasax.  Ocoloe BHMMAIINE YIEIACTCA OUCYHUCHHK) OCHOBHBIX
HanpasieHHii rocyAapeTBEHHOM NOAHTHIN B 004ACTH ODECNCHCHUA TEHIEPHOTO PABCHCTRA HA PRIFKE Tpyaa
B Kazaxcraue.

INTRODUCTION

Gender equality is an important development problem. Gender equality is
understood not only as “formal” equality before law, equal opportunities and equal
treatment, but also as the recognition of gender differences and taking them into
account in formulating and implementing public policies and programs. The_ concept
of gender equality implies that social arrangements rather than blqlogwa!
differences lead to inequality, and that these are changeable over time and different
between cultures (Human Resource Development Canada: 2002). In recent years,
many countries, including Kazakhstan, have joined the Convention on the
Eradication of All Forms of Discrimination Against Women (1979) and h_a\«'e
thereby shown there is international support for the Beijing Platform for Action,
adopted at the Fourth UN World Conference on Women in 1995.

+ Azhar Baisakalova, Candidate of Science (Kazakh State University, Kazakhstan), MPIA ( K_IMBP, K:imkhstar!;.
M.Phil. (Maastricht School of Management, Netherlands); Department of Public Administration, KIMEP; e-mail:
azhar @kimep kz

During the last few decades, new trends in the labor market have been observed.
The review of local, national and international literature shows that globalization
and technological development have led to the emergence and the growth ol
employment in non-standard work arrangements in both developed and developl
countries. The move from the traditional employment pattern — full-time work wil
one employer from the start till the end of the job career — to part-time, “conthngent”
or non-standard work is becoming a wide-spread phenomenon.

This paper presents a literature review on the subject of gender inequality 1 non
standard work arrangements. It suggests that non-standard work arrangements «u

lead to both positive and negative consequences for workers, employers anid the
national economies in both the short and long terms. It aims to examine alternntive
employment arrangements and identify negative aspects of those arrangements, i

terms of wages, job security and other benefits. The most disadvantaged in non
standard work arrangements are women, who are more likely to be employed n
non-standard jobs. As a result, in addition to a lack of economic stability anl
autonomy, they do not have access to social support programs, benefits and pension
plans. The paper also aims to suggest future policy directions to help reduce the
significant gaps in wages and other benefits between alternative employment
arrangements and traditional employment arrangements. In doing so, the following
questions are addressed:

- What are the general trends in the labor market?

- What are the characteristics of employment in non-standard work
arrangements?

- What are the reasons for the emergence and growth of the non-standard
work force?

- What are the consequences of the growth of non-standard work
arrangements for workers, employers and the economy?

- How are women in the labor market affected by globalization?

- How can relevant policies and programs improve the economic status of
women and their families?

- Why does gender inequality exist in labor markets?

- Is the gender wage gap and its relation to the income gap due to gender-
specific factors, such as occupational segregation and discriminatory
practices, or to broader factors such as wage structure, minimum wage
and union density, among others?

- What are possible ways in which equality can be realized in practice?

A fuller understanding of how different policies impact on employers,
employees, and the economy will help to work out and implement gender-based

policies aimed at mitigating the negative consequences of non-standard
employment.




GENERAL TRENDS IN THE LABOR MARKET

Kazakhstan, the second largest of the former Soviet republics in territory, is
characterized by great natural wealth. Under centrally planned economy prior to
independence in 1991, relatively good social indicators characterized Kazakhstan as
well as most of the former Soviet Union countries, demonstrating the strong
achievements in the field of human development.

As Rutkowski (1995) notes, central planning system presented a blend of rigid
planning and soft budget constraints with the main features as follows:

- high participation rate, especially among women: the legal requirement of
full employment of both women and men,

- large size enterprises and collective farms,

- small wages and income differentials,

- high degree of job security: job is guaranteed until workers wish to leave.,

- strong legal system: it is difficult to dismiss employees for redundancy or
incompetence; some vulnerable groups, such as older workers, pregnant
women, the handicapped, are legally protected against dismissal, .

- full pay, state subsidies for workers, and universal access to education
and healthcare,

- guaranteed pensions with retirement age of 55 for women and 60 for
men,

- generous system of sick pay and family benefits, long maternity leaves:
full job security allowed working mothers to stay at home (f_or_ three
years) without losing their claim on their job and while receiving an
allowance,

- low level of inequality,

- relatively low poverty rate, and

- huge labor hoarding, which was in management's interest bccaus:e few
penalties were imposed on enterprises that had cost overruns or failed to
meet net profit targets, and the extra resources could be used to meet plan
Ltargets.

The break up of the Soviet Union caused the centrally plar}n_ing system to
collapse, and in the early 1990s Kazakhstan began the transition to {narket
economy. In the process of economic and financial reforms the social md:catofs
drastically deteriorated, showing increased unemployment, reduced public
expenditures on social protection, differentiated incomes, increased poverty and
worsened demographic characteristics. Transition economies removed one‘of the
key characteristics of the socialist system - job security, as the state gave up its role
as a guardian and provider of jobs, and workers were allowed to be laid off. and
enterprises to fail. Reforms also changed the wage determination system: from an
administrative base to a market base (Haltiwanger and Vodopivec: 2003). Many
people were sent on unpaid leave. However, labor hoarding was still observed in
both the remaining state firms and those either privatized or in the process of
privatization (Rutkowski: 1995).

L

A growing incapacity of the Government to mobilize resources resulted in the
reduction of revenues and public expenditures on social protection (pensions,
unemployment benefits, family allowances. sick pay, maternity benefits, and local
social assistance) from about 39 percent and 11.2 percent of GDP in 1992 to 24
percent and 6.6 percent of GDP in 1996, respectively. The steepest annual decline
of economy was in 1994, when minimum wage and social benefits fell to about one-
fourth of 1991 levels; as much as 20 percent of the population could be in serious
poverty. The decline in output in Kazakhstan since 1990 was about 44 percent by
1995, particularly after the ruble zone collapsed and the Government of Kazakhstan
forced to implement policies to combat hyperinflation. Real wages fell by over 50
percent, with serious implications for household income and consumption
(Kazakhstan: 1998).

After declining continuously for five years the economy began to grow in 1996,
but remained below 60 percent of pre-independence levels. In 1995-1997 the pace
of the government program of economic reform and privatization quickened.
resulting in a substantial shifting of assets into the private sector.

Kazakhstan's economy turned downward in 1998 with a 2.5% decline in GDP
growth due to slumping oil prices and the August financial crisis in Russia. The
exchange rate of US dollar increased from six to 24 rubles in less than six weeks.
Prices for consumer goods increased four - six times with the salaries increased only
on 20-30 percent.’

As Ohno and Zhakparova (1999) put it: "Kazakhstan's tradable sector lost price
competitiveness and export markets, as a result, its balance of payment worsened,
downward pressure on the tenge mounted, and the Kazakh economy started to
contract. The government adopted appropriate policies to offset shock and avoid an
uncontrollable collapse of the tenge and inflationary resurgence. Due to sustained
tight macroeconomic stance, price deflation and non-liquidity at small and medium
enterprises intensified. Small businesses were almost devastated."

At the beginning of 1999 the National Bank of Kazakhstan abolished its peg to
the ruble and shifted to a floating rate regime. In 1999 GDP increased by 2.7 percent
due to the recovery of international oil prices, which, combined with well-timed
tenge devaluation and a good grain harvest, pulled the economy out of recession®.
In 2001 the GDP increased by 13.5 percent, and in 2002 by 9.5 percent, measured
relative to the previous year (Women and Men of Kazakhstan: 2003).

The impact of transition on men and women in the labor market was different.
Prior to transition employment was viewed as both a right and as a duty for women
and men. State enterprises provided 95 percent of employment before independence
and one-half of the work force was female®.

The processes of privatization, downsizing and re-organization resulted in the
loss of jobs for many men and women. However, they hit women harder than men

due to the structure of their employment by sector, and by concentration of women's
jobs in clerical positions in industrial enterprises, which were first to be cut. Once
he transition began, traditional views of women’s primary role of care taker in the
10me revived in society and coupled with a preference for male labor, crowding




women out into the informal sector and increasing women's unemployment rate
(Sasser: 2001).

By the end of 1994 the number of employed people had declined about 8.9
percent to about 6.1 million. This drop was caused in part by the privatization of
Kazakhstan’s economy, but it also reflected growing unemployment and
underemployment. In January 1995, there were 85,700 officially registered
unemployed people in the republic, up from 4,000 in 1992.*

During 1996-2000 labor resources reduced by 18.5 percent. Workers were
dislocated from public to private sector, from productive to non-productive sphere,
from rural to urban area. The reduction of employment in economy was
accompanied by the increase in non-registered employment and hidden
unemployment. About 600-650 thousands of employees were on forced leave (in
most cases without pay), reduced hours or delayed wage-payment schedules
(Sarykulova: 2000).

Women in Kazakhstan, as in many other countries, are more likely to withdraw
from the labor force than men. It is more difficult for women to find a job: in 1999
among women applying to employment agencies only every sixth women got a job
(Shokamanov: 2000).

The main factors explaining the reduction in women labor force participation in
Kazakhstan (Sasser: 2001; Kazakhstan: 1998):

- the general growth of tension in the labor market,

- low demand for female labor; many women were concentrated in semi-
skilled jobs, especially in social services (canteens, health posts, clinics,
kindergartens): many of these facilities have been subject to closures and
the predominantly female workforce laid off,

- imbalance between demand and supply: mismatched jobs and workforce
structure: female jobs cuts in industry were related to the restructuring of
light industries and due to the shedding of clerical positions in industrial
enterprises,

- participation was unusually high during the Soviet period: many women
may have withdrawn in the face of a reduced imperative to work,

- reduction in the provision of childcare may have had a negative impact
on the ability of women to work; about a half of the unemployed women
had children under the age of 16 years,

- the departure of many ethnic Russian after independence would have
lowered participation rates because of the traditionally higher
participation among Russian women, and

- market policy: a remedy for massive male unemployment and cuts in
childcare provided by the state.

During the last few decades, considerable changes have been observed in the
labor market: the female labor participation rate has increased dramatically,
especially in alternative or non-standard work arrangements characterized by poor
job quality.

In Kazakhstan the share of employees in standard jobs reduced from 95.8 percent
in 1991 to 54.5 percent in 2002 (Human Development in Kazakhstan: 2003).
Women's unemployment increased till 1996 then gradually decreased
(Meldakhanova: 2001). It was the initial stage of transition when most of women
lost their jobs being laid off. Some women from medium- and high-income families
chose home making, and they did not want to register as unemployed because of ti_lc
existing societal prejudice. At the same time the women's employment increased in
the informal sector, especially in petty trading, suitcase trading and small-scale
craftsmen activity, which often occurs on the margins of legality and without
sufficient income to secure a livelihood®. In 2002 the women unemployment rate
was 11.2 percent, men's - 7.5 percent. Most of unemployed women are in their
workable age from 25 to 54 and have higher educational attainment in relation_to
unemployed men. In 2002 among unemployed women 59.6 percent had university
education, 67.2 percent - secondary professional, 52.9 percent - elementary
professional and 57.2 percent - general secondary education (Women and Men of
Kazakhstan: 2003).

Contingent work has becoming a common phenomenon in the fields of
production, services and communications. According to Human Resource
Development Canada (2002), roughly 30 percent of US workers today do not l_lave
permanent, full-time jobs, and a growing proportion of Canadian men are either
unemployed, involuntarily employed part-time, or hold non-permanent
employment.

The new trends in the labor market are closely related to such new phenomena as
globalization, technological development and reforms in both the public and private
sectors, such as cutbacks, downsizing or restructuring. With these changes there has
been a move toward deregulation of labor markets, as well as a corresponding
increase in flexible forms of labor. Stephenson and Emery (2003) explain the
changing nature of the labor market in large part by globalization, along with a
greatly increased reliance on the contingent work force. Welfare reforms moved
large numbers of welfare recipients into the non-standard workforce. .

The changes in the labor market can have negative impacts on the overall socio-
economic well being of countries and on the individuals within them. Burke and
Shields (1999) argue that in Canada this increasing impoverishment and exclusion
of workers from the mainstream, with the concomitant loss of potential social and
economic well-being, creates social alienation and poverty. Structural economic
changes, globalization, and technological development have essentially changed the
composition of traditionally male occupations and made the ability of a single male
wage earner to earn enough to support his family questionable. As a result, in many
cases women have to join the workforce.

Women present the most vulnerable group in the ecomomy. It is widely
recognized that “the dramatic increase in female employment over the last thirty
years has not been matched, in any country, by an equally dramatic reallocation of
domestic duties between men and women, Women, regardless of their labor market
status, continue to bear the primary responsibilities for dependent care and




household work in all industrialized countries” (Human Resource Development
Canada: 2002). They have to work less than full-time or full year because they have
young children. Many women who work outside the home are now confronting the
"double day", combining their job responsibilities with family responsibilities
(Kalleberg et al. 1997). Thirty one percent of employment growth from 1976 to
1997 has been in the form of self-employment and women were over-represented
among low-paid, contingent workers (Human Resource Development Canada:
2002).

Stephenson and Emery (2003) also emphasize the negative impacts of the
structural, technological and organizational shifts in the economy on womern,
including the lack of opportunity for more flexible work, along with the
disappearance of many jobs that typically provided full-time work for women. Over
the 1976 to 2000 period, in Canada the women in part-time employment started at a
24 percent share of all employment, rising to 28 to 29 percent during the late 1990s.
Self-employment for women has increased from about nine percent of all women's
employment in 1976 to a 12 to 13 percent share by the late 1990s.

From 1998 to 2002 in Kazakhstan the number of women in non-standard work
arrangements and standard employment increased by about 20 percent and 11.4
percent, respectively, while the number of men increased only by 8.9 percent and
2.8 percent, respectively (Women and Men of Kazakhstan: 2003). In 2002 self-
employed women constituted 40.5 percent, while men only 34.8 percent. Among the
reasons for the rapid expansion of female employment demographic changes, lower
birthrates, rising divorce rates, and delays in marriage and childrearing, as well as
other developments such as women's rising education levels, changes in social
attitudes, and a growing demand for women's labor in an expanding service sector,
can be emphasized.

According to Human Resource Development Canada (2002), economic
restructuring involves growing wage polarization and increase in non-standard
employment due to the growth of the service sector, the decline of the public sector
and the rise in self-employment. All these trends have important implications for
women's labor market position. As it is well established, the service sector typically
provides less job security, lower pay, and fewer fringe benefits. Other factors are
smaller firm size, fewer liquid assets, less managerial experience, and an unproven
track record.

In 2002 58.8 percent of Kazakhstan workers in the service sector were women.
The majority of the assets from the privatization process fell into the hands of men,
Though privatization opened new job opportunities related to entrepreneurship and
the development of the private sector, women faced serious difficulties due to the
lack of capital and access to credit. Self-employed women are usually concentrated
in the sectors, such as food and beverage, retail trade, and other services, that have
significantly lower rates in comparison with the sectors, such as finance, mining,

transportation and communication, and construction (Women and Men of
Kazakhstan: 2003).

] Statistics Canada reports that the most common occupations for self-employed

women are childcare, sales, and hairdressing, all of which are at the lower end of tllu:
labor market with relatively poor wages and insecyre work. Thus, _the gende.r gap in
earnings is significantly explained by segregation by occupation and industry
tal.: 1997).

(KaSlLegt:"Zl;gateion by occzlpalion and industry also takes place in I‘(azakhslsfn (Women
and Men in Kazakhstan: 2003). In 2002 the share of women in education was '{3
percent, in healthcare and social services -79 percent, in ﬂr_lance - 61 percent and in
trade - 59 percent. Women' earnings are lower thafu men‘s:'m 1998 the average ratio
of women's wage to men's one was 75.7 percent, in 2000 it fell to 58.7 percent and
in 2002 it slightly went up to 61.7 percent. This is expla.med not only 'by wnmcn
being concentrated in sectors of economy with lower salaries, but also with the fa_ct
that salaries are less than those of men in these sectors of economy are. In 2002 in
industry the wage ratio was 68.6 percent, in agriculture 74.9 percent, in transport
and communications 74.9 percent, in education 85.9 percent and in healthcare and
social services - 81.6 percent.

As can be seen, there are many negative aspects of nt.)n-stam;la:d v.wfn-k
arrangements, although there are some authors wh? cmphasn'ze theu_' positive
aspects. In this context, Ahn (2002) argues that there is a mess in defining which
employment arrangements are non-standard. He shows that there are a Iargm_a rllumber
of workers who are classified as contingent workers although their actual
employment conditions are similar to those of regular workers. As a re§u1l they
often face unfair treatment in terms of wages and benefits. Therefore, it seems
reasonable to clarify the terms and concepts defining non-standard work

arrangemen Is.

CHARACTERISTICS OF EMPLOYMENT IN NON-STANDARD WORK
ARRANGEMENTS

Two types of employment in the labor mark_el are standard and non-stanldarc}
employment. Standard jobs are defined as full-time, full-year employment ‘wrlh d.
single employer on a long-term basis. Non-standard employment has four
dimensions, which are not mutually exclusive: work for fewer hours t.han normal
schedule or part-time work (less than 35 hrs/week); temporary or contmgen_l wc_Jrk
of finite duration; i.e., a time beyond which there is no implied‘employer obligation
to continue the employment relationship (temporary direct hires, temporary help
agency employees and day laborers); use of outside .workers where the emplqycr
directing the content of the work (the client employer) is not the employer who h‘lrcs
and pays these workers (leased employees, contract workers and_temporary heftllz
agency employees); and self employment (mcorporat;d, umnc_orporalcd c‘lfl
indep'endenl contractors) (Vroman: 1998). Non-standard jobs also include on-call
work, seasonal, and multiple jobs with a series of employers.
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Temporary workers are supplied by a temporary help agency (o companies on an
as-needed basis, primarily for short-term assignments. Most jobs are long-term
assignments within the company, weekly or monthly rather than day to day.:”

Day laborers are employed on a day-to-day basis, which may or may not last for
many days at one particular work site. There are two types of day labor work: a) the
workers seek employment through a day labor agency (middle-man); b) without a
middle-man — employees and employers find each other in designated areas, which
can range anywhere from informal specific areas on streets to more formalized
hiring halls (NTIC: 2002).

Contract workers provide a product or service and obtain customers on their own
initiative. Contract workers range from a worker on a wage or salary with a single
employer at a time to a worker managing multiple contracts. Contract workers
include independent contractor, own account worker, consultant, freelancer and
self-employed. Self-employed workers include those who provide a service or a
product and obtain customer on their own, such as shop or restaurant owners. On-
call workers are called to work only as needed and this category can include several
days or week of work, such as a substitute teacher or construction workers supplied
by a union hall. Seasonal workers are hired for work that is available during a
specific time of the year and are laid off at the end of the “season”. Multiple job-
holders have more than one job.”

Non-standard workers are defined as “individuals whose employment is
arranged through an employment intermediary such as a temporary help firm, or
individuals whose place, time, and quantity of work are potentially unpredictable™
(Polivka: 1996). According to Hudson (1997), “non-standard work differs from
full-time jobs by (a) the absence of employer, as in self-employment and
independent contracting; (b) a distinction between the organization that employs the
worker and the one for whom the person works, as in contract and temp work; or ()
the temporal instability of the job, characteristic of temporary, day labor, on-call,
and some forms of contract work.”

Contingent workers are persons who do not expect their jobs to last or who
report their jobs are temporary. Contingent workers are those who do not have an
implicit or explicit contract for ongoing employment (The U.S. Department of
Labor: 2001). Contingent work is usually defined as short-term work; this term is
also often used together with non-standard work to define all jobs that are not
permanent and full-time (Report and Statistical Compilation: 1999). Kalleberg e al.
(1997) note that job quality in standard and non-standard jobs differ in terms of
wages, fringe benefits, and job security.

Blau et al. (2002) argue, “The proportion of workers in non-standard
employment is rather large, especially among women, often homemakers: young
people, often students; and older people, often retired or in transition to retirement”.

In 1999 in the United States the proportion of women in non-standard employment
was 56.8 percent.

REASONS FOR EMERGENCE AND GROWTH OF NON-STANDARD
WORK ARRANGEMENTS

There are a lot of debates on whether the emergence and the growth of non-standard
}vork arrangements are caused by increased demand on the part of employers or an
increase in supply of workers who prefer such arrangements. Ahn (2002) argues that

the increase in the number of contingent workers can largely be explained by

demand factors of the labor market: the labor market today increasingly appears to
be an employers' market. On the one hand, significant increases in benefit costs
made employers express a preference for contingent workers over regular full-time
workers, to hold down labor costs. On the other, soaring unemployment, the fear of
long—l_e::m unemployment and the reduction in labor demand weakened the
bargam.mg power of workers in negotiations on wages and working conditions,
pressuring workers to accept alternative employment arrangements. The reasons for
the emergence and the growth of non-standard work arrangements are discussed
here from the employee's and employer’s points of view.

According to Report and Statistical Compilation (1999), in 1998 30 percent of
the Washington State’s workforce held either temporary or part-time jobs for the
following reasons. These employees had to satisfy personal, family, or economic
needs; however, the vast majority (81 percent) of adult workers was unable to find
full-time jobs and would prefer permanent or full-time employment given the
opportunity. Among the reasons given for working as day labor, 49 percent of
employees noted that it was the only type of work they could find and 24.3 percent
found it attractive to be paid daily (NTIC: 2002).

Although critics usually fail to acknowledge the advantages of alternative
employmjcnl arrangements, Blau er al. (2002) argue that the growing movement of
women into self-employment does represent a desirable expansion in their
opportunities, being an adequate solution to the conflicting demands of work and
family. Rothstein (1996) concludes that life events, such as marriage, divorce, and
child-birth, are correlated with significant differences in employment status for
women, but not for men: among dual-earner couples, women are much more likely
th:m. men to alter their employment pattern when they have children. Rather than
leaving the labor market altogether, many women opt for part-time employment.
Non-standard work arrangements are considered as a strategy for creating
work/family balance (The New Paradigm Symposia series: 1999). They may also
benefit workers by offering greater flexibility as to when and where to work.
Kalleberg et al. (1997) explain the growth of married women and single-parent
families in the labor force by changes in workers’ preferences.

. Stephenson and Emery (2003) argue that a lack of access to child care and the
inadequate salaries made the "trade-off" between the job and the loss of the benefits
available to income assistance recipients a difficult choice. Most felt full-time work

would be essential, but those with younger children felt that permanent part-time
work would be an appealing option.




Townson (March 2003) considers the alternative employment as the means for
combining paid employment with further education, and the way to provide caring
for children because of the lack of childcare arrangements. She argues that older
women may turn to self-employment, as a way of easing into retirement. For highly
educated and professional women who leave well-paid positions in order to head
their own businesses, self-employment is frequently a response to the "glass
ceiling.”

For many people, these changes in the employment pattern have meant greater
flexibility in combining other activities with employment or increased satisfaction
in using skills in their own business. For many others, non-standard work patterns
are involuntary and insufficient to meet their needs: many people would prefer to be
in traditional full-time employment but move to self-employment when they are
unable to find employment. Today the reality is that in most cases workers accept
alternative employment arrangements not as a matter of choice, but as an economic
necessity.

Employers contribute to the growth of non-standard work arrangements by
reducing organization size and introducing flexible staffing arrangements. They find
alternative arrangements more advantageous for a number of reasons: there are
minimal benefits for part-time workers and these workers have no rights to sick
leave or leave for family emergencies; workers are hired at relatively low costs and
employers have labor flexibility to meet demand fluctuations (Stephenson and
Emery: 2003). In addition, the workers involved in alternative employment are
usually non-unionized and outside the scope of coverage of collective bargaining
agreements; employing non-standard workers allows employers to avoid paying the
same level of wages and benefits as paid to regular employees (HRDC: 2002).
Many employers use non-standard jobs to screen future employees (Bellman and
Golden: 2000, Autor: 2000).

Blau et al. (2002) note that employers can benefit (cut costs, downsize, pay
relatively low wages or reduced benefits) from contracted services in specialized
areas, if skills are needed only occasionally (e.g., computer programming),
production nature — peak and off-peak periods: dispense with the need to carry
surplus workers in slow times and avoid the costs of repeatedly hiring and firing
workers. The authors explain a large part of increase in non-standard work
arrangements by the change in hiring behavior of firms rather than disproportionate
increase in the size of industries where they are more common as well as by an
increase in the number of small firms, that are the most likely to benefit from the
purchase of specialized skills from outside sources.

In Kazakhstan, small and medium-sized enterprises play a much less important
role compared to developed or advanced transition economies. This is in part due to
occasional criminal network activity, as well as tax evasion schemes that have led
many small-scale businesses to operate only in the informal economy.'

Slamkulova (2001) indicates the following peculiarities of the labor market in
Kazakhstan:

- economic restructuring changed demand for labor force both by
professional orientation and qualifications leading to imbalance between
demand and supply,

- real sector of economy changed greatly reducing the number of jobs, and
- self-employed workers and informal sector of economy emerged.

As Sasser (2001) states: "Informal labor market and entrepreneurship were seen
as issues within the labor market that were specifically relevant to women. Women
predominate in the informal sector, they bear the “costs” of working in this sector,
and they face the barriers and have opportunities in entrepreneurship. For many
women the phenomenon of transition and economic globalization is not necessarily

.' generating employment, but rather shifting their work into the informal and casual

sectors. Unemployment is rather high among women, they have to work part-time,
have low pay positions and low quality jobs. Women state the major reasons for
moving into home-based work and informal work in general as being unable to find
work in the formal sector and facing mobility constraints due to care obligations in
the home."

During the transition period Kazakhstani women were more aggressive than men
were. They adapted to market changes much quicker. Women’s self-employment
was higher than men’s, e.g., in 2002 it was 52.6 percent for women and 47.4 percent
for men (Women and Men in Kazakhstan: 2003). Many women rushed in suitcase
trading, traveling to neighboring countries to purchase consumer goods and to sell
them in home markets. Other types of informal work are subcontract workers and
own account workers at home, and market vendors, among others. Sasser (2001)
emphasizes high costs associated with informal work, which include, very long
work hours; harsh competition — there is always someone willing to sell or perform
cheaper; lack of insurance; and lack of security; maintenance costs, gas, electricity
being transferred to the household.

Karagusova (2001) notes that in Kazakhstan the formation of the two-sector
employment results in crowding out of women into the secondary sector. High
salary positions, good labor conditions, promotion prospects, fringe benefits, job
security, long-term employment guarantee, training and retraining at the expense of
the employer characterize jobs in the primary sector. The secondary sector provides
low pay, bad conditions, high turnover rate, poor promotion prospects, and
dependence on willful and inconstant relations with top administration.

Although employment in the informal sector is hard to quantify, there is strong
evidence of rapid informal sector growth, especially in the Kazakhstan's oblast
centers. Serious cutbacks in social expenditures, especially in health and education,
resulted in the elimination of jobs in these sectors and decreased access to, and use
of, the services provided by them. Gender discrimination in hiring practices is a
serious problem in the transition countries, i.e. employers would not hire women
who were visibly pregnant, or would only offer non-contractual employment
without any benefits or security (Rutkowski: 1995).

CONSEQUENCES OF THE GROWTH OF NON-STANDARD WORK
ARRANGEMENTS

This section presents a discussion of the positive and negative consequences of non-
standard work arrangements for employees, employers and the economy. The focus
is on the status of women in the labor market. The literature shows that the effect of
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alternative employment on wages and benefits differs by job type, industry,
occupation and gender. Employee benefits, such as employer health plu;u.
educational assistance, child care subsidies, paid vacation and sick leave, retirement
benefits and unionization are all more common among full-time, full employment
status worker than among any of the part-time or contingent categories (Kalleberg ¢/
al.: 1997, The New Paradigm Symposia series: 1999, Report and Statistical
Compilation: 1999).

Blau et al. (2002) also confirm that workers in non-standard work arrangements
!lave less job security, lower wages, fewer benefits (sick pay, holidays, health
insurance, and unemployment coverage), and fewer social security benefits. They
receive less training as well as fewer promotions. They lack the protection provided
by labor unions and do not accumulate pension rights. The authors conclude that in
the long run the negative consequences emerge as a discontinuous labor markel
history, the lack of funds for education expenses for children, occasional medical
emergencies, and retirement in poverty.

Considering the increase in the availability of flexible jobs (i.e. temporary
contract and part-time work) in the European Union, Bettio et al. (2000) note that
these arrangements reproduce familiar gender asymmetry. They point out that
female labor, rather than male labor, tends to be associated with non-standard
employment.

Davis et al. (2001) argue that a sex-segregated labor market and the lack of a
universal child-care system pose additional hurdles to women as they strive to
provide for their families. They note that employment insurance and maternity
benefits are hardly applicable to the economic security of low-income women
because of their weak attachment to the labor force, including their segregation in
low-paying, irregular and part-time jobs.

Governments in many countries, including Kazakhstan, make efforts to
encourage people to start their own businesses as a way of stimulating the growth of
the middle class, promoting political stability, economic independence and job
growth. However, public policies and programs do not generally achieve high
female participation rates due to their poor implementation. In fact, these programs
and policies benefit men more than women. One of the main problems is women’s
lack of access to credit. Other problems of self-employed women are related to the
need to fund their own benefits. Self-employed women typically earn less than both
their paid worker counterparts and self-employed men, and receive fewer benefits.
According to gender statistics (Women and Men in Kazakhstan: 2003), in 2002
women's average monthly salary constituted only 61.7 percent of men’s average
monthly salary.

Blau and Kahn (2000) note that labor market discrimination may also affect
women'’s wages and occupations due to the discriminatory tastes of employers, co-
workers, or customers, average differences between the two groups in the expected
value of productivity and the discriminatory exclusion of women from “male” jobs,
which can result in an excess supply of labor in “female™ occupations, depressing
wages there for otherwise equally productive workers. They also emphasize
discrimination with respect to placement, promotion, movement to full-time

positions and the allocation of additional hours. As an example, the authors give
evidence about a role of discrimination in academia. They found that controlling for
quality of Ph.D. training, publishing productivity, major field of specialization,
current placement in a distinguished department, age and post-Ph.D. experience,
female economists were still less likely to be promoted from assistant to associate
and from associate to full professor. There are gender differences not simply in
salary but also in space, awards, resources and responses (0 outside offers. Although
in Kazakhstan there are more women with higher education (59.4 percent) than
men, they are also concentrated in lower positions. Only 10 percent of women hold
doctoral degree, and 38 percent hold candidate of science degree (Beckturganov:
2001).

Hudson (1997) indicates some positive consequences of alternative arrangements
for those who prefer such arrangements. He argues that contract workers and

' independent contractors have higher wages than similar workers in traditional
' arrangements; they are more likely to be covered by health insurance and pensions.

In non-standard work arrangements, students can explore career opportunities and
adults can re-enter the labor market. Homemakers in need of flexibility because of
family responsibilities and older people in transition to retirement can also take
advantages of such arrangements. Hudson notes that sometimes employers pay
higher wages to compensate for uncertainty and lower benefits.

Considering negative consequences of non-standard jobs, Hudson (1997) notes
that they usually:

- pay less than regular full-time jobs with similar characteristics and
educational qualifications,

- provide little or no job security, and are more likely to be of limited
duration,

- do not ensure access to public programs, such as employment insurance,
health insurance, public pensions, or child care arrangements,

- have limited training and promotion opportunities,

- receive few if any benefits.

He concludes that non-standard work arrangements continue to be of low
quality. At the same time, employers enjoy reduced costs as they pay less. and do
not contribute to benefit packages or public income support programs, such as
unemployment insurance or public pensions (Townson: 2003).

Rutkowski (1995) examines positive aspects of the transition and concludes that
though women are afforded the opportunity to start their own businesses, they are
constrained by the lack of capital and access to credit, the "traditional” roles women
play, and lack of information and knowledge on how to start a business - all
hindrances to women's participation in entrepreneurial activities. Among negative
aspects of the transition process the author notes higher levels of unemployment,
barriers to private entrepreneurial activities and decreased social assistance
provisions from the state, among other fall-outs. Laid off women have to search
jobs in non-standard work arrangements working involuntarily part-time, occupying
low paid positions in low quality jobs.




In Kazakhstan women working in informal labor market do not have
contributions to the Accumulative Pension Funds and do not pay income taxes, Out
of seven and a half millions of economically active population five millions have
individual social codes and only 2.2 millions people provide regular monthly
payments to Accumulative Pension Funds (Chulanova: 2003). These figures give
information about the size of not-registered employment in the labor market. As a
result the employees are not protected by the legislative system and are not covered
by the social security system because their labor activities are not registered
anywhere. In addition, many working women are now confronting the "double day."
They experience significant time pressures as they attempt to combine work and
family responsibilities.

Beckmukhambetova (2001) argues women having small children or large
families are disadvantaged in the labor market. As women workforce requires
additional social expenses, employers do not want to bear costs. Women are the first
10 lose their jobs in downsizing in spite of their generally high educational and often
professional level, Non-standard employment implies for women, in addition to
lower eamings, fewer benefits, less job security, and fewer opportunities for
promotion, solving the work-family conflict by perpetuating traditional gender
roles, Under new economic conditions women are less competitive as compared to
men and less socially protected.

In spite of the presence of the legislative framework on gender equality,
Kazakhstani women often have difficulties in finding jobs, have lower than men pay
for comparable work, and they are subject to occupational segregation. The factors
leading to gender pay differential are imbalance and distortion of the sector
employment structure resulting in women's employment predominantly in the
sectors with low pay levels; professional segregation resulting in women
employment in low qualification jobs and constraining their access to decision-
making positions; the formation of the two sector employment model and crowding
out women into the secondary sector (Human Development in Kazakhstan: 2003).

The study of the impact of non-standard jobs on the economy and companies’
profitability and productivity deserves serious consideration in both the short and in
the long term. Shaidildinova (2003) draws attention to the key problems in
Kazakhstan’s labor market, such as:

- prevalence of non-effective employment (low productivity, hidden non-
taxed employment, noncompliance of labor terms and conditions to
existing standards),

- loss of labor potential (long unemployment duration),

- noncompliance of workforce training to economic needs,

- difficulties in finding jobs for some population groups (women, young
people, elderly people in the pre-retirement period, disabled),

- large differences in regional labor markets (high unemployment rate in
depressed regions, labor surplus in agricultural regions and small towns),

- inappropriate qualification and professional structure of labor demand
and supply,

- illegal labor flow from neighboring countries.

ly policy responses to the above-mentioned issues are absolutely necessary
e economic growth to the country and to ensure a decent standard of living

POLICY IMPLICATIONS

emergence and the growth of employment in non-standard arrangements
uire the development of the appropriate policies. As Townson (1997) notes, the
changes in the labor market, such as increasing non-standard work, mean traditional
policies to promote women's economic equality may no longer be appropriate. She
argues that new initiatives should be undertaken to promote gender equality. Policy
implications range from pension policy, employment standards, and how to address
pay and employment inequities and discrimination. Hudson (1997) suggests that
policy should ensure that workers receive fair pay and benefits regardless of their

work arrangements — whether standard or not. Stephenson and Emery (2003)

conclude "there must be a clear understanding and acceptance, nation-wide, of the

fact that the organization of work has changed permanently to the increasing
prevalence of contingent, non-standard, often poorly paid jobs."
Ahn (2002) suggests that the focus of labor laws and regulations should move
away from regular workers employed under traditional employment arrangements in
order to reflect the changes in industrial structure and labor market and the rights
- and interests of workers employed under different employment arrangements. If
workers are to be protected, current labor laws need to be modernized (NTIC:
2002).

* Five important categories of policy/program initiatives are as follows (Human
Resources Development Canada: 2002):

1) In many countries there are no employment standards designed to protect
workers from possible exploitation through unregulated labor markets.
Employment standards governing wages and benefits, working conditions,
leave entitlement and vacations can help to protect women from unjust
dismissal. They may be set out in legislation, in collective bargaining
agreements, or through voluntary codes of conduct.

2) Most nations have formal equality and sex discrimination legislation,
however, in reality it does not work. Strict enforcement of this legislation
can help to improve women's opportunities in recruitment, training, and
promotion.

3) Policies that affect pay, such as equal pay for work of equal value and pay
equity, as well as an introduction of the principle of equal pay for work of
comparable worth, where it is possible, can help to reduce the gender pay
gap. As Baker (1994) put it, enforceable legislation should require that
employers base wages on comparable worth rather than gender, marital
status or family status.

4) In many countries, income support is

participation in employment and training programs.

increasingly contingent on
It is sugpgested that




!ruining should be tailored to individual needs and circumstances in order to
improve the job prospects and earning potential of unemployed o
und.cl"cmpluycd individuals by developing their human capital.

5) Policies to reconcile work and family responsibilities in order to help women
balance work and family duties with greater ease, or to facilitate the
reallocation of some of the responsibility for unpaid work to men. The policy
challenge is to facilitate a work-family balance for all employees, not just for
women. These include policies for maternity or parental leave, childcare
policies, and flexible work arrangements.

Researchers and policy analysts broadly debate the last initiative. Blau and Kahn

(2000) suggest that policies facilitating the integration of work and family
_rcspfmsibililies should be implemented voluntarily and/or mandated by govémmcnl
Davis et al. (2001) argue that there is an indisputable need for a national child-can;
system. They suggest that child-care centers should provide transportation whilé
\?nrkplaccs and educational institutions should receive incentives to implcm’ent on;
site day-care centers. Stephenson and Emery (2003) note that government-supported
systems must allow the mothers to "hold" the places for their children when the
mother may be unemployed or underemployed and not need the services to the same
degree. This does not mean that unused places remain vacant, but when the mother
returns to employment, or when her employment time increases for a limited period
of time Sh.c should have an opportunity to use the same place for her child. As
described in one of several international comparisons provided by Baker (19-94)‘
Sweden I?as been very successful in keeping families with children out of povcrt);
because its government has promoted a policy of full employment, focused on
employment equity, and provided subsidized child-care services for working
parents.

Flexible work arrangements are frequently promoted as beneficial to both
employer and employee. Flexible work arrangements can either restructure or
redqce:: famployccs' work time. Bettio ef al. (2000) propose alternatives to three labor
ﬂCXIt?lllty_ strategies: employer friendly flexibility, flexibility over the life cycle, and
wor!vu{]_g time reduction. Current policy can be revised by shifting the focus of iabor
ﬂl‘:xlbll.lty arrangements toward an employee friendly flexibility orientation. At the
same time, it should also seek to- harmonize the interests of both workers and
employers to minimize the conflicts of interests between them.

Today in Kazakhstan there is the legislation on the gender equality in all fields
At _lhe same time there is a wide recognition of existing gender inequality in thf;
society. According to the RK Constitution women and men have equal rights in
political, economic and social life. The RK Constitution guarantees citizens the right
o -work and forbids discrimination based on geographic origin, gender, race
nationality, religious or political belief, and language. In practice, social (;piniot';
tends to associate women in the workplace with the abuses of the Soviet past. The
early 1990s saw the loss of more than 100,000 day-care spaces, and public Op-inion

strongly favors returning primary responsibility for the rearing and educating of
children to mothers.”

In 1998 Kazakhstan joined the UN Convention "On the Eradication of All Forms
of Discrimination Against Women". The Government takes efforts to mainstream
gender into its programs and policies. For the first time in the history of Kazakhstan
the Indicative Plan for Social and Economic Development in 2001-2005 included
the section on the women's participation in development. It offers taking specific
measures and achieving certain gender indicators to improve the status of family
and women in Kazakhstan. Family policy should support women, who involuntarily
left labor market to take care about children and help women to adapt, when they
return back to the labor market. Employers should be encouraged to hire women for
part-time work with a flexible schedule using special legal measures, economic
incentives and allowances (Beckmukhambetova: 2001). One way of ensuring this is
using engendered budgets as a tool to assist in gender mainstreaming and to ensure
government accountability and financial transparency (Sasser: 2001). Gender
indicators are also included in the RK Government Program for 2003-2006 and the
RK Strategic Development Plan till 2010.

Rutkowski (1995) suggests to undertake active labor market policies - defined as
any measure other than unemployment benefits and early retirement - to help
workers adjust to change by increasing their productivity (with retraining),
improving matching between jobs and workers (with job search assistance and
retraining), maintaining their labor force attachment (with retraining and public
works), and increasing demand for labor (with wage subsidies, business startup
schemes, and public sector employment).

To cope with gender problems the National Commission on Family and Women
Affairs under the President of the Republic of Kazakhstan (NCFWA) was
established in 1998. The NCFWA is vested with a wide range of rights and powers.
In particular, it has the right to demand from the relevant public agencies to control
and officially investigate cases of breaching the legislation regarding family, women
and children. The NCFWA in cooperation with public agencies, NGOs and
international organizations developed the National Action Plan on Improving the
Status of Women in the Republic of Kazakhstan, which was put in force in 1999
(Samakova: 2001). Its priorities include the poverty reduction by increasing the
general level of payment for labor, legalization of all incomes and increasing
salaries for civil service agencies, where women predominate, and where salary
level is lower than an average salary level in the country. A micro credit program
for lowest income population is to be expanded in order to provide self-employment
to population and development of entreprencurship (Shokamanov: 2000).

The basic directions of gender policy are formulated in the Concept of Gender
Policy in the Republic of Kazakhstan authorized by the Decision of the Government

in 2003 (The Concept of Gender Policy in the Republic of Kazakhstan: 2003). They
are aimed at providing equal opportunities in the labor market and increasing
women employment by increasing demand for women labor force and its
competitiveness in the labor market. The Concept envisages implementing
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programs (a) (o raise competitiveness of women in the labor market by providing

the provision of access to consulting services, education and job search informution
(b) to promote a further development of entreprencurship and self-employmem
opportunities among women; (¢) to provide professional retraining and delivoring
business administration and management skills focused on raising women's sell-
confidence and competence. It is also planned to establish centers for economic
education of women in order to help them in developing small and medium-s |zl
businesses by providing financial support to women entrepreneurs as well uu
consulting and marketing services. According to the Law "On Micro credil
Organizations", financial assistance will be provided to the population in all oblasis
of Kazakhstan. A special attention will be paid to the expansion of women's
employment in agriculture, in particular in its produce processing. The
establishment of public and private pre-school institutions, which provide botl
childeare service and jobs, will be encouraged.

The Government of Kazakhstan recently developed the Employment Program
for 20052007, aimed at achieving effective employment, reducing  (he
unemployment rate, improving job quality and providing territorial/geographical
redistribution of the workforce in order to avoid demand/ supply imbalance
(Shaidildinova: 2003). It is planned to create a comprehensive data basis about
available vacancies and to ensure strict enforcement of labor legislation so that to
prevent any discrimination in the labor market; to expand public works; to provide
professional training and re-training for unemployed population in compliance with
existing demand; and to support self-employment through the implementation of
micro-credit programs.

A special attention is given to the further development of small and medium
business. As Sasser (2001) notes, several barriers hinder women's entrepreneurial
activities: a lack of confidence in oneself and in the ability to start one's own
business; societal and cultural biases against women as business owners: lack of
access to networks such as chamber of commerce and ‘old boy' networks; a lack of
access to credit due to inability to meet collateral requirements and because of
discrimination in lending practices; and finally because of a lack of knowledge of
how to start a business and the skills needed to run it. The State also imposes
burdens that hinder women's opportunities such as the imposition of user fees and
taxes that they are unable to pay; lengthy application procedures; and the time taken
away from home and productive activities by the need to travel in attending to these
procedures. All of these things limit women's participation in entrepreneurial
activities. The author suggests easing the constraints facing women by ensuring
equal access to credit. This includes gender awareness training for lenders,
decreased legal, regulatory and bureaucratic barriers, increased knowledge on the
part of women of programs and resources, and allowance of alternative forms of
collateral. Additionally, there needs to be increased training for women in business
skills as well as in increased confidence.

The territorial redistribution of the workforce within Kazakhstan requires the
development of the voluntary labor migration — the transfer of the labor force from

-excessive regions to industrial centers and the newly developing regions,
a8 the Caspian shelf. The territorial non-uniformity of the allocation of
strial and agricultural entities as well as a high concentration of population in
regions results in different demand for labor. While population reproduction
18 high in rural areas, labor demand is higher in urban areas and in the regions

IWlth developed infrastructure. Low mobility of labor force results in high

unemployment in these regions and creates obstacles for work force involvement
Into production in the regions of economic growth (Human Development in
Kazakhstan: 2003).

Rutkowski (1995) notes that transitions call for geographical movement of
workers across different localities. Reforms should include new types of labor
¢ontracts, building the institutions and regulations of a modern dynamic housing
market, encouraging migration by providing mobility grants and creating incentives
for firms to locate a new plant or undertake new investment in depressed regions. At
the same time the author warns that it may not be cost-effective to pursue the
recovery of depressed areas with mobility grants or regional investment subsidies.
Therefore, there is a need in removing barriers to spontaneous mobility and ensuring
that public expenditures on transport and infrastructure are spread evenly around the
country.

Most of the measures reviewed in this study require fairly significant public
expenditure and regulation of the economy (Stephenson and Emery: 2003). Strong
legislation clearly stating the type and magnitude of the changes expected, including
timetables for their achievement and specifying the penalties accruing to
organizations that fail to comply with the legislation enforcement, can greatly
improve the status of employees with non-standard working arrangements.

While an achievement of these goals would help improve the situation in the
labor market as a whole, special attention should be given to the economic security
of women working in non-standard jobs. Efforts should be made to examine the
issue of contingent work and the implications for women's equality of the trend to
increasing use of non-standard work arrangements. Such a research is of great
importance as Kazakhstan is restructuring its economy and preparing to join the
World Trade Organization.

ENDNOTES

1. Retrieved from http://www.abacci.com/atlas/economy.asp?country on March 30, 2004.
Retrieved from http://reference.allrefer.com/country-guide-study/kazakhstan/
kazakhstan36.html on March 30, 2004.

3. Retrieved from http://www.contingentwork.on.ca/ on December 12, 2003
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“ECONOMETRICS”

Textbook by Kairat T. Mynbaev and Alan Lemos
Rio de Janeiro: Editora FGV, 2004, ISBN 85-225-0459-8

REVIEWED BY SABIT KHAKIMZHANOV

This is a authorized translation of “Econometrics” by K.T. Mynbaev and A.
Lemos originally published in Brazil last year. It is one of the few advanced graduate
textbooks in econometrics to appear in Russian.

The textbook’s treatment of econometric methods emphasizes deep understanding
of the statistical concepts underlying regression analysis. Its no-compromise treatment
of the basic techniques is a good preparation for independent research and
development of econometric methods. To achieve that worthy goal, the book provides
both geometric explanations and mathematically rigorous proofs of the key results.

The first part is a useful and convenient one-stop reference on a number of subjects
necessary for the correct application of the econometric methods of the second part.
These include necessary topics from higher mathematics, statistics and economic
theory. The subject areas common both to statistics and econometrics include multiple
regression analysis under classical assumptions, interval estimation and hypothesis
testing are also included.

The second part targets more advanced students and could be used in the second
semester of a graduate course in econometrics. It brings together the models and
methods based on the asymptotical theory: large sample properties, seemingly
unrelated regressions, autoregressive models and the theory of simultaneous equations,
including the instrumental variables method, 2SLS and 3SLS. The maximum
likelihood and Monte-Carlo methods are also considered. Unlike many texts in
econometrics, this text includes the proofs of the central results rather than references
them.

The book contains more than 100 exercises, with solutions in the end. The
exercises and the illustrations are made in Excel, a purposeful choice of a general
package with low fixed costs of learning yet more instructive than many high-end
specialized packages. The appendices supply the necessary material from the
probabilities theory, asymptotical theory, and VAR. In general, the book is self-
contained and reduces the need of the reader to consult with other sources. It is a
valuable addition to the library of any econometrician and an excellent choice for an
advanced two-semester course in econometrics. This book should be recommended as
a graduate level textbook for students of econometrics.
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“CASPIAN OIL WINDFALLS: WHO WILL BENEFIT?”

By Svetlana Tsalik
New York: Caspian Revenue Watch (2003)

. REVIEWED BY REGAN SILVESTRI

From the callous question asked in the title, we know at the onset that this book
will put forward factual evidence concerning the questionable use of oil revenues in
Caspian states. Such is what author Svetlana Tsalik, Director of the Caspian Revenue
Watch, endeavors and endeavors successfully.

“Caspian Oil Windfalls: Who Will Benefit?” has been published by the Caspian
Revenue Waich, a new program of the Open Society Institute’s Central Eurasia
Project. *The Caspian Revenue Watch hopes to ensure that existing and future
revenue funds in the region be invested and expended for the benefit of the public,
such as poverty reduction. education, and public health - through the promotion of
transparency, civic involvement, and government accountability.” (1)

The book is authored by Svetlana Tsalik and edited by Robert Ebel, and it includes
three chapters contributed by other scholars. Notably, the book contains a foreword
by Joseph E. Stiglitz, Nobel Prize winner in economics and professor of economics
and finance at Columbia University.

Author Svetlana Tsalik questions why the majority of the Kazakhstani population
remains at sub-standard living levels while Kazakhstan is growing to be one of the
richest oil producing and exporting countries outside of the Middle East. “Azerbaijan
and Kazakhstan urgently need measures that guarantee accountability, transparency,
and public oversight in their oil industries. Only then will the two countries stand a
chance of using oil and natural gas revenues to raise living standards for their people
and lay the basis for healthy, long-term economic growth™ (p. 212.)

The book is divided into logical chapters, each of which could stand-alone on its
particular topic. Throughout the book, we are provided with background information
so that we may understand the current state of affairs appropriately. The book begins
with a few chapters comparing and contrasting the situation with petroleum revenues
in Kazakhstan and Azerbaijan to other regions. The authors offer knowledge from
lessons learned in Alaska and Norway, and their application to Kazakhstan and
Azerbaijan. We can infer from the text that many aspects of the Norwegian model can
not be applied to Kazakhstan and Azerbaijan. As a conclusion, it is advised not to
duplicate exactly Norway's National Fund, but to build certain applicable attributes of
the Norwegian Fund into the Kazakhstani and Azerbaijani Funds. With questions of
separation of powers, transparency and accountability hovering over the Kazakhstani
and Azerbaijani Funds, operation of the Kazakhstani and Azerbaijani Funds does not
enjoy the advantages held by the Norwegian National Fund.

Kazakhstan, being a less developed country than Norway, could make use of
money from the national fund for health care and education. Kazakhstan, a country
where the majority of the population does not enjoy healthy living-standards, could
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even consider distribution of profits from the national fund to the population -as
occurs with the Alaskan Fund.

The most interesting parts of the book are Chapter 5 “State Oil Fund of the
Azerbaijan Republic” and Chapter 6 “National Fund of the Republic of Kazakhstan,”
which may be considered the ‘heart” of the book.

In the chapter “National Fund of the Republic of Kazakhstan.” author Svetlana
Tsalik asserts that the Kazakhstan National Fund is failing. The broad reason given as
the cause for the failure of the current Kazakhstan National Fund is centralization of
power and rule by presidential decrees. Regarding centralization of power, the
President of the Republic of Kazakhstan himself has exclusive power to make and
change rules of the National Fund, and the President also has exclusive power to
authorize purposed expenditures from the National Fund. Regarding the predisposition
in Kazakhstan for governing by presidential decrees *.. .increasingly, rules governing
hydrocarbon development...are promulgated by presidential decree rather than
legislative act” (pp. 153-154.)

Author Svetlana Tsalik examines the very creation of the national fund in
Kazakhstan, and how the creation of the national fund was linked to the discovery by a
U.S. Justice Department investigation of Swiss bank accounts in the names of senior
officials of the Kazakhstani government. “In August 2000, a presidential decree
officially created the National Fund of the Republic of Kazakhstan... The creation of
the BDK [Budget for Development of Kazakhstan] became moot when state revenues
dropped precipitously following the East Asian financial crisis that led to a sharp
decline in oil process, and the ruble devaluation in the late 1990s. Nevertheless, oil
money was set aside in a secret Swiss bank account tied to President Nazarbayev. The
account was opened in 1996 with about $1 billion in proceeds from the sale of 20
percent of the Tengiz oil field to Mobile. In his revelation to parliament in April 2000
about the existence of this account, Prime Minister Tasmagambetov reported that its
purpose was to prevent inflation... He also admitted that other foreign bank accounts
in the president’s name existed. In 2000, when oil prices surged to $28 a barrel (bbl),
the problem of what to do with this sudden windfall became urgent. Additionally,
investigations by the U.S. Justice Department into the role of an American, James
Giffen, in transferring payments from oil companies to Swiss bank accounts tied to
senior officials in the Kazakh government created an incentive to move the money
back into Kazakhstan... The president issued his decree in August 2000 and
regulations specifying the fund’s functions followed in January 2001” (pp. 145-146.)

As can be seen from this excerpt, “Caspian Oil Windfalls: Who Will Benefit?” is
filled with factual information addressing who, what, when, where. and how much.
The book is well researched, and the sources of the information are meticulously
referenced. It is written much in the style of investigative journalism: stating facts and
sources of information. Presently, very little information on the topic of Caspian oil
revenues is easily accessible, and here it is all collected and neatly organized.

Further, the book offers recommendations for promoting revenue accountability.
These recommendations could be the only weakness of the text, as they are made
strictly from a western viewpoint and do not take into consideration the local cultural
context. *“Caspian Oil Windfalls: Who Will Benefit?” is clearly written for an
audience of western (‘international’) readers, who will certainly be outraged at the
abuses of power by the governments of the Caspian basin states. However, it is
problematic to propose that western solutions can be properly applied to problems in
post-Soviet space. In his novel “Dead Souls,” Nikolai Gogol long ago documented a
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mentality predisposed towards ‘trickery’ as a means to succeed in business with the

story of a man and his deceitful plan to get rich by dealing in dead peasant souls. This
‘mentality and its impact on business operations in the region, documented with the

publication in of “Dead Souls” in 1842 long before the establishment of the Soviet
Union, has survived the Soviet Union and persists yet today in the New Independent
States. If there is one criticism of “Caspian Oil Windfalls™ it is that western solutions
to the problems of revenue accountability are not likely to be applied properly with
any level of success in the local cultural context of the post-Soviet Union.

In conclusion, the book “Caspian Oil Windfalls: Who Will Benefit?" never directly
answers the question put forth in the title, but the implication is clear. The book offers
factual information from recent history, and allows the reader to draw inferences
himself and reach a conclusion from the facts presented.

The authors and publishers of “Caspian Oil Windfalls: Who Will Benefit?” have
undertaken and subjugated a topic which many authors fear to touch. The value of
this book is that an author has shown the courage to not be silent, and that a publisher
has shown the courage to publish the work. We applaud this work, and look forward
to the next effort from the Caspian Revenue Watch.

REFERENCES
1. Open Society Institute website. www.osi-az.org/crw.shtml

“POST-SOVIET CHAOS VIOLENCE AND DISPOSSESSION IN
KAZAKHSTAN”

By Joma Nazpary
London: Pluto Press 2002. ISBN 0 7453 1503 8

REVIEWED BY JAN TOMCZYK

This book is a valuable contribution to the understanding of the current social and
personal economic situation that many people face in Kazakhstan. It is not an
economic history of the collapse of the Soviet Union. Despite the authors hope that
some people will take up the struggle against global capitalism it is nevertheless a
sympathetic, thoughtful and thought provoking description of the social and personal
economic hardships and challenges that many people in Kazakhstan are facing as part
of the stark reality of their everyday lives. Joma Nazpary succeeds in never being
patronising nor aloof. This is not surprising as the author spent time in Kazakhstan
amongst the different segments of Kazakh society that are the subject of the research.
The author never condemns the roles and personal opinions of the people who have
provided an insight into their survival mechanisms and behaviour,
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The book is an academic study sponsored by the Royal Anthropological Institute
as a result of a grant from the Leach/ RAI fellowship. Joma Nazpary is & member of
the Department of Social Anthropology at the University of Edinburgh in Scotland.

According to the author as a result of the Post Soviet chaos Kazakh society has
developed five main characteristics or behavioral patterns: “Bardak” (a mess),
networking as a response to the chaos, violence and stigma towards women and
developed pathologies of sexualised strategies, the construction of the alien and
simmering ethnic tension.

In addition, the author provides some related issues that support the books thesis,
For example there is a short section on the use of the Kazakh language that explains
the reasons that prevent the widespread use of the Kazakh language in all spheres of
society: the lack of the necessary infrastructure, the lack of economic incentives and
political resistance.

Using several selected academic sources rather than relying upon the international
banking and international think tank and donor agency reports and findings together
with the anecdotal evidence collected during meetings in Kazakhstan, the book
provides what can be described as a lucid but alternative description and explanation
as to how the dispossessed have been created. The result is the provision of a
classification of the population of Kazakhstan into 8 main segments: from garbage
seekers to the new rich.

The author provides a concise and interesting first Chapter that describes how the
chaos occurred by using sources that some readers may not be aware off: such as
Ticktin, Dittman, Diugai, Wurrzel. Castells, Humphrey and Olcott to name a few. The
central thesis is well documented, but it is the conclusion that seems at times to
wander off the central track of the argument? The author offers questions as to what
extent is the present situation in Kazakhstan a legacy of the Soviet era and to what
extent is it a product of the new liberal reforms imposed by the U.S, the World Bank
and the IMF? The author tends to the later argument. The support that we are offered
is the results of the works by Gowan, Kagarlitsky, Burgess and Chossudovsky. The
final summary is interesting but it is another argument that is another road that would
require another book.
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“ENERGY AND CONFLICT IN CENTRAL ASIA AND THE
CAUCASUS”

Edited by Robert Ebel and Rajan Menon
Lantham: Rowman & Littlefield 2001, ISBN 0 7425 0063 2

REVIEWED BY JAN TOMCZYK

The book is a collection of 12 essays written by energy and international relation
experts and brought together by the editors and The National Bureau of Asian
Research (NBR). Robert Ebel on of the editors is Director of the Energy and National
Strategic Security program at the Center for Strategic and International Studies.
Authors of some of the essays include Pauline Jones Luong, Nancy Lubin and Terry
Lynn Karl to name a few. This should be sufficient recommendation but the broad
coverage and serious research and analysis are also good reasons to read this book.

Pauline Jones Luong’s comprehensive essay “Kazakhstan: The Long Term Costs
of Short Term Gains” (p. 79-106) will probably become standard reading in
embassies, boardrooms and classrooms. The essay describes the oil and gas
investment frenzy, the distortion that such rapid and large investment can cause, the
tendency for rent extraction, the failure of the oil and gas revenues to benefit the
majority of the population, and the stable investment climate. The author provides
insights and explanations concerning the short term effects of privatisation as well as
the long term effects. In conclusion this detailed essay recommends a moderate flow
of oil revenues and that the perception that oil and foreign investment can act as a
panacea for the country’s social and economic ills should be eliminated. Instead, the
author recommends that Government officials should focus their efforts on securing
domestic sources of present and future revenue streams and securing investment to
develop them. These efforts should also include building state institutions that have
the capacity to prescribe and collect taxes.

Amongst a list of conclusions the essay also recommends that both the
Kazakhstani and U.S. governments should encourage greater development in the
manufacturing and agricultural sectors, and that Kazakhstan should resist the
temptation to close its borders to free trade. The author suggests that recent research
demonstrates that those countries rich in natural resources that have maintained a
commitment to free trade have also been the most successful economically — because
open borders encouraged them to develop competitive manufacturing sectors. The
supportive evidence is attributed to the work undertaken by Jeffrey D. Sachs and
Andrew M. Warner and published in “Natural Resource Abundance and Economic
Growth: Working Paper 5398, National Bureau of Economic Research, December
1995, This is an interesting comment since Kazakhstan is currently developing a new
Customs Code that is scheduled to be implemented on January 1st 2003 and that
Kazakhstan is in the process of accession to the World Trade Organisation.

The collection of essays is not limited to Kazakhstan as the book provides an
accessible and a high level of information concerning Azerbaijan and Turkmenistan
and also describes the U.S. and Iranian relationship. Scholars, company directors,
diplomats and policy advisers should have this work on their bookshelves if they do
not have it already.
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"THE POLITICS OF CASPIAN OIL:BATTLE OF THE BLACK
GOLD"

Edited by Bulent Gokay
Palgrave Publishers 2001, ISBN 0-333-73973-6

REVIEWED BY JAN TOMCZYK

Bulent Gokay is the Director of the European Studies Programme and Lecturer in
International Relations at Keele University, Staffordshire, UK, and he has brought
together seven essays that serve to act as a reference to the understanding of the
politics of the Caspian Sea.

Bulent's opening chapter provides some interesting information on Caspian Qil
under Soviet control: "Although petroleum exploration was energetic and greatly
successful. However, it lacked much of the modern instrumentation. Efforts were held
back by the inappropriateness, on occasion, of Soviet technology and the lack of an
incentive system."

Other characteristics of Soviet control according to Bulent include:

* Scarcity of large capital expenditures for pumping equipment and drilling
more wells (Goldman, The Enigma of Soviet Petroleum, George Allen and
Unwin, pp. 35-54)

e Recording equipment was poor and depth penetration rarely exceeded 1500 to

3000 metres

Common-depth-point shooting was largely experimental in most regions

As a whole the Soviet oil industry was 10 to 25 years behind US technology

During the 1960's and the 1970's there was a combination of problems:

inadequate capacity to manufacture sufficient quantities of such indispensable

equipment as compressors, large pipe and electronic equipment; laggard
technology; and bureaucratic inflexibility.

In the late 1980's Soviet technology seriously lagged behind that of the West

Drill pipe was too weak to withstand the torque for rotary drilling

Labour productivity was about 40 per cent of the US level

There was extremely backward and inflexible infrastructure in industry.

The chapter also provides for the interested reader on oil and gas in the former
Soviet Union several sources for further study such as A. A Meyerhoff's "Soviet
Petroleum History, Technology, Geology, Reserves, Potential and Policy", in R.G
Jensen, T. Shabad and A.W. Wright (eds), "Soviet Natural Resources in the Worlds
Economy," University of Chicago Press, 1983,

The other six chapters deal with the geopolitics, management of transboundary
energy resources, Azerbaijan's energy policy, private and national interests, the
Nagorno-Karabakh conflict and the role of oil in the Russian Chechen war.

Serious students, academics but more important diplomats, policy influencers,
company directors and managers who need to have an explanation as to what is
happening with a lucid analysis as to why events are complex and seemingly without
resolve in the Caspian Sea region should read this book.

“KAZAKHSTAN OIL AND GAS REPORT”
By Trade Partners, UK, and the British Embassy,

Almaty
AUGUST 2002: www.tradepartners. gov.uk

REVIEWED BY JAN TOMCZYK

The Commercial team located in the British Embassy in Almaty has produced the Report. It
is the result of much desk research, accumulated knowledge and input from visits to the
fields.

The report is a benchmark. It is useful and doubtless much appreciated by the British
operators, contractors and suppliers for whom it was written. The depth and range of
information is detailed and covers the issues and the exploration and production projects that
are of keen interest to UK companies planning to market goods and services in Kazakhstan.

The report describes the need for due diligence and the need for local content. Legal and
Tax due diligence needs to be undertaken by contractors and suppliers before they win a
tender and not after. One of the most important issues for foreign contractors and suppliers
who decide to create a legal entity in Kazakhstan is to create the right corporate structure.
The corporate structure should balance the UK and Kazakhstan tax obligations, The
potential contractor and supplier should realise that tax planning may be misconstrued as tax
avoidance. Local content does not mean employing local personnel, even in large numbers.
The Government wants to see the maximum benefit from the revenues of oil and gas and the
participation and development of Kazakhstan industry is part of the solution. As a result
local content should figure in the plans of future contractors and suppliers.

Foreign suppliers should not plan to endlessly supply the Kazakhstan market from
factories located in other parts of the world. Setting up part assembly or manufacturing
outlets and creating Joint Ventures may be some of the solutions. Some of the major oil and
gas operators have relaxed their insistence on 50-50 per cent joint venture. Suppliers should
check with the operators if commission agents are acceptable parties for procurement.

A great deal of procurement is and will be undertaken outside of the country as the major
construction projects underway in Kazakhstan involve high technology. The local business
associations recognise this fact and as a result want to win an increasing share of the low
technology tenders. Some of the local companies that are members of the Manufacturers and
Subcontractors Associations may be worthwhile contacts for foreign contractors and

suppliers.
The Report describes the major consortiums and outlines their projects and construction

- schedules and lists some of the contractors that are currently working in Kazakhstan. The

Annexes includes an invaluable list of contacts (company as well as Akim) and provides
information that will help contractors and suppliers thinking of working in Kazakhstan to
prepare marketing and business plans. The Report should be standard reading for all UK
companies planning to access this market.
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How much transaction costs the EECCCA member states as a whole, could save
due to monetary integration is essentially an empirical question? The European
commission estimated the savings in transaction costs between 13 to 20 billions
ECUs per year (EC Commission, 1990). However, the savings in transaction costs
would mean a fall in earnings of the banking system. Survey in banks across Europe
found that 5% of the bank’s revenue originates from commissions paid to the banks
in exchange of national currencies. The bank revenues of such mag_niludc woyld
disappear once the monetary union, EECCCA is in place. It is an empirical question
to find out how much profits in the banking systems would be reduced after the
monetary union in the EECCCA.

The indirect effect of eliminating transaction costs can make the price
discrimination difficult. Elimination of exchange related risks reduces uncertainties,
and improves national welfare (for more details, see De Grauwe, 1994).

3.3. Monetary Union and Economic Growth

The elimination of exchange risk also leads to an increase in economic growth. It
reduces the systematic risk so that the real interest rate declines. The reduction of
the risk-adjusted rate of discount for future consumption leads to higher in'vestment
and output with greater accumulation of capital, and an increase in economic growth
rate: output per worker and capital stock in new equilibrium increase. Eventually,
the growth rate returns back to its initial level as the technological change and thc
rate of population growth are assumed to be exogenous and constant in the static
neo-classical model. Therefore, it is asserted that through monetary union,
temporary economic growth can take place. However, in the dynamic version of the
model explaining economies of scale, the growth process tends to be endogenou‘s,
and has permanent effects on output growth. In this model, the- increase- in
productivity of capital is assumed to be increasing with the accumulation of capital
stock, and also because of learning effects as additional knowledge is accumulated
over time and becomes available to the public at large. In the process, this increases
the productivity of labour over time. Thus, in the new growth theory with higha.:-r
capital stock per capita, the economy can move on a permanently higher economic
growth path.

4. THE COSTS OF MONETARY UNION

The pioneering work on the “Theory of Common Currency Areas” by Mundell
(1961) and McKinnon (1963) and Kenen (1969) basically concentrated on the cost
side of the cost benefit analysis of a monetary union.” The classical view is that a
country joining an exchange rate of EECCCA area gives up its ability to use
exchange rate and monetary policy for the purposes of stabilizing output and
employment. This is called economic stability loss. It depends on the level of
economic integration of the country. For example, when an economy is disturbed by
a change in output market (due to shift in demand), a floating exchange rate has an

advantage over a fixed rate; it automatically cushions the economy’s output and
employment by allowing an immediate change in the relative price of domestic and
foreign goods. Therefore, the extra instability caused by the fixed exchange rate in a
common currency area, EECCCA, is the economic stability loss. The following
example will further illustrate the matter.

Think of Kazakhstan fixing its exchange rate against the EECCCA allowing its
currency, tenge, to float against non-EEC currencies, still Kazakhstan is able to keep
some monetary independence. This intuition is surprisingly wrong. An independent
money supply in Kazakhstan would put pressure on Kazakh interest rates, and thus
on tenge/EURASH exchange rate. So after pegging tenge to a single currency,
EURASH, it will completely surrender its monetary control.

As soon as Kazakhstan unilaterally pegs the tenge to EURASH, domestic money
market disturbances will no longer affect domestic output despite the continuing
float against non-EEC currencies. As Kazakhstan's interest rate must equal
EECCCA interest rate, any pure shock disturbing the asset market equilibrium in
either direction will result in an immediate reserve inflows or outflows keeping
Kazakh interest rate unchanged. Thus a tenge/EURASH peg alone is enough to
provide automatic stability in the face of any monetary shocks that disturb the asset
market equilibrium in either direction.

4.1, Monetary Union & Shifts in Demand

]

This section has been adapted from Mundell (1961). As mentioned earlier
Kazakhstan and Russia are contemplating to be the members of the EECCCA.
Suppose a demand shock when the consumers shift their preferences from Kazakh-

made products to Russian-made products. Using the standard aggregate demand and
supply curves in an open economy as shown in most macroeconomic textbooks®, we
may analyze the effect of such move. The demand shift is represented by an upward
shift of the demand curve in Russia and by a downward shift in Kazakhstan. Such
shifts in aggregate demand lead to a fall in real output in Kazakhstan, and an
increase in Russia. Consequently, one may notice an additional unemployment in
Kazakhstan due to fall in real output and a decline of it in Russia. The effect on
current account’ is also well evident. In Kazakhstan, the value of domestic output
as declined while it has increased in Russia. If spending by Kazakhstan residents
oes not decline by the same amount, it will have a current account deficit.® In
ussia the reverse will happen; there the value of output will increase. Assuming
hat the spending in Russia will not increase as much as output increases, people
would tend to save, and therefore, one would expect a current account surplus in
ussia.

Both countries will now face adjustment problems: Kazakhstan with current
ccount deficit and unemployment, and Russia with current account surplus and
pver employment. Russia experiences boom, while Kazakhstan is in recession. Is
there any automatic equilibrating force that would take these countries to return
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