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1. Introduction

The central idea of this paper builds on the haadsfof transition pointing at a successful
break-through. Once the business relationships éntr@l and Eastern Europe could be
exempt from ideology and once open economic pdieiere proven to be successful in
bringing a one-sided convergence towards capitalisntountries with highly distorted
market institutions (meanwhile such policies welso deneficial to capitalist incumbents),
why should not they be extended to other partshef world characterised by cultural
proximity? In particular, why should they not bartsposed to the world of Central Asia
(CA)?* Can the ‘enlargement fatigue’ of some of the Etlinbents negate the finding that
the productive effects of cultural and trade paghip have become undisputed?

The methodology of this study goes to the rootsaainomic geography and builds on the
economies of mutual exchanges. We explain firstnleehanism of transition and illustrate
its impacts on the EU relationship with Centralasivhich will help us outline the space for
policies of closer alignment with this region. Atet end, we discuss the development
strategies of this region by means of the scenafigsowth.

2. Development in the Wider Context of Economic Gegraphy
2.1. The Counter-intuitive Mechanism of Velvet Rienions

The arguments of this paper are derived from tkerthof economic gravity that is a part of
the theory of economic geography (see Fuijita, Kraigrand Venables, 1999). The problem
can be stipulated as follows. The intensity of é&rficdhm countryi to countryj (e.g. exports
X)) depends on the economic size of partneesdn the countries’ GDP denoted gsavid Y
respectively) and on the geographic and cultursiadces (i.e. GiJDand CR). In case we

study trade between the EU-27 (as an amalgamatagpgand the rest of the world, the
gravity equation can be derived from the followingplicit function:

Xj=® (Y, Y, ,GD,,CD,, gy) [eq. 1]
+ + 4+ - -

Wherei = {EU-27} andj = {1, 2, ... , n} are the remaining countries oé tivorld. The signs
below the variables represent the functional retestnip {.e. positive or negative changes) for
making the X rising. Theg j is the random term with unknown sign for particutaseg,
which represents the difference between the patlefdr exchanges and their real values.
Because the GDP of EU-27 is 23 per cent of thedgbGEDP, and the EU is thus the largest
economy of the world, the dependence of trade eh@emote small non-EU countries on the
EU can still be quite strong. In addition, econordependence on the EU could be even
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stronger if the variable of cultural distance (EPeflected a strong cultural proximity. Then
we could presume that certain geographic clustexontries j (let us call them CA j)
could have a combined cultural alignment with thé Bhich would be stronger as a block
than with other superpowérs

The neighbourhood Policies of the EU concern therpater CD — their purpose is to
make the cultural gap smaller. We can also extbadrodel and expect that a very similar
relationship concerns not only exports but alsodrty financial transactions, R&D and other
exchanges (e.g. political or cultural). The problisnthat the relationships between and
explicit explanatory variables describe the potdnfor exchanges only. Therefore real
exchanges can fall short of the potential, provithexicountries do not fine-tune their policies
represented by GDfor deeper partnerships. In such a case the tgracquires a negative
value that results in low real; X

Let us now switch our attention to the problemsac¢io-economic transition and to the
potential for externalities (spillovers) of restiuring. The fall of communism was marked by
a departure from autarchy to globalisation thatab®se the main driver of local fast growth.
Thus the adoption of specific policies is not afaiafof internal random choice of individual
transition countries. There are crucial exogenouses calling for an internal response. Thus
the conduct of transition is not neutral to therafioentioned changing potential of outward
gravity. The parameter of GDs actually the only one in the gravity equatibattchanges
with transition. There arise new economic and maliteaders who are subject to new criteria
for decision-making and who have to form new atiesx The whole political economy and
the institutional setup have got to be re-adjustetthe pressures of globalisation. It implies a
re-alignment of past economic and cultural excharigevards new centres of gravity. Both
partner countries must then anticipate such a fiateand react with respective policies of
openness.

In contrast to both Cuba and North Korea, the ¢dllcommunism in 33 totalitarian
countries of Europe came as a storm. Even though of them the police and military forces
were kept ready in reserve, the final settlemerstoofal conflict resolution was very peaceful
in the vast majority of these countries. AccordiogKornai (2006), the Great Communist
Transformations were unique in our human historgabgse of their non-violence, external
non-aggressiveness, enormous speed and the cotppbéxiestructuring that covered all
structures of the society. The direction of transf@tion was also straightforward nearly
everywhere: going back to capitalism, even thowgart aberration of capitalism that has not
betrayed its local idiosyncrasy and even some@ptst communist legacies.

It would be incorrect to presume that externalridations (e.g. of the USA) were the
primary cause of the communist breakdown: the itices for a change were generally
internal at the level of social grass roots. Howgvelvet revolutions would not materialise
so early and so easily if the EU's accommodatinteraal policies did not make the
parameters of CPpwith European countries so credibly low. In theitce there was an
intensive trading, without which inefficient commsieconomies could not function. Thus,
these were the cultural spillovers encoded in tBep@rameter of gravity that undermined the
communist regimes. Already in 1990, that hiddervigyaforce leap-frogged and half of all
exports of the former Soviet empire went freelyite EU-15. The EU then reciprocated by a
wider accommodating liberalism.

Although the costs of trade diversion and specitibe were extremely high, the overall
long-term benefits of liberalisation were appardite tamed reformed communists and the
tamed EU capitalists behaved like complements Ffairtfuture mutual advantage. The
transition agenda, turning its incentives to inwestts and business exchanges open to
domestic negotiations about factor reallocationsgdated through very successfully, so that
during 8-14 years of transition, those countriesabee world leaders in terms of fast growth.

2 Such are the cases of many countries in Central @h), whose cultural ‘distance’ to the EU is stmathan to
the USA or China. Even though the culture of CA cdestis closer to Russia than to the EU, their {@rgn
orientation can be targeted more at the EU thdkuasia because of the political precaution anddrigiconomic
strength of the EU.



Such a surprising outcome has been the produataditiobnal economic principles of free
trade, property rights and economic and culturakionity. Indeed, these principles proved
again to be leading determinants for growth dueriowledge diffusion, innovation and
externalities of concentration and trust in coopena(Krugman, 1991; Fujita et al., 1999;
Robst et al., 2006; Linders et al., 2005).

Conflicts in societies could be solved either bscéoor by negotiations and concessions.
The latter being the main message of the fall shrooinism. Nowhere in history was non-
violence used for extinguishing such a deep cdnfiic social interests in such a wide
geographic space, and imitated so quickly in tim#iw such a different multi-cultural
environment, than in the post-communist countr@gedng a third of the world's population.
Some authors ascribe this approach to the postsywadrome in Western Europe and the
establishment of the EU (Rifkin, 2004; Soros, 2008)e approach of the US power politics
towards the world, deepening the cultural distdreteveen them, is then used as a contrast.

This message is often misunderstood. The crucigtofaof Transformation is in the
resignation of the communist elite to communistdiamentalism and in their expectations for
transforming their informal access (quasi-ownership capital into a formally legal
ownership by using their advantages in human dapitd social (relational, networking)
capital. The daily contacts with the surroundingstgen culture and businesses and the lack
of external aggression were acting as catalyststréating-off the political monopoly for
economic power. The main problem of the initiabstaf transition was how to accommodate
the access of the communist nomenklatura to psiaiatin and entrepreneurship with new
political forces (Benacek, 2001; Benacek, 2006;i&¢ki et al., 2004). The paramount role of
indigenous elites in bringing political shake-ouni® local equilibria (in contrast to externally
enforced changes) is undisputed.

The whole process of economic and political ‘tAeEment’ among millions of domestic
agents who exploded into disequilibria of reallamad is very costly and its settlement needs
powerful incentives offering large productiviee( non-redistributive) gains. Here the EU-27
policies have a large potential not only for attiragc the CA countries into its sphere of
economic partnership but, in addition, for unlockthe socio-political stalemate that evolved
with some other Islamic countries to the southhdirt region. The latter commence with
Algeria and extend eastward through Palestine,dratjlran up to Pakistan and Afghanistan.
The spillovers of economic and cultural succes$ wie much quieter belt of Islamic CA
countries and Turkey could be used as a vehiclenigirmediation aimed at a natural
collaboration with the more radical Islamic couedti

Being supported by the EU’s economic potentialestments, cultural proximity and the
know-how about peaceful and prosperous transitianagement, the EU-27 offers stability
and sustained high growth to many countries ofthis of Asia. The EU can thus offer to the
transition countries of CA culturally more accep¢atonditions than what can be offered e.g.
by China and become a partner of similar standmé@assia. The experiences gained from
partnership and association programmes, plus fteenperiod ofperestroikaprior to the
communist breakdown are quite unique and they shogplace the deadlock policies of
confrontation exercised in the southern environsewsit CA region by the present US
government. It is the liability of the EU that tluropean Commission failed so far in
implementing such policies.

2.2. The Neglected Sides of the EU Policies witht€é Asia

In this part of the chapter we will look at the Elolitics and policiesvith CA in a wider
geopolitical context, as was mentioned in footrbt&/e will see that the EU relations with
CA, i.e. with a region that seems to be extremely rematen fthe European interests, is
actually an important complement to the easteritigwlof the EU, which include in the first
place Turkey and Russia, plus Ukraine, BelarusMaoftlova as the EU's direct neighbours.
The economic and political cooperation with theeegive region around the Caspian Sea is



of strategic importance for the whole Europe, ntitgtanding the fact that in the past it was
not considered a traditional sphere of Western [i@mn concerns.

The CA region, extending up to Turkey, offers ayvdifferent vision on the belt of
Moslem countries in its south.€ from Palestine to Afghanistan) where the politafs
developed Western countries have been strategigaliglved for a long time. The EU
involvement was not successful there, as this gfatie world became for quite long a focus
of the world instability. The connection to thisarvia Caucasus and Central Asia escaped
for long the attention of the EU-15. With the EUi8/how much more eastward, we can find
out that all 12 new EU members have had a largereqce with that region. We should
keep in mind that ten of the recent accession cimsnivere a part of this geopolitical area by
being members of the Soviet empire.

Recent EU enlargements are the crucial point oadepe for creating a new geopolitical
orientation of the EU-27. Thus the European econ@phere of influence reached borders
that were for long abandoned with the rise of tlwwi& Union. After 1990, the EU-15
economic and political interests with this hugeaatencerned in the first place the access to
supplies of oil and gas. However, with the enlargento Eastern Europthese concerns are
much wider because they could be based on tradeiamedictated by the externalities of
geographic gravity and their impacts on growth.

They are being opened to the EU-27 extensive imest opportunities that go beyond the
extraction of natural resources. They concern energ and technologies servicing natural
resources, as well as manufacturing and servicegauto the rising local welfare. Even
though Central Europe benefited from the manufauurelocations from the West to the
East, a large part of it will have to be shiftedrsdurther to the east, as the labour costs in the
new EU countries will continue to rise and as Idcadlitional manufacturing will be crowded
out by investments into more advanced technolodiast but not least, the whole southern
and eastern area of the former Soviet Union thabs trying to integrate into the Eurasian
Economic Community (EurAsE&)can be considered also as a source of tradeTwitkey
and the whole EU.

EU policies have responded to new opportunitiesdalrecting their attention further to
the East. This process has been rather slow. Acgptd data from EUROSTAT, the 12 new
EU members constituted a mere 7 per cent of th EGDP in 2006 and their share in total
external trade was even lower. Similarly the pasti& Commonwealth of Independent
States (CIS) countries represented a mere 4.2 gyeraf the world GDP, if measured in
purchasing parity terms. These economic forcesiarestrong enough for striking a political
change in the European Commission. The whole Ctiis even weaker in their trade
attraction than traditional ‘EU neighbourhood’ ctngs of the Middle East and North Africa
that attracted 4 per cent of the EU-25 export0io62

However, as Dabrowski (2007) pointed out, if wesidar certain groups of EU countries
— those that could form an ‘Eastern’ coalition e phcture would be more revealing. If such a
coalition is formed by all 10 post-communist newnners, joined by Finland, Germany and
Greece (all of which trade with the CIS signifidsgrabove average), the Commission cannot
but yield to their pressure and redirect their ¢giel to the East. If the trade attraction is
calculated for the EU's external trade only, thea $hare of trade with the CIS/EurAsEC
region rises to 18 per cent. What is even more rtapb are the dynamics of such trade and
its quality. Concerning the former, the growth saté exports and imports with the CIS are
definitely above average among the EU partners. félse growth in Eastern Europe and
Central Asia needs investment goods, technologiéstlaeir servicing, and the EU has the
best position for gaining such contracts. On thedrh side the CIS countries supply the

3 EurAsEC, as a potential customs union, was fourl@®00 by Russia, Kazakhstan, Kyrgyzstan, Tajikistad
Belarus, followed in 2006 by Uzbekistan, comprisihgs a population of 240 million people. Moldovéraine
and Armenia are the observing participants. lvident that the exclusion of Turkey (a member & pineceding
Central Asian Cooperation Organisation) weakens tlestward orientation of the block that makes the
relationships with Russia dominant. The involverr@ithe EU, China and Iran (at least as observeesjlavturn
this organisation into a powerful instrument of elepment where politics should not dominate ecossmi



decisive volumes of the EU's external energy ne€ls.trade relations with these countries
are gradually approaching the qualities pointing &irategic partnership that require political
safeguards.

Table 1: Share of exports to the EU-25 in totalaetgof these countries

Azerbaijan 65 Kazakhstan 32
Russia 50 Tajikistan 32
Turkmenistan 40 (est.) Georgia 30
Armenia 38 Ukraine 27
Moldova 38 Uzbekistan 17
Belarus 37 Kyrgyzstan 5

Source: UNCTAD, Statistical Handbook, Geneva, 2005

We can see from the data of table 1 that many efcthuntries within the CA region,
depend vitally on the trade with the EU. If we adlde them the trade with Turkey (as a
potential future EU member and a country that dlydsecame a strategic player th&réeir
trade directed towards the EU and Black and Mewiteran Seas has a strategic significance
for the whole CA/EurAsEC group. The economic inggrendence of EurAsEC and the EU is
to a large extent complementary (in contrast tarndee with Russia) and irreplaceable by any
other economic alignment of the Central Asian coest The strategic directions toward
Japan, Korea or China are too distant (both inayggphic and cultural sense) and lacking
appropriate infrastructure. The bordering Chinesst province of Uygur Xingjiang only has
20 million inhabitants and is economically weak.

Another attraction of the region of CA is in itghigrowth that moves around 7 per cent
(database of UN ECE, Geneva, 2007). All of thesentt@es are now a part of a common
boom caused by rising prices of natural resouroesh@gh investments supported by policies
attracting foreign capital. Except for a rapid gtowof natural resource industries, these
countries have a high potential for developing nfiacturring industries that used to be there
during the Soviet days. As the experience from @¢fEurope confirms, such a know-how
and educational capacities survive for more thgareeration.

2.3. Policy Considerations for a Closer Partnerstiip the EU

As was further elaborated by Asadov and BenaceRGRQhe enormous potential for
growth in the countries of CA can be underpinnedadyancing further their economic
transformation in order to achieve its sustainghillhe priority should be given to the four
pillars of transition:

» Progressing further with market reforms, namelyhwtite support to the legal system
underpinning property rights, private initiativedatne separation of the State from the
liabilities of enterprises.

» The countries must free themselves from constrdimttheir low domestic aggregate
demand by opening up to trade with highly dynanmid developed economies. Poor
infrastructure, corruption and bureaucracy arenthen barriers. The bottleneck rests in
two strategically positioned countries — Turkmeamisand Uzbekistan — that are the
least reformed and which block the access to Bk

» The financial system should be open, supporting baginesses under the criterion of
hard budget constraint from both sides: the infesna by promoting the creation dé
novofirms (mainly the small indigenous firms) and #ernal one by promoting the
incoming FDI.

4 Turkey shares a common (or similar) language \itlabitants of Turkic origin in Kazakhstan, Uzbékis
Kyrgyzstan, Turkmenistan and Azerbaijan, where thaye a majority; plus with Russia, Iran, Moldovad an
Bulgaria, where they have a minority population. Tapulation speaking Turkic languages is close 56 1
million.



» Transforming the financial sector into a highlyig#nt international system supporting
investments and the discipline of restructuring.

Coordinated policies of the EU, optimally basednautilateral agreements, could strike a
break-through in overcoming these barriers and me#hahe intensity of exports in the
western direction. The EU, Turkey and the whole Merthnean region, to which France
strained its interest recently, could benefit freach a new injection of economic exchanges.
Present mono-product exports from the EurAsEC c@mstould then be turned into a more
diversified portfolio of products driven by new &stments and imports from the EU.

At present the situation of mono-product exportd ahbarriers limiting the trade in the
western direction benefits the political oligarchshose ventures are not subject to
competition or to rules enforced internationallyneTsame problem was encountered in
Central Europe in the first stage of the transitncess (e.g. in 1990-96) where similar
barriers to growth initially resisted all interrettempts for its dismantling. The requirements
of EU entry were the final force that broke thatiseance. Without EU entry, the compliance
to theacquisand to the trade and competition policies, no sumtklash would have been
probable.

Another player that benefits from the dysfunctioaignment of CA with the EU is
Russia. Even though, after the collapse of the&@mpire, it seemed that Russian interests
would keep weakening in this area, the Russiandgamme-back came suddenly with the
rising prices of oil and gas. As the EU eastwaadérremains to be blocked by infrastructural
and institutional misalignments with CA, Russiapita (whatever limited in terms of value,
financial expertise and technological capacitissagain dominant and able to collude with
local oligarchs and the political elite. This isitgua paradox because national politics in the
CA have a strong internal lobby towards policiesirdervailing the traditional Russian
economic power. The hesitating EU could finally emdlosing the strategic alliance with the
whole region of Central Asia, contrary to the ptirof gravity and to the expectations of its
population.

From a geopolitical point of view, the EU shouldieipate the restructuring of integration
groupings in Asia. The most dramatic change camxXmected from Chinese expansion in
South-East Asia, meanwhile its pan-Asian plan me#dsucceed so much in the northern and
eastern directions because of the national poloig3ussia, Korea and Japan. Then the CA
region will keep standing as a niche in searchrofiachor for trade expansion and cultural
alignment. As the economic potential of the curtemtAsEC is still rather low (measured by
their total GDP), the solution can be found in @selr partnership of CA countries with the
EU, provided that Turkey will become a connectimiddpe. Culturally, such a flexible
economic alliance will be free from Islamic fundarteism that nowhere in this region was
present in the last 80 years. Once the dominam obl Russia in EurAsEC would be
countervailed by intensive economic and culturdhtrens with Turkey and the EU, the
prosperous Islamic CA zone will exert a construetieconomic influence on large
neighbouring Muslim countries exposed to religidusdamentalism: Iran, Afghanistan,
Pakistan or Syria.

The basic tenet of this chapter is that violentrferof Islamic fundamentalism (Islamism)
cannot be eliminated by similar violent forms oferral pressures on them. Fundamentalism
and its terrorist extremism can be effectively naliged only by internal forces of the world
of Islam. It is an illusion to assume that (religsd differences between two cultures can be
solved by escalating the conflict between them.niyréided business contracts with post-
communist countries were found to be the most gffednstruments for defusing such
tensions. Therefore the policies of integrating itdas of smouldering conflicts into an
intensive trade area and in a mutual competitianpimsperity are the most convenient
constructive ways forward. According to economiogyaphy, the EU-27 with its 23 per cent
share of world output, can become an important fi@agy of such an eastern expansion. We
should therefore expect that the EU neighbourhamidips will have to be much more active
in that direction.

The countries of CA, Caucasus and Turkey can heetuinto beneficiaries of the EU
partnership, countervailing the growing Russianitipal ambitions in the region and



mitigating the risks of using the energy deterrgnthe hands of Iran, Saudi Arabia or
Venezuela. Alternatively, the countries of CA cainpiat fall into a strategic subordination to
Russia and double the bargaining force of the KiremiThe EU should therefore use its
natural South-East economic potential via Turkelrdihe, the Caucasus and the Caspian
Sea.

The first step in this direction would be the prsglofor the European CIS and Southern
Mediterranean countries to establish an upgradedearation framework within the European
Neighbourhood Policy (ENP). Unfortunately, as auliesf the ‘enlargement fatigue’, the re-
design of this scheme does not offer an acces®ospective. However, in its more recent
version (ENP, 2007), it at least helps the ‘neigithood countries’ harmonise their political,
economic and legal systems with #eguis It is only a partial step forward because it rffe
hardly anything concrete in exchange from the Edé sirhis is nothing like the fast-track
participation in the EU internal market, similarttee status given to Norway or Turkey, or
the policies of association granted to the pre-ssioa countries of Central Europe.

Another drawback of the ENP is that it is conductidbilateral Action Plans, which put
the participants into a position of competitors ‘favours’, instead of offering them a system
of common conditions. So far, the ENP alliance wsiblished with Armenia, Azerbaijan,
Georgia, Moldova and UkraineThus it misses the objectives outlined in thipera the
build-up of an economic and cultural partnershiptloem whole track between Warsaw and
Almaty. The European Commission, at its meetinghef 27" of April, and the European
Council on 22 June, 2007, decided about the EUMs steategy with CA (see CA IP, 2007
and CE SNP, 2007), whose agenda fell short of thenpial offered by the ENP. According
to Dabrowski (2007: 8): "A general weakness of EidRsists in the lack of balance between
far-going expectations in respect to neighbourkties and reforms, and limited and distant
rewards, which it can potentially offer".

The present main attractions of the ENP for itession countries — those of trade
liberalisation in a narrow sense (such as the tdwoliof mutual tariffs on manufactures,
something that hardly reaches the status of atfeske area) — are far short of the potential
that an intensive alignment could bring to botftipgrating sides. The agreement should shift
to institutional harmonisation, cultural exchangese movement of services and capital, and
to concessions in terms of labour mobility. Theelashould be reciprocated by liberalising
the investment climate among the Asian partnerg. fdrrow EU partnership with CA will
become a powerful incentive for the absorption@i capital and innovations, as well as for
speeding-up political reforms towards democracy amwnomic liberalisation free of
totalitarian forms of Islamism.

3. Growth Strategies and Scenarios
3.1. Strategic Considerations about Fast GrowtherRegion of Central Asia

The aim of this section is to provide an empiriealdence for the statement that the present
economic level of some countries in Central Asgapeeasured by indicators based on GDP,
lies below the potential of these countries, gitleeir endowment of labour, skills, human
capital and the history of development in the timéSoviet industrialisation. The problem
rests in a massive decline in their output afte3018nd its delayed recovery. A large part of
the decline in their economic performance could éxglained by the initial losses in
aggregate demand of both a domestic and foreigindiollowed by a permanent liquidation
of many capacities and a departure of specialisbdur. The known trajectory of a J-curve
should apply here, as it manifested itself inralhsition countries in Europe.

5 Russia has received a special status. She optdtbouthe ENP, but in 2001-2003 she establishetbgramme

of "Common European Economic Space between the EUWRassia". Since 2007, Russia should benefit from the
European Neighbourhood Policy Instrument that wgdathe TACIS agreement. The EU thus discriminates
between Russia and its former members of SovietrUimi€entral Asia.



Figure 1: Growth trajectories of selected transig@onomies
in the GDP per capita at domestic constant prit884=100 %)

Visegrad 5
—u— Uzbekistan
—— Kazakhstan
—¢— Kyrgyzstan
—e— Russia

= = Azerbaijan
=< = Ukraine
Tajikistan

1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004

Source: UN ECE, Geneva, Economic Survey of Eurpe?, 2005, p. 70.

Figure 1 shows how varied the depth of the loss&s among transition countries when
compared with the Visegrad Five of Central Europleose policies of transformation were
most efficient. In many studies (see e.g. Korn80%) it was concluded that the success of
the latter could be ascribed to the openness af do@nomic environment, intensive trade
with the EU countries, learning by doing, imporfg¢aechnologies and managerial techniques
via intensive FDI inflows and fundamental upgradefgnstitutions by accepting thecquis
communautaire The evolution in the CIS countries (maybe witle #xception of Russia)
lacked such incentives and their development wgsfiiantly less persuasive. It is the aim
of this section to use the experiences of Centmabjgean countries for transfiguring them to
recommendations helping the CA countries in thein ceforms.

We can therefore presume that the degree of detfindength of recovery and the rate of
revived growth depend to a large extent on instinal measures undertaken by reforming
governments and on the competition and incentives drive economic agents in their
decisions. Crucial decisions concern the traddodfsveen the short and the long-run gains,
and between the motives to create new wealth vémslidging in redistributive activities
(e.g. in asset-stripping). Taken from these poaftgiew, the relative performance in 2004
that revealed wide differences among countries|dcbe explained not only by different
strategies and policies undertaken in individualntoes, but also by their ability to act
collectively — e.g. in absorbing spillovers fromemational cooperation. Nevertheless, we
should also consider how the development and th@cehof strategies depended on
objectively given circumstances, such as diffefantor endowments of the countries (e.g.
the endowments in natural resources such as oilgasd contrasting with endowments in
human capital or labour only).

At this juncture, a question about the suitabibityd the methodological consistence of
macroeconomic statistics for the measurement oéldpment could be raised. First, there
could be wide differences between the GDP at PB&ljpsing power standard) and the GDP
in nominal dollarsj.e. at commercial (market) exchange rates (denoteeafter as CER).
Second, the distribution of GDP in the populatiam e grossly unequal in some countries,
resulting in a bias given by the average valuegSDP per capita. Third, the GDP need not be
correlated with the welfare measured by the humewveldpment index or by the GDP
adjusted for the shadow economy, hidden foreigarmeand terms of trade changes.

Last but not least, the success (or failure) imeadic transition, as measured by human
welfare, is not easy to measure by mere differemeesfficial growth figures during the



transition period. For example, Uzbekistan, KaztddsKyrgyzstan and Tajikistan were
standing at approximately comparable levels of graent in 1989 (according to Soviet
statistics), meanwhile in 2004 their GDP per capitd growth rates differed widely. At least
the relative standing of Kyrgyzstan, if compared &jikistan in 2004, could be explained by
more successful reforms and civil stability (e.q aivil war) in Kyrgyzstan, but the
comparison of Kazakhstan and Uzbekistan fails ssmosuch smoother and elevated path of
Uzbekistan (according to their own growth data alada published by UN ECE, 2005)
resulted in a paradox: in reality there was a dap@osition of Kazakhstan in 2004 with its
GDP per capita in PPS reaching $ 7,418, versusra #n&,934 achieved by Uzbekisfan

In addition, the methodology used by central plasnesually overestimated their GDP
figures in PPS, which exaggerated the fall in ti@PGafter initiating the transition process.
The width and the depth of market reforms and thmairdti-criterial assessment, as
characterised by country studies by the World Bavik; or United Nations (see e.g. UN DP,
2005, as an example), offers therefore a bettenoapp to estimating the growth than official
GDP figures.

3.2. Conditions for Convergence in the countrie€entral Asia

Let us return again to the hypothesis that the phthansition and the choice of strategies for
restructuring depend significantly on factor endemis that are crucial sources of
comparative advantages. It is especially so ifeghdowments are exogenously given, being
located in easily marketable natural resources npivtieed by their rising world prices. A
country rich in oil and gas can perform better tllaoountry lacking such resources, even
though the former have not been privatised or cieffitly restructured. That can be the case
of comparing unreformed but (relatively) prosperduskmenistan with toiling but reforming
Kyrgyzstan. Ideally, natural resource rich coustrglould also be intensive reformers that
complement its primary sector with the developn@nhanufacturing and services, as can be
illustrated by the policies of Kazakhstan.

We will look more closely at the progress done wigirthe 15 years of transition and
compare the development of countries in CA witreoitountries in the world (see Figure 2).
The anomalies between them are accompanied withdpaes. The development in
Kazakhstan is at par with such countries as TurReynania, Turkmenistan or Iran, provided
the PPS measure of GDP is applied (all around 807ger capita). Statistics of GDP per
capita at CER may reveal, however, deep differenddwerefore, as a measure of
competitiveness among countries, we construct tidex of exchange rate deviation by
dividing the GDP per capita at PPS by the GDP &R CEhe lower the value of this index, the
higher their production for exports and import gitbson can withstand the competition
from abroad. For example, Turkey with the indeX. of5 is a country much better adjusted to
world trade than the other four mentioned, whodeiesmvary between 2.6 and 3.1. Even
Romania, which does not have an advantage of lagirexporter of energy and is the greatest
laggard among the EU accession countries, ha®agstr index than Kazakhstan that is still
performing as a top star among the CA reforming aaidiral rich countries. Thus there are
other countries in CA, which lag far behind Kazakhs(e.g. Uzbekistan), even though their
starting position in 1990 did not look differentulOmain concern will therefore be these
poorer countries of the region.

Three of the CA countries, marked in figure 2 bieasks, experiment a competitiveness
of their tradable sector that lags significanthyipel: Tajikistan, Kyrgyzstan and Uzbekistan.
We shall call them CA-3. The characteristics of enpgrformance in these three are more
general. They are also present in vast agricultegibns in neighbouring countries otherwise
rich with natural resources (Russia, Turkmenisgar),. At the same time, the average income
of all nine post-Soviet countries enlisted in fig is also exceedingly low, if compared with

5 All data about the GDP at purchasing power stahd®PS) or in nominal values converted at national
commercial exchange rates (CER) of 2004 used in ghjger are from the Statistics of the World Bank
Development Report (see World Bank, 2006) and aatelto the year 2004.



their past record before 1990. The average GDRcggita of these nine countries (without
Ukraine) at $ 3,870 trails far behind that of Raggit $ 10,180). The GDP level of CA-3 is
approximately similar to that of Senegal, Ugandaz®mbique, Bangladesh or Cambodia
that are considered to be very poor.

Figure 2: Ranking of the GDP per capita in dolrpurchasing power standard (PPS) with the
corresponding GDP at commercial exchange rate (CERW.
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Source: e World Bank Development Report (see World BabBgg
Asterisks mark the CA countries that reveal a lowele@f competitiveness.

There are hardly any reasons why the CA-3, witlr @04 GDP per capita denominated
in PPS at $ 1,246, $ 1,766, and $ 1,934 respegtishbuld not be as wealthy countries as is
the Eastern undeveloped part of Turkey ($ 3,680cpeita), India ($ 3,080), Indonesia ($
3,703), Syria ($ 3,724), Sri-Lanka ($ 3,882), oererl ($ 5,560) and the Philippines ($
4,561). We could also compare them with Ukraine6($54) — a relatively much richer
country plagued by a low intensity of reforms, higbrruption and an unsatisfactory
performance of its international trade. All these also countries without rich natural
resources and with a large part of the populatidying on agriculture.

The situation looks even more dismal if the GDPgagrita is calculated at CER. Although
the GDP per capita at CER does not say very muohbtghe standards of living, it reflects
better the international competitiveness of itsdpigis. Namely, it concerns both the exports
and the domestic products competing with impogsyall as the whole domestic economy as
assessed from the position of foreign investorshdf competitiveness of tradable goods of
some country is low and if its inflows of FDI areeak, so is also the exchange rate of that
economy. It must undervalue the local wages in rotdecompensate for the weaknesses.
Such a country is then poor ‘externallyl.e. in its relationship to the potential of gainsrfro
exchanges with the globalised world economy.

If we look at the figures of GDP per capita at CERhe CA-3 with $ 329 for Tajikistan, $
375 for Uzbekistan and $ 433 for Kyrgyzstan, we saa that they are lagging far behind
Romania ($ 3,207), Albania ($ 2,154) or Georgia8@B), whose endowments of human
capital are not significantly different and whicls@cannot rely on natural resources. In the
subsequent considerations we will distinguish betweountries of medium-term and long-
term convergence targets for CA-3. The former emrasented by countries like Pakistan,



Senegal or Nicaragua with the GDP per capita @@®800 at CER in 2004. Then there are
countries like Morocco, Syria, Guatemala, Peru, @minican Republic, Sri Lanka,
Philippines or the Eastern parts of Turkey thatehavGDP per capita in CER terms over $
1,000,i.e. two to four times higher than that of the CA-3ieEe can be considered the ‘long-
term convergence targets’ because the CA-3 havégleeth educated labour, and skills
inherited from the days of communism in sophisédaindustries and in the operation of
technologically advanced instruments (e.g. in lhealte, agriculture or army), including their
production.

Even though we could expect that the geograplisaldvantage, which the CA-3 have in
comparison with countries located at sea shoraddaepresent a ‘discount’ slowing down
the catching-up process by a factor of 1-1.5 pet per year, the process of convergence to
the level of countries of medium-term convergenmald be achieved relatively quickly. Our
scenarios for estimates of GDP growth measured& &e based on the ratedefined as:

Y, =Y, .l leg. 2]

whereY, andY; are the initial and the targeted GDPs per capitddllars at commercial
exchange rates of compared countriess the real growth rate of the GDP per capita in
domestic currency at constant prices @hds the average annual rate of real exchange rate
appreciationt is the time of catching up in years. The growtte rais a function of real
domestic (internal) growth and the growth rate"ois a function of external competitiveness
in trade, foreign exchange earnings and attractfarapital on financial account. Both and

r' can be interrelated. For example, the incoming &@dreciates the exchange rate and later
boosts the GDP growth by risen productivity andcetgp The latter appreciates again the
exchange — thus the GDP gets on a sustained grpatth in both domestic and foreign
currencies.

If our concern is the convergence between two cmst that of the CA-3 (C) compared
with the country of targeted convergence (T), wigobws at lower rates of andr”, then we
enquire in which yeat there will be (Y)c = (Yy)r . For example, as we estimated the
scenarios of catching-up between Tajikistan (C) Sedegal (T) we assumed that C must
grow much faster in terms of both rates due torthecumulated (and unused) potential
during the 16 years of transition without high #aapenness. The growth of C should evolve
into a high real convergence when the barriersitcepreneurship are lifted and the capacity
expansion is ledia exports, FDI and recovered domestic demand. Asémee time, there is
a nominal convergence of the prices in C, whiclmas reflected in the weakening of the
exchange rate in C because of the Balassa-Samusfgars (.e. by rising wages and prices
in the non-traded sectors induced by high proditgtgains in the export-let sectors).

After separating the exponents and taking logansttof the growth formulae for both
countries under comparison, we can estimate thetidarof convergence t by:

t=(In(Yo)c=In(Yo)r )/ ((r'r +1"1)=(r'c+r'c)) [eq. 3]

This formula can be used for simulating potentiawgh scenarios in the catching up process
of CA countries with other developing countrieghie world.

3.3. Growth Pattern Scenarios and International gaorsons

Once the financial account of the balance of payminin surplus due to the influx of FDI,
the current account can be left in deficit — a madgch increases the domestic standard of
living. Thus the gross absorption can grow fadtantthe GDP. It also exerts pressures on
appreciating the domestic currency. In case wh@orex and imports grow in parallel, such a
strengthening of currency is not a peril to theeexal balance. New investors, new capacities
and restructuring, all exert pressures on upgrattiagoroductivity of labour. Also, the rising
quality of exports increases the export prices, dra terms of trade gradually improve



(Benaceket al, 2005). Thus, the balance of trade can be farng time in a sustainable
deficit — financed from FDI inflows, even thoughethreal exchange rate appreciation
progresses annually by 3-5 per cent.

Then a typical outcome occurs: the growth rate dPGin US dollars can be
proportionally,i.e. by 3-5 per cent, higher than the real growthhimndomestic currency (e.g.
6-8 per cent). The fast long-term appreciation phanomenon typical to transition countries
with large losses in output during transformatidhe past losses actually boost the potential
for future Balassa-Samuelson gains in the catchmgwhich is further enhanced by quality
improvements that the standard methods of GDP measut in domestic currency often
undershoot as a real factor of growth.

The annual catching-up in CA-3 can thus proceetth@tamalgamated rate of around 11
per cent, provided our criterion of convergencéhes GDP per capita in constant dollars at
CER. Our scenario concerns the catching-up witmcas having the GDP per capita in US
dollars at CER exactly twice as high as the CA-Bratent. We will illustrate the catching-up
potential in the case of Tajikistan ($ 329 per @it CER in 2004). The targeted real
countries for comparison could be Pakistan or Sa#neghich have their GDP per capita at
$684 and $734. However, in order to avoid the cdaveaf realists attacking our
simplifications, we will compare Tajikistan (C) Wita hypothetical targeted country ‘T" with
the GDP per capita at $ 658 at CER in 2004.

We will assume in our moderate scenario that oumtty ‘T’, after implementing the
external and internal liberalisation in an envir@minof deepening international partnership
(as was discussed earlier in this chapter), wiltan its present high internal growth at 7 per
cent per capita and gain a growth bonus of 4 pet fcem the long-term annual appreciation
of their currency relative to the US dollar (or @uThe compared country ‘T’, as a stabilised
developing market economy lacking the history oinfud transition, will have a steady
internal growth at 3.4 per cent per capita and pef. cent gain in real exchange rate
appreciation. Thus the growth differential will b& per cent versus 4.4 per cdrg, 6.6 per
cent.

The catching-up of Tajikistan with a developing otvy having its present GDP per capita
at commercial exchange rate twice as high will th@es years, given the above assumptions.
In other words, we could expect that within thisipe the GDP of ‘C’ at $500 per capita in
2008 measured in CER terms, could rise not onté¢opresent level of the targeted country
‘T’ ($ 1,000 in 2008), but to its expected futur@ue of $1,587 (at constant $ prices of 2004
in the USA), when the GDP in both countries wouldiaise (.e. the Tajik GDP per capita
will nominally treble). In ideal circumstances tlwatuld happen in June 2018.

A mere doubling of the GDP per capita in C from G50 $1,000 would require 6.3 years.
A similar conclusion can be reached about the cgaree in any of the countries in CA.
Thus by using the same abstract reasoning we estilshate that Uzbekistan and Kyrgyzstan
could rise to the levels of Nicaragua, Sri Lankant@roon, Egypt or Philippines (with
approximately double of the GDP per capita in CERnE) also during the transition period
of 10-11 years, reaching in 2018 GDP per capit10800 - $2,000 at CER constant prices.
By using similar assumptions about the potentialgimwth, Tajikistan could catch-up with
countries of the long-term convergence target taate now their GDP per capita in CER
three or four-fold higher (such as Egypt, SyridMmrocco) in between 16.5 and 21 years.

Our convergence paths for CA countries is full afguloxes: these are countries with a
high industrial performance in the past and witlghhipre-conditions for an accelerated
endogenously-led growth, while in their startingsiion they are grouped with countries
lacking such preconditions. For example, the patasloevealed if the scenario for potential
convergence would include the differentials betweeman capital in CA countries and the
compared countries of the world that have a sinaitaslightly higher GDP per capita (such as
Mozambique, Bangladesh, Haiti, Pakistan or Senefabrofound difference can be found in
the differences in literacy. For example, the dtdliteracy in Tajikistan and Kyrgyzstan is
2-3 per cent, meanwhile in Eastern Turkey, Afrind anany countries of Asia it is five to ten
times more. Also the attendance rate of seconddrgads or universities is higher in CA by
several ranks compared with theuntries with a GDP per capita up to four timeghbr.



Generally it is higher in the CA than in all couesr in Africa or Asia with a GDP below
$8,000 in CER terms. The catching-up of the CA-3heir GDP expressed in CER terms
means that the competitiveness of exportables antstic import replacements in the CR-3
must be significantly and speedily upgraded. As @amtral European transition countries
have shown (Benaceét d. 2005), the export-led approach to transformatiwhere FDI
inflows introduce new technologies into the econpiyow-how and human capital, is a
highly successful strategy for accelerating thewgino

This is a crucial statement of our study. Moderomgh theories derived from the seminal
paper of Lucas (1988)emanate from an hypothesis that societies thaalaleeto base their
dynamics of growth on a sustainable build-up of &oncapital endowments grow faster.
There are various channels for the human capitdifipacy in developing countries. Some
can fall among ‘development/industrial policiesigeted at the improvements in education,
science, absorption of FDI, more efficient publitranistration or the performance of SMEs
(Rodrik, 2004). An even faster convergence candbéesed if such policies are exercised in
an international environment of intensive exchangeishin economic and cultural
partnership. For example, a developing country stmt by generating surplus on the
financial account due to high FDI inflows, whicts@lresults in net inflows of both foreign
exchange and know-how. The former can be usedifianding the current account deficit
and thus enhancing imports of needed technologpmrt material for upgrading domestic
production. The increased domestic competitivehassa quick impact on the exchange rate,
which appreciates. The convergence of GDP at CER dlacelerates with the support of three
factors: the real growth in domestic currency, timminal convergence due to quality
improvements and currency appreciation. This isgtlosvth scenario in all Central European
transition countries.

A rough estimate of the economic under-performasfceur CA-3 countries is that they
perform at 40 per cent through 50 per cent of thessent economic potential, provided we
estimate their long-term potential GDP at $ 2,8(D8 (of PPS in $ prices of 2004). An even
higher performance, estimated at $ 3,500-4,500ldcbe targeted if we would adjust their
potential output to the levels of education and &nroapital. Reaching the potential given at
the economic levels of Syria, Egypt, Morocco orlippines would not require a substantial
change in the endowments of CA-3, provided thedatiould be able to retain their channels
for generating the human capital, attract back fRussia the labour in temporary emigration
and emulate some of the lessons the Central Eunapeantries learned during their hard, but
finally very successful path to economic prosperity

Policies proposed in this studie. those underpinning trade and financial openness,
competition, human capital, entrepreneurship, ptgpeghts and international partnership
targeting the economic and cultural proximity can dontrasted with the socio-economic
governance dominant in many post-Soviet countfiesacterised by rent-seeking, dominance
of bureaucracies over the activities of entrepresieaternal collusions of oligarchs and the
alliance of large former state-owned corporatioith wolitics. Their network of social capital
(i.e. the politics of crony capitalism) has a natunialsltowards the policies of autarchy. Thus
the proposed new institutional schemes are in #icowith them.

The success of catching-up in countries without natural resources has at its base two
intertwined dilemmas to be solved: that of theeslfe.g. equality, fairness or merits) and that
of the politics. Demaocratic methods of the seamhdptimal solutions may often result in
second-best.g. sub-optimal) outcomes due to necessary sociapommises. The specificity
of post-communist countries rests in their legady communist social capital. Their
endowment was of particular importance in the estdges of transition because it gave the
owner of such an asset the highest retfiriithe experience from the most successful

7 See Hoff and Stiglitz (2001) for a literature ®wi

8 The value of any factor (financial capital, humzapital, labour, natural resource) is given bydiscounted
returns. According to economic theory, it is thergiaal productivity of factors that sets their shan the GDP.
The experience from transition in Central Europecads that the ‘ownership’ of relational (sociafpdal is a
resource that can be at least as powerful in retasnthe ownership of any alternative type of ehplih addition,
the cost of acquiring such an asset was zero farge part of the nomenklatura. In the early stagfesansition



transition countries in Central and Baltic Europag(in Slovenia, Estonia or Czechia) shows
that the embeddedness and path dependency otifiwstd, ethics, politics and ruling elite
determine the crucial strategies in transition (MoBott, 2004). The downgrading of the role
of social capital can be only gradual and the @ygioblem concentrates on the speed of its
gradual dismantling in the later stages of traositiThe keys to success in transformation rest
therefore in the ability to conduct institutionddamges in areas such as market contestability,
competition for contracts, property rights enfores) hard budget constrains or efficiency of
public governance. Here again, once we assessréisent situation in countries of Central
Asia, the EU policies of economic and cultural pnoxy offer a high potential for
improvements on both sides of such a partnership.

Our scenarios thus remind us of the extremely daithing-up preceding in China, or in
Ireland, or in Japan in the second half of th8 @éntury. Such an accelerated catching-up in
the GDP per capita at commercial exchange ratesalsasbeen present in all transition
countries that became EU members in 2004. BulgarthRomania joined such a strategy at
the break of the millennium only and their outcopreved to be successful from the very
start. We could presume that their adoption in coesiof Central Asia, especially in the ones
less endowed with natural resources, could leathtdar sustainable growth patterns.

4. Conclusions and Policy Recommendations:

Creating a partnership along the broad line betwBenssels—Ankara—Astana, whose
economic externalities would spill both to the hofUkraine and Russia) and to the south
(Israel, Syria, Iraqg, Iran and Afghanistan) belornigsthe questions of world geopolitical
importance. It offers advantages for all its merabésr the whole Europe and for the rest of
the world. We stressed particularly its followingpacts: first, its policies bring prospects of
prosperity and political independence to counts#i toiling with transition or being
constrained in their development by Islamism. Sdcothey increase the safety in
international fossil energy supplies in Europe.r@hsuch a partnership solves the stalemate
in the Turkish accession by granting Turkey a pasiof a strategic partner, with an option
for full EU membership based on economic convergefourth, it offers new economic
perspectives to Iraq, Iran and Afghanistan — caesstricken by a conflict with the US and
an international isolation. Launching new directioto local development in Moslem
countries and a more active EU presence in thisgbdéine world could help settle the conflict
between Israel and its neighbours.

Concerning the analysis of the countries in Cerfiah (CA), we have concentrated on the
issues summarised below. The economies of all eiu@A countries perform below their
long-term potential because their internal tramsfiiron was not completed and externally
they are constrained by impediments to internatin@hanges. Three countries of the
region, which are not sufficiently endowed with iBagxportable natural resources —
Tajikistan, Kyrgyzstan and Uzbekistan — performoleb0 per cent of their potential GDP
per capita. Filling this gap by converging at theilt capacity would require a doubling of
their productivity of labour. That could be achidwsithin approximately 7 years, provided
some immediate steps in policies and internal bhiebhawf economic agents are undertaken.
In the very long run (up to 20 years) the econopatential of the poorest three can be
enhanced even further by catching-up with the nmadincome developing countries (such as
Morocco or Egypt). The other countries, backed bgrgy exports, can catch up with
economic targets present among the new EU menibleesweak chain in the development of
Central Asia rests in insufficient trading with glebouring regions within the reach of 1,200
km in diameter, where the enlarged EU could s8inain their most important trading

(when privatisation was the most important politissue) the access to social capitia. (to political circles)
could become temporarily the absolutely most imgarasset, deciding also about the access to dotmitlaer
assets in the future: to the ownership of natesburces, physical capital or human capital.



partner, notwithstanding the fact that the highgstwth must be expected in the intra-
regional trade flows within EurAsEC. The EU-CA petship should become the most
important vehicle for upgrading economic and cualtuexchanges between Europe, this
rapidly growing western belt of Asia and its contrsial southern neighbourhood. Countries
of CA need the EU for re-vamping thoroughly thaifrastructure, improving the economy of
natural resources, re-deployment of manufacturipghe absorption of new technologies,
upgrading its financial system and supporting theith the progress in public governance.
The exchange rates in CA economies still reflecalldarriers to competitiveness of their
non-energy exports. It will be to their advantalgattin accordance with the new policies of
opening-up and partnership, the real exchange wilekeep appreciating, enhancing the
speed of real convergence that would correspondhéolevel of local human capital
endowments.
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