Bridging a Depression: Kazakhstan's Path Toward Economic Survival Kazakhstan has always taken its lead from its powerful neighbor to the north. But now, President Nazarbaev may be forced to change all that by Hartmut Fischer 

Kazakhstan, together with the other republics of the Former Soviet Union (FSU), is facing a depression which could be as severe as the Great Depression in the United States during the 1930s. Its output is shrinking precipitously and its international trade is in a downward spiral. Unemployment is still low, but disguised, because deficits are being financed through loans from the central bank.

In the Great Depression, it took a full decade for real GNP to recover to pre-depression levels and at that time unemployment was still at 15 percent. But the difficulties experienced by policy makers in the republics of the FSU are much larger than those faced by the United States in the 1930s. In addition, their economies face hyperinflation and a massive shock which stems from dramatic changes in relative prices and completely alters economic calculations. The old planning mechanisms no longer exist and countries start to rely on market mechanisms without having established the basic institutional and legal frameworks which are essential for the functioning of a market economy.

One major problem is the breakdown of the payments mechanism among FSU republics. The Soviet Union's economy was never planned with the thought that republics would become independent states. Moscow planned for one unified economy and linked large and highly specialized industrial combines with one another over great distances. The transport and communications system, the energy supply, the electrical power system, the location of gas and pipelines, were all planned for a single economic space.

At a news conference on 13 November 1992, Kazakh President Nursultan Nazarbaev deplored the state of economic relations among republics and the interrepublican payments mechanism.1 He gave two examples. Russia's Magnitogorsk metallurgical combine, which uses ore from a Kazakh mining combine, owes the Kazakh company 6 billion rubles. If the Kazakh combine stopped delivering ore, Magnitogorsk would stop delivering metal to Kazakhstan. As a second example, Nazarbaev mentioned Kazakhstan's Ekibastuz coal field, which is also owed a total of 6 billion rubles by 110 Russian power stations. If Ekibastuz stopped delivering coal, the entire power grid in parts of Russia as well as in Kazakhstan would collapse.

Despite such difficulties, Kazakhstan's president remains optimistic about the country's future. There is some justification for his optimism. He emphasizes Kazakhstan's immense reserves of natural resources, the country's geographical position at the crossroads between Europe and Asia, and a stable government which has an ability to maintain good relations with its neighbors and plays a pragmatic and stabilizing role within the FSU. His assessment is realistic. If Kazakhstan survives the next few years and is able to reform its fundamental economic, legal and political institutions, it may be poised for a relatively prosperous future.

I. Kazakhstan's Sensitive Geography

Kazakhstan is a huge country, second in size within the FSU only to the Russian Federation. It is a land full of contrasts, with fertile valleys, lots of grassland, and many arid expanses. Natural resources, oil, minerals, extensive agricultural land, and a relatively well-educated population are its major strengths. It shares similar weaknesses with other FSU republics: large inefficient factories and collective farms; the vestiges of a command economy in decline, which make the transition to a market economy extremely difficult; and ecological disasters, such as the Aral Sea and around the areas of the country's former atomic testing sites.

Kazakhstan is a landlocked country situated in a strategic location between Europe and Asia. Its largest border, more than 2,000 miles, is with Russia in the north. In the south, Kazakhstan borders on its Muslim neighbors-the Central Asian states of Uzbekistan, Kyrghyzstan, and Turkmenistan. In the east it shares a 700-mile border with China; and in the West, it borders on the Caspian Sea, from which Kazakhstan has access to Russia via the Volga River system, and to Azerbaijan and to Iran.

With close to 17 million people inhabiting such a large country, Kazakhstan is one of the most sparsely populated areas in the world. Kazakhs and Slavs are the principal ethnic groups, with each around 40 percent o) the population, the latter overwhelmingly situated in the northern part of the country, near the Russian border, and in Kazakhstan's major cities. There are also significant numbers of ethnic Germans and ethnic Koreans in Kazakhstan, as well as many other nationalities.

Though Kazakhstan has not witnessed any significant ethnic unrest, there is an underlying tension. There is also rising concern among non-ethnic Kazakhs about their future status. Kazakhstan's Prime Minister Sergei Tereshchenko is of Slavic descent, but he is one of the very few Slavs left in the highest state councils. This is one of the more striking features of Kazakhstan in the post-Soviet era, since only a few years ago ethnic Slavs occupied many of the top administrative and managerial positions in the country. As Kazakhstan gained independence from Moscow's direct control, practically all of these Slavs have either left the country or have been replaced by native cadres.

If emigration gains momentum, this would deprive Kazakhstan of skilled managerial elites. So far, the ethnic question has not reached the boiling point, and the majority of Kazakhs stress the importance of harmonious ethnic relations; but ethnic unrest is potentially the most destabilizing factor in the country. While there are small but significant Kazakh nationalist groups-not to mention the presence of increasingly vocal Islamic organizations-the spark that could ignite widespread anti-Russian movements is more likely to come from the outside, possibly from an economically depressed and politically destabilized Russia, which might bring to power an extreme nationalist whose conception of the Commonwealth's future hinges on a " Russia First" strategy.

There is probably no question more important in President Nazarbaev's mind than the potential for ethnic conflict which might threaten Kazakhstan's territorial integrity. He has pointed to Yugoslavia as a frightening example. Any noise from Moscow regarding Kazakhstan's border sends tremblers through Alma-Ata.

Nazarbaev's approach to relations within the Commonwealth of Independent States, his close alliance with Russia's economic reform, and his refusal to leave the ruble zone are all informed by Kazakhstan's proximity to its powerful northern neighbor. This, however, may be changing.

II. Kazakhstan's Economy

Kazakhstan's economy is based overwhelmingly on its natural resources.2 Within the FSU, Kazakhstan has been a net exporter of oil and agricultural products. Its oil production amounts to 450-500 thousand barrels a day; its oil reserves are exceptionally large, but are difficult to recover without foreign technology. Kazakhstan is also a large producer of coal, and has started to produce natural gas. In addition, Kazakhstan mines and processes its vast deposits of gold, iron ore, coal, lead, chrome, zinc, manganese and aluminum. The country's industry consists primarily of mining and processing activities, including refineries, heavy-machinery producers, tool-makers, agro-processors, and leather and textile factories. 

Kazakhstan's vast land makes the country an important supplier of agricultural products within the FSU. The country's extensive grazing land has made livestock husbandry the traditional economic activity of the Kazakhs. The " Virgin Lands" campaign under Khrushchev added extensive cereal production in Kazakhstan's northern areas. Cereals, livestock products, cotton, sugar beets, fruits and vegetables, as well as associated processing plants are the country's second largest sector.

Many characteristics which apply to other FSU republics apply also to Kazakhstan: inefficient industries which are closely linked with the rest of the FSU-primarily Russia-including road, rail, and electrical transmission networks. Most of Kazakhstan's exports go to Russia/ from which Kazakhstan receives most of its imports. Trade with countries outside the FSU is very small. There has been some trade with China and with Eastern Europe.

Kazakhstan does feature two areas devoted to high-tech R&D activity: the Space Exploration Center at Baikonur, and the once super-secret atomic research center in Kurtschatov. At present, they continue to operate as enclaves staffed primarily by ethnic Slavs-mainly engineers, scientists, and military personnel. Given Russia's efforts to break into the commercial satellite business, Baikonur is likely to continue operating for the indefinite future.

Overall, Kazakhstan's economy stagnated in the 1980s; and last year the economy deteriorated rapidly with the collapse of the old Soviet central planning system. Figures from the International Monetary Fund (IMF) put the country's drop in output last year at close to 10 percent, and all indications suggest that this drop was accelerating in 1992. A bright spot in the Kazakh economy was the agricultural sector. After a drought in 1991, this year has produced a bumper harvest.

III. Interrepublic Economic Relations

In the Soviet era, central planning necessitated a high degree of structural economic integration, leading to unusually high rates of interrepublican trade. With the USSR's disintegration, this interrepublican trade has plummeted. So also has trade between the former Soviet Union and its erstwhile " satellite" countries as well as to countries outside the former Soviet Bloc.

As a former Soviet republic, Kazakhstan's trade performance fits squarely into this phenomenon. According to IMF data in 1988, Kazakhstan's interrepublican import-to-GDP (Gross Domestic Product) ratio was as high as 32 percent and its non-Soviet-imports-to-GDP ratio was only 4.2 percent.3 Most of these imports consisted of finished goods such as machinery, rail cars, pharmaceuticals, furniture, etc. Some imports came from outside the Soviet bloc, primarily from China. The country's interrepublican export-to-GDP ratio was 21 percent and its foreign-trade-to-GDP ratio was 4.2 percent. In these trade relationships, Kazakhstan was primarily an exporter of raw materials and intermediate goods and an importer of finished products.

These trade data point to several issues: First, in terms of Soviet interrepublican trade, Kazakhstan was importing a great deal more than it was exporting, necessitating a net monetary transfer from the Union government of nearly 10 percent of GDP. This transfer has ended/ resulting in a contraction of Kazakhstan's real fiscal expenditures.

Second, pricing exports and imports at world market levels alters the picture substantially. Since interrepublican trade priced raw materials at relatively low values, net exporting republics of raw materials (including oil) such as Kazakhstan were at a disadvantage. A change in the relative prices of such raw materials could, therefore, reduce the trade deficit significantly.

Third, by any international standard, interrepublican trade was large compared to trade with countries outside the Soviet Union. As trade relations are being established with countries outside the FSU and begin to reflect comparative advantages, there will be a significant reorientation of trade flows. This is likely to happen very rapidly and could result in a possible " ] curve" effect, meaning that interrepublican trade could decline significantly in the short run, well below these former republics' desired long-term levels.

The reason for this reorientation of trade is quite obvious. Responding to the opportunities on world markets, all former Soviet republics are seeking to export raw materials and intermediate products in order to earn hard currency. In turn, they want to use their hard currency to import products from wherever they can get them at the lowest cost-to-quality ratios. This puts many producers of finished products within the FSU at a serious disadvantage. The dilemma is that all countries within the FSU are acting this way, and this contributes significantly to a rapid downward spiral in interrepublican trade-well before trade with third countries can be put on a firm footing, and well below the level determined by long-term comparative advantage. Only cooperation among the republics of the FSU can prevent such a development.

Aggravating this situation is a breakdown in the interrepublican payments system. Part of this can be explained by the contradictions brought about by hyperinflation. In a hyperinflation, those enterprises owing rubles would seek to delay payment for as long as possible. The problem is especially serious for enterprises that are " upstream" producers in the economic chain, such as the overwhelming number of enterprises in Kazakhstan, of which the above-mentioned Kazakh mining combines are but two examples. In the absence of formal mechanisms to deal with this issue, such as a payments union, interrepublican trade links are disintegrating into inefficient barter agreements.

Kazakhstan's president is well aware of this dilemma. He has been one of the staunchest supporters of a " common economic space" which envisions Kazakhstan and the other FSU republics maintaining trade ties within a functioning ruble zone. However, it is apparent that Nazarbaev is becoming increasingly aggravated by the inability of FSU republics to achieve agreements which would preserve this economic space. He was disappointed by the recent summit of the members of the Commonwealth of Independent States (CIS) in Bishkek, announcing that Kazakhstan would be seeking an independent road to development, and giving as reasons " the disintegration of the overall economic zone, the loss of communication with countries belonging to the old Comecon, and the destruction of the monetary system.4 He also called the former policy of faithfully following the Russian Federation in the country's reform program a mistake, and stated that " Russia has pulled Kazakhstan into shock therapy at the worst possible time." On November 18, he appealed to the leaders of the other CIS states to take decisive action at their next summit in December, saying " we must finally decide whether we would work together in deeds, not words, or part without any grudge in going it alone." 5
IV. Economic Reform Programs

Nazarbaev is committed to achieving a market economy. His country has made considerable progress, but it has a long way to go. As long as Kazakhstan remains in the ruble zone, it will have only marginal control over monetary and exchange rate policies. Inflation will be determined by the Central Bank of Russia, whose actions create a monetary environment in which it is extremely difficult to carry out an economic reform program. It would not be surprising if Kazakhstan introduced its own currency in the near future, and Nazarbaev's recent comments could be interpreted as a warning that Kazakhstan may soon exit the ruble zone.

Despite the Kazakh economy's linkage to an unstable ruble, Nazarbaev has pressed ahead with his own attempts at economic reform. Privatization goals are quite ambitious, prices have largely been liberalized, and many reform laws are in place. The Kazakh government is hesitant, however, to introduce private property rights in agricultural areas, and has opted for long-term leases instead. (This may be attributable to the fact that in the northern " Virgin Lands" areas ethnic Russians do most of the large-scale farming.) The reform plan has not escaped the criticism of international economic advisors, who frequently cite the inconsistency of laws, the lack of progress in building new market-based institutions, and on the slowness in implementing the privatization programs. In this regard, Kazakhstan is just at the beginning of a difficult process.

V. The Energy Strategy

The one area of Kazakhstan's economy that is expected to lead the country out of its depression is its energy sector, in which the country's top officials have redoubled their efforts at seeking foreign investment and encouraging greater efficiency in Kazakhstan's profligate use of energy. Such efforts would allow Kazakhstan to export energy-principally oil and natural gas-and earn desperately needed foreign exchange. This, in conjunction with lending from international financial institutions, would allow the country to carry out its program of economic transformation in other sectors of its economy.

While Kazakhstan's energy resources provide it with a solid foundation to launch its program of economic reform and the transition to a free market economy, the reliance on an " energy strategy" for the country's future economic development may be a misguided one in the long term.

One reason for these misgivings comes from the international financial institutions, on which Kazakhstan will increasingly rely for its economic renewal. Kazakhstan inherited part of the Soviet Union's international debt; its share amounts to $2.7 billion.6 In addition, Kazakhstan has a current account deficit and is in no position to service the current debt without further international financial assistance. This puts additional pressure on Kazakhstan to carry out a rapid program of economic reform and to increase its internal capacity to use international financial assistance in a productive way. The country's reliance on extractive and refining industries may not meet the international lenders' conditions of using financial assistance in the most productive manner.

There is also the danger that economic rents based on the energy sector will be squandered, and that Kazakhstan will become known as just another corrupt oil exporting country. Therefore, a crash program of legal and economic reform must be extensive, and the rents from resource extraction must be carefully channelled into other sectors to build a more diversified economy. In short, the country's economic officials must be wary of Kazakhstan's falling prey to the " Dutch disease" phenomenon. In the case of the Netherlands, its discovery of natural gas fields in the North Sea is widely cited by economists as the principal reason for the Netherlands' decline as an exporter of manufactures. The premise is that the windfall profits from a new or expanded natural resource sector-in this case, natural gas-tend to put upward pressure on the exchange rate, on wages, and on the cost of capital, as this sector competes for resources with that Kazakhstan's economic situation will deteriorate for several more years. The shock of changed relative prices will exact a heavy toll on the country's inefficient and oversized industrial sector. If the rest of the centrally planned economies in transition serve as examples, privatizing existing enterprises in Kazakhstan will be very difficult. Book values of these enterprises have no meaning because they do not reflect market values, and hyperinflation is creating further havoc with the numbers. Interrepublican ties that have existed for decades are suddenly being disrupted. Many enterprises have caused very serious ecological damage and may have a negative net value at present. Eventually, but before the second part of this decade, a much smaller and more efficient manufacturing sector will emerge in Kazakhstan. It will be based on natural resources and agro-processing, supported by carefully targeted assistance from rents produced by the country's oil and natural gas sector.

Kazakhstan's second largest sector, agriculture, is in need of restructuring. Establishing long-term leases and eliminating state production targets will be first steps in letting the market mechanism work. The terms of trade for the agricultural sector are changing rapidly as prices for inputs and outputs change. In response, agricultural enterprises will move closer to production based on their comparative advantage. This will result in radical changes of crop patterns and water use, and, in many areas, a shift from cereal production back to more traditional livestock production. There will be disruptions and declines, but hopefully these can be kept to a minimum in order to assure Kazakhstan's population a sufficient food supply and to maintain agricultural exports. This year's record harvest was a good sign, but some declines are likely before restructuring shows results in the second part of the decade. As in the case of manufacturing, targeted assistance, possibly in form of demonstration projects and technical assistance in the food storage and processing sectors, should be a way to use rents from the oil sector.

It will take several years before existing foreign investments in Kazakhstan's oil industry produce a surplus of foreign exchange earnings. Foreign investments in other raw material sectors are slow to yield sufficient returns, and require additional clarification of their future legal status, As of now, joint ventures with existing state enterprises in the country are too risky for most foreign companies.

Finally, as in other FSU republics, there remains a great potential for small-scale businesses in manufacturing, repairs, construction, services, tourism, retail, transportation and many other sectors which are now painfully underrepresented. This is where privatization needs to be carried out quickly and where there exists the potential for a quick supply response.
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