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Executive Summary

This paper provides an overview of the key challenges and opportunities in the area of trade and investment facing the Caucasus and Central Asia region, with particular focus on Azerbaijan, Kazakhstan and Uzbekistan.  All of the countries in the region experienced a difficult decade following their independence at the end of 1991, characterized by initial income declines of varying severity, and general increases in inequality and poverty.  The situation since the turn of the century has been brighter as the fundamental transition from central planning has been completed and the countries have experienced positive economic growth.  Much, however, still needs to be done to create well-functioning market economies, which can deliver sustained growth with equity.

The main economic challenge facing all countries in the region is to continue institution-building, creating effective economic structures and pursuing appropriate economic polices.  There is, of course, a political dimension to this, but it will not be the focus of the present paper.  Moreover, even within the context of economic structures and policies, I will concentrate on international economic policies, while noting that a favorable domestic economic environment is crucial for stimulating investment (and attracting foreign investors) and for an effective economic response to good trade policies.

All of the Caucasus and Central Asian economies have a concentrated commodity composition of exports.  This is especially true of Azerbaijan and Kazakhstan with their oil endowments, and of Uzbekistan with its cotton and gold.  For oil exporters, pipeline agreements are of major importance given the dominance of pipelines as transport technology, and the Caspian oil exporters are poised to realize more of their potential in the coming years as new pipelines are, finally, built.  For Uzbekistan’s cotton exports, infrastructure such as constructing and maintaining irrigation systems matters, but incentives are of crucial long-term significance.  Recent reforms to remove exchange controls are an important step towards providing greater incentives to producers of export crops, although they need to be followed up by other reforms to create more appropriately priced inputs and outputs.

Beyond these physical and domestic policy steps, there are further questions more narrowly related to trade policies, of how to encourage export diversification.  Two important issues, market access and transit and trade facilitation, raise questions about the relative merits of regionalism and multilateralism.

Since 1991 a major debate within the Soviet successor states has concerned the choice between regional or multilateral trade policies.  Azerbaijan, Kazakhstan and Uzbekistan are not yet members of the World Trade Organization (WTO), although some of their smaller neighbors are.  WTO accession is an option that all three countries are pursuing, and despite the varying rates of progress accession is an end-point that is likely in the next few years.  WTO membership imposes conditions and obligations, but these are in members’ own best interests in terms of encouraging best-practice trade policies.  WTO membership also provides guarantees about trading partners’ policies, and rights of redress if these guarantees are broken.  These are valuable guarantees of market access, especially if small countries such as those of the Caucasus and Central Asia find potentially profitable export niches in products whose competing producers in the major importing countries are politically powerful.

So far the regional option has been pursued more actively than WTO accession, especially by the Central Asian countries.  Azerbaijan, Kazakhstan and Uzbekistan are all members of the Commonwealth of Independent States and of the Economic Cooperation Organization, Uzbekistan and Kazakhstan are also members of the Central Asian Cooperation Organization and of the Shanghai Cooperation Organization, and Kazakhstan is in the Eurasian Union.  Paper agreements have, however, not been matched by practical implementation.  Despite manifold commitments to regional integration, none of the agreements involving former Soviet republics has had much economic impact.  That is not a bad thing with respect to preferential trade agreement, but regional agreements could be useful in facilitating trade and transit.  Effective transit in Central Asia is impeded by border formalities and lack of effective transit agreements, even though landlocked countries have the most to gain from such trade facilitation.

KEY TRADE AND INVESTMENT CHALLENGES

FOR THE ECONOMIES IN THE CAUCASUS AND CENTRAL ASIA

This paper provides an overview of the key challenges and opportunities in the area of trade and investment facing the Caucasus and Central Asia region, with particular focus on Azerbaijan, Kazakhstan and Uzbekistan.  Comparative data on population and main economic indicators in 2002 are provided in Table 1, with reference data on two important neighbors, Russia and Turkey.  Azerbaijan, Kazakhstan and Uzbekistan are the three largest economies in the region, both by population and by total output, and they also have the largest international trade.  Living standards are more difficult to measure, but using GDP at market prices as a (rough) guide, Kazakhstan has a substantially higher per capita income ($1849) than the Caucasus countries (ranging from $674 to $784) or the remaining Central Asian countries (ranging from $173 to $375).

All of the countries in the region experienced a difficult decade following their independence at the end of 1991, characterized by initial income declines of varying severity, and general increases in inequality and poverty.  The situation since the turn of the century has been brighter as the fundamental transition from central planning has been completed and the countries have experienced positive economic growth.  Much, however, still needs to be done to create well-functioning market economies, which can deliver sustained growth with equity.

The main economic challenge facing all countries in the region is to continue institution-building, creating effective economic structures and pursuing appropriate economic polices.  There is, of course, a political dimension to this, but that will not be the focus of the present paper.  Moreover, even within the context of economic structures and policies, I will concentrate on international economic policies, while noting that a favorable domestic economic environment is crucial for stimulating investment (and attracting foreign investors) and for an effective economic response to good trade policies.

1. The Commodity Composition of Exports and the Diversification Challenge

All of the Caucasus and Central Asian economies have a concentrated commodity composition of exports (Table 2).  This is especially true of Azerbaijan, where petroleum accounts for over ninety percent of export revenue.  Kazakhstan is also a major oil exporter, and has large reserves awaiting exploitation, although the country’s current exports include a variety of minerals and their refined products.  Over half of Uzbekistan’s export earnings come from cotton and gold.
  These commodities will remain important and valuable export-earners in the foreseeable future,
 and the keys to their development are well-known, at least in principle.

For oil exporters, pipeline agreements are of major importance given the dominance of pipelines as transport technology, and the Caspian oil exporters are poised to realize more of their potential in the coming years as new pipelines are, finally, built.  The crucial challenge at that point will be to manage the oil revenues effectively in order to improve current and future living standards.  Both Azerbaijan and Kazakhstan have created oil funds, which are an appropriate institutional response, but whose success will depend upon specifics of their design and operations which are beyond the scope of this paper.

For Uzbekistan’s cotton exports, infrastructure such as constructing and maintaining irrigation systems matters, but incentives are of crucial long-term significance.  Recent reforms to remove exchange controls are an important step towards providing greater incentives to producers of export crops, although they need to be followed up by other reforms to create more appropriately priced inputs and outputs.  The optimum long-run cotton acreage is difficult to predict given the highly distorted farmgate prices of cotton, water and other inputs, and it is likely to be desirable to shift land into less water-intensive uses.

One reflection of the degree of price distortions and lack of attractiveness of non-traditional sectors is the distribution of foreign direct investment (FDI) to Central Asia and the Caucasus (Table 3).  FDI since 1991 has gone overwhelmingly to natural resources, and especially the energy sector.
  After some initial hesitation due to political and institutional uncertainty, FDI has flowed into the oil sectors of Azerbaijan and Kazakhstan – and to very few other activities.  FDI in Turkmenistan is almost exclusively in oil and natural gas.  In the Kyrgyz Republic FDI is heavily concentrated in a goldmine.  Perhaps the most diversified FDI has been in Uzbekistan, including manufacturing activities such as automobiles and cigarettes, but even here the value of non-primary-sector FDI is not large.  In sum, an important obstacle to foreign investment in all of the countries is the domestic economic environment.
  

Beyond the domestic policy steps, there are further questions, more narrowly related to trade policies, of how to encourage export diversification.  Diversifying exports and attracting FDI are interrelated, because the most attractive FDI could be in export-oriented activities catering to wider markets than the domestic economies.  Two important issues, market access and transit and trade facilitation, raise questions about the relative merits of regionalism and multilateralism.

2. The Multilateral Option

Since 1991 a major debate within the Soviet successor states has concerned the choice between regional or multilateral trade policies.
  All of the Soviet republics were open economies within the wider Union and the Council for Mutual Economic Assistance.  For the southern republics, which specialized primarily in producing raw materials such as cotton, energy and minerals, there was no real alternative to remaining open and trying to find new markets.  After some initial resort to export restrictions and despite some continuing high tariffs and other non-tariff barriers, the Caucasus and Central Asian countries have generally followed liberal trade policies and levied low duties on imports.

Azerbaijan, Kazakhstan and Uzbekistan are not yet members of the World Trade Organization (WTO), although some of their smaller neighbors are (Table 4).  WTO accession is an option that all three countries are pursuing, and despite the varying rates of progress accession is an end-point that is likely in the next few years.  The process will be accelerated, especially for Kazakhstan, if Russia’s accession negotiations are completed soon.

WTO membership imposes conditions and obligations, but these are in members’ own best interests in terms of encouraging best-practice trade policies.  In addition WTO membership should discourage ad hoc increases in trade restrictions such as have bedeviled intra-CIS trade in recent years.
  Such restrictions can be a result of non-trade legislation, eg. in October 1999, Kazakhstan passed legislation requiring labeling of all goods in both Russian and Kazakh, which could become a significant non-tariff barrier, although its implementation has been postponed.  Customs officials have operated with considerable discretionary power, and in some countries (eg. Tajikistan) the central government has lost control over some border regions for lengthy periods.  All of these phenomena are recognized as deleterious, but there has been little concerted action to reduce this tragedy of the anticommons.

WTO membership provides guarantees about trading partners’ policies, and rights of redress if these guarantees are broken.  These are valuable guarantees of market access, especially if small countries such as those of the Caucasus and Central Asia find potentially profitable export niches in products whose competing producers in the major importing countries are politically powerful.

3. Regional Alternatives

So far the regional option has been pursued more actively than WTO accession, especially by the Central Asian countries (Table 5).  Azerbaijan, Kazakhstan and Uzbekistan are all members of the Commonwealth of Independent States (CIS) and of the Economic Cooperation Organization (ECO), Uzbekistan and Kazakhstan are also members of the Central Asian Cooperation Organization (CACO) and of the Shanghai Cooperation Organization (SCO), and Kazakhstan is in the Eurasian Union.
  Paper agreements have, however, not been matched by practical implementation.

Despite manifold commitments to regional integration, none of the agreements involving former Soviet republics has had much economic impact.  The evolving patterns have often been driven by political motives, reflecting concerns for closer or more arms-length relations with Russia and, to a lesser extent, China and internal competition for and suspicion of hegemonic leadership within Central Asia.  Such ebbing and flowing of interest in alternative regional permutations has inhibited the institutional development of any regional organization involving the Central Asian countries.  That is not a bad thing with respect to preferential trade agreement,
 but regional agreements could be useful in facilitating trade and transit.  Effective transit in Central Asia is impeded by border formalities and lack of effective transit agreements, even though landlocked countries have the most to gain from such trade facilitation.

The most important benefit of WTO membership would be to place all Central Asian trade on a common basis of international trade law, and potentially to separate trade from politics.  The failure of the myriad preferential trading agreements mooted since 1992 should have already clarified that they are not a practical route to realizing greater gains from trade.  As mentioned earlier, all of the Caucasus and Central Asian countries are open economies, in the sense of having high trade/GDP ratios, but since 1991 there has been a switch of trade towards more distant markets; trade with Russia has atrophied from the enforced patterns of the Soviet Union, and trade among the Central Asian countries has generally stagnated since the completion of the first phase of transition in the mid-1990s.  The general pattern has been an increase in openness (i.e. trade/GDP) of the Caucasus and Central Asian countries, as elsewhere in the CIS, from 1992 to 1997 and then a decline in openness over the next half decade in all but the oil-exporting countries.
  Many of the proximate causes are country or region specific, but the lack of a stable institutional environment surely contributed to the decline of the ratio of trade/GDP and of CIS/non-CIS trade.  One indicator of the potential for international trade is the contrast between intra-Russian trade and international intra-CIS trade.  Using a gravity model, Djankov and Freund estimate that trade among Russian provinces is around sixty percent higher than trade between CIS countries, ceteris paribus, but the national-border effect is weaker for Kazakhstan than for the other Central Asian countries’ trade with Russia.
  Clearly such estimates are no more than indicative in what remains a disequilibrium situation, but they suggest the large orders of magnitude by which the Caucasus and Central Asian countries’ trade could increase.

4. The Role of the OECD
The OECD has experience in providing expert assistance in developing analytical capacities in the trade policy area and in trade capacity building.
  This is especially important as the WTO becomes more encompassing and complex with the completion of each round of multilateral negotiations.  There is also scope for international organizations to provide guidelines and blueprints for trade facilitation or transit agreements,
 which could be done in collaboration with regional organizations, but preferably abstracting from the political context of competing regional arrangements.  The important point to be stressed is that trade liberalization, trade facilitation and transit agreements all have the potential to be positive-sum co-operations, from which all parties can gain.

Table 1: Comparative Main Economic Indicators, 2002
	
	ARM
	AZB
	GEO
	KAZ
	KGZ
	TAJ
	UZB
	Russia
	Turkey

	Population

(million)
	3.3
	7.8
	4.9
	15
	5
	6.2
	25
	144.5
	68.1

	GDP

(USD billion)
	2.4
	6.1
	3.3
	24.4
	1.6
	1.1
	9.7
	346.6
	183.1

	GDP per head

(USD)
	784
	748
	674
	1,649
	325
	173
	375
	2,413
	2,605

	Exports of goods

Fob (USD billion)
	0.5
	2.3
	0.6
	10.1
	0.5
	0.7
	2.5
	107.2
	39.1

	Imports of goods

Fob (USD billion)
	0.9
	1.8
	1.0
	7.6
	0.6
	0.8
	2.2
	61.0
	47.8

	External debt

(USD billion)
	1.1
	1.4
	1.8
	10.1
	1.7
	1.1


	4.4
	147.2
	131.6


Source: Background paper – based on data from the Economist Intelligence Unit and the CIA World Factbook.

Table 2: Major Exports

	
	Major exports

(share of total exports in parentheses)
	Share of top three items in total exports

	Armenia
	Diamonds (21), alcoholic preparations (15), jewelry (6)
	42

	Azerbaijan
	Crude petroleum (75), petroleum oils (16), machinery parts (1)
	92

	Georgia
	Aircraft (11), Ferrous waste & scrap (10), wine (10)
	31

	Kazakhstan
	Crude petroleum (37), refined copper (7), ferro alloys (4)
	48

	Kyrgyz Republic
	Gold (35), cotton (12), tobacco (11).
	58

	Tajikistan
	Aluminum (47), cotton (24), cotton fabrics (5)
	76

	Uzbekistan
	Cotton (47), gold (8).
	56


Source: Background paper – based on data from the UN COMTRADE database, 2003.

Table 3: Inward Foreign Direct Investment

 (stock in million US dollars, 2002)

	Armenia
	680

	Azerbaijan
	5,354

	Georgia
	679

	Kazakhstan
	15,354

	Kyrgyz Republic
	415

	Tajikistan
	162

	Turkmenistan
	1,163

	Uzbekistan
	1,332


Source: UNCTAD World Investment Report 2003, Annex B, p.259.

Table 4: Status of WTO Accession Negotiations

	
	Applied
	Working Parties
	Member

	Armenia
	1993
	
	February 2003

	Azerbaijan
	June 1997
	1 meeting, June 2002
	

	Georgia
	1996
	
	June 2000

	Kazakhstan
	January 1996
	5 meetings 1997-2003a
	

	Kyrgyz Rep.
	1993
	
	December 1998

	Tajikistan
	May 2001
	WP not yet met
	

	Turkmenistan
	Not applied
	
	

	Uzbekistan
	December 1994
	1 meeting, July 2002
	

	
	
	
	

	Russian Fed.
	June 1993
	19 meetings, 1995-2003b
	


Source: WTO website.

Notes: a - Kazakhstan Working Parties met on 19-20 March 1997, 9 October 1997, 9 October 1998, 13 July 2001, and 15 July 2003.

 
b -  Russian Working Parties met on 17-19 July 1995,  4-6 December 1995, 30-31 May 1996, 15 October 1996, 15 April 1997, 9-10 December 1997, 29-30 July 1998, 16-17 December 1998, 25-26 May 2000, 5 December 2000, 26-27 January 2001, 26-27 June 2001, 23-24 January 2002, 25 April 2002, 20 June 2002, 31 January, 6 March, 10 April and 10 July 2003.

Table 5: Membership of Regional Agreements

	
	CIS
	Eurasian Com.
	UES
	CACO
	ECO
	SCO

	Armenia
	x
	
	
	
	
	

	Azerbaijan
	x
	
	
	
	x
	

	Georgia
	x
	
	
	
	
	

	Kazakhstan
	x
	x
	x
	x
	x
	x

	Kyrgyz Rep
	x
	x
	
	x
	x
	x

	Tajikistan
	x
	x
	
	x
	x
	x

	Turkmenistan
	x
	
	
	
	x
	

	Uzbekistan
	x
	
	
	x
	x
	x

	
	
	
	
	
	
	

	Afghanistan
	
	
	
	
	x
	

	Belarus
	x
	x
	x
	
	
	

	China
	
	
	
	
	
	x

	Iran
	
	
	
	
	x
	

	Moldova
	x
	
	
	
	
	

	Pakistan
	
	
	
	
	x
	

	Russia
	x
	x
	x
	
	
	x

	Turkey
	
	
	
	
	x
	

	Ukraine
	x
	
	x
	
	
	


Notes: CIS = Commonwealth of Independent States; UES = Unified Economic Space; CACO = Central Asian Economic Organization; ECO = Economic Cooperation Organization; SCO = Shanghai Cooperation Organization.

� All of the economic data reported in this paper should be treated with caution. Output and incomes are difficult to measure because of the shadow economy and valuation problems, while much trade is also unrecorded.  Data on Turkmenistan are especially problematic, and are not included here.


� See Richard Pomfret, “Central Asia since 1991: The Experience of the New Independent States”, OECD Development Centre Technical Papers, No. 212 (July 2003).  Sustainability is especially problematic for the two most impoverished countries, the Kyrgyz Republic and Tajikistan, who have accumulated external debt greater than their current GDP.


� Among the other countries, Tajikistan is heavily dependent on a single complex whose aluminum must be shipped by rail via Uzbekistan and other transit countries, the Kyrgyz Republic depends on the output of a goldmine whose lifespan is limited, Georgia’s main exports in recent years have been scrap iron, and Turkmenistan depends heavily on revenues from natural gas exports.  For all of the Central Asian countries cotton is a significant export, although for Kazakhstan it is important only for the southern part of the country.


� As emphasized by Federico Bonaglia and Kiichiro Fukasaku (“Export Diversification in Low-Income Countries: An International Challenge after Doha”, OECD Development Centre Technical Papers No.209, Paris, June 2003, p.12-13), “countries rich in natural resources should not ignore their wealth but rather use it to build new areas of competitive advantage. Resource-based sectors can be a source of knowledge and technological advancement, as exemplified by the historical experience of both OECD (e.g. Australia, Canada, Scandinavia and United States) and non-OECD economies (e.g. Brazil, Chile and Uruguay as well as several ASEAN countries”.


� In the analysis by Nauro Campos and Yuko Kinoshita (“Why does FDI go where it goes? New Evidence from the Transition Economies”, IMF Working Paper WP/03/228, International Monetary Fund, Washington DC, November 2003) of FDI in 25 transition economies, the dominant role of natural resources is identified as the most significant difference between FDI in CIS countries and FDI in eastern Europe and the Baltics.


� Even where the policy environment is not a major problem (the Kyrgyz Republic is the most plausible example), the market economy still does not function well due to thin markets and poorly developed institutions.


� For more details, see Richard Pomfret, “Trade and Exchange Rate Policies in Formerly Centrally Planned Economies”, The World Economy 26(4), July 2003, pp.585-612.


� According to IMF data (reported in Katrin Elborgh-Woytek, “Of Openness and Distance: Trade Developments in the Commonwealth of Independent States, 1993-2002”, IMF Working Paper WP/03/207, International Monetary Fund, Washington DC, October 2003, p.18), the average import tariff in 2002 was 4.0% in Armenia, 5.1% in the Kyrgyz Republic, 7.8% in Kazakhstan, 8.0% in Tajikistan, 10.8% in Azerbaijan, 10.9% in Georgia and 15.3% in Uzbekistan.  The impact of other trade restrictions was, however, nullified in Uzbekistan and Turkmenistan by exchange controls introduced in 1996 and 1998.  Uzbekistan is in the process of removing its controls, but trade remains heavily restricted in Turkmenistan.


� There are recurring complaints of ad hoc impositions which make trade policy less predictable, e.g. Kazakhstan suddenly raised duties on intra-Central Asian trade in response to its 1998 crisis.  Border crossings have been temporarily closed, e.g. for several months in 1999 Uzbekistan unilaterally closed all but one of the posts along its border with Kazakhstan.


� A tragedy of the anticommons arises when political and economic agents try to extract rent from an activity to the point that the activity itself becomes unprofitable and everybody loses.


� The Eurasian Union overlaps with the Unified Economic Space (UES) proposal announced by Russia, Belarus, Kazakhstan and Ukraine in February 2003, which appears since its non-mention at the January 2004 Putin-Nazarbayev summit to be on a backburner.


� In practice the Caucasus and Central Asian countries have in their trade policies clearly chosen the path of policy autonomy combined with non-discriminatory multilateralism.  Buying imports from the global least-cost supplier and selling exports in the best market makes considerable economic sense, and is supported by the failure of the many discriminatory trading arrangements in Latin America and Africa during the second half of the twentieth century; see Richard Pomfret, The Economics of Regional Trading Arrangements (Clarendon Press, Oxford, 1997; paperback edition with new Preface, Oxford University Press, Oxford, 2001).





� Katrin Elborgh-Woytek, “Of Openness and Distance: Trade Developments in the Commonwealth of Independent States, 1993-2002”, IMF Working Paper WP/03/207 (International Monetary Fund, Washington DC, October 2003). The US dollar value of exports from Armenia and Turkmenistan peaked in 1995, and from Georgia in 2001.


� Simeon Djankov and Caroline Feund, “Trade Flows in the former Soviet Union, 1987 to 1996”, Journal of Comparative Economics, 30(1), 2002, pp. 76-90.


� See the report of the OECD Expert Meeting on Developing Governmental Analytical Capacities in the Trade Policy Area; Proceedings and Implications for Russia, prepared by the OECD Centre for Cooperation with Non-Member s (CCNM/TD(2003)3/FINAL), available at � HYPERLINK "http://www.oecd.org/trade" ��http://www.oecd.org/trade�, and Kiichiro Fukasaku and Federico Bonaglia, Trading Competitively - Trade Capacity Building in Sub-Saharan Africa, OECD Development Centre Studies (Paris, 2002).


� This may involve other international organizations, such as the Asian Development Bank or the United Nations Economic and Social Commission for Asia and the Pacific.  These organizations have expertise which could be useful, and their assistance should be coordinated.





