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DEPENDENCE ON NEIGHBORS AND EFFECTIVE REGIONAL COOPERATION 
I.
Introduction

1.
The paper is intended to: (i) give an overview of the regional cooperation issues that have an impact on the economic development of the Kyrgyz Republic; (ii) outline the main goals of the country’s regional cooperation policy; (iii) summaries major analytical and advisory assistance provided by the international financial institutions; and (iv) propose possible interventions to promote economic cooperation of the Kyrgyz Republic with the major regional partners.       
II.
The Importance of Effective Regional Economic Cooperation
2.
The Kyrgyz Republic is located in the heart of Central Asia and surrounded by Kazakhstan, Uzbekistan, Tajikistan and PRC. It is one of the countries of the Great Silk Road and together with Uzbekistan and Tajikistan shares the Fergana Valley.  

3.
As a small, land-locked country, good political and economic relationships with its neighbors are vital for the Kyrgyz Republic.  However, a combination of internal and external impediments to trade, and a sensitive geo-political context, have impeded the country’s development and frustrated full transition to a more diversified, market-based economy.  The benefits of membership in the WTO have been undermined to some extent by these factors.  Regional cooperation with neighboring countries, including those beyond its borders, notably Afghanistan, Pakistan, and the Russian Federation, is critical to resolving many of the impediments to growth of the economy.  Strengthened relations within the region will help create a positive investment climate and facilitate trade, tourism, business enterprise and other developments essential for creating productive employment and reducing poverty.  In turn, the Kyrgyz Republic’s partnership in this endeavor will encourage domestic reforms, themselves a means for improving the performance of the economy and the livelihoods of the people.  In short, regional cooperation is fundamental to achieving poverty reduction goals of the country.   

4.
The republic’s intricate geography, its economic dependence on export of hydropower resources, and its lack of oil and gas in contrast to Kazakhstan and Uzbekistan, yet further underscores the importance of effective regional economic cooperation.  Further, access to markets in and outside the region frequently requires trans-border access.  
5.
The highly integrated economy of Central Asia during the Soviet period is slowly starting to re-emerge, after being fractured by national borders and policies designed to strengthen national identities.  But the pace of re-integration is slow and needs to be accelerated.  The Kyrgyz Republic has been at the forefront of liberalization and reform, while some other Central Asian countries have chosen a more cautious approach.  The Russian Federation and PRC play leading roles in helping to reassemble diverse interests, but each country of the region – including the Kyrgyz Republic – must determine how best to embrace the imperatives of regionalism and globalization.    

6.
The Kyrgyz Republic is an active member of the following regional organizations: 1) Eurasian Economic Community/Central Asian Cooperation Organization, 2), Shanghai Cooperation Organization, 3) Organization for Economic Cooperation, 4) Commonwealth of Independent States (CIS), and 5) Central Asian Regional Economic Cooperation (CAREC). A wide range of issues are addressed in these forums, including regional security, trade and transport facilitation, the water/energy nexus, migrant worker issues, environmental protection and disaster preparedness, and drug trafficking. Nevertheless, the countries of the region, including the Kyrgyz Republic, have not benefited much from numerous regional agreements, aimed at increasing regional cooperation and economic integration under the framework of these regional organizations.  
III.
Essential Elements for Cooperation 

Trade Facilitation
7.
Since independence in 1991, the country has been developing extensive economic and trade relations with its neighbors and the Russian Federation. The Russian Federation, Kazakhstan, Uzbekistan and PRC are the main destinations for Kyrgyz exports and sources of imports. In 2004, almost 40% of Kyrgyz exports were to these countries, mainly in the form of construction materials, textiles, agriculture and food products, and energy (electricity).  In recognition of the importance of trade (exports account for 40 percent of GDP), facilitation of trade and transit, and the establishment of effective transport and energy networks, are the main focus of the country’s regional economic policy. 

8.
Although the Kyrgyz Republic has a liberal trade policy, difficulties with border crossing, customs clearance, and unofficial charges make trade with neighboring countries, and transit trade to more distant markets, difficult and undermine the competitiveness of Kyrgyz exports. In order to alleviate the impediments associated with border crossing and facilitate trade and transit the Kyrgyz Republic and Kazakhstan decided to establish joint “one stop shop” border posts Akjol and Aktilek, which will combine customs, border and transport authorities of both countries in one border post.   
9.
Kazakhstan is the Kyrgyz Republic’s most important regional partner. In order to access Russian and European markets, Kyrgyz exports have to pass through the territory of Kazakhstan. After the Russian Federation, Kazakhstan is the Kyrgyz Republic’s second largest trading partner among the CIS countries; in 2004, it accounted for almost 27% of total Kyrgyz trade. Exports to Kazakhstan are primarily diary products, construction materials and electricity, while imports are primarily agricultural products and mineral resources, including coal and oil. Recent bilateral agreements between the two countries have led to a substantial reduction in official payments, and have facilitated transit trade by allowing Kyrgyz trucks movement through the territory of Kazakhstan; unofficial payments, however, remain a problem.   

10.
Access to the Uzbek market is limited, mainly due to the high import tariffs imposed by the Uzbek Government. In 2004, only 2% of Kyrgyz exports were to Uzbekistan; these limited exports were mostly in the form of construction materials and some electrical and car components. Uzbek authorities also restrict their own exports to the Kyrgyz Republic (except gas), although agricultural products can be easily purchased in Kyrgyz markets.  Unofficial trade between the two countries is believed to be considerable. 

11.
The Kyrgyz Republic has relatively free trade links with the People’s Republic of China (PRC). China’s WTO membership has resulted in lower import tariffs and opened opportunities for Kyrgyz goods to enter Chinese markets. Nevertheless, trade volume between the Kyrgyz Republic and PRC is still small, mainly due to the lack of reliable transportation links between the two countries. A single road that connects the southern part of the country with Xinjian Uigur Autonomous Region of PRC is in a very poor condition and has limited operation in the winter season. 
12.
In 2004, trade with the Russian Federation accounted for almost 20% of Kyrgyz exports and for more than 30% of its imports. The Kyrgyz Republic exports mainly textile, cotton, electricity, construction materials, and imports mineral resources, chemical and food products. Increasing demand in the Russian Federation for cheap Kyrgyz products require urgent measures to settle transit and transport problems with transit countries. 
13.
Bilateral and transit trade barriers, both official and unofficial, seriously impact the country’s export potential, both regionally and with global markets. Creation of a favorable trade regime in the region is vital.  Priorities include simplification of the cross-border transit of goods and services, and unification and simplification of customs legislation and procedures.   

Transport Network
14.
The Kyrgyz Republic has a relatively poor transport network, reflecting lack of maintenance and lack of efficient connections to major transport corridors. In the north of the country Kyrgyz goods are transported by trucks and railway through the territory of Kazakhstan and further to other CIS countries. In the south, exporters use the Bishkek-Torugat or Osh-Sarytash-Irkeshtam roads to reach the Chinese border. Rehabilitation and upgrading of the Bishkek-Almaty highway is nearing completion, while southern roads to China require a significant upgrading as they are not suitable for heavy trucks. The Kyrgyz Republic considers upgrading of the Osh-Sarytash-Irkeshtam and Bishkek-Torugart roads, and construction of Uzbekistan-Kyrgyz Republic-PRC railway as priority projects, so as to more effectively link the country with the major southern markets.

15.
Better maintenance of the railway and road systems in Kyrgyz Republic is urgently needed.  In addition, conditional on affordability, development of and linkage to international transport corridors (both road and rail), should be one of the key objectives of the Government.  

Energy and Water Sharing
16.
The energy sector is one of the most important sectors of the Kyrgyz economy, as there is very substantial potential to increase exports of hydroelectricity to markets within and outside the Central Asian region. According to estimates, the country is currently harnessing only 10% of its hydroelectric potential. In addition, there is a fairly well developed electricity transmission and distribution network in the Kyrgyz Republic; access to electricity is almost complete within Kyrgyz Republic, and the transmission and distribution system regionally is extensive.  However, depreciation of assets due to tariff and collection problems, poor maintenance and management weaknesses affect both domestic and external development opportunities.  Despite vast hydroelectricity potential and developed energy infrastructure, the country is still very dependent on imported fossil fuel for domestic thermal generation.  Traditionally, coal, gasoline and kerosene have been imported from Kazakhstan and natural gas from Uzbekistan, in exchange for summer supplies of hydroelectricity associated with releases of water for irrigation purposes in downstream Kazakhstan and Uzbekistan. 

17.
Barter agreements concerning hydroelectricity and water for coal and gas have served the neighboring countries for some time but in the last few years these agreements have faltered, leading to serious energy interruptions and sub-optimal water management.  For the Kyrgyz Republic, these agreements failed to ensure that side payments were reliable and adequate. In regional water and energy meetings, the Kyrgyz Republic has endeavored to convince downstream countries to provide compensation for the operating and maintenance costs of its hydropower facilities that also can serve as storage for irrigation water much needed by Kazakhstan and Uzbekistan. 

18.
In order to increase hydroelectricity exports to the region and beyond, the Government of the Kyrgyz Republic is negotiating with potential private investors financing for construction of the Kambarata Hydro Power Stations; their completion would enable the export of sufficient volumes of hydroelectricity to neighboring countries, and to Pakistan and Afghanistan. 

19.
Another potential regional hydroelectricity project is construction of a transmission line in the south, connecting to the North-South Transmission line in Tajikistan, which is being planned to supply electricity from Central Asia to Afghanistan and Pakistan.   

20.
Over the past two years, the Kyrgyz Republic has reached annual agreements to supply electricity to the Russian Federation in summer-autumn through the territory of Kazakhstan. In order to ensure sustainability of electricity supply to the Russian Federation, the Government of the Kyrgyz Republic has to secure appropriate and effective transmission arrangements with Kazakhstan.  It also needs to negotiate a better price for the electricity being sold to the Russian Federation. Third party assistance by multilateral financial institutions may be helpful in this regard, in terms of negotiations with both Kazakhstan on transmission fees and with the Russian Federation on electricity prices, and expending other market options. 

21.
Effective trans-boundary cooperation in water resources between the upstream Kyrgyz Republic and downstream Uzbekistan and Kazakhstan requires intensive negotiations, so as to convince the latter to provide adequate compensation for operation and maintenance of water services provided by the Kyrgyz Republic. The attempts to divide the responsibilities for maintenance of water facilities on Chui and Talas rivers, which located on the Kyrgyz Republic and supply irrigation water to neighboring Kazakhstan,  resulted in signing a bilateral agreement that provided financing of maintenance costs from Kazakhstan. Nevertheless, the analytical and advisory assistance from international financial institutions in facilitating bilateral negotiations and estimating the amount of compensation for the maintenance and operation of the shared water facilities is required. 
22.
The main focus of the country’s regional energy policy is promotion of electricity exports and provision of adequate supplies of natural gas and coal from Uzbekistan and Kazakhstan. In order to attract private investment in the hydropower sector, the Kyrgyz Republic must strengthen the performance of the energy sector.  Reforms include setting tariffs to more effectively cover the costs of generation, transmission and distribution, and greatly improving collection rates.  

Labor Migration 
23.
According to the International Organization for Migration, some 300,000 and 50,000 migrant workers from the Kyrgyz Republic are employed in the Russian Federation and in Kazakhstan, respectively.  (According to mass media reports, the numbers are much higher;  400 - 700,000 in Russia and 70,000 in Kazakhstan.) Non-official estimates show remittances from the migrant workers to the Kyrgyz Republic amount to about 27% of GDP; this is clearly a very important source of income for the country. 

24.
Protection of rights and interests of migrant workers is critical, and subject to current bilateral negotiations with Kazakhstan and the Russian Federation.  The transfer of remittances safely back to the country (through the banking sector) must also be improved, so that remittances become more part of the formal economy and used for productive and investment purposes. 

Environment Preservation
25.
The legacy of Soviet military activity left deposits of uranium tailings in the Kyrgyz Republic. They are stored in very poor conditions and are sensitive to land slides, floods and other natural disasters. In order to more securely store the tailings, the Kyrgyz Republic must address this issue jointly with other Central Asian states.  

26.
Better protection of the environment will have many benefits, including development of eco-tourism.  A second phase of the Tien Shan biodiversity project could include focus on the potential for eco-tourism.

IV.
Analytical and Advisory Activities 
27.
A number of reports and publications related to regional economic cooperation in Central Asia have been prepared over the past ten years period by development agencies. These reports focus on the status of regional cooperation and analysis of specific problems in key sectors – including trade policy, trade facilitation and customs modernization, the energy/water nexus, electricity export potential, development of the transportation network, and the environment. In December 2005, UNDP published the Central Asia Human Development Report, which analyses major constraints to regional cooperation, describes the benefits of cooperation and the costs of non-cooperation, and proposes many recommendations for Governments, regional organizations and the donor community on ways to improve regional cooperation for human development and human security.   

V.
Possible Interventions for International Financial Institutions (IFIs)
28.
IFIs should expand their support for regional cooperation activities in Central Asia that aimed at promotion of bilateral and regional projects in transport, energy, water sharing, trade facilitation and other areas (e.g., tourism, the environment, agriculture and human resource development). IFIs may also assist the country in attracting private investment for regionally-oriented projects.  

29.
The assistance is needed to analyze and demonstrate the benefits of regional cooperation for the countries of the region, and constraints and risks of non-cooperation for the various regional projects. This is particularly important for the Kyrgyz Republic as it would help to solve bilateral and regional trade, transit, migration issues, and the water/energy nexus issues.
30.
Advisory support is required to develop a strategy for broader regional cooperation from the Kyrgyz Republic’s point of view, identifying the costs and benefits from cooperation for the economic and social development of the country.

31.
IFIs may assist the Government in reviewing national policies, legislation and regulative procedures with the aim to facilitate regional cooperation and in achieving beneficial bilateral agreements that promote economic cooperation with other Central Asian states.

32.
IFIs may assist the private sector in promoting export and getting access to regional markets.  
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