Whether the “Dutch Disease” effect is strong in Kazakhstan 

In 1959, a large reservoir of natural gas was discovered in the Netherlands, which by 1976 earned that country revenue of some $2 billion, in addition to an estimated $3.5 billion of savings in imports. By the mid 1970s, gross corporate investment had fallen by 15% since the start of decade, while employment in manufacturing had declined by 16%. The total level of unemployment had risen from a modest 1.1% to 5.1%, while the share of profits in national income, which had averaged 16.8% in the 1960s, had fallen to 3.5% in the first half of the 1970s. While the first oil crisis had a devastating effect on most of the western industrial base, why did the Netherlands, with its newfound fortune in natural gas, fare worse than most?

The process of de-industrialization of the existing manufacturing base was attributed to the upward pressure that the energy discovery placed on the guilder and the wage rate, and was dubbed the “Dutch Disease”. Since then, the term’s use has widened considerably to encompass any situation whereby a country’s apparent good economic fortune ultimately proves to have a net detrimental effect. Appendix I provides more detailed explanation of the effects of “Dutch Disease” based on the Corden & Neary (1982) Core Model. 

During 1994 – 2000, Kazakhstan’s production of oil expanded from 20.3 to 35.3 million tons, and according to official estimations, in 2005 Kazakhstan will be able to produce up to 63 and in 2010 – 110 million tons of oil per year, which is an increase of almost three times. 

Moreover, during this period this sector attracted a substantial amount of foreign direct investment, amounting $6.3 billion, or 50% of total gross FDI during 1993-2000. 

In addition, the increase in revenues from oil exports during 1999-2000 due only to the price rise was estimated to be 9.6% of GDP (1998). If we add the effect of depreciation – 10.5% and from exports volume growth – 3.3%, in total the extra income from oil amounted to 23.4% of 1998 GDP, or half of the absolute growth in nominal GDP during these two years.

The massive capital inflow and increase in oil prices usually causes a contraction of non-booming sectors of economy, worsening their competitiveness through exchange rate appreciation and undermining the sustainability of economic growth. 

During above analysis of the nature and transmission mechanism of external shocks, it was pointed out that the vulnerability to shocks originating in world commodity markets increases with a higher concentration on exports of certain commodities. Moreover, as was previously mentioned, in 1999 and 2000, with the recovery of oil and metals prices, Kazakhstan was faced with another challenge, namely how to deal with the positive external shock to ensure the competitiveness of the non-oil sector of the economy. 

Therefore the main focus of this section is to try to answer the question of whether the effect of the oil price collapse in 1997-1998 was aggravated by the “Dutch Disease” type problem due to the massive FDI boom and subsequent contraction of non-booming sectors. First, I will discuss the basic assumptions that underline the sectoral decomposition on tradables and nontradables for the case of Kazakhstan. Following this, the recent Kazakhstan government policies to protect the exchange rate from appreciation pressure, and other measures to absorb oil prices related capital inflow, will be discussed in more detail. 

1. Sectoral decomposition of the economy

Tradables vs. Nontradables. First, it has to be mentioned that the tradables sector produces the booming as well as non-booming exportables, and importables (import-competing industries), while it need not consist only of the manufacturing but also of the tradable agricultural product. Furthermore, as pointed in Corden (1984) if products are subject to the binding quantitative restrictions, so that their domestic prices are not determined by external market prices, but rather by domestic demand and supply conditions, they should be treated as non-tradables even though they are potentially tradable. 

In the case of Kazakhstan it is assumed that tradables are comprised of industrial sector and agriculture (production of goods excluding construction, according to GDP classification). While the definition of this sectors’ output is quite rough in the lack of the more detailed information all the goods are treated as tradables. Basically, only modern agricultural goods are included in the tradables. In case of Kazakhstan it is difficult to separate, but as the wheat exports amount to about 40% of total output (30% to Non-CIS and 70% to CIS countries), it is possible to treat the agricultural sector as “tradables”. 

According to the common practice the Non-tradables include construction plus services. The information on sectors’ contribution to the domestic labor and capital market as well as the structure of FDI inflow is presented in the Appendix II.

Booming sector. The booming sector in Kazakhstan is represented by the oil and gas extraction industry, included in the mining sector (87% of mining sector industrial production). 

The share of the total employment participated in the sector is insignificant: less than 6% of employees work in the mining sector. The share of fixed assets to the total capital stock is about 17% that, compared with the low share of labor involvement, characterizes the industry as capital intensive. 

Since major oil companies are privatized, the investments were financed by the substantial inflow of FDI, rather than through the banking sector credits.

Overall, the sector doesn’t actively participate neither in the domestic labor nor capital market. This makes the energy sector an “enclave”.  Therefore the resource movement effect is weak, and the spending effect should be strong.

Non-oil tradables.  In aggregate, the sector employed 34.5% of labor in 2000, while contributing 30% to total capital stock. But as its component industries are very different the sector requires further decomposition.

First, the metallurgy sector, which comprises about 21% in the total industrial production, produces exportable goods, while the domestic consumption is low. Given that under the certain domestic and external conditions, the sector is more vulnerable to the real appreciation than the energy I excluded the sector from the “Booming” one. As in the oil sector, the increase in the capital stock is financed mainly by foreign direct investment. The share of FDI inflow into this sector amounted 58.4% in total inflow to manufacturing industry.

The same is not true for the agricultural sector, which is clearly more labor-intensive, compared to other sectors. The capital investments as well as FDI are negligible. Some component sectors face the severe competition from imports; other, for example grain, ship abroad up to 40% of total production.

Finally, non- metallurgy sectors of manufacturing (foodstuffs, oil products, machine-building) are mainly imports competing industries. 

The boom may bring about the usual movement of labor out of the Non-oil tradables sector. But given the stock of capital for the sector as a whole fixed in the short-run and the amount of labor reduced the labor-intensive industry should contract (agricultural sector) while the capital-intensive industry (manufacturing) will expand or, at least, the output fall will be lower. There will be a rearrangement within the Non-oil tradables sector.

Non-tradables (construction and services). The sector employs the largest share of labor (60%) and significant capital stock with the share of value added amounted to 55% in 2000 GDP. 

The real estate, rent and services to enterprises sector includes exploration services that are directly linked with the energy sector and were largely financed by foreign investors. So to some extent this sector has a direct link to the oil industry.

Assuming that the share of productive capital in services sector is less than in two other sectors the non-tradable sector could be defined as labor-intensive

2. Capital inflow and non-oil sector

A Boom can occur not only from the sudden discovery of substantial natural resources, but also from massive capital inflow to a specific sector.

For the period 1993 – 2000, total FDI inflow amounted to $12.5 billion, or approximately $840 per capita. About 50% of foreign savings went to the oil and gas industry. If we add the FDI that financed exploration services, the total share of foreign investment directly connected with the exploration and production of oil and gas increases to 60%. 

This, according to the model, could had driven resources out of other sectors, caused a real appreciation of national currency, and as a result dampened non-oil sectors.

Figure 6 shows the dynamic of relative non-tradables/tradables prices real effective exchange rate and real growth in two sectors during 1995 – 2000, where non-tradables include production services and construction, while tradables include production of goods excluding construction as before.
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Figure 6. Non-tradables and Tradables: real output, relative prices and REER

It is evident that during this period the tradables were more sensitive to real exchange rate changes, while services and construction output (except in 1999) experienced a gradual tendency to recover from the preceding contraction in the early stages of transition. 

Moreover, although during 1996 - 2000 both sectors expanded homogeneously, as the cumulative real growth for this period both for tradables and non-tradables amounted to 10%, faster growth in the oil sector was associated with some output decline in the non-oil sector. 

This decline fell mainly on the agricultural and non-metallurgy sectors, and could also be explained by factors other than real exchange appreciation problems:

- agricultural production crucially depends on weather conditions, and suffers from a lack of financial resources, as policies to support the sector with cheap financing were eliminated; 

- financial and restructuring problems parts of the industrial sector that were outside those directly favored by  foreign investors aggravated the decline caused by low efficiency.

At the same time, the metallurgy sector attracted about 8% of total FDI since 1993 and enjoyed productivity growth, as enterprise restructuring, capital accumulation and new technologies helped to remove inefficiencies. This, in fact increased the profitability in the sector, protecting it from labor migration.  

Furthermore, as far as the sufficient share of capital goods is importable the effect of the private spending from industrial sector is weak. The share of capital goods amounted to about 45% of total custom imports, and the majority of intermediate goods were also purchased abroad. Therefore the domestic demand pressure from the private sector was low.

Second, in natural resources abundant countries, public expenditures usually respond more strongly than the private to an increase in income. But as the main strategic enterprises in oil and metallurgy sectors are private, and significant tax preferences were given to foreign investors (in 1996 the contribution of enterprises with FDI was estimated to be 9.6% of government tax revenues), there is no evidence that budget was overfilled with proceeds from the oil and metallurgy sectors before devaluation.  

These observations provide some evidence that capital inflow in Kazakhstan through FDI didn’t have a strong explanatory power concerning the contraction in the non-oil and non-metallurgy sectors. Moreover, “Dutch Disease” effect is very difficult to detect during the transition period. But further study is required to analyze the impact of higher world commodity prices accompanied by substantial competitive gains after the devaluation.

3. World primary commodities prices increases and transmission channels

 A. The pass through of world prices on exports prices.  

Although the assumption of exogenously given prices is plausible, the question is whether the world price fluctuations are fully transferred to export prices. In spite of the well-understood discrepancy between export prices and the world benchmark due to qualitative characteristics, transportation cost, and underinvoicing, the degree of pass through is crucial in determining the pricing strategy of exporters. To estimate this, the following regression for the period 1995 - 2000 (quarterly basis) was carried out (standard errors are in parentheses below)
:

Ln (EXP_PR) = 0.90*Ln (WPR (-1)) + 0.086*Ln (WAGE (-1))
R2 = 0.77





      (0.0645)

          (0.0616)

DW = 1.72

where EXP_PR – index of exports prices expressed in US dollars,

           WPR– weighted average index of world prices on main exported commodities,

           WAGE – index of average wage adjusted for exchange rate KZT/USD.  

The RHS variables were taken with a lag of one quarter.

The results show that the lagged world prices index explains quite well export prices behavior. Moreover, it usually takes about 3 months for world prices to be reflected in the exporters’ pricing decisions. The lagged wage as an indicator of overall cost level is less significant, and the reliability of the coefficient is limited (statistically significant at 80% level). 

In general, the correlation between world and export prices is very strong, and allowing for the time lag to adjust prices the changes in world prices are almost completely transferred to exports prices.   

B. Private Consumption: higher wages and the wealth effect 

Many studies have shown that the wages in industry are influenced by the profitability of that industry, and this is the case for the mining industry in Kazakhstan. The higher oil prices pushed the average nominal wage up by 26.3% in 2000. As the model of the “Dutch Disease” predicts, eventually, the wage increases should spread to workers in other sectors. However, this hypothesis is not very appealing, because workers in the mining sector are not numerous, and are concentrated in only a few regions. For this reason, the labor market is fragmented, and it is difficult to imagine the oil sector as a wage setter for the other sectors. Moreover, the wage increase in mining sector was far below the rise in oil prices, the average level of which increased almost by 56% in 2000. 

Additionally, in the public sector, which has more resources, the growth of nominal wages was not enough even to compensate for inflation.

Figure 7 shows the historical dynamic of average wages deflated by producer prices and consumer prices indexes, and adjusted for seasonal fluctuations.

Figure 7 Real Wage deflated by consumer and producer prices

(seasonally adjusted, Dec. 1994=100).
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This shows that before devaluation, real wages, both in terms of PPI and CPI tend to increase. This trend in real wage accelerated at the end of 1999 due to the price deflation and coming presidential elections. 

After the devaluation occurred the nominal wages didn’t rise adequately to the price growth and during one year the real wage stayed lower, compared to the pre-devaluation period (lack of inflation indexation). Average nominal wage in the fourth quarter of 1999 increased only by 4.6% compared to the previous year, while CPI and PPI growth amounted to 16.5% and 51.4%, respectively.  

This could also explain the success of devaluation and slower prices growth, which significantly reduced the real wealth of consumers. Moreover, although in 2000 wages began to recover, their growth in terms of producer prices was much less than in terms of consumer prices. This provide some evidence that:

· the real wages are rigid upward in the short-term;

· in view of uncertainty regarding future world prices, producers are reluctant to increase wages adequately in response to world prices rises;

· the oil sector participation in the domestic labor market is limited, and doesn’t significantly influence the overall wage level in the economy.  

C. Monetary Authority Response

World price increases and the expansion of other sectors due to competitiveness gains are often associated with an increase in money demand. So the complete sterilization of the monetary impact of capital inflow by the central bank (to contain inflation), may not be necessary or desirable, as it can induce higher pressure for exchange rate appreciation and cause contraction in non-oil sectors of the economy. But as the inflows in 2000 were particularly strong, and the exchange rate protection policy resulted in significantly increased liquidity, the National Bank partly sterilized it on the domestic money market. In 2000, the significant growth of international reserves (by 37.7%), was partly neutralized by the decline in net domestic assets, mainly through short-term notes issued to the amount 8 times larger than in the previous year, and through a twofold increase in government deposits. As a result, the monetary base increased by only 7%. The policy of decreasing interest rates to boost real lending is compatible with the expansion of monetary policy: the NBK refinance rate was lowered from 18% at the end of 1999 to 12% in June 2001. 

Overall, a looser monetary policy during this period could allow the avoidance of real exchange rate overshooting, while restricting the overall price level increase.

D. Fiscal component

As a result of the increase in tax revenues due to the increase in the profitability of tradables, mainly in the oil and metallurgy sectors, state budget revenues exceeded its expenditure by 0.1% of GDP in 2000, compared with a 3.7% deficit in 1998. Moreover, in the fourth quarter the government sold its 5% share in one of the largest investment projects “TengisChevroil”. The issue of wasting petroleum wealth through unproductive public expenditures, has been observed in a number of oil-exported countries, was identified as one of the reasons the “Dutch Disease” occurred. This is manly explained by the fact that the government usually tends to spend on non-tradables, causing their prices to rise and the real exchange to appreciate – the “spending effect”. Moreover, fluctuations in future world commodity prices make government expenditure very vulnerable to sudden adverse external shocks, and if this was followed by fiscal expansion (the revenues spent as they arrive), this imperils short- as well as long-run fiscal sustainability.

At least until now, this seems not to be a matter of serious concern in Kazakhstan, as it is now in process of forming the “National Oil Fund”, which aims to accumulate extra revenues from the oil and metals sectors and saving them abroad. By June 20, 2001, the Fund had already accumulated almost $953 million (38% of central bank net international reserves), which include about $600 million worth of proceeds from the 5% state share sell-off.

Also, as was previously mentioned, real wages in the public sector declined in 2000, allowing us to conclude that the distribution of extra budget revenues, either through direct demand on non-tradables or through increases in wages, was not significant. 

Summary:

1. There is not enough proof that real appreciation was the main factor that caused the contraction of the non-oil and non-metals industries, nor could the massive capital inflow explain the real appreciation of the national currency. The structural shift could be attributed to the initial ineffective resource allocation, administrative regulations on the prices of services, restructuring problems and external shocks, rather than to the effects of Dutch Disease alone. 

2. The fall in Kazakhstan’s overall output in the early period of transition caused a large number of workers to become unemployed. Initially, therefore, all sectors were able to expand using the pool of unemployed labor, without bidding resources away from less profitable sectors. Also, metallurgy enjoyed both an FDI inflow and favorable export prices conditions in 2000, which made the sector profitable and the production technology more efficient, thus protecting the sector from labor migration.

3. The higher oil income wasn’t reflected completely in real wages growth, neither through adequate increases in wages in the private or public sector. Moreover, both labor participation in the oil sector and labor mobility is limited, so it is implausible that oil sector significantly determines the country’s overall wage level. As a result, the “spending effect” is dominant. 

4. The Dutch Disease effect in Kazakhstan due to the business sectors spending was weaker because a sufficient share of capital and intermediate goods are importable.  So, in 2000, more than 50% of oil trade surplus was diluted by the non-oil trade deficit. 

5. The Government and Central Bank of Kazakhstan were successful in restraining unproductive public spending, overshooting of the real exchange rate, and excessive price level rise. Another conclusion is that during the Boom, monetary policy could have been more expansionary. The problem is to strike a balance between price stability and real appreciation.   

Implications for policy strategy in Kazakhstan

Based on the conclusions of the previous sections regarding external shocks, the exchange rate, monetary and fiscal policy, and non-oil sector development, this section proposes some short-term and long-term policy strategies for Kazakhstan to ensure against negative external shocks and to address “Dutch Disease” type problem. It also provides some explanation and analysis of the most recent changes in government policy, namely (i) the creation of the National Fund to accumulate extra budget revenues from natural resource sectors; (ii) lowering of VAT and wage tax.

Exchange Rate Policy

In the short-run, the exchange rate policy could be less flexible. Stabilization of a high-frequency exchange rate is necessary to hedge the foreign exchange rate risks of economic agents significantly involved in cross-border goods and financial assets transactions. 

In the medium term the National bank of Kazakhstan could allow more flexibility in the exchange rate. When the demand for foreign exchange from importers is high, this could be a good opportunity to adjust the level of the national currency exchange rate downward to ensure against real appreciation. The conclusion on consumer prices rigidity in the short- and even in the medium-term allows us to assume that due to the incomplete exchange rate pass-through to price level this policy could have important real consequences. 

In the longer term, when due to the discovery and exploration of potential oil wealth the appreciation pressure become stronger, the central bank can pursue a strategy of permitting the currency moderate appreciation in nominal terms to the new long-run equilibrium real exchange rate. As Kazakhstan exports its natural resources mainly to non-CIS countries, the competitiveness of this sector is more dependant on terms of trade, while the real exchange rate seems to be undervalued in respect to these countries: in spite of its gradual appreciation the REER in 2000 was 22% lower the than the average level in 1997.  

If external conditions, terms of trade or the situation in Russia, worsens there is no other alternative than allowing the market to determine the level of exchange rate more independently. In this situation, the main goal of National Bank exchange rate policy should be to dampen excessive market fluctuation and harmful speculative behavior. 

Monetary Policy   

The major aim of Kazakhstan’s medium term monetary policy is to maintain low inflation in view of (i) widening the money supply and (ii) policy to anchor the US dollar value. 

The demand for money is expected to recover further, and noninflationary monetary expansion through the increase of private sector deposits in the banking system is likely to restrain significant inflation pressure. With growing confidence, the nominal interest rates are expected to decline. In this situation, it is important to monitor monetary development carefully in order to avoid (i) an overly tight or overly loose money supply, with a possible associated recession in non-resource sectors and (ii) risky overlending by commercial banks. 

Appropriately tight monetary policy and low inflation should guarantee the positive real interest rates necessary to increase domestic savings and sustain competitiveness in the long-term.

Stimulation of Domestic Private Savings 

One of the measures to promote net savings in the business sector, thus reducing domestic absorption and dampening real exchange rate appreciation, is to allow enterprises to retain the bulk of their productivity gains. This will be partly achieved by a reduction in enterprise profit taxation. Starting from July 1, 2001 the wage tax was lowered from 26% to 21%, and VAT from 20% to 16%. In the short term, prices in industrial sector will likely not decline adequately, but higher profitability may stimulate investment, especially in non-booming sectors such as machinery building, chemical and the petrochemical industry.   

To stimulate household savings, the government has already taken the first necessary steps (i) introducing a funded pension system based on individual retirement accounts and (ii) creating the Individuals Deposit Insurance System, in which more and more banks have begun to participate.  

Another ambitious policy that is currently under way in Kazakhstan is the Amnesty of Capital (illegal or semi-legal), by which the people can deposit their savings and transfer capital previously remitted abroad without any penalties or checking of origin by the Central Bank, Tax Committee, or other authorized bodies.     

Fiscal policy 

The principal aim of fiscal policy is to smooth the domestic absorption pattern over time and support noninflationary monetary policy. For this reason the policy objective should be to achieve a sustainable fiscal surplus in the long-term. But this should be done gradually, rather than through drastic change from deficit to surplus. In the short-term, a sudden decline in government demand for domestic financing will cause the interest rate to fall lower than the economy can handle. In a situation when the NBK Refinance Rate is 12%
; Yield on 3-months T-bills is 5.18%; the weighted average tenge commercial deposit rate is 14.6%, and 7.9% on foreign currencies deposits; the commercial bank tenge lending rate is 18.7%, and 15.1% on foreign currency denominated loans, and there are not enough instruments to diversify the portfolio the bank can be involved in risky overlending.  Moreover, this will lay a higher burden on the NBK to manage the excess liquidity.     

Over the longer term, a fiscal surplus is likely to be necessary in order to convert part of the oil surplus into savings and thus slow the real appreciation of the currency. Destabilizing swings and increases in the level of public expenditure, in response to fluctuating petroleum revenues, should be avoided by the use of the National Fund described below.

The National (oil) Fund

The Fund, which was created by the Presidential Degree on August 23, 2000, was conceived to pursue both saving and stabilization goals.

The Fund accumulates reserves by transferring central and local government budgets’ revenues from selected natural resources companies that exceed the quarterly reference amount from the following sources:

· Corporate income tax;

· VAT;

· Tax on excess profit;

· Bonus and Royalties;

· Kazakhstan shares in output according to resource-sharing agreements with international investors. 

In 2001, the list of companies includes 9 major oil producers and 3 mineral resource industry enterprises (ferrous, non-ferrous and ore), according to their contribution to total exports and tax revenues. 

If the receipts are less than the reference value, the financial assets will be drawn from the Fund to achieve the targeted level of revenues from resource sector enterprises, according to the list.    

The reference value of government revenues is determined on the basis of a conservative 5-year forecast of average world prices. Thus, in line with IMF and World Bank projections, the Ministry of Finance chose a price of $19/barrel as a benchmark for calculating the budget revenues form oil exports.

In addition, some Fund assets could be used for specific projects approved by the Government through purpose transfers to the budgets up to the preset amount.

The Fund is operated through the Government Account in the National Bank of Kazakhstan (NBK), and managed by Bank later on a trust basis. Nowadays, the NBK develops the investment strategy. 

The Fund is subject to annual external auditing. 

Basically, the idea of the Fund combines elements of the Norway State Petroleum Fund (SPF), those of the Chile Copper Stabilization Fund (CSF), among others.

Although most governments use some projected conservative reference value of oil prices as a benchmark to allocate the resources, the SPF in Norway aimed to stabilize the overall net fiscal assets position - the Fund accumulates reserves if the central government achieves a fiscal surplus, and the assets can be drawn out in the opposite scenario, while Chile’s CSF stabilizes only a particular form of income  - fiscal revenues from the changes in copper receipts.

Abstracting from the comparative analysis of different stabilization schemes, I’d like to focus on the main issues that the government should consider in establishing a transparent stabilization system to insulate against the fluctuations of world prices:

1. As the volatility of world commodity prices is high, and the negative shocks can be very persistent, precautionary savings should be higher. Taking into consideration income uncertainty, the government should use conservative price forecasts adjusted for the degree of uncertainty as a reference value. For example, Norway bases its long-term fiscal policy on $13/barrel, that is approximately equal to the medium-term trend minus the standard deviation of monthly changes in oil prices since the second oil shock. If the price uncertainty seems not to be a big problem in 2001, this could not be the case in the medium term.

2. The scheme should take into account the available resources in the Fund; otherwise it could be depleted during a prolonged period of declining oil prices. Moreover, as the government chose to stabilize only natural resource income, rather than taking an overall net fiscal position, there should be a mechanism to deal with possibility of a widening of the non-oil deficit. Thus, the government should incorporate a threshold on drawing resources from Fund. 
3. There should be no discretion in defining the list of enterprises and conditions under which the government can use the assets accumulated in the Fund. Especially, if a negative shock occurs, there can be a temptation to relax the restrictions on fiscal expenditures. The current scheme doesn’t allow ruling out this possibility completely.  Moreover, the kind of projects for which Fund assets can be used and whether they will be different from those that are supposed to be financed by the State Development Bank
, is not clearly stated. 

4. So far this scheme is supposed primarily to deal with world price fluctuations. But in the medium term, when exploration of the new Caspian oil field will begin, the revenue will be dependant not only on the price, but also on the volume of exploration. This will require development of a clear system of increased permanent income absorption and its intergenerational redistribution. A scheme based on the accumulation of a certain percentage share of total oil receipts will be appropriate in the longer term. 

In this respect as Engel and Valdes (2000), point out:

“It is also possible to design simultaneous stabilization funds, each one representing different saving motives. … one could implement intergenerational distribution fund, a precautionary saving fund, and an adjustment cost fund. Each fund could obey its specific saving rule facilitating transparency.”    

The Current Account Balance

So far there should be no serious concern about widening the non-oil current account deficit, as it is easily covered by the oil trade surplus. Basically, it is determined by the demand for imports of the capital and intermediate goods necessary to expand the production capacities, which grew faster than the demand for consumer imports. According to official estimates, in order to achieve the targeted level of oil production (110 million ton) in 2010, investment should amount about $25 billion, twice as large as the total FDI inflow in 1993-2000. The capital inflow will inevitably be accompanied by increases in investment goods imports. 

Furthermore, the non-oil deficit of goods and services is reduced from 13% to 5% of GDP in 2000 when adjusted for net FDI inflow. 

Supply Side Reforms

Supply side reforms should be designed to enable the non-oil tradables sector to be profitable enough to compete with foreign rivals and with booming sectors on the domestic factor markets. 

The necessary policy for this is the creation of an environment that will stimulate wider participation of the domestic economy in oil-related economic activity. The higher the contribution of domestic industries (machinery, chemicals, etc.) in oil and metals production, the more the traditionally “Lagging” sectors could benefit from the boom and positive price shocks.

One of the important pillars of the policy is the implementation of a products certification system, according to the international standards, the absence of which is the main foreign investors argument why they are reluctant to purchase the domestic imports competing products.

Second, a policy to liberalize the services sector, especially transport and communication, aimed at making the market less monopolized, will help to restrain future nontradables price increase if the “Dutch Disease” effects become more obvious.   

� As the period of available data is limited the result of the regression should be interpreted with caution.


� All the data are as of May 2001.


� The Bank have been created on the basis of former ExImpBank (Export-Import Bank) of Kazakhstan





