REGIONAL ECONOMIC INTEGRATION: A
COMPARATIVE STUDY OF CENTRAL ASTAN AND
SOUTH ASIAN REGIONS

Thesis submitted to Jawaharlal Nehru University
in fulfillment of the requirements for the
award of the degree of

DOCTOR OF PHILOSOPHY

SAROJ RANI

Centre for Russian and Central Asian Studies
School of International Studies
JAWAHARLAL NEHRU UNIVERSITY
New Delhi-110067
2007



'.‘ JAWAHARLAL NEHRU UNIVERSITY

School of International Studies
QNUJ New Delhi - 110067

Tel. - 26704365
Fax : (+91)-11-26717586
(+91)-11-26717603

Centre for Russian and Central Asian Studies

Date 30th July 2007

DECLARATION

I declare that Thesis entitted “REGIONAL ECONOMIC INTEGRATION: A
COMPARATIVE STUDY OF CENTRAL ASIAN AND SOUTH ASIAN REGIONS”
submitted by me for the award of the degree of Doctor of Philosophy of Jawaharlal
Nehru University is my own work. The dissertation has not been submitted for any other

degree of this University or any other university.

G

SAROJ RANI

CERTIFICATE

We recommend that this dissertation be placed before the examiners for evaluation.

/ > s é’yﬁaﬂ

PROF. TULSI RAM DR. TAHIR ASGHAR
Chairperson, CRCAS Supervisor



Dedicated
to

My Mother L My Husband



Preface

The purpose of this study is to understand the problems faced by The Central Asian
and South Asian Countries during their liberalization, and regional economic
integration process. This thesis analyses and compares the regional economic
integration in Central Asia and South Asia. The first Chapter broadly covers the global
trends towards increasing regional economic integration. It mainly covers the
theoretical aspects of the regional economic integration and will try to summarise the
debate whether regional trade agreements are stumbling blocks or building blocks of
global trade liberalisation. The Second Chapter covers the economic liberalisation
policies of the Central Asian and South Asian regions. Broadly this presents cross-
country analysis of economic policy regimes in both the regions in the last fifteen
years. Specifically this chapter analyses the trade policies in both the regions .In the
third Chapter this study describes and analyses all the regional/ bilateral and
multilateral attempts towards regional integration in the Central Asian republics since
1992. It shows the significance, challenges and opportunities in regional economic co-
operation in the Central Asian region. Fourth Chapter describes and analyses all the
regional/ bilateral and multilateral attempts towards regional integration in the South
Asian region particularly since the early 1980°s. It shows the significance, challenges
and opporﬁmities in regional economic co-operation in the South Asian region. In the
fifth Chapter, this study compares objectives, significance, progress and obstacles in
the process of regional economic integration of both Central and South Asian regions.
The Sixth Chapter deals with the possibilities/obstacles of the expansion of South
Asian economic co-operation to the Central Asian region. Importance of other
countries like Iran and Afghanistan might also be discussed in this context. In
Conclusions, major findings of the proposed research work are summarized. I wanted
to acknowledge many persons who helped me while doing this study.

I owe my deep sense of gratitude to my respected supervisor, Dr. Tahir Asghar who
rendered his constructive and valuable guidance throughout my work. However, any

errors are solely mine.



I feel great privilege in expressing my profound sense of gratitude to Prof. Tulsi Ram
whose affectionate consideration of my difficulties, keen interest, constant support and
encouragement were the main source of inspiration. His sincerity and co-operative
nature helped me immensely to conduct the present study.

I wish to express my sincere thanks to Dr. Gulshan Sachdeva whose perspicacious
comment and scholarly guidance helped me to complete my work. I thank to all my
Jaculty members of the Centre for Russian and Central Asian Studies, who rendered

invaluable help. I would like to thank the non-teaching staff of our Centre and library.

I also acknowledge the moral support of my husband Rahul Kumar and my children
Gaurav and Saurabh who helped in this research work to be completed through their
insistence that it be done and their patience while I did it. I express my heartfelt
gratitude to my beloved mother, Father and brothers. I wish to express my inestimable
appreciation to my friends, Kajal, Arti, Alka, Usha, Meena, Manisha, Sudhir and
Laxmi for providing me a precious time whenever I need to share my pleasant and
unpleasant moments while undergoing this process. Special thanks to Pushpa, my
maid servant who kept me away from my domestic chores. I also acknowledge the
support of the staffs of JNU Library and the staff of Exim Bank Library for helping me
to get relevant materials. I express my gratitude adequately for Prof. Ajay Patnaik,
Prof. Anuradha Chenoy, Prof. Shashikant Jha, Prof .Manmohan Aggarwal, Dr.
Nawal Paswan, Dr. Sanjay Panday, Dr. Preeti Dass Prof. S.K. Thorat and Mr. Som

Nath Sharma and Dr. Namita for their encouragement.

New Delhi :
July 30, 2007 (SAROJ RANI)



CONTENTS

Preface i-ii
List of Tables vi-vii
List of Figures viii
List of Maps ix
List of Boxes X
Abbreviations xi-xiii

CHAPTER-I GLOBAL TREND TOWARDS ECONOMIC REGIONALISM 1-35

»  Regional Economic Integration 3
e The Concept of Regional Economic Integration 4
e Theoretical Aspect of Economic Integration 4
* Forms of Regional Economic Integration 6
»~  Global Trends towards Economic Regionalism 7
e Debate on Trade creation and trade Diversion 9
e Do open economies prosper more than closed economies? 12
» Regional Trade Agreement is stumbling block or Building blocks 13
e Regional Trade Agreements as a Stumbling block 13
¢ Regional Trade Agreements as s Building block 14
~  Open Regionalism 16
e Open Membership 16
e  Unconditional Most Favoured Nations 16
e Global Liberalisation 16
e Trade Facilitation 16
»~  Benefits and Challenges of Regional economic integration 17
»~  Deep Integration and Shallow integration 19
Some Important regional Trade Agreements of the World 26
Post War Chronology of Regionalism 29
CHAPTER-1I ECONOMIC LIBERALIZATION IN CENTRAL AND
SOUTH ASIAN REGION 36-83
»  Brief History and Similarities of the Regions 36
»  Economic Transformation 43

+ Transformation of Command economy to market economy 44
% Transformation through Gradual Process or by Shock Therapy 47

»  Economic Transformation in Central Asia 47
e Trade liberalization Policies in Central Asia 57
e Price Liberalization 58
o Taritfs, Non-Tariffs, Subsidies, and Quota 59

¢ Currency Convertibility 62

1i1



e Exchange Rate policy

63

»  Economic Transformation in South Asia 65
e Trade liberalization Policies in South Asia 67
¢ Tariffs, non-tariffs, Subsidies, and quota 68
% Exchange Rate policy 72
- ¢ Principle Measures of Trade policy since liberalization 76
» Central Asian and South Asian countries integration into
the world economy 77
CHAPTER-HI REGIONAL ECONOMIC INTEGRATION IN
CENTRAL ASIA 84-138
~ Regional Economic Integration in Central Asia 87
e Motivation and objectives of Economic Cooperation in
Central Asia 87
e Benefits, challenges and the status of economic
cooperation 90
» Intra-regional Trade among Central Asian Countries (5*5) 98
e Kazakhstan VS other Central Asian Countries (1*¥4) 109
e Kyrgyz Republic VS other Central Asian Countries (1*4) 110
e Tajikistan vs other Central Asian Countries (1*4) 111
e Turkmenistan vs other Central Asian Countries (1*4) 112
e Uzbekistan vs other Central Asian Countries (1*4) 113
~ Other Regional subregional and multilateral economic
initiatives of Central Asia 119
~ Challenges of regional economic integration 122
~ Opportunities and potential in regional economic cooperation 126
CHAPTER-1V REGIONAL ECONOMIC INTEGRATION IN
SOUTH ASIA 139-185
» Regional Economic Integration in South Asia 140
e Motivation and objectives of economic cooperation 140
» Intra-regional Trade among South Asian Countries (6*6) 148
e India VS other South Asian Countries (1*5) 156
e Pakistan vs other South Asian Countries (1*5) 157
e Bangladesh VS other South Asian Countries (1*5) 159
e Nepal vs other South Asian Countries (1*5) 160
e Srilanka vs other South Asian Countries (1*5) 161
» Other Regional subregional and multilateral economic
initiatives of South Asia 164
» Benefits and Challenges of Regicnal Economic Integration 165
» Opporturities and potential in Regional Economic Cooperation 174

CHAPTER V COMPARISON OF REGIONAL ECONOMIC INTEGRATION
IN CENTRAL ASIA AND SOUTH ASIA 186-227



» Comparison of objectives of Regional Economic Initiatives

in Both The Regions 190

e Regional Economic Initiatives in Central Asia 191

e Regional Economic Initiatives in South Asia 198
~ Challenges both the regions are facing 205
» Comparison of the process of Regional Economic Initiatives in

both the regions 211

CHAPTER VI  POSSIBLE LINKAGES BETWEEN THE CENTRAL ASIAN

AND SOUTH ASIAN REGIONS 228-256
» Geographical contiguity, shared history and culture 229
» South Asia’s Foreign Trade with Central Asian Countries 231
» Recreating historical linkages to explore potential 237

e Regional Economic Initiatives in Central Asia and South Asia 238
e (entral Asia-South Asia Regional Electricity Market

(CASAREM) 240
e The Central-South Asian Transport and Trade Forum

(CSATTF) 242

~ India, Pakistan and Afghanistan as a bridge to South, West and
Central Asia for East Asia 245
» Challenges of Expansion of Central Asia to South Asia 248
CHAPTER vII CONCLUSION 257-263
BIBLIOGRAPHY 264-275




List of Tables

1.1
1.2
1.3
2.1
2.2
23
2.4

2.5
2.6
2.7
2.8
3.1
3.2
33
3.4
35
3.6

3.7
3.8
3.9
3.10
3.11
3.12
3.13
3.14
3.15
3.16
3.17
4.1

4.2
43

44

45
4.6

Stages of Regional Economic Integration 7
Some Important Regional Trade Agreements of world 26
Post war Chronology of Regional 29
Elements of Transition 46
Shock Therapy Vs Gradualism ' 47
Key indicators and Reform Status of Central Asian Countries 55
Overall Principle Measures of Economic policies of Central Asia since
1992-2005. 56
Tariff Rates of Central Asian Countries 61
Exchange Rate of Central Asian Countries 64
Exchange Rate of South Asian Countries 75
Principie Measures of Trade Policies since Liberalization 76
Main commodities of Export of Central Asian Countries 98
- Matrix of Intra- Regional Trade of Goods of Central Asia 99
Destination of Foreign Trade of Central Asia 100
Share of Merchandise Trade with FSU 1988-2004 in Percentage 104
Central Asian Trade Intensity within the Region 107
Commodity Concentration of Exports, share of main Three Products in
Percentage 114
Regional Economic Initiatives in Central Asia 119
Kazakh’s Exports with other Central Asian Countries 130
Kazakh’s Imports with other Central Asian Countries 130
Kyrgyz’s Exports with other Central Asian Countries 131
Kyrgyz’s Imports with other Central Asian Countries 131
Tajikstan’s Exports with other Central Asian Countries 132
Tajikistan’s Imports with other Central Asian Countries 132
Turkmenistan’s Exports with other Central Asian Countries 133
Turkmenistan’s Imports with other Central Asian Countries 133
Uzbekistan’s Exports with other Central Asian Countries 134
Uzbekistan’s Imports with other Central Asian Countries 134
Scope of Exports of Various Products Exists from India to Other South
Asian Countries 146
South Asian Countries Trade Potential in Commodities 147
Intra-Regional Trade of South Asian Countries’s Total Trade 1985-2004 in
Percentage 148
Intra regional Trade as percentage of Total Exports: a Comparison of SAARC
with other Southern RTAs 149
South Asian Trade Intensity within the Region 154
Planned Phased Tariffs cuts on Intra- SAFTA Trade 162

vi



4.7
4.8
4.9
4.10
4.11
4.12
4.13
4.14
4.15
4.16
4.17
4.18
5.1
5.2
6.1
6.2
6.3
6.4
6.5

India’s Informal Trade with South Asian Countries
India’s formal Trade with South Asian Countries
India’s Export with other South Asian Countries
India’s Import with other South Asian Countries
Pakistan’s Export with other South Asian Countries
Pakistan’s Import with other South Asian Countries
Bangladesh’s Export with other South Asian Countries
Bangladesh’s Import with other South Asian Countries
Sri Lanka’s Export with other South Asian Countries
Sri Lanka’s Import with other South Asian Countries
Nepal’s Export with other South Asian Countries
Nepal’s Import with other South Asian Countries
Regional Economic initiatives in Central Asian countries
Regional Economic initiatives in South Asian countries
India’s Export to Central Asian Countries 2000-05
India’s Export to Central Asian Countries 2000-05

Commodity Composition of Indian Export to Central Asia_

Commodity Composition of Indian Import to Central Asia
The Distances of Pakistan, Russian and Central Asia

vil

i63
164
179
179
180
180
181
181
182
182
183
183
218
220
231
233
233
234
235



List of Figures

Fig . 2.1
Fig.2.2
Fig.3.1

Fig.3.2
Fig.3.3
Fig.3.4
Fig.3.5
Fig.3.6

Fig.3.7 -

Fig.3.8
Fig.3.9
Fig.3.10
Fig.3.10
Fig.4.1

Fig.4.2
Fig.4.3
Fig.4.4
Fig.4.5
Fig.4.6
Fig.6.1

Model of Socialistic and Capitalistic system
How Free International Trade Increases Benefits

How Regional Cooperation in Trade Policy, Transport and Custom
Transit Can contribute to Economic Development

Foreign Trade of Central Asia

Central Asian Exports within The Region

Central Asian Imports within The Region

Central Asian Percentage share of Trade with other Regions
Kazakhstan’s Trade with other Central Asian Countries
Kyrgyz ’s Trade with other Central Asian Countries
Tajikistan ’s Trade with other Central Asian Countries
Turkmenistan’s Trade with other Central Asian Countries
Uzbekistan’s Trade with other Central Asian Countries

Commodity composition in Central Asian Countries

South Asian Regional Trade Share of GDP in 2002 as Compare to other

Regions.

India’s Trade with other South Asian Countries
Pakistan’ s Trade with other South Asian Countries
Bangladesh’ s Trade with other South Asian Countries
Nepal’ s Trade with other South Asian Countries

Sri Lanka’ s Trade with other South Asian Countries

South Asian Countries Trade with Central Asian Countries

Viil

45
49

92
101
101
101
102
109
110
111
112
113
115

149
156
157
159
160
161
231



List of Maps

v s W

Political Map of South Asian and Central Asian region
Political Map of Central Asia

Central Asian Regional Economic Cooperation Transport
Political Map of South Asia

International North South Transport corridors

X

83
135
139
244



List of Boxes

a. How Gradually China follows a Policy Of Socialistic Economic

Development 53
b.  Main Definitions used in the Analysis of Trade Taxes 64

Main objectives of SAARC 141
d Evolution of Economic Integration of South Asia 145
e Comparison of Main Objectives of Regional Economic Integration of

both the Regions 190



ABBREVIATIONS

ADB Astan Development Bank

ADO Asian Development Outlook

AFTA ASEAN Free Trade Area

AEC ASEAN Economic Community

APEC Asia-Pacific Economic Cooperation

ASEAN Association of Southeast Asian Nations

BIMSTEC Bay of Bengal Initiative for Multi-Sectoral Technical and Economic
Cooperation

BTAs Bilateral Trade Agreements

BTC Baku- Tablisi Cyhen Pipeline

CAR Central Asian Republics

CAC Central Asian Community

CACO Central Asian Cooperation Organisation

CAEU Central Asian Economic union

CAFTA Central asian Free Trade Area

CAREC Central Asian Regional Economic Cooperation

CASAREM Central Asia-South Asia Regional Electricity Market

CECA Comprehensive Economic Cooperation Agreement

CEECs Central and East European Countries

CEPA Comprehensive Economic Partnership Agreement

CIS Commonwealth of Independent States

CMEA Council of Mutual Economic Assistance

CM Common market

COMESA Common Market for Eastern & Southern Africa

CPC Caspian pipeline Consortium

CPSU Communist Party of Soviet Union

CSATTF Central and South Asian Transport and Trade Forum
CuU Custom Union

EBRD European Bank for Reconstruction and Development
EC European Commission

ECO Economic Cooperation Organisation

EEA European Economic Area

EU European Union

FDI Foreign Direct Investment

ESCAP Economic and Social Commission for Asia and the Pacific
FTA Free Trade Agreement

FSU Former Soviet Union

GATT General Agreement on Tariffs and Trade

GATS General Agreement on Trade in Services

X1



GCC
GDP
GMS
GPN
GSP
GUUAM
ICT
IDSA
IDB
ILFTA
IMF
IMU
IOR-ARC
IPR

IT
LDCs
MERCOSUR
MCWG
MFN
MOUs
MW
NAFTA
NGOs
NTBs
OEC
OECD
oIC
QRs
PRC
PRGF
PTA
REER

Greater Central Asian Countries

Gross Domestic Product

Greater Mekong Sub-region

Global Production Networks

Generalized System of Preferences

Georgia, Uzbekistan, Ukraine, Azerbaijan and Moldova
Information and Communication Technology
Indian Defence Strategical Analysis

Islamic Development Bank

Indo-Lanka Free Trade Area

International Monetary Fund

Islamic Movements of Uzbekistan

Indian Ocean Rim Associations for Regional Cooperation
Intellectual Property Rights

Information Technology

Least Developed Countries

Southern Lone Common Market
Multi-Country Working Group

Most Favored Nation

Memorandum of Understanding

Megga Watt

North American Free Trade Agreement

Non Government Organisations

Non Tariffs Barriers

Organisation for Economic Cooperation
Organization for Economic Cooperation and Development
Organization of Islamic Conference
Quantitative Restrictions

Peoples of Republic of China

Poverty Reduction and growth facility
Preferential Trade Agreement

Real Effective Exchange rate

Regional Economic Integration

Reserve Bank of India

Rules of Origin

Regional Trade Agreement

Regional Trade Investment Agreement

South Asia Association for Regional Cooperation
South Asian Customs Union

South Asian Preferential Trade Agreement
South Asian Free Trade Agreement

X11



SAF
SALs
SCO
SCP
SES
SPECA
SPS
TAPI
TBT
TF
TIFA
TRIPS
UN
UNCTAD
UNDP

UNESCAP
US
VAT

WB
WTO

Structural Adjustment Facility

Sectoral Adjustment Loans

Shangai Cooperation Organisation

South Caucasus Pipeline

Single Economic Space

Special Program for Economies of Central Asia
Sanitary and Phyto-Sanitary Standards
Turkmenistan, Afghanistan, Pakistan India Pipeline
Technical Barriers to Trade

Trade Facilitation

Trade Investment Framework Agreement

Trade Related Aspects of Intellectual Property Rights
United Nations

United Nation Commission for Trade and Development

United Nations Development Program
United Nations Economic and Social Commission for Asia and the Pacific

United States

Value Added Tax

World Bank

World Trade Organization

X1il



MAP 1 : POLITICAL MAP OF SOUTH ASIAN AND CENTRAL
ASTAN REGIONS

A “Uzbekistan —7, : Errguzstan
Turkmensstan ——__ =l
S B P Tajiki=tan

Afghanistan _©

i - Mepal
s ca il Val 7z e Bhutan

Pakistann .

Banglade=h

rald we=s -

‘ Sri Lank a




CHAPTER 1
GLOBAL TRENDS TOWARDS ECONOMIC REGIONALISM

This study will try to show the significance of increasing regional trade agreements and
other regional initiatives. Main focus of this study is to describe and analyse the existing
as well as emerging regional economic initiatives in both Central Asia and South Asia
regions. To understand and analyse why there is emerging trend of regional economic
initiatives in both the regions, it is very important to know the global trends towards
economic regionalism. The first chapter deals with the global trends towards increasing
regionalism. The first part of this chapter covers the theoretical aspects of regional
economic integration. How this concept of regional economic integration has been
developed over time? For what purpose was integration among countries required? What
are the benefits of regional economic Integration? How the potential of any country can
be tapped through multi-lateral regional level cooperation. What are the challenges it has
to face while cooperating? In recent times this phenomenon of regionalism has been
observed everywhere. Observing this trend the intellectual community and policy makers
are interested to understand the benefits and challenges of integrating with each other. In
the second part of this chapter the theories of renowned economists have been discussed.
The third part of this chapter will broadly cover the global trends towards increasing
regional economic integration. There has been a debate among scholars that through
regionalism either trade is diverted or created. Do open economies prosper more than
closed economies have also been analysed. In the fourth part of this chapter efforts are
made to summarise the debate of ‘whether regional trade agreements are stumbling
blocks or building blocks of global trade liberalisation’. There are two schools of
thoughts. Some argue that regionalism is complementary to multilateral trade
liberalisation whereas others see them as the obstacles in the way of multilateral trade.

Carlo Trojan of the European Commission (EC) also believes that regionalism and
multilateralism are complementary notions that reinforce each other as long as
regionalism is open. Baldwin (1992), Either (1998) and Lawrence (1999) also argue that
regionalism is much more complementary to multilateralism. Others who oppose argue

t}Bt,K‘l'As might pose a threat to balanced development of world trade through increased



trade and investment diversion particularly if liberalisation of trade is conducted on
preferential basis. Many others like Bhagwati (1992,1995), (Bhagwati and Panagriya
1996) and Kruesger (1995) etc., however, worry about the negative effects of growing
RTAs. They argue that these regional trade agreements are a threat to the multilateral
trading system. Those who favour, however, urge that if regional groupings are open
towards the world market in the sense of keeping tariffs at a level that do not encourage
trade diversion, it will increase the world’s production efficiency and will be
complementary to the multilateral system. The New Policy of open regionalism has also
been considered in this chapter, which has established the trend of global integration
through the regionalism. Lastly, it has observed that the share of regional trade in the
world trade has been increasing for the past few decades. This is an indicator that
countries are learning to negotiate in a successful manner at the international level by
bilateral than unilateral and finally at a multilateral level.

Regional Economic Integration

Regional Economic Integration is a pervasive phenomenon shaping the global
environment. The study of regional integration has been one of the major growths in the
world Political Economy over the past few decades. The interaction between global and
regional aspects of international phenomenon can be analyzed for transactions in goods
services and finance. It has been observed and analyzed by think tank community that
very often it is maintained that regionalism is way to manage globalization. According to
the views of analysts, the need for such arrangements among developing countries arose
from the consequences of the import substituting industrialization strategies adopted by
these countries. Under this strategy the goods were produced mainly for home markets,
which was small in scale. The small scale of production meant that economies of scale
could not be realized leading to high cost production, because of which these goods could
not able to compete in the global market. Regional trading arrangements among
developing countries were suggested as the way out of this dilemma. Larger production
for regional market would enable the exploitation of economies of scale, lower costs of
production and made the goods competitive in the world market'.(Agarwal,2004). To
enlarge market and lower the cost of production the countries felt the requirement of

regional economic integration.



The Concept of Regional Economic Integration

Economic Integration is a term used to describe how different aspects between economies
are integrated. It encompasses broader areas of political, economic and cultural links with
nations joining together in a forum generally belong to one or several regions. Now the
question arises that how region can be defined. Broadly region can be defined as a
geographical proximity of countries, which facilitates cooperation among these countries
As the economic integration increases, the barriers of trade diminish. As the trade and
investment increase across borders, private actors demand elimination of costly barriers
and provision of greater ceﬁainty in security of contracts and investments. They petition
government to create regional agreements that underpin liberalization of tariffs and non-
tariffs barriers and harmonization of regulations. Lloyd defines economic integration in
terms of law of one price, in a global market, common prices prevails everywhere with
utility maximizing resources allocation.’( Richard,1997) The Palgrave Dictionary of
Economics describes economic regionalism as “actions by governments to liberalise or
facilitate trade on a regional basis, sometimes through free-trade areas or custom
unions™. ( Palgrave Dictionary) Some scholars assess that co-operation would ease the
barriers posed by the boarders among the countries and allow people to connect
throughout the regions and beyond with trade and investment linked infrastructure and a
free flow of ideas and knowledge.*(UNDP report,2005) They think that the development
of coherent regional economic and political spaces as an essential stepping stone towards
an integrated global era. Moreover, regionalism is thought to be increasingly a natural
phenomenon, because informal economic agents as businesses who become more
international drive it. Trade is said to be greater in natural trade regions because the
formation of such trade regions are influenced by geographical proximities, which
reduces transaction costs and increases information flows.’( Krugman, 1993)

Theoretical Aspect of Economic Integration

The genes of economic integration originated from International economics. International
economics deals with the economic interdependence among nations. Specifically it deals
with international trade theory, international trade policy, balance of payments, foreign
exchange markets and open economy macroeconomics. International economics has

enjoyed long, continuous and rich development over two centuries with contributions



from some of the world’s most distinguished economists including Adam Smith, David
Ricardo, John Stuart Mill, Alfred Marshall, John Maynerd Keyens, and Paul
Samuelseon.®( Salvatore, 2001). International trade generally improves social welfare and
stimulates economic growth. Trade enables countries to specialize in line with their
comparative advantages and achieve economies of scale that would not be possible
without specialization. This improves the allocation of resources and social welfare,
improves the quality of goods available to consumers, enhance competition and increases
investment in both physical and human capital. In developing countries, trade also fosters _.
economic growth and improves social welfare by helping them attract foreign direct
investment (FDI) and acquire modern technologies available in developed countries
through imports, FDI inflows, and participation in global production networks.’(
Srinivasan,1998).

Economic growth and improvements in social welfare in turn, reduce poverty in as much
as they raise income and improve the welfare of the poor and increase resources available
for social security, primary health care, education, water supply, and other basic services.
Accordingly, openness to international trade is widely regarded as a necessary, even
though not sufficient, condition for any country, particularly a small one to achieve
sustainable economic development® (Caminis, year) There are, however, few caveats to
this general rule. First, participation in international trade has certain costs. Most notably,

it makes a country vulnerable to fluctuations in world prices and possible projectionist

measures by trading partners’.

The classical source of gains from trade is that global free trade allows consumers and
firms to purchase from the cheapest source of supply, hence ensuring that production is
located according to comparative advantage. In contrast, trade barriers discriminate
against foreign supply, inducing domestic import competing producers to expand even
though they have higher costs than do imports. The concept of ‘comparative advantage’
underpins the economic logic of multilateral trade reform by dictating that under global
free trade, production will be shifted to the most efficient producers. Regional Economic

Integration can be categorised in the following forms




Forms of Regional Economic Integration

Regional economic integration has been emerging in the world in various stages or forms.
Normally the first stage is preferential tariff (trade) arrangements. This is a simple form
of regional economic co-operation under which lower tariffs and non-tariff preferential
treatments are provEd_ed to the commodities coming from member countries compared to
non-member countries. Each country is allowed to have its own set of tariffs and non-
tariffs against the third country imports. The second stage is free trade area arrangements,
which normally means no tariff among the member countries. The third stage is called
the custom union, which involves common external tariff in addition to Free Trade
Arrangements. The fourth stage is common market which adds free mobility of factors of
production to custom union arrangements. The fifth stage is economic union that goes
beyond common market by harmonising economic policies of member countries. Finally,
the stage of economic integration, a move towards complete unification of economic
policies of member states as a consequence reduction of their independence in economic

matters. This has been shown in table nolwith detail examples.



STAGES OF REGIONAL ECONOMIC INTEGRATION

Table 1.1

Regional Integration

Definition

Some Examples

Free Trade Area (FTA)

An area where tariffs and quotas are
abolished for imports from area
members, which, however, retain
national tariffs and quotas against third
countries

“In 1992 ASEAN countries launched the ASEAN Free |
Trade Area (AFTA) plan. On 1 January 2002 six out
of ten ASEAN countries reduced internal tariffs on
most goods to levels ranging between zero and five
percent. The whole ASEAN area is scheduled to
become a full-fledged free trade area in the coming
years.

-The USA, Canada, and Mexico are in the process of
completing a North American FTA: many tariffs were
eliminated already in 1994, with others being Phased
out over a periods of 5 to 15 years

Customs union (CU)

A FTA setting up common tariffs and
quotas for trade with non-members

-European Economic Community since 1968

- The MERCOSUR ( Southern Common Argentina,
Brazil, Uruguay, Paraguay) becoming a fully-CU by
2006.

Common Market (CM) A CU abolishing non-tariff barriers to -European Community since 1993 (establishment of
trade (product and services markets the European Single Market). The CM was already set
integration) as well as restrictions on up as an objective under the Treaty of Rome
factor movement (factor market
integration)

Economic Union (EU) A CM with a significant degree of -European Union nowadays

Coordination of national economic
policies and/or harmonization of
relevant domestic laws

Total Economic
integration (TEI)

An EU with all relevant economic
policies conducted at the supranational
level, possibly in compliance with the
principle of subsidiarity. For this,
supranational laws need to be in place.

- The euro area (i.e., 12 out of 15 countries of the
European Union) can be currently classified
Somewhere between an EUN and TEI. Supranational
Authorities and rule making were established already
with the Treaty of Rome in 1957, and subsequently

enhanced.

Regional cooperation and integration may broadly be classified in terms of key economic
links such as trade, transport, transit and investments, Natural resource links such as
water, energy and environment, National security links such as terrorism, arms and drug
trafficking and Islamic militancy and other important links include migration, education
health natural disaster preparedness, gender and governance etc. But remaining with in
the scope of the study only key economic linkages such as trade, transport, transit and
investments will be considered.

Global Trends Towards Economic Regionalism

The growth of regional economic blocs or Regional Trade Agreements (RTA) in the past
decades has become a significant aspect of global economic relations. The concept of
regional trade arrangements was formed during the Sixth Session of United Nations
General Assembly in June 1974."°(UNCTAD,1976) In fact, the genesis of regional

trading blocs might be traced back to the establishment of New International Economic



Order. The objective behind this was to encourage trade among the developing
countries.''(Bhatacharya,2001). By definition, RTAs are agreements whereby members
accord preferential treatment to one another in respect to trade barriers. Regionalism in
trade and investment agreements has been on a steep rise since the early 1990s. The
number of agreements under negotiation or under consideration is for all intents and
purposes incalculable, changing on a weekly basis. Regional Trade Agreements (RTAs)
have become in recent years a very prominent feature of the Multilateral Trading System
(MTS). The surge in RTAs has continued unabated since the early 1990s. Some 368
RTAs have been notified to the GATT/WTO up to December 2006. At that same date,
215 agreements were in force. If we take into account RTAs which are in force but have
not been notified, those signed but not yet in force, those currently being negotiated, and
those in the proposal stage, we arrive at a figure of close to 400 RTAs which are
scheduled to be implemented by 2010"This increasing trend towards regionalism posed
challeﬁges to both the economists, intellectuals and policy makers.. It raised the fear that
the world economy is disintegrating into the in-word looking trade blocs."*( Poon,1995).

Regional trade agreements stimulate growth and investment, facilitate technology transfer
and shift comparative advantages. Recent trade agreements have broadly been of two
kinds, either a straightforward trade agreement or a trade agreement as part of a broader
economic partnership agreement involving trade facilitation cooperation, labor and
environmental cooperation along with a FTA. These agreements tackle issues relating to
investment, government procurement, environment, competition policy, intellectual
property rights. Some scholars have identified this recent phenomenon as the “second
wave” of regionalism, the first wave having occurred in the 1960s and 1970s. There are
some similarities and differences between the two waves. It has been noted that the first
wave consists more of regional trade arrangements, but the second wave has led to a
proliferation of bilateral trade agreements. As well, the first wave generated tariff
reductions as the main objective of trade agreements but the recent wave of agreements
between countries has included areas of economic cooperation beyond tariff reduction
and many governments have adopted a multi-tracked approach to trade liberalization
Effective regional integration will increase competition, reduce private transaction costs,

and enable firms to exploit economies of scale, encourage stability and prosperity in the



region. Countries have increasingly opted for free trade and investment relations with
geographically proximate partners. Greater Regional Economic co-operation could
provide a significant boost to the hopes for political and economic success “*(UNDP
report,2005). The regional cooperation is recognized as a key policy issues not only in
Asia or Europe but also in Middle East Africa and several other parts of the world. The
degree of economic integration ranges from preferential trade arrangements (PTA) to free
trade area (FTA), customs union (CU), common market (CM) and economic union (EU).
Now the question that arises is, Do these regional agreements lead to trade creating
impact or trade diverting impact on the global trade?.

The modern analysis of Regional Integration Agreements can be drawn from the
arguments of Viner (1950), Meade (1955), Gehrels (1956-57), Lipsey (1957) and
Michaely (1965).who drew the distinction between the trade creating and trade diverting

effects of regional integration.

Debate on Trade Creation and Trade Diversion

There are two schools of thoughts on trade creation and trade diversion impact of the
regional agreements. Trade creation/diversion terminology generated a substantial
literature. Viner recognized that trade induced by a free trade area or a customs union was
of two types, which he called trade creation and trade diversion. According to him the
Trade creation is the substitution of a lower cost source of supply within the area for a
more costly source in the importing country and is, therefore, beneficial to the member
countries and the world as a whole. By contrast, trade diversion is the substitution of a
more costly source of supply within the area for a less costly source outside the area. This
led Viner to his famous prediction:

“...where the trade-diverting effect is predominant, one at least of the member countries
is bound to be injured, the two combined will suffer a net injury, and there will be injury
to the outside world and to the world at large.”'>( J Viner,1950,). Assuming that all
economic resources are fully exploited before and after the formation of the custom
union, this increases the welfare of the member countries because it leads to a greater
specialization in production based on comparative advantages. A trade creating custom

unions also increases the welfare of the nonmembers because some of the increase in its



real income ( due to greater specialization in production) spills over into increased from
rest of the world. 16(Salvatore,200 1)

Viner’s contribution was to show that the answer is not necessarily that the gains from
trade argument applies if all trade barriers are reduced, but that it does not apply to a
partial and discriminatory reduction in barriers, as in a regional integration agreement.
This is because discrimination between sources of supply is not eliminated, it is just
shifted. If partner’s countries production displaces higher cost domestic production then
there will be creation of trade gains. But it is possible that the partner countries
production may displace lower cost imports from the rest of the world, and this is welfare
reducing trade diversion. The analysis of trade creation and trade diversion constitutes
one of the analyses of the more general problem of ‘second-best welfare economics’. The
general principle of second best theory, of which the theory of custom unions is an
example that has been examined here in conditions Custom Union, is more likely to lead
trade creation and increase the welfare of the member countries. When a Custom Union
is formed and trade barriers among member nations are eliminated, producers in each
nation must become more efficient to meet the competition of other producers within the
union, merge, or go out of business. The increased level of competition is also like to
stimulate the development and utilization of new technology.'” (Salvatore,2001). The
theory of Custom union is just an example of this general principle. From its somewhat
vague beginning in the work of Viner, the theory of Second best was then fully developed
by Meade in 1955 and generalized by Lipsey and Lanchaster in 1956.'3( Salvatore,2001)
Within a few years of the publication of Viner’s book, a number of writers demonstrated
that some part or parts of Viner’s predictions might not hold. In particular, a number of
papers provided examples where the country , may gain when trade diversion occurs. The
key publications were those of Meade (1955), Gehrels (1956-57), Lipsey (1957) and
Michaely (1965).A custom union is more likely to lead to trade creation and increase the
welfare under these conditions. First if the pre-union trade barriers of the member
countries are higher, then there is a greater probability that the formation of custom union
will create trade among the members rather than divert trade from non members. Second,
custom union’s the lower barriers on the trade with the rest of the world will make it

trade diversion less costly. Thirdly, the greater is the number of countries forming the
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custom union and larger their size, greater probability that low cost producers are found
within the union. Lastly, the more competitive rather than complementary are the
economies of member nations, greater opportunities for specialization in production and
trade creation with the formation of custom union.'’( Salvatore,2001)

The theories of economic integration based on the works of Lloyd and Pomphre have
predicted two opposite outcomes, arguing that in short run, trade creation effects must
outweigh trade diversion effects in order to achieve beneficial trade liberalization.
However, apart from short run benefits, there are also the long run benefits such as
greater technical efficiency due to greater competition, larger markets, higher consumer
surpluses, and more foreign investment.”’( Prophet Richard,1997). Sapir( 2004) stresses
that integration is a gradual process. According to him there are five main considerations
to ensure the success of a process of integration.

e Put in place clear and shared objectives.

e Proceed step by step with the right initial step.

e Define clear and feasible deliverables.

¢ Be mindful of derogation granted to members as they are not free from cost.

e Have a framework that allows partner to cope up with Shocks.?! (Sapir,2004).
With the extraordinary and unprecedented level of activity post-Cancun regarding
negotiations and explorations of future RTAs, it is imperative that trade economists have
a clear view of the basic economics of RTAs. The predictions of trade theory, the way
economic theorists have viewed discriminatory trade blocs has changed over time. At the
time of the formation of the GATT in 1948, RTAs were viewed as a step towards free
global trade. According to Mr. Augustin Carsten ,the deputy managing director of the
international Monetary Fund,??( Augustin Carsten,2005) new RTAs did not raise trade
barriers vis-a-vis the rest of the World, they resulted in an overall lowering of trade
barriers in the world economy and this was regarded as benign. Article XXIV is based on
this view.

Despite the trend toward regionalization, many economists argue that regional integration
can harm member countries if the evolving PTA does not pursue a policy of openness
towards other countries. By restricting market access of more efficient producers from

outside the PTA, they can lead to welfare losses at home and abroad. But economic
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theory also offers some broad insights for conditions under which PTAs are likely to be
welfare enhancing. According to them the main conclusion of the analysis is that if the
process is done carefully and rightly, PTAs can be stepping stones toward multilateral
liberalization. Once formed, a PTA can be thought of as an entity participating in
international trade just like individual countries constitute such entities. From
international trade theory, it follows that the best trade policy for this larger entity
towards the rest of the world is free trade. Thus, it is in a PTA's own interest to pursue
multilateral trade liberalization.

Do open economies prosper more than closed economies?

Based on cross-country analysis for the 1970s and 1980s, primarily by Dollar (1992),
Edwards (1992), Barro and Sala-i-Martin (1995), Sachs and Warner (1995), Wacziarg
(1998), and Vamvakidis (1997 and 1998) have found that economies with low trade
barriers grow faster™. (Athansios Vamvakidis, 1999.)

However, this is not a vigorous result. there are only very few empirical growth studies,
and no theoretical ones, that address the issue of opening to the world economy versus
opening to an RTA. Participation in an RTA does not explain cross-country growth
differences. Open economies grow faster while closed economies grow slower regardless
of their participation in an RTA. Can we deduce that if an economy liberalizes it will
grow faster? The answers in the existing literature to these questions are not satisfying
and have often been criticized. One reason is that faster growth may be causing more
trade and not the other way around. Another reason is that openness variables may be
proxies for other country characteristics that have very little to do with trade. For
example, most of the developing countries that have reduced trade barriers in recent
decades have also implemented a variety of other policy reforms in fiscal and monetary
policy, capital flows, financial regulation, and labor markets. Furthermore, most of the
economies with high trade barriers are often also characterized by government
intervention in internal competition and the financial sector, subsidy and tax programs
favoring specific sectors in the economy, inefficient bureaucracy, inconsistent
macroeconomic policies, and high inflation.

Therefore, policy implications for the impact of openness on growth based on cross-

country analysis should be treated with caution. With this approach, many of the

12



characteristics that differ across countries and are correlated with trade intervention do
not influence the estimates. Comparing the growth performance of countries before and
after trade liberalization can suggest what will happen when other countries follow
similar policies in the future. Estimates of the impact of discriminatory, versus
nondiscriminatory, liberalization on growth can lead to similar policy implications. This
methodology can resolve the issue of whether a closed economy should liberalize to all
countries or opt for a discriminatory approach via RTA.
Regional Trade Agreement is Stumbling block or Building blocks
Are Regional Trade Agreement building blocs or stumbling blocs to the multilateral
trading system? There are two basic schools of thought concerning the relationship
between multilateral and regional trading arrangements. Professor Baldwin analyzed the
ambiguity of regional trade liberalization, either this process can help or hinder
multilateral negotiation efforts. Liberalization on a regional basis encompasses the
positive effects linked to the removal of barriers to trade, but also accounts for the
discriminatory components associated with the regional approach. The dual nature of
regional liberalization has supported the two current opposite trends: regionalism viewed
as a building block to multilateralism, as opposed to regionalism viewed as a stumbling
block. The first trend stresses the discriminatory component, whereas the second
emphasizes the liberalization component.”*( Julie Mckay,2005).
Regional Trade Agreements as a Stumbling block

Those who advocate total reliance on the multilateral process and against the
regionalism express three main concerns. First they note that the regional agreements
divert trade by creating preferential treatment for member country and non members. The
critics do not like trade diversion, even if it is offset by the trade creating effects of the
regional arrangements. The second concern of the critics is the attention diversion. They
argue that countries may loose interest in multilateral system, when they will engage
actively in regional initiatives. The third and the most important concern about
regionalism is geopolitical impact. History provide evidences that in earlier years,
regional trading arrangements and ( more broadly economic blocks ) had contributed to
political and even military clashes among nations. They thought that extensive or

intensive regional ties may lead to irritations and even conflicts that range beyond
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economics to broader spheres of international relations.”(Bhagwati and
panagaraiya,1996)

Many others like Bhagwati (1992,1995), (Bhagwati and Panagriya 1996) and Krueger
(1995) etc., however, worry about the negative effects of growing RTAs. They argue
threat to the multilateral trading system. According to them RTAs might pose threat to a
balanced development of world trade through increased trade and investment diversion
particularly if liberalisation on preferential basis is not accompanied by concurrent Most
Favoured Nation (MFN).

Regional Trade Agreements as s Building block

Advocates of RTAs argue on the basis of gains from economies of scale, competition and
attraction of FDI. The classical economists such as Ricardo, Adam Smith and modemn
economists like Herbler were also in favour of the free trade policy. The change of ideas
and technology can increase the production capacity. UN officials on trade have been
regularly discussing the merits of regional trade during the Trade and Development
Board sessions.

UNCTAD officials also meet annually in Geneva to review and examine global economic
trends from a trade and development perspective. According to the former UNCTAD
Secretary General Rubens Ricupero, regionalism is the only path available for many
developing countries to integrate into world economy. He asserted that the best way to
learn to compete is by competing, and initially competition should be among the
neighbouring states. Carlo Trojan of the European Commission (EC) also believes that
regionalism and multilateralism are complementary notions that reinforce each other as
long as regionalism is open. Baldwin (1992), Either (1998) and Lawrence (1999) also
argue that regionalism is complementary to multilateralism. Lawrence argue that
liberalisation strengthen the hand of exporters and pro trade forces. Either put stress on
that new regionalism is in a good part a direct result of the success of multilateral
liberalisation, by which new countries are trying to enter this system and compete among
themselves for direct investment™

The statement made by Director General of WTO has also proved that the regional trade

agreements are not the stumbling block to the global tréde.
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“This decision will help break the current logjam in the WIO on regional trade
agreements. This is an important step towards ensuring that regional trade ugreements
become building blocks, not stumbling blocks to world trade. It is important to note as
well that this breakthrough comes at a critical juncture in our broader Doha round
negotiations. Hopefully this decision is a good omen for much needed progress in other
areas of the talks, such as agriculture and industrial goods trade, where agreement is
urgently needed.”*’ ( Pascal Lamy,2006)

Those who favour, however, recommend that if regional groupings are open towards the
world market in the sense of keeping tariffs at a level that does not encourage trade
diversion, it will rather increase the world’s production efficiency and will be
complementary to the multilateral system. The present study tends to agree with
argument that while cooperating with your regional partner it becomes easier to negotiate
at the world level. European Union is the best example of economic integration as well as
open regionalism, because it was started with the cooperation of six countries. Now
twenty six countries are the member of it and many are negotiating to become a member
of this regional grouping,( for example EU). A rising share of international trade is
occurring within the regions.

However, since 1990s open regionalism is the debatable topic in the history of trade and
this concept is prevalent in various parts of the world. Open regionalism represents an
effort to resolve one of the central problems of the contemporary trade policy: how to
achieve compatibility between the explosion of regional trading arrangements around the
world and global trading systems embodied in world Trading organisation. The concept
seeks to ensure that regional agreements will in practice be building blocs for further
global liberalisation rather than stumbling blocs that deter such progress.”*(Bergston,
1997)

The new regionalism since mid 1980’s has challenged traditional custom union theory.
The New Trade Theory is based on the models of imperfect competition.”” The new
regionalism has not been developed as a coherent set of ideas, but there are numbers of
common themes. It downplays the significance of trade diversion in which tariffs have
become less important than non-tariffs barrier to trade. It also draws on the new trade

theories, which integrated scale economics trade diversion costs, and emphasizing the



scale based pro-compressive benefits of integration. The new regionalism has a more
positive vision of discriminatory trading arrangements than traditional customs union
theory does. Deeper in integration involving institutional integration may be more
feasible among neighboring countries sharing political and eco-preferences. Open
regionalism represents an efforts to resolve one of the central problems of contemporary
trade policy that how to achieve compatibility between the explosion of regional trading
arrangements and the global trading system.

Open Regionalism

The European Union is the best example of the open regionalism. It started with six
countries and it has grown to twenty six members at present.

There are some definitions of open regionalism>®( Garnaut,1994) which are important to
understand and implement simultaneously as well as independently. These are as follows:
Open Membership: The first proposed definition of open regionalism is the open
membership in the regional arrangements. Any country that indicates a credible
willingness to accept the rules of the institution would be invited to join. The trade
liberalising effect of the group would expand to an increasing number of countries. This
approach would, of course, convert regional arrangements into something much broader
than at some point give up its regional character. Such an evolution would ultimately
evolve into a global institution®!

Unconditional MFN The open regionalism concept is unconditional Most- Favoured—
Nation (MFN) treatment. This strategy relies on the economic self interest in
liberalisation. It concerns itself with the behaviour of trading pattern. It would prevent the
need to work out preferential rules of origin and detail plans to qualify as a free trade area
under the Article 24 of the WTO.**( Bergstern,1997)

Global Liberalisation This definition of Open Regionalism would be for the any region’s
members to simply continue reducing there barriers on a global basis while pursuing
there regional goals. This option could indeed be deployed to achieve the broadest
possible definition of open regionalism- simultaneous achievement of free trade in the
region and the world.

Trade Facilitation: Liberalisation of such barriers specially focus on tariffs and

traditional barriers would force the member countries to decide to trade with nen
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members. An alternate approach is trade facilitation through non tariffs and non boarders
reforms> Trade Facilitation can be described as the improvement in the efficiency of the
processes associated with trading goods across the national boarders.

It has been defined that, “Simplification and standardisation of procedures and associated
information flows required to move goods internationally from seller to buyer and to pass
payments in other direction’” (UNESCAP,2006) . According to their views that trade
facilitation makes easier to comply with trade registration, documentation and custom
requirements. Moreover, it facilitates international transport of goods and trade financing
process.

Under this approach trade could be enhanced by custom harmonisation and mutual
recognition of standards. With cooperation, they could enforce national competition
policies and deregulate of key domestic markets. All the member countries willing to
participate effectively in regional as well as in global economy would get more benefits
from trade and investment flows through trade facilitation. Governments would adopt the
policies and plans to reduce non physical bottlenecks in international trade and transport
through strengthening national trade and transport facilitation committee. It has observed
that countries that have made facilitation an easy process, those are able to get maximum
benefit by cutting the cost at low level. The regions can set up the institutions, which can
work public and private partnership in support of Trade Facilitation. They can reduce the
number of documents and procedures. Regional priorities for trade and transport
facilitation would make easy formalisation of the operation and facilitation of imports
and exports and transit arrangements. They can simplification and harmonisation of
documents.

Benefits and Challenges of Regional economic integration

Regional integration among developing countries is part of a wider strategy to promote
equitable growth and is not an end in itself. They should not attempt a form of regional
autarky that has led to past failures. A regionally coherent liberalization strategy will
reduce and smooth the cost of adjustment to an economy in the face of globalization, both
for the private and public sector’. As the past decades has witnessed the revival of
regionalism in the global trading systems. The question arises here why are such blocs

emerging?. Why do countries feel that they are able to negotiate more at regional than at



a global level?. The high adjustment cost of unilateral liberalization has been a cause of
policy reversal in a number of developing economies. Based on the above principles, the
EU supports realistic regional economic integration initiatives amonyg developing
countries that are consistent with national economic reform programs. This support
usually comprises these interrelated areas such as Capacity building (including technical
assistance, training and research) on the subject of regional economic integration at the
level of regional institutions and national governments. Assistance to the private sector to
facilitate restructuring in the larger regional and world market is also to make it more
competitive. This also includes improvements in the financial sector and support to
governments committed to implement regional integration to help them cope with net
transitional effects on budgetary resources (balance of payments or budgetary support,
complementary to national economic adjustment support).~”

Why did the countries started to look towards their neighbors for co-operation? Why has
WTO been loosing its significance to some extent? There are some inherent problems
within the framework of GATT/WTO that lead countries to turn to their neighbors.
Krugman listed the following reasons:*®( Baldwin,1997)

First, the large number of participants in multilateral trade negotiations reduces the costs
of non-cooperation (a key consideration in co-operative game theory) and fosters greater
rigidity in negotiations.

Second, contemporary trade barriers are more varied, more complex and less transparent
than the tariffs and quotas considered in early GATT rounds.

Third, Socio-political-economic differences between Asian economies (China and Japan
in particular) makes it much easier for the regional level and get away with non
compliance. So the countries are reluctant to bargain on an unconditional Most Favored
Nations ( MFN). Economists generally agree that the trade barriers are detrimental and
decrease the economic efficiency. This makes multilateral bargaining harder and renders
monitoring of any eventual agreements more problematic.

Overall, the successes of many regional groupings like the European Union (EU), North
American Free Trade Area (NAFTA) and Association of Southeast Asian Nations
(ASEAN) have compelled researchers to think that regionalism could be proved very

useful, 1t brings stability in the region and help the economies to grow faster. For



example France and Germany borders were unstable for many decades. After the
liberalising and becoming EU member they are move to free anywhere and there is
stability between France and Germany. This has proved that the formation of regional
integration has been greatly successful in bringing historically hostile countries together.
While observing EU Model many developing countries are trying to form regional trade
arrangements. Many negotiations are going on between neighbouring countries. Through
regional co-operation, developing countries could explore an enormous potential and
enhance trade among them. The tussle between India and Pakistan in South Asian Region
can be dilute or resolved by economic cooperation and should think in the welfare of the
people. Central Asia can also take lessons from European Union and integrate among
each other for the welfare of the people and utilise all their resources efficiently. As the
statistical data proves that the regional share of world trade has been increases day by
day.

Deep Integration and Shallow integration

According to the functional existence there are two types of regionalism, deep integration
and Shallow integration.’” The EU’s single market programme and Maastricht Treaty are
archetypical deep integration agreements.”® European Union is a good example of deep
integration. US- Canada FTA, US-Israel FTA, NAFTA and MERCOSUR are the
example of shallow integration.

European integration started much earlier and has gone much deeper than North
American integration. International treaties among the ‘original six’ members like
Belgium, France, West Germany, Italy, Luxembourg and the Netherlands were signed in
1951. The desire among the Western Powers, especially the USA was to strengthen
Western Europe politically and economically”. By using the door of Art.24 in GATT,
Economic Community passed in 1957with US approval.** USA helped the economic
unification of Europe as a part of needed to restore the western Europe to prosperity,
strengthening it against the Soviet Menance.' (Bhagwati ,1999) The European
Community (EC) completed its CU in 1968. A separate group of West European nations
formed the European Free Trade Area (EFTA), which is an FTA for industrial goods that
was completed in 1968. The EEC and all EFTA signed bilateral FTAs in 1974, implicitly

forming a duty-free zone for industrial goods covering most of West Europe. The
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membership of the EC was enlarged in 1972. Initially responsible for regulation of
specific sectors of the economy ( coal, steel, agriculture), over a time European
institutions have been entrusted with responsibilities over an increasing range of tasks.
The EC's 1986 Single European Act promised to establish the 'Single Market' by
removing all intra-EC barriers to the moment of goods, services and people and capital
by 1992. The Single European Act also centralized economic decision making on matters
concerning the Single Market and doubled EC funds available for intra-regional transfers.
The 1992 European Economic Area (EEA) agreement extended EC92 to the EFTA with
the exception of food trade. EEA members account for about half of world trade and a
third of world GDP. The EC has recently, or soon will, sign agreements with 10 Central
and Eastern European countries (CEECs). These 'Europe Agreements' are FTA in
industrial goods (with longer phase out of barriers for certain 'sensitive’ sectors). They
include evolutionary clauses leading to deeper integration including eventual EC
membership. At the end of Twentieth Century, European institutions included monetary
policy, the protection of human rights, and coordination in foreign policy and military
security, thus encroaching on what many regard as the core of state sovereignty*.

In principle, the member states can not restrict imports of the EU goods or services at
their borders. All boarder measures including antidumping and countervailing duties are
excluded. They can not restrict Intra-EU capital and labor movements or inhibit
establishment of firms from the EU-Nations. Member states can not freely choose their
state aid policy, competition policy or indirect taxation (VAT) rates. All these restrictions
are supervised by the Supra national European commission and can be enforced by the
supranational European Court of Justice. European Union is the best example of the Deep
integration.

Regional cooperation in East Asia, unlike the European Union (EU) or the North
American Free Trade Agreement (NAFTA), has been slow in forming institutional
frameworks despite a proliferation of for dialogue and are considered as shallow
integration. Regional integration in East Asia is well advanced and unique in character.
The process of trade and financial (mainly FDI) regional integration has developed
significantly since the early 1990s, and shown standard indicators of economic

interdependence, the levels of which are comparable to those recorded in Europe.
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Another specific feature of East Asia’s economic integration has been the predominance
of intra-industry, rather than inter-industry, cross-border trade flows. This reflects the
development of vertical production sharing networks within the region, as large corporate
has been exploiting significant disparities in economic development and comparative
advantages across countries in East Asia.®

ASEAN ‘s regional economic integration was hampered by such factors as competition
and rivalry between Japan and China, dissatisfaction and suspicion among some about
U.S. regional leadership. Moreover, East Asia's economic fate is highly dependent on the
U.S. market. Despite the recession in US market, the result may be both improved
economic conditions and strengthen security as well. Second, structural reform and
revitalization of Asian economies are becoming urgent against the backdrop of a
deepening global recession, which became more severe after Sept. 11. East Asia must
reduce its dependence on exports outside the region and base its economic growth more
firmly on domestic or regional demand in order to stabilize the global, as well as the
regional, economy. This requires external policy initiatives in addition to solving
domestic problems such as deregulation or clearing up bad debt. To stimulate regional
demand, the elimination of barriers to cross-border movement of corporate resources will
be critical, thereby integrating long-fragmented regional markets and, in tum, enhancing
the profitability of business activities to serve regional demand.

Furthermore, the speed of change in the business environment is too rapid for the World
Trade Organization or other multilateral organizations to keep pace. Rather, regional
efforts will offer a critical complement to enhance the stability of the global system.
Quietly, but steadily, momentum for East Asian regional economic integration is gaining
ground. just as it helped realize European reconciliation and integration after World War
II. Asia is different from Europe in its diversity and geopolitical challenges. But stronger
economic relations and integration have proven to be a welcome and promising path to
stability. It is an enterprise well worth pursuing further.

In the line with European Union‘s growing role in economic and social regulations ,
West Europe has come to acquire greater weight in international affairs for the EU. By
observing the success of EU and ASEAN, a new strong wind of regionalization of trade

and other economic relations has been blowing in the global economy since late the
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1980s. It is believed that RTAs could serve as a stepping stone towards multilateral trade
agreements. Among the important developments in recently concluded RTAs is that they
are going beyond the tariff cutting exercises. Many of them also include services,
investments, intellectual properties, technical barrier to trade, dispute settiement etc.
Following the above trend, This study will minutely explore question where do the CA
and SA fits into it?.

Successful regional cooperation will be a crucial element in the future peace and
prosperity of Central Asia and South Asia, according to recent Asian Development Bank
(ADB) surveys of the sub-regions. ADB’s experience across Asia shows that rapid,
sustained, and pro-poor economic growth is the most effective tool in the fight against
poverty. In Central Asia, achieving such growth will require expanded export activity,
stronger private enterprise, and an increase in investment in areas currently excluded
from economic gains, according to ADB’s Regional Cooperation Strategy and Program
for Central Asia.

Regional cooperation offers the fastest and most effective way to put the building blocks
of sustainable growth in place,” says M.E. Tusneem, Director General of ADB’s East and
Central Asia Department.

“To expand growth and reduce poverty, Central Asian nations need to create efficient
transport infrastructure, rehabilitate energy networks, restore and improve irrigation
systems, and enable seamless transit across the region to external markets. Success in
each of these areas will require close cooperation,” M.E. Tusneem says.*

However, there are still procedural delays, reserved industries where foreign investors are
not allowed to invest and ceilings in many industries/sectors in each of these countries.
Accelerating the economic reform process and making their economies politically stable
and free from internal conflict would go a long way toward making South Asia and
Central Asia an attractive destination for FDI. The basic indicators, including
infrastructure, show that all Central Asian and south Asian countries lack adequate
infrastructure facilities and governance. Thus, more effective public investment on
economic and social infrastructure, along with stable economic policies to create an
enabling environment, would attract more foreign direct investment. Other significant

factors that contribute to growth are exports, gross domestic capital formation and
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infrastructure. Therefore both the regions need to improve their domestic investment,
exports and infrastructure facilities, along with more foreign investment, to achieve
higher growth.

The Association of South East Asian Nations (ASEAN), European Union (EU), North
American Free Trade Area (NAFTA) are few examples of such integration. the kind of
overwhelming geopolitical challenge that helped postwar Europe to join together.
Following these role models, the countries of Central Asia and South Asia are also
undergoing the process of liberalisation and regionalisation of their economies. The quest
of economic integration however, remained inhibited by the colonial heritage of these
countries. Whether economic interests will drive South Asian and Central Asian region
toward greater cooperation and durable peace? If so, what is the potential for the growth
of regional economic integration with in the regions as well as with each others?. This
study will look into detail in the following chapters.

South Asian region comprises seven countries, India, Nepal, Bhutan, Bangladesh,
Pakistan, Sri Lanka and Maldives whereas Central Asian region that was formed after the
disintegration of Former Soviet Union (FSU) in 1991 consists of five countries,
Kazakhstan, Uzbekistan, Turkmenistan, Kyrgyzstan and Tajikistan.

Regional integration among developing countries is also part of a wider strategy to
promote not only equitable growth but also increase competition, reduce private
transaction costs, enable firms to exploit economies of scale, encourage inward foreign
investment and facilitate macroeconomic policy coordination.

The question of economic integration- at intra or inter regional level or at the global level,
is an important issue for both the regions. Both the regions have an enormous amount of
resources. Both the regions have an abundance of labor resources, but are suffering from
shortage of domestic savings or capital accumulation. Economic initiatives at the regional
and supra-regional levels are required to exploit their resources. So the prospects of
regions can not only be determined by only the regional groupings but also by the degree
to which they successfully integrated into the world economy. Their richness in terms of
natural resources, technology and labor resources have attracted the international

community towards them.
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All five Central Asian states landlocked and distant from world markets that depended
heavily on an intricate Soviet system of trade routes and energy pipelines for essential
input supplies and exports. Mineral, and fuel resources 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.
Another tough challenge was how to introduce the systemic changes needed to achieve a
market framework and to integrate their economies with the rest of the world.

Till the late 1960s, most of the developing economies, including those of East Asia,
adopted closed macroeconomic policies with import substitution industrialization
policies, under which self-reliance and indigenous efforts were encouraged. At the same
time, a dominant role was assigned to the state in the development process. These import
substitution strategies, coupled with the large public sectors, resulted in rent seeking
activities and uncompetitive production processes therefore, export-led industrialization
and liberalization was advocated to make the production process efficient and
competitive. Following the export-oriented growth argument (Bhagawati and Srinivasan,
1975 and Kruger, 1975)*, and the success of East Asian countries with higher exports
and economic growth4 during the period from the early seventies to mid nineties, most of
the South Asian countries started opening up their economies from the early eighties. The
South Asian economies are currently enjoying the benefits of economic reforms,
particularly reforms related to trade and investment. These countries undertook reform
processes and opened up their economies after having experienced sluggish growth rates
throughout the seventies and eighties. The economies of South Asian countries as well as
of the Central Asian countries have been undergoing deep economic transformation since
mid eighties and nineties respectively. Speed and sequence of economic liberalisation
varies in both the regions. So before studying the regional economic initiatives in Central
and South Asian regions, and possibilities of their linkages, it is important to understand
the present economic conditions of both the regions. In an attempt to integrate them with
the world economy, most of the countries in both the regions have engaged themselves

with economic reforms and liberalisation of their trade and investment regimes.
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[n the next chapter, the economic reforms and macroeconomic performance Central
Asian countries in South Asian countries during last two decades will be briefly

explained and analyzed.
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Some Important regional Trade Agreements of the World

Table Nol.2

AFTA jASEAN Free Trade Area Brunei Darussalam Cambodia Indonesia Laos Malaysia Myanmar Philippines
1 Singapore Thailand Vietnam
|

| |

ASEAN iAssociation of South East Asian Nations Brunei Darussalam Cambodia Indonesia Laos Malaysia Myanmar Philippines

\ Singapore Thailand Vietnam

'‘BAFTA %Ballic Free-Trade Area Estonia Latvia Lithuania

- ’; o

BANGKOK jBangkok Agreement Bangladesh China India Republic of Korea Laos Sri Lanka

!

jCAN Andean Community Bolivia Colombia Ecuador Peru Venezuela

!

{CARICOM Caribbean Community and Common Market  |Antigua & Barbuda Bahamas Barbados Belize Dominica Grenada Guyana Haiti

Jamaica Monserrat Trinidad & Tobago St. Kitts & Nevis St. Lucia St. Vincent & the
Grenadines Surinam

CACM Central American Common Market Costa Rica El Salvador Guatemala Honduras Nicaragua

CEFTA Central European Free Trade Agreement Bulgaria Croatia Romania

CEMAC Economic and Monetary Community of Central {Cameroon Central African Republic Chad Congo Equatorial Guinea Gabon
Africa

CER Closer Trade Relations Trade Agreement Australia New Zealand




CIS Commonwealth of Independent States Azerbaijan Armenia Belarus Georgia Moldova Kazakhstan Russian Federation
Ukraine Uzbekistan Tajikistan Kyrgyz Republic

|

ICOMESA Common Market for Eastern and Southern Angola Burundi Comoros Democratic Republic of Congo Djibouti Egypt Eritrea

Africa Ethiopia Kenya Madagascar Malawi Mauritius Namibia Rwanda Seychelles Sudan

Swaziland Uganda Zambia Zimbabwe

EAC East African Cooperation Kenya Tanzania Uganda

ELEAEC Eurasian Economic Community Belarus Kazakhstan Kyrgyz Republic Russian Federation Tajikistan

|

;rEC European Communities Austria Belgium Cyprus Czech Republic Denmark Estonia Finland France Germany|

E Greece Hungary Ireland Italy Latvia Lithuania Luxembourg Malta Netherlands

: Poland Portugal Slovak Republic Slovenia Spain Sweden United Kingdom

'ECO Economic Cooperation Organization Afghanistan Azerbaijan Iran Kazakhstan Kyrgyz Republic Pakistan Tajikistan
Turkey Turkmenistan Uzbekistan

EEA European Economic Area EC Iceland Liechtenstein Norway

EFTA European Free Trade Association Iceland Liechtenstein Norway Switzerland

GCC Gulf Cooperation Council Bahrain Kuwait Oman Qatar Saudi Arabia United Arab Emirates

GSTP General System of Trade Preferences among  |Algeria Argentina Bangladesh Benin Bolivia Brazil Cameroon Chile Colombia

Developing Countries Cuba Democratic People's Republic of Korea Ecuador Egypt Ghana Guinea Guyana

India Indonesia Islamic Republic of Iran Iraq Libya Malaysia Mexico Morocco
Mozambique Myanmar Nicaragua Nigeria Pakistan Peru Philippines Republic of

‘ Korea Romania Singapore Sri Lanka Sudan Thailand Trinidad and Tobago Tunisia !

‘, United Republic of Tanzania Venezuela Vietnam Yugoslavia Zimbabwe

TAIA :Latin American Integration Association Argentina Bolivia Brazil Chile Colombia Cuba Ecuador Mexico Paraguay Peru

'Uruguay Venezuela

|
L
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I
MERCOSUR ;Southem Common Market Argentina Brazil Paraguay Uruguay
MSG Melanesian Spearhead Group Fiji Papua New Guinea Solomon Islands Vanuatu
NAFTA ‘gNorth American Free Trade Agreement Canada Mexico United States
|
OCT 1Overseas Countries and Territories Greenland New Caledonia French Polynesia French Southern and Antarctic
| Territories Wallis and Futuna Islands Mayotte Saint Pierre and Miquelon Aruba
: { Netherlands Antilles Anguilla Cayman Islands Falkland Islands South Georgia and
; 1 South Sandwich Islands Montserrat Pitcairn Saint Helena Ascension Island Tristan
: ! da Cunha Turks and Caicos Islands British Antarctic Territory British Indian Ocean
i Territory British Virgin Islands
»
E :‘
IPATCRA EAgreement on Trade and Commercial Relations|Australia, Papua New Guinea
: \between the Government of Australia and the
; Government of Papua New Guinea o
PTN Protocol relating to Trade Negotiations among |Bangladesh Brazil Chile Egypt Israel Mexico Pakistan Paraguay Peru Philippines
Developing Countries Republic of Korea Romania Tunisia Turkey Uruguay Yugosiavia
SADC Southern African Development Community Angola Botswana Lesotho Malawi Mauritius Mozambique Namibia South Africa
Swaziland Tanzania Zambia Zimbabwe
SAPTA South Asian Preferential Trade Arrangement  |Bangladesh Bhutan India Maldives Nepal Pakistan Sri Lanka
SPARTECA South Pacific Regional Trade and Economic  |Australia New Zealand Cook Islands Fiji Kiribati Marshall Islands Micronesia
Cooperation Agreement Nauru Niue Papua New Guinea Solomon Islands Tonga Tuvalu Vanuatu Western
Samoa
|
ﬁIPARTITE Tripartite Agreement Egypt India Yugoslavia
i
[UEMOA West African Economic and Monetary Union [Benin Burkina Faso Céte d'Ivoire Guinea Bissau Mali Niger Senegal Togo
‘WAEMU

Source:www.wto.org/english/traptop_e/region_e/region_e.htm
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Post War Chronology of Regionalism

Following is the chronology of the growth of regionalism in the postwar trading system and its acceleration

in recent years.

Table No. 1.3

1947 GATT agreed to by 23 countries, and with Article XXIV which allows formation of customs unions free |
trade areas under certain conditions.

1957 Treaty of Rome establishes the European Economic Community, a customs union between
Belgium, Luxembourg, France, the Netherlands, Germany, and Italy. Treaty in force January 1, 1958.

1959 Stockholm Convention establishes the European Free Trade  Association (EFTA) in effect July 1,1960
.Members include Austria, Denmark, Norway, Portugal, Sweden, Switzerland, and the United
Kingdom.
Montevideo Treaty establishes Latin American Free Trade Association (LAFTA) comprising

1960 Brazil, Chile, Peru, Uruguay, Argentina, Mexico, and Paraguay.
Central American Common Market (CACM) formed; includes Costa Rica, El Salvador, Guatemala,
Honduras, and Nicaragua.

1963 Convention between the E.E.C and former French, Belgian, and Italian colonies in Africa gives these
countries preferential access to the E.C and sets up the European Development Fund.
Canada and the U.S sign Automobile Products Trade Agreement.

1965

1973 European Community enlarged to include Britain, Ireland and Denmark.

1978 ASEAN formed. Includes Indonesia, Malaysia, Philippines, Singapore, and Thailand.

1981 Greece joins the European Community.

1983 Australia and New Zealand form Closer Economic Relationship to provide for a free trade agreement.

1984 U.S. implements Caribbean Basin Economic Recovery Act to extend duty-free treatments to 21
beneficiary countries to be eliminated.

1985 U.S.-Israel Free Trade Area Agreement enters into force. Over a 10-years periods, all tariffs between the
two countries to be eliminated.
Iran, Pakistan and Turkey created a Economic Cooperation organization.(ECO)

| 1986 Portugal and S;aTn join the European Community. Singie European Actws'i-gned o provid_e for full
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European integration in 1992.

1989

Canada-U.S. Free Trade Agreement enters into force. Under agreement, by 1998 all items should be

traded duty-free between the two countries.

1990

E.C. and EFTA undertake discussion on a European Economic Area  to provide for freer movement
of goods, services, capital, and people between the two associations.
United States announces “Enterprise for the Americas” Initiative to explore a hemispheric-wide free

trade zone between countries of North, Central, and South America.

1991

U.S., Mexico, and Canada enter discussions on a North America free trade area, leading eventually to
the signing of NAFTA.

Andean Pact members (Bolivia, Columbia, Ecuador, Peru and Venezuela) sign accord to implement free
trade zone by the end of 1995.

Treaty of Asuncion signed between Brazil, Argentina, Uruguay and Paréguay to form Mercosur (the
South American Common Market). Aim is to create a duty free common market by the end of 1994.
Chile and Mexico sign Free Trade Accord. All non tariff barriers to be eliminated. Common tariff of 10
percent to apply to 95% of trade as of January 1992. Tariffs to be reduced to O to 4 years.( to Check)
Turkey and EFTA to eliminate duties on import of industrial goods (excluding textiles and processed
farm products.

EC and EFTA finalize EEA to go into effect in 1993.

ASEAN Free Trade Agreement formed. Group agreed to 15 year time period in which to create single
ASEAN Market.

EFTA sign trade cooperation accords with Bulgaria, Romania and three Baltic States.

EC signs association accords with Poland, Hungary and Czechoslovakia Agreement to result in free
trade within 10 years.

Belarus, Russia and Ukraine established the Commonwealth of Independent states (CIS).

1992

El Salvador, Guatemala, and Honduras agree to from a free trade zone. The countries agree to allow
unrestricted movement of most goods and capital, and work toward establishing uniform tariffs on
imports.

NAFTA (U.S.-Mexico-Canada) negotiations concluded. Agreement provides for the elimination of
tariffs in stages over a period of no more than 15 years, and in 10 years in some cases, including a
phase-out of tariffs on textiles and apparel. Side agreements later negotiated on labor and environment.
The agreement goes into effect January 1, 1994.

Implementation of European Economic Area (EEA) (due to go into effect January 1, 1993) delayed
when Switzerland voted against joining.

Poland, Hungary, Slovakia, and the Czech Republic establish a regional trade zone. Aim is to gradually

eliminate tariffs over next 17 years and become more compatible with the E.C. and EFTA.
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In 1992 ECO was enlarged with the addition of Afghanistan, Azerbaijan, Kazakhstan, Kyrgyzstaﬁ,

Tajikistan, Turkmenistan and Uzbekistan.

1993 Hungry and EFTA conclude a free trade agreement. Extends free trade in a range of goods, including
processed agriculture goods, indusirial goods, and fish.
Bulgaria and EFTA conclude free trade agreement. Extends free trade in inindustrial goods, processed
farm goods and fish products.
Chile and Venezuela sign a free agreement, import tariffs expected to illuminate on 90 percent of the
products by 1997.
Chile and Bolivia sign a bilateral agreement to reduce tariffs.
South Asian Preferential Trading Agreement established with aim of forming a common market
between Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and Sri Lanka
Nicaragua, Honduras, El Salvador, and Guatemala reach an agreement to liberalize trade. Barriers to
trade in textiles, shoes, and leather goods will be reduced.
Groups of Three (Mexico, Venezuela, and Colombia) sign a free trade agreement to go into effect June
1994. Agreement covered market access, rules of origin, investment, government procurement, and
intellectual property.
Chile and Colombia sign a free trade agreement. Most non tariff barriers eliminated and tariffs reduced.
Guatemala, Honduras, El Salvador, Nicaragua, Costa Rica, and Panama sign an
Agreement toward freer trade and integration.
Turkey and the European community negotiate a timetable leading to a customs union between Turkey
and the E.C. by 1995.
By 1993 all the former Soviet Republics (members like, Armenia, AzerbAijan, Georgia, Kazakhstan,
Kyrgyzstan, The Republic of Maldova, Russia, Tajikistan, Turkmenistan, Ukraine and Uzbekistan)
except the Baltic States had joined CIS.

1994 EEA comes into effect, creating a free trade area between the European Union (Community) and the

EFTA countries of Austria, Finland, Norway, Sweden, and Iceland.

Sweden, Finland, Austria, and Norway negotiate full membership in the European Union.

Mexico and Costa Rica conclude a free trade agreement to go into effect January 1995, Tariffs and most
nontariff barriers to be eliminated. Provisions included on national treatment for investment, intellectual
property rights, labor mobility, and dispute settlement.

Mercosur members reach a compromise agreement on a common a tariff structure allowing customs
unions to become effective January 1995.

APEC (Asia-Pacific Economic Cooperation) members agreed to accelerate liberalization of trade and
investment measures within the group. Members will begin liberalizing tariff and other barriers in 2000,
and developed country members will achieve an open market by 2010. The developing will have until

2020 to complete their liberalisation.” APEC consists of Australia Brunai, Derussalam, Canada, Chile,
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Hong Kong, Indonesia,;JZpEMalaysia ,Mexico New Zealand, Papua, New Guinea, Peoples ch“(lbili_c.g? ]
China, Philippines. Singapore, South Korea, Taiwan, Thailand, and the United States.

Chile was formally invited to begin negotiations to join NAFTA. At the Summit of the Americas held
the Miami(December9-11) the 34 countries located in North Central , South American and the
Caribbean Jointly agreed to negotiate a Free Trade Area of Americas by the year 2005.

Central Asian Economic Union (CAEU) was formed by Kazakhstan, Kyrgyzstanand Uzbekistan.

1995 The EU and Turkey agreed on the custom union accord. Tarriffs will be eliminated and a common
tariffs establish on products from outside the custom union. Some EU agriculture restrictions will still
apply to Turkish exports. The Custom Union goes into effect January 1,1996.
Chile began negotiating with the members of NAFTA: Mexico, Canada and United States.
Estonia, Lithuania and Latvia signed association agreements with the European Union. The agreements
provide trade and cooperation deals and possible future EU membership.
Vietnam joined the association of South east Asian Nations and was given longer implementation
periods to fuifill ASEAN liberalization timetables.

1996 Chile and Bolivia became associate members of Mercousur.
Shanghai Five group created by China, Kazakhstan, Kyrgyzstan, Russia and Tajikstan.

1998 Cyprus, the Czech Republic, Estonia, Hungry, Poland, and Slovenia began negotiations to become
members of the European Union.
Talks to form the Free Trade Area (FTAA) among the 34 democractics countries of North and South
America by 2005 started.
The Special Programme for the Economies of Central Asia ( SPECA) was established by the presidents
of Kazakhstan, Kyrgyzstan, Tajikstan and Uzbekistan. Turkmenistan also joined in the same year.
Tajikistan became a member of CAEU and CAEU was renamed as Central Asian Economic
Cooperation (CREC).

1999 Bulgaria, Latvia, Lithuania, Malta, Romania, Slovakia and Turkey started negotiated to become
members of the European

2001 The Shanghai Cooperation Organisation was established in Schanghai, China with the addition of
Uzbekistan. '

2002 Azerbaijan has become a member of SPECA.
CAEC was again renamed as CACO. Central Asian Cooperation Organization (CACO).

2004 Russia joined CACO.

2005 Iran and Pakistan applied for the membership of SCO.

Turkmenistan declared its attention to reduce its participation in the CIS.

Source: J. Whalley and C. Hamilton , The Trading System The Uruguay Round ( Washington DC:

Institute for International Economics,!996), pp169-174. Domnick Salvatore.
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CHAPTER II
ECONOMIC LIBERALIZATION IN CENTRAL AND SOUTH ASIAN REGION

This chapter will discuss and analyse the economic liberalisation process in general and
Central Asian and South Asian region’s Trade liberalisation in particular. Broadly, this
will present a cross-country analysis of economic policy regimes in both regions in the
last two decades and will assess the transformation phase of both the regions. Brief
history and some similarities of the regions will be discussed. It will also discuss the
challenges and compare the transition from one system to another system. The transition
processes from market economy to planned economy or from planned economy to market
economy involves a complex process of institutional, structural and behavioral changes.
How these regions proceed towards new system, gradually or through shock therapy, will
be assessed in this chapter. To fulfil the objective of this study, and to know the
developments of economic liberalisation in both the regions, it is important to understand
the process of transformation. Transformation took place in all the areas such as fiscal
adjustments, stabilisation, structural reforms and external sectors reforms. While
understanding all reforms, this study will concentrate on only external sector reforms of
the economies of both the regions. How these regions dealt with the price liberalisation
and trade liberalisation will be discussed. How these regions have been competing with
the international prices and trying to integrate with world will also be analysed in this
chapter.

Brief History and Similarities of the Regions

The Central Asia region mainly consists of the five Central Asian republics - Kazakhstan,
Kyrgyz Republic, Tajikistan, Turkmenistan, and Uzbekistan, which is the home of 50.25
million people. South Asia, consists of Bangladesh, Bhutan, India, Maldives, Nepal,
Pakistan and Sri Lanka, which has population of about 1.5 billion people (in 2001).These
regions have high man power and natural resources, which are essential for human life
and advancement. They have man power hydel power, mineral wealth and natural
resources. But these regions are suffering from lack of knowledge and will power.
Political stability is another requirement for economic and industrial recovery. These

countries have labor resources in abundance. They are prone to the high pace of the
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demographic growth. Acute shortage of domestic savings and capital accumulation is
another critical challenge that they are facing.

Both the regions were under the colonialism. Russian Empire ruled Central Asia and
British Empire ruled the South Asia. With the rise of the Soviet Union, Central Asia
became integrated to the Soviet Command Economy, but remained geographically and
economically distant from the Soviet Empire, It was largely cut off from rest of the
world, including its immediate neighbors and historic trade partners ( Afghanistan,
Iran,and South Asia Subcontinent)' (Central Asia Human Development Report, 2005.)
Practically all the South Asian and Central Asian countries have introduced economic
reforms and have undertaken liberalization measures which are aimed at integrating their
economies with the global economy. The progress of regional cooperation will enlarge
mutual interest within the regions as well as with each other. In the long run, it will help
in solving the development problems of the regions and will also create an environment
for friendship. Both the regions are undergoing the liberalization process, speed and
sequence varies in the countries of both the regions. While going through the
liberalization process these regions face many challenges which will be discussed and
analyzed in this chapter, It’s very important to understand the brief history about these
regions before proceeding towards analysis of economic liberalization policies.

Brief History of Central Asia.

This region is located in the center of the Eurasian continent. It is bordered on the north
by the Russian Federation, on the south by Iran and Afghanistan, and on the east by the
Xinjiang Uygur Autonomous Region of the People's Republic of China (PRC).
Azerbaijan, a member of the Caucasus, lies on the western side of the region near
Turkmenistan. Despite having rich endowment of mineral resources, these economies
were characterized as low level of industrialization, large rural population, high
population growth, authoritarian regimes, internal and external threats and ethnic
problems and a relatively high degree of poverty. To know the perspective of Central
Asian people, one can not understand the recent changes in the economy of Central Asia
without knowing its historical background. Historically Central Asian economic
developments can be divided into three main periods: pre-Revolutionary period, Soviet

Period and Post Soviet period.
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The level of economic development was extremely low during the pre revolutionary
tsarist era (as part of the Russian Empire untiil917). This period witnessed the
establishment of the forts and creations of new cities and settlements, commercial routes,
educational institutions, postal systems and railroads. New agricultural crops like cotton,
potatoes, sugar beets etc. were introduced at this time. Most of Central Asia was
incorporated into the Russian Empire in the 1860s and 1870s, and was subsequently
developed as a supplier of cotton to mills in Russia’( Richard,2003). In the Soviet era the
Central Asian republics were open economies, supplying raw materials (cotton, oil, gas
and minerals) to the rest of the USSR, but insulated from the global economy.

During this period Central Asia lacked access to sea and was separated from the main
trade routes. But during the Soviet period, the military and economic requirement of the
USSR gave some importance to this region. These include the development of agriculture
as well as considerable achievements in the fields of culture, science, education and
public health’(Rumer, 2003). During this period industrialization enveloped the entire
Soviet Russia. Kazakhstan and Uzbekistan offer instructive examples of the most
industrially developed countries in Central Asia. The inward-oriented trade patterns
within the centrally planned Soviet economy were reinforced by transport, pipeline, and
other communications facilities. The railways and pipelines led to Russia, and most air
services and international phone lines passed through a Moscow hub*.( Richard,2003)
The modemization and industrialization had been uneven and was not guided by a long
term strategy. The burden of the whole Soviet Union fell on Uzbekistan and Kazakhstan.
Central Asian Countries are geographically land locked and resource rich countries. At
the time of independence the economic conditions of the region were not favorable for
sustainable development strategy. There was also a loss of subsidies for budgets,
enterprises and households which was earlier paid directly or indirectly through social
payments. There was also a loss of administrative structure and skilled labors.’
Kazakhstan stretches from the Chinese border to the Caspian Sea and is bounded by
Russia, Uzbekistan and Kyrgyzstan. Ethnically this country diverse whose population
includes over hundred nationalities, about 60% population live in urban areas.
Kazakhstan has half of the Former Soviet Unions total deposits of the resources like

copper, lead and zinc. Other minerals like, coal tungsten, oil, nickel, chromium,
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molybdenum, manganese are also available in Kazakhstan. It has the second largest oil
field in the world in Kasagan and sits on an estimated 3 billion tones of oil and 2 trillion
tones of gas. In agriculture grains, sugar beet, potatoes vegetables, meat, milk, eggs and
cotton are the main crops in Kazakhstan. It has been noted for its sheep which yields high
quality of wool. It is also popular for its industries as iron ore, sulphuric acid, agricultural
machinery, ferroconcrete, knitwear, footwear, hosiery.

Kyrgyzstan is situated on the Tien-shan Mountains. It has China, Kazakhstan, Uzbekistan
and Tajikistan as neighbors. It has been famous for its livestock breeding, grain, cotton,
potatoes. Vegetable fruits, meat milk, eggs, wool tobacco are the products obtained here,
Bee keeping is well developed Main industries are sugar, food, cotton, wool, tanning,
flourmills, tobaccos, timber, textiles, engineering, metallurgy, oil and mining.

Tajikistan is boarded by Uzbekistan, Kirghizia, China, and Afghanistan. Farming
horticulture and cattle breeding are the main occupations. Products like grain, potatoes,
vegetables, fruit, grapes, meat, milk, eggs, wool and cotton are available here. Tajikistan
is rich in resources like brown coal, lead, zinc, oil uranium, radium and arsenic. Some
industries like mining, engineering, food textiles, clothing, silk, bricks, ferroconcrete,
knitwear and footwear are set up in this country.

Turkmenistan is bounded by the Caspian Sea on the west. Its neighbors are Uzbekistan,
Iran and Afghanistan. Maize, grapes, fruits and vegetables, cotton are the main
agricultural products. Natural resources like ozocerite, oil coal, sulphur, salt magnesium
and extensive oil and gas reserves give Turkmenistan an edge over the other Central
Asian Countries. Food Textiles, Chemical, cement agricultural implements,
ferroconcrete, footwear, knitwear are the main industrial set up in this country.
Uzbekistan is bordered by Kazakhstan, Kyrgyzstan, Tajikistan, Afghanistan and
Turkmenistan.

Uzbekistan has an excellent record in agriculture. Intensive farming, based on artificial
irrigation is practiced here. It is the chief cotton growing area in the former Soviet Union
and third in the world. Crops like cotton, grain, potatoes, vegetables, grapes, fruits and
berries are the main products of this county. This country is rich in resources like oil,

coal, copper ozocerite building materials. Agricultural machinery, cement textiles paper
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ferroconcrete are the main industries available here. All the five countries of Central Asia
have started liberalizing their economies since the onset of independence in 1991.

Brief History of South Asia

South Asian economy encompasses traditional village farming, modern agriculture,
handicrafts a wide range of modern and traditional industries and a multitude of support
services. South Asian region is blessed with exceptional diversities of natural and
manmade resources such as land forms and climate regimes ranging from sea level to the
highest mountains and deep gorges; hottest plains to snow clad mountains; wettest to
driest places; dissected green valley to coral islands. Thousands of rivers with immense
hydroelectric potentials, mineral resources such as Coal, iron, natural gas etc. are
available in this region. This region is also blessed with extensive diversity of forest
resources including extensive variety of animals, herbs and timber®.(Kumar,2003)

South Asia, emerging from colonialism after the Second World War, was also primarily
agrarian in the late 1940s. South Asia has also inherited from the colonial period common
institutional and legal infrastructures and a common physical infrastructure of roads,
railways and inland waterways. Mostly they developed the port areas to export things
from south Asia. These got disrupted and disconnected at places, because of prolonged
neglect, disuse and even deliberate destruction during periods of conflict. These can be
restored without much cost. South Asia has a market consisting of 1.3 billion consumers
with rising incomes. And lastly, over the last two decades, there has been a convergence
of the macroecbnomic policies of these countries and also diversification of their
economies along similar lines’.

The major economies of South Asia grew slowly at first, but began to pick up momentum
in the mid-1980s and may now be in the early phases of sustainable high growth, There
are some signs in India, Sri Lanka and Bangladesh that their economies may be moving
again toward the higher growth rates after 1990s.

India Indian economy is not only becoming stronger, more competitive globally and
increasingly resistance to absorb external shocks and also seems confidently poised for
higher rate of growth in a stable environment. Minerals resources like coal and lignite,
bauxite, chromites, copper, gold, iron ore, lead-zinc, manganese, nickel, Tungsten,

Barytes, Diamonds, Dolomite, fire clay, fluorspar, gypsum, Graphite, Limestone, Mica,
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Magnesite etc. are found in India. Economic reforms started in the early eighties, but a
comprehensive liberalization and privatization process started in July 1991 in the
backdrop of the balance of payment crisis and foreign exchange liquidity crisis faced by
the economy. Since then, there have been attempts to integrate the Indian economy with
the rest of the world in a variety of ways, i.e., the removal of quantitative restrictions,
reducing tariffs and exchange rate flexibility. India launched its second-generation
reforms in 2002, with a focus on reducing the fiscal deficit, improving infrastructure,
reforming labor laws and energizing the states to participate actively in stepping up the
pace of reforms. India raised its FDI limits in many important sectors including
telecommunication, banking and insurance and civil aviation.

Pakistan is primarily an agricultural economy. Wheat is the main subsistence crop, fruits
and livestock are important in north. Pakistan is not yet self-sufficient in food production.
Its diverse mineral resources are yet to be fully developed, but low grade coal and iron
ore, chromites gypsym and limestone are being mined. Deposits of natural gas and oil are
potentially large. Pakistan exports wool and cotton textiles and leather goods and has a
growing industrial base. Though several reform measures were carried out prior to 2001,
formally the economic reforms program had its genesis in the year 2001 when Pakistan
signed a three year arrangement with IMF under the Poverty Reduction and Growth
Facility = (PRGF) program. Since its approval, seven program reviews have been
completed successfully and discussions for the eighth review have been scheduled for
April 2006. The key to restoring growth has been the authorities' determined
implementation of sound financial policies and structural reforms including tax reform,
financial sector reform, investment policies including FDI policy, and enterprise reform.
These policies have reduced distortions and increased efficiency, and also lifted
uncertainty about the future course of economic policies.

Bangladesh is surrounded by India, Myanmar and Bay of Bangal. A republic of South
Asia, Bangladesh was formerly East Pakistan. East Pakistan became an independent
entity named Bangladesh on 16 Dec 1971. Most people live in rural areas and make their
living from agriculture. Major reforms were implemented as a part of structural
adjustment policies under the auspices of the World Bank and the IMF in the 1980s and
early 1990s. The efforts started with World Bank Structural and Sectoral Adjustment
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loans (SALs and SECLs) in 1980. IMF introduced a three-year Structural Adjustment
Facility (SAF) in 1986 under which major reform initiatives were undertaken in areas
such as agricultural policy, trade and industrial policy, along with privatization and public
enterprise reforms, fiscal policy reform and financial sector reform. Moreover, the
implementation of these reforms gained momentum during the 1990s.

Bhutan economy is largely subsistence economy. People are engaged in subsistence
farming; and barter is practiced. The transition to market economy has changed social
life. Large deposits of lime stone, graphite, lead, copper, slate coal, talc, gypsum, beryl,
mica, pyrites and tufa have been found. Chief crops are rice millet, wheat, barley, maize,
cardamom, potatoes, oranges etc. Extensive and valuable forests abound . livestock
includes cattle, Yaks, pigs, sheep and goats and poultry. Food industry and cement
industries are the main industries.

Nepal is among the poorest and least developed countries in the world with nearly half of
its population living below the poverty line. Agriculture is the main stay of the economy,
providing a livelihood for over 80% vof the and accounting for 41% of GDP¥(
ADB,2006).Textiles and carpet production is accounted for major foreign exchange
earnings. Industry contributes about 22% of Nepal‘s GDP. Tourism is the second largest
industry. In line with changes in the development aid strategy of donors, Nepal embarked
upon a new economic policy regime in the mid 1980s. It has carried out various
components of economic reform policies including fiscal, trade and FDI policies during
the last decade. Quantitative restrictions on imports have been fully removed. Customs
duties have been rationalized and substantially reduced. Reforms have also been executed
on the foreign exchange front. However, political instability has stopped the reform
process and the ambitions of the business community

Sri Lanka has liberalized economic policies in early eighties. In 1977, Sri Lanka became
the first among all the South Asian economies to open up its economy to the outside
world, and even to this day it remains one of the most outward oriented economies in the
region. The economic reforms, from their inception, marked a sharp shift from a
relatively closed economy prioritizing import substitution policies to a liberalized market

and an export-oriented economy. Some of the major reforms were carried out in the areas
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of: (1) liberalization of trade policy and exchange rate system; (ii) export promotion and
incentives to investment, and (iii) the rationalization of public expenditure.
Maldives became independent in 1965, the land is in the south fed by the Niger and
Senegal rivers supports the chief cash crops of peanuts and cotton subsistence crops of
rice, millets, maize. Exports include fish from Niger and livestock. Extensive minerals
resources are largely untapped. To some extent salt and gold are mined. Industries
include textiles, food processing and cotton ginning.
All the seven countries started liberalizing their economies at different points in time in
tandem with the global trend and the requirement of both the regions, these countries
have also adopted liberal economic policies, which will be discussed in detail in later in
this chapter.

Economic Transformation
An important aspect to look into is why do societies establish or create one or the other
type of economic system? In economic terms, the economists try to explain this aspect
by what they call the law of scarcity at any given point of time, there are insufficient
goods and services to satisfy all human wants of the society. The societies tried to chose
a system, which would work efficiently and exploit the resources in a best manner
possible. It is convenient to classify economic systems into three types, Command
economy, market economy and mixed economy. A different way of dealing with
universal problem of scarcity, adopted by many ancient as well as contemporary
societies, is by command economy. Where a central authority decides what goods will be
produced, allocate human and physical resources at will in their production and
determine distributive shares of the society’. In a market system, all economic activities
consists of engaging in exchanges, that is buying and selling factors of production and

® Mixed economy is one in

goods and services through the network of market places.'
which some economic activities are decided by the command economy and some
activities by the market economy.

About one third of the world population rejected market economy and launched an
experiment constructing socialistic economic system during 1917 and 1950, which was

based on the ideology of Marxism and Leninism. This system is known as the command

economic system. This system was adopted by the Former Soviet Union and Mongolia
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and after World War II in Central and Eastern Europe, Baltic States, China, North Korea
and Vietnam.' History has shown many phases of successes and failures on the journey,
whether it is from market economy to command econoemy or from command economy to
market economy.

Transition was never easy, whether it’s from market economy to planned economy or
from planned economy to market economy. In establishing a socialistic system, massive
efforts were made to centrally control production of goods and allocate all resources
through state planning. Now its failure has set in motion just as a radical transformation,
as the transition economies change course, seeking to rebuild markets and reintegrate
themselves into the world markets'?(World Bank Report, 1996). This transition process
‘from planned economy to market economy involves a complex process of institutional
structural and behavioral changes.’’( Martha, De Melo, 1999) Since independence,
Central Asian countries started witnessing transformation from command economy to
market economy'*( Kornoi, 2001.) .

Transformation of Command Economy to Market Economy

Transformation of a command economy to market economy was also a big challenge for
theses regions'*( Kornoi, 2001.), because both the systems are contradictory to each other.
Capitalism has been defined as an economic system in which productive assets are
privately owned as goods are produced with hired labor for sale in the market to eam
profit whereas in command economy most assets are publicly owned. This short
definition describes the essence of these systems.'® ( Gregory Grossman, 1967) Through
the Fig 2.1, One could easily understand that how these systems are distinguished from

each other.
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Fig. 2.1
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These regions had to face an enormous challenge of liberalizing, privatizing and
globalizing their respective economies. The key measures of reforms were
macroeconomic stabilization, price and market liberalization, liberalization of exchange
and trade system, privatization, establishing a competitive environment with few
obstacles to market entry and exit and redefining the role of the state. It is important to
state that the success of transition process depends not only upon the appropriate
economic policies but also an availability of supporting political and legal economic
institutions. The objective of stabilization is to reduce inflation either by reducing fiscal
deficit or tightening monetary policy. Structural reforms on the contrary contribute to the
growth in the long term, they aim at restructuring commercialization, privatization of
state enterprises and enforcing on them financial discipline, External sector reform aim at
diversifying trade, liberalizing prices and capital inflows'’.( Gurgen,1999) The table 2.1
describes elements of transition in detail.

Elements of Transition

Table No. 2.1
1. Fiscal Adjustment (a).ReduceFiscal Imbalances without recourse to Inflation Tax
(b) Reduction of government payment arrears
(c¢) Reduction of Quasi-fiscal operations by banks to public
sector.
2. Stabilization (a).Reduction of inflation
(b).Reducing fiscal and cement account deficits

(c). Tightening of Monetary Policy
(d). Central Bank independence

3. Structure Reforms (a). Price liberalization
(b). Enterprise reform
Rehabilitation of State Enterprises
Enforcement of financial Discipline on
state Enterprises
Legal and Institutional Reforms
( ¢) Financial sector reforms
(d) Fiscal Reforms
Reforming Budget Process
Expenditure prioritization and reforms
Tax policy and tax administration reforms

4. External sector reforms (2) Liberalization of Foreign Trade Prices
(b) Reform of Foreign Trade System

( c) Market Diversification

(d) Phasing out of Barter Trade

(e) Currency Reform and Exchange Regimes
(f) Liberalizing Capital Inflows

(g) Allowing Foreign Direct Investment

(h) Management of External Debt.

Source: Emine Gurgen, et al., Economic Reforms in Kazakhstan, Kyrgvz Republic. Tujikistan.

Turkmenistan and Uzbekistan, Occasional Paper No. /83, Washington DC: IMF. 1999.
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The component of transition was generally classified having four major dimensions.
Micro economics of transition, in which the focus was on creating market price signals
through privatization. In macroeconomic of transition, the focus was on creating financial
system, financial infrastructure and developing new role of state. It also includes new
roles for International trade and finance, trading arrangements, movements to convertible
currency. In addition to it also included provision of safety nets. In addition to other
reforms the external sector reforms plays crucial role in the economic growth of any
country. The question arises that how these reforms took place, gradually of by big bang
policy?

Transformation Through Gradual Process or by Shock Therapy

Some transition economies adopted the “big bang or shock therapy” policy changes and
some adopted the gradual policy changes. Shock therapy means very radical structural
reforms, whereas gradual means slow change. The first is to launch a rapid, all their
program, undertaking as many as reforms as possible. The second is to change by way of
partial and phased reforms. Table 2.2 explains all the reforms that under the big bang
process, how quickly these reforms have been taken and under the gradual process how

gradually these reforms implemented in a country’s economy.
Shock Therapy Vs Gradualism

Table No.2.2
Shock Therapy Gradual Approach

1. Change Quick elimination of state Emphasis on natural selection. Free entry and
ownership exist of new firms.

2. Privatization Very quick e.g. voucher Commercialization and Corporatization may
privatization precede privatization, which is gradual e.g.

Employee. Management buyout, ESOPs.

3. Target Intended end point Shaped by requirements of present needs

4. Institutional Institutions have no value in the Old institutions are built on past knowledge,

Knowledge end state. Hence rapid destruction | this should be processed during reform. Hence

gradual replacement

5. Reversibility

Logic of end point target requires
irreversibility

Policies are judged by performance reversible

6. Liberalization

Requires this as a first step to
market economics

Slow liberalization accompanied by institutional

building

7. Stabilization

Based on rigid monetarist polices.

Quick disinflation

Exchange rate as an indicator for stabilization. |
No emphasis on quick disinflation.

Source: 1.

Janos Kornai, “Ten Years After the Road to a Free Economy: The Authors Self-Evaluation”, Annual World Bank

Conference on Development Economics 2000, World Bank, 2001, pp. 53-54.
2. P.Murrel, “Evolutionary and Radical Approaches to Economic Reform™, Economic of Planning, 25,1992, p. 81.

3. Joesph E. Stiglitz, “Wither Reform? Ten Years of the Transitioin”, Annual World Buank Conference on
Development Economics 1999, World Bank, 2000, pp. 46-47.

4. Emine Gurgen, etal, “Fconomic Reforms in Kazakhstan; Kyrgyz Republic, Tajiksitan, Turkmenistan and
Uzbekistan”, IMF Occasional Paper, 183. (Washington D.C.. IMF. 1999).
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From the out set of transition, economists have been remarkably divided on the best
strategy. There was never much doubt about what had to be done but the question was
always, how these economies should proceed. Should they adopt gradual reform
approach or they adopt the policy of Shock Therapy, whereas gradualism means a slow
change and shock therapy means a rapid change of all policies.'"® ( Naray,2001).While
understanding all the economic policies, this study put emphasis on the external sector
reforms due to its limitations.

Trade as Generator of Growth

Trade is an important generator of growth through attracting investors, who would be
willing to explore resources from smaller markets to larger markets. The type of exports
and imports classifies international transactions, which can be sorted out into two major
categories: Current account transactions and capital account transactions. First include
merchandise trade, Services and investments and second include sale and purchase of
financial assets- stocks, bond and other financial assets. Trade means buying and selling
of commodities within a nation or among the nations. Prof J agdish. Bhagwati elucidated
free trade policy, “as absence of tariffs, quotas, exchange restrictions, taxes and subsidies
on production factors used and consumption.”( Jhinghan, 2001). Liberalization of the
foreign trade regime, including elimination of export controls and taxes, and substitution
of low-to-moderate import duties for import quotas and high import tariffs and current
account convertibility. Liberal economic policies could provide a comfortable
environment to the investors. Those investors would help to explore resources from
smaller markets to larger markets.

The developing countries had protectionist policies towards the rest of the world, of
course, protectionist policies are harmful to developing countries, their own trade barriers
also retard their development by creating disincentives to export. From an economics
perspective, quotas are thought to be less economically efficient than tariffs which in tumm
are less economically efficient than free trade economic analysis. This has been explained

in this diagram that how quotas impact on trade.
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Fig.2.2
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An import quota works by reducing amount of foreign goods a country may import. In a
competitive market, the equilibrium point which determines the price and quantity
produced of a good is where the demand curve and the domestic supply curve intersect.
In the case of a purely domestic market, this point is at P* and Q* (see Fig. 2.2). When
international trade is introduced into the market, this equilibrium may change. Let us
assume that the price of a certain good is less when imported from abroad than when
produced domestically. We will also assume that the world economy can supply more
goods at that price than could ever be consumed by the domestic economy. In this case,
the international supply curve is a horizontal line at P2, which is the price of that
imported good. In this case, the equilibrium price lowers to P2, and the equilibrium
quantity produced increases from Q* to Q4. Domestic producers will actually produce
less (Q1), while the balance (the difference between Q1 and Q4) will be supplied by
imports.

When free international trade is introduced, consumers benefit significantly. In a purely
domestic market, the consumer surplus is represented by the area A. With free
international trade, this surplus increases to include B, C, D, E, F, G, H, and I because

they only have to pay price P2 for the good instead of the higher price P*, and they are
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able to purchase the quantity Q4 instead of the quantity Q*. On the other hand, domestic
producers of the good are adversely affected. In a purely domestic market, the domestic
producer surplus is represented by areas B, E, and J. With the introduction of free
international trade, they lose areas B and E to consumers because they can only get the
price P2 for their goods instead of the price P*. Finally, the economy on the whole
benefits by areas C, D, F, G, H, and I, as these are areas of surplus that did not exist
before the introduction of free trade. As is evident, all of the economic benefit goes to
consumers.

Because of the adverse effects of free trade on domestic producers, those producers may
attempt to petition the government to enact an import quota. When this happens, the
government will restrict the quantity of a good that can be imported in order to increase
the price and allow producers to recover some of their lost surplus. If the government
restricts total imports to the difference between Q2 and Q3, three things will happen First,
producers will increase output from Q1 to Q2. Second, imports will decline from the
difference between Q1 and Q4 to the difference between Q2 and Q3. Third, the price will
rise to reflect the new total quantity consumed, which is now Q3.

The effect of an import quota on domestic producers is to allow them to recover the
producer surplus in area E, which they take away from consumers. The effect on
international producers is that they now obtain areas G and H as a surplus. The effect on
consumers is that they lose E, F, G, H, and 1. The effect on the total world economy is
that areas F and I are lost in what is called a deadweight loss. F represents consumer
surplus which is lost by goods consumed but not at a surplus to producers. I represents
consumer surplus which is lost as these goods are not consumed at all. The effect on the
domestic economy is that E is gained, but F, G, H, and I are lost. The following table
summarizes the effect on the various stakeholders of an import quota. To summarize, free
international trade represents the highest net benefit for consumers, the world economy,
and the domestic economy. Purely domestic trade represents the least beneficial situation
for domestic consumers, the world economy, and the domestic economy, but the most
beneficial situation for domestic producers. An import quota is the most beneficial to
foreign producers and somewhat beneficial to domestic produccrs, but is somewhat

harmful overall to consumers, the world economy, and the domestic economy.
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Other issues that deserve consideration are whether the international producers which
obtain the quota rights are the most efficient producers or not. If they are not, this
represents an additional deadweight loss to the world economy and a reduced benefit to
those producers. Tariffs are generally seen as a more advantageous way to protect
domestic producers without creating as much damage to the world economy as a whole.
Economic theory and empirical studies suggest that import protection works as any
government intervention in the price setting process-it distorts resource allocation and
consumption decisions and is therefore generally welfare reducing. Tariffs raise the
domestic price of imported goods and shelter domestic producers from international
competition. Thus, import-substitution industries are helped while exporters and
producers of non tradable are hindered. Therefore, protectionism affects the distribution
of income as it always benefits some firms or sectors at the expense of the rest of society.
Governments usually overestimate their ability to choose the right industry to protect and,
over-time, are heavily influenced by special-interest politics rather than a consideration of
national costs and benefits.

Since the break of the Former Soviet Union in 1991 the five Central Asian countries have
been trying to move from previous autarchic dependencies towards greater openness in
foreign economic relations. They are trying to integrate regionally as well as globally.
The aim of this was to overcome the major weaknesses of the prior system so that
appropriate strategies have been made for better understanding with the regions and the
rest of the world. South Asian Countries has started liberalizing their economic policies
early eighties and nineties. In some countries the reform process had started earlier than
1990s. Sri Lanka began its reform in 1977. However the Economic liberalization in
Bangladesh and Pakistan, as in India gathered momentum only in the early 1990s.
Central Asian countries started liberalizing their economies in 1990s since independence.
These countries are going under the process of economic transformation. Liberalization
has taken place in all sectors but this study will discuss and analyze the external sector
reforms in Central Asia and South Asia in detail. The countries of these regions have had
different abilities to overcome the challenges of economic liberalization. Initially these
economies had to suffer a lot, because there was no single blue print of reforms available
to countries in transition process, which involves institutional structural as well as

behavioral changes.ZO( Martha, De, Melo)
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Economic Transformation in Central Asia

After Independence, Central Asian economies have gone through the systemic
transformation a command economy to market economy. How can the government of
Central Asian countries approach the array of reforms required in this transition phase?
The command economy from which the Central Asian States emerged had already been
partly dismantled under perestroika, particularly with respect to foreign trade.”' Despite
having rich endowment of mineral resources, such as oil (Kazakhstan), natural gas
(Turkmenistan and Uzbekistan, precious metal such as gold and tungsten (Kazakhstan,
Uzbekistan, Kyrgyz republic) and thermal potential in (Kyrgyz Republic and Tajikstan),
this region was one of the poorest and least developed in the FSU. Despite having full
potential, these economies were characterized as low level of industrialization, large rural
population, high population growth, authoritarian regime, interal and external threat and
opposition of ethnic religious origin, a relatively high degree of poverty than in the
former Soviet Union. These countries have succeeded in achieving macroeconomic
stabilization and implementing market reforms. In these countries, including
Kazakhstan, prudent fiscal and monetary policies have sharply reduced inflation. The
past decade of transition has shown a deep crisis in the first half of the decade, with the
most extreme case of Tajikistan, which was devastated by full scale civil war.During the
large part Post independencee decade the countries had to face high domestic inflation.
High inflation caused disruption of investment pattern, changing consumer behavior,
barter trade flourished and increased import bill. Main focus on the oil and gas sector and
the other sectors have remained non-competitive. But some of them are rapidly
recovering to achieve economic stability”®.( Gidadhubli, 1997) They have established
legal framework for introducing economic reforms and looking forwards to policies to be
implemented. Currently these economies are involved in the simultaneous tasks of state
building, development and socio-political and economic restructuring, institutional
building”. ( Kolkodo, Year) Some scholars described these reforms in a different way as
Aslam and Banerji argued that there is stagnation in reform indicator related with the
absence of the institutional reforms in the state.”*( Aslam and Benerjee) Ellman called
these ‘mutant economies’ inefficient states even mafia-dominated markets.’ (Ellman,
2000). From elements of transition process as shown in figure 2 one can easily
understand how difficult the transition process is. The economic conditions of the former

. . . . 26
Soviet Central Asian countries were not favorable for sustainable development strategy™ (



Spoor, 2000). Similartties in the economic situation: despite considerable differences in
details, none of the Central Asian economies had a higher level of competition, and all
the states find themselves at approximately the same stage of development.. Moreover,
these economies are looking for partners, who would exploit their natural resources and
facilitate their entry into the global economy. The ultimate objective was to restore
growth and improve the living condition of their populations. Even after independence,
the Central Asian countries are finding difficult to put these resources into full
exploitation. There is greater need to deal with the initial conditions of the Post soviet
Central Asia. These were connected with historical, cultural, social demographic,
geopolitical background. There were common features that originated from the Centrally
Planned economy prevailed in the former Soviet Central Asia. It’s very important to
understand the transition process of these economies.

The model of development has been very important for this region’s economic thought.
Central Asian countries could take an example from the Chinese economic model how to
gradually introduce reforms and successfully overcome all the challenges. The Chinese
experience is shown in Box a However, these countries need not necessarily limit to
study the Chinese modal but other models also so as to adopt the best measures and

policies offered by the various models

How Gradually China follows a Policy Of Socialistic Economic Development

Box a.

China followed a policy of socialist economic development based primarily on the centrally directed
allocation of resources through administrative means. By the 1ate1970s, this approach was increasingly
recognized as being untenable and unsustainable, and an overhaul of the economic system was initiated.
China’s approach to economic reform has been gradual and incremental, without any detailed “blueprint”
guiding the process. This incremental approach is best depicted in a metaphor attributed to Deng Xiaoping
as “crossing the river by feeling the stones under the feet” and is still applicable to many of the reforms
being carried out by China today. The following features have characterized this incremental approach,
First, reforms tend to be undertaken first on experimental basis in some localities before they are applied to
the whole country. This minimizes disruptions to the economy, allows deficient poiicies to be modified
based on experience, and provides time to build the necessary institutions for full implementation. Second,
another strategy frequently employed has been the use of intermediate mechanisms to smooth the transition
to a market-oriented economy. One example of this is the setting up of Special Economic Zones in the early
1980s as a way of gradually introducing foreign capital and technology. Finally, the Chinese leadership has
consistently tried to preserve the socialist character of the economy while introducing market-oriented
reforms. For example, even though policies have been conducive to the rapid growth of the non-state
sector, state enterprise reform has been gradual with no signs of a mass privatization strategy for large and

medium-sized enterprises as pursued by other transition economies.
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In late 1980s and early 1990s, The development model debates were quite intensive
during the first years of the post-Soviet development of Central Asia, partly because the
CentralﬂAsian governments had attempted to start a new round of economic reforms.
Actually, the followers of technocratic, Central Asian leaders had been trained in, and
had experience of the Soviet command economy only and they had vague idea about
market driven economies as well as deregulation of the state system. Kazakhstan's leaders
turned out to be admirers of the so-called East Asian economic miracle especially in
South Korean and Japan. It was widely believed in Kazakhstan that it was possible to
replicate the Korean economic miracle. Moreover, their first comprehensive perspectives
strategy was rapid development in independent Kazakhstan. Kyrgyzstan's leaders also
devoted themselves to the South Korean and Japanese economic models. What they
called the Korean Model of economic development and decided to explore the
opportunities for joint co-operation in developing Kyrgyzstan impressed Kyrgyz officials
who visited South Korea in 1990. Uzbekistan's own road of renovation and progress has
been always supplemented by a call to learn from the Chinese experience of gradual
reforms. However, outside the country one of the most intensive discussions on
Uzbekistan's model of development centered on the Turkish secular model and the
Iranian theological model, because of the strong traditions of Islam in Uzbekistan. Thus,
demonstrating the country's dedication to the modern and secular model of development
was one of the most important tasks for Uzbekistan's foreign policy-makers.

This model should have been attractive and acceptable to all people in the multicultural
and multinational society in Central Asia. Central Asian Countries, especially in
Kazakhstan and Kyrgyzstan, the ruling elite had to handle carefully nationalistic ideas in
order to pacify the mood of their ethnic minorities*’. Also this model should have been
powerful enough to meet the challenge of rising nationalistic and democratic expectations
in society. Reference to Chinese and other Asian model of development has given the
Central Asian Country’s elites a rare opportunity to advocate preservation of strong state
institutions, capable of promoting political and economic reforms. References to the
experiences of China, South Korea and others helped the elite to justify their decision to
maintain the regulatory role of the state, at least in the medium-term, and to delay radical

economic changes. In 1991-1992, the Central Asian countries only partially accepted the
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Russian concept of shock therapy, price liberalization and relaxation of state institutions'
activities in economic affairs. However, very soon Turkmenistan and Uzbekistan chose
their own way of development and endorsement of the Chinese way of gradual reforms
justified their return to strict government control and to gradual economic changes.
Kazakhstan initially followed the shock therapy approach. However, later on its
government made serious corrections and revived some level of state intervention and
control. Only Kyrgyzstan, which managed to overcome initial temptations to delay
reforms, consistently carried out the recommendations of the World Bank and IMF and
implemented shock therapy.

The different transition paths can be seen within the spectrum of five Central Asian
countries. The forms of the transformation vary in this region, which would be
characterized as wide scale reforms (Kyrgyz republic and Kazakhstan), non-reforms
(Turkmenistan) towards gradual partial reforms (Uzbekistan, Tajikistan). Overall, the
success of market oriented reforms has been mixed, according to various indicators
developed by multilateral institutions Kazakhstan and Kyrgyzstan have progressed faster.
Tajikistan has also made some progress. The level of reforms is low in Turkmenistan and
Uzbekistan. However, Kazakhstan, Kyrgyzstan and Tajikistan have made significant
progress in external sector reforms, but Uzbekistan and Turkmenistan’s .low level of
reforms in this sector has created some problems for regionalism. The table no. 1.6 shows
the main key economic indicators and the status of reform in all the Central Asian
countries. Table 2.3 explains that how these economies focused on economic policy and

how much they successful in implementing these policies.

Key indicators and Reform Status of Central Asian Countries

Table No. 2.3
GDP Per Population,  [Share of World
ICountry Capita, 2004 2004 Geography Reform Status
(in US dollars) {(in million)  JOil iGas
)0il Exporters
K azakhstan 2,723.9 15.0 3.3 1.7 Landlocked IActive
Turkmenistan 1,250.7 6.2 0.042 1.6 I.andlocked No reforms
INon-oil Exporters
Kyrgyz Republic 432.4 5.1 ILandlocked Active
Tajikistan 323.1 6.7 [Landlocked lActive
Uzbekistan 461.2 6.0 0.05* 1.0 f:::'licke g Partially active

Source: ADB key indicator 2005, World Bank, World Development indicator,2006.

55



Overall Principle Measures of economic policies since 1992-2005.
Table No. 2.4

Policy

Type

Focus of Policy

Results

Type I

Macroeconomic-inflation, monetary
and fiscal"policies, and

exchange rate

Policy

Microeconomic-labor market

and wages, social safety nets, price
liberalization (exceptions for energy,
staple food, and housing) and removal
Of subsidies

Banking and State-owned

Enterprises-reduced subsidies,

privatization, and bank liberalization.

These reforms did not achieve the anticipated increase

In productivity in the CARs. One reason was that
governments were un?ble to quickly create revenue

flows to finance even recurrent expenditures, particularly
those tied to state-owned enterprises (SOEs). As a result,
there was a hesitation to replace inefficient SOEs with
more efficient pivate enterprises, as removing subsidies
frequently led to the failure of these SOEs. Banking
reforms were successful in allowing entry although state_~
Banks, which retained their influence in many CARs.

Social benefit systems were inadequate given limited

resources. This overall situation did not improve until the
Late 1990s.

Type I

Primarily legal policies:

Developing legal and regulatory
Frameworks for industry and
Finance

Privatization of medium- and
large- scale enterprises-sale
of assets to employees or

independent parties
Restructuring the labor

market-wage determination,
Unemployment compensation, and

retirement benefits

Withstanding pressures from special interest groups was

the main obstacle governments faced in trying to build

a level playing field attractive to foreign investors. In the
oil exporting CARs, for example, these policies proved
successful in providing a reliable environment to attract
foreign diredct investment. For non-oil exporters, these
reforms were less successful. Privatization did not bring
expected benefits and special interest groups were able to
influence policy.

Type III

Regional cooperation-within the

CARs using various initiatives such as
trade facilitation, transport, and energy
policy dialogue and cooperation.

Develop industrial competitiveness
policies- to foster diversification away
from natural resources and other raw
material production into
manufacturing.

These policies were slow to develop, particularly in

the first half of the 1990s when the CARs were more
concerned with developing national identities and earning
revenue through customs taxation (Recent developments,
however, suggest a greater willingness to lower tariffs

and cooperate on both transport and energy policies. To
Foster economic diversification, Kazakhstan introduced an
innovative industrial development strategy in 2003, which

contains elements of an industrial competitiveness policy

agenda such as fostering industrial clusters. Azerbaijan
is also assessing its industrial competitiveness and may
Follow suit.

Source: Malcom Dowling and Ganeshan Wignaraja, Central Asia after fifteen years of transition: Growth,

regional cooperation and Policy choices in ADB working paper series on Regional Economic Integration

no.3 at www.aric.adb.org. p.3.
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Mixed response has been seen in these countries since independence. The countries of the
Former Soviet Union had much more trade with each other than with the out side the
world before independence. The dependence of these countries on trade with each other
was significantly high. So Central Asian Countries were part of a strongly integrated
economy domestically, within the FSU, and rather closed externally.*® (Bakhtior, 2001). The
disruption of administrative command system and the state monopoly of trade especially
Council of Mutual Economic Assistance (CMEA), without the emergence of new market
based mechanism. So with the other economic policies Central Asia also liberalizes their

trade policies.

Trade Liberalization Policies in Central Asia

There is no doubt that foreign trade has been playing an important role in Central Asian
Region. This region is highly economic dependence on external trade as comparable to
other CIS countries. As a result these economies are also extremely vulnerable to external
shocks. It has higher ratios of exports and imports in their GDP. The main challenges for
these countries involve strengthening the capacity of broad, market based institutions,
those which are more specifically more trade related, such as the financial sector,
customs and trade, which would facilitate them to integrate into the World Trading
System. Studies shows that effective integration includes country’s own economic
. policies specially trade policies and institutions, and of coarse their trading partner, which
affect market access and the terms of trade.”” ( Michlopus, 1999). Progress towards trade
liberalization has varied across the Central Asian region. Since independence External
economic reforms occurred in five areas: trade liberalization, reform of trade system,
from previous autarchic dependencies towards greater openness in foreign economic
relations, market diversification, phasing out of barter trade and currency reforms.’® The
major trade policy issue facing the global economy was the challenge of
regionalism.*' Although during the Soviet period Central Asia acted as a singular unit but

the economic condition of countries differ substantially at the time of disintegration.
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Kazakhstan and Kyrgyzstan have been liberalizing their trade policy more or less steadily
since their independence. Tajikistan liberalized its trade policy regime fairly rapidly after
the end of civil war 1997. Turkmenistan has undertaken little trade liberalization.
Uzbekistan liberalized its trade policy regime in 1990. But this has been partly reversed
later on. The present status of these countries trade policy range varies from a very liberal
in Kyrgyzstan and Tajikistan to fairly liberal in Kazakhstan to quiet restrictive in
Turkmenistan and Uzbekistan.

Price liberalization

The key trade development was the collapse of the Council of Mutual Economic
Assistance (CMEA). Trade among the Soviet-bloc economies was planned and organized
under the auspices of the CMEA, but in the International market buyer and sellers come
from different countries to exchange goods and services. Prices play an important role.
After dismantling of CMEA, first steps were taken towards price liberalization. All new
states of Central Asia practically faced the consequences of almost full price
liberalization. In October1994, the government of Kazakhstan abolished almost all
subsidies, keeping only few utility prices under control. Uzbekistan adopted a more
gradual approach. Price control was largely phased out during 1992-1995. In
Turkmenistan most prices have been kept under state control. In Tajikistan reforms were
started in 1992 but interrupted by civil war and were resumed only after peace
reconciliation in mid 1997°2.( Bakhtior, 2001, p,60.) The Uzbekistan tried to moderate the
impact of full liberalization of prices and to complement the introduction of market
mechanism with the traditional tools of economic governance had lower inflation at the
initial stage 1992-1994. It suffered less negative effects compared with the radical
reformers. Kyrgyzstan and Kazakhstan had also lower levels of non weighted average
inflation within this stage of transition compared to other transition countries. It has been
observed that the liberalization of prices without efficient financial institutions, which
could provide fast, low cost and risk free money transactions even under high inflation
certainly led to a barter trade. Price differentials emerged in Central Asian markets, due
to different regulatory regime countries are not able to trade cross boarders.
Turkmenistan and Uzbekistan are the countries with the regulated price , where trade

potential has been converted into a shuttle trade”®. The Central Asian Countries could
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considerably expand trade and diversify exports by reducing policy-related and
institutional barriers to trade. They could cooperate with each other and their neighboring
countries in improving their transport links with the rest of the world. For this they need
to be open by reducing their tariffs etc.

Tariffs, Non-tariffs, Subsidies, and Quota

The Central Asian Countries had very similar trade policy regimes before their
independence. But since independence, their regimes have diverged significantly. These
countries were closely related to the former Soviet countries. Tariffs on imports create a
bias against exports by raising the domestic price of imports relative to exports, or
equivalently, by lowering the domestic price of exports relative to imports. Thus, import
tariffs are equivalent to a tax on exports. Import tariffs also create a disinentive to export
by increasing the cost of imported intermediate inputs used by export industries. For a
given price of exports, a tariff on imported intermediate inputs effectively acts as a “cost
penalty” on the production of exports. Duty drawback and similar schemes are designed
to eliminate the bias against exports, but they can be difficult to administer. Empirical
research has shown that the size of the export tax arising from import tariffs can be
substantial. Tokarick (2006) studied 26 low-income countries and found that, on average,
import tariffs in these countries were equivalent to about a 12% percent tax on their
exports and 4 of these countries had export-tax equivalents between 26 and 34 percent.**
These estimates do not take into account the disincentives that arise from other types of
import barriers, namely nontariff barriers (NTBs), In economics, a subsidy is a kind of
financial government assistance, such as a grant, tax break, or trade barrier, in order to
encourage the production or purchase of a good. The term subsidy may also refer to
assistance granted by others, such as individuals or non-government institutions, although
this is more commonly described as charity.

Non-Tariff Barriers to Trade

These are restrictions to imports but are not in the usual form of a tariff. They are
criticized as a means to evade free trade rules such as those of the WTO, the EU or
NAFTA that restrict tariffs. Most common examples are antidumping measures and

countervailing duties, which, although they are called "non-tariff" barriers, have the
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effect of tariffs but are only imposed under certain conditions. Their use has risen sharply
after the WTO rules led to a very significant reduction in tariff use.

Non-tariff barriers may also be in the form of manufacturing or production requirements
of goods, such as how an animal is caught or a plant is grown, with an import ban
imposed on products that don't meet the requirements. Examples are the European Union
restrictions on genetically modified organisms or beef treated with growth hormones.
Some non-tariff trade barriers are expressly permitted in very limited circumstances,
when they are deemed necessary to protect health, safety, or sanitation, or to protect
depletable natural resources.

Non-tariff barriers to trade can be: State subsidies, procurement, trading, ownership.
National regulations on health, safety, employment. Product classification. Quota shares.
Foreign Exchange: controls and multiplicity. Over elaborate or inadequate infrastructure.
'‘Buy national' policy. Intellectual property laws (patents and copyrights). Bribery and
corruption. Unfair customs procedures. restrictive licences import bans seasonal import
regimes so the actual bias against exports from all types of import barriers is likely larger.
Developing countries typically have many “informal barriers” to trade as well, such as
high levels of port and internal transportation charges that make it even more difficult for
these countries to expand their exports Reducing import tariffs, therefore, is an export-
promotion strategy that countries can implement, regardless of whether their trading
partners reduce their tariffs. Countries should be careful, however, as to how they design
tariff reductions. In order to maximize the benefits, research shows that countries should
reduce higher tariffs by more than lower ones and not exempt sectors from reductions.
Critics say quotas often lead to corruption (bribes to get a quota allocation), smuggling
(circumventing a quota), and higher prices for consumers.

In Kazakhstan, In the starting of 1992 the government began to apply tariffs and other
measures to regulate foreign trade. The first law adopted by the Kazakhstani Parliament
included status on tariffs principal of foreign trade, and inducement for foreign
investment. In 1995 Kazakhstan reduced the list of goods subject to export quotas to
minimum five items. The state policy had several negative characteristics: changes in
exports and imports duties were frequent. The level of duties were high: imported goods
were to an excise tax. In 1993, the new currency was established, which has enabled the

country to conduct an independence economic policy. Kazakhstan: Kazakhstan has a
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rather complex tariffs schedule ( with 10 advoleram and seven specific tariifs rates and
somegoods subject to both) but a relatively low non weighted average rate. Excise taxes
are imposed on both imported and domestically produced alcohol beverages and tobacco
products. Kazakhstan also levies exports taxes on limited number of goods when they
are exported to the countries that are not members of EEC. Kazakhstan also apply
quantitave restrictions, such as prohibition , quotas and licenses to the trade goods Tariff
rates are fairly low and uniform in Kyrgyzstan and Tajikistan. In Turkmenistan the tariffs
ranging from 10 percent to 100 percent are applied to 94 commodities when they are
imported by legal entities, imports by individual in amount upto $500 ( as of August
2005) are exempted from tariffs”’. All countries apply quantitative restriction, such as
prohibitions, quotas and license, to trade in goods that have implications for national
security public health and the environment. Turkmenistan and Uzbekistan restrict imports
of certain products to protect domestic producers of these products. They also prohibit
exports of some food products to ensure their availability in the domestic market at
relatively low prices. The Table 2.5 assesses the simple mean tariffs and weighted mean
tariffs in all the Central Asian countries. A major problem in all these countries is that

changes in tariffs schedule have been frequent and unpredictable.

Tariff Rates of Central Asian Countries

Table No.2.5
Central Asian
Countries
1996 2004
Kazakhstan Simple Weighted Simple Weighted
- mean mean mean mean
tariffs tariffs tariffs tariffs
10.0 8.4
Kyrgyzstan 1995 2003
Simple Weighted Simple Weighted
mean mean mean mean
tariffs tariffs tariffs tariffs ]
0.0 0.0 4.3 4.3
Tajikstan 2002
Simple Weighted Simple Weighted
mean mean mean mean
tariffs tariffs tariffs tariffs
8.0 7.1 ]
Turkmenistan 1998 2002
Simple Weighted Simple Weighted
mean mean mean mean
tariffs tanffs tariffs tariffs )
0.0 53 29 B
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Uzbekistan 2001 . )}
Simple mean tariffs Weighted mean tariffs

10.6 5.9 - o

Source: World Development Indecators2005.p 339&340
Despite having formal tariffs low, there are many other policy instrument that Central
Asian Countries use, often in a discretionary and non transparent manner, to regulate
trade. Lowering and rationalizing the non tariff trade barriers as well as making those
more transparent and less discretionary should be major goal for regional cooperation.
3.3) Currency convertibility

The establishment of new currencies For the Central Asian governments at the moment
of independence there were overwhelming advantages in the continued use of the Soviet
rouble. The largest CIS economy outside Russia, Ukraine, broke away in 1992, but for
the others a single rouble area was seen as a benefit to the maintenance (or restoration) of
trade and payments relations within it; the newly-created central banks had no experience
of monetary management, although the quarterly construction of 'the cash plan' by Union-
Republican Ministries of Finance afforded a certain statistical expertise and network; and
the EU’s Maastricht Agreement was perceived as a model for the inheritance of a
common currency which should not needlessly be dismantled. In pursuit of those
expectations a group within the CIS - Armenia, Belarus, Kazakstan, Kyrgyzstan, Russia
and Uzbekistan - meeting in Bishkek in October 1992 prepared for an Interstate Bank of
the CIS, as had been delineated by a CIS Heads of State meeting in Tashkent the previous
May. The IMF pointed out that those other banks had a reciprocal responsibility to
establish uniform central bank lending rates and reserve requirements and to constrain
their own credit issue, but monetary destabilization proceeded at widely disparate rates.
The Central Asian Countries have been divided into two groups with regard to their
exchange rate policies. . The unexpected collapse of the rouble zone in 1993 put the
CARSs' leaders in a difficult position and urged them to adopt radical steps towards
currency reforms. Kazakhstan and Kyrgyzstan following the concept of radical ‘schock
therapy’accepted the conditions of Article VIII of the IMF charter rather fast on March
29, 1995 and July 16, 1996 respectively.*® New currencies like Tenge, Som and Somoni
were introduced in Kazakhsytan, Kyrgyzstan and Tajikistan. But it took two years in

Kyrgyzstan and three years in Kazakhstan for the introduction of national currencies.
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Exchange Rate policy

Following the introduction of domestic currencies the Central Asian States maintained
the complex multiple exchange rate systems, complimented by the legislation that
required exporters to repatriate export earning and surrender a portion to either the govt
or central Bank. The ensuring multiple currency practices imposed an implicit tax or
exports or subsidizing imports which benefited from a more appreciated exchange rate.
Multiple exchange rate practices also contributed to foreign exchange shortages by
encouraging undervaluation of exports and diverting proceeds away from official
Channels of conversion. This promoted the rationing of foreign exchange by central
Bank, which in turn fueled a parallel market activity. The Channeling of economic
activity to the informal sector added to the tax collection problems and left some
transactions entirely out side the tax base. One could say that Multiple exchange rate
arrangements lacked transperancy, distorted resource allocation and eroded budgetary tax
revenue. * ( Emine Gurgen, 1999. p.42.) The exchange rate regime in today’s
international and monetary and financial system and the system unfavorable Foreign
exchange and payment regulation in some Central Asian Countries creates additional
hurdles. The Central banks used the foreign exchange obtained from exporters to
purchase domestic currency at a more depreciated rate its always not transferred to the
govt. More recently most of the Central Asian States have moved toward more flexible,
unified and market oriented exchange rate regimes.

All the Central Asian states have chosen similar exchange rates regimes based on
managed and floating systems of exchange auctions since the moment of their own
currency introduction. These countries have been divided into two groups with regards to
their exchange rate policies®™. ( Bakhtior, 2001,). The first group of countries such as
Kazakhstan and Kyrgyzstan following the concept of radical shock therapy reforms
accepted Artcle VIII status in IMF in 1996* have eliminated multiple currency practices.(
Emine Gurgen, 1999. ) Tajikstan unified its exchange rate and abolished surrender
requirements in April 1998. In second group of countries like Turkmenistan, restricted
access to foreign exchange constitutes a major obstacle to imports while the requirement
that certain categories of exporters surrender part of their foreign exchange earnings.

Uzbekistan continues to maintain multiple exchange rates and surrender requirements.
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Exchange rate of Central Asian Countries

Table no. 2.6
Kazakhstan Tenge per SDR: End | Tenge per USS$: end of | Tenge Per USS$: Average
of the period the year | of the year
1999 | 2002 | 2005 | 1999 | 2002 2005 1999 2002 | 2005
Official rate 189.6 | 210.1 | 191.4 | 138.2 | 154.6 133.9 119.5 153.2 | 132.8
Kyrgyzstan Som per SDR: End of | Som per US$: end of the | Som Per US$: Average of
the period year the year
1999 | 2002 | 2005 | 1999 | 2002 2005 1999 2002 | 2005
Official rate 623 162.6 |59.0 454 | 46. 41.3 39 46.9 41
Tajikistan Somoni per SDR: | Somoni per USS$: end of { Somoni Per USS:
End of the period the year Average of the year
1999 | 2002 {2005 | 1999 | 2002 2005 1999 2002 | 2005
Official rate 1.9 4.0 4.5 1.4 3 3.1 1.2 2.7 3.1
Box.b

Main Definitions used in the Analysis of Trade Taxes

Harmonized System: An International classification developed by the World customs Organization,
which is arranged in six digit codes allowing all participating countries to classify traded goods on a
common basis. Beyond the six digit level, countries are free to introduced national distinctions for tanffs
and many other purposes.

Tariffs : Custom duties on merchandise imports levied either on an ad-valorem basis ( percentage of value)
or on a specific basis . Tariff give price advantage to similar locally produced goods and raised revenues for
the government.

Ad-Valorem Tariff- An import duty with a tariff rate charged as the percentage of the price.

Specific Tariffs- An import duty with a tariff rate charged as affixed amount per quantity.

Compound Tariffs - A combination of advalorem and specific tariffs.

Mixed Tariffs- A choice between advalorem and specific tariff depending on the conditions attached.

Tariff binding- Commitment not to increase a rate of duty beyond an agreed level . Once a rate of duty is
bound, it may not be raised without compensating the affected Parties.

Tariff peaks- Reltively high tariffs, usually on sensitive products. Tariffs of 15% and above are generally
recognized as international tariffs peaks. Tariffs at least three times than the members overall simple
average are recognized as domestic peaks.

Duty Drawbacks- providing rebates t exporters for the tariff duty paid on imported intermediate inputs.

Most Favored Nation- Most favored nation treatment( GATT Articlel , GATT Article II, and
TRIPSArticle IV ), the principle of not discriminating between one’s trading partner.

Source; WTO, WTO/ Glossary- A Guide to-" WTO Speak™ in www.wto.org.
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Import Taxes in Central Asian countries

Governments have different arguments in favor of various tariff or other tax measures to
control imports. The rationale behind levying them includes the need to (i) protect some
domestic sectors; (i1) raise additional revenue; (iii) reduce imports due to balance of
payments problem; and (iv) use tariffs as bargaining tool in negotiations with trading
partners. However, import tariffs and other import protection measures have significant
negative effects on the economy.

Assessing the level of import tariff protection is further complicated by the complex tariff
system in place in Central Asian countries. Many CAREC countries have shifted their
tariffs to the ad valorem methodology under the WTO Harmonized System of
classification of trade goods. At the same time, combined and mixed tariffs are still
widespread in these countries. Kazakhstan, the Kyrgyz Republic, Tajikistan and
Uzbekistan apply specific tariffs expressed in EUR, U.S. dollars, or national currency to a
volume of some imports expressed in a specific unit (liter, ton, units, etc). Some countries
(e.g., Kazakhstan and Uzbekistan) use compound tariffs for some goods applying specific
tariffs simultaneously with ad valorem tariffs. Therefore, assessing the overall level of
tariffs is complicated by the need to convert these specific and combined tariffs to ad
valorem for comparability.

Export Taxes The rational behind taxing exports is broadly to raise revenue in case of
exploitation of natural resources, to Support domestic industry by ensuring lower prices
on raw material inputs, substitute for income tax and compensate for the costs of the
customs procedures.

Trade Taxes are very complex and difficult to enforce in some Central Asian countries.

Import tariffs are relatively low in all Central Asian countries but the trade taxes regimes

are very complex.

Economic Liberalization in South Asia

It 1s evident that all the five south Asian countries, i.e., India, Pakistan, Bangladesh, Sri
Lanka and Nepal, have been consistently following economic reform policies
emphasizing the market economy and integrating their economies with the rest of the

world. Bangladesh, Sri Lanka and Nepal also had higher GDP growth rates in the nineties
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than the eighties. While the higher growth in India during 1991-2002 was accompanied
by substantial growth in the service sector and a marginal improvement of the agricultural
sector, the growth in Bangladesh, Sri Lanka and Nepal was supported by both higher
industrial and service sector growth. But, GDP growth rate in Pakistan slowed down
substantially during the nineties compared to the eighties due to internal conflict, political
instability, social insecurity, and the interrupted business climate. Per capita income
growth also slowed down in Pakistan during the nineties, whereas it improved in India,
Bangladesh, Sri Lanka and Nepal. Other important macro indicators like gross domestic
savings and gross domestic capital formation improved in all these countries except
Pakistan. Following economic reforms, particularly trade reforms in these countries
during the nineties, export and import growth has substantially improved. Further, India,
Bangladesh, Sri Lanka and Nepal have improved considerably on the external sector front
such as the current account balance, capital account, foreign exchange reserves and
overall improvement in balance of payments during the post-reform period. There has
also been an improvement in most of the macro indicators except the fiscal deficit, both
on the domestic and external sector front. Indeed, the South Asian region has been one of
the fastest growing regions in the world in recent years. The above analysis suggests that
with the exception of Pakistan, the South Asian countries have registered higher export
growth during the nineties than the eighties®.( Pravakar Sahoo, 2006 ) Though Pakistan
failed to accelerate its exports growth in the 1990s, it has managed to maintain a constant
rise of exports in absolute value. South Asian economy on the other hand comprises
traditional village farming, modern agriculture, handicrafts, a wide range of modern
industries, wide range of technological industries and large number of services. The
region has been characterized as a region of large economic and social disparities. South
Asia is a region of 1.4 billion people including forty percent of world’s population living
below poverty line (2004). The region has world’s highest illiteracy rate at forty five
percent. These economies are in the vicious circle of low- per capita income growth, high
population growth and political instability. Despite that growth rate has remained positive
in the region. South Asia GDP growth rate was 7.0 percent in 2003 and remained 7.1
percent in 2004". This region is among one of the fastest growing region of the world

with the five percent average economic growth for the last one decade. Almost All the
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South Asian countries have discarded the import substitution policy as a failed strategy.
Orientation towards economic liberalization and greater reliance on the private sector
development is now deeply rooted in almost all these countries*”.( ADB,2004) To make it
more convenient for the private sector All the govts of South Asian countries started
liberalizing their trade policies.

Trade liberalization policies in South Asia

During the last decade, South Asia’s five largest countries - India, Pakistan, Sri Lanka,
Bangladesh and Nepal - have been implementing trade policy reforms, gradually moving
their economies away from protectionism toward greater trade openness and global
economic integration. Sri Lanka had started liberalization process in the late 1970s and
the four mainland countries began to follow the liberalizing course in the late 1980s and
early 1990s. All the other countries in the region have initiated major policy reforms with
respect to the external sector which, included reduction in the level and dispersion of
tariffs and quantitative restrictions and removing regulations on foreign investments.
Trade liberalization in India moved ahead in a major way with the removal of most
remaining Quantitative Restrictions, but it stalled and went backwards in some other
respects. However, the liberalizing momentum resumed with large cuts in industrial
tariffs between 2002 and February 2004. In Bangladesh, the mid-1990s some aspects of
trade policy reform continued, although more slowly, but in other respects import policies
steadily became more selective and protective until this trend was reversed to some
extent in Bangladesh’s 2004-05 budget. Pakistan’s comprehensive liberalization of its
trade policies since 1996-97 including its agricultural trade policies, and Sri Lanka’s
potential to resume long-deferred reform as prospects improve of ending its civil war -
contribute to a regional picture of very mixed achievement but widely shared
opportunity. The South Asian countries missed the tide that carried many of their East
and Southeast Asian neighbors to record rates of growth and poverty reduction during the
1960s and 1970s, but their later trade policy and other liberalizing reforms came in time
to for them to benefit from the expansion of production and trade in the world economy
during the 1990s. They now have an opportunity to undertake a third phase of reform in

which they could further lower their barriers against trade-by general developing
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standards still very high in Indian and Bangladesh and further strengthen their
economies’ performance through international commerce and competition.

Each country faces differing opportunities to exploit and resistances to overcome.
Because many of their circumstances and choices are similar, however, this study seeks
to assess their situations collectively as well as separately. Many of its findings are
broadly applicable. So, with allowances for historic, economic and social differences, are
many of its policy recommendations.

There have been significant reform measures with respect to the domestic sectors of the
economy like the industrial de-licensing to do away with entry barriers, reforms in
agricultural prices, removal of subsidies and fiscal consolidation. The early years of the
new millennium witnessed further initiatives to consolidate the efforts made during the
last decade.

Tariffs, Non-Tariffs, Subsidies, and Quota

The 1990 witnessed comprehensive reform process in All the South Asian Countries.
With the exception of Sri Lanka which began opening trade and capital flow in 1977.All
countries initiated major policies related to external sector including reduction of tariffs
and quantitative reductions and removing regulations on foreign investments.**( SA
annual report, 2004, )

India, trade liberalization that started during 1991-92 continued for about five years
during the 1990s, but lost momentum in some key respects between 1997 and 2001.
Under outside pressures which originated in the Uruguay Round, the large number of
QRs that India retained to protect consumer good producers were phased out during this
period. On the other hand, many industrial import tariffs rose, antidumping became a
major activity, specific duties were imposed to protect the textile and garment industry,
local content arrangements were used in the auto industry, and towards the end o f the
period especially, tariffs protecting major agricultural products and agro-industries were
substantially increased. Import weighted tariffs in India has fallen from 87 percent in
1990-91 to 20.3percent in 1997-1998. The maximum tariff during this period was 35
percent because for few products it exceeds this limit.**( Srinivasan, 2001)

Substantial tariff reform resumed, however, with the reduction of the general maximum

customs duty from 35 percent to 30 percent in the 2002-03 budget, to 25 percent in the
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2003-04 budget, and to 20 percent on January 8, 2004, when another protective import
tax (the Special Additional Duty) was also abolished. But agriculture was excluded from
this new liberalizing initiative: state trading import monopolies are being maintained over
the major foodgrains, and agricultural tariffs have been going up even as the average
level of industrial tariffs has been declining. India’s unweighted average agricultural tariff
in February 2004 (including tariffs on processed foods) exceeded the latest available
estimates of average agricultural tariffs in all but three (Turkey, South Korea and
Morocco) of 124 developed and developing countries.

Pakistan, trade liberalization which started in the 1980s continued slowly but without
serious interruptions until 1996/97. A new, comprehensive trade liberalization program
commenced in that year and continued until 2002/03, when the general maximum
customs duty was reduced to 25%. Actual protection rates are a bit higher then customs
duties, however, owing to differences in the incidence of an income withholding tax
which is applied to imports and domestic transactions. No major changes to tariffs were
made in the 2003/04 budget, and there are no officially announced plans for further
reductions in industrial tariffs. On the other hand, the government has largely completed
an ambitious and politically sensitive program of comprehensive liberalization of the
trade and other policies that affect its agricultural sector. This contrasts with India,
Bangladesh and Sri Lanka, where there are strong protectionist elements in agricultural
policies. One factor influencing trade policy liberalization in Pakistan is the recognition
of the large volumes of illegal imports via Afghanistan and from India that high
protection has encouraged

Bangladesh has a very large export-oriented garment industry established in the 1980s,
which has grown rapidly during the 1990s to the present. However, many of the
manufacturing industries supplying the domestic market are still heavily protected: tariffs
(including the effects of protective import taxes on top of customs duties) of 50 to over
100 percent are common. In Bangladesh maximum tariff rates has been slashed from
300percent in 1992-1993 to 37.5 percent in 1999-2000. customs duties were reduced, but
these reductions were offset by the use of a variety of other protective import taxes. By
2000-01 these tariffs accounted for more than one-third of Customs collections from

protective import taxes. Bangladesh has also progressively eliminated the QRs on imports
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and reduced the number of banned items. Only 2 percent of the items are subject to QRs.
The products that are either banned or restricted account for only 11.7 percent of tariff
lines during this period.* The 2002/03 budget reduced the basic maximum customs duty
and abolished one of the tariffs, and there was a further reduction in the basic maximum
Customs duty in the 2003-04 budget, but increases in the other tariffs more than offset
this reduction. In early 2004, as measured by its average unweighted protective import
taxes. The average tariffs on capital good, intermediate goods and consumer goods are
very low. But Bangladesh was the most protected of the South Asian economies, with
especially high tariffs and other taxes in agriculture. However, the extent to which these
measures actually enable local firms to increase their prices is uncertain, owing to the
large volumes of illegal imports, especially from India. The illegal imports include
conventional smuggling across the border that by-passes customs posts, but a larger
volume is generally considered to be “official” smuggling which comes through both the
port and land customs posts, involving under-invoicing and other without declarations,
despite the opeations of pre-shipment inspection organizations.

Sri Lanka’s trade and its industrial sector are dominated by its export-oriented garment
industry and Its textile sector. Despite the addition of a surcharge to Customs duties,
industrial tariffs are low, and in 1997 all textile tariffs were abolished and since then the
textile industry has been operating under freetrade conditions, both in supplying garment
exporters and the domestic market. However, there is significant protection of some
manufacturing industries, and also considerable intervention and protection of some
major agricultural import substitution crops, especially rice, potatoes, onions and chilies.
Sri Lanka’s early trade liberalization and the appreciation of its currency in relation to the
Indian Rupee led to a large and growing trade deficit with India, and in the hope of
correcting this deficit, Sri Lanka entered into a free trade agreement with India which
became operative in March 2000. Although Sri Lankan exports to India have increased
quite rapidly since then, up to 2002/03 they were still very small, and the bilateral trade
deficit with India had increased substantially. Sri Lanka provides incentives to the
exporters including easy financing , unrestricted and duty free excess to imported inputs,

and official assistance in identifying export markets. In addition to these incentives
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companies that export 90 percent of their output and use advanced technology in
manufacturing are allowed to tax exemption on profits and dividends for five years.*
Nepal has generally low, but some moderate and a few high industrial tariffs.
Agricultural trade is quite open with low tariffs. Under its trade treaty with India, Nepal
gives generally rather small preferences to imports from India, but most of its exports to
India are duty free, although subject to quite restrictive rules o f origin and other barriers.
Of the very substantial illegal trade with India, some of which bypasses Customs posts, a
large portion is under-invoiced, misclassified, or otherwise unrecorded at Customs.
Because Nepal’s tariffs are generally much lower than India’s, India is highly sensitive to
Nepal’s trade policies and periodically imposes special tariffs or other restrictions. This
happened in early 2002 when India imposed tariff rate quotas on Nepalese exports to
India of vegetable ghee (hydrogenated palm oil) and copper wire and rods and imposed
anti-dumping duties on acylic yarns. These measures caused considerable disruption in
Nepal. In 2002, in order to finance the conflict with the Maoist guerilla movement, the
Nepalese government added a “security tax” to its Customs tariffs but not to domestic
transactions, thereby increasing tariff protection for local industries. At least while the
conflict continues, it seems unlikely that Nepal will reduce tariffs or otherwise liberalize
its trade policies.

Bhutan About 80 percent of Bhutan’s merchandise trade is with India, approximately
three quarters of its imports and 95 percent of its exports. In addition, its hydro-electricity
exports, which are the principal driving force in its economy, are entirely to India. India’s
dominance in Bhutan’s trade is a natural outcome of its location, but is reinforced by a
free trade agreement under which Bhutan’s exports are exempt from Indian tariffs, and
Bhutanese imports from India are exempt from Bhutan’s import licensing and from
tariffs. For a tiny economy, some of Bhutan’s tariffs are rather high, and protection is
further increased by a sales tax which is applied to imports but not to the production o f
local import substitution firms. These arrangements appear to be economically inefficient
in some ways, by diverting imports from third countries to higher cost suppliers in India,
and by providing excessive protection to local import substitution production. On the
other hand, the FTA may benefit some Bhutanese exporters by giving them duty free

access to protected markets in India.
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Maldives’ Foreign exchange carnings in the Maldives are predominantly from tourism
and fish exports. Customs duties on imports provide about two-thirds o f government tax
revenue, as there are no other indirect taxes. For a very small economy, tariffs are quite
high, averaging about 21 percent, and even though there i1 s no local production of most
imported goods, they have the potential to shelter pockets o f high cost local production
and to distort resource allocation away from economically more efficient activities,
especially export related activities. In the past a number of imported products were
subject to QRs, but most o f these were removed quite recently in 1998. However, as o f
December 2002, import quotas, most of which were allocated to a parastatal (the State
Trading Organization), were still being used to regulate imports o f rice, sugar and wheat
flour. About a fifth of Maldives trade (mainly imports) is with South Asia, about 13
percent with Sri Lanka and 8 percent with India: trade with Pakistan, Bangladesh, Nepal
and Bhutan is zero or negligible.

Exchange Rate policy

One broader area of notable advance which has facilitated trade policy reforms, in the
region, is the move towards more market-based exchange-rate regimes. India, Pakistan,
and Sri Lanka now maintain floating exchange rates; Bangladesh, which had a
moderately flexible exchange rate system after 1991, floated its currency as of May 2003.
Maldives’s currency is pegged to the US dollar, and periodically devalued. Nepal’s and
Bhutan’s currencies are pegged to the Indian rupee. Floating or flexibly managed
exchange rates have been important supports for the trade liberalizations that have
occurred in the region, by offsetting or partially offsetting the effects of QR removal and
tariff cuts on import competition for domestic industries, and by increasing the domestic
currency prices received by export industries. Because of their fixed exchange rates with
the Indian Rupee, for Nepal and Bhufan, these effects have been partial and indirect and
have not affected their trade with India. More generally, unlike the other South Asian
countries, they are not able to use the exchange rate as a means of adjusting to terms-of-
trade and more general macro-economic changes. The massive devaluation of the Indian
Rupee between 1985 and 1992 (in real terms almost 150% as measured by its Real
Effective Exchange Rate index or REER) facilitated India’s initial slow trade

liberalization during the late 1980s, and made its much more sweeping post 1991 import
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liberalization program on the whole quite painless*’. Because Nepal’s currency is tied to
the Indian Rupee, the same Indian devaluation also supported the major liberalization of
Nepal’s import policies that was implemented in the early 1990s. Pakistan’s REER was
devalued at a steady rate between the mid-1980s and 1992, stabilized at or slightly below
this level until mid 1998, and then was devalued rather sharply until late 2001, after
which it strengthened somewhat. The continuing real devaluation trend was in part a
consequence of, but has also facilitated, trade liberalization, especially the new program
that commenced in 1997. Bangladesh’s REER has been remarkably stable for over 20
years. The strength o f the Taka is in part due to the rapid growth of ready-made garment
exports and increasing remittances from Bangladesh workers outside the country.
Together, these more than offset aid inflows which declined relative to GDP,and were
sufficient to balance whatever increases in tmports resulted from the trade liberalization
measures that were implemented during the late 1980s and early 1990s. An important
reason for the relative stability of the Sri Lankan Rupee has been the rapid and sustained
expansion of garment exports and tourism receipts. In Sri Lanka as in the other South
Asian countries, in recent years flexibly managed or floating exchange rates have
replaced the pertodic official use of multiple exchange rates in the past, and largely
eliminated black market premier, both of which used to be a source of distortions and rent
selling behavior that complicated the administration of import and export policies.

The Indian devaluation up to 1992 was more than sufficient to sustain the pre-announced
tariff reduction program that continued into the 1990s, and from 1992 to the present
India’s REER index has remained at about the same level, reflecting nominal exchange
rate changes that have approximately offset but not exceeded India’s inflation rate
relative to the inflation rates of its principal trading partner countries. However the initial
devaluations were much larger than the devaluations that occurred in Pakistan,
Bangladesh and Sri Lanka, with the result that the Indian Rupee became much cheaper
relative to their currencies in real terms. This has helped spur Indian regional exports,
both recorded exports and unrecorded informal exports, especially to Bangladesh and Sri
Lanka, while its more difficult for these countries to export to India. This expansion of
Indian exports to the region represents a correction of many earlier years during which

exports which would otherwise have occurred were constrained by import barriers in‘the
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other South Asian countries, and by the substantial overvaluation of the Indian Rupee,
which was in turn a consequence of its own highly restrictive import policies The
resulting bilateral trade deficits and increased competition for domestic industries have
affected regional trade policies, with resistance to the expansion of tariff preferences for
India in Bangladesh, and by contrast a Sri Lankan initiative which culminated in 2000 in
a free trade agreement with India. In Sri Lanka, the free trade agreement was perceived as
having relatively low trade diversion costs on the import side owing to Sri Lanka’s
generally low tariffs, and substantial potential benefits on the export side, provided India
was willing to offer tariff exemptions for products which Sri Lankan exporters can supply
and which are still subject to high MFN tariffs in India. In Bangladesh, on the other hand,
tariffs and therefore the probable trade diversion costs o f preferential Indian imports are
high, as would be the competitive impact on local industries, while there i s much
pessimism about the prospects o f Bangladesh exporters succeeding in the Indian market,
even with duty free access. Following the Asian financial crisis of 1997, the exchange
rates of a number of the East and South East Asian countries, including South Korea,
Indonesia, Thailand, and Malaysia were sharply devalued in real terms in relation to the
South Asian currencies. This increased competition for South Asian exports and slowed
down their growth, and at the same time sharpened import competition. With the notable
exception of Pakistan, this increase in import competition was an important factor in the
slowing of the general momentum of import liberalization in the South Asia region, and
its reversal in some respects in India and Bangladesh between 1997 and 2002. The
resumption of trade liberalization in India and Sri Lanka during 2002, in part reflected
improvements in their balance of payments situations, which in turn are linked to a pick-
up in the growth of manufactured exports, in India the rapid expansion of software
exports, and increased capital inflows. Consequently, in contrast to the earlier trade
liberalizations, real exchange rates have so far not weakened significantly and in the case
of India have strengthened to some extent. As a result, the effects of reforms such as tariff
reductions on import competing activities are presently not being cushioned by exchange
rate devaluation, which in turn has meant that they are politically more difficult to
manage, with pressures to make exceptions for firms or industries which are able to lobby

effectively, or to obtain special treatment in various ways e.g. through tarff increases,



tariff reductions for intermediate inputs , anti-dumping in India, or through the proper

implementation of these policies.

market rate with the US $.

Exchange Rates of South Asia

This table2.7 shows that how Rupees float at the

Table No.2.7
India Rupees per SDR: End | Rupees per US$: end of | Rupees Per USS$: Average
of the period the year of the year
1999 | 2002 | 2005 | 1999 | 2002 2005 1999 2002 | 2005
Market rate 59.6 | 652 |64.1 43.4 | 48.0 45.6 43.0 48.6 44.1
Bangladesh Taka per SDR: End of | Taka per US$: end of the | Taka Per US$: Average
the period year of the year
1999 | 2002 | 2005 | 1999 | 2002 2005 1999 2002 | 2005
Market rate 699 |78.7 [94.6 51.0 {579 66.2 49.0 57.8 64.3

Pakistan Rupees per SDR: End | Rupees per US$: end of | Rupees Per US$: Average
of the period the year of the year o
1999 | 2002 | 2005 | 1999 | 2002 2005 1999 2002 | 2005
Market Rate 71.0 |79.5 855 S51.7 {585 59.8 49.5 59.7 59.5
Srilanka Rupees per SDR: End | Rupees per US$: end of | Rupees Per USS: Average

of the period

the year

of the year
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Principle Measures of Trade Policy Since Liberalization

Table no.2.8 Import Policies

India Bangladesh Nepal Pakistan _:S_rilanka Maldives
Policy Maximising the | Reduction of | Enhancing Rationalisation of | Tariff
objectives benefits from | tariffs contribution of | the tariff structure | reductions
expanding  global | Elimination of | trade sector to | Reduction of non- | Harmonisation
market quantitative the national | tariff barriers of Tariff
opportunities restrictions  on | economy by | Simplification of | structure
imports promoting import procedures.
international Tariffication of
trade. Quantitative
Reductions
Tariffs Peak tariff | Customs  duty | Unweighted Maximum tariffs: 3 pronged tariff
rates35% rates range | average tariff | 1986-7: 225% structure
4 non-zero tarff | (1997): rate: 1994-5:70%
rates: 7.5%-45% 1981-2: 15.4% 1999-2000:35% Tariff rates:
5% 15% 25% | 1999-2004:4 1994-5: 8.2% 4 tariff slabs :10%, | 10%, 20% and
&35%. Maximum tariff | Basic tariffs | 15% 25%, 35%. 35%.
Import  weighted | reduced  from | Rates 5%,10%,
average tariff rate: 300 to 37.5%. 20%, 30% and
1997-8:20.3% 80%.
1990-1:87%
Import Licencing A few | Restricted list has | Licencing
Licencing requirements Quantitative been abolished required  only
dismantled for restricted Licencing for some
about a third of products are | requirements  for | agricultural
consumer goods subject to | outside the | products
340 items have import negative list have | A few items
been removed from licencing. been removed. requiring
negative list. licence for
health or
religious
reasion
Banned As of April 1998 | 11.7% items | QRs removed | As of 1999, only, | Import of
items import of 58 items | subjects to | on a wide range | 28 items banned | reserved items
were  completely | import ban on | of products. for religious health | restricted to
prohibited restrictions and security and | government or
2714items were on reasons state
the restricted list corporation
and 168 importable
canalized.
Quantitative | QRs on 714 tariffs | QRs have been | QRs removed | In 1999, only 32
restrictions lines have been | progressively on a wide range | products on
removed removed. of products negative list.
At 8- digit HS | Products

level only 2% of
items are subject
to Quantitative
restrictions.

subjects to QRs
firearms
wireless
transmitters and
precious metals
and Jewellary.
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Export Policies

India Bangladesh Nepal Pakistan Stilanka | Maldives |
Export Industrial units located | Export Export processing | 6 exports o
promotion in special economic | processing zones  established { processing
Zones zones are treated out | zones set up in Karachi and Lahore | zones
side custom territory | Dhaka and These zones offer | established to
of the country, not | Chittagong better infrastructure | offer a  full
subject to any | Private export facilities as well as | range of
predetermined processing various other | incisive
conditions on value | zones allowed incentives including | including
addition export | in 1996 tax holidays, and | emption from
performance, or local unrestricted taxes and
content reparation of capital | custom duty
Foreign investment on and profits quality
full ownership basis infrastructure
permitted in unit set and simplified
up in special economic administrative
zones. procedures.
Duty The facility Exports are | Exporters are
Drawback reimburses  exporters entitled to | allowed rebates on
for tariffs paid on duty custom duty, sales
imported raw drawback tax, and surcharge
materials and facilities Rates are
intermediates and for standardized as
central excise duties percentage of f.o.b
paid on domestically value of exports or
produced inputs. specific amount per
unit of exports. g4
Duty Free | Free exports of all All products No export
Export goods allowed, except other than controls except

for some items subject
to certain restrictions

Replenishment
licenses allows
exporters to import

certain raw materials
that are  normally
banned or restricted.

banned ones
or those
under QRs
can be
exported
freely

on products in

the categories
of coral chunk
and shells,
wood and
articles of
wood, ivory,

and antiquities.

Central Asian and South Asian countries integration into the world economy

The major Challenges facing the Central Asian Countries concern transportation of oil

and energy resources to the world markets. Before Independence of these countries,

transportation of these resources was carried by pipeline through Russia.

Russia has

imposed strict quota on the passage of oil through Russian pipelines. Land locked

location and harsh condition make to and from central Asia more expensive.

Undoubtedly the. economic leader was Kazakhstan, contributing almost half the region's

GDP in 1991. Uzbekistan was enjoying one-third of the regional GDP, and the remaining

portion was split almost evenly among the other three republics.The scale of the Central
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Asian economies was not sufficient. Central Asia was responsible for 0.4 percent of the
world GDP in 1991, but comprised 0.97 percent of the world population. Kazakhstan is
the regional leader in natural resources and minerals. Its raw material base includes the
widest range of minerals in the region fuel, ores, non-metallics and is already mining a
relatively high volume of minerals at the present time. The mineral base of other Central
Asian states includes gas and gold in Uzbekistan, gas in Turkmenistan, and uranium in
Kyrgyzstan and Tajikistan. Central Asia was the least urbanized region in the former
Soviet Union. According to the 1989 Census, the level of urbanization fluctuated in these
countries from 31 percent in Tajikistan to 57 percent in Kazakhstan. These figures are
partly misleading, since a significant portion of the nominal "cities" are really large
villages and regional centers in which the environment, culture and way of life are far
from "urban." However, the level of urbanization of the native populations of these
regions is actually lower than the official figures. The percentage of city-dwellers among
Russians fluctuates from 70 percent in Kyrgyzstan and 77 percent in Kazakhstan, to
nearly 100 percent in Tajikistan, Uzbekistan and Turkmenistan, and the percentage of

city-dwellers among the indigenous population’s range from 20.5 percent to 38.5 percent.

SAARC economic integration process is often viewed with skepticism and perceived as
one perpetuating the asymmetries further in a number of key countries such as
Bangladesh and Pakistan but sometimes also in Nepal and even Sri Lanka. These
apprehensions have affected the pace of regional economic integration in South Asia.
Therefore, there is need for a better understanding among the people of the region about
the gains from the regional economic integration and opportunity cost of non-
cooperation. Against that background, the proposed project will quantify the gains from
regional economic integration for the region and for each of the participant country. This
will be accompanied by identification of other benefits of regional economic integration
such as its potential in facilitating intra-regional FDI flows and building supply
capabilities and the pros and cons of regional versus bilateral approaches. The study will
also provide a way forward to the region for optimizing the gains from regional economic
integration. The findings will be disseminated among the policy makers and other

opinion makers through Policy Workshops, RIS South Asia Development and
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Cooperation Reports and Policy Briefs and newspaper columns. It will be conducted in
collaboration with researchers from institutions in different SAARC countries. RIS is
currently discussing the proposal with ADB for possible funding. It is expected to be
launched in late 2004 and will have an eighteen months time frame.

The South Asian economies are reorienting their policies according to the increasing role
of globalization and privatization in the changing international economic scenario.
Economic liberalization in South Asian region characterized as reform measures in the
following areas: privatization of state enterprises, reduction of subsidies to the industries,
liberalization of capital market and trade. Production trade and investment reforms
implemented during the past two decades have provided new opportunities and generated
faster economic growth. Trade liberalization has been an important aspect of economic
reforms in late eighties and early nineties. Unlike the other transitional Asian countries,
this region has generally avoided financial problems. Sufficient flow of Foreign Direct
Investment in this region revived the confidence in economic perspective.
Macroeconomic conditions in the region are fairly strong. But the progress among the
seven South Asian countries varies. The common theme between two regions is that
regional economic integration has become an integral part of their liberalizing economies.
South Asia is full of rivers mountains and large glaciers ands an abundance of sunshine
which can be harnessed to produce power for life and industry. The economies in South
Asia continue to prosperous. Regional Gross domestic products in this region update at
6.8% for 2005 and 6.6% in 2006 or it might be slightly better than that. Factor behind this
is that India and Pakistan are running very successfully. The region as a whole benefiting
from its further integration into an expanding global economy. Both the economies are
rising consumer spending, generally accommodating monetary policies and continuing

market liberalization policies that faster business activities and investment*®.
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Map 2: Political Map of Central Asia
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CHAPTER-IIL

REGIONAL ECONOMIC INTEGRATION IN CENTRAL ASIA
The chapter will describe and analyse all the regional/ bilateral and multilateral attempts
towards regional integration in the Central Asian republics since 1992. In this chapter the
potential within the region has been quantitatively analysed. That will show the
significance, challenges and opportunities in regional economic co-operation in the
Central Asian region.
Regional Economic Integration in Central Asia
Significance: The need for regional integration or regional cooperation arises due to
number of factors
The newly independent republics of Central Asia have had to implement strategies for
economic development since becoming independent of the Soviet Union in 1991. The
question, however, was how to strengthen cooperation in economic sphere within the
region as well as with other neighboring countries, without sacrificing their new found
sovereignty and independence.
The central legacy of the Soviet period was that this region was considered as a single
economic zone. Integration was forced on them. After the Collapse of USSR, these
countries want to protect their independence. Soviet practice imposed from the 1920’s
unti] 1991 did in some ways develop intra-regional cooperation. Central Asia was treated
as a single economic subdivision within the "unified economic complex of the USSR."
Major plants and industries were subordinate to all-Union ministries, their production
plans determined from Moscow. Only minor activities were under dual (Union-republic)
or republican control, which might have allowed a more regional focus. In Kyrgyzstan,
for example, over a third of enterprises were administered directly from the center. All-
Union ministries habitually took little notice of regional authorities and their needs. New
investments of any size had to be approved in the five-year or one-year plans set forth by
the Communist Party of Soviet Union (CPSU). For the most part, then, Central Asian
production was run from Moscow for the benefit of the Union, as determined by CPSU
authorities. Moscow decided the trade amounts and direction for the Central Asian
republics; the USSR Ministry of Foreign Trade and internal supply agencies made these

deals on behalf of all the 15 constituent republics, mostly to assure priority industries
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adequate supplics. The system resulted in exceptionally high levels of intra-Union
trade—88.2% for Kazakstan’s trade turnover, 89.6% for Kyrgyzstan, Tajikstan 83% ,
Turkmenistan 90.8% and 89% for Uzbekistan in 1991.' Moscow’s policy was hardly one-
sided exploitation for the benefit of Russia. Rather, the Party hierarchy took a long-run
view of the benefits for the entire Soviet Union, assuming as they did that it would last
indefinitely. Integration of the Central Asian economies into the Soviet system during
Soviet Period, even their inclusion in a common administrative region did not, however,
create sufficient infrastructure to facilitate their trade with each other. Little had been
spent to integrate the national republics within themselves or with each other. For
example, Kyrgyzstan lacked direct rail connection from its capital, Bishkek (then called
Frunze) its second largest city (Osh) or to its nearest neighboring city, Almaty, (then
called Alma-Ata). Kazakhstan’s metallurgical and energy base was linked primarily
northwards, towards the Russian Republic. Gas pipelines had different pressures,
complicating inter-republican supply. The tourist industry was run from Moscow, with
flights and hotels were booked by tourist from the Russian capital. Hence, local officials
in this important industry, like manufacturers, had little direct contact with foreign
decision makers. Through regional cooperation they wanted to integrate. Although the
Central Asian region is resource rich and offers considerable trade and investment
opportunities, yet due to lack of effective transport routes and relative isolation made it
difficult for all countries to access international markets immediately after the
independence. So creating new transit and transport routes has become an important pre-
condition for the promotion of trade and development.2 (Islamov,2001) '

Central Asia nevertheless remain closely bound to one another but their interdependence
particularly pronounced in the critical network of energy and fuel transportation and
communication force them to be Central Asia as a region. The need for regional co-
operation is determined by geography, so lacking direct access to the sea, neither
Kazakhstan nor Uzbekistan can expect to become major exports of hydrocarbons without
close co-operation of their neighbors. But due to lack of effective transport routes and
relative isolation made it difficult for all countries to access international markets
immediately after the independence. So creating attention transit transport routes has

become an important pre-condition for the promotion of trade and development.’
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It is important to distinguish regional cooperation from regional integration. Regional
cooperation refers to policy measures jointly undertaken by a group of countries typically
located within a geographic area, to achieve a higher level of welfare. The regional
initiatives are projected to facilitate or enhance economic integration. Regional
integration, on the other hand, is in effect an integration of economies within a
geographic region. It may be market-driven integration, or policy-induced integration to
action among countries within a region to integrate their economies that is one that results
from regional cooperation. Regional integration can vary in intensity. Full economic
integration occurs when goods, services, and factors of production can flow freely and
financial markets are unified among countries within a region.
There is also a difference between regionalization and regionalism, thus the need to
distinguish regionalization from regionalism. Regionalization is market-driven
integration, inspired by unilateral retorms in individual economies within a particular
region. In the area of trade and investment, for instance, a favorable trade and investiment
regime combined with other factors, such as geographical proximity and social and
cultural factors may encourage multinational enterprises (MNEs) to establish factories in
different countries within a region for specialized production of specific components of
finished goods. This is exemplified by the “flying geese” pattern of relocating production
processes to cheaper areas abroad as domestic costs rise. This process gives rise to
regional production networks characterized by increased international specialization,
interdependence, and integration. Regionalism, on the other hand, refers to formal
economic cooperation and economic arrangements of a group of countries aimed at
facilitating or enhancing regional integration. For instance, a group of countries enter into
a regional trade agreement (RTA) to facilitate economic integration.
In the base of regionalism there is an understanding that only through cooperation and
partnership with neighbors each separate country will be able to provide its national
interests at maximum. Among the regions trade and integration in the modem world
economy, there is a need to mark out the following:

- Technological cultural and social changes that would led to decrease the distances

between the countries.
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- Reduction and or full abolition of government limitation of inter country
operation
- Geographic closeness, as economic integration between neighbors is more
economically efficient than between those situated far from each other.

It has been realized that in this era of globalization, regionalism as a process will get
further strengthen continuing to cover first of all, the economic sphere, it will start
manifesting itself more actively in politics.*(Primbetove, 2004) So relying on regions
would become a necessary condition for their survival and adequacy to the world
political economy. Thus regions will grow more and more into the international
community. So regionalism will become an important factor for the world economy.
“No country in the world today not even Turkmenistan can operate a closed market. This
is the reality of globalization. Resources like air and water simply can not be controlled
individually. We have to depend upon each another for technological advances Other
countries domestic policies penetrate our boarders and have an impact on our own
Economy Weather we like it or not”*( W. Andersen, 2003 )
Motivation and Objectives of Economic Cooperation in Central Asia
The main objective of this co-operation has been to develop the economic infrastructure
and transportation system within the region. The Central Asian Cooperation
Organizations along with economic benefits create communicative ground for a dialogue,
confidence building measures and development of good neighborly relations. The main
purpose of these agreements is to promote regional cooperation and economic growth.
Regional cooperation can become an important factor in the maintenance of peace and
security in the region, which are necessary for stable economic growth.® ( Chanachev,
2004,)
It is wildly believed that the Central Asian countries can increase the gains from
participation in international trade through regional cooperation and liberalizing their
trade policy, transport, and customs transit. They need to promote trade and closely
integrate into the international trading system to achieve sustainable economic
development. Central Asia’s potential is enormous and immense, but it remained choked
with complications not able to get benefits economically, geographically and politically.

The leaders of the Central Asian countries are actually aware of the need to revive the
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areas deeply rooted traditions of economic interaction. For the past decade it has been
observed that the leaders of Central Asian are keen to establish regional integration as
they have signed many bilateral and multilateral agreements within the region. According
to these agreements the states are obliged to provide mutual support to each other, on
issues related to threats to independence, conflicts cross boundary crime and illegal
migration. They are also interested in cooperating on issues such as creating common
transport, energy infrastructures and conducting coordinated policy in the sphere of
border and custom controls. Events of the last few years confirm that the states need to
interact for the purpose of maintaining stability and geographical balance in the region.

Regional cooperation in trade policy can help them to do so. Trade liberalization under
regional trade agreements (RTAs) can help the CACs liberalize trade policy at relatively
low costs, reduce the risks of protectionist measures by trading partners, create new trade,
and improve social welfare. Trade integration is one of the main area of regional concern
for Central Asia if it is to achieve competitiveness and integration with the world
economy. Since all these countries are land locked, they depend on each other and their
neighbors for access to market. For example, liberalization of trade policy by a CAC and
its nonadjacent trading partner will boost their bilateral trade as well as their regional
trade. If these countries facilitate the movements of transport equipment and goods
through connecting countries by the rail road etc, they would be able to access to the
world market. It would be beneficial for all the countries. Due to deficiencies of transport
infrastructure or restrictive transit systems in these countries, the neighboring countries
will do little to closely integrate a CAR into the international trading system if its trade
policy remains restrictive. If combined, however, regional cooperation in trade policy,
transport, and customs transit can make a major contribution to the expansion of trade
and economic development in the CACs. Trade policy was discussed .in detail in the
second chapter. Taking into account the importance of regional cooperation in trade
policy, transport, and customs transit for the CAR, it attempts to quantify costs of the lack
of cooperation and potential benefits of improved regional cooperation. The Asian
Development Bank is committed to helping these nations create a better future for their
people and the region.” This is evidenced by the experience of the Kyrgyz Republic,
which significantly liberalized its trade policy in the first half of the 1990s and gained
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better access to markets in many nonadjacent countries through its accession to the World
Trade Organization in 1998, but was not able to expand its trade with those countries
considerably due to poor transport links with non-former Soviet Union countries and
difficulties with transit of goods and transport equipment through neighboring countries.
The integration of Central Asia into world economy directly depends on how quickly and
how successfully the leading transnational corporations are able to find ways to solve the
problems. The salient geographic characteristic of the region is its remoteness. The
countries in the region including the other participating countries are all landlocked.
Uzbekistan is a double landlocked country. .

According to United Nations Development Program Report, “Bringing Down Barriers:
Regional Cooperation for Human Development and Human Security,” the five Central
Asian republics could as much as double their incomes over the next 10 years by
strengthening regional economic cooperation Most of the targets are to be reached over a
period of 25 years from 1990.°(UNDP Report,2005), There has been recent progress
towards regional cooperation, but this report has also highlighted that the barriers created
by borders negatively affect peoples’ lives. The report contends that increased
cooperation among the Central Asian republics, with a common political and economic
history, these countries are geographically contiguous. They have been linked for
centuries by strong ethnic and cultural and linguist ties’(UNDP Report,2005). This
shows that how much bondage is present among them. Moreover, it is important to note
that the contemporary boundaries of the countries were set in Soviet days without regard
to any geographic economic or ethnic features that might naturally separate them. The
cost of non-cooperation is continued deterioration in income distribution, social services
and general living conditions, and possibly a descent into the vicious cycle of economic
crisis and corrupt governance that often leads to social unrest. International communities,
politicians, researchers and business community have identified the immense potential
economic and human benefits of regional cooperation for Central Asia and its neighbors.
Improved trade, transport and transit, and better water and energy management on a
region-wide basis would bring the biggest gains. But cooperation among members are

essential to deal with natural disasters, drug trafficking and epidemics.
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. Work toward more efficient pricing and effective management of infrastructure at the
national level as well as international level could be solved by cooperation only. Establish
a regional Water-Energy Consortium to manage the abundant regional water and energy
resources for greater efficiency, human development and regional stability. Work
together to address the risks from potentially catastrophic environmental hot-spots,
strengthen the regional, national and civil society environmental organizations, there is a
need to strengthen regional networks of governments, academic and civil society
organizations in the areas of health, education and culture. Clarify the mandates and
strengthen the capacity of regional institutions. Regional cooperation is essential, but
must go hand-in-hand with domestic reform. “Progress on the problems facing Central
Asia, including a poor investment climate, threats from natural disasters, health
epidemics and terrorism, is hindered by corruption, poor administrative capacity and lack
of accountability.”'* (UNDP Report,2005)

Benefits and the Status of Economic Cooperation

Benefits of regional trading are difficult to quantify because existing data reflects barter
trade instead of economic pricing. In qualitative terms, the main opportunities and
potentials are: (i) lower unit energy service costs for the whole region and several
alternative sources (gas, electricity, oil); (ii) less investment needed for expansion of
electricity generation because reserve requirements will be less (rather than one large
station, a number of stations can provide same reserve MW with a lower probability of
failure); (iil) maximum use of existing hydropower capacity to strengthen environmental
sustainability; (iv) increased exports of gas and oil from the region; (v) a well-established
energy-trading framework and a competitive market would attract new investors, increase
efficiency of current operations, and allow combined investment projects across national
borders to capture economies of scale; (vi) sharing knowledge and development of the
knowledge pool on energy efficiency; (vii) capacity building of regional technical
research institutes; (viii) expanded access to new markets in Europe, South Asia, Russia
and Turkey; and (ix) a centralized dispatch system for gas and electricity that can be
combined to a regional state-of-the-art energy dispatch center In conclusion, the ministers
reiterated that regional cooperation is vital to realizing national development aspirations

in the context of globalization. They called for stronger coordination and cooperation to
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meet challenges ahead, and reaffirmed their commitment to working together toward the
shared vision of sustained economic growth and poverty reduction. Research studies,
delegations, expertise, intellectual communities from all over the world observed and
shared the vision that regional economic cooperation is a strategic means to reducing
poverty, and achieving stability and prosperity in Central Asia, particularly in the wake of
the 11 September events, and emphasized that for regional economic cooperation to be
effective, viable and sustainable, it must be based on mutual understanding, trust and
consensus, and yield mutual benefits. Economic cooperation is particularly important to
Central Asia, as the countries in the region have a shared history and face common
development challenges, including location disadvantage, small domestic markets, and
the shared use of resources such as energy and water. Economic cooperation
complements and supports national development strategies.

UNDP Administrator Kemal Dervis said that integration of the economies of the five
Central Asian republics is an uphill task. Regional economic integration is the key to
human development in the five Central Asian republics of Kazakhstan, Kyrgyzstan,
Tajikistan, Turkmenistan and Uzbekistan, according to the United Nations Development
Program“( Khan,2006) The transit route for oil and gas exports from the region still is
monopolized by Russia and alternative routes through Afghanistan, China and Iran have
yet to be developed. Central Asia’s land locked location required economic integration
with other countries.'? (Khan,2006)Lowering trade barriers and trade facilitation will help
them to expand and boost economic growth and employment. According to some
estimates, slashing trade cost by 50% would increase GDP by 20% in Kazakhstan and

55% in Kyrgyzstan over 10 years. The poor will benefit most from the facilitation of

trade."
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How Regional cooperation in Trade Policy, Transport, and Custom Transit can
contribute to Economic development in Landlocked Countries'

Fig.3.1
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High transport costs and long and unpredictable transit times undermine competitiveness
of exports of landlocked countries in world markets, make their imports more expensive
and limit their participation in international trade. Landlocked countries find it
particularly difficult to export time-sensitive products, such as perishable goods, to
compete with coastal countries in manufactured export activities, where imported inputs
account for a large proportion of the value of output and profit margins are small, In turn,
small volumes of trade make it more difficult for landlocked countries to exploit

economies of scale in transport and reduce transport costs. Many developing landlocked
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countries are, therefore, trapped in the vicious cycle of small trade volumes keeping
transport costs high and high transport costs constraining trade, economic growth, and
development. Regional cooperation in transport and customs transit can help landlocked
countries break this vicious cycle and overcome the disadvantage of their location.
Moreover, liberalization of trade policy and regional cooperation in transport and
customs transit are closely interlinked for landlocked countries **(UNDP Report,2005)

So far the Central Asian regional co-operation is concerned four factors could potentially
have an impact on the creation of real regional union that are military- strategic
considerations, cultural religious ties, economic integration and disposition of all
important water resources. But keeping in mind the limitations of the study will put
emphasis on the economic integration of central Asia. So apart from the above, additional
advantages of stronger economic integration among Central Asian countries can be

summarized as follows:

.0

% The integration would provide a sufficiently large market for reaching an efficient
scale of output and greater specialization by pooling markets through the removal
of remaining barriers to trade.

¢ The countries can substantially reduce the transport and transit costs because of

geographical contiguity among members.

¢ Capital goods produced within the region may be more compatible to the factor
endowment of member states than those imported from developed countries.

¢ The increasing competition among the member states would result in technical
efficiency in existing industries as marginal firms might be forced to reduce their
costs.

¢ Economic Cooperation among members states would encourage them to pursue
harmonious liberalization polices, resulting in the maximum realization of
perceived benefits. The eliminated artificial barriers to trade within the free trade
area may help evening out the price and exchange ratios among members. In trade
relations of members with non-members, domestic competition may result in

improved terms of trade. Members will also have enhanced bargaining position.
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¢ Stronger regional co-operation may also pave the way for regional banks with
joint ventures which might be influential in promoting regional investment in
large projects.

¢ As economic ties grow stronger and countries become committed to common
economic goals, political problems may recede in their complexity. When
economic benefits gain significance, amicable environment may be created for

resolving political problems.

)

*

As the economic ties grow stronger there is a possibility of transparency and the
information about each other and possibility of more connectivity.

Since independence various meetings were held with regard to economic integration. One
of the first regional initiatives of the post-Soviet period was establishment of the
Commonwealth of Independent States (CIS), formed in 1991 by Boris Yeltsin and 11
other heads of former Soviet states (excluding the three Baltic states of Latvia, Lithuania,
and Estonia). This institution, however, has shown little vitality in the military, political,
or economic areas. Early efforts to preserve economic unity were destined to fail.
Divisive reactions were only to be expected during 1991-93 with the collapse of the
Russian economy and currency. Various protective measures were taken everywhere at
that time to prevent the flow of necessary food, energy, materials, and consumer goods to
higher price areas. By 1993 the common ruble zone collapsed as Moscow could no
longer prevent the former republics from expanding their ruble credits and contributing to
the zone.s hyperinflation.

A number of decisions on joint structural reconstruction of economies were made.

During 1992 the five countries held regular negotiations and agreed to establish Central
Asian Common. In early 1993, concrete discussions were held for creating a Central
Asian Economic Co-operative Area. There was an agreement to form an Interstate
Council among Kazakhstan, Kyrgyzstan and Uzbekistan. February 1995. In 1998
Tajikistan joined this alliance, which was renamed as Central Asian Economic Union in
July 1998 and the members of CAEU reported a satisfactory progress on the path of
regional integrationm'Thesc countries have been most active among the Islamic countries
in pursuing new opportunities in Central Asian region and making efforts on building
close ethnic, linguistic and cultural ties to the region. Many documents have signed and
many regional summits held in both the regions. Another infertile attempt at cooperation

was the Eurasian Customs Union, a free-trade area which included Belarus, Russia, and
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Ukraine. Kazakstan and Kyrgyzstan became members in early 1995, but Uzbekistan has
not. President Nazarbaev was especially keen on this association. Nonetheless, practical
considerations have prevented the Eurasian Customs Union from operating well. Russia
unsuccessfully insisted on setting the tariff rates and standards. The Central Asian states
may soon withdraw officially from this association as a condition for entering the World
Trade Organization. The five Central Asian Countries are homogeneous. There
boundaries are the product of a drive by the Russian state in the nineteenth century. As a
result state boarders blindly traverse ethnic enclaves, turning Central Asia into a
patchwork quilt rent by complex disputes (ethnic, regional, and tribal) over land water
and natural resources.'’( Rumer,2003) These states are now divided into separate
countries after three generations of Soviet Rule, they have come to see themselves as
Kazakhs,Uzbeks, Kyrgyz, Taziksand Turkmen. Turkey and Iran wants to re-establish or
redefine long-standing ties based on ethnicity, language culture, and religion.

Dervis, who wrote the foreword to the report, said that Central Asia’s bid to become
linked to the world economy is complicated because of the different needs of each
country. He said that a general development policy framework for the region will not
work'®. ( Andersen, 2003 )

“Integration in the region develops on the bilateral basis The agreement on allied
relations (between Kazakhstan an Kyrgyzstan signed in Dec 2003 Provides for a complex
of measure economic integration, creation of common customs and Transport areas.
Among 112 bilateral agreement and contracts ' signed between Kazakhstan and
Kyrgyzstan over the fall of trade relations. Kazakhstan demonstrates its readiness to
participate in construction of energy objects in Kyrgyzstan.'’(Chanachev, 2004) One of
the priorities in cooperation between Uzbekistan and Kyrgyzstan is interaction in the
transport sphere, including realization of transport communication, which could unite
Central Asia with Russian European and the world markets. For example reconsruction
of the Tashkent-Andizhan-osh-Sarytash-Irkshtam motor highway.

Despite the apparent conflict with other commitments, both Kyrgyzstan and Kazakstan
have been enthusiastic proponents of the Central Asian Free Trade Area (CAFTA). Their
presidents signed agreements in 1993 and 1996 to allow completely tariff-free trade
among the three countries, only to find Uzbekistan, which had acceded formally, holding
out for restrictions in important categories. Since 1996 the inconvertibility of the Uzbek

som has prevented much expansion of mid-level trade between Uzbekistan and its near
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neighbors. As of mid-1999 the three presidents have again postponed hard decisions on
creating any single economic zone, but Uzbekistan has promised to return to
convertibility during the year 2000. Meanwhile, continual petty disputes have occurred
among the Central Asian neighbors over non-payment of bills for fuel, transit fees, and
water.

Openness across regional borders would increase competition; it would also tend to
reduce petty government interference in the market, an endemic problem in authoritarian
Uzbekistan and a temptation everywhere in the region.

The Status of Economic Cooperation in Central Asia

Although Central Asian countries are important member of the Common Wealth
[ndependent States (CIS), yet CIS has not implemented a custom union or Free Trade
Area. Kazakhstan, Kyrgyzstan and Uzbekistan formed a Central Asian Union (CAU)
considering economic integration among three countries in 1994. In 1995 they approved
free trade among the three countries. In 1998, Tajikistan was also accepted as a member
of CAU. Later, in 1998 it was renamed as Central Asian Community (CAC). Russia has
become a member of this regional group in May 2004. CAC also granted observing status
to Georgia and Turkey. In 1998, CAC again renamed as Central Asian Economic
Community (CAEC) and in 2001 it has been transformed into Central Asian Co-
operation Organizations (CACO)

In addition, Kazakhstan, Kyrgyzstan and Tajikistan with Russia and Belarus are enjoying
the membership in Custom Union, which was formed in 1994, basically the main aim of
this union was economic, social and financial policy co-ordination among the member
countries. The other regional agreements like EEC (Eurasian Economic Community) and
GUUAM Group, (Georgia, Uzbekistan Ukraine, Azerbaijan, Moldova Group) and
Central Asian Region Economic Co-operation (CAREC), Economic Co-operation
Organization (ECO) have been established with countries outside the region. The main
purpose of these agreements is to promote regional cooperation and economic growth.
Kazkhstan is keen in economic integration of Central Asia and establishment of dynamic
market in the regions of Caspian sea and black sea. It will also focus on implementing
economic projects in Central Asian countries.which may be carried out with the help of
international financial institutions. He put stress on Kazakh’s goal to form a business

friendly climate environment in Central Asia, which will enable Kazakh and other
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companies to freely make investment in neighboring countries and remove red tape and
protectionist barriers in the movement of goods capital and labors.”

It has been observed and analyzed by many scholars that political reintegration is
inconceivable without the creation of corresponding economic ties. Since disintegration
of Central Asian countries, the leaders of these countries have been talking about the
cooperation among each other. President of Kyrgyz Republic A. Akayev during signing
the agreement on the establishment of the Organisation of Central Asian Cooperation in
2002 said that the new model of regional cooperation would allow the countries to
participate in the international labor division system efficiently with rapid formation of
Free trade areas and would promote rational use of water and energy resources.’(
Chanachev, 2004)

ADB started its Central Asia Regional Economic Cooi)eration (CAREC) Program in
1997, with early efforts focused on raising awareness of the importance of cooperation.
In November 2003,a second Ministerial Conference was held, with delegates from each
of the seven participating countries: Azerbaijan, People ’s Republic of China,
Kazakhstan, Kyrgyz Republic, Mongolia, Tajikistan, and Uzbekistan. Turkmenistan is
expected to become more active in the future. Notable is that since 2003, the CAREC
program has developed into a joint platform for multilateral institutions (namely, EBRD,
IMF, ISDB, UNDP, WB and ADB as secretariat)in support of regional cooperation in the
region. The CAREC Program now targets three main areas for development: energy and
water, trade, and transport. The program has received strong support. Five regional loan
projects amounting to $224.1 million have been approved since it started. In 2000, ADB
approved a $57 million loan and $1.2 million in technical assistance grants, and
organized an additional $25.8 million in co financing for the Almaty- Bishkek Regional
Road Rehabilitation Project. The project is upgrading the badly deteriorated road, built in
the Soviet era and modernizing border control policies and facilities. As the first stage of
a regional assistance pro- gram to promote regional energy cooperation, a loan project
amounting to $90 million was approved in 2002 to provide for the modernization of
regional power transmission in Tajikistan and Uzbekistan.

It remains a meaningless phrase if there is not co-ordination of economic reforms,
unification of customs, currency, price tax and other spheres of legal regulation in the
economy. So the countries need to coordinate their macro policies like taking into

account budget deficits and ways to finance them, fluctuations in the rate of exchange for
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nations.”> ( Rumer,2003). Due to the fluctuation in policies the intra- regional trade has
been influenced since independence.

Intra-regional Trade among Central Asian Countries (5*5)

There are some internal and external factors which are affecting the Central Asian egion
trade. Their inherited economic structures, import demand for western consumer goods
was very high, keeping reasonable trade with traditional partners and to enlarge trade
with the rest of the world. There is no doubt that share of trade within CIS countries have
declined in the region. The share of trade with non-CIS countries has been growing
faster. The share of trade with non-CIS countries has been growing faster.

Many countries in Central Asia show a high concentration of export commodities and
markets. This makes them more vulnerable to fluctuations in commodity prices and to
developments in specific markets, as experienced during the crises in Russia and Turkey ,
all the Central Asian countries has to face the problem.

Main Commodity of Export and Import of Central Asia

Table 3.1

Country ‘ Main items of Exports(%)
1995 2001

Kazakhstan 0il(16.7),  Steelproducts(14.5), | Oil(50.6), Steelproducts(9.8),
copper(10.5) copper(7.1)

Kyrgyzstan Non-Ferrous  Metallurgy(15.3), | Non-Ferrous Metallurgy(51.7),
Electricity(10), Machines ( 10.9) | Electricity(9.8), Machines ( 12) '

Tajikstan Aluminium(56), Cotton | Aluminium(61), Cotton Fibre(11),
Fibre(27.7), Electricity(5.2) Electricity(12)

Turkmenistan | Gas( 65), Oil/oilproduct( 8.5) | Gas( 65), Oil/oilproduct( 8.5) Cotton |
Cotton Fibre((16.5) Fibre((16.5)

Uzbekistan Cotton(51.3), Gold(12.8), | Coiton(24.4), Gold(28.3), Energyd
Energy (0) (11.8)
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Intra-Regional Trade of Goods

Table 3.2
Exports
To Kazakhstan Kyrgyz Tajikistan Uzbekistan
Republic
From
Kazakhstan Petroleum, Wheat, flour, | Gasoline, wheat,
coal, wheat, |.petroleum clothing,
nonferrous products, chemicals,
metals, tractors rubber, copper,
chemicals and wool, meat
plastics,
machinery
Kyrgyz Electricity, Asbestos and | Electricity, meat
Republic antimony, cement, flour, | and milk, coal,
sulfur, natural gas ores and scrap,
tobacco, ores wool, cloth,
and scrap, sugar, medicines
textiles
Tajikistan | Aluminum, Electricity, Electncity,
ore, ethanol, ethanol, ore aluminum, rail
fruit services
Uzbekistan | Natural gas, Natural gas, Petroleum
electricity, fertilizer, fuel | products,
cotton, oil, gasoline fertilizer,
consumer cement,
goods fabric

The commodity structure of Central Asian exports is mainly comprise mineral resources
and agricultural raw materials. Central Asian Region is main exporter of oil, steel
products and copper(Kazakhstan) main products are non- ferrous metallurgy, electric
energy and machine building(Kyrgyz),, Aluminum, cotton fiber and electricity products (
Tajikstan), Gas, oil and oil products and cotton fiber ( Turkmenistan ) and cotton, gold
and energy (Uzbekistan).(see table 3.1)Promoting diversification will require high quality
investment by both the public and the private sectors to develop new sources of growth.
Promoting the development of small and medium-sized enterprises, which regularly

account for the bulk of job creation, benefits particularly from a level playing field and
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transparent and well-enforced rules. Table 3.3 Shows the Trade matrix of Commodities

To and From within the four countries of the region.

Table 3.3
Foreign Trade of Central Asian Countries
(in million US$)
1999 1 2004
Total
Group Exports Imports Total Trade Exports | Imports | Trade
CARs 740.5 792.8 1533.3 1067.4 1260 | 2327.4
Rest of CIS 2148.8 23334 4482.2 4709.8 7750 | 12460
EU-15 2399.3 1915.4 4314.7 7401 | 3747.4 | 11148
East Asia 685.6 923.6 1609.2 2378.7 | 2225.8 | 4604.5
South Asia 58 67.3 125.3 349 131 480
1726.4 5636.2 10103 | 3375.1 13479 |
Total
9941.9
7758.9 17701 26009 18489 | 44499 |
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F igure 3.2
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Figure 3.5
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As a whole Central Asian countries succeeded in diversifying export markets. Fig. 3.5
shows that Central Asia’s trade within the region has been contracting. Despite signing
many agreements for regional cooperation, trade within the region remains 5% in 2004 and
it was 9% in 1999. This shows that the trade has been increasing at a faster rate with the rest
of the world. The individual countries experience varies. The Uzbekistan and Turkmenistan
experienced dramatic shift of trade flows. Progress was less pronounced in Kazakhstan and
Kyrgyzstan, where as Tajikistan registered a rising share of trade with the tradition partners.
Uzbekistan and Turkmenistan were the main cause of drop in intra-regional trade. The
dependency of individual countries on intra-regional trade varies considerably. Most

dependent of all is Kyrgyzstan and Tajikstan. Uzbekistan, but especially Kazakhstan and
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Turkmenistan depend far less on intra-regional trade.”® However, Kazakhstan,
Turkmenistan and Uzbekistan, nonetheless make high priority objective to development
of intraregional trade, but Kyrgyzstan and Tajikstan have no realistic alternative to
development of intra-regional trade. Through the trade intensity this can be analyzed that
how these two countries are more dependent on the intraregional trade, where as other
three countries gradually diversifying their trade to the world and they have been

decreasing their share within the regions for mid 1990s.

Trade Intensity Index :

In an attempt to explore the potential of intra-Central Asian trade expansion, This
study has computed trade intensities for individual country with other Central Asian
Countries as a whole region. This index was first used by K. Kojima 2* (1964). It measures
the share of one country's trade with other country (or region) as a proportion of the latter's
share of world.

The Export Intensity Index (EII) is defined as :

xij = {Xijy/XiyMjyMw-Mi)y .. (1
where :

xij = EII of trade (Exports) of country Kazakhstan( 1 ) with other Central
Asian Countries ()

Xij = Exports of Kazakhstan i to trading partner Other Central Asian
Countries j

Xi = Total exports of Kazakhstan i

Mj = Total imports of other Central Asian Countries j

Mw = Total world imports

Mi = Total imports of Kazakhstan i
Note; Here i is for Kazakhstan and j for Central Asian region, in the same way other
countries trade intensity has been calculated ( eg. Kyrgyz with the whole region).
It is defined for Kazakhstan i’s exports to other Central Asian Countries j as the share of its
exports going to j (Xij/Xi) relative to the share of j's import to (Mj) in world imports net of
i's import (Mw-Mi). The equality of these two terms would lead to the value of this

Kazakhstan i's export in the same proportion as Kazakhstan i's share in total (net) world
P prop
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imports. Value of this index which is greater than unity would imply over-representation of
other Central Asian Countries j in country i's exports, while a value less than unity would
imply under representation.
Similarly, Import Intensity Index (III) can be defined as:
mij = {(Mij)/(Mi)/(Xj)/(Xw-Xi)} - 12]

where :

mij = EIl of trade (Imports) of country i with country j

Mij = Imports of country i to trading partner j

Mi = Total Imports of country i

Xj = Total Exports of country j

Xw = Total world Exports

Xi = Total Exports of country i

Similarly, it is defined for county i's imports from country j as the share of i's

imports coming from j (Mij/Mj) relative to the share of j's exports (Xj) in world exports net
of i's exports (Xw-Xi). When these two terms are equal, this would imply that country i
accounts for the proportion of country j's exports identical to country j's importance in total
(net) world exports. If this index is numerically greater than unity this would imply over-
representation of country j in the country i's imports; on the other hand, if a value of less

than unity of this index would imply under-representation.

Share of merchandise trade with the Former Soviet Unions,1988-2004(%)

Table 3.4

1988 1996 2004
Country Total Exports | Imports | Total Exports | Imports | Total

Trade Trade Trade
Kazakhstan 86 57 70 63 21 49 32
Kyrgyzstan 87 78 63 69 40 62 52
Tajikistan 86 45 58 51 24 72 53
Turkmenistan | 89 - 31 - 42 49 145
Uzbekistan | 86 21 32 27 32 41 36

Source: UNDP report,2005.p.52.
When they were a part of the FSU, the CARs traded extensively with other FSU countries

but little with the rest of the world. Moreover, their trade with other FSU countries was
directed by central planners and conducted at administered prices. It therefore contributed

little to improving social welfare and fostering sustainable economic growth in the CARs
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and other FSU countries. Following the breakup of the FSU in 1991, the CARs embarked
on transition from a centrally planned to a market-based economy. As part of this
process, they started introducing market-based principles in trade with FSU countries and
opening up to trade with non-FSU countries. Their trade levels declined sharply in the
early 1990s, reflecting the breakdown of trade links and payment mechanisms among the
FSU countries and difficulties in engaging in trade with non-FSU countries. Since then,
the CARs have made considerable progress in expanding market-based trade with both
FSU and non-FSU countries and integrating into the global economy. From the above
table it can be analyzed that the percentage trade of Central Asian countries decreased
with the FSU countries. In 1988, 1996 and 2004, the total trade of central Asian countries
with other FSU countries was 86.8% , 52.5% and 43.6% respectively. The shares for
individual countries in these years can be seen in detail in the table 3.4 Many Studies
find that actual trade between the CARs and other CIS-countries was, in most cases,
above its potential. The comparisons of actual and potential bilateral trade among a large
group of countries made by the International Trade Center suggest that Kazakhstan,
Kyrgyz Republic, Tajikistan, and Uzbekistan “overtrade” with the Russian Federation but
“under-trade” with most developed countries in North America, East Asia, and Western

Europe as well as many emerging markets in South Asia and South East Asia.”

One reason could be the payment mechanism. Due to the break down of trade links and
payments mechanism (collapse of CMEA), trade levels declined sharply in Central Asia
in the early 1990s. Central Asia tried to establish trade with non- soviet countries and set
up new trade links and payment mechanism with the former Soviet countries on market
principles. Valuation problems in barter trade have presented serious problems. The over
valuation of barter trade has distorted balance of payments statistics. In order to resolve
payment difficulties the Central Asian countries tried to resolve the barter trade. The
Available information suggests that particularly in Turkmenistan where large quantities
of gas are exported through such arrangements. Soviet-era trade therein was sub-optimal,
particularly if high costs of transport are taken into account. Newly built capacity could
mean lower costs because of economies of scale. Even if less than optimal, considerable

intra-regional trade in the area is already based on different factor endowments. The trade



intensity among all the countries was very high in the initial years. But it has been
observed that recently the trade has been diversified to the other countries. In the initial
years the share of world trade was high within the region but gradually it has slowed
down. Initially these countries adopted the Russian Ruble as domestic currency. However
the lack of convertibility of ruble proved problematic and segmented system of payment
developed, trade being conducted in ruble as well as hard currency. During the session of
1993-1995, these countries introduced their own currencies.’® New currencies failed to
strengthen inter state payment system. Countries were more interested to get the hard

currency. So trade diverted to other regions and they started demanding hard currency

within the region.
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Central Asian Trade Intensity with the Region

Table 3.5
Years 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Kazakhstan Ex- 6.220 14.256 24.814 | 24.454 16.632 | 18.086 10.472 1 10.971 | 8.631
Intensity | 65.280 30.401 21.572 15.386
% share 1.04 2.79 5.01 4,28 2.55 343 203 2.69 240
of World 6.36 6.68 332 2.80
Im- 2.042 30.345 18.165 22.926 11.138 12.305 9.073 4.391
Intesity 16.543 39.199 21.754 12.577
% share 0.30 578 377 4,05 277 2.98 2.39 175 157
of World 1.15 8.78 3.80 2.99
Years 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Kyrgyzstan Ex- 366.042 | 235.671 | 157.493 | 208.426 | 195.269 | 232.831 | 147.373 | 173.078 | 105.206 | 88.375 70.287 | 69.883
Intensity ‘ 85.462
% share 39.50 30.85 4575 39.41 40.75 22.69 26.53 19.96 16.08 17.21 19.44
of World | 35.63 16.52
Im- 30.800 364.630 | 210.327 | 109.640 | 119.322 | 131,570 | 101452 | 172.037 | 141.272 | 10748 | 61.120 | 39.931
Intesity | 89.004 5
% share | 6.21 447 69.39 47.04 22.71 21.05 22,95 25.23 41.59 3356 19.33 14.24
of World 28.27
Years 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Tajikstan Ex- 258.305 | 52.139 | 25.218 | 85.202 | 143,773 | 192,705 | 178.445 | 92.333 | 82.590 | 66.357 | 51.066 | 37.084 | 35.244
Intensity
% share 2514 | 874 494 18.70 29.02 3372 2747 14.16 15.67 12.08 9.87 9.08 9.80
of World :
Im- 425.863 | 196.434 | 219.270 | 190.068 | 218.230 | 251.972 | 315.587 | 182476 | 186.724 | 151.772 | 12442 | 99.563 | 83488 |
Intesity 9 |
% share 2970 | 28.52 4173 42.51 4520 4444 55.05 4537 4515 36.06 3273 3149 | 2977
of World
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Years 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 | 2005
Turkmenistan Ex- 217.326 | 21.273 | 9.769 43.052 | 45.521 | 76.119 |21.339 | 16.401 | 17.532 | 9.758 6.297 | 5467 | 4.561
Intensity
% share 2115 | 357 1.91 945 9.19 13.32 3.29 251 3.33 1.78 1.22 1.34 1.27
of World
’ Im- 11.540 | 1.780 25.035 10.213 73130 | 41662 | 27.147 14.399 15.902 16.025 19.533 | 19.641 | 14.773
Intesity
% share | 0.80 0.26 4.77 2.28 15.15 7.35 474 3.58 3.85 3.81 514 6.21 5.27
of World
Years 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Uzbekistan Ex- 217.326 | 21.273 | 7.477 54,822 | 66.307 | 122396 | 135.369 | 99.613 | 80.646 | 136.554 | 73.086 | 58.257 | 40.580
Intensity
% share 3.57 147 12.04 13.39 2143 20.85 15.28 15.30 24.86 14.13 1427 1 11.29
of World | 2115
Im- 11.540 1.780 50.208 53107 | 49986 |61.705 | 76.231 69.505 | 59.328 | 47.666 38.824 | 31.274 | 38.962
Intesity
% share | 0.80 0.26 9.56 11.88 10.36 10.89 13.30 17.29 14.35 11.33 10.21 9.89 13.90
of World

108



Kazakhstan VS other Central Asian Countries (1*4)
Fig. 3.6
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gradually. Kazakhstan is relying on exploitation of its vast natural wealth. The central
Asian countries mutual trade has played an important economic role. It has been observed
that since independence the trade among majority of them was higher in 1992-1996. In
January 1994 the CAU was formed by Kazakhstan Kyrgyzstan and Uzbekistan and its
provision was to free movements of goods, capital and labor. But when Russia and
Belarus joined this custom Union posed the problem of trade diversion from the region
also. After that the trade within the region has decreased in percentage in all the countries
specially Kazakhstan’s trade share of world’s trade decreased from 8.38% in 1996 to
1.2% in 2005. Following sharp fluctuations in the late 1990s caused by swings in world
commodity prices and the 1998 Russian financial crisis, levels of trade rose considerably
in Kazakhstan in 2000-2005 ( see fig 3.6) Kazakhstan, exports grew at an impressive
more than 200% approximately, boosted by an increase in the volume of oil exports and a
rise in world oil prices. Imports soared by more than 250%, driven by an increase in
imports of capital goods for oil sector development. Despite increase in volume of trade
the percentage share of the world has been decreased in the region. One can see many
fluctuation in these years. The trade intensity within the region is also fluctuating. Since
independence the disruption of administrative command system without the emergence of
new market based mechanism, the terms of trade become worse in Kazakhstan, there
were outstanding non payments problems. Kazakhstan has started liberalizing trade

policy more steadly since early 1990s. After that there has been seen little improvements
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within the region but after the Russian financial crisis the share of trade as compare to

world was only 1to 2 %. Only. The impact of Russian crisis was more substantial in
Kazakhstan. the trend towards reduction was further reinforced. Kazakhstan

the share of crude oil in Kazakhstan’s exports rose to 56.8% in 2004 from 39.3% in 1999.
It is estimated that 102 percentage points of the 242% increase in Kazakhstan’s exports
were due to the rise in world prices for crude oil; This is especially true of Kazakhstan
imports of which are dominated by capital goods for oil sector development Kazakhstan
exports Petroleum, coal, wheat, nonferrous metals, chemicals and plastics, machinery to
Kyrgyzstan, Wheat, flour, petroleum products, tractors to Tajikistan and Gasoline, wheat,
clothing, chemicals, rubber, copper, wool, meat to Uzbekistan. only Land locked
countries like Central Asia need good transport infrastructure, high quality transport
services and easy secure transit across boarders and through neighboring countries to
integrate into the world. A reduction in transport and transit cost will have little positive

impact if trade policy remains restrictive®’( UNDP report,2005p.50.)

Kyrgyz Republic VS other Central Asian Countries (1%4)

Fig. 3.7
The Kyrgyz Republic

has an especially low

Kyrgyzstan' trade with other Central Asian
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dependent on the
other countries of the region, despite that the fig 3.7 shows that it has less trade within the
region in volume terms as compare to other countries. Trade intensity of Kyrgyzstan and

Tajikistan is higher than the other countries of the region( see table3.5). This shows that
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they are more dependent on the region. During this period these economies had to face
sizable and persistent external current Account deficits as it is shown in Gold and cotton
fiber comprised 46.2% of the Kyrgyz Republic’s exports in 2004, compared with 45.4%
in 1999. 20 percentage points of the 58% increase in the Kyrgyz Republic’s exports were
due to the rise in world prices for gold; . Another major item in Kyrgyz Republic’s
imports is energy resources. Kyrgyz Republic started importing large quantities of
kerosene for refueling of foreign military aircraft on its territory. Consequently, the share
of energy resources in imports rose substantially in 2000-2004. Intra-regional trade is
quite important for the Kyrgyz Republic, Tajikistan and, to a lesser extent, Uzbekistan,
but rather insignificant Kazakhstan. Trade between state-owned companies often
conducted under intergovernmental agreements accounts for a significant proportion of

intra-regional trade

Tajikistan vs other Central Asian Countries (1*4)

Fig. 3.8
= Tajikstan is a country
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was higher than the share of Exports had chronic trade deficits.”® The 1998 global and
regional financial crisis had a strong effect on Tajikstan’s export and import and on
overall on economy. Despite an increase in import tariffs in early 1999 following
Tajikistan's inclusion into the Customs Union with Russia, Kazakhstan, Kyrgyzstan, and
Belarus, the country's foreign trade regime remains fairly liberal, at least in terms of
quantitative restrictions or non-tariff barriers. The Trade intensity is higher in Tajikstan

as compare to the other countries of the regions.( see table 3.5) The emphasis placed
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during the Soviet era on extreme specialization in cotton and Aluminum production to
serve processing industries in Russia has only shifted in as much as these products are
now exported outside the FSU. Therefore, the foreign trade structure that has evolved
over fifteen years of transition renders the country highly dependent on conditions in the
world commodity markets or its main exports and imports. The concentration of two-
thirds of Tajikistan's exports in two commodities-aluminum and cotton fiber-has led to
substantial fluctuations in foreign exchange earnings from year to year because of
changes in the world prices of these commodities( see the table 3.1). Export and import
price fluctuations have occasionally offset each other. The trade deficits in effect replaced
the subsidies the republic received as a part of the Soviet Union. The rising debt problem
required a reduction of deficits by cutting non-essential imports and increasing export
earnings. Despite the introduction of flexible exchange rate policies in 1996 that adjusted
in line with inflation, current account deficits remained high. Following the Russian crisis
and real devaluation of the Tajik ruble, the country's foreign trade deficit declined. Trade

policies range is very liberal in Tajikstan.

Turkmenistan vs other Central Asian Countries (1¥4)

Fig. 3.9
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Turkmenistan where large quantity of gas are exported through such arrangements.
Trade data by type of payment indicate that in 1996, 24% of Turkmenistan ‘s exportwere
paid in cash, 54% in barter goods and construction services and the reminder was
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accounted by the accumulation of arrears”. Due to the restrictive policies of the
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Turkmenistan the fluctuations can be seen in the fig 3.9 from the years 1993-1999.
Turkmenistan unified its exchange rate in April 1998. Although it continued to restrict
access to foreign exchange and sustain surrendered requirements. It has been observed
that after 1999 the trade intensity with in the region has become low and the %age share
of the world also decreased( see table 3.5). One reason would be that The central Asian
region had taken step to discourage the barter trade. Turkmenistan had some success in
reducing the barter component on non gas exports. For example Cotton. Oil and oil
derivatives have been increasingly on a cash basis since 1996.Trade share within the
region also reduced. In 1993 it was 21% of total export to the world, and decreased to
9.19% and 1.27% in 1997 and 2005 respectively. The volume of trade has been increased
at a slower rate but the diversion of trade with the rest of the world increased at faster
rate.

Uzbekistan vs other Central Asian Countries (1*4)
Fig. 3.10
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after 2002 it again started dropping. Fig 3.10 shows the fluctuation in trade. This is
mainly due to unfinished reforms, especially in establishment of strong institutions to
support market economy through the transparent, predictable and well-enforced rules and
regulations. In Uzbekistan, growth suffered from heavy restrictions on external and
domestic trade, and a drop in non-traditional exports and foreign direct investment due to

the very difficult business environment.”’
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CAR: Commodity concentration of exports, Share of three main products (in

percentage).

Table 3.6

Kazakhstan Products 1995 2002
Oil 16.7 50.6
Steel product 14.5 9.8
Copper 10.5 7.1
Total 41.7 67.5

Kyrgyz Republic 1995 2002
Non- Ferrous Metallurgy 153 51.7
Electric Energy 10.0 9.8
Machine building 10.9 12.0
Total 36.2 73.5

Tajikstan 1994 2001
Aluminum 56.0 61.0
Cotton Fiber 27.7 11.0
Electric energy 5.2 12.0
Total 88.9 84.0

Turkmenistan 1994 2002
Gas 65.6 58.0
Oi1l and O1l products 8.5 14.0
Cotton Fiber 16.7 6.0
Total 90.9 78.0

Uzbekistan 1994 2001
Cotton 513 244
Gold 12.8 28.3
Energy 0.0 11.8
Total 64.0 64.5
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As of early 2000 no Central Asian country has recovered the level of GDP it had
achieved in 1989, though Uzbekistan is close. Besides exploiting natural resources for
export, renewed growth in Central Asia will depend in some greater part on local
manufacturing for local needs. But efficient production requires a minimum assured
output to achieve reasonably low costs. For example, assembly of automobiles or farm
machinery is subject to economies of scale that cannot be fully exploited at the scale of
Kyrgyzstan, or even Uzbekistan. Similarly for electronics goods and probably consumer
appliances, formerly provided by Russian factories to Central Asia. VCR’s, digitally
controlled machine tools, automatic production lines, computer equipment, microwaves,
and similar products were once produced in Kyrgyzstan for the large, if unselective,
Soviet market. That trade has ceased altogether. Revival of civilian machine-building
would make sense in Central Asia only with access to nearby markets. In view of
accumulated technical skills in all these countries, the potential for development is

considerable if trade outlets can be assured.

Commodity composition of Central Asian Countries
Fig. 3.11
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these rely on specific factor endowments. The Fig 3.11 shows that there trade share of
main commodities have been increasing. Furthermore, the complementarities that exist
could be enhanced by regional cooperation in manufacturing investment. After all, intra-
industry trade is the fastest growing type of trade among advanced countries around the
world. A free trade area in Central Asia would constitute a much larger market than any
of the isolated countries. An economic union allowing free movement of factors of
production as well as goods would be even better. Foreign investors would be attracted
by the prospect of operating in this larger market. While the market for Coca-Cola,
Snickers candy, cigarettes, and personal communications already seems to be large
enough in each of these countries--and monopoly privileges or exclusive franchises
actually increase the profitability of exclusive access. The market seems too small and
fragile for big ticket items with substantial after-sale service.

To assure efficiency and progressiveness, industrial structures in Central Asian area must
have several competing manufacturers in each product market. As shown by the
experience of Japan, Western Europe, and the United States, it is mainly competition that
spurs innovation, cost-reduction, and management efficiency. Insulated as they are to
some extent by the natural barrier of distance, needed competition must come in large
part from within the Central Asian region. Without salt-water ports within easy reach,
Central Asia must create a large enough arena to accommodate workably competitive
industries that can survive and thrive without budgetary subsidies. But ensuring
competition by fostering small- and medium-sized enterprises is a neglected aspect of
economic reform in all these countries. Even in free-market Kyrgyzstan, enterprises with
more than 500 employees still produce more than half of all industrial output. Only social
functions have been spun off. There has been little or no horizontal deconcentration of
market structures to increase competition. The governments have preferred to regulate
monopolies with stifling price controls rather than encourage free entry from domestic
and nearby foreign sources.

The poor condition of Central Asia’s extensive transport network and high barriers to
transit double the costs and time required for trade within the countries and to major
markets abroad. Corruption hampers trade and investment According to one survey, more

than 30 per cent of firms make bribes frequently. “Around 3.3 per cent of annual firm
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revenue is soaked up by unofficial payments (almost twice the eight post-communist EU
states)’',”( UNDP , 2005) The halving of tariffs, transport and transit costs a prime area
for improved regional cooperation would increase real GDP in 2015 by about 20 per cent
in Kazakhstan and by 55 per cent in Kyrgyzstan, and allow increased consumption and
employment, especially among the poor. Many studies by expertise recommends that the
governments of Central Asia pursue multilateral trade liberalization with WTO
membership, and that they use bilateral and regional trade agreements to ease trade and
transit by improving customs, visa and border management. Governments should avoid
costly transport investments in detours around borders, liberalize air traffic, reduce
interference with shuttle traders and improve the investment climate at home. Regional
organizations need a clear mandate for improving regional transport networks and transit.
The two sub-regions have joined together in an effort to connect landlocked Central Asia
and seaports in South Asia via Afghanistan. Based on this partnership, we can envisage
Afghanistan as a regional hub, and a critical link between the South and Central Asian
markets*?

This has noted that there are political and institutional obstacles to regional cooperation
in Central Asia. Not all political and economic interests benefit from cooperation and,
even where there is interest in cooperation at the top, implementation may be blocked by
those who would lose. Corruption, poor administrative capacity and lack of
accountability hinder reforms. More participation by communities would help by giving
voice to those who suffer from poor borders. Comprehensive, region-wide cooperation
may not occur in Central Asia for some time, due to political and institutional constraints,
but progress on many selected issues is possible and desirable. The neighbors and
international partners of Central should work together toward their strong, shared interest
in a stable, prosperous and cohesive Central Asia region. Differing interests among
partners and fragmented support have choked effective international support. neighbors
and international partners must find common ground in their support for political and
€conomic progress.

The capital of Xinjiang, Urumgi, is farther from a seaport than any other large city in the
world. International trade in the region thus involves shipment of goods over long

distances through neighboring countries. The terrain of the region ranges from 154
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meters below sea level, the second lowest point on earth, in Turpan basin to mountain
peaks as high as 7,400 in Kyrgyz Republic and Tajikistan. The region is generally
mountainous. 