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COUNTRY STUDY PUBLISH ED BY TH E INTERNATIONAL POVERTY CENTRE

A PROPOSED STRATEGY FOR GROW TH , EM PLOYM EN T
AN D POV ERTY REDU C TION IN U ZB EK ISTAN ∗

Terry McKinley ∗∗ and John W eeks ∗∗∗

This Country Study provides an outline of a Strategy for G row th, Em ploym ent and Poverty
Reduction in Uzbekistan. It recom m ends that the country seek to achieve a six per cent trend
rate of econom ic grow th based on increases in dom estic public and private investm ent,
instead of relying, as it currently does, on external dem and for prim ary com m odities. It also
recom m ends m easures to increase the em ploym ent intensity of grow th and reduce inequality
so that the country’s pattern of grow th could becom e broad-based and inclusive. In order to
achieve these goals, the study calls for m ore expansionary fiscalpolicies, focused on increasing
public investm ent; m oderately m ore accom m odating m onetary policies, designed to m aintain
positive but low realrates of return to stim ulate private investm ent; and a m anaged exchange
rate, targeted to boost the country’s internationalcom petitiveness and diversify its econom y.
The study notes that Uzbekistan does not lack savings; w hat it lacks are the m eans to m obilize
its am ple but underutilized private dom estic savings. For m obilizing such savings and
directing it to productive private investm ent, the study recom m ends an industrial policy,
w hich could deploy various m easures, such as tax and subsidy instrum ents, directed
com m ercial credit and public-sector m atching funds for private investm ent. The study
recom m ends that an investm ent bank, based on joint public-private ow nership, should
spearhead industrial policy. Directing resources from capital-intensive sectors, form erly
favoured by the governm ent’s im port-substitution policies, to internationally com petitive
em ploym ent-intensive sectors w ould be part ofsuch an industrialpolicy, especially in order to
enhance productive em ploym ent. The study favours supplem enting such m easures, w hich
prom ote grow th and em ploym ent, w ith m ore poverty-focused policies and program m es, such
as an enlarged, rural-focused public w orks schem e, doubling public investm ent in agriculture
and providing sm allfarm ers w ith greater access to land, other productive resources and credit.
∗
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The study also calls for strengthening the country’s social policies, education and health in
particular, and its system of socialprotection. For health, it em phasizes strengthening prim ary
health care and, for education, it stresses ensuring a full12-year cycle of secondary education,
including professionaland vocationaleducation. It also calls for im proving the efficiency and
equity of the country’s com m unity-based mahalla system of social protection, w hich it
believes has functioned fairly w ellduring the transition period.

1 IN TRODU CTION
This Country Study sum m arizes and develops the m ajor findings and policy conclusions ofthe
generalreport, A Proposed Strategy forG row th,Employmentand Poverty Reduction in U zbekistan:
an InputReportinto the W elfare ImprovementStrategy (McKinley 2007).This report w as
produced in 2007 by a team ofinternationaland nationalconsultants supported by the Centre
for Econom ic Research and the UNDP Country Office in Uzbekistan and the International
Poverty Centre in Brasilia. The report w as presented to the Ministry ofEconom y ofUzbekistan
as an ‘input’into the governm ent’s form ulation ofa new W elfare Im provem ent Strategy.
The Input Report provides recom m endations to Uzbek policym akers for a broad-based
W elfare Im provem ent Strategy concentrating on achieving ‘G row th, Em ploym ent and Poverty
Reduction’. The G overnm ent ofUzbekistan has planned to utilize its new W elfare
Im provem ent Strategy as the basis for a Poverty Reduction Strategy Paper, to be subm itted to
the W orld Bank and the InternationalMonetary Fund.
The Input Report has benefited from the contributions ofan earlier UNDP-supported
report to the G overnm ent ofUzbekistan, “G row th and Poverty Reduction in Uzbekistan in the
Next Decade” <http://w w w .undp-povertycentre.org>, published in Septem ber 2003 (Cornia
2003). This report w as com m issioned by the Poverty G roup ofthe Bureau for Developm ent
Policy and produced by a team ofinternationaland nationalconsultants organized by Terry
McKinley and led by G iovanniAndrea Cornia. The Centre for Econom ic Research and the UNDP
Country Office w ere the nationalsupporters ofthis report.
This Country Study is organized to address severalm ajor interrelated issues for the
country’s nationalstrategy. The next section, on Econom ic Perform ance, review s trends in
grow th, inequality and poverty since the country’s independence. Based on this review , it
favours a W elfare Im provem ent Strategy that targets a realistic and sustainable rate of
econom ic grow th based on expanded dom estic investm ent com bined w ith explicit efforts to
reduce inequality, w hich w illm ake the pattern ofgrow th m ore equitable in its im pact.
The third section, on M acroeconom ic Policies, offers m ajor recom m endations on
im plem enting m ore expansionary fiscalpolicies, m oderately m ore accom m odating m onetary
policies and active m anagem ent ofthe exchange rate in order to foster the country’s
internationalcom petitiveness. These recom m endations are m eant to support a m oderately
high rate ofeconom ic grow th based on both dom estic as w ellas externaldem and.
The fourth section, on StructuralPolicies, covers tw o areas: Policies to Prom ote
Investm ent and Savings, and G row th-Prom oting IndustrialPolicies.
The subsection on Investm ent and Savings recom m ends a significant increase in
Uzbekistan’s investm ent/G DP ratio based on m ore effective m obilization ofthe large
untapped poolofprivate saving. It favours a leading role for public investm ent, particularly in
order to stim ulate faster grow th ofprivate investm ent. Based on assum ptions about feasible
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investm ent ratios and capital-output ratios, the section recom m ends sustaining a six per cent
long-term rate ofeconom ic grow th. Calculating such a rate does not assum e that the current
favourable externaldem and for Uzbekistan’s prim ary com m odities w illcontinue indefinitely.
The second part ofthe fourth section covers IndustrialPolicies, w hich are integrated
w ith an expansionary m acroeconom ic fram ew ork and include various m easures: a ‘crow dingin’strategy, channelling resources to priority sectors, a tacticaluse oftax and subsidies and of
com m ercialcredit to prom ote certain sectors, a use ofpublic-sector m atching funds for
private-sector investm ent projects and the design ofm echanism s to channelprivate savings
into investm ent.
The fifth section focuses on generating B road-Based Em ploym ent. This involves
fostering a m ore em ploym ent-intensive pattern ofgrow th by re-allocating resources aw ay
from m ore capital-intensive sectors ofthe econom y and tow ards m ore internationally
com petitive em ploym ent-intensive sectors. This w ould involve various m easures, such as
those identified for IndustrialPolicy, to create a bias in favour oftradable com m odities. The
section also offers recom m endations on supply-side m easures to enhance em ploym ent and
on poverty-focused program m es, such as an enlarged public-w orks schem e.
The sixth section deals specifically w ith focusing resources on Poverty Reduction in
order to ensure that grow th and em ploym ent generation benefit poor households, particularly
in ruralareas, w here m ost ofthe poverty in Uzbekistan is concentrated. The em phasis ofthe
section is on im proving the access ofpoor households to socialand econom ic opportunities,
such as health care, education, skilldevelopm ent and productive resources.
As part ofthe focus on poverty, the seventh section concentrates on the reform of
Agriculture and Land Tenure relations. The section favours continuing the system ofleasehold
rights to land. It recom m ends balancing the state’s favourable treatm ent ofprivate capitalist
farm ers w ith m ore attention to enhancing the econom ic opportunities ofsm alldekhan farm ers,
such as through providing them w ith greateraccess to land, credit and infrastructure. Such
m easures w ould not involve a trade-offw ith grow th ruralincom es since dekhan farm ing is m ore
productive than eitherlargercapitalist farm s orthe shirkats. The section also favours putting a
priority on stim ulating em ploym ent in ruralnonfarm enterprises.
The eighth section, on H um an Developm ent and SocialProtection, provides
recom m endations on im proving health, education and socialprotection in Uzbekistan
as a com plem ent to m easures to boost econom ic grow th and broad-based em ploym ent.
Recom m endations include providing a m inim um package ofhealth services and a full12-year
cycle ofsecondary education and im proving the efficiency and equity ofthe mahalla system of
socialassistance.
The Country Study ends w ith Concluding Rem arks, w hich sum m arize the general
strategic directions that it has outlined.

2 ECON OM IC PERFORM AN C E, 1991-2006
The 2003 UNDP-supported report (Cornia 2003) noted that, like other transition countries
in Europe and CentralAsia, Uzbekistan suffered a severe econom ic decline im m ediately
after independence. For a m eaningfulcom parison of perform ance across these countries,
one m ust distinguish betw een the CentralEuropean countries and the form er Soviet
Republics, w hich include Uzbekistan.
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The CentralEuropean countries w ere considerably m ore developed; indeed, the form er
G erm an Dem ocratic Republic and w hat is now the Czech Republic w ere m ore industrialized
than the Soviet Union at the end ofW orld W ar II. Severalofthe CentralEuropean countries,
especially H ungary, Poland and Rom ania, had substantialtrade w ith non-socialist countries.
This reduced the shock induced by the rapid opening oftheir econom ies.
These states had the form alinstitutions ofindependent countries—for exam ple,
m inistries to m anage internationaltrade and fiscalpolicy. By contrast, the form er Soviet
Republics had little or no trade outside COMECON and had governm ent institutions that w ere
not suited to independent states.
W hile Uzbekistan’s decline w as greater than that ofthe CentralEuropean countries, it w as
significantly less than that ofother form er Soviet Republics. This is illustrated in Table 1 and
Figure 1. During the early 1990s, the decline ofthe Baltic states averaged alm ost 12 per cent
per annum , and that for the other form er Soviet Republics over 15 per cent. Ifone excludes the
petroleum exporters, the decline ofthe latter group w as m ore than 16 per cent. By
com parison, Uzbekistan’s econom y contracted at less than seven per cent per annum .
After the years im m ediately follow ing independence, the Baltic states recovered on the
basis ofcapitalinflow s from W estern Europe, but the form er Soviet Republics stagnated.
During 1995-1999, the grow th ofUzbekistan w as again above the average for the non-Baltic
republics, although low at about one per cent per annum .
TABLE 1

Com parative Econom ic Perform ance of U zbekistan, GDP Grow th per annum , 1991 – 2006
Countries
Central Europe
Baltic states
Other Soviet Republics
Other Soviet Republics*
Uzbekistan

1991-94

1995-99

2000-06

1991-06

-3.3
-11.7
-15.4
-16.3
-6.8

3.2
4.8
.2
.1
1.1

4.5
8.0
9.2
8.3
5.1

2.1
2.1
.3
-.4
.9

Notes: CentralEurope: Bulgaria, Croatia, Czech Republic, H ungary, Poland, Rom ania, Slovak Republic and Slovenia.
Baltic states: Estonia, Latvia and Lithuania.
Other Soviet Republics: Fourteen form er Soviet Republics in Eastern Europe and CentralAsia.
Other Soviet Republics*: The previous category excluding the m ajor petroleum exporters
(Russia, Azerbaijan and Kazakhstan).
Source: EBRD 2007.

The 2003 UNDP-supported report on Uzbekistan, m entioned above, attributed the
relatively less disastrous perform ance ofthe country partly to the governm ent’s avoidance ofa
hasty liberalization ofthe econom y. Specifically, it dem onstrated that the im port-substitution
trade regim e prevented the collapse ofdom estic agriculture and m anufacturing, w hich w as
a w idespread occurrence in other form er Soviet Republics (Cornia 2003). Also, there w as an
exchange-rate regim e, w hich com plem ented the regulation of trade, w hich m inim ized
capitalflight.
But the 2003 report also stressed that the policies that had sustained the econom y during
the earlier crisis decade w ould not be adequate to foster rapid and sustainable grow th in the
2000s. Table 1 confirm s the validity ofthis argum ent. During 2000-2006, grow th in Uzbekistan,
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w hile respectable (i.e., about five per cent), w as w ellbelow the average (8-9 per cent) ofthe
other form er Soviet republics, w hether or not one includes the petroleum exporters (Table 1).
In sum m ary, the post-independence grow th ofUzbekistan w as considerably better than
that for sim ilar form er Soviet Republics. H ow ever, in the 2000s its relative perform ance has
declined even as its absolute grow th rates have risen. These trends suggest an untapped
potentialfor achieving faster trend rates ofgrow th. Also, ifm ore broadly based, such grow th
could bring dram atic gains in em ploym ent and poverty reduction.
FIG URE 1

Com parative Econom ic Perform ance of U zbekistan, GDP Grow th, 1991 – 2006
15
10
5
0
2006

2005

2004

2003

2002

2001

2000

Central Europe 4.5

-15

Baltics 8.0

-20

Others 9.0

-25

1999

1998

1997

1996

1995

1994

1993

1992

-10

1991

-5

Uzbekistan 5.1

Note: numbers
in legend are growth
rates 2000-06

-30

Related to the need to achieve sustainable grow th, a long-term challenge for Uzbekistan
is to diversify its econom y and, in particular, diversity its exports aw ay from a heavy reliance on
prim ary com m odities. Exports are dom inated by cotton, energy and gold: together they have
accounted for alm ost tw o thirds ofthe total. Current rates ofgrow th are based on rising
externaldem and for such com m odities.
As an exam ple ofthe problem , the m ining sector, w hich is im portant to the Uzbek
econom y, has negligible linkages w ith other sectors and generates few jobs. Clearly, such
prim ary com m odities are a narrow —and unreliable—base on w hich to generate a long-term
sustainable grow th process.

2.1 CURRENT PATTERNS OF G ROW TH , INEQ UALITY AND POVERTY
To the extent that is feasible, the governm ent ofUzbekistan should strive to stim ulate a m ore
broad-based pattern ofgrow th. Not only w ould such a pattern be m ore sustainable but also it
w ould help create m ore em ploym ent and be m ore equitable in its im pact.
During 2001-2005, Uzbekistan achieved an average grow th rate of5.7 per cent w hile, at
the sam e tim e, the proportion ofthe population in extrem e incom e poverty decreased slow ly,
from 27.5 percent to 25.8 percent (Table 2). W hile poverty decreased from 22.5 percent to 18.3
percent in urban areas, it rem ained virtually unchanged in ruralareas, at about 30 percent.
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This dem onstrates that the benefits ofgrow th w ere bypassing the ruralpopulation.
Correcting this problem is criticalto Uzbekistan’s MDG target ofhalving extrem e incom e
poverty by 2015. H alving poverty w ould im ply reducing the headcount ratio from 27.5 per
cent to about 14 per cent.
Since incom e increased by about 25 per cent during 2001-2005 w hile extrem e incom e
poverty decreased by only eight per cent, the elasticity ofpoverty w ith respect to national
incom e w as only 0.32. Ifeconom ic grow th w ere m aintained at the sam e rate of5.7 per cent
over the w hole period 2001-2015, halving extrem e incom e poverty could not be achieved
w ithout im proving the poverty elasticity ofgrow th (nam ely, w ithout enhancing equity in the
pattern ofgrow th). This elasticity w ould have to be increased by at least 44 per cent, to 0.46,
for the MDG target to be achieved.
TABLE 2

Poverty H eadcount 2001 – 2005 (Per cent)
2001
National
Urban
Rural

2002

2003

2004

2005

27.5

26.5

27.2

26.1

25.8

22.5
30.5

21.8
29.4

22.0
28.7

18.8
30.3

18.3
30.0

Source: H BS (see McKinley 2007 for details).

Such an im provem ent w ould involve m aking econom ic grow th m uch m ore broad-based
and undertaking explicit m easures to reduce incom e inequality. The m odest but feasible goalof
decreasing the G inicoefficient ofincom e inequality from 0.45, w hich is recorded in 2005, to 0.40
by 2015—nam ely, by about 11 percent—w ould help Uzbekistan reach the target ofhalving
extrem e incom e poverty. This w ould signify that poorerhouseholds, especially in ruralareas, had
im proved theiraccess to the expanding opportunities to generate incom e. Im proving conditions
in ruralareas is key not only to low ering inequality but also to reducing poverty.
The reduction ofinequality is particularly im portant for Uzbekistan because its m easure of
incom e poverty, w hich is based on a food poverty line, captures m ainly the extrem ely poor,
w hose incom es are often not very responsive to econom ic grow th alone. They lack the skills,
education, assets and resources to take advantage ofeconom ic opportunities. Universalizing
the coverage ofsocialpolicies can solve part ofthis problem but econom ic program m es
explicitly focused on poverty, such as sm all-scale public w orks in ruralareas or enlarging the
plots ofdekhan farm ers, w ould have to com plem ent such policies.
The alternative for Uzbekistan is to m aintain a m uch higher average rate ofeconom ic
grow th over the w hole period 2001-2015. For exam ple, ifthe econom y w ere able to m aintain
an average ofa seven per cent rate ofgrow th (such as it has in recent years), incom e w ould
increase by over 150 per cent. Ifthe elasticity ofpoverty w ith respect to nationalincom e w ould
rem ain the sam e as it is currently, nam ely, about 0.30, then extrem e incom e poverty w ould
decrease by 50 per cent, as targeted.
But this approach is a strategy entailing significant risks, particularly since the country’s
current high rate ofeconom ic grow th is heavily dependent on favourable externalconditions,
over w hich the country has virtually no control. Even the assum ption ofa constant elasticity of
0.30 is likely to be optim istic since as extrem e incom e poverty is reduced, the rem aining
households that are in deep poverty becom e increasingly m ore difficult to reach w ith just
generalized increases in grow th.
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3 M ACROECON OM IC POLICIES
To achieve a m ore rapid rate ofeconom ic grow th, at least three m ajor changes are required:
1) Im plem enting m ore expansionary m acroeconom ic policies, 2) achieving a substantially
higher investm ent share in G DP, and 3) using industrialpolicy to channelresources to the
sectors w ith greatest grow th and em ploym ent potential. This section deals w ith the
m acroeconom ic regim e w hile Section IV deals w ith issues ofinvestm ent and savings, and
industrialpolicy.
The strong externaldem and for prim ary com m odities, w hich has driven Uzbekistan’s
export perform ance since 2000, needs to be com plem ented by an expansionary fiscalpolicy,
w hich w ould require, in turn, a m ore accom m odating m onetary regim e. To be successful, such
an orientation w ould have to be com bined w ith exchange-rate m anagem ent.
To generate sustained grow th ofcapacity as w ellas expanding dom estic dem and, fiscal
policy should be driven by public investm ent. Boosting public investm ent w ould contribute to
increasing the share ofinvestm ent in G DP, w ith the goalofm oving it from its current
inadequate levelofabout 20 per cent ofG DP to 25 per cent. Such a levelcould reasonably be
expected to sustain a six per cent rate ofgrow th (as w e w illdem onstrate later in this study).
But fiscalpolicies in Uzbekistan have not been sufficiently expansionary. It is
acknow ledged that after the large budget deficits ofthe early and m iddle 1990s, fiscal
adjustm ent w as necessary. As a result, during 2000-2006, the public budget w as alm ost in
balance, w ith a slight positive balance across the seven years (see Table 3). This slight surplus
should not, how ever, be seen as a positive indicator; on the contrary, it is evidence ofa serious
fiscalconstraint on the econom y.
TABLE 3

M acroeconom ic Indicators for U zbekistan, 2000 – 2006
Item/year
Per cent change
GDP Growth
GDP Deflator
Per cent of GDP
Consolidated. Budget Revenues
Consolidated. Budget Deficit
Gross Savings
Fixed Capital Expenditure
External sector
Exchange Rate, year end, Soum/$
Inflation adjusted*
Exports of Goods and Services, mil.$
Imports of Goods and Services, mil $

2000

2001

2002

2003

2004

2005

2006

3.8
47.3

4.2
45.2

4.0
45.5

4.2
26.8

7.7
15.9

7.0
16.0

7.2
20.3

37.1
0.8
19.4
21.4

34.6
0.9
20.0
24.2

33.3
0.8
22.4
19.4

32.7
-0.2
26.9
19.3

30.8
0.4
31.9
20.2

32.0
0.6
23.7
19.8

32.5
-1.5
33.1
20.3

325
100
3265
2947

688
146
3170
3137

970
141
2988
2712

980
113
3725
2964

1058
105
4853
3816

1180
101
5409
4091

1280
91
6058
4390

Source: State Statistics Com m ittee.

The nearly balanced budget has run contrary to sound m acroeconom ic policy for tw o
m ajor reasons. The first relates to w hat is know n as ‘fiscaldrag’, w hich occurs w hen a
governm ent runs a balanced budget under conditions ofexcess capacity in the private sector.
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Because tax revenues generally rise as output increases, a balanced budget that is
accom panied by excess capacity im plies that the governm ent is running a structural surplus as
the econom y grow s.
H ow ever, the surplus also im plies that dem and, dom estic dem and in particular, is
insufficient to sustain the increased output. Ifthe econom y is to reach its fullcapacity, either
taxes m ust be reduced or public expenditures increased. Fiscaldrag characterized the
econom y ofUzbekistan after 2000. Its rapid grow th w as achieved despite this problem
because ofthe good fortunes conferred by strong export dem and.
The second reason that Uzbekistan has been follow ing unsound m acroeconom ic policies
is that its balanced budget has im plied that the governm ent has been funding public
investm ent out ofcurrent revenue. The difference betw een public investm ent and current
expenditure is that the form er creates an asset that generates a flow ofoutput over m any
years. Part ofthe future output that is generated is received by the governm ent as taxes. If
public investm ents have a positive rate ofreturn, then the taxes that they generate w illcover
the originalcapitalexpenditure used to create the asset.
Therefore, the public sector w ould have potentially paid for its investm ents tw ice, nam ely,
once through current expenditure and tw ice through the future taxes generated by the public
asset. It is for a sim ilar reason that private enterprises fund their investm ents in new plant and
equipm ent by borrow ing on the capitalm arket. The sam e financing principle should be
applied to the public sector.
But financing additionalpublic investm ent is not likely to be consistent w ith the current
conservative m onetary policy oftargeting low CPI inflation rates of3-4 per cent. Such a policy
im plies m aintaining relatively high realrates ofinterest. Abandoning such a restrictive inflation
target w ould allow realinterest rates to be reduced to the levelofthe so-called ‘G olden Rule’,
w hich specifies that non-distortionary long-term rates should be equivalent to the sustainable
grow th rate ofper capita incom e.
The inflation rate, as m easured by the G DP deflator, has been m ore than cut in halfsince
2002 (Table 3). Despite som e increase since 2005, inflation has rem ained w ithin a m oderate
range. As long it rem ains w ithin such a range, it is not likely to have adverse effects on the
econom y. Cross-country em piricalevidence has dem onstrated that Inflation rates (as m easured
by the CPI) ofup to 15 per cent are not likely to be detrim entalto grow th. G reater flexibility on
inflation targets w ould provide the policvy space for significantly expanding public and private
investm ent. Such expansion w ould boost, in turn, the productive capacity ofthe econom y,
enabling aggregate supply to respond, in due course, to rising aggregate dem and.
Abandoning strict inflation-targeting w ould also m ake exchange-rate m anagem ent
feasible. As inflation declined and export grow th increased, there w as an appreciation of
Uzbekistan’s currency after 2002. In m ost countries high nom inaland realinterest rates
exert pressure for currency appreciation by attracting short-term capitalinflow s. G iven the
relatively closed capitalaccount of Uzbekistan, this is unlikely to be an im portant effect of
the current interest-rate policy.
Moreover, the m easures that the centralbank w ould take to arrest pressure for
appreciation, e.g., purchases offoreign exchange, w ould tend to drive nom inalinterest rates
dow n as a result ofthe resulting increase in the dom estic m oney supply. Therefore, a low inflation policy, because it requires strict lim its on the grow th ofthe m oney supply, w ould
contradict effective exchange-rate m anagem ent.
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Since any increase in the dom estic m oney supply w ould tend to drive interest rates dow n,
countering the effort to m aintain a low -inflation target, abandoning such a target w ould free
the centralbank to pursue an integrated m onetary and exchange-rate regim e that w ould be
m ore supportive ofexpansionary fiscalpolicy and rapid and sustained grow th.
Such a package w ould include: 1) low interest rates to foster private investm ent;
2) interventions in the currency m arket to achieve a com petitive, export-diversifying
exchange rate; and 3) increased liquidity to accom m odate fiscalexpansion. Since m anaging
the exchange rate is crucialto fostering greater internationalcom petitiveness, strict inflation
targeting w ould be inconsitent w ith such an objective—especially since it w ould also
underm ine fiscalexpansion.
H ence, the sum m ary ofour recom m endations for m acroeconom ic policies is as follow s:
1.

Expansionary fiscalpolicy, in w hich the overalldeficit approxim ates the share
ofpublic investm ent in G DP;

2.

More accom m odating m onetary policy that m aintains positive but low longterm realrates ofinterest; and

3.

Currency m anagem ent through centralbank interventions focused on
m aintaining a com petitive exchange rate.

4 STRU C TU RAL POLICIES
4.1 POLICIES TO PROMOTE INVESTMENT AND SAVING S
Econom ic grow th in Uzbekistan accelerated in the m id-2000s to seven per cent per annum
and higher, m ainly because ofm ore favourable externalconditions, including higher prices
for its exports ofprim ary com m odities and increased inflow s ofrem ittances from outm igration ofits w orkforce. As a result, the country’s current account surplus reached a very
high 20 per cent ofG DP in 2006. Also, as already m entioned, the governm ent has run budget
surpluses throughout m ost ofthe 2000s (Table 3).
As already discussed, a budget surplus or even a sm alldeficit is not currently a rational
policy for Uzbekistan, given its need for increased investm ent, especially public investm ent,
w hich should be financed from public borrow ing. As w e see below , the nearly balanced
budget plus the large trade surplus have im plied that private saving has considerably
exceeded private investm ent (for such an indication, see Table 3). This excess ofprivate saving
presents an opportunity to both increase overallinvestm ent and enhance the contribution of
the private sector to the grow th process.
The private-sector saving surplus indicates that the problem offinancing grow th in
Uzbekistan is not due to lack ofsaving, but to the failure to mobilize savings for investm ent
purposes. Saving is m ore than adequate to boost investm ent from its current levelofabout 20
per cent ofG DP to the target of25 per cent. Also, because such an increase w ould be funded
out ofavailable saving, it w ould not likely be inflationary. But critically lacking are the
m echanism s to convert savings into productive investm ent—a topic that w e discuss below .
The long-term solution is to restructure and strengthen the country’s banking system but in
the short- to m edium -term , the governm ent w illhave to play an im portant role in m obilizing
nationalsavings.
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The statistics for analyzing investm ent are presented in Tables 4 and 5, and show n
graphically in Figures 2-4. The available sources in Uzbekistan do not report private investm ent
and saving, but these item s can be deduced from the nationalincom e identity by assum ing
inventory change to be zero. By definition,
[private investm ent - private saving]+ [public expenditure - public revenue]
+ [exports - im ports]+ [inventory change]= 0
In sym bols (assum ing inventory change is zero),
[I - S]+ [G - T]+ [X - M]= 0

The three ‘gaps’, the private-sector balance (I – S), the public-sector balance (G – T), and
the external-sector balance on goods and services (X – M), are show n in Figure 2. In a m arketbased econom y, inventory change is a sm allportion ofnationalproduct, and tends to balance
out over tim e; the logic ofsuch assum ption is that inventories cannot decline below zero, and
enterprises that continuously accum ulate unsold goods w illgo bankrupt. Therefore, the
m isestim ates resulting from the assum ption ofzero inventories tend to cancelout one another
over tim e.
FIG URE 2

The Three M acroeconom ic 'Gaps', per cent of GDP, 1995 – 2006
15.0

I-S
G- T

10.0

X-M

5.0
.0
2006

2005

2004

2003

2002

2001

2000

1999

1998

1997

1996

1995

-5.0
-10.0
-15.0

Notes: The calculation of(I-S) assum es that inventory change is zero.
Sources: EBRD 2006 for 1995-1999, and Ministry ofEconom y subsequently.

Dividing through by nationalincom e gives the share ofeach variable. The shares of
exports, im ports, governm ent expenditure and revenue are know n. By accounting logic, this
condition directly im plies the private-sector balance. The totalinvestm ent share is also know n,
as are the shares ofpublic and foreign investm ent. These directly im ply the share ofprivate
investm ent by dom estic agents and the share ofprivate saving. These shares, actualand
calculated, are reported in Table 4.
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TABLE 4

M acro B alances, Saving and Investm ent in U zbekistan, 1995 – 2005 (Shares of GDP)
1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

2005

2006

Macro Balances
I - S (private)

-6.6

-1.7

-1.6

-4.3

-5.1

-4.3

-1.3

-4.1

-7.5

-8.9

-9.9

-9.9

G-T

4.1

7.3

2.2

3.3

2.6

0.8

0.9

0.8

-0.2

0.4

0.6

-1.5

X-M

2.6

-5.6

-.7

1.0

2.5

3.5

.4

3.3

7.7

8.5

9.3

11.4

Saving & investment
Consump/GDP

40.6

48.1

56.9

50.7

55.1

43.8

44.7

45.0

43.0

42.0

40.3

na

Consump/D income

62.2

73.2

81.3

73.6

77.9

68.8

68.5

69.6

65.2

62.5

60.9

na

Private saving

24.7

17.6

13.1

18.2

15.6

19.8

20.5

19.7

23.0

25.3

25.9

na

Gross investment

24.2

23.0

18.9

20.9

17.1

21.4

24.2

19.4

19.3

20.2

19.8

20.3

Private domestic

18.4

15.2

9.9

12.6

9.0

14.7

18.1

14.8

14.8

14.9

14.5

na

FDI

-.3

.7

1.6

1.3

1.5

.8

1.1

.8

.7

1.5

1.5

na

Public

6.1

7.1

7.4

7.0

6.6

5.9

5.0

3.8

3.8

3.8

3.8

na

Other indicators:
GDP growth

-.9

1.6

2.5

3.4

3.7

3.7

4.2

4.1

4.1

5.0

5.7

6.5

Marginal K/Y

na

14.4

7.6

6.2

5.5

5.5

5.1

5.1

5.2

4.5

3.7

3.2

Notes: The public sector balance (G - T) and externalbalance (X - M) are from reported statistics. A positive value
for (G - T) is a budget deficit. G includes current and capitalexpenditure. For the private sector balance (I - S), the
officialstatistics on totalinvestm ent are accepted. G overnm ent ‘centralised investm ents’are from reported data, as
is foreign direct investm ent. Therefore, private dom estic investm ent and private saving (S) are im plied on the
assum ption that inventory change is zero. ‘D Incom e’is disposable incom e and equalto G DP m inus governm ent
revenue. Consum ption (Consum p) is disposable incom e m inus private saving. Note that disposable incom e
includes profits ofprivate enterprises. ‘MarginalK/Y’is the ratio ofgross investm ent to the G DP grow th rate.
Sources: EBRD2006 for 1995-1999, and Ministry ofEconom y subsequently.

Figure 3 show s the com ponents oftotalinvestm ent for 1995-2005. Foreign investm ent
w as oflittle im portance, accounting for about one per cent ofG DP from 1997 onw ards. This
low levelis consistent w ith cross-country evidence that dem onstrates that foreign investm ent
is ofm inor im portance in low -incom e countries w ithout substantialexploitable natural
resources. Because ofthe lim ited size ofthe dom estic m arket ofUzbekistan but, m ore
im portantly, the high transport costs that it faces as a landlocked country, there are lim ited
prospects for foreign investm ent inflow s. The exceptions w ould likely be investm ents in the
gold sector and investm ents by Russian enterprises in the non-m ineralsectors.
Figure 3 show s that public investm ent has been in continuous decline as a proportion of
G DP from 1997 onw ards. In 1997, it w as 7.4 per cent ofG DP but by 2002 it had dropped below
five per cent. By 2006-2007 (a period not show n in Figure 3), public investm ent had declined to
under three per cent. Even taking account ofinvestm ent by the Road Fund w ould increase this
ratio to only four per cent in 2007.
It is vitally im portant to reverse this decline. Increasing public investm ent w ould
contribute to the goalofincreasing the overallinvestm ent ratio by five percentage points.
H ence, a m ajor goaloffiscalpolicies should be to raise the ratio ofpublic investm ent to G DP
from about four per cent back up to six per cent. This w ould add tw o percentage points to the
target ofraising the overallinvestm ent ratio by five percentage points. Moreover, ifpublic
investm ent w ere properly designed, it could help stim ulate (‘crow d-in’) the needed increase in
private investm ent. Such efforts should be consolidated and organized in Uzbekistan through
a Public Investm ent Program m e.

12

Country Study nº 12

FIG URE 3

Com ponents of Investm ent, 1995 – 2005 (Percentage of GDP)
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Sources: EBRD 2006 for 1995-1999, and Ministry ofEconom y subsequently.

Financing is not lacking. Such an increase in public investm ent could be financed directly
by the ‘fiscalspace’created by the reduction in Uzbekistan’s externaldebt. As a ratio to G DP,
such debt dropped from 42 per cent in 2003 to 23 per cent in 2006. The resources form erly
devoted to interest paym ents could now be allocated to capitalexpenditures, w ithout the
governm ent having to borrow from private savings.
Another prom ising developm ent w ith regard to public investm ent has been the initiation
ofthe Fund for Reconstruction and Developm ent. This Fund has been designed to tap into the
large holdings ofgross officialreserves ofthe CentralBank. In 2007, these reserves w ere about
US$ 4.6 billion. The Fund is authorised to use a portion ofthese foreign-exchange reserves,
w hich have been deposited by the CentralBank in its account, to help finance capitalim ports
for projects in Uzbekistan financed by foreign investors.
The pattern for private dom estic investm ent during 1995-2005 follow ed the general
trends in the econom y. During the 1990s, w hen the econom y contracted and then expanded
sluggishly, private investm ent declined (Figure 3). This is w hat one w ould expect because the
econom y w as operating w ith considerable excess capacity and a low levelofprofitability. As
the econom y recovered and excess capacity declined, private investm ent recovered; then in
2001 it rose to slightly above its previous high of18 per cent ofG DP. Subsequently, how ever, it
declined sharply and then stagnated at about 15 per cent ofG DP through 2005.
Sim ultaneously w ith the stagnation ofthe share ofprivate dom estic investm ent, the share
ofprivate saving rose substantially, from about 20 to over 25 per cent ofG DP. This is show n in
Figure 4. Ifprivate investm ent had risen along w ith private saving, as occurred during 19982001, the econom y w ould have grow n substantially fasteron the supply side. Ouranalysis now
considers how m uch fasterthe econom y could grow , based on this investm ent-saving disparity.
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FIG URE 4

Private Savings and Investm ent as per cent of GDP (Estim ated) 1995 – 2005
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Sources: EBRD 2006 for 1995-1999, and Ministry ofEconom y subsequently.

Table 5 show s calculations ofthe com bination ofinvestm ent ratios and the capital-output
ratios necessary for Uzbekistan to attain various rates ofeconom ic grow th. The table presents
the grow th rate ofG DP in the first row , and the observed increm entalcapital-output ratio in
the second row . This ratio is the gross ratio because the investm ent share includes
depreciation. Over the ten years of1997-2006, the increm entalcapital-output ratio varied from
a high of7.6 in 1997 to a low of3.2 in 2006. As should be the case, the grow th rate and the
capital-output ratio are highly negatively correlated. The elasticity betw een the tw o is not
significantly different from m inus one.
This correlation verifies the w ell-know n generalization that capacity utilization varies
directly w ith the grow th rate (e.g., as capacity utilization decreases, capital-output ratios
rise). H ow ever, very high levels ofutilization (im plying low capital-output ratios) are not
sustainable. It is reasonable to conclude that the ratios in 1997 and 1998 are w ellabove the
sustainable level, and that the ratio in 2006 is substantially below . Since there is no reliable
w ay to determ ine the ‘optim al’capital-output ratio for Uzbekistan in the 2000s, our grow th
analysis uses tw o, the observed ratios in 2004 and 2005 (4.5 and 3.7, respectively). These
ratios are used to calculate the investm ent shares required to sustain grow th rates offive, six
and seven per cent.
For the upper boundary ofthe range, i.e., ∆K/∆Y = 4.5, the actualinvestm ent ratio in 2004
w ould have been insufficient to achieve any ofthe three grow th rates. For the low er boundary,
3.7, the actualinvestm ent rate for 2005 (alm ost the sam e as the rate in 2004) w ould have been
m ore than adequate for a five per cent grow th rate, but it w ould have been too low for six and
seven per cent grow th rates.
H ow ever, ifprivate investm ent had been equalto totalprivate saving (nam ely, ifit also drew
on the extra ‘available net saving’, i.e., 5.9 percent, reported in Table 5), a six percent grow th rate
could have been achieved. Such calculations illustrate w hy w e believe that roughly a six percent
long-term rate ofgrow th—but not a significantly higherrate—is feasible.
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TABLE 5

Estim ation of Investm ent Rates Required for Econom ic Grow th at 5, 6 and 7 per cent
4 year averages

1997

1998

1999

2000

2001

2002

2003

2004

2005

2006

2.5

3.4

3.7

3.7

4.2

4.1

4.1

5.0

5.7

6.5

7.6

6.2

5.5

5.5

5.1

5.1

5.2

4.5

3.7

3.2

5 per cent

22.3

18.6

6 per cent

26.7

22.3

GDP growth
K/ Y
Implied I/GDP
for growth =

7 per cent
Annual reported I/GDP

31.2
18.9

20.9

17.1

21.4

24.2

26.1

19.4

19.3

20.2

19.8

Investment

5%

-2.1

1.2

6%

-6.5

-2.5

7%

-11.0

-6.3

Gap:

Available net saving

4.9

20.3

5.9

Notes: To avoid m isleading results arising from the negative grow th rate in 1995 and the very low rate in 1996, in
the first tw o row s, data begin in 1997, w ith 1998 being a tw o-year average, 1999 a three-year average, and all
subsequent num bers four-year averages. The capital-output ratio is gross investm ent over gross nationalproduct.
The ‘im plied’I/G DP row s are the actualcapital-output ratio tim es five per cent grow th, six per cent grow th and
seven per cent grow th. The ‘investm ent gap’is the difference betw een the actualinvestm ent rate and the im plied
I/G DP for five, six and seven per cent grow th, for the m ost likely range of∆K/∆Y, nam ely, 3.7 to 4.5. Available net
saving is the difference betw een private investm ent and private saving, plus the fiscalsurplus
Sources: EBRD 2006 for 1995-1999, and Ministry ofEconom y subsequently.

The long-term solution to the problem ofthe lack ofm obilization ofprivate savings is the
strengthening ofdom estic financialinstitutions broadly defined. There w illhave to be a special
focus on strengthening com m ercialbanks in Uzbekistan, w hich rem ain w eak and
underdeveloped. H ow ever, because ofthe current w eaknesses in private financialinstitutions,
the public sector w illhave to take the lead, in the short and m edium term , in providing the
incentives necessary to transform the current large poolofdom estic saving into productive
public and private investm ent.

4.2 G ROW TH -PROMOTING INDUSTRIAL POLICY
In Uzbekistan, one ofthe prim ary m echanism s for channelling private saving into investm ent
is industrialpolicy. An essentialcharacteristic ofsuch a policy is that it should be integrated
into the overallm acroeconom ic fram ew ork, rather than stand alone. This im plies that
industrialpolicy should not be assigned to a line m inistry, but be form ulated by consultation
am ong the executive branch, the Ministry ofEconom y and the CentralBank.
A m oderately m ore accom m odating m onetary policy allow s for expansionary fiscal
policy to be effective. Through its public investm ent com ponent, an expansionary fiscal
policy creates projects, particularly in infrastructure, w hich could ‘crow d-in’private
investm ent. An exchange rate m anaged for internationalcom petitiveness w ould
com plem ent fiscalpolicy by helping shift profitability tow ard public and private
investm ents that diversify the econom y. An explicit industrialpolicy provides a coherent
fram ew ork for channelling nationalresources for these purposes.
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The possible elem ents ofan industrialpolicy em bedded in an expansionary
m acroeconom ic fram ew ork w ould be the follow ing:
1.

A ‘crow ding-in’strategy to induce private investm ent by low ering transport,
utilities, and other operating costs. Although this alone w ould have a lim ited im pact
on aggregate private investm ent, it is needed as a facilitating policy to m ake other
policy elem ents m ore effective.

2.

A sectoralpriorities strategy in w hich the public sector takes leadership ofthe
future pattern ofeconom ic diversification. Such a strategy is m ore basic than w hat is
often, derisively, called ‘picking w inners’. By use ofthe specific instrum ents
described below , the public sector w ould shift profitability tow ards sectors ofthe
econom y that are relatively em ploym ent-generating and have clear export and
grow th potential.

3.

A tacticaluse of tax and subsidy instrum ents to influence sector-levelprofitability.
These profitability-shifting m easures w ould be tied to export perform ance and
em ploym ent generation. For exam ple, the granting ofa tax rebate for export
perform ance w ould be regularly review ed, and w ithdraw n ifperform ance did not
m atch the initialconditions on w hich the rebate w as granted. This w as the approach
used successfully by severalEast Asian countries, in w hich public-sector m onitoring
ofoutcom es sim ulated m arket discipline. Key to the success ofthis approach is the
effective continuous m onitoring ofoutcom es.

4.

A tacticaluse of com m ercialcredit term s in order to reduce the investm ent costs
in sectors selected for diversification. Subsidized credit requires coordination w ith
the CentralBank to m onitor the overallrate ofcredit expansion. Responsibility for
preventing an excessive expansion ofcredit lies w ith this bank. H ow ever, ifthe bank
engages, instead, in a non-discrim inating policy ofcredit restriction, this w ould
underm ine the use ofsubsidized credit.

5.

Public-sector m atching funds for private-sector investm ent projects could
provide a pow erfulincentive for investm ent. In addition to increasing the funds
available for specific projects, it w ould be a further vehicle for the public sector to
assert leadership over investm ent priorities. (See the earlier discussion ofthe Fund
for Reconstruction and Developm ent, designed for foreign investm ent.)

6.

Design of m echanism s to channelprivate saving into investm ent in order to
raise the aggregate rate ofcapitalform ation. Private saving could exceed private
investm ent for severalreasons. These could include: near fullem ploym ent,
crow ding out due to increases in other aggregate expenditures (exports and
governm ent current expenditures); expectations oflow profitability by the private
sector; and the absence offinancialm echanism s to channelsaving into
investm ent. The first cause is not relevant for Uzbekistan in the 2000s, and the
second w as addressed by item s 1-4 above. There are severalm echanism s for
channelling saving into investm ent that have been successfully used in developing
countries, especially in Asia. These are elaborated below .
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The six areas outlined above present a m enu ofoptions for the governm ent of
Uzbekistan. It is not advisable to im plem ent allofthem at once. This w ould m ake industrial
policy unduly com plex. The ones considered m ost criticalto achieving success in Uzbekistan’s
concrete circum stances should be given priority.

4.2.1 An Investm ent B ank
The basic m echanism for the m obilization ofsaving in Uzbekistan w ould be an investm ent
bank. The funding m echanism s for such a bank that w ould be easiest to design and im plem ent
are public-sector schem es that are based on existing program m es. For exam ple, publicem ployee contributions to pension funds could be deposited into the investm ent bank, w ith
the governm ent guaranteeing a return above the rate ofinflation. Once the security ofthe
schem e w as dem onstrated, it could be extended to the form alprivate sector. The m ost
im portant source offunds for the investm ent bank w ould be allocations from a fund created to
receive the rents from naturalresource boom s (w ith the m ost im portant com m odity in
Uzbekistan being gold).
The governm ent could also institute high m arginalincom e tax rates in order to m otivate
enterprise ow ners to retain and invest profits, and apply low er rates ifincom e w ere deposited
in the investm ent bank. In addition, the investm ent bank could issue bonds to the public,
w hich w ould also have a guaranteed rate ofreturn above inflation.
The governance ofthe investm ent bank could be designed to ensure credibility for
depositors and provide a forum for setting nationalpriorities. The ow nership w ould be by the
public sector and the enterprises borrow ing from it. This ow nership design is based on the
m odelofbuilding societies and savings-and-loan institutions.
In consultation w ith the governm ent, the board ofthe investm ent bank w ould set the
sectoralpriorities for loans, w hich w ould be linked to the granting oftax concessions and
subsidies. The difference betw een a conventionaldevelopm ent bank and such an investm ent
bank w ould be that the latter w ould operate on com m ercialprinciples, and have private-sector
participation in decision-m aking.
More generally, the long-term solution to the problem ofthe lack ofm obilisation of
private savings is the strengthening ofdom estic financialinstitutions broadly defined. In the
short or m edium term , how ever, the public sector w ould take the lead via the investm ent bank
and provide the incentives described above in order to transform the current large poolof
saving into productive public and private investm ent.

4.2.2 The Structure of Exports and Im ports
Uzbekistan has entered a stage ofdevelopm ent in w hich it has to base its grow th
on diversification ofits exports aw ay from heavy reliance on prim ary com m odities, i.e., cotton,
gas and gold. In order to m ake progress tow ards this objective, policy m akers w illhave to
im plem ent a generalindustrialpolicy that w ould create a bias tow ards tradable com m odities
(both exports and im port replacem ents) and a corresponding bias against non-tradables.
Table 6 show s that Uzbekistan has already m ade som e progress in diversifying its exports
and decreasing its reliance on the im port offood and energy. Betw een the tw o periods,
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1995-1998 and 2003-2006, the share ofexports accounted for by cotton, gold and energy
decreased from about three-quarters to less than tw o-thirds. Cotton exports w ere cut in half
w hile gold exports, in contrast, increased by over 10 percentage points. But the share ofthe
‘other’category ofexports (w hich includes allexports other than cotton, gold or energy)
increased by alm ost 12 percentage points.
On the im port side, the share offood dropped dram atically, nam ely, from 21.5 per cent to
about nine per cent. The share ofenergy im ports also rem ained low . There w as also a positive
trend in the rise ofm achinery im ports from about 42 per cent to over 47 per cent. So
Uzbekistan has succeeded, in contrast to the experience ofm any other developing or
transition countries, in substantially reducing its dependence on im ports offood and energy.
At the sam e tim e, it has utilized the foreign exchange generated by the export ofsuch prim ary
com m odities as cotton, gold and energy to im port m ore capitalgoods.
The m ajor challenge for Uzbekistan is to build on this success and further diversify its
range ofexports, particularly by expanding m anufacture exports. Industrialpolicy could be
successfully deployed, as discussed above, in order to achieve such objectives.
TABLE 6

Exports and Im ports by B road Category, 1995 – 1998 and 2003 – 2006
1995
Exports
US$ mns
Percentages
Cotton
Gold
Energy
Other
Imports
US$ mns
Percentages
Food
Energy
Machinery
Other
Note:
Net energy
exports

1996

1997

1998

2003

2004

2005

2006

1995-99

2003-06

3475

3535

3695

2888

3240

4262

4757

5842

3398

4525

45.6
17.6
12.5
24.3

43.5
25.6
7.8
23.0

37.6
20.0
14.3
28.1

41.5
9.6
22.7
26.2

22.8
32.3
14.0
30.9

20.6
29.1
14.1
36.2

21.7
27.6
13.1
37.5

17.3
25.2
13.9
43.7

42.1
18.2
14.3
25.4

20.6
28.6
13.8
37.1

3237

4241

3768

2717

2405

3061

3311

3778

3491

3139

19.1
1.6
35.6
43.7

29.5
1.1
36.4
33.1

20.9
.6
49.6
29.0

16.4
.6
49.8
33.2

11.0
3.3
49.2
36.5

7.7
2.6
51.6
38.1

7.8
3.1
48.1
40.9

9.8
7.1
40.3
42.7

21.5
1.0
42.8
34.7

9.1
4.1
47.3
39.6

10.9

6.8

13.7

22.1

10.7

11.5

10.0

6.8

13.4

9.7

Sources: 1995-1998 from Elborgh-W oytek (2003, p. 8); 2003-2006 from State Statistics Com m ittee ofUzbekistan.

5 GEN ERATIN G B ROAD-B ASED EM PLOYM EN T
The success ofa Strategy for G row th, Em ploym ent and Poverty Reduction in Uzbekistan w illbe
dependent not only on achieving a rapid and sustainable rate ofeconom ic grow th but also on
achieving a m ore em ploym ent-intensive pattern ofgrow th. Currently, the elasticity of
em ploym ent w ith respect to grow th is low . For exam ple, for every one percentage point
change in the econom ic grow th rate, there is, on average, a 0.3-0.4 percentage point increase
in form al-sector em ploym ent.
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This m easure ofelasticity should be increased to at least 0.5.∗ This w ould indicate that
grow th is being translating into m uch healthier increases in form al-sector em ploym ent,
thereby pulling sizeable num bers ofw orkers out oflow -incom e inform al-sector activities—and
out offarm ing, in particular—into productive jobs at decent w ages. Along w ith m ore rapid
grow th, such an em ploym ent trend w ould also have a pow erfulim pact on reducing poverty.
Such an increase in em ploym ent intensity w ould also have a pronounced im pact on reducing
inequality, w hich has been on the rise in Uzbekistan.
Achieving such an outcom e w illinvolve a redirection ofthe additionalresources
generated by grow th 1) aw ay from the m ore capital-intensive sectors ofthe econom y, such as
fueland energy supplies, transport and com m unication, and ferrous and non-ferrous m etals,
w hich have been the foundation ofthe country’s previous State-Led Im port-Substitution
Strategy and 2) tow ards the m ore internationally com petitive em ploym ent-intensive subsectors that can be identified w ithin such industries as chem icals and petrochem icals, light
industry and the food industry.
Maintaining a stable and slightly undervalued exchange rate w illhelp to prom ote this
transition to m ore em ploym ent-intensive grow th by changing the com position ofexports
from prim ary com m odities tow ards industrialproducts and services. The policy
recom m endations given earlier, in the section on Macroeconom ic Policies, on how to counter
the recent appreciation ofthe exchange rate are highly relevant in this regard.
G radually rem oving rem aining privileges, inherited from the Im port-Substitution Strategy,
for capital-intensive industries w ould help to ‘levelthe playing field’in Uzbekistan relative to
previous trends. Such a m ore neutralset ofincentives w ould tend to foster greater
em ploym ent intensity because ofthe previous bias in favour ofcapitalintensity.
A m ajor contribution to em ploym ent could result from the im plem entation ofa general
industrialpolicy that creates a bias in favour oftradable com m odities, both for the
developm ent ofnew dom estic products that are currently im ported and new export
com m odities that w ould allow the country to diversify its trade. In the previous section,
Section V, w e have outlined som e recom m endations on the generaldirection ofsuch an
industrialpolicy.
Em ploym ent could be boosted from the supply side by achieving the governm ent’s
current objective ofproviding universalsecondary education, including vocationalschool,
for a full12-year cycle. This w ould help enhance the country’s com parative advantage in
m edium -skilled labour and contribute to diversifying the country’s trade structure. Also,
industrialpolicy could im prove supply-side conditions through other sim ilar policies, such as
encouraging closer links betw een enterprises and public educationalinstitutions in order to
provide relevant vocationaltraining and to support product research.
It is also necessary to give em ploym ent policies a m ajor poverty focus. This objective
could be served by com plem enting pro-poor public transfers, such as socialassistance
provided by mahallas, w ith sm all-scale em ploym ent-intensive public w orks program m es.
The m odest financing now provided for the Em ploym ent Fund could be increased in order
to expand such public w orks. W hile 0.1 per cent ofG DP is currently devoted to the
Em ploym ent Fund, it w ould be w orthw hile to boost this share to 0.5 per cent.
∗

The em ploym ent elasticity ofgrow th should range betw een 0.5 and 1.0 since values in this range indicate that
productivity as w ellas em ploym ent is being created. Values over 1.0 indicate that jobs w ith low levels ofproductivity are
being generated.
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The public-w orks schem es that are thereby financed could not only provide tem porary
em ploym ent and but also help create durable public infrastructure, such as w ater canals, dam s
and ruralaccess roads. The focus should be on ruralareas, w here poverty is concentrated and
w here there is a large surplus oflabour, especially in the w ake ofthe restructuring oflarge
cooperatives, i.e., the shirkats. Such an initiative could also help stem the m igration ofrural
w orkers out ofthe country in search oflow -skilled em ploym ent in neighbouring countries.
In order to lay the foundation for a sustainable increase in rem unerative em ploym ent,
policy m akers should avoid the m istake offavouring m icro and sm allenterprises over m edium
and large enterprises. Such an approach, though seem ingly em ploym ent-focused, is unlikely
to be successful. Creating m ore form al-sector private em ploym ent is the long-run solution to
underem ploym ent and poverty in Uzbekistan. And such em ploym ent is provided m ostly by
m edium -sized and large enterprises.
It is often a m istake to think that m icro and sm allenterprises could m ake a m ajor
contribution to em ploym ent generation because they are supposedly m ore ‘em ploym ent
intensive’. In fact, em ploym ent intensity depends m ore on the sector than the size ofan
enterprise. Moreover, larger enterprises are m ore likely to be able to pay ‘poverty-reducing’,
instead of‘poverty-reproducing’, w ages.
Econom ic grow th that is m ore rapid and broad-based w illcreate the increased dem and
for labour that w illdrive up realw ages. Increasing the productivity oflabour—such as through
vocationaltraining and skills developm ent—w ould also intensify labour dem and. This
pressure w ould help raise the levelofrealw ages throughout the econom y.
H igher realw ages cannot be engineered by public policies. The one m ajor exception is
the setting ofreasonable m inim um w age levels, w hich can have a m arked im pact on reducing
both poverty and inequality.

6 FOCU SIN G RESOU RCES ON POV ERTY REDU CTION
W hile econom ic grow th could be accelerated and em ploym ent could becom e m ore broadbased, such im provem ents w ould not necessarily im ply that poor w orkers, and their fam ilies,
could access such new econom ic opportunities. They w ould need the requisite education,
skills and resources to take advantage ofsuch opportunities. But they are poor precisely
because, in part, they lack such advantages. Directly confronting such challenges has often
been the focus ofthe nationalpoverty reduction strategies that have been form ulated and
im plem ented in m any low -incom e countries in the last tw o decades.
Instituting such poverty-focused program m es could contribute to m aking the pattern of
econom ic grow th in Uzbekistan m ore equitable. But success w ould depend on providing poor
households w ith greater access to land, credit and foreign exchange. It w ould also depend on
strengthening and im proving redistributive public transfers, such as the mahalla system , and
poverty-focused em ploym ent program m es, such as public w orks schem es financed by the
Em ploym ent Fund.
Increasing pro-poor expenditures on health care, such as for Prim ary H ealth Care
(particularly in ruralareas), should be a m ajor focus ofpoverty-focused socialpolicies in
Uzbekistan. More strenuous efforts against m ajor health problem s, such as tuberculosis,
hepatitis and H IV/AIDS, w ould also likely have a strong pro-poor im pact.
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Any m ajor im pact on poverty depends ultim ately on substantially expanding efforts in
ruralareas, starting w ith increased investm ent in agriculture. An estim ated 70 per cent ofthe
poor are concentrated in ruralareas. H ence, this Country Study favours a doubling ofthe share
oftotalpublic investm ent allocated to agriculture, from its current low levelofabout five per
cent to 10 per cent. Such investm ent is badly needed in ruralinfrastructure, such as ruralroads,
irrigation, and land and w ater reclam ation.
In this regard, it m ight be feasible to utilize the new Fund forReconstruction and
Developm ent to finance som e ofthis proposed investm ent. Alternatively, an investm ent bank
could m ake lending to agriculture a m ajorpriority; orthe existing netw ork ofagriculturalbanks
could be provided w ith greatercapitalization in orderto effectively address this challenge.
In the follow ing section, Section VII, w e exam ine policies that could have one ofthe m ost
pow erfulim pacts on poverty, nam ely, those related to reform ing agriculturalproduction and
land tenure relationships.

7 REFORM IN G AGRICU LTU RAL PRODU CTION
AN D EN TITLEM EN TS TO LAN D
Prom oting agriculturalprosperity and increases in ruralincom es in generalis obviously criticalto
m aking Uzbekistan’s grow th and developm ent m ore pro-poor. The poverty incidence in rural
areas, i.e., 30 percent, is m uch higherthan in urban areas, i.e., 18 percent (Table 2 on Page 6).
The country has abandoned cooperative form s ofagriculturalproduction, i.e., the shirkats,
in favourofa system ofprivate capitalist farm ing, in w hich about 200,000 households occupy
about 75 percent ofallsow n land (Table 7). Allotherruralhouseholds have use-rights only to
sm allplots ofland, too m eagre to provide any realrelieffrom poverty. Such conditions help
explain w hy recent rapid rates ofgrow th in Uzbekistan have not been benefiting the ruralpoor.
TABLE 7

Distribution of Sow n Land am ong Different Form s of Organization (Per cent of total)
Year
1990
1994
2003
2004
2006

Kolkhozy/
Shirkats
34.9
75.3
47.5
41.0
12.8

Sovkhozy
58.7
1.0
-

Private
Commercial
35.6
47.7
74.5

Individual
(Dehkan)
0.1
2.1
10.4
11.3
12.0

Others
6.3
21.6
6.5
0.7

Note: The source ofthe data is the State Com m ittee on Statistics. The change ofthe nom enclature from kolkhozy to
shirkats took place gradually during the m id to late 1990s.

Since the consolidation ofthis system ofcapitalist farm ing is alm ost com plete, the m ain
strategic task ofthe W elfare Im provem ent Strategy (w hich, w e believe, has becom e a ‘secondbest’option) is to free the capitalist farm s from arbitrary constraints and ensure that sm all
dekhan farm ers are afforded, w here feasible, greater access to land and productive inputs.
At this juncture, greater access ofthousands ofsm alldekhan farm ers to land—w hich
w ould be essentialto guarantee food security—has to be achieved m ainly as a result of
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securing land from failed capitalist farm s and the restructuring ofthe rem aining shirkats.
Currently, dekhan farm s occupy only 12 per cent oftotalsow n land (Table 7).
The state should also intervene to ensure that sm allfarm ers are granted greater access
to credit and extension services since such public services are characterized by significant
externalities. The G overnm ent should also ensure the provision ofpublic infrastructure, such
as for transport, irrigation, energy and com m unication. Financing for such infrastructure
should be a m ajor com ponent ofthe country’s Public Investm ent Program m e.
Providing dekhan farm ers w ith greater access to land and other productive resources
w ould have a m ore equitable im pact on the distribution ofruralincom es. But such m easures
w ould not necessarily lead to a significant trade-offw ith econom ic grow th. Table 8 show s that
w hen ratios ofcrop value to land are com pared, dekhan farm s are 3-4 tim es m ore productive
than either private capitalist farm s or shirkats. Table 9 show s that the cultivation ofw heat on
private capitalist farm s is 10 per cent m ore productive than on shirkats. H ow ever, such
cultivation is 35 percent m ore productive on dekhan farm s than on private capitalist farm s.
Various m easures could be undertaken to m ake private farm s m ore productive. This
w ould help raise the generallevelofruralincom es. Freeing sizeable capitalist farm s from
bureaucratic constraints could be initiated by the abolition ofthe system ofcom pulsory
procurem ent and correspondingly allow ing such farm s access to com petitive output and
input m arkets. Moreover, entry into and exit out offarm ing could be facilitated. A com petitive
banking system in ruralareas could m ost effectively service the needs ofm edium and large
farm ers w hereas a system ofm icro-finance institutions should be expanded to respond to the
credit needs ofsm alldekhan farm ers.
In order to ensure a m ore effective and equitable system oftaxation in ruralareas, the
governm ent should strengthen the existing system ofland taxes, particularly in order to
appropriate econom ic rents from large farm s, and institute w ater charges that m ore accurately
reflect econom ic costs and thus m inim ize its w astefuluse.
This Country Study endorses continuing the current system ofleasehold rights, instead of
instituting private property rights, to land. H ow ever, ifprivate ow nership ofland w ere allow ed,
then the ow ners ofcapitalist farm s should be required to pay the fullm arket price ofthe land
to w hich they have gained legaltitle.
The G overnm ent ofUzbekistan could have achieved m ore progress against ruralpoverty
had it im plem ented an egalitarian system ofsm all-scale farm ing by enlarging the existing
dekhan plots ofland. Instead, its choice ofa system ofsizeable private capitalist farm s explains
w hy there has been only m odest reduction in extrem e ruralpoverty despite an acceleration of
econom ic grow th in Uzbekistan.
Such a system ofcapitalist farm s also does not provide as m uch em ploym ent per unit of
land as a m ore egalitarian system ofpeasant farm s. This im plies that job creation for the large
poolofsurplus rurallabour w illhave to be galvanized by increased grow th in ruraland urban
non-agriculturalactivities.
Restructuring ofthe shirkats has precipitated a significant out-m igraion ofruralw orkers
from Uzbekistan, w ho have found low -skilled, insecure jobs in countries such as Russia and
Kazakhstan (Cornia 2006). Thus, it is particularly im portant to try to stim ulate the grow th ofa
ruralnonfarm sector, such as the Tow nship and Village Enterprises in China, w hich could
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productively absorb these w orkers. The pervasive underem ploym ent in ruralareas also puts a
prem ium on boosting the em ploym ent intensity ofindustrialand service activities in the rest
ofthe econom y, in order to help absorb such a labour surplus.
TABLE 8

Relative Productivity Levels in Different K inds of Farm s (Per cent of total)

Dehkan
Private
Shirkat

2000
43
9
48

(a) Value of crop
2005
2006
33
32
44
59
23
9

2000
12
16
72

(b) Land
2005
12
59
29

2006
12
75
13

2000
3.6
0.6
0.7

The ratio (a)/(b)
2005
2.8
0.7
0.8

2006
2.7
0.8
0.7

Source: Ministry ofAgriculture and W ater Resource (MAW R).

TABLE 9

Index of Yield per H ectare of W heat in Private and Dehkan Farm s (Shirkats = 100)
Year
2002
2003

Dehkan farms
116
133

Private farms
96
95

2004
2005

143
134

100
99

2006

145

110

Source: Unpublished officialdata.

8 PROM OTIN G H U M AN DEV ELOPM EN T AN D SOCIAL PROTECTION
Uzbekistan has had a strong record ofim plem enting effective socialpolicies during the
transition period. For the W elfare Im provem ent Strategy, the priority should to build on this
strong foundation in order to im prove the equity, quality and sustainability ofsuch policies.

8.1 EDUCATION AND H EALTH
For education, the key strategic priority should be to achieve universalcoverage, free of
charge, for a full12-year cycle ofprim ary and secondary education. This goal, w hich the
governm ent has fully em braced, goes w ellbeyond the Millennium Developm ent G oalfor
education. As part ofthis initiative, the governm ent could seek to m ake a new system of
universalprofessionaland vocationaleducation fully accessible.
Since enrolm ent and com pletion rates at secondary levelare already high, the focus should
be on enhancing the quality ofteaching and student perform ance. And forprom oting equity
and reducing poverty, em phasis should be given to im proving perform ance in ruralareas.
Additionalpriorities for the educationalpolicies ofthe W elfare Im provem ent Strategy
could be: 1) to im prove the access oflow -incom e students, especially w om en, to higher
education and 2) to boost pre-schoolenrolm ent rates (reasonable goals being by 45 per cent
in urban areas and by 20 per cent in ruralareas).
In health, the priority ofthe W elfare Im provem ent Strategy should be to develop a free
m inim um package ofbasic services, targeted in particular to the m ost vulnerable groups ofthe
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population. The specific goalshould be to strengthen the Prim ary H ealth Care system . As part
ofthis effort, RuralDoctor’s Posts w ould need to be m ade the lynchpin ofprim ary health care
in ruralareas. A m ajor challenge for prim ary health care is to im prove the quality ofservices,
m ore so than m erely broadening access to services.
A specialfocus ofthe W elfare Im provem ent Strategy should be on child health—further
reducing, in particular, infant and child m ortality by preventing and m itigating the m ost
com m on childhood disorders and diseases. According to officialstatistics, both infant and
child m ortality rates have been in decline since the early 1990s (Table 10).
The im provem ent ofm aternalhealth should also be an integralcom ponent ofthis effort.
As part ofits com m itm ent to the MDG s, the governm ent is seeking to reduce the child
m ortality rate by tw o thirds (w hich is in line w ith the globalMDG target) and reduce the
m aternalm ortality rate by one third by 2015. Both ofthese targets are achievable provided
that current trends are m aintained. In order to do so, efforts w ill, in fact, have to be intensified
since attaining such targets for m ortality rates w illbecom e increasingly difficult as m ore
progress is achieved.
TABLE 10

Infant and Child M ortality Rates 1991 – 2004
(Officialadm inistrative data:num ber of deaths per 1,000 live births)
Infant
mortality rate
Child
mortality rate

1991

1993

1995

1997

1999

2002

2003

2004

35.3

32.0

26.0

22.8

20.2

18.4

16.7

15.2

48.0

48.6

42.5

37.8

32.5

26.4

22.2

20.6

Source: UNDP 2006, NH DR, based on statistics from the State StatisticalCom m ittee.

Uzbekistan should also heighten the priority ofconfronting the alarm ing spread of
various diseases, such as H IV/AIDS, tuberculosis and viralhepatitis. For H IV/AIDS, the
governm ent is com m itted to instituting preventive m easures for groups at risk, providing
better access to m edicalcare for those infected and creating a m ore supportive environm ent
for people living w ith H IV/AIDS. Sim ilar governm ent efforts w illalso be m ounted in order to
stem the spread ofTB and hepatitis and to care for those afflicted by these diseases. The
governm ent expects to halt the spread oftuberculosis by 2010. It also expects to dram atically
slow dow n the spread ofH IV/AIDS by 2010 and to halt its spread by 2015.
In order to reach such targets, public expenditures on health w illneed to be increased by
1.0-1.5 per cent ofG DP. The governm ent could help ensure free access to prim ary and
em ergency care for allcitizens by reorienting its funding from specialized services to
preventive and prim ary outpatient care and m aking m ore efficient use ofpublic financing.

8.2 SOCIAL PROTECTION
The governm ent is com m itted to im proving its w idespread system ofsocialassistance. W hile
about 40 per cent ofallhouseholds receive som e form ofsocialassistance (e.g., child benefits,
m aternity benefits and paym ents to low -incom e households), the size oftransfers is too sm all
to significantly reduce poverty. Moreover, m any people w ho w ork in the inform alsector do
not have access to such socialassistance.
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The governm ent has already com m itted itselfto augm enting by 50 per cent the am ount
offunds allocated to targeted socialassistance and to im prove the efficiency and equity ofthe
com m unity-based mahalla system that provides such assistance. W hile this system has been
criticized by som e analysts for ineffective targeting ofits assistance, its decentralized structure
and targeting criteria, based on localknow ledge, are com m endable features.
Table 11 show s that child benefits and paym ents to low -incom e households are fairly w ell
targeted. Alm ost tw o thirds oftheirbenefits are directed to the poorest 40 percent of
households. In com parison, a little overhalfofm aternity benefits are allocated to the poorest 40
percent ofhouseholds.
TABLE 11

Distribution of Form s of SocialAssistance by Q uintile
st

1 quintile

nd

2

quintile

rd

th

th

3 quintile

4 quintile

5 quintile

Child benefits
Assistance to households

36.4
39.1

27.9
26.1

19.1
18.8

12.0
9.4

4.6
6.6

Maternity benefits

30.9

22.2

21.1

16.7

9.1

Source: Data from H ousehold Budget Survey. Note: the first quintile is the poorest.

The chiefproblem s ham pering the mahalla system relate to capacity developm ent, the
provision ofresources adequate for adm inistration ofthe system at the localleveland the
consolidation ofthe various benefits into a m ore m anageable unified system . Moreover,
targeting ofresources could be im proved by transferring m ore resources from richer mahallas
to poorer mahallas. This w ould depend on developing a system atic nationalpoverty m ap in
order to m ore sharply distinguish poorer regions ofthe country from richer ones.
W ith regard to socialinsurance, the governm ent should concentrate on m aking its system
m ore sustainable. The largest group ofbeneficiaries from the system are old-age pensioners.
But m any ofthe w orkers in the inform alsector are not part ofthis system . The governm ent is
w orking to guarantee a m inim um pension for allw hile supplem enting such basic provision
w ith additionalbenefits tied to contributions m ade by, or on behalfof, individuals.
Unem ploym ent benefits are so m eagre (about 10 per cent ofthe average w age) that only
a sm allfraction ofthe unem ployed seeks to obtain them . A strategic priority is to build up the
Em ploym ent Fund (by increasing its funding from 0.1 per cent to 0.5 per cent ofG DP) in order
to finance tem porary em ploym ent on public w orks schem es. Such funding could also be used
to provide m icro-credit for the unem ployed so that they could start m icro-enterprises.
In the short term , the governm ent w illneed to im prove the targeting ofits social
protection system and enlarge the size ofthe benefits that it provides; but in the longer term ,
the expansion ofem ploym ent opportunities in the form alsector and sustainable increase in
the earnings ofw orkers are the only strategically viable solutions.

9 CON CLU DIN G REM ARK S
This Country Study has laid out the outlines ofa Strategy for G row th, Em ploym ent and Poverty
Reduction in Uzbekistan. It em phasizes the im portance ofa relatively high and sustainable rate
ofeconom ic grow th, nam ely, six per cent, ifUzbekistan is to succeed in halving extrem e
incom e poverty by 2015.
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But it m aintains that the pattern of this grow th should be broad-based, resulting from
a greater em ploym ent intensity ofgrow th and reductions in inequality. Uzbekistan has
recently achieved relatively high rates ofgrow th, but these have been reliant on rising
externaldem and for prim ary com m odities and have had not had a broad-based im pact on
hum an w elfare.
This study recom m ends that ifUzbekistan is going to sustain a long-term six per cent rate
ofeconom ic grow th, the m otive force for econom ic expansion should becom e dom estic
public and private investm ent. The overallinvestm ent/G DP ratio should rise from about 20 per
cent to 25 per cent. Otherw ise, given prevailing capital-output ratios, long-term rates of
grow th are likely to be low er than six per cent and, consequently, Uzbekistan w ould not be
able to halve extrem e incom e poverty by 2015.
This study recom m ends m ore expansionary m acroeconom ic policies, supportive of
accelerations in investm ent and greater diversification ofexports. It calls for expansionary
fiscalpolicies, w hich are focussed on financing increased public investm ent. It also
recom m ends m oderately m ore accom m odating m onetary policies that can m aintain positive
but low long-term realrates ofinterest. Such rates can stim ulate private investm ent. And it
calls for m anagem ent ofthe exchange rate through centralbank interventions in the currency
m arket focused on achieving internationalcom petitiveness. Success in such m anagem ent can
support diversification ofthe country’s exports beyond prim ary com m odities.
This study notes that the problem offinancing grow th in Uzbekistan is not attributable to
a lack ofdom estic savings but to an inability to m obilize the large poolofsavings that is
available. In recent years, private savings have been significantly increasing w hile private
investm ent has languished. Public investm ent can play a crucialrole in closing this investm entsaving gap by stim ulating (‘crow ding in’) private investm ent.
But w hat is needed strategically is a generalindustrialpolicy that could help boost
private investm ent through various channels. This w ould include directing public resources
or m otivating private resources to flow into priority sectors for grow th, export diversification
and em ploym ent. Various m easures could be utilized for this purpose, such as tax and
subsidy instrum ents, directed com m ercialcredit and public-sector m atching funds for
private investm ent. This study recom m ends that an investm ent bank should be form ed in
order to spearhead this effort ofm obilizing dom estic savings and channelling it into
productive private investm ent.
The Country Study em phasizes that the success ofUzbekistan’s developm ent
strategy depends not only on achieving a rapid rate ofeconom ic grow th but also a m ore
em ploym ent-intensive pattern ofgrow th. Im proving em ploym ent intensity w illdepend on
channelling resources, such as through an industrialpolicy, aw ay from the m ore capitalintensive sectors, w hich w ere previously favoured under the country’s im port-substitution
industrialization strategy, to the m ore internationally com petitive em ploym ent-intensive
sectors. This w illinvolve creating a bias in favour oftradable com m odities, both exports and
im port replacem ents.
This study also calls for supporting supply-side policies, such as ensuring universal12-year
secondary education, w hich w ould boost the skills ofthe labour force, and im plem enting a
public-w orks schem e through the Em ploym ent Fund that could provide tem porary
em ploym ent and build infrastructure, particularly in ruralareas.
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The public-w orks initiative is part ofthe set ofrecom m endations m ade by the Country
Study to focus resources explicitly on poverty reduction. This is based on the assum ption that
even ifgrow th is rapid and em ploym ent-intensive, there is no guarantee that poor w orkers w ill
be able to take advantage ofthe new econom ic opportunities that are created. The reason is
that they lack the education, skills and resources to do so.
In order to strengthen the poverty im pact ofthe country’s W elfare Im provem ent Strategy,
the Country Study calls for doubling public investm ent in agriculture. It also calls for
continuing the system ofleasehold rights to land but focusing on providing sm alldekhan
farm ers w ith greater access to land as w ellas to infrastructure, credit and extension services.
Such initiatives are im portant because extrem e incom e poverty rem ains concentrated in rural
areas and has not been responsive to recent increases in export-led econom ic grow th. An
integralpart ofsuch initiatives w ould be a focus on stim ulating ruralnonfarm em ploym ent,
w hich could help absorb the large labour surplus in ruralareas.
The Country Study ends w ith a series ofrecom m endations on socialpolicies and social
protection. These include endorsem ent ofthe governm ent’s current effort to ensure a full
12-year cycle ofsecondary education, including professionaland vocationaleducation, and
an em phasis on providing a free m inim um package ofbasic health services. This study
focuses on the need to ensure attainm ent ofthe MDG targets on reducing child and
m aternalm ortality and halting the spread oftuberculosis and H IV/AIDS.
Finally, this study notes that Uzbekistan has m aintained a relatively w idespread system of
socialassistance, built on the com m unity-based mahalla system . W hile acknow ledging the
success ofsuch a system , the study calls forim proving the efficiency and equity ofthe mahalla
system , through greaterefforts at capacity developm ent, the provision ofresources for
im proved adm inistration and the consolidation ofits various benefits into a m ore m anageable
unified system .
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