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Regional Integration with Imperfect Commitment: The Case of the
Eurasian Economic Union

Eldar Madumarov, !
KIMEP University, Kazakhstan
madumarov@kimep.kz
and
Gerald Pech,

KIMEP University, Kazakhstan
gp@geraldpech.net

Abstract: Why did the Eurasian Economic Union form in stages with an increasing number
of participants at each stage rather than in one round? If all aspects of union membership
can be contracted and enforced, theory predicts immediate formation of the union. Yet if
contract enforcement is not credible, deferring accession of some countries may be the
preferred outcome—an incentive device known as ‘“‘conditionality” in the context of EU
enlargement. In this paper we show that Kyrgyzstan’s accession adds one layer of
complexity: While conditionality can ensure that Kyrgyzstan undertakes required rule
adaptations, there is also the need to make accession itself desirable. Because the facilitating
country—in this case Russia—cannot promise to fully compensate after accession has
occurred, the incentive to accede must come in the form of investments or aid where the
benefits accrue only after accession.

JEL classifications: C70, D78, F15

Keywords: Regional Integration, Customs Union, Conditionality, Imperfect Commitment

1. Introduction

Why did the Eurasian Economic Union (EAEU) form in stages with an increasing number of
participants at each stage rather than in one round? Of the countries that had joined by
2019—Russia, Belarus, Kazakhstan, Kyrgyzstan, and Armenia—the former four were
already at the table when the Eurasian Economic Community was founded in 1996. But only
Russia, Belarus, and Kazakhstan signed the Dushanbe Agreement on the Single Customs
Area in 2010 while Kyrgyzstan, after extensive negotiations, only acceded in 2015 to what
had become the European Economic Union (for an overview, see Tarr, 2016).

While efficiency gains from forming the union are generally assumed to be limited
and unequally distributed, Tarr (2016) estimates that taking into account deep integration of
product markets and labor market integration, there is an economic case for integration.
Furthermore, the observation that in the end the union formed, underlines that ultimately
members preferred union over non-union, possibly taking into account political benefits.
Hence, forming the union must have been efficient. Yet if it is efficient to form the full union
and if we lived in a perfect world where bargaining is frictionless, there are no limits to
transfers between countries, and agents can write fully contingent contracts that are credibly
enforced, theory predicts that the efficient outcome should be realized immediately.

! The corresponding author is Eldar Madumarov, madumarov@kimep.kz.
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Deviations from those conditions that could explain the observation of sequential
formation of economic union are externalities that can be strategically exploited when options
to write contracts are limited (Aghion, Atras, & Helpman, 2007),* bargaining frictions,
uncertain political succession, and myopia resulting in time-inconsistent behavior
(Alimbekov, Madumarov, & Pech, 2017). Apart from myopia, changing preferences of the
political leadership over time, and expected changes to these preferences, can also explain
delay (on the political background of negotiations, see Buckley, 2011). An alternative way to
explain inefficiencies in bargaining is asymmetric information. Schneider and Cederman
(1994) introduce an asymmetric information argument to explain a pattern of slowdown and
acceleration of integration in the history of the European Community.

In this paper, we focus on imperfect commitment as a reason why some countries may
be invited to accede to the union later than others: There is a limit to which contracts among
sovereign governments can be externally enforced, so any promise that a country makes is
credible only if it is in the interest of the country to keep that promise. Promises of rule
adjustments made before accession may not be credible once accession has occurred.
Similarly, promises of transfers to the accession country to compensate for any disadvantage
from accession may not be credible once accession has occurred but are sunk if they are made
before accession. In this paper we show that making accession conditional on rule
adjustment is an effective way of overcoming the first hurdle but that only transfers in the
form of investments that unfold their benefit over time are likely to avoid the second hurdle.

We relate our finding to the concept of “conditionality” which is a well-established
incentive device in the context of eastern enlargement of the European Union. The EU makes
accession dependent on working down a task list—typically involving items such as reform
of the judicial system, realizing the rule of law, ensuring political competition, and
liberalizing the economy. While a similar conditionality mechanism can explain
Kyrgyzstan’s delayed accession to the EAEU, the compensatory investment dimension
appears to be unique to the case of EAEU enlargement.

Section 2 of this paper relates our research to the literature. Section 3 lays out the
argument why rule adoption and commitment are relevant problems in the case of
Kyrgyzstan. Section 4 provides a simple formal model of regional integration which reveals
assumptions behind our argument. Section 5 concludes.

2. Literature Review

Adding members successively is a feature that the Eurasian Economic Union shares with
other organizations of regional integration such as the European Union. Economic integration
tends to create the conditions for further integration, including by creating externalities on
countries not joining (see e.g. Mattli, 1999). Baldwin (2012) provides a general dynamic
framework in which he discusses sequencing in terms of both deepening integration and
spreading integration (see also Baldwin, 1995). Heuristically, “trade liberalization begets
trade liberalization” (Baldwin, 2012). The attractiveness of an integrating core of economies
forming a customs union for outsiders has been explored in the trade literature (Yi, 1997):
Customs unions may form stepping stones towards multilateral trade liberalization if
outsiders can freely join, although this may be resisted by insiders. Kemp and Wan (1976)
have shown that there exist external tariff vectors and a system of lump sum transfers that can
be selected by the customs union members so that the formation and extension of the union
do not diminish welfare of either members or non-members. Yi (2000) shows that forming a

2 Gomes and Jehiel (2005) point out that with fully contingent contracts, externalities are not realized in
equilibrium.
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free-trade area is a Pareto improvement. Gnutzmann and Gnutzmann-Mkrtchyan (2019) find
that a customs union maximizes their members’ welfare compared to a free-trade area or a
most-favored-nations regime.

Therefore, the reason for the failure of customs unions to form must lie in deviations
from a world with frictionless bargaining in which ultimately all welfare gains are realized.
One can add here that our concern is with the failure of immediate formation of such customs
unions that will eventually form: Considerations such as state sovereignty might prevent
some countries from integrating with others, never mind the economic argument. However,
where the economic argument ultimately prevailed, the question is why it did not prevail with
immediacy. Aghion, Atras, and Helpman (2007) show that if customs union formation has
external effects on non-members, a formateur—or agenda setter—can design a sequence of
integration steps over time with the aim of reducing the demand of an accession candidate
that is left outside of an initially formed core customs union. Alimbekov, Madumarov, and
Pech (2017) have argued that in the absence of bargaining frictions and if the agenda setter is
free to choose a more complex bargaining protocol, the full union should immediately form
nonetheless, because a credible threat is supposed to change behavior rather than being
carried out in equilibrium. Here, it is sufficient to have a bargaining protocol that allows the
agenda setter during bargaining to threaten to form a core customs union rather than actually
forming one. Alimbekov, Madumarov, and Pech (2017) show that if the agenda setter can
amend a proposal during the bargaining—a device known as an open rule protocol (see Baron
& Ferejohn, 1989)—the efficient outcome is realized immediately. Gomes and Jehiel (2005)
show that if agents are restricted to sign spot contracts, externalities can be sustained in
equilibrium, but if they are able to sign contingent contracts they realize Pareto-optimal
outcomes. Only if bargaining is particularly time consuming would the agenda setter prefer to
form the core customs union immediately and leave the formation of the full union for later,
rather than forsaking even the advantages of the core customs union for the time taken up by
negotiations.

Moreover, it is possible to have competition between potential agenda setters and,
consequently, uncertainty around which of some potential nuclei a customs union will
ultimately form. Ploeckl (2015) explains integration into the German Customs Union
(Zollverein) using the externality argument of Aghion, Atras, and Helpman (2007). However,
the history of the formation of the Zollverein also recounts failed attempts of forming
alternative areas of regional integration: the Central German Commercial Union and the
Customs Union of Bavaria and Wurtemberg, (Alimbekov, Madumarov, & Pech, 2017). For
example, for Belarus some form of association with the neighboring European Union would
at least have been a theoretical possibility (For details, check Celbis, Wong, & Guznajeva,
2018). In this case, the actual formation of some customs union can remove such uncertainty
for potential accession countries.

The problem of incomplete commitment prevails when agents—individual
governments or the union—find it possible and beneficial not to fulfill promises of carrying
out or rewarding policies that they felt opportune to make at an earlier stage. Essentially, the
problem is due to changes in the bargaining power of agents over time. Its implications for
contract design and ownership structure of firms has been extensively studied in the contract
theory literature (see, e.g. Klein, Crawford, & Alchian, 1978, and Hart & Moore, 1990). The
problem they consider is that the party to a contract that has to make a specific investment
may find it impossible to recuperate its cost once the cost is sunk and, because of the
specificity of the investment, there is no outside market. Therefore, bargaining power has
moved to the other party. Investments in intergovernmental relations such as rule adoptions
represent investments that are similarly specific to the contract or the organization that makes
them necessary. Note that, unlike in the case of integrating firms (see, e.g. Klein, Crawford,
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& Alchian, 1978), integration in the case of countries that retain substantive sovereign rights
does not resolve this bargaining problem.

We identify an incomplete commitment problem in the integration process where the
union otherwise has limited incentives to reward and, consequently, the acceding party is
reluctant to make investments to meet the demands of the union; we argue that one way of
addressing this problem is to make integration conditional on making these investments.
Conditionality is an incentive device which has been strategically employed by the European
Union (and by the International Monetary Fund) during its Eastern enlargement process
which resulted in the accession of a number of Central and Eastern European countries to the
EU. An alternative explanation in terms of the commitment effects of EU conditionality is
offered by Bronk (2002) who argues that rule adaptation by accession countries ties their
hands in policy terms. The promise of ultimate accession is made dependent on cumulative
fulfillment of different “chapters,” and, ultimately on adjustment of local rules to EU rules.

Schimmelpfenning and Sedelmeier (2004) have explored the bargaining foundations
of conditionality. They argue that for the incentive mechanism to work, accession must be
strongly attractive for Central Eastern European countries. While the EU may be less strongly
interested, they also state that “the more the pre-accession process advances, the higher are
the costs of withholding the reward.” Having focused on strategic aspects of EU enlargement
in a partition function game, Moravcsik and Vachudova (2003) along with Koczy (2010)
have made valuable contributions as far as the bargaining foundations of the European
integration is concerned.

3. A Simple Formal Model of Accession with No Commitment

The point of departure from the analysis of EU accession is that for Kyrgyzstan the cost-
benefit analysis of accession is finely balanced (see International Monetary Fund, 2016) and
at least for some parts of the population, accession without compensation was perceived as
resulting in a loss (for details, check section 4.1). In the following we present a simple model
of economic integration for the case where the formation of an economic union produces
overall efficient gains but, because one country is a net loser, accession only occurs if there is
a transfer of resources from the winning to the losing country.

Consider two countries, a and b, where a is the agenda setter and b a potential
accession country. We may think of @ as Russia and of b as Kyrgyzstan, ignoring countries
which already have accessed the union. Let v(a,b) be total available annual welfare from
forming an economic union of @ and b, and v(a) and v(b) as the annual welfare available for a
and b when they are separate. v(.) may be derived from a standard model of international
trade with differentiated products (for details, see Yi, 1996), taking into account political
arguments such as national sovereignty or prestige. And it may include the disutility from
any activity that country b has to undertake to realize the full benefits of economic union.

We assume that the total payoff for the members of the union is v(a,b|e*), where e* is
a discrete effort level that b has to undertake before accession. Quantity, quality, and variety
of desired or required institutional amendments in the regulatory framework of an acceding
country can stand for the effort level e* Given e*, v(.) satisfies superadditivity, 1.e. v(a,ble*)
> v(a) + v(b)+e*, so that b undertaking the effort and ¢ and b forming the economic union
consisting of a and b is efficient. The payoffs of the partner countries in the union, x, and x;,
are determined by intra-union bargaining after accession and satisfy x, + x, = v(a,ble*). In
line with our previous discussion, we assume that A4, = x, — v(b) — e* < 0 is b’s (negative)
benefit from undertaking the effort and joining the union, so » needs some form of external
incentive. For simplicity, we assume that b has no direct benefit from undertaking e* outside
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of the union and that without effort e* it is inefficient to form the union. (We could think of
setting a minimum effort level ™" < e* but at the cost of having to specify how x, and x;
depend on e.) For a, 4, = x,—v(a), A, + A > 0.

Obviously, in order to incentivize b to join the union, @ needs to make an investment /
which increases b’s benefit by I >— 4,. We assume that / is in its entirety a cost to a and a
benefit to b.

Case 1a) Assume / is an investment which has value to b independent of accession. In
this case, making the investment before b’s accession does not change the relative advantage
of staying inside or outside of the union, hence b will decide not to join. So say that a
promises to make the investment after accession. After accession has occurred (and b has
made her investment), making the investment is not credible.

Case 1b) Assume / is an investment which only has value to b once it has acceded. In
this case, a wants to make the investment and b wants to accede and to undertake the effort, if
this is a prerequisite for accession, because 4, > — 4. So there is an / that @ would be willing
to make ex ante.

It is also in a’s interest to offer accession once the effort has been made. By our
assumption on the property of v(.), if the effort has not been made, it is not in a’s interest to
offer accession.

Result 1: If a can make an investment I > - Ay, which unfolds its benefit to b
contingent on accession, b wants to undertake the effort and accede.

An alternative arrangement would be for b to accede without making the effort and to
rely on post-accession negotiations with a to make an investment to pay for its effort. If a is
willing to make an offer, it would have to be I’ = e* as compensation for » undertaking the
effort.

First, we show that the following is true:

Claim: If forming the union is efficient—and an adjustment cost of e* is necessary for
it to be efficient—then a will always want to pay b for the effort after accession has occurred.

Proof: a would be willing to invest I’ = e* if what it keeps from the total payoff after
the union and after paying e* is at least as great as her payoff in the absence of the
investment, i.e.

v(a,ble*) — xp —e* 2>v(a,b|0) — x;

or equivalently,

v(a,b

e*) >v(a,b

0) +e*

We show that efficiency, i.e. v(ab
e*) > v(a.b|0) + e*:

By the assumption that without e* the union is inefficient,
0) <v(a) +v(b).

So v(a,b|0) + e* <v(a) +v(b) + e* <v(a,ble*) as claimed. ¢

e*) > e* + v@ + v@b), implies
v(a,b

v(a,b

So a always wants to ensure that b undertakes the effort once accession has occurred.
However, after accession, it cannot commit to pay more than /” = e* for this effort. There are
two possibilities of how this would affect b’s willingness to accede:

Case 2a) x, — v(b) < 0.
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In this case, b would not want to join even if a could be relied on to make the effort,
because after accession it ends up with x; which is less than stand-alone value.

Case 2b) x, —v(b) > 0.

In this case, b would be willing to join because—as shown in the claim—it predicts
that a will want to invest I’ = e* after accession. No assumption in our analysis precludes this
outcome.

Result 2: If accession is not attractive for b even in the absence of effort (i.e., x;, <
v(b)), b will not want to join the union unless a makes the investment before accession. In the
other case, b is willing to join because a is predicted to compensate it for its effort after
accession.

To summarize our results: If union membership and rule adaptation leave b worse off
than in the status quo ante, i.e. 4, < 0, a has to incentivize b to join. The incentive may be
provided after accession in the case where b’s payoff in the union is at least as great as in the
status quo ante, i.e. x, = v(b). In that case, a has incentives to pay for rule adaptation even
after accession, which is enough to make accession attractive for b. If, on the other hand, 5’s
payoff in the union is smaller than in the status quo ante, x;, < v(b), a must pay b more than
just to compensate for rule adjustment but it is willing to do so only before accession.
Therefore, b will only accede if @ can make an investment before accession which disgorges
its benefit after rule adjustment and accession. In this case, the solution combines
conditionality and an investment that unfolds its benefits after accession.

As we expound in the following section, it is quite plausible that in the case of
Kyrgyzstan joining the Eurasian Customs Union, the condition x; < v(b) was fulfilled:* Apart
from other incentives, Russia put up funding and support to deal with the direct adjustment
costs. For this case, Result 2 suggests that accession will occur only if efforts and investments
are made before accession. In light of Result 1, this requires investments that are carefully
calibrated to unfold their benefits only if there is ongoing cooperation in the union.

4. Accession Impact and Rule Adaptation in the Case of Kyrgyzstan and
the EAEU

4.1 Russian Investments in Kyrgyzstan

The formation of a customs union in its neighborhood left Kyrgyzstan with two unpalatable
options, where joining was seen as bad an option as staying out (Pavlov, 2012). Since there
were groups expected to incur losses in each of the scenarios, there has been no unity
concerning the question of whether to accede to the customs union. Thus, the Russian
VTsIOM Center for Social Research found that, in November 2011, two-thirds of Kyrgyz
citizens supported some sort of integration within the former Soviet space (Kyiv Post, 2011).
In contrast, Winner (2013) reports a survey among traders at Bishkek’s Dordoi wholesale
market in spring 2013 which revealed that about 70% opposed accession to the customs
union and 30% favored it. While the dependence on remittances made joining the region of
free labor mobility unavoidable, some sections of the economy, such as the reimport sector
and the textile industry, were threatened by accession. These sectors had been main
beneficiaries of a relatively low external tariff barrier (Winner, 2013 and Keene, 2013). With
some sections of society feeling disadvantaged by accession and with limited scope for
redistribution within the country, Kyrgyzstan’s accession, rather than being a prize to be
secured, probably depended on external incentives. In the time span covering the conclusion

3 Even if only a part of the population loses, external funds may be necessary for making accession acceptable,
when there is insufficient scope for redistribution within the accession country.
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of the Dushanbe agreement creating the Eurasian Customs Union in 2010, Kyrgyzstan’s
application for membership in the Union in October 2011, and its signing of the accession
treaty in November 2014, which went into force in August 2015, Russia took measures that
benefited the Kyrgyz side: In April 2013, Russia wrote off $500 million owed by Kyrgyzstan,
of which $188.9 million were immediately written off, with the rest to be written off over the
subsequent 10 years (Kommersant, 2013). In 2014, Russia granted a support package worth
$1.2 billion to modernize Kyrgyzstan’s military, and it leases Kant airport for $4.5 million
per year, which is reported to increase to about $4.8 million per year (Nezavisimaya Gazeta,
2019), a major source of income for the Kyrgyz government and the region (Farshori, 2014).
In addition, a $1 billion development fund was approved by Russia to mitigate any negative
impact of accession (International Monetary Fund, 2016). Half of the fund’s endowments is
provided as a grant, and the remaining half is at the disposal of the Kyrgyz authorities as a
loan. Furthermore, in March 2019, Russia and Kyrgyzstan signed trade and investment
agreements worth $6.135 billion (Komsomol ’skaya Pravda, 2019). It is worth noting that all
these investments unfold their benefits for Kyrgyzstan over time and depend on ongoing
cooperation between Kyrgyzstan and Russia.

4.2 Rule Adaptation

As a World Trade Organization member, Kyrgyzstan faced demanding adjustments to its
system of customs duties, 49% of which were incompatible with the customs union
(Khitakhunov, Mukhamediyev, & Pomfret, 2017), although at worst these effects were
expected to be transitory after Russia’s accession to the WTO. During accession negotiations,
transition periods for imposing the new customs tariff were agreed for a number of products.
Upgrading of veterinary and sanitary standards for product testing and of border facilities
became necessary and was ultimately achieved with Russian support. Although there is still
an array of customs-related issues, Kyrgyzstan is on track in adjusting its regulatory
framework and systems in line with the requirements of the Eurasian Economic Union’s
regulations.

4.3 Commitment Problem

As argued above, Russian investment was needed—and was also forthcoming—to ensure
Kyrgyzstan’s accession to the customs union. In addition, there is the need to make sure that
Kyrgyzstan undertakes rule adjustments. However, it is difficult to time investment so that it
provides the desired incentive effects: If the investment is made and unfolds its benefits
before accession, Kyrgyzstan will no longer have an incentive to accede. If the investment is
made after accession, it may still incentivize rule adjustment.” But given that accession had
already occurred, it would be difficult for Russia to credibly commit to making an investment
of the size that would not only encourage rule adjustment but also incentivize accession.

The credibility problem in the case of the EU Eastern Enlargement is different. There,
the accession country expects to receive benefits in the form of private investment and EU
funds. Both forms of benefit represent strong incentives to accede but are not easily withheld
after accession. Therefore, conditionality is designed to provide incentives for rule adaptation
before accession (see Schimmelpfennig and Sedelmeier, 2004).

* We ignore here problems that could arise in direct exchange of payment for rule adjustment: If a pays b
upfront, b might shirk. If a pays b after completion, a might claim that the effort was not successful—so any
final settlement may depend on arbitration.
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5. Conclusion

Our analysis suggests that in the presence of commitment problems and with the acceding
country not directly benefiting from accession even if it does not incur adjustment costs,
accession will occur only if rule adjustment is conditional on accession and if the country
trying to facilitate accession makes carefully calibrated investments that compensate for the
disadvantage of accession but unfold their benefits only after accession. The case of
Kyrgyzstan and its accession to the Eurasian Customs Union—which at the time of accession
had already transformed into the Eurasian Economic Union—and the kind of investments
made by Russia in the time between Kyrgyzstan’s application and its signing of the accession
treaty appear to fit our theoretical predictions quite well.

These results do not contradict earlier results obtained by Alimbekov, Madumarov,
and Pech (2017) that bargaining frictions are a good explanation of the sequential formation
of the Eurasian Economic Union. If parties to a contract cannot commit, this will incur a cost;
and we can argue that this cost contributes to the cost of bargaining. Turned the other way,
fulfilling conditionality conditions and making calibrated investments is going to take time.
Alimbekov, Madumarov, and Pech (2017) identified the time it takes to negotiate the
accession treaty as the decisive determinant of bargaining frictions.

The results contrast starkly with conditionality in the context of EU enlargement.
There, the main problem that conditionality seeks to remedy is to prevent the accession
country from reneging on a promise of rule adaptation. Our analysis of the case of
Kyrgyzstan’s EAEU accession suggests that while Russia is seemingly willing to provide
incentives for accession and rule adaptation, the problem is that to incentivize accession it has
to “overpromise” compared to what it would be willing to pay after accession.

Eldar Madumarov is an Assistant Professor at the Economics Department of KIMEP
University. His current research interests include the following topics: economic growth and
development, institutional economics, international trade and investment, and transition
economics.

Gerald Pech is an Associate Professor at the Department of Economics and Dean of the
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6. Summary

English: Combining the theory of economic union formation and the context of the most
recent rounds of the Eurasian Economic Union expansion, the authors of the paper address
the question why the Eurasian Economic Union formed in stages with an increasing number
of participants at each stage rather than in one round. Assuming that all aspects of union
membership can be contracted and enforced, theory predicts immediate formation of the
union. Yet if contract enforcement is not credible, deferring accession of some countries may
be the preferred outcome—an incentive device known as ‘“conditionality” in the context of
EU enlargement. This paper shows that Kyrgyzstan’s accession adds one layer of complexity:
While conditionality can ensure that Kyrgyzstan undertakes required rule adaptations, there
is also the need to make accession itself desirable. Because the facilitating country—in this
case Russia—cannot promise to fully compensate after accession has occurred, the incentive
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to accede must come in the form of investments or aid where the benefits accrue only after
accession.

Russian: [louemy Egpasutickuii 5KOHOMUYECKUU COI03 (OPMUPOBANC NOIMANHO C
VeenuyeHuem Yucia Y4acmuuKo8 Ha Kaxcoom smane, a He cpasy 3a ooun sman? Ecau éce
acnekmul 41eHCMBA 8 colo3e MO2ym Oblmb QOPMANU308aHbL U PeAru308aHbl 8 002080pe,
meopusi npeockasvieaem HemedleHHoe Gopmuposanue corwsa. Tem He MeHee, eciau
cobnodenue 002080p08 He 8bi3bleaem 008epus, OMCPOYKA BCMYNIEHUS HEKOMOPbIX CIMPaH
Modcem Oblmb NPeONOUMUMenbHbIM Pe3yIbmamom, Ymo seisiem coOou CmuMyaupyrouwull
MeXaHU3M, CIMAgUULl U38ECIHbIM KAK «KOHOUYUOHATLHOCMb Y 8 Konmekcme pacuupenus EC.
B osmoui cmamve wmwi  nokaseieaem, umo ecmynienue Kwvipevizcmana 0obaensem
OONOTHUMENbHBIL  YPOBEHbL  CIONCHOCMU:  XOMsA  KOHOUYUOHANbHOCMb  MOJCEem
eapanmupogams, umo Kwvipeviscman npeonpumem HeobXxooumvlie npoyedypHvie UMeHeHUs,
Makodce umeem Mecmo HeoOX00UMOCMb COelamb CAMO NPUCOCOUHEHUE HCeNAMENbHBIM.
Iockoneky cmpana-gpacunumamop - 6 oanHom cayyae Poccus - me moowcem obewjamo
NOIHYIO  KOMHEHCayuro Nnocie moeo, Kak 6CMYNIeHue Hpou3ouilo, Cmumyasl OJis
npucoeouHeHus. 00JIICHbL NPUoOpemams opmy UHBECMUYUL UIU NOMOWU, KO20d B8ble00bl
Mamepuaru3yiomcs Tulb nociie npUcoeOUHeHus.

Kazakh: Eypaszusnvik s3KkoOHOMUKATLIK 00aK HelikmeH OipOeH Oip Kezenoe emec, ap Ke3eHoe
KamulCyubliapobly CaHbl apmbin, Ke3eH-Ke3eHMeH KYpuliovl? Eeep oodaxka mywenikmiy
bapavlx acnexminepi Kenicimwiapm mypiHOe pecimoenin, icy3eze aculpblicd, Meopus.
00aKmuly me3 apaoa KyYpoliyblH 001xcatiovl. Anatioa, ezcep wapmmapovly CaKmanyvl
cenimciz 0onca, keubip endepoiy KOCHLIYbIH KIOIpMY apmblKUbLILIKMbL HIMuxice 0O0JYbl
mymkin, o6yn EO xeyeuimy KoumeKkcminoe «UapmmuliblKy Oen amaiamuli bIHMAIAHObIPY
memiei 6onvin madwvinaovl. bByn maxanada 6i3 Kvip2vl3cmanHuly KOCbLIYbL KYPOeLiliKmiy
KOCLIMUIA OeHeelliH KOCAMbIHbIH Kopcememis: wapmmuylivlk Kbvlpebl3cmanHuly Kadxcemmi
npoyedypanviK e3eepicmepee Keniidik Oepe alamvlHbIHA KAPAMACMAH, COHbIMEH KAmap
KipyOiy 631 Kanazau sxcazoaioa sxecacanyvl Kaxcem. Kenindemywi en - oyn scazoaiioa Peceti
- Kocwbuly 0OONeaMHAH KeUiH MONblK OmeMakvl Oepe  AIMAUMbBIHOLIKMAH, KOCBLIY
bIHMANAHOBIPYLAPbL UHBECMUYUALAD HeMece KOMeK mypinoe 00onybl Kepek, ezep nauoa mex
KOCbLI2AHHAH KeliH Jcy3eee acca.
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Multi-method Research Design in the Study of Corporate Social
Responsibility in Kazakhstan
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Abstract: This paper presents the multi-method research approach to the study of corporate
social responsibility (CSR) in Kazakhstan. The paper uses various qualitative approaches to
identify factors that would promote CSR in Kazakhstan. Using the theoretical frameworks of
action research and stakeholder theory, grounded theory and grounded action, and systems
thinking, the study employs different purposive sampling techniques. Primary data was
collected through questionnaire surveys and analyzed through a coding mechanism. Results
identified five determinants of CSR policies in Kazakhstan: legal instruments; economic
instruments, partnering instruments, public information, and philanthropic responsibilities.
The paper provides insights into how an integrated qualitative research approach can study
an issue of significant impact on the economic, cultural, and social life of a post-Soviet state.

JEL codes: L5, M1, O]

Keywords: Multi-method research, corporate social responsibility, research methodology,
sustainable development, Kazakhstan

1. Introduction

Scholars have focused on the distinction between mixed method and multi-method research
design in recent years. Cameron and Molina-Azorin (2011) argue that the mixed method
approach combines quantitative and qualitative data collection and analysis in the same
study, while multi-method studies use multiple qualitative or quantitative methods. For
example, a purely qualitative study that uses interviews, surveys, ethnography, and content
analysis would be considered a multi-method design. This paper investigates the multi-
method design in the study of Corporate Social Responsibility (CSR) in Kazakhstan. This
post-Soviet country in Central Asia is an emerging economy where the CSR agenda is
influenced by historical, cultural, political, and economic developments. Kazakhstan is
foremost in attracting foreign direct investment among members of the Commonwealth of
Independent States, and thus is an interesting case for exploring CSR-related issues in the
post-Soviet context. The need to promote CSR in Kazakhstan has been recognized by the
country’s political and business leaders, as well as by leaders of non-governmental
organizations.

The remainder of this paper is organized as follows. We first discuss the theoretical
frameworks (action research and stakeholder theory, grounded research and grounded action,
and systems thinking approach) that guided the study. Second, in the methodology section,
we present processes in the multi-method design (i.e., developing the research data base, data
collection, sampling methods, and questionnaire construction). Third, we analyze data.
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Fourth, we discuss findings. Fifth, we discuss the credibility of the study. Finally, we
succinctly conclude the paper, with recommendations for research.

2. Theoretical Frameworks

There are relatively few studies of CSR in Kazakhstan. Two are Mahmood and Humphrey
(2012) and Smirnova (2012), both of which applied the classic Carroll’s pyramid model.
According to the World Bank (2003), there is a need to explore local and regional knowledge
of CSR in order to effect long-term sustainable development and enable companies to
develop appropriate CSR strategies. The present study uses action research and stakeholder
theory, grounded theory and grounded action, and systems thinking in a comprehensive
analysis.

2.1 Action Research and Stakeholder Theory

Action research demands that participants in a study involve stakeholders who are willing to
effect change through the study’s outcome (Reason & Bradbury, 2001; Sproull, 2004). In the
CSR context, stakeholders include representatives of businesses, the government, trade
unions, and of nongovernmental organizations (NGOs). Action research seeks to bring
together action and reflection, with theory and practice in the pursuit of practical solutions to
pressing issues. It is congruent to the idea that systems behavior involves the aggregate
behavior of agents, and that internal schemes are actively constructed through interactions of
agents. Burns (2000) states that action research is the application of fact-finding to practical
problem-solving. It involves the diagnosis of a problem, identification, and implementation of
corrective actions, and monitoring of the effects. Following Reason and Bradbury (2001)’s
model of action research, CSR in Kazakhstan was identified as an important issue for the
country’s sustainable development.

The use of action research was suitable for this CSR study because it has the four
basic characteristics identified by Burns (2000):

e Situational: The study diagnoses a problem in the field of CSR and attempts to solve
it.

e (ollaborative: Key CSR actors and the researchers worked as a team on the study.

e Participatory: Key CSR actors were directly involved in the research.

e Self-evaluative: The changes and their implementation were continuously evaluated at
meetings of key stakeholders to improve the CSR strategy.

Action research and stakeholder theory are somewhat intertwined. Stakeholder theory
suggests that stakeholders are individuals or groups who have a major “stake” and who can
significantly affect it (Freeman, 1984; Sacconi, 2004). Major stakeholders in CSR in
Kazakhstan include: the American Chamber of Commerce in Kazakhstan (which aims to
raise awareness of CSR issues in the business community); local organizations, such as the
Eurasia Foundation; and various international businesses in the country.

The rationale behind stakeholder theory lies in creating value and finding win-win
outcomes by seeking and connecting stakeholders’ varied interests, while providing
opportunities to align business practices with social expectations (Porter, 2008). Since action
research aims at arriving at particular decisions, it should include at least one representative
from every stakeholder group. Involving stakeholders enhances the feeling of ownership of
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solutions. This increases the likelihood that the recommended actions will be put into practice
(Vennix, 1996).

2.2 Grounded Theory and Grounded Action

Grounded theory is a qualitative research process that constructs new explanations from
emerging data (Glaser & Strauss, 1967). While grounded theory is derived inductively from
data (quantitative or qualitative), it is mostly used as a qualitative methodology. According to
Strauss and Corbin (1990), in grounded theory one does not begin with a theory in order to
prove it, rather one begins with an area of study and allows what is relevant to that area to
emerge. In this study, the perceptions and expectations of key stakeholders in different
categories of CSR emerged from the data. Grounded theory was used by applying the Glaser
(2005) taxonomy of economic, legal, ethical, and philanthropic responsibilities. Categories of
CSR responsibilities were defined, while key actors that support and promote CSR in
Kazakhstan were identified.

While grounded theory provides the framework from which to extract theory from
data, grounded action takes the data and develops actions to support it. Grounded action can
be described as inductively derived from a study for the purpose of creating and applying
practical solutions in social systems. The purpose is to devise actions that are based upon a
grounded understanding and consideration of the roles of all participants (Glaser & Strauss,
1967). Programs and policies work as intended only if they are grounded in the realities that
are relevant to, and experienced by, participants in the action context. Grounded action is an
innovative approach to understanding and solving complex social and organizational
problems by systematically grounding and integrating data, analysis, theory, and action.
Based on grounded action, practical steps in how to positively effect change in CSR in
Kazakhstan were developed.

2.3 Systems Thinking Approach

General systems theory was formulated by Bertalanffy (1968). A system is considered to
have subsystems, and the behavior of each subsystem affects the overall system (typical
examples of systems include organizations, societies, and humans). The behavior of the
subsystems, and their effects on the system, are interdependent. While the subsystems all
affect the system, none has an independent effect on it (Amagoh, 2008). Systems thinkers
insist that systems must be analyzed as a whole to understand its emergent properties and the
interrelatedness of its parts. Consequently, emergence and interrelatedness are fundamental
properties of systems thinking (Forrester, 1994; Senge, 2006). The systems thinking approach
considers that organizational performance is best understood in terms of the entire system and
its environment (Quade & Miser, 1985). Since organizations consist of patterns of events that
are interdependent (e.g., the industry within which they operate, the overall economy, and the
legal environment), they must be understood in terms of their interaction with each other.
Organizational performance depends on its ability to balance competing factors in its
environment (Ackoff & Rovin, 2003).

According to Quade and Miser (1985), the central purpose of systems analysis is to
help public and private decision-makers solve problems and resolve policy issues. It does this
by improving decision-making processes through generating ideas and solutions. Within the
systems framework, CSR is viewed as an attempt to manage a complex system with many
interactions among many parts. This complexity can be managed by working with selected
subsystems or by working with the system as a whole. Quade and Miser (1985) argue that
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systems thinking is especially relevant in the context of CSR as it involves interactions of
many stakeholders with different perceptions, expectations, and priorities. CSR is seen as a
mechanism through which organizations and businesses align their values and behaviors with
the expectations and needs of stakeholders in the organization and the society at large. From a
systems perspective, CSR implies that businesses take into account the concerns of all
stakeholders alongside economic, social, and environmental issues (Porter, 2008) by
addressing the interests of business and society (Ackoff & Rovin, 2003).

3. Research Methodology

The CSR study used secondary and primary data. It started with a review of the literature that
includes published government documents and reports by international organizations, while
primary data was collected through survey questionnaires. In-depth discussions were held
with members of the Eurasian Foundation CSR Club in Kazakhstan. Relevant CSR themes
included perceptions and expectations of different stakeholders; driving forces and priorities
in CSR activities; major barriers hindering CSR; and the roles of business, state, and civil
society in CSR in Kazakhstan. The action problems focused on the development of a national
concept for promoting CSR in Kazakhstan. The research database was developed by
collecting, coding, and processing publicly available data on business entities and their
relationships with the state and civil society organizations in CSR activities.

To ensure representativeness, several purposive sampling methods were used.
According to Maxwell (1996), in purposive sampling particular settings, persons, or events
are selected to provide adequate information. The following purposive sampling techniques
were used: maximum variation sampling (implying a wide range of selected cases); and
mixed purposeful sampling (when sampling strategies are mixed to meet the needs of the
study). The maximum variation sample is defined as a purposefully selected sample of
persons or settings that represent a wide range of experiences related to a phenomenon of
interest (Teddlie & Yi, 2007). Thus businesses, the government, trade unions, and NGOs
were identified based on desk research and analysis of empirical data. Mixed purposive
sampling strategies are used to gain greater insights and to identify common themes for the
study.

As part of the action research, several meetings and conferences were conducted and
some survey respondents attended them. The meetings were convened by the CSR Working
group of the US Chamber of Commerce, the Republic of Kazakhstan Civil Alliance, and
experts of the CSR Club of the Eurasian Foundation in Central Asia. The data collection
process explored the spectrum of CSR perceptions in the private, public, and third sectors. Of
the 237 questionnaires distributed, 187 usable questionnaires were returned (a response rate
of 78.9 percent), consisting of 125 business companies, 33 NGOs, 19 trade unions, and 10
state entities. The questionnaires were pre-tested to ensure accuracy and clarity. A sample
questionnaire used in the study is in the appendix.

4. Data Analysis

Primary data was analyzed through a coding mechanism, while content analysis was used for
secondary data. Coding of primary data helped group the data into emerging categories.
Through content analysis of government documents, government policies on CSR and
expectations of key actors were assessed. Contents of the documents were analyzed within
the policy framework of Fox, Ward, and Howard (2002) which consists of endorsing,
partnering, mandating, and facilitating.
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“Endorsing” implies providing political support to CSR efforts through publicity and
praise of them by endorsing business contributions to society. “Partnering ” policies establish
a common agenda for CSR through social partnerships (Fox, Ward, & Howard, 2002;
Bredgaard, 2004). Governments can play the role of a broker in partnering public agencies
with businesses, civil society organizations, and other stakeholder groups in tackling complex
social and environmental challenges (Ho, 2013). “Mandating” uses legal authority and
legitimacy to permit or prohibit an activity. Governments can regulate the behaviors or
practices of businesses by defining minimum standards for business performance embedded
in the legal framework; establishing targets for businesses to achieve; and promulgating
codes or laws to limit undesirable business conduct (Fox, Ward, & Howard, 2002; Bredgaard,
2004). “Facilitating” implies a supporting role for governments (Moon, Nahee, & Gond,
2010). This suggests that CSR elements are included in related areas, such as industrial
policy, trade policy, environmental policy, and labor policy. It includes enabling legislation
(such as tax incentives and subsidies) and economic motivation programs (Bredgaard, 2004;
Moon, Nahee, & Gond, 2010; Ho, 2013) to encourage companies to engage in CSR for social
and environmental improvements.

5. Research Findings

Table 1 presents the findings of the study. Five categories of actions to enhance CSR in
Kazakhstan were identified (legal instruments, economic instruments, partnering instruments,
public information, and philanthropic responsibilities). Each dimension is briefly described
below.

5.1 Legal Responsibilities

Respondents (96.7 percent of the sample) identified legal instruments (such as laws and
decrees) as significant measures that improve CSR in Kazakhstan. These are mandating
activities by the government that can be embedded in laws and statues. Some of these legal
provisions can be included in legislation, such as the labor code, the environmental code, the
tax code, and the laws for joint stock companies. For example, while the rules of the
Kazakhstan Stock Exchange require social reporting for listed companies, the law requires
major oil companies to contribute significant resources to the social and economic
development of the regions where they operate as well as operate in an environmentally-
friendly manner. Apart from these mandating roles played by the government, which impose
strict penalties on companies for environmental violations, respondents indicated that
companies have moral environmental responsibilities towards future generations.
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Factors Agree (out of 187 | Strongly agree (out | Total positive responses
responses) of 187 responses) (out of 187 responses)
No. % No. % No. %

Legal instruments | 64 34.2 117 62.5 181 96.7

(e.g. laws, decrees)

Economic 106 56.7 72 38.5 178 95.2

instruments (e.g. tax

abatements,

subsidies)

Partnering 93 49.7 76 40.6 169 90.3

instruments (e.g.

public-private

partnerships,

collaborations with
other companies;
collaborations with
NGOs)

Public information | 117 62.6 44 235 161 86.1
(e.g. training and
conferences,
awareness-raising

campaigns)

Philanthropic 129 68.9 28 15.0 157 83.9
responsibilities

Table 1. Responses on factors affecting citizens’ adoption of e-government.
5.2 Economic Instruments

These are facilitating activities used by the government to encourage companies to engage in
CSR activities. Results of this study show that 95.2 percent of respondents believe that
economic incentives, such as tax abatements and subsidies, are significant measures to
increase CSR in Kazakhstan. An example of a facilitating role is the fact that the Tax Code
allows taxpayers up to a three percent reduction of taxable income for expenses of charitable
services. Such measures and other subsidies will improve CSR in Kazakhstan.

5.3 Partnering Instruments
According to survey results, 90.3 percent of respondents indicate that various forms of
partnership arrangements are needed to promote CSR in Kazakhstan. Companies can partner

with other firms, the government, NGOs, and with trade unions on CSR activities for the
country’s long-term sustainable development. The government can play a vital role in this

Central Asia Business Journal 11(1) Spring 2020




23

process by developing partnership initiatives that involve stakeholders to address issues
facing the country.

5.4 Public Information

Respondents (86.1 percent) believe public education to be important for CSR in Kazakhstan.
This is considered a significant endorsing role by the government which can be accomplished
through public information campaigns, training and conferences, and speeches and awards
given to socially responsible organizations.

5.5 Philanthropic Responsibilities

According to 83.9 percent of respondents, improving the culture of philanthropy will
significantly increase CSR in Kazakhstan. Such a culture of philanthropy and altruism would
allow companies to view CSR as an ethical and moral obligation to make long-term
sustainable positive impacts in the communities in which they operate.

6. Credibility of the Study

The use of multiple sources of evidence to help measure the same phenomenon enhances
validity (Yin, 2003). To ensure validity and reliability, this study used multiple data sources
in the data collection. Validity and reliability of the results were enhanced through the
triangulation of information drawn from the literature, as well as through primary sources
collected from stakeholders in the CSR field. Credibility and validity of the study can also be
demonstrated by the fact that portions of the findings were included by the government in its
draft of the National Strategy for promoting CSR in Kazakhstan (Baisakalova, 2014). Based
on this study’s findings, suggestions were also made by members of government and private
organizations to include CSR-related courses in curricula of higher educational institutions in
Kazakhstan.

7. Conclusion and Recommendations

This paper presents the multi-method research design used in the study of CSR in
Kazakhstan. This approach used the theoretical frameworks of action research, stakeholder
theory, grounded theory, grounded action, and systems thinking. Content analysis, surveys,
interviews, and coding mechanisms were used to analyze the data. To encourage CSR in the
private sector, the government should support it through measures that promote transparency,
create incentives for responsible business conduct, and encourage corporate accountability
(Baisakalova, 2014). CSR can contribute to societal welfare and sustainable development
through partnerships between the complementary skills of public, private, and civil society
sectors.

A major limitation of the CSR study is that the data were collected predominantly
from respondents in the two major cities of the country, Almaty and Nur-Sultan. Thus the
findings may not be representative of the views of stakeholders across the country. Future
studies should ensure that data are collected from other parts of the country, especially rural

Baisakalova and Amagoh: Corporate social responsibility



24

areas. Further studies should also account for potential changes in expectations and
preferences among wider categories of participants by targeting a broader set of stakeholders
(such as the general population and media houses). To further enhance the validity and
reliability of the study, future research should analyze the data based on company size and
type of industry. Finally, a comparative analysis should be undertaken of CSR practices in
Kazakhstan and those in developed countries, with a view to how to benchmark local CSR
issues with western best practices.
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management), a PhD in physics and mathematics, a MSc in nuclear physics, and MPA and
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8. Summary

English: This paper discusses the multi-method research approach used to investigate
corporate social responsibility (CSR) in Kazakhstan. The study used qualitative approaches
to identify factors that would promote CSR in Kazakhstan. Primary data was collected
through questionnaire surveys and analyzed through a coding mechanism. Results of the
study identified five determinants of CSR policies in Kazakhstan: legal instruments, economic
instruments, partnering instruments, public information, and philanthropic responsibilities.
The study provides insights into how an integrated qualitative research approach studies an
issue of significant impact on the economic, cultural, and social life of a post-Soviet state.

Russian: B oOannoti cmamve 00cCyscoaemcss Memoo MYIbmMumMeoud Ucciedo8aHutl,
ucnonv3yemvlli 0is1 U3yyeHuss Kopnopamuerou coyuaivhol omgemcmeennocmu (KCO) 6
Kazaxcmane. B uccnedoganuu uUcnoib308anucs paziuyHvle KaueCmeeHHvle N00X00bl OJis
gviasnenus gpakmopos, cnocoocmsyrowux KCO 6 Kasaxcmane. [lepsuunvie Oannvie Ovlau
CcOOpaHbl ¢ NOMOWBIO AHKEMUPOBAHUS U NPOAHATUSUPOBAHBI C NOMOWDIO MEXAHUIMA
Kooupoeanus. Pesynbmamvl ucciedo8anus 6blAGUIU NAMb  ONPeOenaowux @GaxKmopos
noaumuxu KCO 6 Kazaxcmane, a uMeHHO. Npagosvle UHCMPYMEHMbl, IKOHOMUUECKUE
UHCMPYMEHmbl,  UHCMPYMeHmbl — Nnapmuepcmed,  NYOIuYHas  uHgopmayus;, U
onazomeopumenvhvie obs3annocmu. Hccneoosanue Oaem npeocmasgienue O MOM, KAK
UHMESPUPOBAHHDIL KAYECTNBEHHDIL UCCIe008aAMENbCKULL HOOX00 MOdicem Oblmb UCNONIb308aH
0151 U3Y4eHUusi 80Npoca O 3HAYUMETbHOM GIUAHUU HA IKOHOMUYECKYIO, KYIbMYPHVIO U
COYUATILHYIO HCU3HL NOCMCOBEMCKO20 20CY0apCmad.

Kazakh: Byn oicymvicma Kazaxcmanoagwl kopnopamuemi aneymemmik Hcayankepuliiikmi
(KOJK) sepmmey ywin Konoauwviiean ken adicmi Kapacmelpaovl. 3epmmey 0apviCbiHOA
Kazaxcmanoa KO)K oamyvina wviknan ememin @axmopiapovl aHbIKMAy Yulin apmypii

Central Asia Business Journal 11(1) Spring 2020



25

cananvlk macinoep Koi0anuliovl. bacmankwi Oepekmep cayaniHamanap apKblibl HCUHALObL
JHCoHe KOOMAy MeXaHusMi apkulibl manoaHowl. 3epmmey Homudicenepi Kazaxcmanoagvl
KO)XX casacamvinvly bec anbiKmaywviColh aumblKmaovl, aman aumKanoa. KYKbIKmMblK
Kyolcammap, 3KOHOMUKANLIK KYpanoap, cepikmecmix Kypanioap, K02AMOblK aKnapam, HcoHe
MeyeHammulK ~ MiHOemmep. 3epmmeyode NOCMKeHeCmiK KeHicmikmezl MeMaeKemmiH
9KOHOMUKANLIK, MIOCHU JHCIHE dNeYyMemmiK OMIpiHe eneyii acep emy MacelecCiH 3epmmey
Yulin Keulenoi cananvlk 3epmmey 20iCiH Kanai Koa0aHyeda O0NamulHObiebl Mypaibl mMyCiHiK
bepineen.
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Please rank which instruments you think are most effective in promoting CSR in

Kazakhstan.

1
strongly
disagree

2
disagree

3 = neutral

4
agree

5 =
strongly
agree

Philanthropic responsibilities

Legal instruments (e.g., laws, decrees)

Economic instruments (e.g., tax abatements,
subsidies, etc.)

Public  information (e.g. trainings and
conferences, awareness-raising campaigns, etc.)

Partnering instruments (e.g. public-private
partnerships,  collaborations = with  other
companies; collaborations with NGOs, etc.)
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Perspectives

Implications of Kazakhstan's Economic Modernization for North Korea's
Economic Development and the Korean Peninsula

Chan Young Bang,1
KIMEP University, Kazakhstan
bang@kimep.kz

Abstract: This article provides a blueprint for North Korea’s economic reform, which
includes its opening to the global economy, by examining the economic modernization of
Kazakhstan, a former member of the Union of Soviet Socialist Republics, and applying these
lessons to the unique situation of the Democratic People’s Republic of Korea (DPRK). This
work covers five implications of the Kazakhstani experience: the will of the leader for
economic modernization, the establishment of an expert committee, enactment of friendly
foreign policy, privatization and enactment of foreign investment law, and education and
development of human resources. The article then outlines the practical steps that the DPRK
must take to achieve rapid and sustained economic modernization coupled with permanent
peace and prosperity.

JEL classification: 021

Key words: Kazakhstan, North Korea, economic modernization, market-oriented reform,
Soviet Union, Nursultan Nazarbayev, Kim Jong Un.

1. Introduction

The Republic of Kazakhstan is one of the five post-Soviet nations in Central Asia. Of these
now-independent countries, Kazakhstan has achieved the most remarkable, sustainable
economic development through its transition from a socialist system to a market economy,
beginning in 1990 under the leadership of the first president, Nursultan Nazarbayev. Income
per capita, which had been about $800 before the reform in 1990, reached $24,738 in
purchasing power parity by 2018 through market reform, becoming part of the developing
world (Stark & Ahrens, 2012). In this regard, what lessons can be learned from the
experience of Kazakhstan? How can North Korea follow in its example of dynamic economic
development through system reform, making the transition from socialism to markets?

2. Lessons from Kazakhstan

2.1 Indomitable Will for Economic Modernization

First, Nazarbayev maintained an unconquerable will for economic modernization. Without
the commitment of the nation’s leader, reform cannot achieve dynamic and sustainable
economic development. The example of China is similar—Deng Xiaoping was dedicated to
modernization, with key officials in the Communist Party and the military playing a critical

' The author gratefully acknowledges the research support of the DPRK Strategic Research Center at KIMEP.
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role. “If we don’t change, we are at a dead end!” Deng said in 1992. “Whoever doesn’t
reform will have to step down!”

Deng’s sentiment speaks both to his determination to reform and to the importance of
party and military officials’ support of this process (Alff, 2014). Their participation curtailed
opposition from these sectors, which unchecked could have caused the process to run
aground.

2.2 Establishment of an Expert Committee

Returning to the example of Nazarbayev, one of the most critical measures towards reform
was his establishment of a committee of domestic and international economic experts. The
Experts Committee planned reform under the direction of Chairman Nazarbayev and Vice-
Chairman Chan Young Bang. In a closed economy, the main role of an experts committee is
to establish and supervise reforms modernizing the economy and expediting GDP growth at
the target rate of 10% annually. Kazakhstan’s committee contributed greatly to modernization
(Baigabylova, 2012).

As North Korea lacks experts with a deep knowledge of market economies, reform,
centered on privatization of state corporations, will be difficult and painful. Nonetheless, if
the DPRK is to minimize the trials and errors in rapid and inexpensive modernization, it must
establish an experts committee.

2.3 Enactment of Friendly Foreign Policy

Concurrent with the introduction of reform, Nazarbayev voluntarily destroyed over 1,400
nuclear warheads and intercontinental ballistic missiles that the newly-independent nation
had inherited from its communist predecessor. Nazarbayev understood that nuclear weapons
did not enhance Kazakhstan’s security. Also, military forces and expenses were greatly
reduced (Koh, 2019).

Friendly relations with Western countries were introduced, establishing diplomatic
relations with the United States on December 16, 1991 and with the Republic of Korea on
January 28, 1992.

Things are different for the DPRK, and this represents a major obstacle to economic
development. Since its founding, North Korea has consistently employed hostile foreign
policy. As Mikhail Gorbachev famously stated, foreign policy is an extension of domestic
policy. In the case of North Korea, this is a realization of Juche ideology, which is based
upon the creation of a conflict-like atmosphere, hatred of foreign powers, the concept of
proletariat dictatorship, and class struggle, plus the uniquely North Korean feature of dynastic
succession within socialism.

By claiming a nearly “divine” mandate under Juche principles and drawing authority
from the legacy of his grandfather and father, Kim Jong Un has managed to sustain his reign
over the last eight years. In view of consolidating his reign, he has redirected all state funds—
whether income from official economic activities or illegal trade—together with all labor and
goods towards two goals: development of the nuclear program, which North Korea declared
to be completed in 2017; and realization of showcase projects, mostly in Pyongyang.

These selected projects (usually in the construction industry) serve the purpose of
giving economic opportunities to elite members (both civil and military), and showing the
population that their sacrifices are not in vain but rather are essential to building a “strong and
prosperous country” (kangsong taeguk).

As an extension of its domestic policy, the North Korean regime’s belligerency in
dealings with the global community can be classified as yet another mechanism for
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controlling the population and ensuring its own survival. Built upon a permanent atmosphere
of militarization and the socialist struggle against capitalism both inside and out, the regime
has employed this hostile policy to coerce the sacrifice of the people to build credible military
deterrence, as well as to justify the deprivation of the people through the extraction system.

The essential catalyst for this system is the creation and maintenance of an
atmosphere of “permanent war footing.” The leadership must “preserve a mantle of
revolution,” a permanent state of war, to justify enormous sacrifices by the population
(McEachern, 2009). These sacrifices are imposed on the people to extract resources and are
justified by keeping the country constantly militarized, so much so that North Korea has been
characterized as a “garrison state” (Kim, 2017).

This feature is evident in North Korea but not unique to it. All Communist systems
are hostile to outsiders who do not share their political ideology. This conflict is in itself a
crucial component of communism, as it embodies the essential struggle against capitalism.
Eduard Shevardnadze (1991, pp. 57-8), the Foreign Minister for the Soviet Union during
Gorbachev’s presidency, had the following to say about a totalitarian socialist system:

Renouncing the principle of the supremacy of universal human value and returning to
the absolute of class origin means to resurrect the image of the enemy, internal or
external, and thus justifies repressions inside and outside the country. Presupposing a
totally hostile encirclement means cultivating a siege mentality, preparing for war,
and engaging in confrontations and conflict without respites.

As the regime shifts towards reconciliation with the U.S. and South Korea and an
emphasis on economic development, hostile foreign policy will be made obsolete. Moreover,
were economic reform actually to be introduced in the DPRK, friendly foreign policy (and
domestic policy along with it) would be necessitated. Unless hostility, hatred, and animosity
subside, Kim Jong Un will lose any chance of attracting investment or other funds from
stakeholders, and normal trade relationships can never be built with the outside.

2.4 Privatization and Enactment of Foreign Investment Law

At the same time that the communist regime collapsed in the Soviet Union in 1991, the
Communist Party was delegalized, and all of its assets were confiscated and privatized
(Katircioglu & Naraliyeva, 2006). The president enacted and enforced the Foreign
Investment Promotion Act based on market principles, in order to attract foreign investment,
and Kazakhstan signed a joint venture with the world's leading oil companies, such as
Chevron, British Oil, Agip, and Shell, to significantly increase oil production (Kurmanov &
Aibosynova, 2015). Foreign currency earned from oil exports was used for economic
modernization and financial resources.

Ultimately, privatization is the backbone of economic reform. The success of the
economic modernization of North Korea depends upon the extent to which it can privatize
state-owned corporations, reallocating their buildings and land to the private sector, and
gradually expand markets. According to recent reports, production from the unofficial sector
already accounts for more than half of the DPRK’s gross national product. Nurturing this
sector into a market economy will require laws that allow diverse corporations to be founded
and operated, including joint ventures between the state and private entities, joint stock
companies, and entrusted management.

Additionally, the enactment of foreign investment law will attract the foreign capital
necessary to augment growth through joint ventures and joint management schemes that
introduce cutting-edge technology and managerial knowledge. It will also attract foreign
currency through exports. Legislation must include benefits and exemption plans for foreign

Bang: North Korea and Kazakhstan



32

investment, provisions for fruitage remittance, the right to exchange foreign currency for
domestic currency at market rates, land leases, bankruptcy and liquidation, and an arbitration
court to resolve disputes among enterprises.

2.5 Education and Development of Human Resources

Upon Kazakhstan’s achievement of independence from the Soviet Union in 1991, KIMEP
University (then known as the Kazakhstan Institute of Management, Economics, and
Prognostics) was established to foster and train young talents who would lead the future
market economy of the country. In addition, to facilitate sending students abroad for further
studies and training, the Bolashak Scholarship Program was established.

Ultimately, the modernization of a nation’s economy is not achieved by natural
resources or a corporate organization; it is achieved by people. Kazakhstan demonstrated that
competent individuals who have received excellent training and education at Western-style
universities not only play an important role in economic reform, they serve as the driving
force for economic development. They can manage new private enterprises, establish
reasonable economic policies, and execute national tasks efficiently. This will speed up
modernization.

3. Measures to Achieve Economic Modernization in the DPRK

Were North Korea to give up its nuclear program to achieve economic modernization and
follow the example of Kazakhstan's rapid reform, what measures and conditions must be in
place to sustain economic growth as a nuclear-free country?

1. Achieve a sufficient rate of annual economic growth.

2. Pursue market-oriented reform. The government should privatize means of
production, enact laws that support private enterprises and protect foreign
investment, and free up the labor market.

3. Allow the proprietary (bourgeois) class to join the Communist Party.

4. Adopt friendly foreign policy. Retract so-called mosquito-net policies that were
meant “to prevent ideological pollution by capitalism.”

5. Reduce military expenses in the two Koreas and restructure industry, shifting from
heavy and military industries to export and consumer goods industries.

6. Secure economic development funds to support economic modernization for at
least 10 years or until the foundation for modernization is established. I estimate
that this would require at least $30 billion a year on average. International
financial institutions such as the International Monetary Fund, the World Bank,
and the Asia Development Bank may provide funds.

7. Establish at least four special economic zones to control instability caused by
reform. These zones foster markets, but only within their borders.

8. Assign personnel released by the privatization of national corporations and the
reduction of military forces to building infrastructure.

9. Identify leading industries that have a comparative advantage in driving economic
development. Such industries include logistics, tourism, construction, fisheries,
and information technology.

10. Foster well-trained workers for the public and private sectors, by establishing
Western-style universities and programs for study abroad.

11. Establish social security systems for the sick, unemployed, and orphaned.
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Ultimately, North Korea’s positional advantages and constraints make it useful to
learn from Kazakhstan’s reforms. But the path of the former Soviet nation is not a panacea
that the DPRK can imitate. In modernizing North Korea’s economy, Kim Jong Un should
draw upon the experiences of other countries, but the regime must blaze its own path.

Chan Young Bang, Ph.D., is the president of KIMEP University and the principal
investigator of the DPRK Strategic Research Center.

4. Summary

English: By reviewing the experience of Kazakhstan, a former member of the Union of Soviet
Socialist Republics, throughout its opening and reform and comparing it to the situation of
the current North Korean regime, this article provides a blueprint for the Democratic
People’s Republic of Korea (DPRK) to achieve rapid economic modernization.

Russian: Paccmampusas onvim Kazaxcmana — 6vieweu pecnyonuku Corwsza Cosemckux
Coyuanucmuueckux Pecnybnuk, Ha npomsdicenuu pechopm u OmKpolmocmu, UMesUiux Mecmo
8 cmpane, u npoeoos cpasHerue ¢ mexkyweu cumyayuei pesxcuma Cesepnoti Kopeu, oannas
cmamvs  npedocmasnsiem — npumepHulli  naaw  moeo, Kak  Kopetickas — Hapoouas
Jemoxpamuueckas Pecnyonuxa (KHIP) moocem Ovicmpo peanu308ams 3KOHOMUHECK)TO
MOOEpHU3AYUIO.

Kazakh: Bypuvinzor Kenwecmix Coyuanucmix Pecnybnuxanap Ooazvinwiy myueci 6onean
Kazakcmannoly, memnekemme oemxen peghopmanap MeH — AUBLIKMBIK — O6ApPbICIHOA
madicipubecin Kapacmuipwvin, sHcane onvl Conmycmik Kopes pesxcuminiy Kazipei scazoativimen
canvicmoipoin, ocvl maxana Kopeii Xanvix [Jemoxpamusnviy Pecnybnuxacer (KX/P)
IKOHOMUKATBIK JHCHEBIPMYObl me3 apaoa dicy3eze acvlpy YWiH YA2ili JHcOCnap YcblHAOb.
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