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Preface

This occasional paper provides an overview of the economic reform experiences of
the Central Asian states of the former Soviet Union since their independence at the
turn of the decade. The choice of countries—Kazakhstan, the Kyrgyz Republic,
Tajikistan, Turkmenistan, and Uzbekistan—reflects not only a geographical group-
ing, but also similarities in the types of transition challenges faced by these countries,
notwithstanding considerable variations in their sizes, ethnic compositions, resource
endowments, and economic structures. The paper highlights these differences and the
impact they may have had on the individual approaches to and progress with eco-
nomic reforms, while also tracing some of the common threads that run through the
transition experience of each country. In this fashion, it attempts to identify a number
of key macroeconomic and structural areas where the slower reformers in the group
might benefit from the experience of the faster reformers.

The paper was a collaborative project under the leadership of Emine Gurgen. Help-
ful suggestions were received from John Odling-Smee, Oleh Havrylyshyn, and Leif
Hansen. In addition, the authors are indebted to several colleagues in the International
Monetary Fund, notably Isaias Coelho, Jens Dalsgaard, Jan Mikkelsen, Johannes
Mueller, and Richard Stern for their constructive comments; Sepideh Khazai for re-
search assistance; and Helen John for secretarial work. Helen Chin of the External
Relations Department edited the paper and coordinated its production for publication.

The contributions to the paper drew considerably on the work undertaken by the
European II Department, in the context of discussions held with the governments of
the countries reviewed, on the use of IMF resources and in conducting the annual Ar-
ticle IV consultations. However, the opinions expressed are solely those of the au-
thors and do not necessarily reflect the opinions of the IMF staff, Executive Direc-
tors, or the country authorities.
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I Overview

Emine Gurgen

t the outset of their transition to a market econ-
omy, the social and economic indicators in the

Central Asian states of the former Soviet Union—
Kazakhstan, the Kyrgyz Republic, Tajikistan, Turk-
menistan, and Uzbekistan—generally fell short of
the standards of the region as a whole. Notably, per
capita incomes ranged from just over 50 percent
(Tajikistan) to about 90 percent (Kazakhstan) of the
Soviet Union average, while social indicators, such
as life expectancy, infant mortality, health facilities,
and housing conditions, were considerably worse in
most cases. All five Central Asian states—land-
locked and distant from world markets—depended
heavily on an intricate Soviet system of trade routes
and energy pipelines for essential input supplies and
exports. Rich agricultural, mineral, and fuel re-
sources of the region, though, made it a potentially
attractive outlet for foreign investors. Following a
long period of isolation and catering to the needs of
the Soviet Union, these countries faced the tough
challenge of how to exploit more effectively their
natural resources to improve living standards, while
simultaneously introducing the systemic changes
needed to achieve a market framework and to inte-
grate their economies with the rest of the world.

The Central Asian states have gone part of the way
toward meeting this challenge since their indepen-
dence at the beginning of the decade. There is visible
evidence of progress by all five countries toward de-
centralizing their economies, expanding international
links, and intensifying efforts to diversify and in-
crease production and trade. Comparisons with other
transforming economies inside and outside of the re-
gion, however, indicate that considerable ground still
needs to be covered in a number of areas. Notably,
the private sector's share constitutes less than one-
half of economic activity in most of the Central Asian
states, and banking systems (except in the Kyrgyz
Republic) continue to be heavily state controlled,
while per capita foreign direct investment into the re-
gion (except for Kazakhstan) remains relatively low.
Also, a set of transition indicators, developed by the
European Bank for Reconstruction and Development
(EBRD) to measure progress with privatization, en-
terprise restructuring, price, trade, and financial sec-

tor reforms in transition economies, indicates a
mixed performance by the Central Asian states, with
considerable catching up needed in Tajikistan, Turk-
menistan, and Uzbekistan (Table 1.1).

The pace and intensity of reforms have varied
widely across the countries in the group. While differ-
ences in natural resource endowments, economic
structures, and sociocultural factors undoubtedly in-
fluenced attitudes toward reform, the two fastest re-
formers—Kazakhstan and the Kyrgyz Republic—
were at opposite ends of the spectrum, in many
respects, at the outset of transformation, with Kaza-
khstan having a much richer resource base and a more
diversified economic structure. These differences ap-
pear to have motivated each country to move in the
same direction, by either taking quick advantage of
initial relative strengths (as in Kazakhstan) or by striv-
ing to overcome initial limitations (as in the Kyrgyz
Republic). By contrast, economic reforms in Turk-
menistan and Uzbekistan—which fall somewhere in
the middle along the spectrum of resource endow-
ments and output diversity—were, for the most part,
more sporadic and came in reaction to events rather
than in anticipation of them. In Tajikistan, reform ef-
forts were, until recently, constrained by civil conflict.

The initial years of transition were characterized
by sharp output declines and an erosion in living
standards in all the Central Asian states. In addition
to severe disruptions to input supplies and traditional
lines of production, special circumstances such as
civil unrest in Tajikistan and an excessive reliance on
traditional trade routes—particularly regional energy
pipelines—in Kazakhstan and Turkmenistan con-
strained export markets and adversely affected
growth. The negative impact on growth from struc-
tural dislocations was further aggravated by high in-
flation resulting from price liberalization and the
monetization of large fiscal deficits to sustain output
and employment, notably following the introduction
of national currencies. By converse relationship,
however, the speed with which inflation was reduced
and the depth of structural reforms implemented
were instrumental in the recoveries that were initi-
ated during 1996-98. There is evidence in the region
that steadfast implementation of stabilization policies

1
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Table 1.1. Transition Economies:Selected Indicators, 19971

Asset share of Average of

Population Per capita GDP2 Private sector Foreign trade FDI per capita state-owned EBRD transition

(in millions) (in U.S. dollars) (share in GDP) (in percent of GDP) (in U.S. dollars) banks indicators (1998)3

Central Asian states 54.7 596 41 43 27 49 2+
Kazakhstan 15.7 1,434 554 31 84 45 3-

Kyrgyz Republic 4.6 366 60 38 18 10 3-

Tajikistan 6.1 179 20 69 2 . . . 2 -

Turkmenistan 4.7 390 25 48 23 68 1+

Uzbekistan 23.6 611 45 26 7 71 2

Russia 147.2 3,056 70 18 25 29 3-

Other CIS 82.1 746 43 32 45 28 2+
Armenia 3.7 435 55 32 14 3 3-

Azerbaijan 7.6 509 40 28 144 81 2+

Belarus 10.2 1,314 20 60 19 55 2 -

Georgia 5.4 968 55 14 35 0 3-

Moldova 4.3 504 45 24 15 0 3-

Ukraine 50.9 976 50 35 12 . . . 2+

Baltics 7.7 2,674 67 51 69 19 3
Estonia 1.5 3,230 70 61 8 0 3+

Latvia 2.5 2,211 60 41 139 7 3

Lithuania 3.7 2,581 70 50 59 49 3

Central and Eastern Europe 111.3 3,516 62 38 76 44 3+

Source: Data compiled from European Bank for Reconstruction and Development, Transition Report 1998.
1Other than for population, the group entries represent unweighted averages for the countries in the groups shown.
2EBRD estimates based on conversion of GDP in domestic currency to U.S. dollars using average 1997 exchange rates. The figures should be viewed as broadly indicative only, given the existence of multipl

exchange rates and the associated conversion difficulties in some of the countries shown.
3EBRD transition indicators covering enterprise reform, financial sector reform, legal reform, and market and trade reform. Individual indicators range from 1 to 4+, with 4+ indicating the most progress in

reforms (e.g., a 2 - indicates more progress than I + but less progress than 2).
4According to IMF information, private sector share may be closer to 70 percent.

©International Monetary Fund. Not for Redistribution



Overview

in the faster reformers produced, with expected lags,
a positive output and investment response by boost-
ing confidence in the economies and strengthening
the perceptions of the newly emerging private sectors
as to the consistency and sustainability of policies.

Success with stabilization, in addition to augment-
ing domestic savings, helped attract foreign direct
investment (Kazakhstan), which aided the recovery
process and brought in much needed capital and
technological expertise. Improvements in factor effi-
ciency associated with the reallocation of resources
played an important role in the resumption of growth
in some cases (Kazakhstan and the Kyrgyz Repub-
lic), but was less apparent in others (Turkmenistan
and Uzbekistan). Trade liberalization also con-
tributed to growth in the Central Asian states, at first
by reinstating steady input supplies and, over time,
by improving the efficiency of resource allocation,
helping diversification, and ensuring greater trans-
parency in the trade system.

While all the Central Asian countries suffered
employment and real income losses during transi-
tion, unemployment lagged far behind sharp de-
clines in output. The substantial real wage erosions
experienced were partly compensated for by gener-
ous consumer subsidies and income from informal
market activity, which are not adequately captured in
the official statistics. Developments in employment
and wages were also influenced by the degree to
which countries were willing to restructure their
state enterprise sectors. This entailed the imposition
of hard budget constraints, notably the phasing out
of budgetary support and directed credits to enter-
prises. In Turkmenistan, Tajikistan, and Uzbekistan,
where such restructuring was delayed, open unem-
ployment rates remained correspondingly low,
notwithstanding persistent output contractions. Re-
structuring delays often reflected inadequacies in the
social safety net systems to cope with the associated
short-term disruptions to employment. Widespread
disguised unemployment provided some protection,
but at the expense of preventing reallocation of labor
to more productive activities.

Given the loss of traditional revenue sources (par-
ticularly transfers from the Soviet budget) at the start
of transition, the lack of domestic financing from
nonbank sources, and limited access to international
capital markets, the Central Asian states were left
with little choice but to implement major fiscal
structural reforms to meet their stabilization objec-
tives in a sustainable fashion. Moreover, many of the
reform measures—including price liberalization and
exchange rate devaluation—tended to aggravate the
fiscal deficits by raising expenditure more than rev-
enue. While all the countries in the region underwent
fiscal adjustment during the period reviewed, reduc-
tions in fiscal imbalances were accomplished pri-

marily by stop-gap measures. There was heavy re-
liance on expenditure sequestration and ad hoc rev-
enue measures—particularly in the initial years of
transition—and insufficient attention paid to grow-
ing payments arrears by governments and state en-
terprises. Moreover, large quasi-fiscal operations—
conducted outside the budget, mainly by the banking
sectors—weakened fiscal transparency and manage-
ment. The adjustments that took place, therefore,
represented only the first phase of a more substan-
tive fiscal reform process, aimed at substantially re-
building revenue and reprioritizing expenditure.

The Central Asian states, following the introduc-
tion of their national currencies, intensified efforts to
stabilize their economies and sharply reduce infla-
tion from peak rates of as high as four-digit levels.
The countries were faced with a choice between
adopting exchange rate or money-based stabilization
programs. The two main arguments for an exchange
rate peg—the instability of money demand during
the turbulent transition period and the likelihood of
the exchange rate overshooting with money-based
stabilization—held sway in the Central Asian coun-
tries at the outset of transition. However, the condi-
tions required to make this approach a success
(notably restrained fiscal policies and ample interna-
tional reserves) were mostly absent. Moreover, real
shocks, such as sharp terms-of-trade shocks, could
not effectively be absorbed if an exchange rate peg
was chosen. All five countries, therefore, initially
opted for money-based stabilization programs, with
some exchange rate flexibility allowed under man-
aged floats. Under these programs, the burden of sta-
bilization fell primarily on fiscal adjustment, which
entailed cuts in expenditure (notably real wages,
subsidies, and capital outlays) and the tightening of
budget constraints on state enterprises. Progress in
the latter area varied across countries. Kazakhstan
and the Kyrgyz Republic focused attention on state
enterprise restructuring early on and eliminated di-
rected credits, while the other countries in the group
moved much more slowly.

Despite the absence of an exchange rate peg until
mid-1998, considerable disinflation was achieved in
all five countries, exchange rates were stabilized or
even appreciated in real terms in some cases, and
parallel market premiums were reduced (with the
exception of Uzbekistan and, to a lesser extent,
Turkmenistan). These moves were accompanied by
a liberalization of exchange regimes at varied paces,
again, with the faster reformers taking the lead. As
stabilization took hold, Kazakhstan was confronted
with having to protect its economy from destabiliz-
ing effects of surges in capital inflows. Protection
entailed striking an appropriate balance between fur-
ther fiscal tightening, sterilized interventions, and
exchange rate appreciation. Most countries in the re-

3
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I OVERVIEW

gion, however, have not yet faced such tough policy
challenges.

The financial crisis in Russia in August 1998 con-
siderably altered the external economic environment
for the Central Asian states. The crisis had an ad-
verse economic impact on most of these countries,
mainly because of declining Russian demand for
their exports. Capital flows were also affected as for-
eign investors reassessed the risks of financing
countries in the region and exchange rates came
under heavy pressure. These developments brought
to the fore the need to improve external debt man-
agement, following a period of sizable accumulated
foreign liabilities by the countries, mainly to finance
investment at a time of low domestic savings. Also,
in countering the impact of the Russian crisis, the
Central Asian states were faced with the challenge of
resisting the temptation to reverse the exchange and
trade liberalization policies already under way. Turk-
menistan and Uzbekistan were less successful in
meeting this challenge and intensified exchange
controls. Other countries combined restrained finan-
cial policies with intervention in the exchange mar-
ket to ward off the pressures on their economies in
the aftermath of the Russian crisis.

Progress with structural reforms was mixed
among the Central Asian states. All of the countries
were relatively quick to initiate price liberalization,
although their subsequent paces varied and there
were instances of temporary reversals, primarily to
guard against social unrest. In almost all instances,
controlled prices were maintained for essential food-
stuffs, energy, public transportation, and utilities.
State enterprise restructuring proved particularly dif-
ficult, given the magnitude of the task and the reluc-
tance of the authorities to face disruptions to produc-
tion and the provision of social services by
enterprises. Considerable progress was made in
Kazakhstan and the Kyrgyz Republic, though, in ini-
tiating restructuring programs and in building the
needed institutional frameworks. All countries expe-
rienced large domestic payments arrears in their
state enterprise sectors, which partly mirrored the
phasing out of the traditional sources of finance,
such as directed credits, to this still dominant sector.

Privatization also proved to be a daunting task,
although the faster reformers progressed consider-
ably beyond the first stage of small enterprise pri-
vatization to mass privatization of medium- and
large-scale enterprises. Encouraging progress was
also made in initiating the privatization of agricul-
ture through land-lease programs and the phasing
out of state orders, although privatization of agri-
cultural services fell behind. Legal and regulatory
reforms, on the other hand, proceeded in piecemeal
fashion, with only Kazakhstan and, more notably,
the Kyrgyz Republic undertaking more in-depth re-

forms of their civil codes. All five countries passed
bankruptcy laws at the outset of transition to liqui-
date persistently loss-making enterprises, although
these laws were not rigorously implemented. They
also enacted a series of laws to level the playing
field for small and large enterprises and to promote
competition. Nevertheless, much remains to be ac-
complished in these countries to achieve a simple
and transparent regulatory framework that is fairly
enforced.

Recently, the Central Asian states have focused in-
creasingly on reforming their financial systems
(both bank and nonbank) as an integral part of their
stabilization and reform programs. Banks have not
yet been transformed fully from administrators of fi-
nancial flows to effective intermediaries between
savers and investors, so that, again, more progress
needs to be made in this area in the next stage of re-
forms. Also, nonbank financial systems need to be
captured in adjustment operations, as is increasingly
becoming the case in the Kyrgyz Republic.

Notwithstanding the progress to date, a heavy
structural reform agenda remains for the Central
Asian states, in order to strengthen their recent stabi-
lization gains and to ensure sustainable and widely
shared growth. Deeper and more persistent changes
will be needed to improve the quality of fiscal ad-
justment; rehabilitate or liquidate state enterprises;
strengthen banking systems and financial intermedi-
ation; restructure pension, health, and education sys-
tems; provide more affordable and well-targeted so-
cial safety nets; and broaden agricultural and other
sectoral reforms. Finally, the scaling back of the still
dominant public sectors and the firm integration of
these economies into a market framework will re-
quire further progress in privatization, as well as
continued modification of the extensive regulatory
controls already in place. There will also be a grow-
ing need to strengthen legal and institutional re-
forms, as well as to address transparency and gover-
nance issues, with a view to limiting opportunities
for corruption, enhancing public accountability, and
promoting constructive links between governments
and newly emerging private businesses.

This paper discusses the broad parameters of the
prereform setting in the Central Asian states, includ-
ing demographic features and natural resource en-
dowments, and their possible impact on the ap-
proaches to reform. The paper also reviews the
growth experiences of the Central Asian states dur-
ing transition and finds that, apart from the pre-
dictable disruptions associated with transition and
special factors such as civil strife, growth perfor-
mance was influenced by success in achieving eco-
nomic stabilization as well as by the scope and pace
of structural reforms. Fiscal adjustment policies and
the role of the public sector are examined, under-

4
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Overview

scoring the desirability of further curtailing state in-
volvement in these economies and of strengthening
the quality of fiscal reforms. The experiences of the
Central Asian states are also traced with regard to
monetary policy reforms and stabilization since the
introduction of their national currencies, focusing
on the choice between monetary and exchange rate-
based stabilization programs. Two sections examine
external-sector reforms—including trade liberaliza-
tion, market diversification, and currency reforms—

and capital flows to the region, both in the form of
foreign direct investment and official or private fi-
nancing. Section VIII revisits and expands upon
some of the areas covered in preceding sections,
concentrating on the structural elements of reform
to complement and strengthen the stabilization and
growth efforts already under way. The paper con-
cludes with key lessons to be drawn from the reform
experiences of the Central Asian states and chal-
lenges for the future.

5
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II Prereform Setting and Conditions

Ivailo Izvorski

he five former states of Soviet Central Asia—
Kazakhstan, the Kyrgyz Republic, Tajikistan,

Turkmenistan, and Uzbekistan—extend from the
Caspian Sea in the west to China in the east, and
from central Siberia in the north to Afghanistan and
the Islamic Republic of Iran in the south, covering a
combined area equivalent to just over one-fifth of
Russia's total land area. The region is rich in natural,
agricultural, mineral, and fuel resources. Since the
beginning of the 1990s, all five countries in the re-
gion have worked toward exploiting their resources
more fully while moving their economies toward a
market framework. Their progress with economic re-
forms has been influenced to a considerable extent by
their political structures, ethnic characteristics, and
remoteness from major world markets.

Political Environment

The five Central Asia states became independent in
1991, after more than a century of Russian and Soviet
rule. Declarations of independence by these countries
were backed by national referendums with over-
whelming approval. In the presidential elections that
followed, candidates mostly ran unopposed and won
by sizable voting majorities. Subsequently, popular
referendums extended the terms in office of presidents
in Kazakhstan, Turkmenistan, and Uzbekistan and in-
creased the authority of the president, relative to the
legislature, in the Kyrgyz Republic. The Central Asian
states adopted constitutions that lay a foundation for a
parliamentary democracy but had mixed success with
the promotion of individual rights and freedoms.

Following independence, the Central Asian states
continued to maintain close ties with other countries
in the region. They also became members of a number
of multilateral organizations, including the IMF, the
World Bank, the EBRD, and the Asian Development
Bank. Kazakhstan and Uzbekistan currently hold ob-
server status in the World Trade Organization and
have applied to join; the Kyrgyz Republic joined the
organization in October 1998. Turkmenistan officially
adopted neutrality status, which was recognized by
the United Nations in late 1995. Despite the predomi-

nance of Islam in these territories, the Central Asian
states have tended to be cautious in their approach to
neighboring Muslim countries, possibly for fear of
alienating Russia,1 or as a reflection of a reluctance to
being closely identified with religious regimes.
Among the Arab countries, Saudi Arabia has helped
to develop religious infrastructures, such as schools,
mosques, and religious centers, in these countries.
Turkey has intensified political, cultural, and eco-
nomic ties with the Central Asian states, and has
emerged as a possible alternative to Russia as a transit
way for oil and gas exports to European markets.

Demographic Characteristics

The Central Asian states display a mixed ethnic
composition. Prior to independence, Russians ac-
counted for a sizable proportion of the populations
in Kazakhstan (38 percent) and the Kyrgyz Republic
(22 percent), but constituted only 10 percent or less
of the populations of Tajikistan, Turkmenistan, and
Uzbekistan (Table 2.1). Ethnic Uzbeks were the sec-
ond largest group in Tajikistan (24 percent) and con-
stituted a significant proportion of the population in
the Kyrgyz Republic (13 percent). In the region as a
whole, Uzbeks were, by far, the largest ethnic group,
followed by Russians and Kazakhs, with Kyrgyz and
Turkmen being the smallest groups.

Ethnic tensions seriously threatened some of the
Central Asian states. In Tajikistan,2 political turmoil
and civil strife escalated into a civil conflict in 1992,
with devastating consequences. The conflict subsided
in 1994 but violence sparked anew in 1996. Currently,
peace is maintained under an agreement signed in
mid-1997. Other tensions exist between ethnic groups
within national borders, such as between the ethnic
Kyrgyz and the ethnic Uzbek in the Kyrgyz Republic,
as well as between separate states, such as Uzbekistan
and Turkmenistan. Tensions and growing nationalism
have led to the emigration of the Russians (employed

1See Hunter (1996).
2Tajikistan was part of the Uzbek Soviet Socialist Republic

during 1925-29.
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Resource Endowments and Initial Economic Structures

Table 2.1. Social and Demographic Indicators1

Kazakhstan Kyrgyz Republic Tajikistan Turkmenistan Uzbekistan

Population (in millions) 15.7 4.7 5.9 4.7 23.7

Life expectancy at birth (in years) 68.0 67.0 68.0 65.0 68.0

Urban population (in percent of total) 58.0 38.0 32.0 45.0 41.0

Population growth (in percent) -4.92 1.3 1.5 2.5 1.9

Ethnic groups, 1990 (in percent)
Kazakh 40 — — 2 4
Kyrgyz 52
Russian 38 22 8 10 8

Tajik — — 63 — 5
Turkmen — — — 73 —
Ukrainian 5 3 — — —
Uzbek 2 13 24 9 71
Other

Sources: National authorities; Pomfret (1995); Hunter (1996); and IMF Staff Country Reports.
1Unless otherwise noted, the indicators shown are for 1997 (for 1996 in the case of Tajikistan).
2The decline is explained by emigration, mostly of the Russian population.
3About 6 percent of Kazakhstan's population and 2 percent of the Kyrgyz Republic's population were German.

mostly in strategic industrial enterprises), thereby
weakening human capital in these countries, but also
easing the burden on social programs.

Resource Endowments and Initial
Economic Structures

Agriculture plays an important role in the Central
Asian states and provides employment for large
segments of the populations. Soviet rule imposed a
cotton monoculture on Turkmenistan, Uzbekistan,
and Tajikistan and, to a lesser extent, on Kazakhstan
and the Kyrgyz Republic. After the completion of
the Karakum Canal in 1962, Turkmenistan became
the second largest producer of cotton in the Soviet
Union, and the tenth largest in the world, while
Uzbekistan grew to be the world's third largest cot-
ton exporter (about one-half of the country's export
revenue came from cotton in 1992). The Kyrgyz
Republic had a small cotton sector, given its moun-
tainous territory. Kazakhstan's agricultural sector
was more diversified. Not only did it become self-
sufficient in grain production, but Kazakhstan also
became a net grain exporter in the region (though
yields were much lower than in the two major grain
producers, Russia and Ukraine). Kazakhstan, more-
over, developed a strong industrial sector and was
the only country in the region where agricultural
employment was below industrial employment.

A number of the Central Asian states are en-
dowed with rich energy resources—natural gas, oil
coal, and hydro energy. Kazakhstan, the only Cen-
tral Asian net exporter of oil, had 85 percent of the
region's proven oil reserves and was the second
largest oil producer in the Soviet Union after Rus-
sia.3 Kazakhstan also provided one-fifth of the So-
viet Union's coal, most of it used in electricity gen-
eration and in the processing of iron. Turkmenistan
had almost one-half of the proven gas reserves of
the Central Asian region and became the fourth
largest gas exporter in the world at the beginning of
the 1990s when gas exports exceeded 80 billion
cubic meters. Uzbekistan was the only other net gas
exporter in the region. Currently, the greatest oil re-
serves potential is around the Caspian Sea, an area
contested by the littoral states. While the Kyrgyz
Republic and Tajikistan do not have significant gas
and oil deposits, the abundant hydro resources of
the Amu Darya and Syr Darya Rivers have turned
these countries into major producers of hydroelec-
tricity. Energy resources were redistributed within
the Union of Soviet Socialist Republics (U.S.S.R.)
and sold to international customers through a re-
gional network of oil and gas pipelines. Following
independence, the Central Asian states continued to
rely on these pipelines, which remained under
Russian control, for trade in energy products.

3See World Bank (1993).
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II PREREFORM SETTING AND CONDITIONS

Table 2.2. Selected Economic Indicators Prior to Transition
(In percent)

Kazakhstan Kyrgyz Republic Tajikistan Turkmenistan Uzbekistan

Origin of GDP, 1990
Industry 21 26 29 16 24
Agriculture 42 32 38 48 44
Construction 16 8 15 18 15

Net Material Product (NMP) growth rates
1971-85 3.1 4.2 4.4 3.1 5.1
1986-89 1.9 4.9 3.2 4.9 2.9

NMP per capita growth rates (averages)
1971-85 1.8 2.1 1.4 0.4 2.2
1986-89 0.9 2.9 0.0 2.2 0.3

Share of private sector output in GDP, 19901

Total trade as percent of NMP, 1988 33.9 45.2 41.6 39.3 39.5
Intraregional trade as share of total, 19882 86.3 86.9 86.3 89.1 85.8
Exports to CMEA as percent of NMP, 1990 18.0 21.0 22.0 34.0 24.0

Sources: Pomfret (1995); IMF and others (1991); Spencer and Ross (1992); EBRD (1996); and EBRD (1997).
1Private sector as defined in the EBRD Transition Reports.
2Within the former Soviet Union.

In addition to energy resources, the Central Asian
states have abundant deposits of gold, iron ore, and
other minerals. One-third of the gold in the former
Soviet Union was produced in the Kyzylkum Desert,
making Uzbekistan the second largest gold producer
in the Soviet Union and the eighth largest in the
world. About one-half of the Soviet Union's silver,
and one-fifth of its gold, was produced in Ka-
zakhstan. The Kyrgyz Republic's Kumtor gold mine
is the eighth largest in the world.

Despite rich natural resource endowments and the
potential for industrial development, the Central
Asian states, with the exception of Kazakhstan, were
biased toward production and export of raw materials
and cotton-based agriculture. The share of agriculture
far exceeded the share of industry in these countries'
GDP (Table 2.2). Agricultural wages were typically
much lower than industrial wages in the Soviet
Union, and agricultural wages in Central Asia were
less than one-half of comparable wages elsewhere in
the Soviet Union.4 The Central Asian states, therefore,
had much lower per capita incomes relative to the rest
of the U.S.S.R.
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Ill Growth, Employment, and
Real Incomes

Ivailo Izvorski and Emine Gurgen

he differences in resource endowments and ini-
tial economic conditions influenced attitudes to-

ward economic transformation in the Central Asian
states. In 1992, Saparmurat Niyazov campaigned for
the presidency of Turkmenistan on the platform that
the country's rich gas and oil resources would turn it
into the Kuwait of Central Asia. Economic reforms
were postponed largely on the expectation that sharp
initial gains in the terms of trade and subsequent
opening up of new export markets for the country's
energy resources would allow for a gradual pace of
reform. Likewise, Uzbekistan's preindependence
specialization in cotton and gold, and its self-suffi-
ciency in energy, may have contributed to its reliance
on a more gradual and state-led approach to eco-
nomic transformation.1 While cotton and gold ex-
ports were successfully redirected to new markets, a
fall in the world price of gold forced the authorities to
rethink their strategy and to introduce a comprehen-
sive reform package in 1994, which became stalled
by 1996. By contrast, Kazakhstan, the third most re-
source-rich state in Central Asia, refrained from over-
reliance on a single product (oil) and pursued a more
decisive approach to transformation. In addition, its
close economic ties to Russia and a significant Russ-
ian population within its territory made it advanta-
geous for Kazakhstan to reform at a comparable and,
in some areas, at an even faster rate than Russia, in
order to minimize the disruptions to economic rela-
tions between the two countries.

Apart from differences in initial conditions, the
economic transformation and growth experiences of
the Central Asian states reflected divergences be-
tween states that started economic reforms early and
pursued bold adjustment programs (Kazakhstan and
the Kyrgyz Republic) and states that were late re-
formers and less consistent in their adjustment ef-
forts (Uzbekistan, Turkmenistan, and Tajikistan).
Success in bringing inflation under control, coupled
with the early introduction of systemic changes,
played an important role in promoting economic re-

coveries. In addition to the predictable disruptions to
input supplies and production associated with the
initial phase of transition, there were some special
factors involved, such as civil conflict in Tajikistan
and strong reliances on preindependence trade
routes (notably by Kazakhstan and Turkmenistan on
the Russian-controlled regional energy pipelines),
which constrained exports and adversely affected
growth performance.

Growth Experience of the Central
Asian States

The years following independence were character-
ized by a sharp deterioration in growth performance
in all five Central Asian states (Table 3.1 and Figure
3.1). During 1992-96, real GDP declined—on aver-
age, by 37 percent cumulatively in these countries—
somewhat less than the average 44 percent for the
Commonwealth of Independent States (CIS). There
was considerable variation across countries, how-
ever, with the cumulative drop in real GDP ranging
from 16 percent in Uzbekistan to almost 60 percent
in Tajikistan. By 1996, Kazakhstan, the Kyrgyz Re-
public, and Uzbekistan achieved positive growth, fol-
lowed by Tajikistan in 1997 and Turkmenistan in
1998. These last two countries had started their re-
covery from very low levels of output. The recovery
process suffered a setback in the aftermath of the fi-
nancial turmoil in Russia in August 1998. The mag-
nitude of the external shock led to a noticeable slow-
down in economic activity throughout the region,
particularly in Kazakhstan and the Kyrgyz Republic,
as exports to Russia and other affected countries fell.

Growth Performance and Underlying Factors

Recent empirical studies2 indicate that the speed
at which inflation is reduced and the pace and depth
of structural reforms are important influences on the

1See Zettelmeyer (1998) on the Uzbek growth experience. 2See Havrylyshyn and others (1998).
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III GROWTH, EMPLOYMENT, AND REAL INCOMES

Table 3.1. Growth and Inflation
(In percent)

1992 1993 1994 1995 1996 1997 l998 Prov.

Real GDP Growth
Kazakhstan -5.3 -9.2 -12.6 -8.2 0.5 1.7 -2.5
Kyrgyz Republic -13.9 -15.5 -20.1 -5.4 7.1 9.9 2.0
Tajikistan -29.0 -11.0 -21.5 -12.5 -4.4 1.7 5.3
Turkmenistan -5.3 -10.2 -19.0 -8.2 -7.7 -25.9 4.8
Uzbekistan -11.0 -2.3 -4.2 -0.9 1.6 2.4 2.8
Average CIS -21.2 -11.9 -15.1 -5.4 -0.3 1.6 2.1

Inflation (end-of-period)
Kazakhstan 2,962.8 2,169.1 1,160.3 60.4 28.6 11.3 1.9
Kyrgyz Republic 1,257.0 766.9 95.7 32.3 34.9 14.7 18.4
Tajikistan ... 7,343.7 1.1 2,135.2 40.5 163.6 2.7
Turkmenistan 644.0 1,400.0 1,328.5 1,261.5 445.9 21.4 19.8
Uzbekistan 910.0 884.8 1,281.4 116.9 64.4 50.2 26.1
Average CIS 1,627.2 3,838.8 1,390.8 363.4 63.0 32.2 24.9

Sources: National authorities; and IMF staff estimates.

growth performance of transition economies. During
the initial years of transition (1990-93), output de-
cline was minimized in those countries that either
implemented substantial reforms or attempted to

Figure 3.1. Developments in Real GDP
(Index, 1991 = 100)

Sources: National authorities; and IMF staff estimates.

preserve the status quo, while intermediate reform-
ers suffered sharp output declines. In the later years
of transition (1994-98), bold reform efforts taken in
the earlier period paid off and growth strengthened.
Unlike the asymmetric effect of structural reforms,
bringing inflation under control was beneficial for
growth throughout the transition.

By way of illustrating the importance of stabiliza-
tion and structural reforms on growth in the Central
Asian states, Figure 3.2 plots the average real GDP
growth rates for 1990-98 against average inflation
(top panel) and an average reform index3 (bottom
panel) for 25 transition economies in Central and
Eastern Europe, and for Russia, the Baltics, and
other countries of the former Soviet Union (BRO
countries). The straight lines represent simple ordi-
nary least squares regression fits. While the exercise
should be regarded as no more than indicative, given
the data deficiencies and the usual difficulties asso-
ciated with cross-country comparisons, some broad
conclusions can be drawn. The bottom panel of Fig-
ure 3.2 illustrates that growth in Kazakhstan, the
Kyrgyz Republic, and Tajikistan have been approxi-
mately in line with the prediction regarding the im-
pact of structural reforms on growth. Uzbekistan
and, to a lesser extent, Turkmenistan appear not to
follow this pattern, indicating a weaker link between
their reform efforts and growth performance. In the
top panel, the implications of inflation performance
for growth are similar. For all the countries, except

3Derived from the EBRD transition indicators.
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Growth Experience of the Central Asian States

Figure 3.2. Impact of Inflation and Reform
on Growth

Uzbekistan, the relationship between growth perfor-
mance and inflation is close to what was predicted;
Uzbekistan displays higher growth rates than would
be supported by its progress with stabilization. The
discrepancies for Uzbekistan may be explained by
the momentum arising from the favorable initial
conditions noted earlier, while overall growth per-
formance in Turkmenistan during the period appears
to have been influenced predominantly by the wide
annual swings in gas exports associated with the ac-
cess to pipelines and the payments difficulties of
trading partners.

Outside of this broader framework, some evi-
dence suggests that specific variables—such as
success in reallocating resources to sectors with
comparative advantage, the ability to sustain do-
mestic investment and attract foreign investment,
improvements in factor productivity, and progress

with trade liberalization—influenced growth in the
Central Asian states.

In Kazakhstan, following a cumulative decline in
real GDP of more than 30 percent during 1992-95,
modest growth was recorded during 1996-97, but
output fell by 2.5 percent in 1998 owing to the im-
pact of the Russian crisis. Apart from macroeco-
nomic instability, limited transport capacity for oil
exports and serious inefficiencies in the state enter-
prise sector contributed to the earlier adverse
growth performance. In the Kyrgyz Republic, after
a cumulative contraction of 45 percent during
1992-95, growth averaged about 8 percent annu-
ally during 1996-97 and dropped to 2 percent in
1998. The initial poor growth performance was as-
sociated with the failure to reallocate resources to
sectors with comparative advantage due to struc-
tural rigidities. Subsequent recovery reflected
success in overcoming such problems, with the
agricultural and gold mining sectors emerging as
the key contributors to growth. By contrast, Uzbek-
istan's growth performance was disrupted less at
the outset of independence. Real GDP declined cu-
mulatively by only 17 percent during 1992-95,
with a modest but progressive recovery during
1996-98. A recent study4 indicates that the less
pronounced transitional recession experienced by
Uzbekistan, despite the inadequacies in macroeco-
nomic and structural policies, may have been at-
tributable partly to favorable initial conditions, no-
tably a low level of industrialization and a
dominant cotton sector. At the same time, Uzbek-
istan was not dependent on energy imports and did
not have to rely on energy exports to nonpaying re-
gional markets. Industrial production could, there-
fore, be sustained through cheap energy supplies
and subsidies financed partly by agricultural
exports.

Economic recovery in Tajikistan was delayed by a
civil conflict that persisted from shortly after inde-
pendence in 1991 until the signing of a peace agree-
ment in mid-1997. The cumulative drop in real GDP
nearly reached 60 percent during 1992-96, before
recovery started in 1997 following peace and the
start of a comprehensive reform program. In Turk-
menistan—where growth performance was heavily
influenced by developments in access to export mar-
kets for natural gas and its trading partners' reduced
ability to make payments—real GDP declined each
year during 1992-97, resulting in a cumulative con-
traction of nearly 60 percent in this period. The
largest single drop (26 percent) occurred in 1997
when gas exports were discontinued in response to
deteriorating payments. Inefficiencies in the agricul-

4See Taube and Zettelmeyer (1998).
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III GROWTH, EMPLOYMENT, AND REAL INCOMES

tural sector also contributed to the adverse growth
performance. Growth finally resumed in 1998, al-
though from very low output levels, reflecting favor-
able harvests and buoyant oil production, which
were partly in response to increased investments in
these sectors.

Investment declined sharply in the early years of
transformation in all five Central Asian states, but re-
bounded subsequently in most of them, although not
always fully to earlier levels. In Kazakhstan, the in-
vestment ratio declined from about 26 percent during
1991-93 to 12 percent in 1996, and recovered to 15
percent in 1997. Investment by the state sector suf-
fered the largest cutbacks, while investment by the
nonstate sector held steady in real terms, and even
rose in transportation, communication, and industry
(with a major reallocation in industry toward oil and
gas extraction activities and nonferrous metallurgy).
In Uzbekistan, the investment ratio fell sharply dur-
ing 1992-94, but rebounded in 1995-97 on the
strength of government-led investment in priority
sectors with foreign financing (oil refineries) or joint
ventures with foreign investors (electronics, gold
mining, and telecommunications). The government
also invested heavily in hotel construction and the
restoration of tourism sites, although there was very
little investment in agriculture, despite its importance
to the economy. In the Kyrgyz Republic, the invest-
ment ratio fell steadily during the first few years of
transition, from about 20 percent of GDP in 1992 to 9
percent in 1994, but then almost doubled in 1996,
mostly reflecting construction activity related to the
Kumtor gold mine. Investment in Tajikistan col-
lapsed after independence, mainly because of the
civil conflict. In contrast to other Central Asian states,
Turkmenistan's investment ratio appears not to have
decreased much following independence, reflecting
heavy government investment (partly foreign-
financed) in major infrastructure projects with low re-
turns (such as hotels, monuments, palaces, airports,
and aircraft), but also investment in the oil and gas
sector. Ongoing sizable foreign investment in a major
oil refinery is expected to further boost output and ex-
ports of oil products in the near future.

The reform process in Kazakhstan was aided by
significant foreign direct investment (FDI) during
1992-98, mainly in the energy and metallurgical in-
dustries (see Section VII). This reflected the estab-
lishment of a framework for FDI early in the transi-
tion period, the implementation of an ambitious
privatization program, and an attempt to bring in for-
eign management and technological expertise
through management contracts. By contrast, Uzbek-
istan attracted relatively little FDI, mainly for a few
large projects, such as gold mining and car produc-
tion. FDI flows, which rose from $9 million in 1992
to $100 million in 1995, dampened in 1996 in re-

sponse to restrictive foreign exchange and trade
policies. In the Kyrgyz Republic, FDI strengthened
during 1994-97 to a cumulative total of almost $280
million, mainly due to the Kumtor gold project. The
shortage of mineral resources in the Kyrgyz Repub-
lic and long distances to developed markets, though,
were major obstacles to FDI. Foreign investors also
showed little interest in the country's privatization
program. FDI flows into Turkmenistan remained
well below levels the country is capable of attract-
ing, given its rich resource base, because of limited
markets for its energy exports and an unstable eco-
nomic environment. Nevertheless, cumulative FDI
reached over $600 million during 1994-98, reflect-
ing foreign investment in the oil sector (aided by a
new petroleum law) and, to a lesser extent, in the
textile industry. With civil unrest and political and
economic instability, FDI in Tajikistan has been con-
fined to modest investment in gold mines.

Improvements in factor efficiency appear to have
contributed to output recovery in some Central
Asian states. In Kazakhstan, increased efficiency as-
sociated with the reallocation of resources has
played a significant role in the recent resumption of
growth. Total factor productivity is estimated to
have risen by 1.5 percent in 1996 and by 4 percent in
1997, following sharp declines in the preceding
years. By contrast, in Uzbekistan, the reallocation of
resources has been limited, reflecting the slow pace
of structural reforms, and there do not appear to have
been notable efficiency gains outside of the new ser-
vice sector and joint ventures with foreign partners.
There is some evidence that efficiency has not im-
proved in state-owned agriculture, where yields per
hectare and per livestock unit have either stagnated
or fallen. In the Kyrgyz Republic, agriculture was
the first sector to benefit from the reallocation of re-
sources and contributed to the resumption of growth
in 1996. The distribution of land-use rights to indi-
vidual farmers early in the transition process im-
proved incentives and attracted idle resources from
other sectors. Although marginal efficiency in agri-
culture remained low by international standards, it
was higher than in other sectors of the Kyrgyz econ-
omy, with the efficiency of private farms exceeding
that of cooperative and state farms. Very little re-
source reallocation has taken place in Turkmenistan,
given the general lack of reforms. Some improve-
ments have occurred in agricultural yields (cotton
and grain) following the provision of inputs, fertiliz-
ers, and financing to farmers under a land-lease pro-
gram launched in late 1996. Finally, in Tajikistan,
available data suggest a sharp decline in efficiency,
with labor productivity plummeting in all sectors of
the economy and agricultural yields falling, except
in wheat production, which benefited from some
early privatization.
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Trade liberalization (see also Section VI) was an-
other important factor influencing growth in the Cen-
tral Asian states. Progress with trade liberalization
contributed significantly to growth in Kazakhstan, as
most new investment was in the import-intensive en-
ergy sector. Similarly, maintenance of a liberal trade
regime (even after joining the customs union with
Russia, Belarus, and Kazakhstan) greatly assisted the
Kyrgyz Republic in promoting exports. Uzbekistan's
import regime was partly liberalized in late 1995 and
the first half of 1996, and access to foreign exchange
was simultaneously eased. The resulting increase in
imported consumer goods contributed significantly to
the expansion of the service sector and to the overall
recovery of the economy. A later tightening of ex-
change controls in response to emerging balance of
payments pressures, however, reversed this trend.
Likewise, in Turkmenistan, where there are no formal
trade restrictions, foreign trade is essentially con-
ducted by state enterprises under close government
control and access to foreign exchange is limited to
priority sectors. There has, therefore, been little impe-
tus for growth through trade liberalization. There
may also have been some hindrances from exchange
controls, which triggered shortages of imported in-
puts and consumer goods. Trade liberalization in
Tajikistan may have helped to slow the pace of eco-
nomic decline in two distinct ways. First, the liberal-
ization of grain imports helped develop a dynamic
private sector to replace the inefficient state bread
complex; liberalization combined with the initial land
reform boosted domestic grain production. Second,
foreign suppliers provided inputs to cotton farmers
following the liberalization of cotton marketing,
thereby strengthening cotton production and exports.

The Emerging Private Sector

There is clear evidence of emerging nonstate or
private sector activity in the Central Asian states, al-
though the extent of transformation varies consider-
ably among countries. According to recent EBRD
estimates (based on both official and unofficial
sources), private sector shares in GDP ranged from
20 percent in Tajikistan to 60 percent in the Kyrgyz
Republic in 1997, with percentage shares in Kaza-
khstan and Uzbekistan closer to the upper end of the
range and Turkmenistan nearer the lower end. Esti-
mates that only include companies with majority pri-
vate ownership indicate much lower shares (e.g., 35
percent in Kazakhstan compared with 55 percent
given by EBRD estimates). A great deal of uncer-
tainty is also related to these estimates, because of
the lack of reliable and comprehensive statistics on
private sector activity, and possible differences in
definitions. For example, in Turkmenistan, official
data indicate an 18 percent private sector share com-

pared with 25 percent in EBRD estimates, and
World Bank estimates put the private sector share at
10-15 percent. In Kazakhstan, there appears to be
conflicting information on the share of the private
sector. Nevertheless, the private sector is generally
gaining importance in the Central Asian states, par-
ticularly in those countries where reforms have
firmly taken hold and where structural changes that
are conducive to a favorable business environment
are being implemented, such as in Kazakhstan and
the Kyrgyz Republic.

Employment and Real Incomes

In the Central Asian states, sharp output declines
during transition were not matched by growth in of-
ficially recorded unemployment, although data cov-
ering unemployment suffer from serious deficien-
cies. For example, unemployed persons who
received benefits for more than six months are ex-
cluded from the statistics in Kazakhstan, and persons
not actively seeking employment are not captured in
the official unemployment statistics in Turk-
menistan. The official figures, moreover, do not ac-
count for disguised unemployment. Beyond statisti-
cal shortcomings, however, guaranteed state
employment continues to constitute an integral part
of the social safety net in these countries.5 Labor
hoarding is particularly severe in agriculture, where
families work either on leased plots of land or in co-
operatives. State-owned industrial enterprises also
refrain from labor layoffs in times of output contrac-
tion. Therefore, only a very small portion of the eco-
nomically active population is officially registered
as unemployed. Even after allowing for data defi-
ciencies and disguised unemployment, it seems un-
likely, though, that the drop in employment in the
Central Asian states during transition has been of
similar orders of magnitude as their declines in real
GDP.

With sharp declines in output following indepen-
dence, and little or no open unemployment, real
wages in the Central Asian states typically plum-
meted in the early years of transition (Table 3.2 and
Figure 3.3). Real wages fluctuated considerably but
began to recover after mid-1995, reflecting modera-
tion in inflation as reform programs took hold. The
exceptions were Turkmenistan, where the recovery
came later, and Tajikistan, where real wages, after
declining sharply through early 1996, recovered
slightly and remained more or less flat because of
the civil conflict and the associated delay in reforms.
Measured in dollar terms, wages showed a similar

5In Turkmenistan and Tajikistan each citizen is still officially
guaranteed employment.
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Table 3.2. Real Wages1

(1993:QI = 100)

Kazakhstan Kyrgyz Republic Tajikistan Turkmenistan Uzbekistan

1993:
QII 105.2 91.4 66.5 151.6 133.1
Qlll 104.8 90.7 45.8 194.9 233.8
QIV 92.6 86.8 20.7 176.0 193.3

1994: QI 55.7 76.6 18.4 141.3 159.7
Qll 69.1 76.0 20.3 78.6 105.4
Qlll 67.4 77.3 17.6 81.3 115.0
QIV 72.5 87.2 18.0 49.0 119.4

I995: QI 64.8 79.8 12.9 55.0 92.4
Qll 70.2 82.6 13.5 47.4 94.2
Qlll 77.0 87.0 9.0 73.0 94.3
QIV 82.7 98.8 3.4 35.5 123.9

I996: QI 67.9 82.5 2.3 22.9 113.1
Qll 71.2 79.3 2.0 28.8 123.7
Qlll 73.8 85.4 3.7 32.0 140.6
QIV 77.0 91.4 4.6 45.8 154.3

1997: QI 71.6 77.5 4.7 48.2 129.5
Qll 75.5 78.3 3.7 61.2 116.6
Qlll 79.2 87.9 2.9 63.3 135.7
QIV 83.9 99.9 3.4 65.6 153.5

1998: QI 77.5 89.5 3.5 62.5 132.9
Qll 80.2 92.9 3.8 78.8 133.6
Qlll 82.7 99.8 4.9 82.6 163.4

Source: IMF staff estimates.
1Nominal wage index deflated by the consumer price index.

pattern. At the end of the third quarter of 1998, dol-
lar wages were the highest in Kazakhstan ($127),
followed by Uzbekistan ($58) and Turkmenistan
($54), the Kyrgyz Republic ($37), and lastly, Tajik-
istan ($12).

Average real and dollar wages, however, do not
give a complete description of real incomes in the
Central Asian states. Workers generally hold more
than one job and often receive supplemental in-kind
income and services such as housing and child care
from their primary employers (up to 20 percent of
the base wage in the Kyrgyz Republic). Government
employees often have very generous leave al-
lowances. Moreover, incomes continue to be aug-
mented in all five Central Asian states by consumer
subsidies on basic food staples as well as utilities
and transportation. For example, in late 1997, direct
food subsidies in Turkmenistan accounted for more
than 15 percent of the average wage, while total con-
sumer subsidies were estimated to be equivalent to
the average wage. So far, only in Kazakhstan and the
Kyrgyz Republic have price subsidies mostly been

eliminated (see Section VIII). State-provided educa-
tion and medical care are still in place in these coun-
tries, although the quality has dropped significantly,
and household incomes are often supplemented by
one or more types of social benefits, including pen-
sions. Generally, these benefits tend not to be well
targeted, resulting in large groups of the population
receiving relatively low benefits.

Finally, given the substantial size of the unofficial
economy in these countries, it is likely that real in-
comes are much higher than real wages, even after
adjustment for in-kind payments, consumer subsi-
dies, and social benefits. For example, it has been es-
timated that the unofficial economy has produced
goods and services equivalent to 34 percent of GDP
in 1995 in Kazakhstan, and 7 percent of GDP in
Uzbekistan.6 Official estimates put the size of the in-
formal sector in Turkmenistan at 12-18 percent of
GDP.

6See Kaufmann and Kaliberda (1996).

14

1 0 0 . 0 1 0 0 . 0 1 0 0 . 0 1 0 0 . 0 1 0 0 . 0

©International Monetary Fund. Not for Redistribution



Bibliography

Figure 3.3. Wage Developments

Bibliography
Citrin, Daniel A., and Ashok K. Lahiri, eds., 1995, Policy

Experiences and Issues in the Baltics, Russia, and
Other Countries of the Former Soviet Union, IMF
Occasional Paper No. 133 (Washington: International
Monetary Fund).

de Melo, Martha, Cevdet Denizer, and Alan Gelb, 1996,
"From Plan to Market: Patterns of Transition," World
Bank Policy Research Working Paper No. 1564
(Washington: World Bank).

European Bank for Reconstruction and Development,
1996, Transition Report (London: EBRD).

, 1997, Transition Report (London: EBRD).
Fischer, Stanley, Ratna Sahay, and Carlos A. Vegh, 1996,

"Stabilization and Growth in Transition Economies:
The Early Experience," IMF Working Paper 96/31
(Washington: International Monetary Fund).

Ghosh, Atish, and Steven Phillips, 1998, "Inflation, Disin-
flation, and Growth," IMF Working Paper 98/68
(Washington: International Monetary Fund).

Havrylyshyn, Oleh, Ivailo Izvorski, and Ron van Rooden,
1998, "Recovery and Growth in Transition
Economies 1990-97: A Stylized Regression Analy-
sis," IMF Working Paper 98/141 (Washington: Inter-
national Monetary Fund).

Havrylyshyn, Oleh, Thomas Wolf, Julian Berengaut,
Marta de Castello Branco, Ron van Rooden, and Va-
lerie Mercer-Blackman, (forthcoming), Growth Expe-
rience in Transition Countries 1990—98, IMF Occ
sional Paper No. 184 (Washington: International
Monetary Fund).

Hernandes-Cata, Ernesto, 1997, "Liberalization and the
Behavior of Output During the Transition from Plan
to Market," IMF Working Paper 97/53 (Washington:
International Monetary Fund).

International Monetary Fund, 1995, "Disinflation,
Growth, and Foreign Direct Investment in Transi-
tion Countries," in World Economic Outlook, May
1995, World Economic and Financial Surveys
(Washington).

, 1996, "Long-Term Growth Potential in the Coun-
tries in Transition," in World Economic Outlook, O
tober 1996, World Economic and Financial Surveys
(Washington).

Kaufmann, Daniel, and Aleksander Kaliberda, 1996, "Inte-
grating the Unofficial Economy into the Dynamics of
Post-Socialist Economies: A Framework for Analysis
and Evidence," World Bank Policy Research Working
Paper No. 1691 (Washington: World Bank).

Taube, Gunther, and Jeromin Zettelmeyer, 1998, "The De-
cline and Recovery in Uzbekistan: Past Performance
and Future Prospects," IMF Working Paper 98/132
(Washington: International Monetary Fund).

Zettelmeyer, Jeromin, 1998, "The Uzbek Growth Puzzle,"
IMF Working Paper 98/133 (Washington: Interna-
tional Monetary Fund).

15

©International Monetary Fund. Not for Redistribution



IV Fiscal Adjustment

Jon Craig

he public sectors of the Central Asian states still
exhibit many of the characteristics of the for-

mer Soviet Union. Although the measured size of the
public sector, relative to GDP, has been reduced in
all countries, governments continue to exert a strong
influence on most aspects of economic activity
through traditional budgetary operations (central and
local budgets as well as various extrabudgetary
funds); quasi-fiscal operations performed by the
state-owned financial and nonfinancial enterprises;
extensive regulation of several aspects of economic
and social activity; and informal links enabling gov-
ernment administrators to influence and guide deci-
sions by state enterprise managers and many seem-
ingly privatized enterprises.1 The relative size of the
general government sector in these economies was
curtailed by the persistent decline in the revenue
base (see Section VIII), limited capacities of these
countries to access foreign funding, and the need to
contain fiscal deficits to levels compatible with re-
strained financial policies, rather than by discrete
measures to contain government operations.

Role of the Public Sector

At the outset of the adjustment process, insufficient
attention was paid to cutting back public sector
responsibilities in the Central Asian states. As a result,
most of the countries reviewed continue to retain for-
mal responsibility for large public sectors (including
quasi-fiscal operations outside of the budget, as noted
before), not much smaller than what existed under the
Soviet Union. In addition to the traditional functions
of defense, foreign affairs, and law enforcement, most
states maintain extensive public education and health
systems and elaborate—although often poorly tar-
geted—social security arrangements. Governments

1One example of informal influence is the frequent granting of
preferential treatment (e.g., tax concessions) to enterprises in
which the government continues to hold a direct interest, often in
the form of a joint venture, which permits these enterprises to op-
erate under less strict commercial structures.

also continue to bear responsibility for the bulk of the
deteriorating infrastructures from the socialist period,
including transport facilities, public utilities, and state
property. Substantial involvement also continues in a
number of areas less central to traditional public sec-
tor functions, including recreation and cultural activi-
ties, housing, scientific research, and regulation of
economic services such as power supplies and trans-
portation. Finally, there is extravagant state spending
in some of the Central Asian states (notably Turk-
menistan) on public buildings, monuments, and sports
and cultural facilities.

Faced with financial constraints, however, gov-
ernments have had to contain expenditure. For
much of the period surveyed, expenditure restraint
has largely relied on across-the-board measures,
with the emphasis on compression via sequestra-
tion, wage and staff freezes, postponement of capi-
tal projects, and neglect of essential maintenance
on existing facilities. There has been growing
recognition in these countries that such an ap-
proach, if sustained, would substantially erode the
overall quality of key services and infrastructure.
Efforts have been stepped up to modify the role of
the public sector. Actual recognition of the likely
permanence of revenue constraints has encouraged
the adoption of measures to cut spending and to
promote private sector provision of selected ser-
vices, particularly in health and education. In Kaza-
khstan, the local government sector is in the
process of privatizing the operations of a number of
health care, education, scientific, cultural, and
sports facilities. The licensing of private education
institutions has increased almost sixfold since
1995, though it started from a low base. Substantial
progress has recently been made in streamlining
social safety nets in the Central Asian states, with
some countries taking steps to completely elimi-
nate or substantially replace untargeted and costly
budget subsidies with more cost-effective cash ben-
efit payments. Several countries now have some
privatized health sector activities such as pharma-
cies. Pension reform is also high on the agenda for
most of these countries, notably Kazakhstan (see
Section VIII).
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Meanwhile, decreasing the public service role of
state-owned enterprises has necessitated additional
spending by local governments. In Kazakhstan and
the Kyrgyz Republic, state enterprises have begun to
divest social assets, such as preschools and health
care facilities, to local governments, which have at-
tempted to fund these activities with taxes and other
revenues. Because the standards of services pro-
vided by local governments (with their limited re-
sources) do not always match the standards of prof-
itable enterprises, there remains some pressure for
the state enterprise sector to retain these services.
For example, in some towns in Turkmenistan, the
state gas company retains responsibility for schools
and other facilities, which local governments would
have difficulty financing. The broader task of priva-
tizing state enterprises (discussed in Section VIII),
particularly the larger enterprises and those engaged
in utilities, is also proving to be a slow and difficult
task within the region, although Kazakhstan and the
Kyrgyz Republic have made encouraging starts. Pri-
vatization of medium and large public enterprises
has been a slower process in Uzbekistan, and it has
barely begun in Tajikistan and Turkmenistan. The
reasons are primarily because of ongoing civil strife
and legal impediments in Tajikistan, and strong re-
sistance by the line ministries and an overvaluation
of the few enterprises that were put up for sale in
Turkmenistan. In almost all of these countries, state
enterprises are being commercialized as a first step
toward their eventual sale.

Most Central Asian states continue to use their still
largely government-controlled banking sectors to per-
form quasi-fiscal activities; deficits are often incurred
by such operations. In Kazakhstan, for example, pub-
lic debt guarantees and use of the banking system to
clear public sector arrears were major factors con-
tributing to the quasi-fiscal deficit in the period be-
fore 1995. In Turkmenistan, the cost of highly subsi-
dized, directed credits—the government authorized
lending through the central bank to sectors designated
as being of national importance2—is essentially met
by the seigniorage and other profits of the central
bank that, in turn, reduces revenues from profit trans-
fers to the budget. The cost of such activities is not
presently shown as part of general government opera-
tions. There are also no provisions for government-
guaranteed loans (some to finance the cotton sector,
others to meet construction costs of government pro-
jects) in the budget,3 although these loans partly fi-

nance quasi-fiscal activities and are often called in.
Crop financing arrangements, similar to those in
Turkmenistan, also exist in Uzbekistan, and on occa-
sion, large on-lending allocations in the budget must
be made to the agricultural sector to cover the servic-
ing of outstanding farm debt. As in Turkmenistan,
guarantees on foreign loans contracted for cotton fi-
nancing and capital projects are not captured as
quasi-fiscal activity of the public sector.

In addition to the more explicit role of govern-
ment outlined above, government regulations im-
pinge heavily on most of these economies, through
setting state orders for key crops; contracting pro-
duction and pricing arrangements for farmers with
the state (notably in Turkmenistan and Uzbekistan);
placing price controls on some products and ser-
vices; controlling the sale and purchase of housing
and industrial land; licensing and placing other re-
quirements on the establishment of businesses and
foreign investment; regulating wages and recruit-
ment practices; putting restrictions on access to for-
eign exchange; requiring foreign trade registration
with the commodities exchange; and imposing sur-
render requirements on export earnings.

Fiscal Adjustment Policies

Strategies to Reduce Fiscal Imbalances

Following independence, the Central Asian states
experienced the loss of grants and other revenue
from Russia. This development, in conjunction with
the sharp output declines at the outset of transition,
quickly triggered unsustainable fiscal deficits.4 The
need for fiscal adjustment to complement monetary
stabilization became particularly apparent when the
Central Asian states introduced their national curren-
cies after the collapse of the ruble zone in 1993. Sub-
sequent efforts to reduce fiscal deficits and contain
inflationary pressures followed a bumpy road. Fiscal
adjustment was, in most instances, repeatedly under-
mined by deteriorating revenue performance associ-
ated with the transition. The decline in revenue
(ranging from 7 percentage points of GDP in Ka-
zakhstan to 30 percentage points of GDP in Turk-
menistan during 1992-95) reflected, for the most
part, falling output, poor performance of state enter-
prises, and difficulties in adjusting tax policies and
administration to the needs of a growing private sec-
tor. While strenuous efforts were made to suppress

2These credits, which mainly finance grain producers, are
mostly interest-free and often not fully repaid by the recipients.

3As of 1999, the budget nominally includes external debt ser-
vice obligations on government-guaranteed loans, which are
serviced by the various state funds.

4The exception was Turkmenistan, which was initially shielded
from much of the pain of adjustment by revenue from gas sales,
before it lost access to European markets for gas exports as of
1993.
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expenditure, attempts to protect certain spending
categories and unforeseen events frequently resulted
in a buildup of payments arrears. In periods of scarce
budgetary funds, governments contributed to arrears
by not paying for purchases of goods and services
and writing off such nonpayments against tax arrears
by the creditor entities (as happened on a large scale
in Turkmenistan in 1997 and 1998). These actions
postponed the problem and considerably weakened
the transparency of government operations. The
Central Asian states, therefore, experienced a start-
stop fiscal adjustment—particularly at the outset of
transition—with periods of progress interspersed
with periods of reversal, and often marked by bank-
financed clearances of accumulated payments ar-
rears. The countries also could not adequately pro-
tect expenditure in social areas such as health and
education, resulting in adverse consequences for
human resource development.

Notwithstanding the uneven approaches adopted,
most of the countries in the region have achieved un-
derlying structural improvements in their fiscal ac-
counts since independence. The two most successful
cases of fiscal consolidation—Kazakhstan and the
Kyrgyz Republic—have been aided by ongoing
IMF- and World Bank-supported program require-
ments, which have included major structural re-
forms, notably in the fiscal area. Successful imple-
mentation of reform programs have, in turn, assisted
these countries in obtaining foreign financing.
Uzbekistan's experience was marked by swings in
fiscal policy. Some initial progress was made in fis-
cal adjustment—again within a program context—
before fiscal policy was eased considerably in 1996.
The budget deficit was contained at about 2 percent
of GDP during 1997-98, although this was primarily
achieved by shifting the burden of directed low-in-
terest credits back to commercial banks. The task of
fiscal adjustment in Tajikistan was complicated by
civil strife and natural disasters, although an ongoing
IMF-supported arrangement has started to yield re-
sults in 1997 and 1998. In Turkmenistan, the ur-
gency for fiscal adjustment was masked, until re-
cently, by the very narrow coverage of the general
government budget, which was balanced during
1996-97. In 1998, however, the fiscal situation dete-
riorated following the discontinuation of gas exports
in the preceding year and the granting of large bud-
getary wage increases. The country has also tended
to resist official involvement of multilateral agencies
in program design, instead opting for its own ap-
proach to stabilization and structural reform.

Table 4.1 summarizes the fiscal cash deficits in the
general government sectors of the Central Asian
states and the financing of these deficits from for-
eign and domestic banking sources. Although the
data suffer from weaknesses and may not be strictly

comparable across countries, it appears that all coun-
tries in the region (with the exception of Uzbekistan
in 1996 and Turkmenistan in 1998) were successful
in reducing reliance on domestic bank financing of
their fiscal deficits during 1996-98. Notwithstand-
ing some common trends, the fiscal adjustment ex-
periences of the individual countries in question var-
ied considerably.

Kazakhstan's fiscal adjustment effort began in
earnest in 1995, underpinned by a number of struc-
tural reforms, including the introduction of a modern
tax code. The budget deficit—which had peaked at
7 1/2 percent of GDP in the preceding year because of
poor revenue performance and a mismanaged initia-
tive to clear interenterprise arrears—was reduced to
3 percent of GDP. The deficit increased again in
1996, partly due to the adverse revenue impact of re-
forms in external trade taxation. In 1997 the deficit
reached almost 7 percent of GDP, partly the result of
a public investment program developed with inter-
national assistance, but it also reflected the clearance
of pension arrears and reductions in other expendi-
ture arrears. Important structural reforms in taxation
and the social safety net were introduced during the
year, including the adoption of legislation on a new
pension scheme (see Section VIII). A Eurobond
issue helped contain domestic bank financing of the
budget. The deficit continued to be high in 1998,
partly because of the costs of the pension reform that
took effect on January 1, 1998. The credibility of
Kazakhstan's reform program allowed it to obtain
foreign credits from 1995 through 1998. This be-
came more difficult in the wake of the financial cri-
sis in Russia in 1998, after which a planned Eu-
robond issue was postponed.

The fiscal stabilization experience of the Kyrgyz
Republic bore a number of similarities to that of Ka-
zakhstan. The initial push to reduce the fiscal deficit
began after the introduction of the national currency in
May 1993. With revenue falling relative to GDP, fiscal
restraint in the 1994 budget owed much to expenditure
compression, including the elimination of a bread sub-
sidy and other subsidies, but also to a buildup of pay-
ments arrears exceeding 4 percent of GDP. While the
fiscal deficit, on a cash basis, declined from 14 percent
of GDP in 1993 to 12 percent in 1994, there was a
sharp reversal in 1995, largely because of a consider-
able weakening in revenue performance. A sizable re-
duction in the cash deficit was targeted for 1996, with
revenue collections expected to benefit from the adop-
tion of a new tax code and expenditure to be contained
by means of scaling back health and education out-
lays, a tightening in the eligibility for social transfers,
and suspension of a scheduled wage increase. Once
again, a disappointing revenue performance upset
budgetary strategy and the deficit reached 10 percent
of GDP. The fiscal situation improved only marginally
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Table 4.1. Fiscal Indicators
fin percent of GDP)

1993 1994 (995 1996 1997 1998 Prov.

General Government Revenue1

Kazakhstan'
Kyrgvz Republic
Tajikistan*
Turkmenistan
Uzbekistan

General Government Expenditure
Kazakhstan*
Kyrgyi Republic
Tajikistan
Turkmenistan
Uzbekistan

General Government Balance (- deficit)4

Kazakh Stan J

Kyrgyz Republic*
Tajikistan
Turkmenistan
Uzbekistan

Of which
Foreign Financing (nee)

Kazakhstan
Kyrgyz Republic5

Tajikistan
Turkmenistan
Uzbekistan

Domestic Bank Financing
Kazakhstan
Kyrgyz Rep ub tic
Tajikistan
Turkmenistan
Uzbekistan

21
25

23
36

25
39

23
«

~4
-14
-25

0
-10

0
13
...

0
...

1
2

25
0

18
21

10
29

26
31

II
35

-8
-12
-II

-1
-6

2
10
...

0
0

3
2

10

i
5

17
17
IS
12
35

20
33
26
14
39

-3
-17
-II
-2
-4

2
9
0
0
2

1
8
II
2
2

13
16
12
17

34

ie
25
IB
17
41

-5
-10
-6
0

-7

3
7
3
0
0

0
3
3
0
7

13
16
14
25
3 1

20

25
17
25
33

-7
-9
-3
0

-2

f
8
2

-1
0

I
t
J
I
I

14

IB
12
20
32

22
27
16
23
34

-8
-9
-4
-3
-2

3
9
3
0
0

1
1
I
3
0

Sources: National authorities; and IMF staff estimates.
'including grants.
'Sate budget excludes privatiiation receipts.
JState budget only.
^Government expenditure minus revenue.The difference between the fiscal balance and the financing identified in this table is covered by privatization

receipts (Kazakhstan) and mi.! fl nancing.
sThe Kyrgyz Republic budget expenditures and deficits shown here include the externally financed Public Investment Program, which amounted to 4

percent of GDP in 1994 and 1995.3 percent of GDP in 1996 and 1997, and S percent of GDP in 199S.

during 1997-98. as expenditure was boosted by
foreign-financed investment projects. Like Kaza-
khstan, the credibility of its reform program allowed
the Kyrgyz Republic to borrow abroad.5 which helped
to limit domestic bank financing of the budget. Ex-
cluding foreign-financed inveslment projects, the pri-
mary budget recorded a deficit of less than 2 percent

-In ihe case of the Kyrgyz Republic, borrowing abroad was
from official bilateral and multilateral sources on concessional
terms.

of GDP in 1998, down from over 13 percent of GDP
in 1995. reflecting a sharp, across-lhe-board reduction
in expenditures.

Fiscal adjustment in Uzbekistan was also un-
even, notwithsianding a relatively strong revenue
performance, attributable mainly to a smaller out-
put decline. The less precarious revenue situation
reflected less strict budget constraints imposed on
Ihe still predominantly stale-owned enterprises, as
well as lack of reform in other areas (i.e., the main-
tenance of restrictions on cash withdrawals from
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banks). The general government recorded a deficit
of 10 percent of GDP in 1993 due to very sharp ex-
penditure growth, while revenue performance re-
mained strong. Within the framework of an adjust-
ment program supported by the IMF, the deficit
was reduced to about 4 percent of GDP by 1995,
largely through expenditure compression. Progress
was set back in 1996 (with the deficit rebounding
to 7 percent of GDP) in the wake of policy rever-
sals and large net lending from the budget as part of
an operation to clear payments arrears. The adop-
tion of a number of new tax measures and mainte-
nance of relatively tight expenditure controls
through sequestration and sizable cuts in net lend-
ing—as subsidized lending was moved back to
commercial banks—held the cash deficit to about 2
percent of GDP in 1997 and 1998. In the absence of
foreign financing over the past three years, the bud-
get deficit has been financed mainly through do-
mestic bank credit and the purchase of treasury
bills by state-owned enterprises.

Although Turkmenistan's fiscal reform effort since
independence has been limited (for example, its tax
structure has not changed substantially from that of
the original Soviet system), it has seemingly avoided
fiscal deficits. Interpretation of the fiscal position,
which was nearly balanced during 1993-97, is com-
plicated by the partial coverage of the general govern-
ment budget and the existence of sizable quasi-fiscal
deficits financed through public financial institutions
by means of government-mandated directed credits.
Less than 50 percent of current public sector transac-
tions seem to pass through the formal budget. As most
extrabudgetary spending is financed by external bor-
rowing, the actual public sector deficit (which would
include the quasi-fiscal operations of nonfinancial
public enterprises) is, in all probability, considerably
larger than what is captured in the official budget or
reflected in domestic credit data.6 With the suspension
of gas sales to traditional markets in 1997 (resumed in
early 1999), large consecutive wage increases granted
to budgetary organizations, and heavy public spend-
ing on construction, the budget deficit deteriorated in
1998 to about 3 percent of GDP, intensifying the pres-
sure on banking system resources. The authorities in-
creasingly recognize the need to develop a coherent
plan of action—encompassing all aspects of tax and
expenditure policy, as well as institutional capacity
building in the area of financial and tax administra-
tion—to deal with the deteriorating fiscal situation.
The government is also now attempting to monitor a
broader public sector (as opposed to the narrow bud-

6For example, for the first time, the 1999 budget shows the
costs (estimated at about 2 percent of GDP) associated with the
free provision of gas, electricity, and water to domestic users.

get) by nominally including the state funds, some
price subsidies, and foreign debt repayments on bud-
get, although these operations do not go through the
treasury accounts.

Tajikistan's fiscal adjustment effort showed varia-
tions over the period reviewed, as in the other four
states of the region. In the earlier years, fiscal policy
was characterized by weak tax administration and
poor expenditure controls. Notwithstanding a de-
cline in revenue arising from policy changes, which
reduced revenue from the key agricultural sub sec-
tors (including cotton), the fiscal deficit was sharply
reduced in 1996. This was attributable to a massive
contraction in the expenditure to GDP ratio, attribut-
able partly to the replacement of the generalized
bread subsidy with targeted assistance. As in the
other Central Asian states, curtailment of spending
brought with it a sharp rise in payment arrears. The
problems were compounded by the absence of a cen-
tralized treasury capable of documenting and con-
trolling commitments. The post-conflict program
initiated in 1997 with IMF support, and followed by
an Enhanced Structural Adjustment Facility in 1998,
was marked by strong fiscal adjustment, reflecting
both revenue measures and improved tax compli-
ance, which enabled progress in eliminating pay-
ments arrears. The strengthening of revenue has be-
come more essential, given the need for government
expenditure to grow, as a share of GDP, to support
improvements in the provision of basic services, re-
build damaged infrastructure, and enhance the social
safety net.

The Arrears Problem

All of the Central Asian states experienced signifi-
cant tax arrears during the transition period and,
partly linked to this, incurred large government pay-
ments arrears. Government payments arrears be-
came a natural offset to tax arrears. Although these
developments mostly mirrored weak state enterprise
profitability, there was also a lack of financial disci-
pline among enterprise managers and a failure by the
government, as the sole shareholder, to impose hard
budget constraints on enterprises. The elimination of
tax arrears required enterprise managers to play a
more active role in ensuring timely payments, and
tax administrations to employ firmer approaches in
identifying and collecting overdue taxes. Resolution
of the expenditure arrears problem called for the
preparation of more realistic initial budget estimates.
Beyond this, however, the development of treasury
operations, capable of monitoring cash payments
against commitments and taking quick action to pre-
vent new arrears from arising, was a crucial element
in addressing the problem. Finally, it was essential
for governments and central banks to refrain from fi-
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nancially bailing out enterprises persistently in ar-
rears, as such action perpetuated the problem by cre-
ating expectations of future bailouts.

The most concerted attempt to reduce expenditure
arrears in the region, occurred in Kazakhstan where
the central government repaid almost its entire stock
of wage and utility arrears at the end of 1996. Ar-
rears at the local government level, together with
pension and other payments arrears, however, would
have reached about 5 percent of GDP by end-1997 in
the absence of measures to clear them. As noted ear-
lier, the authorities repaid pension arrears corre-
sponding to about 2 percent of GDP, in preparation
for the introduction of a pension reform, and reduced
other expenditure arrears by about 1 percent of GDP
during 1997. The authorities intended to clear the re-
maining arrears during the subsequent two years, but
only a limited further reduction could be achieved in
1998 due to the tight fiscal situation. The Kyrgyz
Republic also employed an active approach to elimi-
nate arrears, aided by the creation of a strong central
treasury and substantive improvements in tax ad-
ministration. Nevertheless, weaknesses in expendi-
ture management resurfaced during 1998, especially
after the onset of the crisis in Russia. Tajikistan,
Turkmenistan, and Uzbekistan continue to have sub-
stantial tax and expenditure arrears. Turkmenistan
has an operational treasury, although the data pro-
cessing systems in place do not provide timely infor-
mation on commitments, making it difficult for the
authorities to measure and to phase out payments ar-
rears. Treasuries are only now being created in
Uzbekistan and Tajikistan, which will help build a
capacity to monitor payments arrears. Tajikistan has
already made considerable progress by clearing bud-
getary wage and pension arrears by end-1998. In all
five countries, addressing the government expendi-
ture arrears problem will require progress in reduc-
ing tax arrears, as these two categories largely serve
to offset one another.

Areas for Further Improvement

Fiscal adjustment measures implemented thus far
in the Central Asian states constitute the initial steps
of a reform agenda that still has a considerable way
to go toward completion. With regard to revenue,
policies will need to be directed toward broadening
the tax base, unifying tax rates, and reducing tax ex-
emptions. Key products, such as oil and gas, will
need to be subjected to the full tax regime, while
mechanisms are put in place to ensure that the rent
associated with exploitation of natural resources is
adequately taxed (principally through royalties). The
tax status of small businesses and individuals will
need to be reconsidered, so that reasonable contribu-
tions are obtained, while prohibitive and discourag-

ing marginal tax rates are avoided. Such rates not
only encourage a shift of activities to the informal
economy, but also reduce the supply of labor and
capital of those whose activity is taxed. A revenue
mix that imposes unduly high social service and
payroll taxes on enterprises (thus discouraging em-
ployment), while allowing individuals relatively
small contributions, will need to be avoided. Tax ad-
ministration is underdeveloped in most Central
Asian states, and there is a need to strengthen proce-
dures to assess, collect, and record tax payments.
More effective enforcement methods, plus internal
control and accountability systems, are also needed.

With regard to expenditure, it will be important to
more clearly delineate the respective roles of the pub-
lic and private sectors in the Central Asian states, in-
cluding defining the role of enterprises that remain
under state control. There is a need to adjust the ex-
penditure mix, with some reduction in the still exces-
sive spending on subsidies, and greater attention paid
to spending on health and education. At the same
time, spending needs to be made more cost effective
through improved design. For example, in the areas
of health and education, inefficiencies stemming
from overstaffing and excess physical capacity have
to be addressed. Also, social safety nets would bene-
fit from closer targeting to vulnerable groups. To
implement these reforms, the institutional capacity of
the ministries of finance need to be strengthened.
While creation of treasuries capable of strong seques-
tration controls have proved useful in the initial
phase of transition, these steps should be bolstered by
better identification of essential spending programs
and measures to enhance cost effectiveness.
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V Monetary Policy and Progress
with Stabilization

Harry Snoek and Ron van Rooden

ollowing independence in 1991, the states of the
former Soviet Union continued to operate essen-

tially within the framework of the monetary and fi-
nancial system inherited from the Soviet era.1 The
Central Bank of Russia took over the role of the now
defunct Gosbank as the bank of emission, and the
newly independent states continued to use the ruble
as their currency. To many of the countries, the main
attraction of being a part of the ruble area was the
possibility of continued access to Central Bank of
Russia credit to finance trade deficits with Russia. In
January 1992, the Central Bank of Russia estab-
lished correspondent accounts with the central banks
of the individual states through which it provided
credit, thus supplying rubles to settle interstate pay-
ments. The individual central banks also established
correspondent accounts bilaterally.

Introduction of National Currencies

The loss of access to rubles in July 1993 con-
fronted the Central Asian states with a choice be-
tween subordinating monetary policy to Russia
under a new ruble area controlled by the Central
Bank of Russia or gaining full autonomy in the pur-
suit of their own stabilization policies. The Central
Asian states opted to pursue their own policies, albeit
with differing degrees of enthusiasm and urgency.

The Kyrgyz Republic took the lead in using a new
domestic currency by introducing the som in May
1993 and adopting a floating exchange rate (Table
5.1). Kazakhstan and Uzbekistan, instead, signed an
agreement with Russia in August 1993, establishing
a new ruble area under Central Bank of Russia con-
trol, which later included Tajikistan, Armenia, and
Belarus. Uncertainties about the workings of the
new system triggered large disturbances in domestic
financial markets. In November 1993, Kazakhstan
and Uzbekistan reneged on the new ruble area. On
November 15, Kazakhstan introduced the tenge

under a floating exchange rate regime, and Uzbek-
istan introduced the sum-coupon,2 initially pegging
it to the ruble at par. Turkmenistan, which did not
rely on Central Bank of Russia credits, given its
large trade surplus (mostly gas related), also intro-
duced its own currency, the manat, in November
1993. Tajikistan opted for a dual arrangement, con-
tinuing to use the cash ruble—which was provided
by Russia on strict commercial terms—while at the
same time creating noncash (deposit) rubles through
the National Bank of Tajikistan. As the supply of
noncash rubles increased much faster than cash
rubles, the values of cash versus deposit rubles devi-
ated and cash shortages emerged. Finally, under a
broad currency reform, Tajikistan introduced the
Tajik ruble in May 1995.

Conduct of Monetary Policy

Macroeconomic Situations Prior to Reforms

The transition period witnessed sharp deteriora-
tions in the macroeconomic situations of the Central
Asian states. Disruptions in trade patterns and in-
creases in trade prices triggered large external cur-
rent account deficits (except in Turkmenistan, which
benefited from sharp price increases for natural gas
exports), ranging in 1993 from under 10 percent of
GDP in Kazakhstan and Uzbekistan to 16 percent
of GDP in the Kyrgyz Republic, and to 31 per-
cent of GDP in Tajikistan (Table 5.2). In the Kyrgyz
Republic and Tajikistan, growing external deficits
partly mirrored large fiscal deficits that were mainly
associated with the withdrawal of transfers from the
Soviet Union. While Turkmenistan and Uzbekistan
had adequate international reserves, reflecting their
strong external positions, reserves were low in Kaza-
khstan and the Kyrgyz Republic, and virtually
nonexistent in Tajikistan.

The most striking indicators of worsening macro-
economic situations, however, were the very high

1For a detailed discussion of this system, see International
Monetary Fund and others (1991), Vol. 2, pp. 107-35. 2The sum-coupon was replaced by the sum in July 1994.

23

F

©International Monetary Fund. Not for Redistribution



Table 5.1. Introduction of National Currencies

Exchange system at time of
Date Name Currency reform / confiscation Conversion rate introduction of own currency Remarks

Kazakhstan November 15, 1993. tenge Individuals could convert cash up to Rub T 1 = Rub 500 Managed float through The government imposed some
Conversion period 100,000 (equal to the average monthly wage foreign exchange auctions. administrative measures to prevent
6 days. in October) and deposits existing before price increases because of conversion

October 1 for the full amount; legal entities and to enforce acceptance. Also,
could convert cash up to 1.3 times the restrictions on the use of cash were
average balance held in July 1993. For both removed.
individuals and legal entities, amounts
in excess of the limits had to be deposited and
were released after proof of their legitimacy.

Kyrgyz May 10, 1993.
Republic Conversion period som Savings deposits converted at som

5 days. = Rub 150 to compensate for inflation. foreign exchange auctions.

Tajikistan May 10, 1995. Tajik Cash and pre-1993 household deposits TR 1 = Rub 100 Managed float through Remaining controlled prices liberalized
No fixed conversion ruble converted at TR 1 = 100 Rub; other deposits foreign exchange auctions. or increased. Wage arrears converted
period; Russian converted at TR 1 = 1,200 Rub but into special blocked accounts, to be
rubles to continue government and bank deposits converted at to be converted into privatization
to be used freely. TR 1 = 1,000 Rub; bank credit converted at vouchers later. Most bank deposit

TR 1 = 1,000 Rub. hand lending rates liberalized (except
for priority sectors). Access to deposits
liberalized for enterprises immediately
and for households in July. Limits on
holding of cash removed.

Turkmen- November 1, 1993. manat Banknotes in denominations of 5,000 and manat 1 = Rub 500 Managed float through Additional reserve requirement of
istan 10,000 rubles were withdrawn from circula- foreign exchange auctions. 20%.

tion. Conversion of household deposits at
manat 1 = Rub 500, but limited to September
1 balance with Savings Bank plus wage pay-
ments thereafter. Cash limited to Rub 30,000
per adult. Savings deposits with Savings Bank
increased eightfold, but withdrawal only possi-
ble after January 1, 1994. Enterprise deposits
converted at Rub 500 for a total amount of
Rub 50 billion; 75% of remainder converted
into bonds and 25% at manat 1 = Rub 500.

Uzbekistan November 15, 1993. sum- Pre-1993 banknotes in denominations of SC 1 = Rub 1 Initially fixed at par with
coupon 5,000 and 10,000 rubles no longer legal ruble, then managed

tender; banknotes of smaller denominations float through foreign
subsequently withdrawn. Households allowed exchange auctions as of
to deposit Rub 200,000 in bank deposits, from April 1994.
which payments could be made. Deposits
of over Rub 200,000 required to be placed in
restricted noninterest bearing accounts.

July 1, 1994. sum Restrictions on withdrawal of deposits sum 1 = SC 1,000 Managed float through Preceded by restrictive monetary
continued. foreign exchange auctions. policy.

Source: International Monetary Fund.

som =Rub 200 manages float through
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Conduct of Monetary Policy

rates of inflation in the Central Asian states. Con-
fronted with enormous structural changes in their
economies following the collapse of the Soviet
Union, the overriding policy concern in the Central
Asian states was to contain the impact of the adjust-
ment on incomes. The newly established central
banks heavily financed state enterprise losses and
emerging government deficits. As a result, broad
money grew dramatically in all cases—as much as
fourfold in Uzbekistan and eightfold in Turk-
menistan in 1992—and in most of the states (with
the exception of the Kyrgyz Republic) at similar or
higher rates in 1993 (Figure 5.1 and Table 5.3).
Strong monetary growth, combined with price liber-
alization and moves toward world prices in inter-
state trade, led to a rapid acceleration in inflation. In
1992, inflation ranged from about 650 percent in
Turkmenistan to almost 3,000 percent in Kazakh-
stan. In 1993, inflation remained at over 2,000 per-
cent in Kazakhstan, accelerated to 1,400 percent in
Turkmenistan and to 7,000 percent in Tajikistan,
while declining to around 700 and 800 percent in
the Kyrgyz Republic and Uzbekistan.

Implementation of Stabilization Policies
and Initial Results

In all five Central Asian states, the ultimate ob-
jective of governments was to restore growth and
to raise the living standards of the population.
There were, however, differing degrees of recogni-
tion of the need for stabilization as a precondition
for sustained growth. As of 1993, Kazakhstan and
the Kyrgyz Republic maintained stabilization as an
overriding policy objective, while Turkmenistan
and Uzbekistan generally strove to spur employ-
ment and output growth by supporting state enter-
prises in ways that were inflationary and impeded
growth. Tajikistan's situation was complicated by
political difficulties and the military conflict, so
that policy priorities were less clear in the initial
period of transition.

The stabilization efforts of the five Central Asian
states are detailed in Box 5.1. Kazakhstan and the
Kyrgyz Republic stand out as the pioneers of eco-
nomic reform in this group, and have progressed the
most in achieving stabilization and growth. In the
Kyrgyz Republic, inflation declined sharply to under
100 percent in 1994, the first year of the stabilization
program. In Kazakhstan, there was a setback in early
1994 due to the monetization of interenterprise ar-
rears, but a renewed emphasis on stabilization re-
duced inflation sharply to 60 percent by end-1995.
Uzbekistan delayed implementing a stabilization
program until after replacing the sum-coupon with
the sum in mid-1994, but succeeded in bringing in-
flation under control by mid-1995. In Turkmenistan,

as of 1996, monetary policy was directed at reducing
inflation, mainly by offsetting the expansionary im-
pact of directed credits with stepped-up foreign ex-
change sales, and inflation declined rapidly there-
after to about 20 percent by end-1998. Tajikistan's
experience was more turbulent. A monetary-based
stabilization effort following the introduction of the
Tajik ruble in mid-1995 was aborted by excessive
bank credit to the government and state enterprises.
A subsequent, more comprehensive stabilization
program sharply lowered inflation in 1996 to about
40 percent, although there was a reversal in 1997 as
policies lapsed during intensified civil conflict. In-
flation was reduced sharply to 3 percent in 1998 as
financial policies were once again tightened.

There were essentially two basic phases to reform.
Notwithstanding unstable monetary relationships, the
first phase relied primarily on monetary targeting,
supported by strengthened fiscal discipline (mainly
through expenditure restraint) and flexible exchange
rate arrangements. In this phase, interest rates also
moved toward positive real levels and directed (pref-
erential) credits were discontinued. In the subsequent
phase of stabilization, the exchange rate played an
important role in sustaining the gains achieved and
served as an indicator for the appropriateness of
macroeconomic policies. Although floating exchange
rate regimes were outwardly sustained in most cases,
the exchange rates under these systems were effec-
tively stabilized under a managed float by the central
banks of the states. In addition, there was greater em-
phasis on speeding progress with structural re-
forms—notably public enterprise restructuring and
privatization, tax reform, and financial sector re-
form—as an essential input into firming stabilization
gains and setting the conditions for sustained growth.
Among the faster reformers, Kazakhstan maintained
a pragmatic approach to using monetary and ex-
change rate anchors for stabilization, while it further
reduced fiscal and external imbalances and directed
efforts at pushing forward with structural reforms. As
a result, since 1996 it has had the lowest inflation rate
of the five Central Asian states (less than 2 percent in
1998). Although the Kyrgyz Republic essentially
continued to pursue money-based stabilization, ex-
change rate and external competitiveness considera-
tions played an increasing role in policy formulation,
while emphasis continued to be placed on structural
reforms. Among the slower reformers, Turkmenistan
and Uzbekistan, the exchange rate became an in-
creasingly important indicator for stabilization. Both
countries resorted to nonmarket-related measures,
however, to maintain their official exchange rates, at
the expense of sustaining sizable and recently widen-
ing gaps with parallel market rates.

Following the financial crisis in Russia in Au-
gust 1998, however, exchange rates came under
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V MONETARY POLICY AND PROGRESS WITH STABILIZATION

Table 5.2. Selected Macroeconomic Indicators

1992 1993 1994 1995 1996 1997 l998 Prov.

Kazakhstan
Inflation (end-period; 12-month

percentage change) 2,962.8 2,169.1 1,160.3 60.4 28.6 11.3 1.9
Real growth (percentage change) -5.3 -9.2 -12.6 -8.2 0.5 1.7 -2.5
Exchange rate (end-of-period; domestic

currency / US dollar) . . . 6.3 54.3 64.0 73.9 75.9 84.9
Fiscal deficit (in percent of GDP) -7.3 -4.1 -7.7 -3.2 -5.3 -7.0 -7.7
Current account balance (in percent of GDP) -51.4 -9.4 -8.6 -3.1 -3.6 -4.1 -5.6
Gross official reserves (in months of imports) 0.2 1.3 2.6 2.7 3.1 3.2 3.0

Kyrgyz Republic
Inflation (end-period; 12-month

percentage change) 1,257.0 766.9 95.7 32.3 34.9 14.7 18.4
Real growth (percentage change) -13.9 -15.5 -20.1 -5.4 7.1 9.9 2.0
Exchange rate (end-of-period; domestic

currency / US dollar) . . . 8.0 10.6 11.2 16.7 17.4 29.4
Fiscal deficit (in percent of GDP) -17.0 -14.4 -11.6 -17.3 -9.5 -9.0 -8.8
Current account balance (in percent of GDP) -10.6 -16.4 -11.2 -16.3 -23.5 -7.9 -16.7
Gross official reserves (in months of imports) 0.8 1.5 2.6 2.5 1.6 3.0 2.6

Tajikistan
Inflation (end-period; 12-month

percentage change) . . . 7,343.7 1.1 2,135.2 40.5 163.6 2.7
Real growth (percentage change) -29.0 -11.0 -21.5 -12.5 -4.4 1.7 5.3
Exchange rate (end-of-period; domestic

currency / US dollar)1 415.0 1,247.0 3,550.0 293.5 328.0 748.0 977.0
Fiscal deficit (in percent of GDP) -30.5 -25.0 -10.5 -11.2 -5.8 -3.3 -3.8
Current account balance (in percent of GDP) -18.0 -30.7 -20.5 -14.6 -7.4 -5.5 -10.3
Gross official reserves (in months of imports) 0.0 0.0 0.0 0.1 0.2 0.6 1.3

Turkmenistan
Inflation (end-period; 12-month

percentage change) 644.0 1,400.0 1,328.5 1,261.5 445.9 21.4 19.8
Real growth (percentage change) -5.3 -10.2 -19.0 -8.2 -7.7 -25.9 4.8
Exchange rate (end-of-period; domestic

currency / US dollar)2 . . . 2.0 75.0 200.0 4,070.0 4,165.0 5,200.0
Fiscal deficit (in percent of GDP) 13.0 0.0 -1.0 -2.0 0.0 0.0 -3.0
Current account balance (in percent of GDP) 54.7 20.1 1.8 1.3 2.1 -27.3 -36.2
Gross official reserves (in months of imports) 0.0 6.2 6.6 8.5 9.2 15.3 14.6

Uzbekistan
Inflation (end-period; 12-month

percentage change) 910.0 884.8 1,281.4 116.9 64.4 50.2 26.1
Real growth (percentage change) -11.0 -2.3 -4.2 -0.9 1.6 2.4 2.8
Exchange rate (end-of-period; domestic

currency / US dollar)2 ... 1.3 25.0 35.5 55.0 80.2 110.0
Fiscal deficit (in percent of GDP) -18.0 -10.0 -6.1 -4.1 -7.3 -2.4 -2.3
Current account balance (in percent of GDP) -11.7 -7.8 2.1 -0.2 -7.2 -4.0 -1.8
Gross official reserves (in months of imports) 0.6 3.8 5.9 6.9 5.4 3.7 5.0

Source: National authorities.
1Until 1994, Russian rubles; as of l995, Tajik rubles.
2Official rate.

pressure and foreign investors reevaluated the risks
of financing countries in the region. Indeed, risk
premiums on interest rates increased and access to
both domestic and foreign financing fell sharply;
demand for Kazakh and Kyrgyz domestic-cur-
rency-denominated assets plummeted. Policy re-

sponses differed among the Central Asian coun-
tries. At first, Kazakhstan, the Kyrgyz Republic,
and Tajikistan allowed some depreciation of their
currencies, combined with heavy intervention. In
each case, intervention was supported by a tighten-
ing of fiscal and monetary policies, including
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Conduct of Monetary Policy

Figure 5.1. Monetary Growth and Inflation
(In percent)

higher interest rates. In Kazakhstan the authorities
were able to prevent a significant depreciation in
the remainder of 1998, albeit at the cost of sizable
intervention, but the Kyrgyz Republic and Tajik-
istan switched to a policy of minimal intervention,
permitting their currencies to depreciate at a faster
pace in order to allow exchange rates to find their

own new levels. Uzbekistan and Turkmenistan, on
the other hand, responded mainly by intensifying
exchange restrictions, rather than tightening mone-
tary and fiscal policies. As a result, while official
exchange rates remained more or less stable, ex-
change rates in parallel markets depreciated
sharply.
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V MONETARY POLICY AND PROGRESS WITH STABILIZATION

Table 5.3. Selected Monetary Indicators
(End-of-year percentage changes unless otherwise in

1993 1994 1995 1996 1997

Kazakhstan
Reserve money 1,432.8 634.6 91.8 26.5 32.2 -23.8
Broad money (M2)1 581.0 540.2 113.7 20.9 41.9 -25.0
Currency in circulation . . . 792.5 136.9 30.9 47.7 -25.9
Currency to deposit ratio2 0.5 0.9 1.2 1.5 1.4 1.4
Velocity3 2.0 7.2 8.3 10.1 10.6 12.2
Inflation 2,169.1 1,160.3 60.4 28.6 11.3 1.9

Kyrgyz Republic
Reserve money . . . 104.7 91.4 23.9 21.1 6.8
Broad money (M2)1 151.3 139.6 86.9 17.9 20.4 4.9
Currency in circulation 264.5 207.2 93.4 23.8 11.7 6.9
Currency to deposit ratio2 0.2 0.2 0.3 4.4 3.1 3.2
Velocity3 8.5 8.4 6.0 7.3 7.0 7.2
Inflation 766.9 95.7 32.3 34.9 14.7 18.4

Tajikistan4

Reserve money 1,600.3 115.9 . . . 139.5 193.5 4.9
Broad money (M2)1 . . . . . . . . . 142.6 117.2 14.8
Currency in circulation . . . . . . . . . 184.7 137.5 24.8
Currency to deposit ratio2 . . . . . . 1.6 2.7 3.9 6.9
Velocity3 . . . . . . 7.3 14.3 13.4 19.1
Inflation 7,343.7 1.1 2,135.2 40.5 163.6 2.7

Turkmenistan
Reserve money .. . 919.0 517.2 348.3 49.9 112.2
Broad money (M2)1 871.7 753.1 560.5 269.8 101.8 70.0
Currency in circulation 3,457.7 827.6 560.0 377.2 50.9 155.1
Currency to deposit ratio2 0.8 1.0 1.0 1.7 0.9 2.4
Velocity3 8.1 10.3 10.8 21.5 14.0 9.8
Inflation 1,400.0 1,328.5 1,261.5 445.9 21.4 19.8

Uzbekistan
Reserve money .. . 476.2 194.3 112.1 18.4 39.9
Broad money (M2)1 784.0 726.2 144.3 113.3 36.0 33.0
Currency in circulation 505.2 480.0 183.8 152.5 38.6 43.3
Currency to deposit ratio2 0.3 0.5 0.6 0.8 0.8 0.9
Velocity3 4.2 6.8 8.5 7.1 8.0 8.3
Inflation 884.8 1,281.4 116.9 64.4 50.2 26.1

Sources: National authorities; and IMF staff estimates.
1Excluding foreign currency deposits.
2Ratio of currency to deposits denominated in domestic currency.
3Ratio of GDP to end-period broad money (excluding foreign currency deposits).
4The introduction of the Tajik ruble in 1995, with different conversion rates for different types of deposit, precludes comparison of 1995 data with the

previous year.

Factors Affecting Money Demand

The demand for money in the Central Asian states
has generally remained low, notwithstanding recent
stabilization gains, reflecting continued lack of con-
fidence in the currencies. Monetary policy in these
countries targeted monetary aggregates. Slower
growth in these aggregates was expected to lower in-
flation, restore confidence, and affect real sector
variables in the desired direction. In all five Central

Asian states, money demand declined rapidly in the
first year after the introduction of the new curren-
cies. This was reflected in a sharp increase in veloc-
ity as the public increasingly shifted into goods and
foreign exchange. The demand for money recovered
only very gradually following macroeconomic im-
provements, hampered in some cases by intensifying
problems in banking systems.

Lack of confidence in the currencies was also re-
flected in the growing share of foreign currency de-
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Conduct of Monetary Policy

Box 5.1. Stabilization Policies in the Central Asian States

Kazakhstan adopted a comprehensive stabilization
and reform program following the introduction of the
tenge in late 1993, with monetary targets serving as
nominal anchors. Large credits were extended to clear
interenterprise arrears, however, and little progress was
made in reducing the fiscal and current account deficits.
Monetary policy was subsequently tightened, assisted
by measures to reduce the fiscal deficit. Following a
surge in capital inflows in 1995, monetary targets again
gained primacy. The National Bank of Kazakhstan en-
gaged in sterilization operations, while some nominal
appreciation of the exchange rate was allowed. Stabi-
lization efforts were further challenged in 1996 when a
banking crisis eroded confidence in the tenge. Central
bank sales of foreign exchange absorbed excess liquid-
ity and helped stabilize the exchange rate. Improve-
ments in the fiscal and external positions during
1995-96 solidified the stabilization gains. By 1998, in-
flation was reduced to 2 percent.

The Kyrgyz Republic also adopted a money-based
stabilization program in 1993, which was derailed when
sizable credits were extended to finance the agricultural
sector and public enterprises. Monetary policy was sub-
sequently tightened and overall credit growth in the
economy almost came to a standstill in 1994 as banks
were instructed to stop lending to state enterprises in fi-
nancial difficulties. By March 1995, monthly inflation
declined to about 1 percent. This policy stance was
broadly continued in the subsequent period, although
periodic sharp increases in central bank credit to the
government (reflecting expansionary fiscal policies in
late 1995 and, again, in late 1996 in connection with
elections) and depreciations of the exchange rate led to
temporary surges in inflation. Since January 1998, the
central bank has no longer been allowed to extend credit
to the government. Monthly inflation increased in late
1998 following the financial crisis in Russia, which re-
sulted in a sharp depreciation of the exchange rate.

In Tajikistan, inflation surged in 1993 as pre-1993
rubles, which continued to be legal tender, streamed in
from neighboring countries. Inflation declined follow-
ing a currency reform and the imposition of severe re-
strictions on cash withdrawals in 1994, but rebounded in
early 1995 reflecting an easing in monetary policy. The
stabilization program following the introduction of the
Tajik ruble in May 1995 was money-based. However,
excessive bank credit to the government and enterprises

led to hyperinflation in the second half of the year. A
more comprehensive stabilization and reform program
introduced in early 1996 initially succeeded in lowering
inflation, but renewed political problems prevented a
sustained implementation of the program and, once
again, eroded the stabilization gains. Renewed efforts at
stabilization resulted in a sharp lowering of inflation
during 1998.

Turkmenistan failed to support the introduction of
the manat with a comprehensive stabilization program.
On the external side, a major policy objective was to in-
crease international reserves, while monetary policy
was geared to maintaining employment and incomes by
providing preferential credits to enterprises. The first se-
rious stabilization effort came in 1996, when a tighter
monetary policy contributed to a slowdown in inflation.
The lack of hard budget constraints on enterprises was,
however, reflected in a large-scale resumption of di-
rected credits in late 1996 and 1997. The central bank's
efforts shifted to stabilizing the exchange rate by
sharply increasing foreign exchange sales, financed
partly by foreign borrowing. As a result, monthly infla-
tion rates dropped below 3 percent as of February 1997.
Monetary policy continues to be constrained by the ab-
sence of central bank control over international reserves
(which remain under the president's control). In late
1998, monthly inflation increased to over 4 percent, fol-
lowing large directed credits and central bank financing
of the budget.

Uzbekis failed to adopt strong stabilization mea-
sures in conjunction with the introduction of the sum-
coupon in late 1993. Large monetary expansion caused
monthly inflation to remain at around 30-40 percent
until mid-1994. A more comprehensive stabilization ef-
fort was made following the introduction of the sum.
During the second half of 1994 and 1995, the authorities
mainly targeted monetary aggregates. Inflation declined,
although remaining higher than anticipated due to large
unsterilized foreign exchange inflows. In the last quarter
of 1996, sizable lending to the cotton sector was re-
flected in a rising bank-financed budget deficit, an accel-
eration in inflation, and a deterioration in the external
current account. Foreign exchange restrictions were
reimposed and dual exchange rates maintained, with a
far more depreciated cash rate. Monetary policy was
subsequently tightened, and monthly inflation declined
to about 2 percent during 1998.

posits in broad money (M2, including foreign cur-
rency deposits), and the high ratio between currency
in circulation and deposits denominated in domestic
currency. The ratio of currency in circulation to
M2 (excluding foreign currency deposits) is not only
high in the Central Asian countries because of the
underdeveloped payments systems, but has re-
mained high also in those countries that have made

considerable progress in stabilization. In Ka-
zakhstan, the Kyrgyz Republic, Turkmenistan, and
Tajikistan, currency still accounted for 60-85 per-
cent of M2 at end-1998. In Uzbekistan, currency in
circulation accounted for about 50 percent of M2,
but this can be attributed to restrictions on cash with-
drawals. A tendency toward some strengthening in
financial intermediation from late 1997 onward (no-
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V MONETARY POLICY AND PROGRESS WITH STABILIZATION

tably in the Kyrgyz Republic) faced a setback in the
aftermath of the crisis in Russia.

Impact of Capital Inflows

Similar to the experience of other transition
economies, some of the Central Asian states wit-
nessed sharp increases in capital inflows, which
threatened their disinflation efforts.3 This not only re-
flected the attraction of a more stable economic envi-
ronment for foreign capital, but also some remoneti-
zation and reverse currency substitution by the
population as confidence in the economies strength-
ened. The ensuing increase in domestic liquidity ran
the risk of undermining the stabilization efforts under
way, and delaying enterprise and bank restructuring
by encouraging less prudent lending. The authorities
were faced essentially with the choice of sterilizing
the additional liquidity through sales of central bank
or treasury bills (in excess of budgetary financing
needs), further fiscal tightening, exchange rate appre-
ciation, or a combination of these policies.

In Kazakhstan, strong capital inflows in the first
half of 1995—associated with improved economic
performance, but also with the granting of manage-
ment contracts to foreign parties—threatened a re-
bound in inflation. The authorities' initial reaction
was to offset the liquidity impact of the inflows by
tightening monetary policy, including through sales
of short-term central bank notes, while maintaining a
stable exchange rate. When the inflows persisted, the
focus of policies was shifted to attaining the mone-
tary targets and allowing some appreciation of the
exchange rate. In Uzbekistan, the central bank re-
sponded to a large increase in international reserves
at end-1994 by tightening monetary policy, includ-
ing through sales of central bank certificates of de-
posits and interventions in the interbank market. In
both instances, policy choices were needed to weigh
the potentially damaging effects of persistent ex-
change rate appreciation on export competitiveness
against the desirability of allowing some exchange
rate appreciation to help promote domestic price sta-
bility. Also, prolonged sterilization through sales of
central bank notes carried quasi-fiscal costs and was
likely to be constrained by the capacity of the local
markets to absorb such sales. These issues are likely
to be confronted by the other countries in the group
as reforms progress. To the extent that a strengthen-
ing in the credibility of reform programs and sus-
tained upturns in economic activity raise the real de-
mand for money in these countries, increases in their
money supplies associated with capital inflows
could partly be accommodated without weakening

their disinflation efforts. Until that occurs, the fine
tuning of policies in the face of capital inflows will
be crucial to protecting stabilization gains.

Monetary Policy Reforms

The implementation of monetary policy in the
Central Asian states was constrained by

• weak understanding of the role and the impor-
tance of an independent monetary policy, lack of
experience by the newly formed central banks,
and inadequacy of monetary policy instruments;

• a strong legacy from the Soviet period, when
banks were merely administrators of money
flows allocated under the plan, and hence an ab-
sence of adequate infrastructure and behavior
patterns through which monetary signals could
be transmitted;

• the ongoing restructuring of national banking
systems and weaknesses in the legal and regula-
tory framework for banking activities; and

• low demand for money and widespread currency
substitution, reflecting weak confidence in the
newly introduced currencies fueled by instability
in the years preceding their introduction, as well
as a prevalent distrust of banks by the public, ini-
tially because of restrictions on deposit with-
drawals and confiscatory elements in the cur-
rency reform measures, and later due to financial
problems faced by banks.

Addressing these issues was important for the suc-
cess of money-based stabilization policies.

Central Bank Independence and Monetary
Policy Instruments

At the outset of transition, the Central Asian states
mostly continued to give precedence to financing
state enterprises and the government over attaining
monetary targets. The countries in question inherited
a two-tiered banking system from the Soviet Union,
in which the central bank (under the 1990 Law of the
State Bank of the U.S.S.R.) was responsible for
maintaining stability of the currency.4 The first stabi-
lization efforts were derailed, however, mainly be-
cause of large central bank financing of enterprise
losses and government deficits, as happened in the
Kyrgyz Republic (1993), Kazakhstan (1994), and

3See Ize (1996).

4For a detailed analysis of central bank reform and monetary
policy in transition economies, see Sundararajan, Petersen, and
Sensenbrenner (1997), and de Melo and Denizer (1997).
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Uzbekistan (end-1996). In subsequent, more suc-
cessful stabilization programs, these slippages were
addressed by reinforcing the autonomy of the central
bank and making bolder moves to reduce the budget
deficit and impose hard budget constraints on state
enterprises. Hence, the Kyrgyz Republic gave wide-
ranging autonomy to its central bank in implement-
ing policies to reduce inflation and stabilize the ex-
change rate with the central bank law of 1992, while
since 1998, direct National Bank of the Kyrgyz Re-
public financing of the budget is not allowed. Kaza-
khstan, in a new central bank law adopted in 1995
(Table 5.4), introduced the requirement that the need
for central bank financing of the budget be specified
in the budget document. As a result, central bank fi-
nancing declined sharply in both countries. In the
other three countries, however, government-man-
dated central bank credits to finance the budget, as
well as priority sectors and enterprises, continued,
undermining attainment of the monetary targets. A
new central bank law adopted at the end of 1996
gave the National Bank of Tajikistan independence,
but pressure on the bank for ad hoc financing contin-
ued, despite the issuance of a presidential decree in
mid-1997 explicitly terminating such credits.

In order to improve the efficiency of credit alloca-
tion and move toward market-determined interest
rates, starting in 1993, the Central Asian central
banks gradually increased interest rates on their
lending to market levels through credit auctions (ex-
cept in Tajikistan, where this process began only in
late 1997). In Kazakhstan and the Kyrgyz Republic,
by mid-1994, virtually all central bank credit was
channeled through auctions at market rates that were
positive in real terms (Figure 5.2). In Uzbekistan,
where interbank rather than central bank auctions
were initiated, the central bank withdrew liquidity
by buying credit in the auction in 1994-95, as large
foreign exchange inflows increased liquidity in the
banking system. As foreign capital inflows dried up
in later years, banks became increasingly reliant on
central bank financing, and interest rates again be-
came essentially determined by the central bank.
Turkmenistan's experience was less even. Credit
auctions were suspended in early 1996 and the cen-
tral bank continued to provide subsidized credit
under government direction; an attempt to reinstate
credit auctions in mid-1996 failed, as did a recent
similar attempt. On balance, the credit auctions gave
the central banks exposure to market-related instru-
ments and encouraged commercial banks to develop
alternative sources of financing. In Kazakhstan and
the Kyrgyz Republic, the interbank credit market be-
came, by 1995, a more important source of finance
than the credit auctions. At the same time, the inter-

bank market could be used for interventions in line
with the monetary policy stance. As the credit auc-
tions lost importance as sources of liquidity for
banks, the central banks of Kazakhstan and the Kyr-
gyz Republic established separate Lombard and
emergency facilities to provide short- or medium-
term liquidity to banks.

A further step in increasing the mix of monetary
policy instruments was the introduction of treasury
bill auctions. Although such auctions were initiated
in Kazakhstan and the Kyrgyz Republic during
1993-94, portfolios were initially too small to allow
for open market operations. In order to increase the
stock of tradable paper, the National Bank of Ka-
zakhstan complemented treasury bills with its own
short-term paper in June 1995. By mid-1996, it in-
troduced repurchase and reverse repurchase transac-
tions to regulate liquidity in the banking system. In
the Kyrgyz Republic, central bank credit to the gov-
ernment was partially securitized by mid-1997, al-
lowing the central bank to introduce repurchase and
reverse repurchase operations in 1997; the credit
auctions were officially stopped in January 1997.
Treasury bill auctions in Uzbekistan did not start
until 1996, although the Central Bank of Uzbekistan
issued its own certificates of deposit in 1995. Turk-
menistan started issuing treasury bills in July 1994,
but the amounts issued by the ministry of economy
and finance at fixed prices have remained relatively
small, preventing their use for monetary policy pur-
poses. There is no secondary market in treasury bills.
Tajikistan has also made some progress in this
area, with treasury bill auctions in limited amounts
initiated in the latter part of 1998.

Interest Rate Policies

The Central Asian states (except Tajikistan) lifted
interest rate controls on commercial banks during
1992-93. The central bank refinance rates in these
countries, however, while more flexible than in the
past, were often not adequately adjusted in line with
inflation. Since central bank credit was a major
source of finance for banks (on-lended at fixed
spreads), interest rates remained negative in real
terms. Also, in most countries, the ability of banks to
accept deposits from individuals was limited (often
to the bank's capital), so that the savings bank—
whose rates were fixed by the authorities—had a vir-
tual monopoly over deposits of individuals. Adjust-
ments in deposit rates considerably lagged behind
the rapid increase in inflation, resulting in increasing
negative real rates.

In the years following the introduction of national
currencies, however, interest rates became gradually
more market determined in Kazakhstan, the Kyrgyz
Republic, and initially in Uzbekistan (although this
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Table 5.4. Central Bank Reform and Monetary Policy Instruments

Central bank Credit to
independence Refinance rate government Credit to banks Reserve requirement Treasury bills Other instruments

Kazakhstan January 1993 constitution Set by NBK. At treasury bill Credit auctions since Unified at 20 percent Treasury bill Short-term NBK
makes NBK independent, but rate. January 1993, but in November 1995, auctions notes started in
under supervision of replaced by open market and reduced to 15 started in 1995; repurchase/
parliament. Under 1995 type instruments in percent in July 1996, December reverse repurchase
central bank law, NBK has 1996. Interbank credit and to 10 percent in 1994. orders in Treasury
considerable autonomy; market started in April January 1998. bills.
extends credit to government 1995.
only against treasury bills.

Kyrgyz 1992 and 1998 laws give high Initially at credit At zero interest Credit auctions started Requirement of 20 Treasury bill Repurchase/reverse
Republic degree of independence; no auction rate; since rate; no more in February 1993; by percent, reserves auctions repurchase orders

NBKR financing of budget 1994 at treasury credit to 1994, all NBKR credit remunerated related started in May started in 1997.
effective January 1998. bill rate, although government through market related first to auction rate 1993.

discount rate set effective instruments; interbank then to treasury bill
ad hoc by NBKR January 1998. market more important rate, since 1997
Board between role in bank financing in related to weighted
August-November 1995; Lombard and last average bank deposit
1998. resort credit facility. rate. Sharply raised

penalty rates for non-
compliance in 1998.

Tajikistan 1996 national bank law Based on credit At zero interest Mainly through credit Unified at 20 percent, Started in July None.
grants NBT independence auction rate. rate. auctions. no remuneration. 1998.
and prohibits interference
from government bodies.

Turkmenistan 1993 national bank law Set by CBT. Interest-free Mainly through directed Differentiated Small amounts None.
grants little autonomy; overdraft; credits, often at requirements. No issued since
quantity and cost of central occasionally, subsidized rates remuneration; one 1994 by
bank credit decided by long-term established by the bank exempted from ministry of
government. Automatic credit at rates government. requirement on economy and
overdraft to government. established by foreign exchange finance at rates

the government deposits. established by it.
(normally zero).

Uzbekistan 1995 law; independence in Set by CBU. At refinance Interbank credit auctions Unified at 20 percent; Treasury bill CBU certificates of
monetary and exchange rate rate. with CBU participation no remuneration. auctions since deposits started in
policies; central bank credit starting August 1993. All March 1996. 1995.
to the government has to be credit to banks through
approved by parliament. auctions and supplied by

CBU.

Sources: IMF Staff Country Reports.
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Source: National authorities.
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V MONETARY POLICY AND PROGRESS WITH STABILIZATION

was reversed in recent years). In these countries cen-
tral bank credit was increasingly provided through
credit auctions. By mid-1994, Kazakhstan and the
Kyrgyz Republic had also removed all restrictions on
banks' holdings of deposits of individuals. As a re-
sult, interest rates in Kazakhstan and the Kyrgyz Re-
public became largely determined by market forces,
especially as the developing financial markets gradu-
ally took over the role of central bank financing.
There were similar developments, although with
some delay, in Uzbekistan. In Kazakhstan and the
Kyrgyz Republic, real interest rates became positive
by mid-1994 and in Uzbekistan by end-1994, al-
though in the latter two countries there were short re-
versals to negative levels at end-1996 as monetary
policy was eased (Figure 5.2, see previous page).5

Real interest rates have gradually decreased from
very high levels at the beginning of reforms. In Turk-
menistan, a ceiling on bank credit interest rates was
in force during most of 1995 and was reintroduced
for agricultural credit in early-1998; direct credits at
negative real rates set by the government continue to
play an important role, and the yield on treasury bills
is set by the ministry of economy and finance. In
Tajikistan, commercial bank interest rates were not
fully liberalized until May 1995, but since central
bank financing continued to play an important role,
interest rates were, in reality, set by the central bank
in the credit auctions.
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VI External Sector Policies

Jimmy McHugh and Emine Gurgen

nder the centralized planning system, the
Central Asian states developed highly spe-

cialized and closely integrated economic relation-
ships with the rest of the Soviet Union, notably
characterized by a strong dependency on imports
of energy, food, and consumer goods. During
1987-89, the region incurred trade deficits with the
rest of the Soviet Union, averaging about 12 per-
cent of GDP annually. The region's production
structure was heavily oriented toward agriculture
and mineral extraction, which left little room for
growth of import-substituting industries. The ex-
port bases of the Central Asian states, therefore,
lacked diversification, and import dependency was
high, making these countries particularly vulnera-
ble to adverse trade shocks. During the Soviet era,
prices for energy and raw materials were far below
world prices, so that the net importer countries in
the region benefited from sizable trade subsidies.
Turkmenistan—the only net exporter, whose pri-
mary export is natural gas—was an exception. Fol-
lowing independence, the Central Asian states
(with the exception of Turkmenistan until 1997)
continued to incur sizable and persistent external
current account deficits (Table 6.1). Three main
factors accounted for this. First, the agricultural,
industrial, and household sectors inherited from the
Soviet era were highly energy intensive. Second,
the demand for investment goods to replace obso-
lete capital was high. Third, after years of re-
pressed consumption, import demand for western
consumer goods surged. Hence, imports from non-
traditional markets grew rapidly, despite strenuous
attempts (notably by Turkmenistan and Uzbek-
istan) to restrain imports, mostly through foreign
exchange restrictions.

The newly independent Central Asian economies
inherited state-controlled foreign trade systems from
the Soviet era. Previously, foreign trade was subordi-
nated to the requirements of the central plan, with
price signals playing little role in the allocation of re-
sources. State enterprises involved in foreign trade
were confronted by a complex system of cross subsi-
dies to offset the profits and losses arising from differ-
ences between foreign currency and domestic whole-

sale prices.1 Exchange rates were administratively de-
termined under a complex system of multiple cur-
rency practices. Export quotas were used to ensure
compliance with bilateral trade agreements with
countries outside of the Soviet Union. The manage-
ment of foreign economic relations lacked trans-
parency, with responsibility shared among several or-
ganizations, including the planning agency (Gosplan),
the state foreign economic commission, the ministry
of foreign economic relations, and a number of spe-
cialized foreign trade organizations. There was little
opportunity or incentive for individual enterprises to
engage in foreign trade.

Progress toward trade liberalization has varied
across the Central Asian states. While the role of the
state in foreign trade throughout the region has been
significantly reduced, progress has been more pro-
nounced in Kazakhstan, the Kyrgyz Republic, and
Tajikistan, where highly restrictive state monopolies
on foreign trade have been eliminated, licensing re-
quirements relaxed, and significant tariff reforms ini-
tiated. Progress toward trade liberalization has been
more gradual in Turkmenistan and Uzbekistan, where
the state continues to play a dominant role, particu-
larly in the foreign exchange market. The Central
Asian states have benefited from the move to world
trade. Exports have grown significantly, and the re-
gion has been broadly successful in diversifying mar-
kets. The movement toward world prices has, on the
whole, benefited the region. A problem, however, has
been the lack of an adequate payments system within
the region, and with the region's traditional trading
partners. Also, limited contract enforceability, contin-
ued reliance on barter trade (in some instances to set-
tle debts), and limited currency convertibility have se-
riously inhibited the growth of intraregional trade.

External Sector Reforms
External sector reforms in the Central Asian states

have covered five key areas: liberalization of foreign

1This system—known as the price equalization system—effec-
tively isolated domestic prices from the effects of changes in
world prices. For details see Wolf (1990).
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Table 6.1. Current Account Balances

1992 1993 1994 1995 1996 1997 l998 Prov.

(In millions of U.S. dollars)

Kazakhstan -1,479 -438 -905 -516 -752 -912 -1,451
Kyrgyz Republic1 -98 -162 -124 -243 -425 -139 -285
Tajikistan -53 -208 -170 -89 -76 -60 -133
Turkmenistan2 926 776 84 23 43 -580 -935
Uzbekistan -236 -430 119 -21 -980 -584 -256

(In percent of GDP)

Kazakhstan -51.4 -9.4 -8.6 -3.1 -3.6 -4.1 -5.6
Kyrgyz Republic1 -10.6 -16.4 -11.2 -16.3 -23.5 -7.9 -16.7
Tajikistan -18.0 -30.7 -20.5 -14.6 -7.4 -5.5 -10.3
Turkmenistan2 54.7 20.1 1.8 1.3 2.1 -27.3 -36.2
Uzbekistan -11.7 -7.8 2.1 -0.2 -7.2 -4.0 -1.8

Sources: IMF Staff Country Reports.
1Includes official and private transfers.
2Gas exports are recorded on an accrual basis. Nonpayment for gas exports are recorded as arrears in the capital account.

trade prices, reform of the trade system, market di-
versification, phasing out of barter trade, and cur-
rency reform.

Liberalization of Foreign Trade Prices

The Central Asian states followed Russia's lead in
liberalizing foreign trade prices. The move to world
prices in foreign trade had a mixed effect on the re-
gion. In the early years of independence, Turk-
menistan and Uzbekistan enjoyed significant im-
provements in their terms of trade.2 It proved
relatively easy for Uzbekistan to shift exports of cot-
ton and gold—traditionally supplied to the Soviet
Union—to western markets. The move to world
prices for energy within the BRO countries helped
protect Turkmenistan's external position in the face
of sharp output declines, including cutbacks in gas
production. Diversifying gas export markets proved
difficult, though. As of 1993, Turkmenistan was de-
nied access to European markets through the regional
gas pipeline network, so that its gas exports were
confined to Ukraine and countries of the Caucuses.
Hence, the benefits of the terms of trade improve-
ment were substantially negated by sizable payments
arrears by these trading partners for gas imports from
Turkmenistan. By contrast, Kazakhstan and the Kyr-
gyz Republic experienced deteriorations in their

2This discussion is based on terms of trade data generated in
the context of the IMF's World Economic Outlook exercise and
suffers from certain weaknesses, as well as possible lack of com-
parability across countries.

terms of trade, while Tajikistan encountered wide
swings. As trade shifted to world prices, export and
import prices surged at different intervals, generating
sharp year-to-year fluctuations.

In 1993, exports of the Central Asian states to
traditional markets—which at the time comprised
two-thirds of exports—grew by 43 percent, largely
reflecting the move toward world prices. While
output declines that characterized the early years of
transition were generally more muted in the Central
Asian states, the effects of large output contractions
in the BRO countries and disruptions to the pay-
ments system—coupled with the continued shift of
trade to new markets—reduced the region's exports
to traditional markets by 24 percent in 1994. De-
spite some subsequent recovery, the share of ex-
ports to traditional markets declined steadily during
1994-97. Kazakhstan, the Kyrgyz Republic, Tajik-
istan, and Uzbekistan continued to incur consider-
able trade deficits with the BRO countries (Figure
6.1). While Turkmenistan consistently recorded
trade surpluses (on an accrual basis) until 1997, it
accumulated claims of over $1.5 billion in unpaid
exports against its traditional trading partners. As
of 1997, the discontinuation of gas exports re-
versed Turkmenistan's trade balance with the BRO
countries.

Reform of the Trade System

The Central Asian states inherited a foreign trade
system that had partially undergone reform in the
final years of the Soviet Union. After 1989, enter-
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Figure 6.1. Trade Balances
(In millions of U.S. dollars)

prises could engage directly in foreign trade, rather
than deal with state trading corporations. Also, en-
terprises were allowed to sell residual output after
meeting production requirements of the state plan.
To fulfill the production requirements, compulsory
state orders and domestic price controls were ini-
tially maintained, triggering domestic shortages of
some goods. To divert goods from export to domes-
tic markets, explicit export taxes were levied in
some instances and quantitative restrictions were
applied.

The breakup of the Soviet Union accelerated the
decentralization of foreign trade. The authority for
trade relations was assumed by the ministries of for-
eign economic relations. The newly created state
trading organizations quickly inherited many of the
monopoly privileges enjoyed by their Soviet ances-
tors. Moreover, the legal framework inherited from
the Soviet Union discouraged participation of the
private sector in foreign trade. The absence of
clearly defined property rights and the lack of legal
means to enforce contracts made foreign trade
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Box 6.1. Regional and International
Trade Initiatives

The Central Asian states have taken a wide range of
regional and international trade initiatives. All five
have joined the Economic Cooperation Organization,
which also includes Azerbaijan, Afghanistan, Pak-
istan, the Islamic Republic of Iran, and Turkey. The
organization was set up to develop and improve the
region's economic infrastructure and transportation
system. Kazakhstan and the Kyrgyz Republic have
joined a customs union with Belarus and the Russian
Federation. Kazakhstan, the Kyrgyz Republic,
Uzbekistan, and Tajikistan have formed the Central
Asian Union (a single economic region) with the aim
of improving payments arrangements and reducing
import tariffs among member countries. All countries
in the region have shown interest in becoming mem-
bers of the World Trade Organization. In the case of
Kazakhstan, the application to join the organization is
at an advanced stage, while the Kyrgyz Republic
signed a membership agreement in October 1998.

The European Union has granted all countries in
the region access to the Generalized System of Pref-
erences (GSP), which allows tariff reductions on
manufactured goods and certain agricultural products
and, in some cases, duty-free access to European
Union markets. Most Favored Nation status was
granted by the European Union under an agreement
signed with the Soviet Union in 1989—the Trade and
Commercial Economic Cooperation Agreement,
which remains in force in the B.RO countries. All
countries of the region have gained MFN status with
the United States and Japan. The U.S. has also
granted GSP Status to Kazakhstan, the Kyrgyz Re-
public, and Uzbekistan. Japan is in the process of of-
fering GSP status to all countries in the region.

renders, and terminating the requirement to regis-
ter export contracts at the commodity exchange,
although registration requirements were reintro-
duced for certain agricultural products in 1997.
Tajikistan initially adopted a highly restrictive
trade regime, although these restrictions were
never fully enforced. During 1997-98, it intro-
duced a wide-reaching program of reforms, estab-
lishing an open and liberal trade regime. Thus, the
state order system, state monopoly rights, export
licensing requirements, surrender requirements,
and export duties were abolished. Nontariff restric-
tions on imports were also eliminated, and a low
uniform import tariff was introduced.

Progress with trade reforms has been slower in
Turkmenistan and Uzbekistan. In both countries,
the state still exercises considerable influence over
trade. Export surrenders and taxes are maintained.
In Turkmenistan, all foreign trade—with the excep-
tion of gas, which is the responsibility of the min-
istry of oil and gas—is channeled through the state
commodity exchange. In Uzbekistan, cotton, grain,
and gold exports are channeled through the state
sector, and the ministry of foreign economic rela-
tions continues to play an important role in trade
agreements with nontraditional trading partners.
Uzbekistan has made progress in shifting the bur-
den of taxation away from exports toward imports
by simplifying and lowering export taxes and intro-
ducing import tariffs. Both countries also engage in
import substitution. Uzbekistan is aiming to be-
come self-sufficient in energy and food. Thus, oil
imports are discouraged, while exports of certain
agricultural products—notably cereals, dairy prod-
ucts, and meat—are forbidden. Similarly, Turk-
menistan is striving for self-sufficiency in wheat.

highly risky. Excessive licensing regulations and
heavy actual taxation of exports, through complex
systems of multiple currency practices and foreign
exchange surrender requirements, impeded the
growth of trade.

Progress with trade reforms among the Central
Asian states varied considerably.3 Kazakhstan and
the Kyrgyz Republic quickly moved to abolish
state monopoly privileges, unify exchange rates,
and simplify the regulatory and fiscal frameworks
governing international trade. During 1994-95, the
Kyrgyz Republic dismantled the centralized sys-
tem of trade arrangements. During 1995-96, Ka-
zakhstan followed suit, by canceling monopoly
rights of state trading organizations, eliminating
nontariff trade restrictions, abolishing export sur-

3Regional and international trade initiatives by these countries
are summarized in Box 6.1.

Market Diversification

As a whole, the Central Asian states succeeded
in diversifying export markets. For the region, the
share of exports to the BRO countries declined to
41 percent in 1997 from 68 percent in 1992 (see
Table 6.2 and Figure 6.2). Similarly, the combined
share of imports from traditional trading partners
fell to 50 percent from 66 percent during the same
period (Table 6.3 and Figure 6.2). The individual
country experiences were varied; Uzbekistan and
Turkmenistan experienced dramatic shifts in trade
flows, while progress was less pronounced in
Kazakhstan and the Kyrgyz Republic, and Tajik-
istan registered a rising share of trade (notably im-
ports) with traditional partners.

Export growth to nontraditional markets has
been impressive, with exports from Central Asian
states to nontraditional markets more than doubling
to $7.4 billion in 1997 from $2.4 billion in 1992. At

38

©International Monetary Fund. Not for Redistribution



External Sector Reforms

Table 6.2. Exports1

(In millions of U.S. dollars)

1992 1993 1994 1995 1996 1997 1998 Prov.

Kazakhstan 3,562 4,769 3,285 5,164 6,292 6,769 5,748
Traditional partners 2,073 3,190 1,935 2,912 3,708 3,145

In percent 58.2 66.9 58.9 56.4 58.9 46.5
Rest of the world 1,489 1,579 1,350 2,252 2,584 3,624

In percent 41.8 33.1 41.1 43.6 41.1 53.5

Kyrgyz Republic 289 335 340 409 531 631 554
Traditional partners 216 223 223 269 394 346 272

In percent 74.9 66.5 65.5 65.8 74.2 54.9 49.1
Rest of the world 73 112 117 140 137 285 282

In percent 25.1 33.5 34.5 34.2 25.8 45.1 50.9

Tajikistan 185 456 559 839 770 746 651
Traditional partners 74 173 143 252 331 328

In percent 40.0 37.9 25.5 30.0 43.0 44.0
Rest of the world

In percent 60.0 62.1 74.5 70.0 57.0 56.0

Turkmenistan2 2,149 2,693 2,176 2,084 1,691 774 614
Traditional partners 1,934 2,370 1,669 1,422 1,142 397

In percent 90.0 88.0 76.7 68.2 67.5 51.3
Rest of the world 215 323 507 662 549 377

In percent 10.0 12.0 23.3 31.8 32.5 48.7

Uzbekistan 1,424 2,877 3,073 3,475 3,534 3,695 2,869
Traditional partners 869 1,440 1,684 1,186 643 961

In percent 61.0 50.1 54.8 34.1 18.2 26.0
Rest of the world 555 1,437 1,389 2,289 2,891 2,734

In percent 39.0 49.9 45.2 65.9 81.8 74.0

Total 7,608 11,130 9,432 11,971 12,818 12,615 10,433
Traditional partners 5,166 7,395 5,653 6,042 6,218 5,177

In percent 67.9 66.4 59.9 50.5 48.5 41.0
Rest of the world 2,441.9 3,734.7 3,779.7 5,929.2 6,600.2 7,437.6

In percent 32.1 33.6 40.1 49.5 51.5 59.0

Source: International Monetary Fund.
1Traditional markets refer to the BRO countries.
2Gas exports are presented on an accrual basis. Nonpayments for gas exports are recorded as arrears in the capital account. Transit charges are in-

cluded in gas exports through 1995. As of 1996, all gas is exported f.o.b. at the Turkmenistan border.

the same time, export growth to traditional markets
has stagnated, reflecting disruptions to the pay-
ments system, lack of convertibility of the new cur-
rencies coupled with significant foreign exchange
shortages within the region, and depressed import
demand for Central Asian products during a period
of sharp output contraction in traditional trading
partners.

Among the countries of the region, Uzbekistan
made the most progress in diversifying export mar-
kets. The share of exports to the BRO countries de-
clined to 26 percent in 1997 from 61 percent in 1992.
Two main developments explained the shift. First,
major Uzbek exports (cotton and gold) fetched higher
prices in non-BRO countries markets. Second, neigh-

boring countries were unable to pay for Uzbek ex-
ports.4 Meanwhile, imports from the BRO countries
fell due to the government's policy of import substitu-
tion—notably the substitution of domestically pro-
duced gas for imported oil. Trading patterns changed
more gradually in Kazakhstan, the Kyrgyz Republic,
and Tajikistan. In Kazakhstan, the share of exports to
the BRO countries declined steadily, to almost
one-half in 1997 from close to two-thirds of total ex-
ports in 1992. This shift was partly accounted for

4The volume of gas exports in 1996 was one-half its level in
1995. Over the same period, cotton exports to BRO countries
markets fell by two-thirds.
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Figure 6.2. Direction of Trade
(In millions of U.S. dollars)

by greater access to trade finance that opened up new
export markets, particularly in the European Union.
The share of imports from the BRO countries de-
clined by a similar amount. Trade between the Kyrgyz
Republic and its traditional trading partners recov-
ered, after five years of decline, mainly in response to
a recovery in economic activity in the BRO countries.
Despite some fluctuations, Tajikistan generally
showed a more steady trade pattern, with traditional
partners still accounting for over 40 percent of exports
and about 60 percent of imports in 1997. Turk-
menistan's gas exports were channeled entirely to
BRO countries markets, as of 1993, while a signifi-
cant portion of cotton and oil product exports were
shifted to new markets,5 raising the export share of
the latter to almost 50 percent by 1997. In the same

5While the region's export markets have shifted, the composi-
tion of exports continues to be heavily dominated by those indus-
tries developed under centralized planning. Exports from the re-
gion continue to be concentrated in fuels, metals, and agricultural
products, particularly cotton.

year, nontraditional markets were the source of about
half of Turkmenistan's imports.

Phasing Out of Barter Trade

In order to resolve payments difficulties, the Cen-
tral Asian states resorted to barter trade, primarily
through interstate bilateral trade agreements. Avail-
able information suggests that barter trade is impor-
tant, particularly in Turkmenistan,6 where large quan-
tities of gas are exported through such arrangements,
and in Tajikistan, where aluminum is also exported
through similar arrangements. While barter has
helped to maintain trade volumes, the goods traded
have often been overvalued, of poor quality, and not
necessarily in demand in the recipient country. Within
the domestic economies, barter has created a noncash
parallel market for goods. Moreover, enterprises re-
ceiving payments in the form of barter goods have
often used surplus supplies to make payments on their
outstanding debts. Barter trade may also have im-
peded the restructuring of domestic economies, since
it is generally the older, less efficient industries that
have been heavily involved in barter. In many cases,
barter trade has permitted the production of goods
that otherwise would not find a market. Valuation
problems in barter trade have presented serious prob-
lems. The overvaluation of barter trade has distorted
balance of payments statistics.

In recognition of these drawbacks, the Central
Asian states have taken steps to discourage barter
trade. Kazakhstan has passed legislation to prohibit
barter trade, while Uzbekistan has issued a list of ex-
ports excluded from such trade. Turkmenistan has
had some success in reducing the barter component
on non-gas exports; since 1996, cotton, oil, and oil
derivatives have been increasingly traded on a cash
basis. Despite these initiatives, however, barter con-
tinues to be an important component of regional
trade.

Currency Reform and Exchange Regimes

Initially the Central Asian states adopted the Rus-
sian ruble as their domestic currency, with each cen-
tral bank maintaining a correspondent account in
Moscow for interstate settlements. Monetary union
was expected to minimize the disruption to foreign
trade with traditional partners. However, the lack of
convertibility of the ruble proved problematic and a

6Trade data by type of payment indicate that in 1996, 24 per-
cent of Turkmenistan's exports were paid for in cash, 54 percent
in barter goods and construction services, and the remainder was
accounted for by the accumulation of arrears. In subsequent
years, the cash component rose, as oil and cotton exports were in-
creasingly paid for in cash.
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Table 6.3. Imports'
(In millions of U.S. dollars)

segmented system of payments developed, with
trade being conducted in both rubles and hard cur-
rency. The ruble zone, moreover, precluded the pur-
suit of independent financial policies aimed at re-
ducing domestic inflation. As discussed in Section V,
the Central Asian states introduced their own curren-
cies in succession during 1993-95. However, in
many respects, the early experience with domestic
currencies was disappointing. Inflation persisted, ne-
cessitating periodic nominal devaluation of ex-
change rates for considerable periods after currency
reform. Highly distortionary multiple currency prac-
tices mostly remained in place (Box 6.2) and dollar-
ization was prevalent. Moreover, the new currencies
failed to strengthen the interstate payments system.
Only more recently are these trends being checked
and reversed.

As part of the move toward more flexible exchange
rate arrangements, all Central Asian states introduced
foreign exchange auctions. Some states progressed
within a fairly short (ime from central bank to inter-
bank auctions. Presently, in Kazakhstan, interbank
auctions take place daily and foreign exchange futures
are sold at the stock market. In the Kyrgyz Republic,
foreign exchange auctions were abolished in mid-
1998, shifting foreign exchange transactions and the
determination of the official exchange rate to the in-
terbank market. Trading of foreign exchange takes
place in the interbank market, where the central bank
intervenes as needed. In Turkmenistan, a preauction
screening process still limits the availability of for-
eign exchange to importers, and the central bank es-
sentially determines the exchange rate. Commercial
banks participate in the auctions only on behalf of

1992 1993 199-1 1995 1996 1997 1998 Prov.

Kazakhstan 4,683 5.183 4,205 5,387 6.618 7,154 6,949
Traditional partners 3.160 3,675 2,85 i 4,181 4,018 3,935

In percent 67.5 70.9 67.8 77.6 60.7 55.0
Rest of the world 1,523 1,508 1,354 1.206 2.600 3.219

In percent 32.5 29.1 32.2 22.4 39.3 45.0

K/rgyz Republic 377 501 459 588 783 646 705
Traditional partners 304 317 264 346 431 396 365

In percent 80.5 63.2 57.5 58.9 5S.O 61.3 51-8
Rest of the world 73 185 195 242 352 250 340

In percent 19.5 36.8 42.5 41.1 45.0 38.7 48.2

Tajikistan 240 660 707 880 761 785 780
Traditional partners 107 298 339 478 395 463

In percent 44.8 45.2 47.9 54.3 51.9 59,0
Rest of the world 132 362 368 402 366 322

Inpercent 55.2 54.8 52.1 45.7 48.1 41.0

Turkmenistan 1.009 1.593 1.690 1.644 1.532 1.005 1,137
Traditional partners 807 I.I 15 973 1.023 528 500

Inpercent 80.0 70.0 57,6 62.2 34.5 49.7
Rest of the world 202 478 717 621 1,004 505

In percent 20.0 30.0 42.4 37.8 65.5 50.3

Uzbekistan 1,660 3,255 2,727 3,238 4,240 3,767 2,812
Traditional partners 869 1.975 1.657 1,794 1,723 1,356

Inpercent 52.4 60.7 60.8 55.4 40.6 36.0
Rest of the world 791 1,280 1,070 1.444 2,517 2.411

In percent 47.6 39.3 39.2 44.6 59.4 64.0

Total 7,969 11.192 9.788 11,737 13,934 13,357 12,488
Traditional partners 5.248 7.380 6.084 7,822 7,095 6,650

Inpercent 65.9 65.9 62.2 66.6 50.9 49.8
Rest of the world 2,721 3,813 3,704 3,915 6,839 6,707

In percent 34.1 34.1 37.8 33.4 49.1 50.2

Source: International Monetary Fund.
'Traditional markets refer to the BRO countries.
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Box 6.2. Multiple Exchange Rate Practices

Following the introduction of domestic curren-

cies, the Central Asian states maintained complex
multiple exchange rate systems, complemented by
legislation that required exporters to repatriate ex-
port earnings and surrender a portion to either the
government or the central bank. The ensuing multi-
ple currency practices imposed an implicit tax on ex-
ports, while subsidizing imports, which benefited
from a more appreciated exchange rate. The central
banks, moreover, used the foreign exchange ob-
tained from exporters to purchase domestic currency
at a more depreciated rate, with the associated prof-
its not always transferred to the government.

Multiple exchange rate practices also contributed
to foreign exchange shortages by encouraging the
undervaluation of exports and diverting proceeds
away from official channels of conversion. This pro-
moted the rationing of foreign exchange by central
banks, which, in turn, fueled parallel market activity.
The channeling of economic activity to the informal
sector added to tax collection problems and left
some transactions entirely outside the tax base.
Overall, multiple exchange rate arrangements lacked
transparency, distorted resource allocation, and
eroded budgetary tax revenue.

More recently, most Central Asian states have
moved toward more flexible, unified, and market-
oriented exchange rate regimes. Kazakhstan and the
Kyrgyz Republic have eliminated multiple currency
practices and accepted Article VIII status in the IMF.
In 1996, Tajikistan unified its exchange rate and
abolished surrender requirements. Following earlier
failed attempts, Turkmenistan unified its exchange
rate in April 1998, although it continued to restrict
access to foreign exchange and sustained surrender
requirements. Moreover, a tightening of exchange
controls as of end-1998 has once again resulted in
divergent exchange rates. Uzbekistan continues to
maintain multiple exchange rates and surrender re-
quirements.

their (enterprise) customers. With the unification of
the official (auction) and commercial bank rates in
April 1998 at the level of the latter, the commercial
bank and exchange bureaus rates became effectively
tied to the auction rate, as they were not allowed to
deviate by more than 3 percent from the auction rate.
In late 1998, a shortage of foreign exchange, coupled
with lax financial policies, resulted in the reemer-
gence of a growing spread between the official and
parallel markets rates, with the latter rising to more
than twice the official rate. In Uzbekistan, the central
bank also effectively controls supply and demand in
the foreign exchange auctions, and hence the official
exchange rate. In January 1997, the commercial bank
market was formally split off with a separate ex-

change rate, which, until July 1998, was not allowed
to deviate by more than 12 percent from the auction
rate. The elimination of this requirement in July 1998
did not immediately result in a widening of the spread
between the two rates, suggesting continued govern-
ment interference through rationing and screening.
Meanwhile, the widely used parallel market rate was
almost four times as high as the official rate in late
1998.

As noted in Section V, in pursuing macro-
economic stabilization, the Central Asian states were
confronted with the choice between fixing their ex-
change rates to serve as a nominal anchor or adopt-
ing a money-based stabilization program, which re-
quired observing monetary targets while maintaining
exchange rate flexibility. Both options had benefits
and costs. An exchange rate anchor would afford
greater policy discipline, stabilize traded goods
prices, and offer a more transparent signal of a coun-
terinflationary commitment, enhancing credibility.
However, real shocks—such as terms of trade
shocks—could not be effectively absorbed. Failure
to defend the exchange rate peg could carry signifi-
cant costs in terms of lost international reserves and
a weakening of counterinflationary credibility. A
money-based approach would offer a remedy to real
shocks through exchange rate adjustments, but mon-
etary targeting could be difficult in the absence of
stability in the demand for money. Under this ap-
proach, real shocks could lead to excessive volatility
in both the exchange rate and domestic interest rates,
with adverse consequences for output growth.

Reflecting these structural changes and uncer-
tainty, following independence, the Central Asian
states adopted, more or less, discretionary monetary
frameworks that were, in essence, informal inflation
targeting regimes. All countries adopted floating ex-
change rates, although the central banks frequently
intervened to limit movements in the exchange rate
(managed float), and some even, at times, adopted
an informal peg. While all countries closely moni-
tored the exchange rate, disinflation was ultimately
achieved by bringing monetary expansion under
control.

Currency Substitution

Anecdotal evidence throughout the region sug-
gests that the introduction of domestic currencies
was accompanied by widespread currency substitu-
tion, mainly as a hedge against inflation and ex-
change rate depreciation.7 Distrust of the domestic

7For an econometric analysis of currency substitution in the
Kyrgyz Republic, see Appendix I in Catsambas (1999). The
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Table 6.4. Exchange Rat

1993 1994 1995 1996 1997 l998 Prov.

(Domestic currency per U.S. dollar; end-of-period)

Kazakhstan 6 54 64 74 76 85
Kyrgyz Republic 8 11 11 17 17 29
Tajikistan1 1,247 3,550 294 328 748 977
Turkmenistan2 2 75 200 4,070 4,165 5,200
Uzbekistan2

(Domestic currency per U.S. dollar; period average)

Kazakhstan 3 38 61 68 76 79
Kyrgyz Republic 4 11 11 13 17 21
Tajikistan1 . . . . . . 123 296 581 786
Turkmenistan2 2 36 1,402 3,258 4,143 4,890
Uzbekistan2

Sources: National authorities; and IMF staff estimates.
1Until 1994, Russian rubles; as of l995, Tajik rubles.
2Official rate.

banking systems (because of restrictions on cash
withdrawals and, more recently, episodes of bank-
ing crises), access of tax authorities to bank ac-
counts, and foreign exchange controls also encour-
aged currency substitution. The latter contributed
to macroeconomic difficulties by weakening mone-
tary control, reducing tax revenue, and, more gen-
erally, complicating policy formulation. For exam-
ple, where there was significant currency
substitution, the expenditure-switching effects of a
devaluation were limited because relative prices
were determined mostly in the parallel market,
where the exchange rate was already more depreci-
ated. By reducing the parallel market spread, a de-
valuation acted as a powerful signaling device, in-
dicating a possible shift in policies. Also,
reductions in parallel market spreads encouraged
reverse currency substitution.

The Central Asian states responded to currency
substitution by legalizing foreign currency de-
posits, thereby reducing incentives for capital flight
and channeling a large quantity of foreign ex-
change away from the informal economy. The sim-
plification of exchange systems through the phas-
ing out of multiple currency practices also helped
reduce currency substitution by removing, or at
least narrowing, the spreads between the parallel

analysis indicates that the interest rate differential and the depre-
ciation of the exchange rate are significant determinants of cur-
rency substitution in the Kyrgyz Republic, and that policy mea-
sures—provided that they are sufficiently strong and
implemented over an extended period—may have an important
impact on the portfolio decisions of the private sector.

market and official exchange rates. International
experience shows that only a credible and sustained
counterinflationary stabilization program can effec-
tively eliminate the incentives for holding foreign
currency. As the stabilization programs under way
in these countries firmly take hold, the conditions
that breed currency substitution can be expected to
disappear over time.

International Competitiveness

The broadest conventional measure of interna-
tional competitiveness is the real exchange rate,
which adjusts the nominal exchange rate by the ratio
of domestic to foreign prices. A recent study by
Halpern and Wyplosz (1996) points out that the real
exchange rate in transition economies tends to fol-
low a similar pattern. During the initial move to a
market economy, the real exchange rate depreciates
significantly; as market reforms are consolidated, it
gradually appreciates. Possible explanatory factors
are cited: economic restructuring, which leads to
rapid productivity growth; abolition of price controls
on nontradables, which raises the domestic price
level and the real exchange rate; improvements in
the quality of goods, which improves the terms of
trade; widespread public sector reform, which shifts
relative prices; and unsterilized capital inflows,
which trigger nominal appreciations of the exchange
rate. Thus, the real exchange rate appreciations ob-
served may indicate an equilibrium adjustment to
the process of transition, without necessarily having
a negative impact on external competitiveness. Also,
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Source: International Monetary Fund.
1The nominal rate is expressed in domestic currency units per U.S. dollar; an increase indicates a depreciation.The real exchange rate index is calculated

by adjusting the nominal exchange rate, expressed in domestic currency units per U.S. dollar, for the differential between domestic and U.S. inflation (CPI);
an increase indicates a real depreciation.
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Table 6.5. Gross Official Reserves

1992 1993 1994 1995 1996 1997 1998 Prov.

(In millions of U.S. dollars; end-of-period)

Kazakhstan 83 541 907 1,194 1,980 2,244 1,967
Kyrgyz Republic 24 63 98 115 118 200 189
Tajikistan 0 2 1 4 14 30 65
"Turkmenistan 0 818 927 1,170 1,172 1,285 1,379
Uzbekistan 82 1,031 1,341 1,867 1,901 1,167 1,168

(In months of imports)

Kazakhstan 0.2 1.3 2.6 2.7 3.1 3.2 3.0
Kyrgyz Republic 0.8 1.5 2.6 2.5 1.6 3.0 2.6
Tajikistan 0.0 0.0 0.0 0.1 0.2 0.6 1.3
Turkmenistan 0.0 6.2 6.6 8.5 9.2 15.3 14.6
Uzbekistan 0.6 3.8 5.9 6.9 5.4 3.7 5.0

Source: International Monetary Fund.

a strengthening of confidence in domestic currencies
as reforms take hold encourages residents to keep a
greater proportion of their wealth in domestic cur-
rency, further contributing to a real appreciation of
the exchange rate.

Table 6.4 (see page 43) and Figure 6.3 (see page
44) give details of real and nominal exchange rate
developments in the Central Asian states. The most
notable feature is that the real exchange rate has ex-
hibited a great deal of variability in these countries.
This is largely explained by the high levels of infla-
tion, both domestically and in the region's tradi-
tional trading partners. Moreover, the countries in
the group appear to have generally followed the
widespread transition experience of real exchange
rate appreciations, following initial steep real de-
preciations, although the timing of the turning
points has varied among countries. Considerable
care needs to be taken in interpreting this data.
First, barter trade—which is still prevalent in a
number of these countries—is not directly affected
by changes in the real exchange rate.8 Second, the
existence of multiple currency practices distorts the
impact of changes in the real exchange rate. Third,
average wages expressed in U.S. dollar terms are
still low relative to wages outside of the region.

8Typically, barter trade is conducted through a series of bilat-
eral agreements in which the goods are notionally priced in U.S.
dollar terms. If the exchange rate vis-a-vis the U.S. dollar
changes, barter imports and exports are revalued in domestic cur-
rency, while the dollar values of barter exports and imports are
unaffected.

Management of International
Reserves

At the outset of transition, the Central Asian
states had negligible foreign exchange reserves, and
the rapid accumulation of reserves became one of
their primary objectives. Table 6.5 and Figure 6.4
provide details of movements in international re-
serves of the Central Asian states since indepen-
dence. All countries have made considerable
progress in accumulating reserves, although the
level remains low in Tajikistan. Turkmenistan—
given its particular vulnerability to external shocks
because of the volatility of gas exports—has contin-
ued to maintain presidential control over interna-
tional reserves, while all other countries in the
group have placed reserves under central bank man-
agement. More work remains to be undertaken in
the Central Asian states to further strengthen the
management of foreign exchange reserves, notably
to clearly elaborate guidelines and reporting proce-
dures, diversify reserve asset holdings, and improve
risk management.

Bibliography

Catsambas, Thanos, Johannes Mueller, Jens Dalsgaard,
Joannes Mongardini, and Qingying Kong, 1999, Kyr-
gyz Republic: Recent Economic Developments, IM
Staff Country Report No. 99/31 (Washington: Inter-
national Monetary Fund).

Citrin, Daniel A., and Ashok K. Lahiri, eds., 1995, Polic
Experiences and Issues in the Baltics, Russia, and
Other Countries of the Former Soviet Union, IMF

45

©International Monetary Fund. Not for Redistribution



VI EXTERNAL SECTOR POLICIES

Figure 6.4. Gross Official Reserves

Sources: IMF Staff Country Reports.
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VII Capital Flows and External Debt

Jimmy McHugh

otal external debt of the Central Asian states
grew almost sevenfold during 1992-98, reach-

ing $10.5 billion by end-1998 (Table 7.1 and Fig-
ure 7.1). The growth in debt started from a nonexis-
tent base; all of the Central Asian states had
effectively accepted the "zero option" following in-
dependence, under which Russia took over both the
foreign assets and liabilities of the countries of the
former Soviet Union (Box 7.1). The subsequent ac-
cumulation of external debt in the region occurred
in two distinct phases. During 1992-94, the break-
down of the traditional trade and payments systems
within the BRO countries, the collapse of the ruble
zone, and large current account deficits financed by
credits from Russia all led to the rapid accumula-
tion of intra-BRO countries claims. From 1994 on-
ward, the Central Asian states increasingly experi-
enced more conventional forms of capital inflows.
In order to promote economic growth—especially
in export-oriented industries such as oil, natural
gas, agriculture, and metal extraction—all five
states resorted to foreign borrowing. Initially, most
of the loans received were from official bilateral
and multilateral sources. More recently, private
sector flows—primarily in the form of FDI and
commercial bank loans—have gained importance
in a number of the Central Asian states (notably in
Kazakhstan).

During 1992-97, the external indebtedness of the
region rose but, as a whole, remained moderate by in-
ternational standards, both in terms of the size of the
debt stock and the ability to service the debt. In 1997,
the debt to GDP ratio and the debt service ratio in the
region were, on average, 26 percent and 9 percent, re-
spectively. The average debt service ratio in these
countries is estimated to have risen sharply to 29 per-
cent in 1998 (Table 7.2), reflecting a bunching of re-
payments, as well as a weakening in exports follow-
ing the Russian crisis. As in the rest of the BRO
countries, much of the borrowing that took place in
the early years of independence financed current ex-
penditure, including the settlement of arrears on
wages and pensions, so that the returns that were
needed to service the debt could not always be gener-
ated. If the recent rapid growth in external debt is sus-

tained and the funds are channeled toward unproduc-
tive uses, the region could develop a serious debt sus-
tainability problem. In recognition of this, under suc-
cessive reform programs, most of these countries have
developed a keener awareness of the need to
strengthen external debt management and to better
prioritize the use of foreign resources. Also, the Cen-
tral Asian states have made some progress in setting
up debt management structures and restricting gov-
ernment guarantees, although more work remains,
particularly in the areas of data collection and assign-
ment of overall institutional responsibility for debt
management.

Breakdown of the Trade and
Payments System

The Central Asian states faced balance of pay-
ments difficulties following the move by Russia
(their key source of imports) to using world prices
in trade with the countries of the former Soviet
Union. Initially, significant adjustment was delayed
because the deficits were financed by Russia
through so-called technical credits issued by the
Central Bank of Russia in the form of correspondent
accounts.1 Based on changes in correspondent ac-
count balances during 1992, such transfers, received
by the Central Asian states as a proportion of GDP,
were estimated at about 42 percent for Tajikistan, 34
percent for Turkmenistan, 28 percent for Uzbek-
istan, 15 percent for Kazakhstan, and 11 percent for
the Kyrgyz Republic.2

The Russian Federation became increasingly re-
luctant to continue financing the trade deficits of
other countries of the former Soviet Union. In April
1993, it announced that the previous arrangements
would be terminated, and that all future credits
would be issued on the condition that all outstanding

1The newly independent states of the BRO countries abolished
the old centralized interbranch payments system based on the
State Bank of the U.S.S.R. (Gosbank), and introduced a new pay-
ments system based on a series of bilateral correspondent ac-
counts held in each newly created central bank.

2International Monetary Fund (1994).
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Breakdown of the Trade and Payments System

Table 7.1. Public External Debt

1992 1993 1994 1995 1996 1997 1998 Prov.

(In millions of U.S. dollars)

Kazakhstan 1,244 1,848 2,717 3,428 3,889 4,601 3,986
Kyrgyz Republic 5 292 414 585 733 957 1,123
Tajikistan 217 509 760 817 868 1,180 1,261
Turkmenistan 0 168 418 550 667 1,356 1,743
Uzbekistan 62 1,039 1,107 1,782 2,331 2,545 2,376

Total 1,528 3,856 5,416 7,161 8,488 10,638 10,489

(In percent of GDP)

Kazakhstan 43.2 39.6 25.7 20.7 18.7 20.6 17.3
Kyrgyz Republic 0.6 23.8 37.4 36.4 41.5 54.1 65.8
Tajikistan 74.4 75.2 92.2 134.0 84.0 109.0 98.0
Turkmenistan 0.0 3.3 26.1 20.7 31.5 63.9 67.4
Uzbekistan 3.1 18.9 19.5 17.8 17.1 17.6 16.8

Weighted average 16.3 22.5 26.3 22.9 21.4 25.7 25.4

Source: International Monetary Fund.

balances on existing correspondent accounts be
transformed into interest-bearing government debt.
The Central Asian states (except Turkmenistan)
agreed to this arrangement, thereby acquiring signif-
icant government debts owed to Russia.

In May 1993, the Central Bank of Russia stopped
processing payments through the correspondent ac-
counts, signaling an end to the ruble zone. The col-
lapse of the ruble zone left the member states with a
series of bilateral correspondent accounts, whose
balances were subsequently frozen. Disputes arose
regarding the valuation of these accounts, as the new
domestic currencies fluctuated widely. Therefore,
the exchange rates to be used in converting the out-
standing balances became the subject of protracted
negotiations among the parties concerned. Nonethe-
less, some progress was made in resolving these bi-
lateral disputes. In March 1997, Uzbekistan reached
an agreement with Russia over disputed correspon-
dent account balances, with the final agreed amount
exceeding $500 million. In October 1998, Kaza-
khstan concluded an agreement with Russia cancel-
ing all mutual claims up to 1998, including all state
debts due to Russia arising from outstanding corre-
spondent account balances pertaining to transactions
during 1991-94, outstanding rent due to Kazakhstan
for the use of the Baikonur space complex, and re-
lated ecological damages. Kazakhstan has also re-
solved its dispute on correspondent account balances
with Georgia. The Kyrgyz Republic reached agree-
ments with two of its main creditors, Kazakhstan
and Uzbekistan. Turkmenistan recently resolved a

dispute with Russia involving correspondent ac-
count balances valued at over $100 million, but con-
tested balances remain with some of the other coun-
tries in the region.

The accumulation of interenterprise arrears among
the Central Asian states added to the external debt of
these countries. While accurate data on arrears are un-
available, anecdotal evidence suggests that they were
widespread. Many state enterprises, which could not
sell their products and faced growing liquidity prob-
lems, continued production and accumulated pay-
ments arrears with other BRO countries enterprises.
In some cases, importers obtained government guar-
antees on commercial credit agreements, as a precon-
dition for supplying further inputs. In other cases, ex-
ternal trade-related debts were restructured into
government-guaranteed debt.

Among the Central Asian states, Tajikistan suf-
fered most from trade-related debt problems. Un-
like the other countries in the group, Tajikistan
chose to remain in the ruble zone after 1993 and
continued to receive transfers from Russia. In order
to avoid disruption to the delivery of industrial in-
puts, the government issued guarantees on com-
mercial credits, which were often contracted with
very short maturities and on unfavorable terms. In
October 1995, the government announced that it
would no longer guarantee debt arising from inter-
enterprise arrears and would regard all such debt as
private commercial debt. By 1996, Tajikistan's out-
standing debt stock exceeded $860 million (84 per-
cent of GDP) and its debt service obligations
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Figure 7.1. Public External Debt1

Sources: IMF Staff Country Reports.
1Data for 1998 are provisional.
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Box 7.1. External Debt of the Soviet Union

After the dissolution of the Soviet Union, it was
unclear which countries would assume responsibil-
ity for the U.S.S.R.'s external debt commitments and
claims. On October 28, 1991, Russia and the newly
independent states signed a Memorandum of Under-
standing, under which signatories agreed to be
jointly responsible for the debt, and to designate the
Russian Bank for Foreign Economic Relations as the
sole institution responsible for managing the out-
standing obligations of the U.S.S.R.

On December 4, 1991, nine countries signed the In-
terstate Treaty, which indicated each country's re-
sponsibility for servicing U.S.S.R. debt on the basis of
a number of key macroeconomic indicators. The sig-
natories were also required to deposit foreign ex-
change reserves in the Russian Bank but the treaty
was broken when only Russia met this requirement.

In April 1993, Russia proposed the Zero Option
Agreement under which signatories would give up
their claims on former Soviet assets in return for
Russia taking responsibility for all outstanding debt
of the U.S.S.R. All states except the Baltics accepted
these terms, although some countries (Ukraine) have
still not obtained parliamentary approval. The Baltic
countries argued that they were legally never part of
the U.S.S.R. and, therefore, the question of owner-
ship of the former assets and liabilities of the Soviet
Union did not arise.

reached 24 percent of GDP. Consequently, Tajik-
istan was unable to service most of its debts, and
short-term financing to the country dried up. The
National Bank of Tajikistan created a special debt
service account for the government to meet current
debt commitments and to service debt to those
creditors who agreed to reschedule arrears. During
1996-97, Tajikistan reached agreements with Rus-
sia and Uzbekistan to reschedule their outstanding
claims at concessional interest rates.3 In a 1995
agreement, Kazakhstan rescheduled outstanding
claims on Tajikistan.

By contrast, Turkmenistan accumulated large
trade-related claims against Ukraine, Georgia, Azer-
baijain, and Armenia, arising from the nonpayment
by these countries for gas imports during 1992-95.
Prior to 1996, the trade credits issued by Turk-
menistan for its gas exports received government

3The debt agreement with the Russian Federation was signed
on October 16, 1996. The amount rescheduled was $288 million,
with a three-year grace period, and amortization during
1998—2008. The agreement with Uzbekistan was signed on Janu-
ary 10, 1997 and provided for the rescheduling of debt in the
amount of $200 million, with no grace period, and amortization
during 1997-2003.

guarantees from the importing countries. Although
such guarantees were not sufficient to prevent the
accumulation of arrears, the latter were subsequently
rescheduled into government debt, with maturities of
three to five years. As of end-1997, Turkmenistan
held a stock of outstanding government-guaranteed
claims totaling over $1 billion against these coun-
tries. Currently, Turkmenistan is receiving timely
payments of interest and principal on this debt, with
the exception of principal payments by Georgia,
which is seeking a further rescheduling. As of Janu-
ary 1, 1996, Turkmenistan's gas exports are con-
ducted on the basis of commercial transactions for
which government guarantees are no longer granted.
During 1996-97, private gas supply companies op-
erating in the BRO countries (notably in Ukraine)
accumulated a further $500 million in payments ar-
rears to Turkmenistan, which have since been more
than halved through repayments (although often in
goods of questionable quality and price), as well as
rescheduling.

Capital Inflows

During the widespread economic disruption
caused by a breakdown of the trade and payments
system after independence, the Central Asian states
were considered to be highly risky by foreign pri-
vate investors. With very low domestic savings, the
region had to depend heavily on official bilateral
and multilateral sources for financing new invest-
ment projects (Box 7.2). As the Central Asian states
made significant progress toward macroeconomic
stabilization, there was a marked increase in
private capital flows in the form of commercial
bank lending and foreign direct investment, notably
into the traditional export-oriented, resource-based
industries.

Under the system of government guarantees,
often obtained from line ministries without central
government clearance, state enterprises borrowed
abroad heavily. Given their limited capability of
generating foreign exchange revenue immediately,
such loans became difficult to service and guaran-
tees were often called in. For example, in 1994, the
government of Kazakhstan was forced to assume
external debt service equivalent to 0.6 percent of
GDP on nonperforming government-guaranteed
loans contracted by state enterprises, and subse-
quently canceled guarantees on $2.8 billion of
undisbursed credits.4

Growth in capital flows was promoted by the
easing of capital controls and reform of foreign in-

4International Monetary Fund (1995).
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Table 7.2. Public External Debt Service

1993 1994 1995 1996 1997 l998 Prov.

(In millions of U.S. dollars)

Kazakhstan 69 109 225 360 379 2,362
Kyrgyz Republic 5 7 73 48 38 43
Tajikistan 18 38 138 191 72 56
Turkmenistan 4 40 281 303 231 299
Uzbekistan 190 325 638 338 535 389

(In percent of exports)

Kazakhstan 1.4 3.3 4.0 5.2 5.5 38.0
Kyrgyz Republic 1.5 1.9 17.8 8.5 6.0 7.7
Tajikistan 4.0 6.9 17.7 24.8 9.7 8.6
Turkmenistan 0.2 1.8 13.5 17.9 29.8 48.7
Uzbekistan 6.6 10.6 16.8 8.6 13.2 12.0

Weighted average 2.8 5.6 9.8 7.7 9.4 28.6

Source: International Monetary Fund.

vestment laws (Table 7.3 and Box 7.3). The Kyrgyz
Republic maintains the most liberal capital account
regime (with full capital account convertibility)
within the group. All of the other countries have
maintained restrictions on capital account flows,
primarily on the acquisition and sale of capital,
money market instruments, and real estate, and on
the purchase of foreign exchange by residents. In
Kazakhstan, foreign investments have to be regis-
tered with the central bank. These restrictions have
not unduly affected FDI flows.

Uzbekistan and Turkmenistan have the most re-
strictive capital account regimes. In Turkmenistan
both inward and outward capital transfers are sub-
ject to central bank approval. FDI requires approval
by the ministry of economy and finance and, for
amounts above a specified limit, by the cabinet of
ministers. Regarding outward transfers, usually
only commercial banks are allowed to hold foreign
deposits, financial instruments, and equity. In
Uzbekistan, overseas portfolio investments in do-
mestic assets are restricted.

Box 7.2. Investment and Savings in the Central Asian States

Under centralized planning, investment was under-
taken within the context of an overall national plan di-
rected from Moscow, with little regard to the efficient
use of capital. Central planners focused on the accumu-
lation rather than the quality of capital. Thus, there was
a tendency to "overinvest" in projects with question-
able economic value. Technical innovation was limited
and the quality of new investment goods was low. The
breakup of the Soviet Union accelerated the process of
capital obsolescence. As trade barriers were lifted, state
enterprises faced greater foreign competition, which
exposed their technological weaknesses. Many of the
traditional export-oriented industries such as oil, nat-
ural gas, and metals desperately needed to be re-
equipped in order to compete effectively in world mar-
kets. However, the region faced two major difficulties
in raising funds from domestic sources to finance such
investments.

First, financial markets within the region were underde-
veloped, and their ability to attract domestic savings was
limited. Financial services within the Soviet system were
centralized, leaving a minimal financial infrastructure in
the rest of the Union. Following independence, the finan-
cial sector in each state was subjected to excessive state
intervention. Governments made extensive use of com-
mercial banks to channel directed credits to ailing indus-
tries, which weakened bank balance sheets and eroded
public confidence in the financial system. A second factor
constraining domestic savings was the surge in consumer
spending. Prior to the breakup of the Soviet Union, con-
sumption was severely suppressed through rationing and
shortages. After independence, there was a "catch-up" ef-
fect, as households and economic agents substituted con-
sumption for savings. The changing pattern of consumer
spending resulted in a significant increase in the marginal
propensity to import from nontraditional markets.
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Table 7.3. Capital Account Balances

1992 1993 1994 1995 1996 1997 1998 Prov.

(In millions of U.S. dollars)

Kazakhstan -105 1,172 1,194 1,160 1,367 1,442 930
Kyrgyz Republic -3 73 158 249 347 259 212
Tajikistan 52 -29 -52 -36 -104 27 115
Turkmenistan1 -204 -551 -208 -51 55 764 893
Uzbekistan 224 858 -64 255 545 103 197

(In percent of GDP)

Kazakhstan -3.6 25.1 11.3 7.0 6.6 6.5 4.2
Kyrgyz Republic -0.4 5.9 14.3 16.6 19.0 14.7 12.4
Tajikistan 17.9 -31.0 -21.0 -6.0 -10.1 2.5 8.9
Turkmenistan1 -12.0 -10.9 -13.0 -1.9 2.6 33.2 34.5
Uzbekistan -11.8 -7.8 2.1 -0.5 -7.9 0.7 1.4

Source: International Monetary Fund.
1Nonpayments for gas exports are recorded as arrears in the capital account, since gas exports are recorded on an accrual basis in the trade account.

Official Financing

Low-interest trade credits have constituted a sig-
nificant proportion of bilateral capital flows, no-
tably in Kazakhstan. By 1996, Kazakhstan had ac-
cumulated more than $850 million in such
liabilities, owed mainly to Japan, Germany, Turkey,
and other Organization of Economic Cooperation
and Development countries. Turkmenistan also re-
ceived large bilateral trade credits, primarily for
imports of food and construction materials. A large
proportion of total debt contracted was with Ger-
many and the United States. As of mid-1998, about
67 percent of the Kyrgyz Republic's external debt
was owed to multilateral creditors and 33 percent
to bilateral creditors. Approximately two-thirds of
debt was contracted on concessional terms (mostly
World Bank loans). About 90 percent of Tajik-
istan's external debt is owed to official creditors—
primarily Russia, Uzbekistan, and the European
Union—but this mostly represents nonpayment of
commercial credits on which government guaran-
tees were called. In Uzbekistan, while debt to bilat-
eral official creditors still represents almost one-
half of the country's total debt stock, commercial
bank lending has grown substantially since 1993.

Private Market Financing

Since 1995, there has been a marked increase in
private sector flows into the region, with Kazakhstan
being the most significant major recipient of such
flows and the first country in the region to receive a
sovereign credit rating. Subsequently, it has issued

two sovereign Eurobonds, although one-third was
postponed following the financial turmoil in Russia
in 1998. The bond issues were considered by the
Kazakh authorities to serve as a sovereign bench-
mark against which Kazakh corporations could bor-
row abroad.5 Turkmenistan contracted a number of
syndicated loans to finance infrastructure projects,
the largest of which involved the rehabilitation of a
major oil refinery in Turkmenbashi, coupled with the
development of a number of satellite projects for the
production of oil derivatives. It also borrowed heav-
ily to finance aircraft purchases and to develop it
airport. During 1996-97, Turkmenistan contracted
short-term private loans to finance cotton production
(partially collateralized by future cotton deliveries),
which it rolled over in 1998. The Kyrgyz Republic is
an example of a country in the region where private
market financing was used in conjunction with mul-
tilateral financing and FDI; the $452 million Kumtor
gold mine project was financed with a mix of pri-
vate-sector loans and FDI supplied by the Canadian
Cameco mining corporation.6 During 1997-98, pri-
vate financing was used to support the cotton harvest
in Tajikistan. Despite these developments, private

5The first issue (1996) was for $200 million, with a three-year
maturity and a spread of 350 basis points over the comparable
U.S. Treasury bond. The second issue (1997) was for $350 mil-
lion, with a five-year maturity and a spread of 245 basis points.

6The Kyrgyz government provided a one-third equity share to
this company, as well as guarantees for the project and a 10-year
tax holiday. During the initial years of the project (which started
production in 1997) the bulk of the profits are to be used to repay
foreign debt.
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Box 7.3. Foreign Investment Laws in the Central Asian States

Kazakhstan
Reforms to encourage foreign investment have in-

eluded the lifting of profitability controls, the establish-
ment of a securities and exchange commission, and the
adoption of a de-monopolization and privatization pro-
gram. The 1997 Foreign Investment Law provides for
tax holidays and customs exemptions for investments in
priority sectors. Bilateral trade, investment, and avoid-
ance of double taxation treaties signed with the U.S.
guarantee nondiscriminatory treatment, hard currency
repatriation rights, expropriation compensation, and the
right to third-party international arbitration in the event
of disputes. Foreign investors are permitted to engage in
privatization initiatives. A number of special economic
zones have been established, providing tax incentives to
foreign investors.

Kyrgyz Republic
The Foreign Investment Law stipulates that the legal

status and conditions recognized for foreign investors
shall never be less favorable than those for domestic in-
vestors. The law provides for tax-exempt status for for-
eign investors for two to five years, depending on the
sector of the economy. Full repatriation of profits is
guaranteed. Six free economic zones were created in
1996. These zones permit virtually tax-free imports as
businesses are partially or fully exempt from custom du-
ties, excises, VAT, and income taxes. These zones have
attracted very limited production, however, and were in-
creasingly abused for the purpose of channeling imports
through to avoid taxation. In late 1998, three zones were
closed and regulations tightened. The government has
created the Agency for Direct Foreign Investment,
which registers and assists foreign investors.

Tajikistan
Tajikistan also offers significant tax incentives to for-

eign investors. Enterprises bringing in foreign capital of

at least 30 percent are granted tax holidays on a sliding
scale of between two and five years, depending on the
amount of foreign capital. Foreign investors enjoy the
same land lease and purchase rights as ordinary Tajik
citizens, and may purchase natural resources. Mineral

restrictions on the percentage of foreign ownership in a
joint venture, and wholly owned foreign subsidiaries
can be established. Foreign investors have equal access
to government contracts.

Turkmenistan
A number of steps have been taken to encourage

foreign investment. A series of laws were passed in
1993, which provided the legal framework for foreign
investments, banking, taxation, and property rights.
The government is working on the creation of a com-
prehensive commercial code. In 1993. seven free eco-
nomic zones were created, which provide tax and pro-
duction incentives to foreign investors. In early 1997.
the Petroleum Law was passed, which allows produc-
tion-sharing agreements in the oil and gas industries.
Foreign investors are exempt from export surrender re-
quirements.

Uzbekistan
The 1994 Law on Foreign Investment guarantees

full repatriation of profits from foreign investment and
access to foreign arbitration in the event of disputes.
In 1994, joint ventures with more than 50 percent for-
eign participation were granted a five-year exemption
from mandatory hard currency conversion require-
ments. In late 1996, a presidential decree granted tax
breaks to foreign companies, subsidiaries, and joint
ventures, which derive more than 60 percent of their
total income from manufacturing and in which the for-
eign investment share of capital is not less than 30 per-
cent.

capital flows into the region have generally been
constrained in the absence of domestic financial
markets.

Foreign Direct Investment

The Central Asian states encouraged foreign direct
investment inflows, primarily by conducting far-
reaching reforms of their foreign investment laws (see
Box 7.3 and Table 7.4), which entailed, among other
things, the issuance of guarantees on the unrestricted
repatriation of investment and profits. They also re-
formed their domestic company laws to facilitate the
formation of joint ventures with foreign investors, and
Kazakhstan developed the institutional framework for
its domestic equity market (Box 7.4). Available data

on FDI flows for the region suggest that, until the re-
cent crisis in Russia, such flows were growing, partic-
ularly into Kazakhstan. Since 1992, Kazakhstan has
received more than $5.7 billion in FDI, which ac-
counted for about 76 percent of total direct investment
flows to the region. A main advantage of FDI has
been its close association with much-needed transfers
of technology and managerial skills. The Kyrgyz Re-
public has received modest FDI flows, connected
largely to the Kumtor gold mine project. Since inde-
pendence, Turkmenistan has received more than $700
million in FDI, primarily in the oil sector. Cumulative
foreign direct investment flows into Uzbekistan were
of a similar magnitude during 1992-98. By contrast,
Tajikistan has received very little FDI, despite its lib-
eral foreign investment laws, with most investments
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Table 7.4. Foreign Direct Investment

1992 1993 1994 1995 1996 1997 l998 Prov.

(In millions of U.S. dollars)

Kazakhstan 100 473 635 964 1,137 1,320 1,132
Kyrgyz Republic 0 10 45 96 46 83 52
Tajikistan 0 9 12 20 25 30 12
Turkmenistan
Uzbekistan 9 48 73 100 84 167 226

Total 120 619 868 1,413 1,421 1,708 1,485

(In percent of GDP)

Kazakhstan 3.5 10.1 6.0 5.8 5.5 5.9 5.1
Kyrgyz Republic 0.0 0.8 4.1 6.4 2.5 4.7 3.1
Tajikistan 0.0 1.3 1.4 3.3 2.4 2.8 0.9
Turkmenistan 0.6 1.6 6.4 8.8 6.1 4.7 2.4
Uzbekistan 0.3 0.9 1.1 1.0 0.6 1.2 1.6

Sources: IMF Staff Country Reports.

concentrated in mining operations and textiles. Politi-
cal turmoil and an unstable economic environment
have reduced the attractiveness of the country for for-
eign investors.

External Debt Management

The Central Asian states had little prior experi-
ence in effectively managing and monitoring exter-
nal debt because such activities were conducted cen-
trally in the Soviet Union by the state bank for
foreign economic relations (Vneshekonombank). A
frequent consequence of this initial lack of debt-
monitoring infrastructure in the newly independent
states was the indiscriminate granting of government
guarantees by line ministries, often without the
knowledge of the government and an adequate as-
sessment of the projects being financed. Also, coun-
tries tended to borrow under terms with short matu-
rities, which often resulted in payments difficulties
and the accumulation of arrears on debt service
obligations.

To address these early problems, the Central Asian
states increasingly focused on strengthening external
debt management. In Kazakhstan, the finance min-
istry is responsible for external debt monitoring and
repayments on all government-guaranteed loans. Dur-
ing 1995-96, a number of measures were taken to
strengthen debt monitoring, including the introduc-
tion of the United Nations Conference on Trade and
Development system for external debt management
and creation of the Committee for the Utilization of

Foreign Capital, which was given explicit responsibil-
ity for coordinating and managing government debt.
Data deficiencies—particularly for loans contracted
prior to 1994—have hampered efficient debt monitor-
ing. In 1998, a decree was issued in Uzbekistan re-
stricting the authority to grant government guarantees
to the ministry of finance and the central bank, while
in the Kyrgyz Republic debt management was
strengthened by centralizing the authority to contract
or guarantee external debt at the ministry of finance.

In Tajikistan and Turkmenistan, institutional re-
sponsibilities for external debt management remain
less clearly delineated. Tajikistan has suffered from
particularly weak debt management structures,
which has contributed to an explosion of external in-
debtedness. More recently, the government has cre-
ated, with technical assistance from the World Bank,
a special debt management unit within the ministry
of finance and has stipulated that all future govern-
ment guarantees require the authorization of the
minister of finance. Turkmenistan has complicated
debt management arrangements. It is in the unique
position, within the region, of being both a large ex-
ternal debtor and creditor, raising two very distinct
debt management problems. The primary responsi-
bility for managing government-guaranteed public
debt rests with the state bank for foreign economic
relations. The central bank manages its own portfo-
lio of guaranteed loans. The situation is further com-
plicated by the existence of a third source—the for-
eign exchange reserve fund, under the direct control
of the President of Turkmenistan—which grants
government guarantees. Debt owed to Turkmenistan
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Box 7.4. Equity Markets in Kazakhstan

Kazakhstan has undertaken a number of important institutional reforms designed to
strengthen and encourage the development of its domestic equity market. In 1996, the
Kazakh National Securities Commission was created to oversee the development of secu-
rities markets. New requirements for the registration of brokers were introduced, mini-
mum capital requirements for market participants were raised significantly, and the cre-
ation of a national association of broker dealers was encouraged. The securities
commission drafted legislation providing a legal framework for issuing convertible bonds.
In September 1997, a new stock market was established, replacing the three smaller mar-
kets for equities established after independence. Preliminary estimates suggest that the
new stock market may have market capitalization as high as $8 billion (EBRD, 1997).

The Kazakh National Securities Commission envisages the development of a three-
tiered domestic equity market. The first tier would consist of "blue chip" companies which
would fulfill stringent listing requirements. The second tier would include companies on a
pre-relisting board which would meet less stringent listing requirements. Finally, the eq-
uity market would provide over-the-counter trading facilities for unlisted companies. The
development of the domestic equity market has been strengthened by the commitment of
the Kazakh government to undertake a rapid and far-reaching program of privatization.

Kazakhstan has tried to link the development of securities markets to pension reforms,
by establishing a number of private pension funds which are expected to provide the do-
mestic market with liquidity. Available data suggest that the use of equity sources for pri-
vate sector financing for investment projects has been limited, and largely restricted to
Kazakhstan. There are early indications that foreign investors are showing interest in
Kazakh equity. In 1997, a number of investment funds were created with the objective of
investing in both listed and unlisted equities, and in convertible securities.

is primarily tracked by the ministry of oil and gas, al-
though some debt monitoring is also undertaken by
the central bank, and repayments are directed to both
the foreign exchange reserve fund and the budget.

Improvements in debt management techniques in
the Central Asian states have thus been limited essen-
tially to developing the recording of debt flows and
limiting the extent to which government guarantees
are granted. Little progress has been made in devel-
oping risk management techniques. While data on
currency composition of external debt are not readily
available, the Central Asian states have borrowed
heavily in two or three foreign currencies. They have
large open positions, which exposes them to foreign
currency risk. Sharp adverse swings in exchange
rates could potentially create debt-servicing prob-
lems. Another important weakness of current debt
management practices is the lack of a thorough eval-
uation of debt sustainability based on medium-term
projections of the balance of payments, debt-
servicing requirements, and future debt disbursements.
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VIII Structural Reforms

Jon Craig, Ivailo Izvorski, Harry Snoek, and Ron van Rooden

A chieving macroeconomic stabilization has been
a key element of economic reform programs in

transition countries, and many agree that sustained
stabilization is essential for the resumption of eco-
nomic growth. While stabilization appears to be a
necessary condition for achieving growth, it is not a
sufficient one. Another important condition for
restoring sustained growth is structural reforms. In
this regard, recent studies have shown that there is
no shortcut to reforms; a comprehensive package
combining progress in all areas, ranging from price
and exchange liberalization to creating a market-ori-
ented legal framework, is required.1 Some of these
reforms can be undertaken virtually overnight, such
as price liberalization, but others take more time to
develop and implement by their very nature, includ-
ing securing property rights and establishing a rule
of law. Still, developing institutions that create a
market-friendly environment cannot be delayed for
too long, as the institutional vacuum that may appear
will create opportunities for rent seeking and corrup-
tion. This will foster the development of strong
vested interests, which, in turn, will oppose free
competition, undermine the application of a rule of
law, and may bring the transition process to a halt.

This section describes the progress that has been
made in the five Central Asian states in implement-
ing a number of key structural reforms: price liberal-
ization, enterprise reform, financial sector reforms,
and fiscal reforms. Reform of exchange and trade
regimes—an important component of structural re-
forms—was discussed in Section VI.

Price Liberalization

As described by Kornai (1994), one of the key
changes that is needed in the transformation to a
market economy is to force a move from a sellers'
market to a buyers' market. This primarily requires
price liberalization. When Russia launched its price
liberalization program on January 2, 1992, the Cen-

1See Havrylyshyn and others (forthcoming).

tral Asian states had little choice but to follow. Ka-
zakhstan and the Kyrgyz Republic implemented sub-
stantial price liberalization in the succeeding period
and avoided significant policy reversals. With the
exception of some monopoly products and utilities,
Kazakhstan virtually completed its price liberaliza-
tion by 1994 (when energy prices were freed) and
eliminated most state orders. The Kyrgyz Republic
initially kept subsidies on a small set of foodstuffs
(primarily milk and bread), controlled the prices of
monopoly products (including gas, electricity, and
heat), and retained some agricultural state orders
until 1993-94. In 1995 only nine monopoly prices
were regulated by profit margin requirements, and
by 1997 these were also mostly abolished.

Price reforms in Tajikistan, Turkmenistan, and
Uzbekistan tended to be slower and more erratic.
Tajikistan lifted price controls on 80 percent of all
goods in 1992, only to reintroduce some control in
1993, and to resume price liberalization in 1995. By
1996, most prices had been liberalized, with the ex-
ception of utilities and transportation. Similarly,
Uzbekistan liberalized most retail prices in 1992 but
maintained a card system for price-controlled goods.2

Some backtracking of the initial liberalization took
place before price reform was resumed in 1994. By
1998, price controls still existed for utilities and trans-
portation, and for a large number of monopoly prod-
ucts including most foodstuffs. State orders remain in
effect for cotton and wheat. Turkmenistan kept over
400 goods and services subject to price controls until
January 1995, when the number was reduced to 51.
Following further liberalization in 1997, a number of
goods and services3 still remain under price controls;
state orders are maintained for cotton and wheat.

All five countries in the group maintained admin-
istered prices for a number of natural monopoly

2Key consumer items (bread, flour, macaroni, vegetable oil,
milk, meat, eggs, sugar, tea, and soap) as well as electricity,
water, heating, and some other utilities were rationed at con-
trolled prices through the card system.

3Most notably, flour, bread, milk, cottonseed oil, rice, and
sugar; as well as heating, rent, transportation, telecommunica-
tions, gas, oil, and water.
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services—notably electricity, water, heat, transporta-
tion, and telecommunications—that were priced
below recovery cost. In all of the countries, prices
for these services have been periodically adjusted
closer to recovery-cost levels, but in most of them,
prices still remain well below recovery-cost levels.
Only Kazakhstan has made significant progress in
this regard.

Enterprise Reform

A second key element of the transformation to a
market economy is the enforcement of hard budget
constraints on state enterprises via the elimination of
various support mechanisms, such as budgetary sub-
sidies, directed low-cost credits, tax exemptions and
arrears, and interenterprise arrears. Together with
price liberalization, this should provide incentives
for the profit maximizing behavior of economic
agents. Enterprise reform is needed to facilitate a re-
allocation of resources from old to new activities,
via closures and bankruptcies, the creation of new
enterprises, and restructuring within surviving firms.

Rehabilitation of State Enterprises

In general, the initial stage of the enterprise re-
form process—at times considered by Central Asian
states' authorities as privatization rather than just a
first step toward it—involved the setting up of state
enterprises as independent units, that is, corporatiza-
tion, during which enterprises were typically turned
into joint stock companies, with more clearly de-
fined owners and balance sheets. The second stage
generally involved attempts to restructure state en-
terprises, either with a view toward their future pri-
vatization or liquidation, or to make them more effi-
cient state-run entities in the case of natural
monopolies. The leading reformers in Central
Asia—Kazakhstan and the Kyrgyz Republic—have
advanced the furthest in restructuring state enter-
prises. Uzbekistan has also made some progress; 130
enterprises have been declared bankrupt by the
courts and 70 have been referred for restructuring,
although there is no agency with responsibility for
overseeing the restructuring process. Turkmenistan,
on the other hand, has not yet started to deal substan-
tively with the largest, loss-making state enterprises.

Kazakhstan has used various methods to deal with
large loss-making, state-owned enterprises. Initially,
to facilitate restructuring, enterprises were placed
under management contracts with outside (including
foreign) parties. By mid-1997, 12 contracts out of a
total of 47 had resulted in a transfer of equity. Full
buyouts were rare, however, and following increas-
ing accusations of corruption and asset stripping, the

authorities shifted emphasis to state-led restructur-
ing under the State Property Committee and the Re-
habilitation Bank, an agency set up with World Bank
funding to restructure insolvent enterprises. The Re-
habilitation Bank was intended to control all finan-
cial transactions of the state enterprises undergoing
restructuring and to be their sole source of credit. By
mid-1998, 26 out of 46 enterprises had either been
liquidated or offered for sale. Meanwhile, the au-
thorities have increased emphasis on case-by-case
privatization. In the Kyrgyz Republic, a specialized
agency—the Enterprise Reform and Resolution
Agency—was created to deal with the restructuring
of large, loss-making, state-owned enterprises. By
1995, the agency had completed diagnostic studies
(sponsored by the World Bank) of 28 enterprises.
During the evaluation phase, access to bank credits
for these enterprises was cut off and some employ-
ees were put on administrative leave. Following au-
dits, five enterprises were liquidated and four were
removed from the program. The remaining enter-
prises were downsized, including through the di-
vestiture of social assets, and restructured; the sale
of these enterprises was almost complete by mid-
1998. The rehabilitation of other public and private en-
terprises is to be pursued under an Asian Development
Bank corporate governance adjustment operation.

Privatization of State Enterprises

Progress with privatization programs varied
among the Central Asian states. Typically, the
countries in the region designed their privatization
programs in three stages. The first stage concen-
trated on the privatization of small-scale enter-
prises and housing, and was implemented by means
of auction sales, employee buyouts, or outright do-
nation to workers. The second stage entailed mass
privatization of mostly medium-sized enterprises.
The third, and final, stage involved case-by-case
privatization of large-scale enterprises, including
natural monopolies and infrastructure. The Kyrgyz
Republic completed the privatization of small-scale
enterprises (with fewer than 100 employees) during
1991-93, mostly through outright sales by its state
property fund. Kazakhstan and Uzbekistan fol-
lowed close behind, privatizing about 90 and 96
percent, respectively, of the targeted small enter-
prises. Turkmenistan has, thus far, privatized al-
most one-half of the 4,000 approved small state
enterprises. Privatization gained momentum in
Tajikistan during 1998 and over 1,100 small enter-
prises were privatized.

The methods and timing of the first privatization
waves differed across countries. In Kazakhstan, be-
ginning in 1991, approximately 10 percent of the as-
sets of small enterprises were sold directly to man-
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agers and workers. In Uzbekistan, privatization began
somewhat later in 1992, and was implemented
through a variety of methods, such as employee/man-
agement takeovers and leasing arrangements. In
Turkmenistan, the first stage started in 1993, with 80
percent of the small-scale enterprises sold transferred
to employees (who were obliged to continue existing
activities); the remainder was sold in cash auctions.
In Tajikistan, until 1995, the privatization of small
enterprises could be initiated only by the employees,
thus constraining the process. With the exception of
Turkmenistan, where housing reform has barely
begun, almost all housing has been privatized in the
Central Asian states.

By 1993, Kazakhstan and the Kyrgyz Republic
were entering the second stage of their privatization
programs, while Turkmenistan was still enacting its
initial privatization law, and Tajikistan was in the
midst of a civil war with all reform efforts put on
hold. In Kazakhstan and the Kyrgyz Republic, a
voucher scheme was the main vehicle for privatiz-
ing medium- and large-scale enterprises. All citi-
zens received (tradable) vouchers that they used for
direct purchases of shares in state enterprises or in-
vested in licensed privatization funds. These priva-
tization funds bid for shares in the state enterprises,
which were then converted into joint stock compa-
nies. Employees typically received from 5 to 10
percent of the shares, while the funds could bid for
25 to 51 percent of the value of the company (the
Kyrgyz Republic was at the lower end and Kaza-
khstan at the higher end of this range), and the re-
maining shares were sold in cash auctions. Voucher
privatization has been completed in these two coun-
tries. The second stage proceeded somewhat differ-
ently in Uzbekistan and Tajikistan. In Uzbekistan
each citizen could purchase 100 shares in one of
several privatization investment funds, and each
fund used these personal shares to purchase prop-
erty from the government. The enterprises priva-
tized in the second stage were first converted into
joint stock companies and then sold either through
coupon auctions or cash auctions. In Tajikistan the
shares of the joint stock companies were either sold
or transferred to the employees or remained in state
hands. Turkmenistan is still largely at the prepara-
tory phase of the second stage of its privatization
program.

The third stage of privatization deals with large-
scale enterprises, monopolies, or hard-to-sell en-
terprises. The disposal of this property involves
initial corporatization, followed by case-by-case
attempts to sell the enterprises. Some of these com-
panies have considerable social assets, which com-
plicates their sale. The third stage of privatization
is proving to be a slow and difficult task within the
region, although it is well under way in Ka-

zakhstan. In the Kyrgyz Republic, the privatization
program was relaunched in 1998, following a sus-
pension in 1997 because of an investigation of past
privatization practices and allegations of miscon-
duct, but only a few enterpises were sold. Progress
has also been slow in Uzbekistan, with only a few
large enterprises privatized to date (Box 8.1). The
privatization of medium- and large-scale enter-
prises has barely begun in Turkmenistan. While
also a latecomer on the scene, Tajikistan made sig-
nificant progress during 1998 in corporatizing and
selling shares in medium- and large-scale enter-
prises. In early 1999, an international tender was
announced for the privatization of 22 state-owned
cotton ginneries, and the state cotton monopoly
was liquidated.

Some progress has also been made in privatizing
agriculture in the region. The present constitutions
of the Central Asian states do not permit private land
ownership. The state, therefore, remains the sole
owner of all land and mineral resources, although it
can allocate land to cooperative or private entities
through leases of various lengths and grant right-of-
use and tradable status. Initially, agricultural reform
in the Central Asian states concentrated mainly on
the transfer of land control from state farms to coop-
erative farms—by law, privatizing the land, but, in
reality, maintaining old relationships, including
through state orders and state monopolies of input
and marketing services. In Kazakhstan, more than
80 percent of farmland has been privatized. Farm
privatization has often led to cooperative structures,
providing individual farmers with long-term leases
and buyout options to the land. Execution of such
options has been limited, however, because of un-
clear property rights, although leases can be trans-
ferred and inherited. In 1993, the Kyrgyz Republic
started distributing long-term leases with transfer
and inheritance rights, and now more than half of the
arable land is leased on 99-year terms. In October
1998, an amendment to the constitution was ap
proved, allowing private land ownership. The land
code will be amended accordingly. Starting in 1991,
arable land in Uzbekistan was transferred to cooper-
ative farms and leased to individual farmers. The
new land code of 1998, however, declared all land
that cannot be traded or mortgaged to be state prop-
erty. In Tajikistan, the revised land code of 1996 al-
lows lifetime leases with transfer and inheritance
rights, but the issuance of land titles has been slow.
Land reform in Turkmenistan was initiated at end-
1996. The program provides for an initial, free, two-
year lease, with potential ownership rights afterward
(but without the right to sell), contingent upon ful-
fillment of government-determined output targets
for cotton and wheat. Registration of land titles has
been very slow so far.
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Enforcement of Financial Discipline on
State Enterprises

A key component of the enterprise reform
process is the enforcement of financial discipline
on state-owned enterprises. Progress toward sub-
jecting state enterprises to hard budget constraints
has been uneven. Kazakhstan and the Kyrgyz Re-
public had eliminated subsidized bank credits by
1995. In the Kyrgyz Republic, there is still bud-
getary lending to some enterprises at subsidized
rates, although such lending is being phased out.
The rest of the group has generally been less suc-
cessful in these areas, as they continued to use cen-
tral credit as a means of maintaining output and
employment. In 1993-94, Uzbekistan replaced out-
right directed credits with central bank loans, chan-
neled through the ministry of finance, primarily to
the agricultural, mining, and steel sectors, but this
was reversed in 1997. In mid-1993, the government
guaranteed the extension of short-term credits at
below 3 percent interest to finance enterprise wage
increases in line with government wage adjust-
ments. As of end-1996, directed credits to sectors
other than agriculture had been mostly eliminated.

Turkmenistan terminated directed credits in early
1996, only to significantly resume them (on highly
preferential terms) later in the year and during
1997-98, mainly to finance the agricultural sector.
In Tajikistan, while directed credits were, in princi-
ple, prohibited by presidential decree in 1997, the
central bank was instructed to continue issuing
credits to state-owned enterprises.

Interenterprise arrears—often a substitute for
bank or budgetary financing—were a serious prob-
lem in the Central Asian states. Attempts to periodi-
cally monetize such arrears fueled inflation and sent
wrong signals to state enterprises about the govern-
ment's intention to impose hard budget constraints.
In 1994, Kazakhstan, undertook such an operation,
substantially derailing its stabilization program.
Likewise, the rapid credit expansion in Uzbekistan
in 1993 largely reflected the monetization of arrears.
Turkmenistan engaged in similar operations, al-
though interenterprise arrears grew sharply, related
partly to the nonpayment for gas exports. Bank-
ruptcy procedures, another important component of
enforcing financial discipline, are discussed in the
next section.
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Box 8.1. Progress with Privatization of Nonfinancial State Enterprises

Kazakhstan

The small-scale enterprise privatization program
was officially concluded in 1997 and attention then
shifted to restructuring of the energy and heat sector,
railways, and telecommunications enterprises, as well
as to the continuation of the case-by-case privatization
program, aimed at some of the largest state-owned en-
terprises. During 1997, a number of contracts were
signed with foreign firms covering the sale and man-
agement of enterprises and of oil and gas fields. In
1998, the authorities committed themselves to the
notation of shares in four large "blue chip" enterprises
and to sign contracts with lead managers on future
flotation of an additional five "blue chip" companies,
although these plans were delayed, partly because of
the unfavorable international economic situation. They
also undertook to review management practices to im-
prove efficiency and transparency. All remaining
medium-sized enterprises listed under the third-stage
privatization are to be sold.

Kyrgyz Republic

By mid-1997, approximately two-thirds of the
medium- to large-scale enterprises had been sold. A
number of heavily indebted enterprises were also re-
structured with support from the World Bank with a
view toward exploring whether they could ultimately be
privatized. The privatization of larger enterprises out-
side the mass privatization program was halted in 1997,

pending the outcome of an investigation on whether en-
terprises had been sold too cheaply. The investigation
was completed in December 1997 and the privatization
program was restored. The government has initiated a
plan to transform state enterprises operating in the key
areas of aviation, mining, gas, oil, and telecommunica-
tions into viable businesses that make regular tax pay-
ments and service their debts.

Uzbekistan

Initial privatization efforts concentrated mainly on
housing and small-scale enterprises, where consider-
able progress was made. Several state enterprises have
been transformed into joint stock companies. Despite
the sale of 25-30 percent of shares of many of these
companies to employees, the private sector does not
hold a controlling share in most of them. Moreover, as
long as the state retains at least 25 percent of the
shares, it still has a controlling vote. Even when the
state holds as little as 1 percent of the shares, a share-
holder meeting cannot take a vote unless the state's
representative is present. Beginning in 1996. minority
stakes in 150 medium and large enterprises were sold
to privatization investment funds in auctions. Individ-
uals could participate by purchasing stakes in the pri-
vatization investment funds. Follow-up sales, how-
ever, have been delayed. The authorities are planning
to privatize six large enterprises through international
tenders.

©International Monetary Fund. Not for Redistribution



Financial Sector Reforms

Legal and Institutional Reforms

Legal and institutional reforms are an integral part
of the transition to a market economy. Setting up a
legal and institutional framework that guarantees
and enforces property rights and safeguards private
property is an important precondition for healthy
private sector development. A major problem in the
Central Asian states is the lack of experience with
clearly defined property rights; legal systems in ex-
istence over the past 70 years precluded such rights.
As important as the enforcement and guaranteeing
of property rights, are the laws that assist economic
agents in making and amending contracts. More
broadly, the civil codes of the countries, dating back
to Soviet times, need to be updated and transformed.
With the exception of Kazakhstan, none of the Cen-
tral Asian states have embarked on in-depth reform
of their civil codes, a serious deficiency given the
needs of the market system. Commercial disputes
are also rarely settled in the courts, because of the
general inexperience with commercial contracts.

Related to civil codes reform is the need for the de-
velopment of corporate laws and the enforcement of
bankruptcy laws. In the initial stages of economic re-
form, all of the countries passed bankruptcy laws that
were aimed mainly at the liquidation of loss-making
enterprises. Although these laws clearly defined liqui-
dation procedures, they contained insufficient provi-
sions governing the restructuring process. Kazakhstan,
for example, applied its bankruptcy law (originally
adopted in 1992) only after a major revision in 1994,
allowing the restructuring of loss-making enterprises.
Turkmenistan has never applied its bankruptcy law,
while the Kyrgyz Republic's courts apply the law spo-
radically (only 14 out of 250 loss-making enterprises
were closed and 25 were reorganized). However, the
Kyrgyz State Property Fund now has plans to start
bankruptcy proceedings against 400 enterprises in its
portfolio, which is expected to help identify areas for
improvement in the bankruptcy law and strengthen fi-
nancial discipline. In Uzbekistan, the bankruptcy law
has been applied more rigorously following a revision
in 1996, which incorporated the concept of limited lia-
bility of the shareholders in joint stock companies;
130 of the 200 complaints filed with the courts have
resulted in bankruptcies and the remainder have been
referred for rehabilitation.

As of end-1997, the bankruptcy laws of the Cen-
tral Asian states contained several identical basic
elements (Table 8.1). Insolvency occurs when the
debtor cannot meet its liabilities as they fall due, in-
cluding tax obligations in the case of Uzbekistan
(but not in the other countries).4 All laws allow for

4See EBRD (1997), pp. 176-213.

restructuring if the majority of creditors reach a
binding agreement with the debtor. Liquidators are
court appointed in all cases; in Tajikistan and Uzbek-
istan, creditors are also consulted before the appoint-
ment. Specialized courts have not been set up to
apply the law, other than the arbitration courts in
Tajikistan and Uzbekistan. As noted before, the law
has not been applied in Turkmenistan, and only a
small number of enterprises have been declared
bankrupt in Tajikistan.

The Central Asian states have also passed a series
of laws establishing a more level playing field for
small and large enterprises and, in particular, laws
safeguarding competition. In the Kyrgyz Republic,
the 1994 Antimonopoly Law defines a monopoly as
a company or a product with a domestic market
share of 35 percent. The so-called natural monopo-
lies (railways, communications, energy, gas, water
and sewage, tobacco and alcohol) and the so-called
permitted monopolies (civil aviation, oil, publish-
ing, coal and gold mining) are subject to regulation,
while the "temporary" monopolies5 are monitored
but not regulated.6 The 1996 Antimonopoly Law in
Uzbekistan considers a product or a firm a monop-
oly if its share is more than 65 percent, up from a
35 percent limit in the previous version of the law.
The Antimonopoly Committee is charged with
monitoring the prices of all enterprises, including
those considered to be natural monopolies (gas, oil,
communications, rail). Antimonopoly legislation is
at an early stage of development in Tajikistan and
Turkmenistan.

Financial Sector Reforms

Evolution and Reform of the Banking Systems

During the initial years of independence
(1991-92), the banking systems of the five Central
Asian states continued to be segmented and sector-
oriented. The state was still—directly or indirectly
through public enterprises—a major shareholder in
most banks, which, as discussed in Section V, re-
mained largely dependent on central bank financing.
At the time of independence, the five states adopted
their own banking laws, allowing universal banking.
The number of commercial banks (which had al-
ready expanded from the five traditional ones7 fol-
lowing banking sector reforms in the Soviet Union
in 1987-88) continued to increase rapidly, especially

5Monopolies that will be broken up by the restructuring and
privatization of the associated enterprises.

6See EBRD (1997).
7The Promstroi, Agroprom, and Zhilsots Banks, the Savings

Bank, and the Vneshekonom Bank.
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Table 8.1. Bankruptcy Laws in the Central Asian States

Specialized
Status Insolvency Reorganization Liquidator Claims Courts Law Applied

Kazakhstan Passed: 1992, Debtor unable to If majority of Court appointed, no Cost of liquidation, None. Yes.
revised in 1994 meet liabilities falling creditors reach a special qualifications personal injury claims,
and 1997. due, or debtor's binding agreement needed, no government and social security wages

liabilities exceed its with debtor. regulation. take priority.
assets.

Kyrgyz Passed: 1993, Debtor unable to If majority of Court appointed, no Cost of liquidation, None. Yes, 14 out of 250
Republic revised in 1997. meet liabilities as creditors reach a special qualifications personal injury claims, enterprises have

they fall due. binding agreement needed, no government and wages take priority. been closed, 25
with debtor. regulation. reorganized.

Tajikistan Passed: 1992. Debtor unable to If two-thirds of Chosen by creditors Liquidation expenses Arbitration court. Yes.
meet liabilities or creditors reach a and approved by the have higher seniority
taxes; petition filed binding agreement court. than all other claims.
for payments 90 days with debtor and Unclear whether taxes,
overdue. court approves. employee remuneration,

and social security
claims have higher
priority.

Turkmenistan Passed: 1993, Debtor unable to If majority of Court appointed, no Cost of liquidation, None. No.
revised in 1997. meet liabilities as creditors reach a special qualifications personal injury claims,

they fall due. binding agreement needed, no government and wages take priority.
with debtor. regulation.

Uzbekistan Passed: 1994. Debtor unable to If two-thirds of Court appointed, in Priority over all other Economic and Yes, but
meet liabilities or creditors reach a consultation with claims, settled outside arbitration courts. infrequently.
taxes; petition filed binding agreement creditors; no special debtor's estate.
for payments 90 days with debtor. qualifications needed.
overdue.
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in Kazakhstan (Box 8.2). Most new banks were es-
tablished by state enterprises as a conduit for central
bank credit. The structure of the banking systems,
however, did not change very much. As most new
banks were very small, the traditional banks (or their
successors) continued to dominate the banking sys-
tems, accounting for about 75 percent of bank credit
in Kazakhstan to 90 percent and more in Uzbekistan
and Tajikistan at end-1992. All countries lifted the
monopoly of the Savings Bank on household de-
posits during 1991-92, but continued to guarantee
the deposits held with this bank, giving it a competi-
tive advantage over other banks. Uzbekistan limited
banks' holdings of household deposits to their capi-
tal for several years and, as a result, most household
deposits remained with the Savings Bank.

Financial sector reform has constituted an impor-
tant element of the reform programs of transition
economies. Following the halt of transfers from the
Soviet budget to finance enterprises, the role of the
banks needed to change from mere administrators of
transfers to the intermediaries between savers and
investors, and to the allocators of scarce resources to
the most efficient enterprises. In addition, banks
were the conduit through which monetary policy—
which became an active instrument—was transmit-
ted. The efficiency and health of banks, however,
was threatened by the impact of the stabilization and
reform process, as borrowers had to adjust to ongo-
ing changes, including sharply higher interest rates.

In the fastest reformers, Kazakhstan and the Kyr-
gyz Republic, banking sector reform was done in
two stages.8 In the first stage (1993-94), both coun-
tries began to eliminate small banks—many could
not compete in an environment of higher interest
rates and with a lack of directed credits—by raising
minimum capital requirements. Banks unable to
comply with the new requirements were closed.
Given that the banks that were closed were small and
generally held only deposits of their sharehold-
ers, this restructuring was implemented without
much cost. In addition, licensing requirements were
tightened and prudential regulations strengthened.
At the same time, the government's share in com-
mercial banks was gradually reduced.

In the second stage of reforms (1995-96),9 bank
supervision was further strengthened and the prob-
lems of the large banks were addressed. In 1994,
banks were audited, revealing nonperforming debt

8For a detailed discussion of banking sector reforms in Ka-
zakhstan, see Hoelscher (1998). The paper shows that although
substantial reforms in the structure of Kazakhstan's financial sys-
tem had been accomplished by the end of 1997, the banking system
had not yet begun to play an active role in financial intermediation.

9In both countries, the banking sector restructuring was sup-
ported with World Bank assistance.

equivalent to 55 percent of total portfolios in Ka-
zakhstan and 70-80 percent in the Kyrgyz Repub-
lic. These bad debts were mostly held by succes-
sors of the traditional specialized banks and related
to government directed credits provided in earlier
years. The importance of the larger banks often
precluded their closure, although in the Kyrgyz
Republic, the Elbank (formerly the Savings Bank)
and the Agroprombank were closed. In general,
banks were restructured through mergers, recapi-
talization by government or private sector funds,
and transfer of a large portion of nonperforming
debt to special debt-recovery agencies (Box 8.3).
As part of their restructuring efforts, both countries
introduced new central bank and banking laws, en-
hancing the powers of their central banks. Banking
supervision regulations were brought closely in
line with international standards,10 while addi-
tional legislation was introduced to promote finan-
cial sector development.

The restructuring programs in Kazakhstan and the
Kyrgyz Republic brought into the open the very high
costs of the lack of proper banking procedures and
supervision in the initial years of independence. In
the Kyrgyz Republic, the total costs to the govern-
ment of the reform were as high as 5 percent of GDP
in 1996, or 31 percent of budget revenue, although
these costs were financed mostly through long-term
bond issues, and only the interest payments on them
were immediately reflected in government expendi-
ture. In Kazakhstan, nonperforming loans equal to
11 percent of GDP were transferred from the banks
to special debt-recovery agencies.

Despite the progress made, the restructuring effort
in these two countries is far from complete. In Kaza-
khstan, the share of nonperforming loans in total
credit declined, but still exceeded 40 percent at end-
1996. A number of large foreign banks brought
much needed banking expertise to the country. How-
ever, the general skill level in many of the indige-
nous banks—the four largest of which still account
for about one-half of total assets—remained low.
Progress was faster in the Kyrgyz Republic. A large
share of nonperforming debt was taken out of the
banks and the recapitalization of the banks was
stronger. By mid-1997, all banks complied with the
prudential guidelines, and the share of nonperform-
ing debt was reduced to 7 percent.

The other three Central Asian states progressed
more slowly in the restructuring of their banking
systems. Uzbekistan and Turkmenistan improved
bank supervision, but in both countries little has
been done to restructure the financial system, which

10However, Kazakhstan gave banks five years to comply with
the new prudential regulations.
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Box 8.2. Banking System Reform in the Central Asian States

Kazakhstan
The number of banks increased rapidly after the 1988

reforms to 204 by end-1993, although the banking system
remained dominated by the traditional specialized banks.
Banking system reform in the subsequent period reduced
the number of banks to fewer than 100 by 1997 through
mergers and closures. In December 1991, all banks were
allowed to accept deposits from and lend to all sectors.
Banking system reforms were initiated following adop-
tion of a new banking law in 1993. In 1994, the special-
ized banks were reorganized, prudential regulations tight-
ened, and noncomplying banks were merged or closed.
The restructuring of the banking system was intensified
during 1995-96. and the number of banks with state par-
ticipation was reduced. Supported by new central bank
and commercial baaik laws, the National Bank of Kaza-
khstan further tightened prudential regulations, bringing
them closer to international standards. Larger banks with a
high share of bad debt were restructured ant! nonperform-
ing loans transferred to Iwo debt-recovery institutions.
However, the share of nonperforming loans in the banking
system, although declining, remained high. In 1996, the
fourth largest bank was closed; in 1997, two other large
banks, one private, were taken over by the government,
merged, and recapitalized. The same bank was repriva-
tized in 1998. A program was also adopted, under which
banks have to comply with all prudential regulations, in-
cluding capital adequacy, over a five-year period.

The Kyrgyz Republic
The 1991 Banking Law allowed universal banking for

all banks. Nevertheless, banks remained sector ori-
ented and the four traditional specialized banks ac-
counted for 85 percent of total loans by end-1992. Im-
proved supervision of banks in 1993—94 revealed large
financial problems and a high share of bad debts. Li-
censing was tightened, banks were prohibited from
lending to enterprises with nonpetforming loans, and in-
tervention by the National Bank of the Kyrgyz Republic
was stepped up, including placing banks under their
temporary administration. In 1995, as part of a compre-
hensive financial restructuring program, two state banks
were closed, and a debt restructuring agency was set up.
Two Other former specialized banks were downsized
and recapitalized. In 1996. new central bank and bank-
ing laws were adopted, prudential regulations were
brought in line with international practices, and prepara-
tions were started on legislation for the development of
nonbank financial institutions. By mid-1998, almost all
banks complied with the new prudential guidelines, and
the share of bad debt in banks" portfolios declined dra-
matically compared to 1996.

Tajikistan

As in the other Central Asian stales, five banks ac-
counted for 90 percent of total bank credit and they still
dominate the banking sector. Although the Law on Banks

and Banking Activity of 1991 allowed universal banking,
the banks remain sector oriented and most banks are di-
rectly or indirectly state owned. During 1996-97, bank-
ing supervision regulations were tightened and brought
more in line with internationally accepted practices.
Most banks fail to comply with the regulations, how-
ever, and major banks remain severely undercapitalized,
and the share of nonperforming loans in banks' portfo-
lios is estimated to be high. To tackle these problems, a
number of initiatives were taken in mid-1998: a com-
prehensive bank restructuring program was initiated and
diagnostic studies of the major banks were conducted;
revised and simplified prudential regulations consistent
with international standards were introduced, including
loan classification and provisioning guidelines; and
loan-loss provisions were made tax deductible.

TurkmeniMan

The number of banks in Turkmenistan, most of which
are directly or indirectly government owned, increased
to 22 before declining to 15 in 1998 through mergers
and closures. The banking system remains dominated
by four traditional banks, which account for a major
share of total bank credit. The bulk of banks' lending
operations consists of channeling directed credits and
foreign loans to designated state enterprises. A new
banking law was adopted in November 1993. Bank su-
pervision regulations were brought more in line with in-
ternational standards in 1995, and even further in 1998.
but compliance remains poor. Banks have not been au-
dited by international auditors, but the share of nonper-
forming loans is believed to be large. At the end of
1998. a number of measures pertaining to the banking
system were introduced, including mergers of several
partially state-owned banks, reinforced sector concen-
tration of banks, and the prohibition of State enterprises
from holding accounts with private banks.

Uzbekistan
At end-1991, five traditional banks (out of a total of

2! banks) accounted for over 96 percent of all bank
credit. The 1991 banking law allowed for universal
banking, although banks could not accept deposits from
households in excess of their capital until 1994. New
banking and central bank laws were adopted in 1996.
under which the central bank's powers to regulate banks
were enhanced. In November 1996, loan classification
and provisioning guidelines were issued and operations
of 17 banks with excessive amounts of nonperforming
debt were restricted, but implementation of the new reg-
ulations remains difficult. In 1998, the banking sector
continued to be dominated by the state-owned National
Bank of Uzbekistan, which accounts for 60 percent of
all banking assets. The national bank and other state-
owned banks extend directed credits to state-owned en-
terprises and enforce tax. trade, and wage regulations;
enterprises without foreign participation are required to
have only one bank account.
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continues to be dominated by the traditional special-
ized banks. The banks have not been audited, and
are thought to be largely insolvent, although there
are no hard data to confirm this. In late 1998, Turk-
menistan announced plans to merge some of the
(partially) state-owned banks to further increase
their specialization and to achieve greater govern-
ment control. In Tajikistan, a wide-ranging banking
reform program was initiated in 1998, including au-
dits of the major banks by international accounting
firms. While the number of small banks declined,
the banking sector remains dominated by the tradi-
tional, specialized banks.

The experiences of Kazakhstan and the Kyrgyz
Republic illustrate that it will take some time before
banks in the region can play an important role in in-
vestment financing. Even in the two more rapidly re-
forming countries the role of the banking system
continues to be limited. The currency to deposit ra-
tios, although declining, remain high, indicating a
reluctance on the part of the public to hold bank de-
posits. While the slow pace of development of the
banking system may reflect, to some extent, a gen-
eral lack of confidence in the new currencies of the
countries, resulting in high velocities of broad
money (see Section V), it also confirms that
strengthening the public's trust in the banking sys-
tem is likely to be a lengthy process.

Bank Supervision

Bank supervision was introduced in the Soviet
Union with the advent of a two-tier banking system
in the late 1980s. The 1991 Law on the State Bank of
the Soviet Union required Gosbank to set up pruden-
tial regulations pertaining to minimum capital and
capital-asset ratios, liquidity requirements, single
borrower limits, maximum foreign exchange hold-
ings, interest, and exchange rate risks. The licensing
of banks was the responsibility of republican central
banks (except for all-union banks). Following inde-
pendence, the five Central Asian states followed the
Gosbank model of bank supervision and the central
banks became responsible for the licensing and su-
pervision of banks. Because of a lack of experience,
however, the issuance and enforcement of prudential
regulations took several years.

As part of their financial sector reforms, Ka-
zakhstan and the Kyrgyz Republic turned their atten-
tion to bank supervision in 1993. Initially, the main
prudential regulation was a minimum capital require-
ment. In 1994, both countries initiated bank audits,
while Kazakhstan further strengthened prudential reg-
ulations through introduction of a risk-weighted capi-
tal-asset ratio based on international standards. This
was complemented by issuance of loan classification
and provisioning guidelines in 1995. The Kyrgyz Re-

public also issued such guidelines in 1995 and
brought prudential regulations up to international
standards by early 1997 as part of the second phase of
banking sector reforms. In both countries, the im-
provement in regulations was supported by a rapid
expansion in the bank supervision departments of
their central banks.

Bank supervision regulations in Turkmenistan de-
veloped along similar lines, although their enforce-
ment has been much weaker and bank inspection
needs improvement. Moreover, banks have not yet
been audited. In early 1998, prudential regulations
were further strengthened, including through an in-
crease in the minimum capital adequacy requirement
to the manat equivalent of one million U.S. dollars,
and an increase in the capital adequacy requirement
to 10 percent of risk-weighted assets. Uzbekistan and
Tajikistan were relatively late in improving bank su-
pervision. Uzbekistan introduced loan classification
and provisioning guidelines, mandatory annual au-
dits, and a strengthened off- and on-site supervision
system in 1996. Prudential ratios fall short of interna-
tionally accepted levels, however, and loans are not
yet classified adequately for sound risk management.
Tajikistan tightened prudential regulations in
1995-96, but it was not until 1998 that they were
brought up to international standards.

Accounting System

The accounting system that the Central Asian
states inherited from the Soviet Union applied uni-
formly to the central and the commercial banks. The
system included detailed accounts at the level of in-
dividual enterprises but lacked information needed
for modern bank accounting. In addition, the unified
system was oriented toward commercial banks and
inappropriate for modern central banking. By 1997,
Kazakhstan, the Kyrgyz Republic, and Uzbekistan
adopted new charts of accounts, which are manda-
tory for all financial institutions; Tajikistan followed
in January 1999. Turkmenistan still uses the tradi-
tional chart of accounts, although it introduced an
updated version in March 1998 as an intermediate
step toward introducing a new plan of accounts in
line with international systems in 1999.

Payments System

Under the Soviet system, individuals made pay-
ments in cash, while enterprises transacted by means
of payment orders or payment demand orders.11

11A payment order was issued by the debtor to its bank, request-
ing that payment be made to the creditor. A payment demand order
was issued by the creditor to the bank of the debtor, requesting the
bank to make the payment from the debtor's accounts.
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Box 8.3. Method and Costs of Banking Sector Restructuring in the Kyrgyz Republic

By end-1995, total nonperforming loans in the four
large specialized banks (Agroprom Bank, Elbank,
Promstroi Bank, and AKB Kyrgyzstan Bank) amounted
to som 1.5 billion, or aboul 9 percent of GDP, with per-
forming assets of 3 percent. As a result, all four banks were
largely insolvent, and survived only because of special
terms on their liabilities to the National Bank of Ka-
zakhstan and exemptions from prudential requirements.

The insolvency of these banks caused serious prob-
lems for the economy. The large share of nonperform-
ing assets reduced banks" interest income, and the lack
of confidence in the banks obstructed deposit mobiliza-
tion. Banks thus lacked loanable funds, while they pre-
ferred investing in secure treasury bills over higher risk-
bearing credit. Credit to enterprises increased only
marginally, hampering investment and growth.

In 1996, the Kyrgyz Republic started a restructuring
program for the four largest banks, supported by a loan
from the World Bank of approximately $45 million.
Under this program, the Agroprom Bank and the Elbank
were closed and their recoverable loans-—a total of som
816 million—were transferred to a debt resolution
agency, which was charged with recovering these loans.
The Agroprom Bank—which was replaced by a new in-
terim rural credit system implemented with assistance

from Ihe World Bank—had few individual depositors,
who were paid out from its liquid assets. Tile govern-
ment assumed the debt of the Agroprom Bank (o the na-
tional bank (consisting mainly of directed credits) of
som 965 million by issuing 30-year securities io the na-
tional bank, with a 5 percent annual interest rate (the se-
curity could be paid off with receipts from the debt res-
olution agency). In addition, it paid som 84 million
(part of which was advanced by the National Bank of
Kazakhstan) to small depositors of the Elbank, whiie
som 38 mil l ion from large depositors were transferred
to a new savings and payments corporation.

The Promstroi and Kyrgyzsian Banks were recapital-
ized. The former raised new capital from its private
shareholders (and the government issued som 20 million
in securities in guarantee of credit to a government insti-
tution], reversing the negative net worth position to a
positive one that exceeded the target of 8 percent of risk-
weighted assets. The AKB Kyrgyzstan Bank was unable
io raise new private capital, but. in recognition of the fact
that a large share of its problems stemmed from directed
credits, it received a som 127 million government secu-
rity, bearing a 25 percent annual interesi rate. As a result,
by mid-1997, both banks complied with the National
Bank of the Kyrgyz Republic's prudential regulations.

Under the monobank system, most enterprise pay-
ments were made through Gosbank accounts. Pay-
ment delays did not affect the iatter's liquidity and it
could easily advance the payment to creditors. In the
initial years of transition, due to soft budget con-
straints and easy availability of low-cost credits, enter-
prises and banks lacked incentives to accelerate the
clearing of payments, which could take months. When
interest rate.s were raised, however, bank credit be-
came less easily available, and as governments started
to impose hard budget constraints on state enterprises,
reform of the payment system became essential. All
Central Asian states first centralized interenterprise
payments in a clearing center within the central bank
(1991-92). In the next phase, the countries started to
automate the clearing process, with the objective of
eliminating the large delays experienced under postal
and manual clearing systems. This was supported by
legislation to bring about particular changes; for ex-
ample, in Kazakhstan the execution of payment orders
was forbidden for a lack of funds, and Tajikistan im-
posed penalties in 1995 on banks that delayed settle-
ments. By mid-1997, the interbank payment systems
in Kazakhstan, the Kyrgyz Republic, Tajikistan, and
Uzbekistan were fully or largely automated.

Fiscal Reforms

The major structural fiscal reforms pursued by
the Central Asian states covered the budget process,

including budget preparation and execution; expen-
diture nrioritization and policies, including public
investment plans and reform of subsidy, pension,
health schemes, as well as other aspects of the
social safety net system; tax policy and administra-
tion; and public debt management (see Section
VII).

Reforming the Budget Process

Basic budget laws specifying the procedures and
financial responsibilities of governments and the es-
tablishment of treasuries to manage and account for
government financial flows are essential prerequi-
sites to sound budgeting. Ideally, one might expect
budget laws to precede the development of the trea-
sury institutions. In practice, the legislative base has
lagged behind in the Central Asian experience. For-
mal budget laws were not introduced in Kazakhstan
and the Kyrgyz Republic unti l 1997. The Kyrgyz
law has some interesting provisions, including es-
tablishment of a budget commission to review bud-
get implementation, inclusion of externally fi-
nanced project loans in the budget, and adoption of
more detailed budget appropriation classifications
for spending units. In Turkmenistan, a law on bud-
getary systems was approved in 1996, although a
more comprehensive law on budget operations is
now being drafted. A formal budget law is under
consideration in Tajikistan.
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There has been greater progress with establish-
ing sound centralized treasuries. With the exception
of Tajikistan and Uzbekistan, all countries in the re-
gion have operating treasuries to manage the exe-
cution of their budgets. Uzbekistan took the initial
steps to establishing a treasury in 1996 but work on
the drafting of the related legislation and staffing
subsequently stopped. Tajikistan has recently made
progress on establishing a treasury.

In particular, Kazakhstan has made steady
progress since the formal establishment of its trea-
sury in January 1994—a treasury single account
has been established and the payment process has
been taken over from the central bank; accounting
of all borrowing and debt service payments has
been placed directly under the treasury single ac-
count; and the accounting and budget frameworks
and the chart of accounts have been redeveloped. In
the Kyrgyz Republic, the treasury became fully op-
erational in 1996 and was integrated into the bud-
get execution process in 1997. All bank accounts
operated by ministries and budget institutions, in-
cluding extrabudgetary accounts, have been closed
and their balances consolidated in the treasury sin-
gle account maintained at the central bank. Control
on spending by each ministry has been enhanced
and monthly warrants are issued to ministries to
limit spending to available resources, although
problems with expenditure control resurfaced in
1998. In Turkmenistan, the treasury was estab-
lished in 1994 to handle central and local govern-
ment budget payments. Although the treasury
has been operational since then, some improve-
ments are needed, including the centralized record-
ing of spending commitments and arrears. Commu-
nications with regional offices also require
strengthening.

The coverage of the general government sector in
the official fiscal statistics have varied widely
among the five states. While most retain a republic
or central government budget plus a local budget
that is largely controlled and financed by the central
government, there are, typically, a substantial num-
ber of extrabudgetary funds, including one or more
social security funds, financing pensions, and other
social expenditure. At the time of independence, a
number of countries also maintained separate for-
eign exchange funds into which state-controlled ex-
port revenues flowed. All of the countries, except
for Turkmenistan, have discontinued such funds.
Recently, the task of compiling comprehensive fis-
cal data has been further complicated by the emer-
gence of public investment programs, which are al-
most entirely foreign financed, often cover
enterprise as well as general government activity,
and may require collection of data from a wide
range of sources.

Kazakhstan and the Kyrgyz Republic led the way
in defining and measuring their general government
sectors and producing relevant fiscal statistics. In
Kazakhstan, the general government sector covers
the central and local government budget sectors, as
well as the operations of extrabudgetary funds and
the quasi-fiscal activities of the banking system.
Budget estimates are available on a comprehensive
basis and the treasury data systems enable central
and local government outcomes to be monitored
regularly, with monthly fiscal outputs published
with a lag of about four weeks. In the Kyrgyz Re-
public, the general government budget covers the
central (republican) budget and the local govern-
ments, as well as the city of Bishkek budget. A
number of independent extrabudgetary operations
are outside this sector.12 The treasury produces both
an economic and functional classification for the
budget sector on a quarterly basis, with a lag of six
to eight weeks. Revenue and expenditure arrears are
recorded, although there is no quantification of
quasi-fiscal activities, which have historically been
relatively small.

In Tajikistan, the general government consists of
the central budget, the local government budgets,
and two extrabudgetary funds—the social protec-
tion fund and the road fund.13 A state foreign ex-
change fund also existed until it was abolished in
mid-1995. Analysis of the general government sec-
tor suffers from the absence of timely and complete
information on the two extrabudgetary funds. The
budget presentations employed still follow the clas-
sifications of the former Soviet Union. The infor-
mation on revenue and expenditure arrears is in-
complete. There has been no quantification of
quasi-fiscal activities, which the central bank has
undertaken from time to time, typically by extend-
ing directed foreign exchange credits to state-owned
enterprises. In Uzbekistan, there is a central and
local budget and six extrabudgetary funds.14 The so-
called hard currency budget was abolished and con-
solidated into the central government budget in
1996. Data for the state budget and extrabudgetary

12The following extrabudgetary funds existed in the Kyrgyz
Republic through 1998: pension fund, social insurance fund (pro-
viding mainly health-related benefits), employment fund (provid-
ing unemployment benefits), state property fund (managing the
privatization program), medical insurance fund, agricultural de-
velopment fund, industrial enterprise support fund, and housing
fund. The state property fund is included in the general govern-
ment budget as of 1999.

13The social protection fund was established in 1996 as an
amalgam of the pension fund, the employment fund, and the so-
cial insurance fund.

14The employment fund, fund for replenishment of mineral re-
sources and raw materials, road fund, Uzgosfund, social insur-
ance fund, and fund for the Trade Union Federation Council.
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funds are compiled each month, with a delay of
about three weeks. Financing data is often inade-
quately specified and mixed with "above the line"
items. Information on revenue and expenditure ar-
rears is incomplete. The central bank also under-
takes quasi-fiscal operations that, to date, have not
been quantified. The privatization and business
funds are financed by revenues from privatization
operations; the funds collected are lent at preferen-
tial rates to newly created private firms and priva-
tized enterprises. Turkmenistan's budget coverage
is seriously deficient, with less than 50 percent of
general government activity estimated to pass
through the formal budget. One of the difficulties
of interpreting the fiscal accounts is the often over-
lapping accounting of public enterprise and general
government operations. The proceeds of public en-
terprises are often used to fund activities that would
normally be funded by taxes. In an attempt to im-
prove the budget coverage, the authorities now in-
clude estimates of the total revenues and expendi-
tures of the four major extrabudgetary funds—the
oil and gas development fund, the agriculture de-
velopment fund, the transportation and communi-
cation fund, and the health fund—as well as the re-
current and investment expenditures of so-called
self-financing ministries and enterprises in the con-
sumer goods and power industry sectors. This is
done for monitoring purposes only, though, with no
treasury control over the funds' transactions.

Most Central Asian states have started to adapt the
budget presentations inherited from the former So-
viet Union to international standards, although much
work remains to be done in this area. Moreover,
while revenue and expenditure data for budget opera-
tions are often available within a standard Govern-
ment Finance Statistics framework, information on
financing operations and public debt is typically still
deficient. More work is also required in some coun-
tries to document revenue and expenditure arrears
and quasi-fiscal activities. Again, Kazakhstan has
taken the lead, with the 1997 budget sector accounts
employing Government Finance Statistics classifica-
tions. In the Kyrgyz Republic, considerable progress
has been made in budget presentation within the bud-
get sector itself, with monthly data now published in
both economic and functional classifications, al-
though classification problems still exist. Data on
revenue and expenditure arrears are also available.
Uzbekistan and Turkmenistan do not prepare their
budgets according to internationally accepted stan-
dards, although work is under way to rectify this.

Expenditure Prioritization and Reforms

Public expenditure reforms in the Central Asian
states have focused on strengthening spending in so-

cial areas, notably health and education; phasing out
subsidies; streamlining and more closely targeting
the social safety net systems; reforming the pension
systems; establishing means of providing unemploy-
ment benefits; and developing public investment
programs.

The need to maintain basic health and education
spending in real terms has received increased atten-
tion in recent years and specific programs are being
developed to achieve this goal. In the Kyrgyz Re-
public, for example, education services are to be, at
least, maintained in real terms and emphasis is
placed on preserving high enrollment rates for pri-
mary and secondary education by, among other
things, switching funding mechanisms from teacher-
to pupil-based grants. In this regard, however, it
should be kept in mind that quantity does not guar-
antee quality. Therefore, in the provision of educa-
tion and health services, efforts are also being di-
rected toward improving efficiency. In Kazakhstan,
the authorities intend to introduce copayments on
higher-level services and to consolidate underuti-
lized facilities, while shifting spending priorities to-
ward primary and preventive medicine.

Attention is also being given to improved funding
mechanisms for health care. Kazakhstan established
a new compulsory medical insurance fund in 1996,
funded from local budget transfers and 10 percent of
the payroll tax (formerly paid into the social insur-
ance fund), to provide a basic package of health ser-
vices. The Kyrgyz Republic established a medical
insurance fund in 1997, that imposes compulsory
levies on individuals to fund a guaranteed basic
package of services. Turkmenistan has also estab-
lished a voluntary medical insurance scheme that, at
this stage, is used to subsidize the differential be-
tween pharmaceutical goods' prices and the level of
budget support. Medical treatment and hospital care
formally remain free and available to all, although,
in practice, free public service is limited and patients
must seek private services.

All the Central Asian states have social safety net
systems inherited from the Soviet Union. Benefits
under these systems have been too costly relative to
available domestic resources, as the benefits apply
to the population at large rather than to its poorest
segments. Reforms have started to streamline the
social safety net systems. Notably, progress has
been made in replacing across-the-board subsidies
and price controls with assistance targeted to the
most vulnerable groups. Kazakhstan largely re-
moved subsidies for food, housing, transport, and
other items in October 1994. Subsidies were re-
placed by targeted cash payments and further ef-
forts are under way to improve the benchmarks for
the social benefits payment system. The Kyrgyz
Republic followed closely behind. A unified cash
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benefit was introduced in January 1995 to replace
generalized subsidies for bread, as well as various
child and other allowances, with about a fourth of
the population benefiting. The authorities have re-
cently set a goal of ensuring that the most vulnera-
ble groups receive, at least, 60 percent of the bene-
fits provided. A wide range of subsidies were
removed in Uzbekistan during 1993-94,15 while
central heating and public transport subsidies were
abolished in 1996. Some services, including mu-
nicipal services, continue to be subsidized, al-
though at lower rates. Still, many price controls, in-
cluding for most foodstuffs, remain in effect, with
price levels below cost recovery. Efforts are under
way to improve the targeting of generalized family
allowances. Most food subsidies were removed in
Turkmenistan in the period up until 1996. Rela-
tively small subsides for bread and public transport
remain, but are largely funded by state enterprises
via cross-subsidization of products. Substantial
general subsidies remain for gas, electricity, and
water. Tajikistan replaced its general bread subsidy
with targeted cash compensation payments to fami-
lies in 1996, while simultaneously reducing subsi-
dies for electricity and irrigation. The overall pro-
gram, however, remained relatively unfocused,
with substantial subsidies remaining for transport,
housing, and utilities.

As shown in Table 8.2 public pension expendi-
tures remain large relative to GDP in most of the
Central Asian states.16 They are often funded by
high payroll contributions by employers (with em-
ployees bearing a relatively small burden), and are
often paid with delays. Although pensions are usu-
ally based on earnings, most schemes involve some
redistributive element, with higher income earners
implicitly subsidizing lower earners. There is often a
minimum social pension available to those whose
work record is insufficient to support an earnings-
based pension. Despite the fiscal burden imposed on
enterprises, the pension systems have become a
crude safety net measure, providing a limited benefit
to large sections of the population. In addition to
revenue problems, which have contributed to severe
pension arrears in several countries, as the popula-
tion ages, generous early retirement provisions can
be expected to raise the ratio of beneficiaries beyond
that which can be sustained by contributors.17 Given
these difficulties, all countries in the region have
been turning their attention to pension reform. Most

15Including subsidies on bread, flour, rice, eggs, meat, milk,
sugar, tea, and some nonfood items.

16See de Castello Branco (1998) for a more detailed description.
17At end-1996, all the countries in question had retirement ages

of 60 years for men and 55 years for women.

countries have expressed interest in a multipillar
scheme involving a minimum public pension avail-
able on a universal basis, regardless of work record;
a compulsory, fully funded contributions element;
and, in some cases, voluntary contributions which
may be used to increase the base pensions.

Kazakhstan has led the way in this area, aided by
the World Bank and the Asian Development Bank.
At the beginning of 1998, Kazakhstan put into ef-
fect a pension reform program to transform the
public pension system into a fully funded system.
The existing pay-as-you-go public pension system
was transformed into a defined contribution-funded
system of individual pension accumulation ac-
counts, coupled with a minimum pension guarantee
by the state. Under the new system, all workers are
required to save 10 percent of their earnings in ac-
cumulation funds.18 Investment of the assets of
these funds is undertaken by a licensed asset man-
agement company. Retirees under the pay-as-you-
go scheme and individuals unable to accumulate
sufficient private funds are protected by a minimum
pension guarantee, indexed to annual inflation. The
retirement age is to gradually increase for both men
and women. The Kyrgyz Republic developed a sim-
ilar program in 1998, with World Bank assistance.
The current pay-as-you-go system, which has be-
come unsustainable, will be adapted to an annuity-
like system based on crediting payroll contributions
to individual pension accounts. Benefits will be de-
termined on the basis of an individual's contribu-
tions, while granting an appropriate minimum pen-
sion. Both the retirement age and the minimum
requirement for years of service to qualify for full
benefits will be increased gradually. A similar ap-
proach is to be followed by Tajikistan. The age of
pension eligibility is to be raised gradually, early
retirement provisions tightened, and greater
scrutiny given to pension increases to ensure that
they are affordable. During 1999, the government
plans to establish individual retirement accounts,
also with technical assistance from the World Bank.
In Turkmenistan and Uzbekistan, plans for pension
reform are less advanced, although work is under
way in Turkmenistan toward introducing a self-
financing pension scheme. In Uzbekistan, the im-
mediate focus has been mostly on stabilizing pen-
sion fund finances by collecting contribution
arrears and reducing the number of pensioners re-
ceiving a full pension.

The need for payment of unemployment benefits
has not been widely acknowledged in Central Asia,
partly because of a reluctance to concede the break-

18At end-1998, there were 13 accumulation funds, of which one
is state owned. Workers are free to choose among these funds.
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Table 8.2. Public Pension Expenditures
(In percent of GDP)

1992 1993 1994 1995 1996

Kazakhstan . . . 4.4 3.8 4.7 5.3
Kyrgyz Republic . . . . . . 5.2 7.5 7.7
Russia 6.9 6.1 6.1 4.6 4.5
Tajikistan 7.0 6.9 3.9 2.5 3.0
Turkmenistan . . . . . . 1.7 1.7 2.3
Uzbekistan 8.4 10.0 5.7 5.3 6.4

Source: de Castello Branco (1998).

down of the Soviet system of lifetime guaranteed
employment. Generally, employment fund expen-
ditures are very low and cover mainly training ex-
penditures and some very limited unemployment
benefits, financed by a 2 percent payroll tax.

Countries have started to adapt their systems to
deal with the unemployment problem. In Ka-
zakhstan, for example, the payroll contributions to
the employment fund have traditionally run at 2 per-
cent of payrolls but the workforce coverage was lim-
ited. From the beginning of 1996, the standard con-
tributions were extended to all sectors and, as of
January 1997, previously exempted budgetary orga-
nizations are required to contribute 1 percent of pay-
rolls to the employment fund. The benefit levels will
also be improved, with the replacement rate (the
ratio of the average unemployment benefit to aver-
age wages) expected to almost double to 30 percent.

Historically, the planning mechanisms in place in
the Central Asian states placed a heavy emphasis
on public investment, much of which, however,
failed to achieve lasting benefits for the economy.
As financial constraints have reduced essential
maintenance expenditures, there has been a sub-
stantial overall decline in the public infrastructure
of the Central Asian states. The World Bank, in co-
operation with other international agencies, has as-
sisted these countries in formulating and imple-
menting coordinated public investment programs,
focusing mainly on basic public infrastructure in-
vestments (including rehabilitation of roads,
bridges and railroads, health, education, and social
protection) and a number of projects in the public
utilities, energy, and oil and gas sectors. So far,
public investment programs have been established
in Kazakhstan and the Kyrgyz Republic; the size of
the public investment program in the Kyrgyz Re-
public exceeded 5 percent of GDP in 1998. In both
countries, the public investment programs are fi-
nanced mainly by foreign borrowing.

Tax Policy and Tax Administration Reforms

As discussed in Section IV, most of the countries
in the region have experienced a significant decline
in their revenue to GDP ratios. These declines have
reflected the well-documented problems experi-
enced by most transition economies—the shrinkage
of most traditional tax bases relative to GDP; the
problems of adapting tax structures to capture the
changing nature of activity and the expanding pri-
vate sector; and the inefficiencies of tax administra-
tions, including weak compliance with governance
requirements of a market economy.19 Special fac-
tors have also prevailed in the region, however, par-
ticularly regarding revenue generation from energy
sector taxes. For example, payments difficulties for
Turkmenistan's gas exports, coupled with a heavy
goods component in payments, have severely con-
strained the ability to raise revenue from the gas
sector. Because gas is the largest single source of
budget revenue, the country has been hit hard by
these developments. Uzbekistan stands out as the
only country in the region where the share of the
general government sector has remained at over 30
percent of GDP. The durability of revenues reflects,
for the most part, the smaller output decline, the less
strict budget constraints faced by state enterprises,
restrictions on cash withdrawal from banks, and the
benefits to tax collections in periods of high infla-
tion in the absence of adjustments to allowances for
depreciation and other deductions to enterprise
profits.

Tax policy reforms have generally advanced more
than tax administration reforms (Table 8.3), albeit
with considerable variation across the Central Asian
states. Kazakhstan and, to a lesser extent, the Kyrgyz
Republic, Tajikistan, and Uzbekistan have made

19See Hemming, Cheasty, and Lahiri (1995) and Ebrill and
Havrylyshyn (1999).
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Legal Framework Organization

Tax adminis- Legal power Legal provision for Organizational Large
Country tration law for collection taxpayer rights structure taxpayer unit

Kazakhstan Yes, part of Yes, Article 172 Yes, Article 142 Planned No
tax code of of tax code of tax code
1995

Kyrgyz Republic Yes, part of Yes, but court Implicit in By taxpayer, but Yes
tax code approval required tax code moving to

functional

Tajikistan Planned Planned Planned Under Yes, monitoring
consideration only

Turkmenistan No No No Mixed (any type No, but
of tax, taxpayer concentration of
and function) large taxpayers in

current structure

Uzbekistan Yes Yes Limited By taxes and Planned
regions

Planning Registration Filing

Strategic Annual Annual taxpayer Unique Self-
plan audit plan register TIN exists assessment

Kazakhstan Yes, but Partially; action National register No, only within In law, not in
priorities not plan specifies under development each rayon practice
implemented priority areas for

audit

Kyrgyz Republic No No Yes, but covers Planned Yes, but limited
businesses only

Tajikistan No No Planned Planned No

Turkmenistan No No Not clear Planned Very limited

Uzbekistan No Yes, but along Yes Yes Limited

traditional lines

Collection Enforcement

Detection of Detection of Detection of Arrears
nonregistered taxpayers stop filers delinquent accounts monitoring system

Kazakhstan No Only at pilot office No Only at pilot office

Kyrgyz Republic Under development Yes, but limited Yes, in process Yes, but computer system

not fully integrated

Tajikistan No Not systematic Not systematic No

Turkmenistan Not clear Not clear Not clear Not clear

Uzbekistan Not systematic In place Yes Yes

Source: Ebrill and Havrylyshyn (1999).
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considerable progress in reforming their tax
policies. New tax codes were introduced in Ka-
zakhstan (mid-1995), the Kyrgyz Republic (mid-
1996), Uzbekistan (January 1998), and Tajikistan
(November 1998). Tax reform has just started in
Turkmenistan, which essentially retains the sys-
tems inherited from the former Soviet Union.

On specific taxes, most progress has been
achieved in the elimination of export taxes and ex-
cess wage taxes, with mixed progress in the intro-
duction of appropriate value-added tax, excise tax,
and personal income tax regimes, and in the unifica-
tion of rates within various tax categories. Not sur-
prisingly, least progress has taken place on aspects
that are very difficult to implement either technically
or politically, such as the introduction of new ac-
counting systems and standards, the elimination of
exemptions, the consistent use of a destination basis
for value-added tax, and the effective taxation of
small businesses.20

As the transition to a market economy pro-
ceeded, the new tax administrations had to shift
from handling the taxation of a highly controlled
state sector to the more difficult task of ensuring
compliance by the emerging private sector and still
state-owned but more autonomous enterprises. Tax
administration reforms, by their nature, take more
time and effort than changes in tax policy itself. It
is, therefore, not surprising that progress generally
has been slow. Reforms covered enactment of tax
administration legislation consistent with the shift
to market-oriented economies; management and or-
ganizational reforms, including the establishment
of large taxpayer units; development of systems
and procedures, including audit programs, taxpayer
registration procedures, filing and payment proce-
dures, and computerization; and collection, en-
forcement, and determination of the scope of non-
compliance. Table 8.3 provides some indicators of
tax administration reform in countries in the re-
gion. Kazakhstan again leads the way, with a strong
legal framework, and planning and registration
arrangements in place. The other countries in the
region generally lag behind considerably in each of
these fields, and Uzbekistan and Turkmenistan, no-
tably, have no clear plans for reforms.

20For a detailed description of changes in taxation, see Ebrill
and Havrylyshyn (1999).
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Emine Gurgen

he economic reform experiences of the Central
Asian states during 1992-98 indicate consider-

able progress in the region, as a whole, toward estab-
lishing a sound macroeconomic environment, but
mixed success with structural reforms. Several im-
portant lessons can be drawn from the diverse expe-
riences of the five countries in meeting the chal-
lenges posed by transition.

• It is clear that the faster reformers—Kazakhstan
and the Kyrgyz Republic—have progressed
much further than the other three countries in
moving toward a market framework and over-
coming the inertia of implementing difficult
structural measures, with some positive initial
results already in evidence.

• The experiences of Kazakhstan and the Kyrgyz
Republic illustrate that perseverance with re-
forms considerably augments their effectiveness
and promotes their acceptability. The reform
process, once firmly in motion, becomes self-re-
inforcing and sends the right signals both do-
mestically and abroad.

• While each country in the group is unique, the
experiences of Kazakhstan and the Kyrgyz Re-
public could provide useful guidance to the other
three countries, where reform efforts started later
and displayed more of a start-stop nature with
mixed results, notwithstanding some contribut-
ing special factors.

• It is important for all of the countries in the
group to ensure that reforms are binding, in the
sense that the measures legislated or decreed are
actually implemented, so that the changes intro-
duced make a real impact.

• The group, as a whole, could benefit from the
experiences of those transition economies inside
and outside the region that have weathered simi-
lar challenges and considerably advanced their
reforms.

For the slower reformers—Tajikistan, Turk-
menistan, and Uzbekistan—it will be important to
switch from crisis management to a deliberate pur-
suit of policies aimed at containing macroeconomic

imbalances and laying the groundwork for sustain-
able growth. Such a shift requires the formulation
and determined implementation of comprehensive
and internally consistent economic stabilization
and reform programs. This is already in evidence,
to some extent, in Tajikistan. For the countries that
are more advanced in their reforms—Kazakhstan
and the Kyrgyz Republic—the major challenge will
be to avoid re-igniting inflationary and balance of
payments pressures through undue easing of fiscal
and monetary policies, while at the same time
deepening and building upon the structural changes
introduced so far. In all of the countries reviewed,
the success of the adjustment and reform programs
adopted will depend crucially on the extent to
which the governments concerned take responsibil-
ity for them, as well as on broad endorsement of
the programs by influential groups outside of the
government.

Essentially, further action is needed in five key
areas:

• enhancing the quality of fiscal adjustment;
• strengthening financial intermediation and

institutions;
• improving external debt management;
• increasing the depth and scope of structural re-

forms; and
• addressing governance and corruption issues.

These areas are briefly discussed and the policy im-
plications are outlined below.

In the Central Asian states, as in most other transi-
tion economies, the brunt of fiscal adjustment has,
thus far, mostly been borne by expenditure cuts
and/or arrears, with insufficient attention paid to the
level and quality of government expenditure on so-
cial services (notably health and education), basic
infrastructure, and operations and maintenance.
Efforts to raise revenue have been thwarted by tax
administrations that are ill equipped to enforce tax
collections, the prevalence of domestic payments ar-
rears (including by governments), and flourishing
underground economies that largely escape taxation.
Future efforts will need to be directed at consider-

73

T

©International Monetary Fund. Not for Redistribution



IX PAST LESSONS AND FUTURE CHALLENGES

ably raising tax revenue collections—which will
also benefit from the strengthening of the economic
recoveries under way—and better prioritizing of ex-
penditure, including through civil service reforms,
the curtailment of nonproductive spending, and the
adoption of public investment programs. Progress in
these areas will be the most effective way of avoid-
ing the recurrence of payments arrears in these coun-
tries, and of dismantling the widespread system of
mutually offsetting expenditure and tax arrears,
which has further weakened payments discipline and
reduced the transparency of government operations.
Also, as reforms take hold and many of the present
distortions arising from a mixture of controls and
liberal policies are removed, underground
economies can be expected to shrink, allowing for
more effective and equitable taxation.

Notwithstanding some cross-country differences,
the banking systems of the Central Asian states are
still at a fairly elementary stage of development,
with considerable further scope for institutional
strengthening and improvements in banking prac-
tices. A few large state banks continue to account for
the bulk of transactions, acting more as agents of the
state than independent financial intermediaries. An
important task ahead for these countries will be to
restructure their banking systems with a view toward
strengthening the effectiveness of monetary policy
and supporting the economic recoveries already
under way. Action in this area will also be needed to
safeguard against protracted structural lending to
bail out failing banks and enterprises, arrest currency
substitution, and promote an efficient and solvent
banking system. Such action will entail improving
the functioning of legal and accounting frameworks,
adopting effective prudential regulations, and
strengthening bank supervision. While the countries
in the group have made considerable progress in
these areas with technical assistance from abroad,
more needs to be accomplished to enhance public
confidence in the financial systems and to align the
systems closely with the needs of a modern market
economy.

External borrowing by the Central Asian states
has grown rapidly during the period reviewed, pri-
marily to finance budget deficits, meet growing im-
port bills, and benefit from a cheaper source of fi-
nance, given the large differentials between foreign
and domestic interest rates that were not fully offset
by exchange rate depreciations. For the most part,
borrowing strategies were formulated on the basis of
short-term considerations, with insufficient attention
to medium-term debt sustainability issues. The funds
borrowed were, therefore, not always channeled to
uses that would generate the earnings needed to ser-
vice the debt. The institutional arrangements for the
management and monitoring of the external debt,

moreover, were generally weak and not clear. Given
these shortcomings and the risk that excessive re-
liance on foreign borrowing could postpone fiscal
and structural reforms and trigger debt-servicing dif-
ficulties, the Central Asian states need to keep their
borrowing strategies under close review, formulate
such strategies within a medium-term framework,
and strengthen the institutional arrangements for ex-
ternal debt management and monitoring. They need
to keep in mind, moreover, that benefits from offi-
cial and private capital inflows will be greater to the
extent that such funds are channeled toward produc-
tive investment.

While all Central Asian states have begun imple-
menting structural reforms, the depth and determina-
tion with which this has been done has varied con-
siderably across countries. For the slower reformers,
it will be essential to give priority to catching up in
key areas such as privatization and enterprise re-
structuring. For those countries that have made sub-
stantive progress in these areas, the next stage might
usefully be to extend their efforts to reforming the
labor market, the civil service, and the trade and reg-
ulatory systems, while also more aggressively pursu-
ing sectoral (notably agrarian) reforms. At the same
time, to strengthen the confidence of private savers
and investors, continued modification of state inter-
vention in economic activity will be needed. This
can best be achieved by limiting the functions of the
state essentially to the provision of reliable public
services, the establishment of a simple and transpar-
ent regulatory framework, and the enforcement of
property rights and a fair judicial system.

Finally, firmly tackling governance and corruption
issues will be an important challenge for the Central
Asian states, where such problems have frequently
arisen, as it has in many other transition economies.
There is considerable empirical evidence that cor-
ruption, or the abuse of public power for private ben-
efit, is harmful to sound economic performance
because it tends to be associated with lower invest-
ment, reduced economic growth, concentration of
government spending on less productive activities,
and a greater incidence of income inequality and
poverty.1 The most effective way of dealing with
governance and corruption issues lies in structural,
institutional, and legal reforms. Such reforms, by
better balancing the roles of the state and market and
clearly establishing the rules of law, can be expected
to limit the conditions that breed corruption, pro-
mote private sector activity, and help restore confi-
dence that is essential to attracting foreign capital
needed to strengthen the economic recoveries under
way in the Central Asian states.

1See Abed (1998), and Tanzi (1998).
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