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Abstract

Entrepreneurship has become one of the most résshareas in
recent years. Its importance has increased fuliiiehe emergence of the
‘transition countries’, the countries of Easternrépe and the Former
Soviet Union. As the transition countries strivedterhaul their economic
and political systems in order to bring them ireliwith the rest of the
market based economies, entrepreneurship and @beator development
became the focus of the transition debate amongchelars and policy
makers.

A major part of the scholarly interest centred be factors that
hindered the development of the entrepreneuridbeeldumerous surveys
of entrepreneurs and business owners have higatighttensive lists of the
most common obstacles to the development of ermsesr While the
international organizations have concentrated @sehreported obstacles,
some members of the scholarship community havetifissh much more
fundamental issues that both stifle the entrepneshgu development and
encourage rent seeking behaviour.

This study has used the theory of the allocatioerdfepreneurial
talents to explore the roots of the most commoafyorted obstacles that
the entrepreneurs face in the context of economdcpalitical transition in

Uzbekistan. We wuse historical evidence in conjanctiwith the



contemporary survey data and our own interview Itedo establish the
relationship between the ‘rules of the game’ thetednine the system of
talent allocation and entrepreneurship developménir conclusions
support earlier claims made by Baumol (1990) reigarthe importance of
the system of incentives and punishments in theeldpment of

entrepreneurship.
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Chapter One: Introduction

The first recognition of entrepreneurship as anplheenon in the
literature is still hotly debated. Most of the Wazsit scholarship community
tends to credit Cantillon as the economist to ghe=first serious attention
to entrepreneurship in his analysis in a 1755 essay

However, it was not until Schumpeter (1934) thatoanprehensive
theory of entrepreneurship outlining its role ireamic development was
put forward. Not only did he explain the term oftrepreneurship in a
greater detail than anyone else before, but he ddseloped a dynamic
equilibrium model of economic development centracentrepreneurship.

His theory of ‘creative destruction’ puts the epteneur at the centre
of economic progress by introducing innovations amhllenging the
existing order of things by bringing about ‘new damations’. In
particular, he described five types of activity lasing entrepreneurial:
introducing a new product; introducing a new methafd production;
opening of a new market; securing a new sourceawfmaterial or half-
manufactured product; introducing a new organizatibindustry.

Later contributors have greatly expanded Schumietieeory since
then, one of the most notable contributors beingcRer (1985) who put

significant emphasis on the innovation side ofegrEneurship.



Baumol (1990), on the other hand, pointed to theakmess in
Schumpeter’s general definition of entrepreneutship claimed that that
definition could easily be used to describe sontiwiies which are equally
new and innovative but unproductive or often corprteductive and
illegal. He offered a theory of allocation of emreneurial talent between
productive and unproductive entrepreneurship, tighcountries managing
to channel their entrepreneurs into productivevies achieving much
higher growth levels. He effectively incorporatédx texisting theories of
rent seeking behaviour into entrepreneurship theory

Murphy, Shleifer, and Vishny (1991) follow Baunm®llogic but
propose to extend the theory to all activities a®delop the theory of
‘allocation of talent’ rather then just entreprerskup. Their main argument
is that all activities and sectors compete for shene group of talented
people in every given country, and the attractigsnef any given activity
and sector is determined by its payoff, prestigd ansts (these may
include also include punishments in cases of illagavities that offer very
high payoffs) relative to the rest of them.

They argued that the countries where productiterites were most
attractive to the most talented achieved highewtrdevels compared to
the countries where rent seeking sectors domiratddconsequently their
economies stagnated. The rent seeking sectorsndhatiracted the most
talented people, will start expanding and consunmage of every other
resource and squeezing the productive sectoriprbcess.

In this study we will apply these theories to thebek economy under

three different political and social contexts. Fise will look at the Uzbek
3



economy and society before the October Revolutiod discuss the
validity and implications of the talent allocatitimeory in the context of a
backward, feudal society dominated by the religimssitutions.

Then we will analyze the effects of the changethen‘Rules of The
Game’ and social upheaval resulting from the Oatddevolution and the
emergence of USSR.

Finally we will discuss entrepreneurship, taletibcation and the
‘Rules of the Game’ in the independent Uzbekistanu$ing on the

negative effects of the suboptimal allocation dfepreneurial talent.

The territory where present day Uzbekistan is tedabelonged to
three different khanates (kingdoms). Although thieng elite in all three of
them were ethnic Uzbeks, the population was vewerde in both the
language and culture. The society was dominated hbynority of feudal
aristocracy, the BedgLords) and a large body of Muslim clergy.

The economy was backward and agriculture — basét, a large
trading sector, the heritage of being an imporpamt of the Silk Road. The
political system centred on the monarch and hiseclassociates as well as
the clergy whom monarch regularly consulted anceganormous support.

The educational system consisted of religious sishaod colleges
which taught a little bit of general knowledge \viiththeir Islamic

curriculum. It was a society where people largelgerited their parents’

! Beg is the word used in most of the Turkic natitmeefer to aristocrats (roughly
comparable to the lord in English) who were masiéregions, towns etc. They either
inherited their status or were appointed by theancmin charge. Different pronunciations
such aBek, Belso exist.

4



status and jobs. Children of aristocrats that loéidial positions expected
to be succeeded by their children (except for dargh

The business community consisted mainly of merthasome
aristocrat — industrialists, and Non-Muslims (mgid¢ws and Indians) who
dealt with businesses like alcohol, gambling, amaking, all of which
were prohibited for locals by religion. Smaller messes were
predominantly self-sustaining farmers and craftsméar the talented
youth, who were not born into an aristocratic famihe routes to upward
social and economic mobility were limited to thégeus schools.

Therefore, it is not entirely surprising that thedof people who
would fit into the descriptions actively promoted¢ bhe disciples of
Schumpeter, emerged predominantly among the gresluaft religious
schools and independent merchants who regularbeltel around the
world.

Those pioneers, who are often referred tdaids(after an Arabic
term meaning ‘new method’) opened new style schaatsoduced new
ideas, technologies, published books, opened ngespatheatres and
called for modernization in every other aspect lod everyday life in
Central Asia.

Most of the things that they introduced and thendhithat they
aspired to achieve were inspired by their sensefefiority in the wake of
the Russian Invasion which exposed the large gaph@é level of
development between Russia and the occupied lands.

Being devout Muslims, educated at religious schodlsey

continued to believe that any progress should deewed within the
5



framework of Islam. Another reason for upholdistaimic ideology might
have been the hope of attracting the support édvieMuslim countries in
their struggle against the Russians. This explanateems to be more
valid, given the fact that most of the Jadids haeeided to join the
communist ranks after it became clear that theydcoat get any help from
outside.

The October Revolution and subsequent establishnoénthe
Communist rule in Uzbekistan changed the Rules ah& dramatically.
The criteria for success and opportunities fortthented were significantly
different from what they were before the revolution

The Soviet authority nationalized all sectors afremmy and set out
to remove the existing elite from all positions pdwer and prestige, as
opposed to the previous administration which sujggbthe existing elites
and empowered them to keep them in control ofdkeallpopulation.

Members of the local elite had a tough choice tifezileaving the
country or undergoing an incredible regeneration d®nouncing their
religious affiliations and joining the CommunistrBa

Some of them did decide to stay and join theypargans and
made good progress until Stalin came to power atattes his
collectivization drive in the late 1920s.

The Soviet authorities had somehow tolerated lgggimme members
of the old elite whom they considered as class @&®muring the first
decade in power while training new generations atypactivists selected

almost exclusively from poor workers and peasants.



In 1937, Stalin ordered a major purge of the pedgre and replaced
everybody with smallest of the ties with the oldtesl with a new
generation of ‘yes men’.

This system, established and perfected by Staiti his death 1953,
functioned virtually unchanged until the 1980s.

The system was centred on the Communist Partyhalis in charge
of every aspect economic, political and social iifehe country. In every
region, local party leader was made directly inrghaof and responsible
for the results of the regions economy.

The Soviet system was supposed to have encousgeepbreneurial
and creative activities greatly by removing theafinial risks of starting
new ventures as all the companies were startecandd by the state. But
in fact the system discouraged entrepreneurshigeimoving the financial
benefits of starting a successful venture.

Unlike the previous systems in Central Asia, tlo@i& rule made the
career paths for talented people very clear amgsitiforward. It was clear
what was required to get promoted and to stay @tptusitions and what
rewards could be expected.

The Standard career path for talented youth stateschool with the
children’s communist organization, called the ‘dhén of October
referring to the October Revolution. Then they vadojdin Komsomol, the
youth branch of the Communist Party. The most mistished activists of
those organizations would be recruited to Party iagtnation after
graduating from one the top universities. Afternjjag a few years of

experience working at lower levels of the partyrofees they would be
7



sent back to specialized party schools. The graduat the party schools
would be appointed to high level party posts.

The rewards for reaching such heights would ireluduch better
living standards compared to the rest of the pdmain addition to the
power and prestige attached to running high leegtypposts. While their
main salaries were much higher than the nationatame, their luxurious
life style was maintained by a network of speci@res and discount
housing, leisure facilities.

All of those rewards were tied to the posts tHecials held and they
only enjoyed them as long as they stayed in thesitpns. They were not
allowed to accumulate and get rich in the same thiaysuccessful people
in the market economies were allowed to. This systé rewards had
important implications for the way the elites aaroed their jobs.

They would go to extraordinary lengths in order keep their
positions. Such high costs associated with losingpoirtant position
coupled with the unrealistically ambitious plangets unlocked amazing
levels of creativity in the Soviet politicians antanagers. Unfortunately,
very little of that creativity was directed intogoiuctive activities.

Besides, because the Soviet enterprises wergvatab by the state and
did not have to be profitable, most of them wererapng at unsustainable
levels.

When it became clear that the system had failedb&bev, the then
head of the Communist party of USSR, decided ton@wa the whole
system and introduce a market based system wittateriownership and

open markets.



At first he was met with strong opposition, as thembers of the
Soviet elite were more worried about preservingrtpevileges than the
greater good of the country.

But the momentum shifted in favour of the reforassthe bureaucrats
realized the opportunities which the reforms woolfgen for their own
personal enrichment. The subsequent state captaimgaign saw some of
the top party officials, enterprise managers, aigt R ranking army and
security service officers emerging as multi millires as the Soviet Union
collapsed as a political and economic entity.

Uzbekistan’s leadership, which has obedientlyofod Moscow’s
lead in everything since Stalin times, watched tiyientil the time when it
became very obvious that the Union collapsed befdexlaring
independence in August, 1991.

But, Uzbekistan still stuck with Russia in termk exzonomic and
monetary arrangements until the introduction ofesvrcurrency in 1994.
Initially, the Uzbek government did much betterrthemy other transition
country in terms of halting the economic crisis atabilizing both political
and economic situations.

This was achieved by preserving most of the ecan@md political
structure largely unchanged. First the disgracechroonist party was
renamed as the People’s Democratic Party, anddimngstrative structure
was kept unchanged with the new party inheritirlgdgbmmanding position
of the old one. Then the party rule was abolisHezbather in favour of the

revived pre-revolutionary administrative systemrefjional mayors that



replaced regional party secretaries. However, nobsthe former party
secretaries stayed on in the new position.

The government even tried to replace communistladgy with the
newly created ‘ldeology of Independence’, where dl@yng and
preserving Uzbekistan as an independent nation nbecdhe new
overarching goal of the nation.

The President, who was the leader of the old conmshparty, became
the symbol of nation and protector of its indepemse Hence, loyalty to
the President became synonymous with the loyaltiiganation.

The rules of the Game changed dramatically agéie brightest
students no longer could expect a straightforwasd to the top by the
traditional routes. Under the new system basedtremg presidential rule,
closeness to the ‘centre of power gravity’ becansertew main criteria for
success. The system was replicated in every regioare power was
concentrated in the hands of regional mayors.

Although the command economy was formally abotishad market
based institutions were established, most of théeldzeconomy still
remained under state control and the mayors alleirsttharge of both
economic and political administrations of theirpestive regions.

As a result, there is no significant economic graditical power
outside of the control of the administrative appaaThe success of those
that do exist outside depends on the level of tldmseness to the
administrative apparatus.

Hence, the highest position in every region isgbsition of the mayor

and the highest payoff in terms of material welinge prestige and power
10



can also be achieved only by the mayor. The mayotonly manage the
public assets but also can interfere, at will, iatoy private enterprise’s
affairs.

The success and rewards of the others then aselglbnked to their
closeness to the mayor and his administration

For aspiring young talent therefore, the primaoglgshould be to join
the ranks of the administrative officials and toygo as high up as they
possibly can. The way into the ranks of the adnnaive officials goes
through the top institutions of higher educatiodEt). Going to the top of
IHEs is not as easy as it used to be during theeSbme. Higher education
is not free for all in the independent Uzbekistad ghe increasing living
expenses in the big cities, where the most of dpeltiEs are located, add
to the costs of education.

However, the large number of applications per griaent at those top
IHEs indicates that the population of Uzbekistal sbnsiders education
as a good investment. The admission process isnégtared centrally and
the multiple choice questions selected from preliphed study manuals
give the talented youth from even disadvantagedlifsrenough chance to
get through.

While at university aspiring individuals shouldiwt to forge useful
connections to get promising job placements with leadquarters of the

big state enterprises and ministries.

2They are, of course, a large number of proprietdrs operate at self a sustaining level
without much interference from the authorities. Hoer, they are not considered to be
truly entrepreneurial, as their primary aim in mgsis is to sustain their consumption level
not reinvest and expand. Therefore, they are oftfmrred to as proprietorships rather than
the all important entrepreneurship.

11



Working at these big institutions not only givelsemn valuable
experience but also important connections. The Rolethe Game in
Uzbekistan favour those who are skilful in forgingeful connections and
winning favours of their superiors.

Those who manage to get promoted to the levelsmaddle
management can apply to study for a postgraduaeedet the Academy
for State and Social Construction under the PrasiodkUzbekistan. This is
an institution that was created ‘to educate fulesers’ similarly to the
old party schools. Graduates of the Academy oftehappointed to high
ranking administrative posts. Although the acadgiays an important role
in the elite regeneration, it is not the only waytte top.

At the highest level, the role of powerful intdrgsoups seems to be
all important. The interest groups are a looselyingd network of
likeminded top officials who support each othetheir common push for
power and influence (See also Alesina and Tabeli888) on the
involvement of bureaucrats and politicians in thpever struggles). (The
power groups are often formed based on the regalieiances, although
that is not strictly always the case.)

The power groups lobby for political and econopawer and strive
to get ‘their guy’ appointed to every important pios when it becomes
vacant. Therefore, in order for anyone to get apjedi to those positions
they have to enlist the support of one of the pdwlémterest groups.

Administrative elites in Uzbekistan depend on reaéking income
even more then the Soviet elites did due to thetfaat the Uzbek elites do

not have any of the extra privileges their Soviedgcessors enjoyed. They
12



also have a lot more freedom to extract rents filoair positions given the
Uzbek political system is not as strict as the 8bgystem was. On the
other hand, they now have freedom to accumulate exjhnd their
earnings and build up business interests so thaeld aarry on as private
business owners should they loose their positioms some cases, they can
hide their earnings abroad.

But it is their dependence on rent seeking th#itesmain aspect of the
system that is important for the purposes of oudystThe reason for that is
the fact that the authorities’ reliance on rentkagg activities makes the
life of smaller, independent entrepreneurs veryiadit. Administrative
officials competing for the same rent income in #ame territory try
various creative ways of extracting more rents pites of the Central
Government's efforts to improve the business clan&ir the smaller
businesses.

The business landscape in every given region obekistan is
dominated by the firms directly related to the tdficials in the region and
their close associates. The situation changes ewewy when there is

change in the personnel of the top governmentexfic

In this study we analyze the Rules of the Gamezhdlistan under
three different political and economic systems #relimplications of the
changes in the Rules and regulation on talent ailoc and

entrepreneurship over time.

13



The next chapter will present a detailed overvigwhe theoretical
foundations of the study, taking a closer at theoldion of
entrepreneurship theories over time.

Chapter three takes us back to the pre-revoluiinas in Uzbekistan,
describing the economic, social, and political aitbns during the period
preceding the Russian Invasion. We will also disciiie implications of
the Russian Invasion of the region and the mairracheristics of the
system that the Russians established in Central. X¢e will then shift our
focus on to the events that followed the OctobewdRgion giving a
special attention to the Central Asia’s own Enlggithent movement, the
Jadids. Finally, we will dedicate the remainderté chapter to the
discussion of the Soviet political, economic, andial systems and their
role in shaping the managerial practices and ckoice

Chapter four presents the overview of the perfocearf the Uzbek
economy since independence, discussing the maioypdirections and
their results in terms of economics stabilizatiod growth.

Chapter five focuses on the state of entreprehgurand small
businesses in the independent Uzbekistan. This tehapcludes the
detailed discussion of talent allocation and theleRuof the Game,
highlighting the role of the higher educationaltitugions.

Chapter six discusses selected obstacles percas/gaoblematic by
local small business owners and managers. Thistehafso presents the
results of our interviews with the Uzbek businesmers and managers

conducted during the field trip in the summer 0820

14



The last chapter concludes the thesis by highifighthe main findings

and offering our recommendation on the issue.

15



Chapter Two: Theories of Entrepreneurship

2.1 Introduction

Entrepreneurship is the new ‘gold rush’. Just like original gold
rush, entrepreneurship fever conquered hearts andsnof people in the
20" century.

With the success of the companies like MicrostBtyl, Wal-Mart,
Dell in the USA and Sony, Panasonic, Honda, Toyeota Japan,
entrepreneurs topped the league of the richesti@@opthe planet luring a
lot more people into taking the risk of startingnaw business. The
phenomenal growth of American and Japanese ecosdfiexr the Second
World War was also largely the result of the empeogeand rapid growth
of new businesses.

Drucker (1985, p5) argues that the main reasonndethie unprecedented
success of the American economy during 1965-85hés shift from a

traditional ‘managerial’ to an ‘entrepreneurial’ oeomy. During that

period SMEs in the US created about 40 million nebs, while big

institutions lost about 5-6million.

The contribution of entrepreneurs to the develapnoé the American
and Japanese economies was in fact much moreubktaorgating jobs and
increasing output. Their innovative efforts createdole new industries
transforming the entire world economy. There amifands of inventions
and innovations made through private as well asegouwent funded
projects every year. Probably the best way oimgthe greatest possible
benefit, for the general public, from those dise®& is to put them into
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1)

2)

commercial use. In this sense, entrepreneurshiplzanan important role
as a bridge between science and consumers.

In addition, entrepreneurship tends to increase difficiency of
economy by increasing competition.

There is a lot of discussion in the economic dtere as to what
entrepreneurship is and who the entrepreneurdVrst of the arguments
centre on the different ways in which different touks treat
entrepreneurship. Some have argued that entrepsimeuweveloped most
in those countries where entrepreneurship is regards a desired
occupation and success stories are well publici@edthe contrary, in the
countries where entrepreneurship is not well regpoecmost of the
entrepreneurial initiatives are likely to be mig@d and more businesses
operate underground.

As for the motives of entrepreneurs to start newtwres, the literature
tends to offer a broad classification:

‘Push’ entrepreneurs — those who were forced imttsepreneurship by
circumstances. These include those who lost thes pr were laid off by
their companies, people who had to find an exttac@of income, even in
some cases people who are excluded from the dffebaur market.

‘Pull’ entrepreneurs — those who are lured intaegreneurship by exciting
business ideas, profitable opportunities etc.

Similarly, issues regarding the role and imporearaf Small and
Medium-sized Enterprises (SMEs) attract considerabltention in

economic policy discussions.
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SMEs, as the end products of the entreprenepiaess, are usually
viewed as agents of change in the economy. Thay @amovations into
economic activities, increase competition and ereatv jobs.

In most developing countries, SMEs constitute muafsthe private
sector and play an important role in reducing pigver

Since the economic literature mostly agrees on itgortance of
SMEs, the real bone of contention between resegrcheently became the
issue of public support for SMEs and national adl ws international
cooperation in nurturing SMEs.

One of the main concerns in designing such suppalities, then,
becomes the question of definition of SMEs. Thesoeafor this is that,
depending on the criteria used in defining SMEs,dize and content of the
SME sector can be completely different.

The criteria commonly used include such aspectthasnumber of
employees, size of assets, annual sales, captalTee purpose of this
chapter is to discuss the entrepreneurship theanégsheir relevance to our
analysis. The chapter is organized as follows:

-First we discuss the role and importance of engregurship, looking back to
the historical development of the concept of emteeurship in the
economic literature and its different interpretatiacross countries and
cultures. In addition we review the literature artrepreneurship qualities
and the motives of economic agents who take onthal risks and

challenges of going into new businesses.
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-Then, we move on to the discussion of governmesupport programs for
entrepreneurship in different countries paying sgdeattention to the
circumstances that arguably make those effortsessfal.

-In addition, we will also discuss ‘the Rules of Bame’, i.e. the set of legal
and social norms in the society, and their roleslaping the country’s
entrepreneurial landscape.

At the end we will try to draw some conclusions apécify the details of

our theoretical frame for analyzing entrepreneyrahniUzbekistan.

2.2 The Evolution of the Term and the Concept of

Entrepreneurship

Entrepreneurship is a multidimensional phenomeridmerefore, it
attracted the attentions of scholars from variogsiplines. While all the
researchers tend to agree on the importance ofepmrtreurship in
economic, social and political aspects of life,ytheary a great deal in
defining its essence and emergence.

The term first appeared in English as early asb14¢cording to the
Oxford English Dictionary, in its old spelling antreprennoure’, and
was used to refer someone ‘who undertakes, managa#ols’ projects
and events and ‘champions troops in battles’.

However, Cantillon is the one who is credited tuéhased it first in
economic analysis in his famous 1755 essay (Ca4980). He was first to
associate the term entrepreneur with the elemdntsloand uncertainty.

He maintained that the amount of risk and uncestainvolved in
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entrepreneurial activities should be acknowledgad antrepreneurs be
given due credit.

Jean Baptiste Say (1803) then clarified the ephof entrepreneurship
further by separating the profits of capitalistsnfr those of entrepreneurs
(Hisrich and Peters, 1998).

Adam Smith(1776), although he did not use thententrepreneur
explicitly, was one of the earliest scholars tonpaut the importance of
private entrepreneurial activity in economic depetent when he wrote
about the merchant who promotes the interesteefociety by pursuing
his own interest.

Later Schumpeter (1934) developed a more compreafeetizeory
of entrepreneurship, putting it at the heart ofregnic development. He
explained the role of Entrepreneurship in the cantd innovation and
change. He described economic growth as a dynamigligium
systematically disturbed and pushed forward by vative efforts of
entrepreneurs. They, having recognized opportgnitier profitable
business, bring about ‘new combinations’ that evedt dismantle the
existing economic processes and push the equilibtiua new level where

it will stay until the new wave of entrepreneuaativities come along.

‘Development in our sense is then defined by cagyut of new combinations.
This concept covers the following cases: (1) Theduction of a new good — that is one
with which consumers are not yet familiar — or ohe@w quality of a good. (2) The
introduction of a new method of production, thabie not yet tested by experience in the
branch of manufacture concerned, which need by eans be founded upon discovery

scientifically new, and can also exist in a new wafy handling a commodity

20



commercially. (3) The opening of a new market, fha market into which the particular
branch of manufacture of the country in questios hat previously entered, whether or
not this market existed before. (4) The conquestmméw source of supply of raw materials
or half-manufactured goods, again irrespective béter this source already exists or
whether it has first to be created . (5) The cagybut of the new organization of any

industry, like the creation of a monopoly positi@&chumpeter, 1934, p66)

So, in his view, entrepreneurs create new prodebisnge the way
existing products are produced or open a new méoketxisting products.
In addition, entrepreneurs may discover a new safadaw material and
reorganize industries and create monopolies. Thayldc be business
managers, traders, farmers or craftsmen. The ensplrasvever, was on
carrying out the ‘new combinations’ no matter wheéney were being

carried out and by whom they were being carried out

‘But what ever the type, everyone is an entreprereedy when he actually
“carries out new combinations,” and loses thatetter as soon as he has built up his
business, when he settles down to running it asrgtlople run their businesses.’ (ibid.
p78)

Later contributors to the entrepreneurship litematalso continued
along a similar line i.e. emphasizing innovatioreative characteristics of
entrepreneurship and how important those charatt=i were for
economic development (McClelland, 1961, Shaper@51Drucker , 1985,
Hisrich, 1986, Morrison, 1998).

However, Schumpeter, as well as most of his foliswseemed to

have assumed that all the innovation and creatwdyld be carried out in

the productive sector, within the accepted legdl social norms. They did
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not address the cases when creative drive, with rtegnitude the
entrepreneurial drive of Schumpeterian entreprengivected at illegal or
guasi legal activities, generated as much profit a®uld in the productive
sector albeit with catastrophic side effects. Om&isg example was given
in a recent book by Levitt and Dabner (2005), whompare the
introduction of nylon stockings and crack cocaméhie US market. At face
value, the invention of crack cocaine instead gutar cocaine would fit
perfectly well into Schumpeter’'s definition of espreneurship, just as
much as the introduction of nylon stockings insteadilk ones previously
used. In both cases, it was a new product of soiperi equal quality, but
with much lower cost. In both cases, the resulpngduct was available
and affordable for mass consumption. They both g¢ed millions of
dollars in profits. There was only one problem wsthack cocaine though.
It was immensely destructive for society, espegidthr the poorest

members of it.

‘Crack was so dramatically destructive that if effect is averaged out for all
black Americans, not just crack users and theirilfasy you will see that the group’s
postwar progress was not only stopped cold butaftem knocked as much as ten years
backward. Black Americans were hurt more by cragkame that by any other single

cause since Jim Crow’ (Levitt and Dabner, 20053)11

Would it be right to call activities of this natueatrepreneurship? Baumol
(1990), says ‘yes’, as it fits perfectly well widll the descriptions of the
classic concept of it as invented by Schumpeterandnderstood by just

about everybody else. But, he (Baumol) introducesewa term for those
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activities; he calls them ‘unproductive entrepraship’. His arguments
rest on the assumption that entrepreneurial effbege a strong bias
towards wealth generation, power and prestige rétien innovation per
se.

Therefore, if profitable opportunities are plentynda easily
exploitable in formal sectors of the economy thetrepreneurship will
thrive in these sectors and economic developmdhfollow. On the other
hand, if opportunities present themselves in tlierinal sector or even in
illegal activities, and penalties are small andlgavoidable, then the bulk
of entrepreneurial activity will be directed towaitthat sector.

In that sense, Baumol extends Schumpeter’s origireary to cover

rent seeking activities.

‘If entrepreneurs are defined, simply, to be pessawho are ingenious and
creative in finding ways that add to their own wtteapower, and prestige, then it is to be
expected that not all of them will be overly commst with whether an activity that
achieves these goals adds much or little to théakspecoduct or, for that matter, even

whether it is an actual impediment to producti®ai(mol, 1990, p898)

In other words entrepreneurs will be pursuing tlcavaies that
deliver most rent and that will add most to thaituence and reputation.
The attractiveness of individual activities willeth depend on the ‘rules of
the game’ i.e. the political and legal framewordcial values and personal
convictions. Therefore, when the rules changewslbthe attraction of
certain activities. He gives examples from the Rormepire and Medieval

China, where political offices were much sougheatind the economic
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system was subsequently shaped around that frarkelercontrasted that
with Europe in the Early Middle ages when a mijit@iareer was more
attractive.

Murphy, Shleifer, and Vishny (1991) have taken gtep further to
focus on the allocation of talent rather than e&eeurship. Their
argument is that talented people in every counatyeha variety of career
options open to them and they will choose the omlesh offer the best
payoff for their abilities.

And the story does not stop there. The distribubbtalent across
various sectors will shape the economy determiitsgate of growth and

technological progress.

‘Which activities the most talented people chocse ltave significant effects on
the allocation of resources. When talented peopt®ime entrepreneurs, they improve the
technology in the line of business they pursue, amé@ result, productivity and income
grow. In contrast, when they become rent seekesst of their private returns come from
redistribution of wealth from others and not fronealth creation. As a result, talented
people do not improve technological opportuniteasqd the economy stagnates. (Murphy,

Shleifer, and Vishny, 1991, p505)

The effect of a rent seeking sector getting the bethe talent will
result in the expansion of the sector which wilhsequently absorb more
of every type of resource and the taxes imposetherproductive sector
will discourage productive activities. Furthermolecause less talented
people are left to work in the productive sectar thte of growth of that
sector and technological change will be lower. &hd result of all this will
be a vicious cycle with rent seeking and corruptsmiralling upwards,
while the growth of the productive sector stagrmator growing very
slowly. The following figure depicts this cycle.
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Figure 2.1 The cycle of talent allocation, rentkseg and

economic development

~
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tax & intervention opportunities for Enterprise
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Countries with a considerable amount of naturalltvesnd a small
goods market are especially known to be a fertiaigd for rent seeking,
the phenomenon known as ‘the curse of natural ressuwhere countries
sitting on a large amount of natural resources ydekforming their
economies as the rents received from the saldsogétraw material enable
them to do so (see Kronenberg, 2004, for examplé¢hte effect of natural
resources in transition countries).

The amount of wealth available for redistributioitracts a lot of
talent and the development of productive sectooseguently slows down.
Winners in this case may then deliberately aim taken the property
rights system in order to maximize rent extrac{®anin, 2003).

Frye and Shleifer (2001) named the resulting sysiem ‘grabbing
hand’ as opposed to Adam Smith’s invisible hande ain characteristics

of the ‘grabbing hand’ model are the prevalencecofruption, weak
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property rights and excessive intervention by gowents which are often
above the law.

The resulting system will discourage genuine emé&egurship and
progressive economic reforms as the changes mayproomse the
privileged status of the existing elite. Countribsis will end up with
‘partial-reforms equilibrium’ with weak propertygtits and high levels of
capital flight.

The following figure illustrates the ‘partial refar equilibrium
where the elite will support the initial stage iofiked reforms, just enough
to allow them to capture state assets, and wilzeethe reform process at

the point that maximizes their welfare gains.

Figure 2.2.1 Welfare gains from reforms in Trawsiti
+

New Entrants
/

— Existing Elite

Y R= Extent of Reforms

Fixed Income Earners

Ro

Rl R2

Source: World Bank, (2002: 93)

® Speaking at the EBRD’s 2006 annual meeting JoS¢iglitz claimed that the existing
elite in former Soviet Union Republics got ‘the betboth worlds’ as they enjoyed
‘protected property rights abroad’ where they cduddp the assets they captured due to
the ‘weak rule of law at home’ (EBRD website, agegson May 22, 2006).
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The resulting equilibrium might not be an optimaleofor the
economy as a whole as the new entrants includitrggeneurs and Fixed
Income earners like pensioners, teachers etcawflid out in the absence of

full scale reforms.

2.3 Entrepreneurial Traits and Characteristics

A lot of attention in entrepreneurship researchiven to the question
of ‘what makes someone become an entrepreneurPoar different are
entrepreneurs from other people?’

The early studies on the ‘nature versus nurturglesemphasized
the ‘inborn’ characteristics of entrepreneurs thatped them or rather
drove them into entrepreneurial activities (Cas4®90).

However, others argue that entrepreneurship is songethat can be
mastered by learning and practice. The proponentisi® approach claim
that anyone, who has the desire and determinatan, become an

entrepreneur.

‘It is not a personality trait; ... anyone who candaip to decision making can learn

to be an entrepreneur and to behave entreprergufizducker, 1985: 23)
Shapero and Sokol (1982) classify entrepreneusedian their motives to
become an entrepreneur, into two gréups

‘Push’ entrepreneurs are those whose dissatisfautith their current position, for

various reasons unrelated to their entrepreneahafacteristics, pushes them to start a

“ Djankov et al., also classified entrepreneursgkimilar lines but the terms they used
were ‘entrepreneurs by necessity' instead of ‘Rarghepreneurs’ and ‘entrepreneurs by
opportunity’ instead of ‘Pull entrepreneurs’.
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venture. The second type of entrepreneurs are' ‘@uflepreneurs who are lured by their
new venture idea and initiate venture activity lisesof attractiveness of the business idea

and its personal implications.” Amit and Muller @A 28)

In other words, ‘Push’ entrepreneurs are those arealesperate to
find a new source of income because, for examipég, have lost their job.

This category also includes those who do not laaeess to the formal
labour market because of legal, language or cultbaariers, or were
simply discriminated against, and therefore have t@sort to
entrepreneurship in order to support their liveditie (Putz, 2003, Lerner
and Hendeles, 1993)

Putz (2003) discusses entrepreneurial motivaiionise context of the
so — called ‘immigrant business’ phenomenon. Haiegsghat the limited
employment opportunities available for immigramtsdermany due to the
language barrier and discrimination ‘impelled themself employment in
order to secure their livelihood. He also pointd that emergence of
immigrant communities in itself may create othertrgoreneurial
opportunities in areas such as ethnic food andhiclgt As a result,
immigrant communities develop a unique sub-culti encourages and
supports self employment. It is this sub-culturattbften makes some
ethnic groups more entrepreneurial and inspiressteesotypes such as
‘having business in their blood’ (Putz, 2003: 555)

As for the ‘Pull’ type of entrepreneurs, they aa¢her driven by their
new ideas and ambitions to become independentthyeahd influential.

This category also includes insiders such as mesniifethe existing elite,
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their families and friends, i.e. those with prigés social networks and
insider information, creating lucrative opportuesgtifor business.

A 2003 Survey of Entrepreneurs in 41 countries cotetl by the
Global Entrepreneurship Monitor (GEM) showed thaB%9 of
Entrepreneurs could be classified in one of the ¢at@gories, which they
named as opportunity entrepreneurs (Pull) and ségesntrepreneurs
(Push). 80% of all entrepreneurs categorized teérmas as the opportunity
entrepreneurs and 20% said they would consider dbkes as necessity
entrepreneurs. The majority of the entrepreneure 28 — 34 years old at
the time they started their businesses and 80% eh&epreneurs had a job
when they started up their own businesses.

Those findings were supported by Djankov et al 800ho found
that the majority of Russian entrepreneurs camm frelatively well — off
families with around 20% of them being the childrefh company
directors.

Surveys have also shown that the ‘Pull’ (opportueittrepreneurs)
were more successful than the ‘Push’ (necessityepreneurs (Amit and
Muller, 1994). This is hardly surprising, given tfaet that they are likely
to be better educated and well connected.

Scase (2003) argues that it is the intentionghie future that are
more important than the motives for starting. Hestidguishes
entrepreneurship from a mere ‘ownership of propenty other assets

which may be used for personal enjoyment, consummr trading’ (p67).

® The survey conducted by McCarthy et al (1992)fadd that the fathers of 37.5% of
their respondents were executives.
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The economic surpluses from such activities, whielrcalls proprietorship,
will be used to maintain a certain lifestyle andl & consumed rather than
being accumulated and re-invested in the business.

As a result the businesses owned and run by ptopieemain
small and often employ very few people from outdtosr families. In later
chapters, we will discuss proprietorship and thasees that cause the
business owners to remain proprietors rather tharsimpgy expansive

business policies in the context of transition.

2.4 Creating Entrepreneurial Environment

In the previous section, we discussed the essandemportance of
entrepreneurship in economic development. As we Is@en, there seems
to be a general consensus among scholars and pokders that the
development of entrepreneurship should be encodrage proactively
promoted.

However, the conventional definitions of entrem@rship are too
general to use for policy purposes and therefoleymakers around the
world, as well as international organizations, wseious definitions of
Small and Medium Sized Businesses (SMEs) as a préxy
entrepreneurship.

Besides, due to the nature of transition econon#®Es make up
most of the new private sector and consequentlynwihey talk about
‘private sector support’ initiatives, in a transiticontext, they often refer to

SMEs and entrepreneurship.
30



The argument in favour of deliberate interventiam fupport
entrepreneurship is often justified by the factt tthi#ferent countries, with
otherwise comparable characteristics, seem to W#ferent numbers of
entrepreneurial start — ups (GEM 2003). The redsothose differences is
that entrepreneurs face different obstacles iredfit countries. (See for
example Pfeffermann and Kisunko1999, World Bankl2QINECE 2003).

Staley at al. (1971), in one of the pioneering ®sdin
entrepreneurship and SME support, developed a newture creation
model which emphasized four key aspects of newnlegsicreation.

The first aspect was creating opportunities forregreneurs to
exploit. This would entail, among other thingspaditing at least some of
the government purchase orders to the new small@nésses, inviting big
international corporations to build new productitatilities that create
more business for local suppliers and distribut@sg giving various
privileges for smaller businesses and new start inpsertain sectors.
Governments also should try to keep the adminig&and legal barriers to
minimum.

The second aspect concerns the ability to enterpes the ability
of those, who spotted an opportunity for a busindgss exploit the
opportunity. This includes the general level of repteneurial and
managerial expertise. Transition countries esplgclatk in this area as
people in those countries did not have prior exgme@ in running private
businesses. Offering specialized management tgainiay mitigate the

problem.

31



The third aspect concerns the factors which weudised earlier
such as the propensity of a certain age group,iectoup etc to get
involved in new business start — ups. Traditionallgvery society, certain
groups, depending on income levels, cultural ugnig etc, tend to choose
certain occupations. (Later we will discuss th&ues in the context of the
Soviet elite regeneration.) In order to increageglopensity of the general
population to get involved in entrepreneurshipisitoften recommended
that successful entrepreneurs should be promotezleamodels.

The final aspect of the enterprise creation procEswxerns the
likelihood of those who are capable of it to becoemrepreneurs. This
includes the kind of infrastructure that gives aitial helping hand to the
aspiring entrepreneurs. Governments establish éssiradvisory bodies
offering practical advice on legal and administratimatters related to
starting new ventures. (Examples of such instihgiinclude business
incubators and business gateways which are qumenomly established by
local authorities in the UK. In Uzbekistan, the teys is administered by
the Chamber of Commerce and Entrepreneurship wiashbranches all

over the country.)

As most of the studies on the obstacles to entnepirship, found
the financing to be one of the most important atlet (Sarder 2000,
Klapper et al. 2002, Pissarides 1998), SME supporgrams in almost

every country include financial support as an essldngredient.

Major forms of financial support have been in thenf of

preferential loans, credits, and grants.
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All major international organizations including Wi Bank, IFC,
EBRD and ADB, have SME support programs that exferahcial support

to SMEs in member countries.

In addition to financial support, support progsaaifer a wide range
of non-financial support which includes managemetining,
entrepreneurship education, technical assistancerkating help,

information, counselling, and infrastructural faels (Sarder 2000).

2.5 Conclusion

In this Chapter we discussed the theories of ergrsurship. Both
the term and concept of entrepreneurship took g journey from the 18
century, when it simply referred to a ‘go-betwedn’the modern definition
that embraces such multidimensional aspects avatioo, calculated risk

taking, hard work and attention to detail, amortgeothings.

However, it is since Schumpeter that entreprenguishs been at
the heart of the development policy agenda. Schloldiscussions
thereafter often concentrated on the ways of e@gpong entrepreneurial
activites and removing any obstacles which mighindar their

development.

Recent studies have extended the entrepreneursieiprids to
overall talent allocation processes and arguedthigatltimate development
of entrepreneurial activities and hence the devatg of societies are

determined by the overall ‘Rules of the Game’ iem\society.
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These theories of entrepreneurship, considered nstgathe
background in Uzbekistan set out in the first chgpenable us to suggest
the following propositions which will be discussedthe remaining part of

the thesis.

The First Proposition: Rules of the Game both in the Former
USSR and Uzbekistan encouraged rent seeking aesivitather than
productive entrepreneurship.

The Second Proposition The best of entrepreneurial talent in the
former USSR and Uzbekistan chose to enter thesesiting sector rather
than productive sector.

The Third Proposition: The resulting system in Uzbekistan
resembled the ‘grabbing hand’ model and therefoostrof the problems
faced by the entrepreneurs in the country spriognfthe nature of the

system.
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Chapter Three
Historical Evolution of the Rules of the Game inbdgkistan

3.1 Introduction

We discussed the theory of entrepreneurship andrals in
economic development in the previous chapter. Ia thapter, we will
discuss entrepreneurship and business in Centr& As historical
perspective in order to establish ‘Rules of the &athat governed the
allocation of the talent in the pre-revolution Ukistan and construct the
evolutionary track of these rules over time.

First we will talk about the history of the regigoing back to the
time of Khanates in early ¥century, before the Russian invasion of the
region in 1864. The reason for that is that it weesonly time when there
was a market based system. Although underdevelapedar from perfect,
it was the last experience of the people of Ceftszh with markets before
the introduction of the planned economy.

The period in question is also important for a nambf other
reasons. A crucial one is that the decisions madd mstitutions
established during that period had a lasting impacthe development of
the region for more than a century to come. Ithis time when there
started a surge in scholarly interest in the regiaing to the intense
competition between Russia and Britain for the dw@nt position in the

region (Surucu, 2004). It is also from that time tbat one can find any
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statistical data about economic activity in theisag good enough for
research purposes.

In addition, we will concentrate on the factoratthmade certain
activities and sectors of the economy more atiradtr the best talent. We
will also discuss the influence of the ‘rules oetgame’ in shaping the
society and the economy.

This chapter will explore the behaviour of tragiital creative
entrepreneurship and the striving of the most tattpeople to get to the
top in the wake of major external shocks in themfaxf foreign invasion

and then the Communist Revolution.

3.2 Entrepreneurship and Business in th& C&ntury Central
Asia before the Revolution

Defining the boundaries of Central Asia is not mgightforward in
economic and political literature as it is in gexggny. Traditionally, the
term was used to refer to the area which includhedcurrent territories of
Uzbekistan, Turkmenistan, Tajikistan and Kyrgyz&tanContemporary
transition literature tends to add Kazakhstan &dtea, mainly because of
the historical and cultural heritage that the otleeuntries share with
Kazakhstan. The following map shows the boundatés different

definitions of Central Asia.

® Kazakhstan, part of which is geographically lodateEurope was not considered to be
part of Central Asia according to the official Setdefinition. The exact term used in the
Russian literature iSrednya Asiameaning Middle Asia to refer to the former Soviet
Republics in Central Asia arisentral’naya Azianeaning Central Asia to refer to general
area which included areas outside of the FormerRJ&&vever modern literature uses the
same term Central Asia for both translations (wwikipedia.org)
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Considering the similarities in history, culturalnda ethnic
background, we will include Kazakhstan to the graafpother Central
Asian countries and thus adopt the common modefinititen of Central

Asia for the purpose of our study.

Figure 3.2.1 Map of Central Asia
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Historical Perspective

Central Asia has historically been one of the madatile and
dynamic regions of the world. It was invaded by @dtrevery major empire
in the past and thus accumulated a very rich maexafrraces and cultures
over time. The region played a key role in conmertihe West with the
East as a part of the Silk Road for many centufiég. focus of our study
is, however, the period that immediately precedwdRussian invasion of
the region in mid-19 century.

Since about the fBcentury, when the last big empire, the Temurid
Empire, uniting the whole area collapsed, thereteri three independent

kingdoms khanatey namely The Khanate of Kokand, The Emirate of
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Bukhara and The Khanate of Khiva. All the majoresitof those kingdoms,

including the capital cities were located withiepent day Uzbekistan.

Figure 3.2.2 Central Asia prior to the Rasdnvasion
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The population of Central Asia consisted of nomattibes of
mainly Kazakhs, Kyrgyz and Turkmen, and the sefpledulation of Tajiks
and Uzbeks. The population in Khiva included adamgimber of Iranian
and Russian slaves, while Bukhara had a considembunt of Jewish

population. The ruling royal families in all thrdengdoms were from
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UzbeK tribes, thus the ruling elite were also dominaigahe Uzbeks. As
the population of the area was predominantly Mugligsiamic law
prevailed albeit with some peculiarities.

The exact number of population, living in the aaeaund the end of
19" century is questionable due to the lack of anyabdéi records.
However, Allworth (1994) estimated it to be in thegion of 5 million,
guoting some contemporary authors who visited #gion immediately
after the Russian conquést

The Head of State and absolute monarch wasichiéeKhan who was
‘nominally absolute master of his realm and thediand fortunes of his
subjects’ (Skrine and Ross, 1899, p379). His pmmm@ster,Qushbegiwas
the official guardian of the state jewels and tlegskof the capital city. He
was also responsible for the collection of taxesd @nstoms duties. Next to
his in the rank were a large number of executive@urt officials.

The regional governors were called tilBegs. They exercised
considerable authority in the areas under theitroband were responsible
for the collection of revenues and the executiojudicial decrees. But in
practice they had much more freedom to run thein @deomains as they
pleased, introducing new taxes, creating their oules and sentencing
their subjects to any punishment they fancied uidiclg death, at will. This

degree of discretion in regional government was wute week central

" Uzbeks are part of the greater Turkish familyhaligh the name Uzbek is associated
with the name of the King who was first among thekish tribes to accept Islam,
contemporary Uzbeks represent a wide range diff@nerkish tribes who settled in the
region over centuries.

8 Francis Skrine, who visited the region in laté t8ntury, estimated the population of
Bukhara at 2.5 million
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governments and the clan structure of the socigtical of Central Asian

kingdoms of the time.

3.2.1 Agriculture

Economic activity reflected the cultural backgrourad the
population, with the nomadic tribes of mainly Kakak Kyrgyz and
Turkmen moving around the region breeding theitleawith the settled
population of Uzbeks and Tajiks employed in agtictd in more or less
the same way they had been doing for centuries.

In theory, all of the land belonged to the statd #re head of state
was considered its owner. The state derived mo#s sévenue from land
taxes. Much of the uncultivated land was under ¢benmunal use of
nomads and the cultivated part of the land wasdduiinto several
categories for tax purposes. The most common typdamd in the
cultivated part was the so calledulk ( property) which was held under
some form of private ownership (according to Skiamel Ross, 1899, this
category included the land given to successful ggseas a gift for the
services to the king and to other members of the f&r various favours).
This type land was divided into further three catégs: the first category
(mulk hurp was exempt from tax, the second categamylk ushrj paid a
tenth of their harvest in tax and the third catggfmulk khira) paid
somewhere between a seventh to half of their hamwvesax. The last
category was the land held by non-muslims and datgrto tradition,
inherited from Arabic rules of the™8century, those lands were taxed at

higher rates. Another type of land tenure was dallagf,which in general
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referred to any land owned or used by religiousapnizations and such
lands were completely exempt from taxes.

The general rule was that if anyone cultivated andated an

uncultivated, unused piece of land then it couldclemed as private
property and would be taxed under the categorynofk. According to
Matley (1994), about 90% of all irrigated land beded to themulk
category, and therefore were in private hands.
The actual amount of land cultivated compared ® tital area of the
region was very small. Lyashchenko (1970) repotied the irrigated area
amounted to only 2.6 % of the total area at theetioi the Russian
Invasion. Hence, the proportion of land per houkkla@s very small and
the price of land was very high.

Agriculture was quite well developed as the followiquote from

Skrine and Ross suggests:

‘The cultivation of fruits is well understood. Theslons have a more delicate

aroma than those of any Eastern country. Driectafsriare known in India as thalt-i-
Bokhard; and every variety of fruit familiar to the Euregn palate is to be had in a
perfection and at prices which would excite wornide€ovent Gardens.’ (Skrine and Ross,

1899, p363).

However, nearly all of the fruits and vegetablesemeroduced for
local consumption as the transportation problem emiddunprofitable to
export most of them. The only few agricultural prots suitable for

transportation over long distances were cottondaied! fruits.
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3.2.2 Cotton Industry

‘The cultivation of cotton existed in the territoof Central Asia since ancient
times, having been introduced there from Indiavds mentioned by Herodotus as early as
the fifth century B.C. as a crop of the local p@pioih. For many centuries the cultivation
of cotton in this region was no more than anotbeall industry, since neither the cotton in
itself nor its products could find a wide outsidarket in the face of poor transportation
facilities, especially the variety raised there evarostly common local types intended for
manufacturing of wadding, and the finished home-ewarticles were of poor quality

goods’ (Lyashchenko, 1970,p609)

The situation in the world cotton market changedremusly
during the 1860s due to the American civil war. Tdauthern States of
America, where most of Europe’s cotton supply cafrem, reduced
production of cotton dramatically. The followingydire demonstrates the

extent of the fall in cotton production in Ameridaring the civil war.
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Figure 3.2.3 Cotton production
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As a result textile industries in most Europeanntoes, including Russia,
suffered badly. This in turn made cotton exportsrfrCentral Asia very
profitable. The following figure shows the tradevil between Central Asia
and Russia during 1840-1867.

Figure 3.2.4 Trade between Russia and Central Asia
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3.2.3 Other industries

Although the cotton industry dominated the economiene in
Central Asia, there were some other smaller indéasstifourishing in the
region. The nomadic Turkmen tribes were famoudHeir carpets made of
wool, as were the craftsmen of the people of Buklzard Samarkand for

their products.

‘Carpets and rugs of harmonious tone, piles of galhwls and dress pieces, snuff-
boxes of polished gourd to hold the pungent gremuder affected by the Bokharans, and

cutlery and trinkets of every description.” Skrared Ross, 1899, p370)

In spite of the fact that the Islamic laws proleblitusury and lending
activities, money exchange activities and lendiaggély unofficial) were

widespread.

‘Money-changers’ stalls are frequent, with tempfiveaps of silver and copper discs
for exchange against Russian money. ... The Hindweshaith the Jew the immense
profits derived from money-lending, which is forbeh to true believers, and they are
eager and rapacious traders. The large commertaiis in the hands of some wealthy

Peshawar Mohammedians’ (Skrine and Ross, 1899)p367

The main wonder of the Central Asian cities of timee was their
bazaars. Having been the central points on the Fl&d for hundreds of

years those cities served as main transfer paimt&diropean goods going
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towards the East and vice versa. After the Britishquest of India a large
proportion of English goods started coming thro@gntral Asian bazaars
to Russia.

The Central Asians, who mastered their intermedialy between
Asia and Europe and Middle East for centuries, wenatrolling most of
the trade flow and therefore were considered exhghifficult to compete

against by their Russian counterparts.

Especially after they switched from the practicebafter to cash
trade in 1830s, the Central Asian merchants caasmhsiderable flight of
gold and silver from Russia to Central Asian maketllworth (1994)

estimated it to be around 4 million rubles in 1863.

‘Czarist authorities, who had been coveting Cenksia’s natural gold since
Peter the Great's time, felt strong pressure fraradian merchants to ban these exports of
money, for the traders believed that such outflesv8ukhara and Khiva represented a
single greatest obstacle to the development of iRudsade in that area. These czarist
businessmen felt that the greater liquidity acqlirith Russian metallic rubles permitted
Central Asians to deal actively with Russia’s nfested competition — Iranian and Indian
merchants selling English manufactures who demandst payments for their wares. In
sum, Russian merchants seemed to be unable toesuote€entral Asia’'s open market,
whereas the Bukharans, Khivans and to a lessenteteokandians, so long as Central
Asia remained independent, thrived on the rivaigytmet in Nizhni Novgorod and other

cities’ (Allworth, 1994, p30)
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This and the situation in the world cotton marktegether with the
pressing demands of the ‘Great Gammeétween Russia and Britain for
dominance in Central Asia, prompted Russia to iav&entral Asian
Khanates. The process of systematic conquest wkiahed with the
invasion of Ogmachit in 1864 lasted until the188@sen last groups of
Turkmen were defeated. The joint delimitation of thfghan border with
the British finally put an end to the Russian exgan in Central Asia in

1895.

The Russian conquest and subsequent colonizati@enfral Asia
was by all accounts similar to the other colonigpansions of major
European powers of the time. In contrast to théiexagxpansions of the
Russian Empire towards Siberia and the Kazakh steppe conquest of
Central Asia was not followed by mass migratiorciwilians and the area
remained under military administration even aftee final defeat of the

local armies.

Clem (1992) defines the typical characteristic @baial rule in the
context of the common practices throughout the roEweopean colonies

around the world. According to his observation ¢g@bi colonial

° The term Great Game was originally coined by Bhitfficer Connolly who was sent to
Bukhara before the Russian Invasion but was caamgthpublicly executed. He used the
term to refer to the competition between RussiaBxitadin for dominance in Central Asia.
The term later became very popular in the liteatur the history of Central Asia and
used to describe a wide range of things includirggdiplomatic and scholarly exchanges
that to a considerable extent represented biagegs\af both sides. To this Great Game
we owe much of the scholarly work on Central Asiadquced during that time. For an
intriguing account of the Great Game politics dmellbiases reflected in the contemporary
literature see Surucu (2004).
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arrangements involve a small number of intrudedsguover a large
number of indigenous population using superior nedbgy or military
power, and they run the occupied country as an@o@ncomplementary
to the mother country. The control under those ryeanents normally
exercised through military authorities and the udérs’ presence is
concentrated in highly segregated urban settlemdrite occupied are
normally allowed to maintain their own culture awdy of life although

socioeconomic stratification along ethnic linesvaits (Clem, 1992:25).

In Central Asia, Russians used very similar arramgds. The
occupied territories of Kokand Khanate and parthef Bukhara Kingdom
up to the town of Katta-Kurgan were annexed. Tis o€ Bukhara and the
Khanate of Khiva became protectorates in 1868 &7® Tespectively. The
territory of Kokand including Samarkand includedtoin Governor

Generalship of Turkistan which also included pathe Kazakh steppe.

3.2.4 Economy and Infrastructure under the Czaussk

Due to its landlocked location and desert climaent@al Asia
presented a formidable challenge in terms of trartapon. The following
guote from  Skrine and Ross (1899), about anexaRussian raid into

Central Asia, helps us to understand the scalesofransportation problem:

‘He equipped an army of 3.5 battalions of OrenbBogsacks, and 22 guns with a
rocket train. Transport was effected by nearly 2606ses and 10000 camels, tended by

2000 Kirghiz, and the utmost care was lavishedaryedetail of the equipment. ... The
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expedition struggled on as far as Ak Bulak, abalft\way to the Khivan frontier, and was
there fain to retreat, leaving the bones of 100@¢h rand 8000 camels whitening the

pitiless sands.” Skrine and Ross, 1899, p244)

Having learned bitter lessons during their militexpeditions, the
Russians sought ways to ease this enormous traasporproblem as soon
as they got the control of the entire area. Theisadsy to the Tsar

considered a few available options:

‘ A strong party favoured the canalisation of theADarya, and an attempt to
divert its stream to its ancient channel, whicheed the Caspian at Krasnovodsk.
Another faction pointed to the vast results achileielndia by the network of railways,
which enables a European military force barely 60,8trong to dominate 250,000,000
Asiatics; and urged the necessity of providing tremans of rapid transport of troops and

material between Caucasus and the new strateggs b@sid. p307)

Thus, the decision was made in favour of railwagstauction and
by an imperialukasein April, 1884 General Annenkoff was appointed to
take charge of the project. The construction ofrdikevay was carried out
by the military in such intensity that the distarafe879 miles (including
building a bridge over Amudarya) up to Samarkand e@mpleted by May
1888°. The railway was extended up to Andijan a few gdater and the
completion of Tashkent — Orenburg line in 1906 finaonnected all the

major cities of Central Asia with the rest of therld through Russia.

19 skrine and Ross also point out that the railwayi Im Cenral Asia cost almost three
times less per mile than the railways built byBniish in India (Skrine and Ross 1899,
p313)
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Although the railway project was planned with raifif purposes in
mind, it was probably the biggest single contribatio the development of

the Central Asia by the Russians.

‘The impact of rail transport on the economy wasstlconsiderable. There is a
significant correlation between construction of tladroads, the extension of the area
sown to cotton, the export of cotton from Centraig) cotton imports into Russia from
abroad, the price of cotton on Central Asian, Mescand world markets, and the

construction of industrial enterprises for the peri880-1915.( Matley, 994, p328)

For the first time in the history of Central Asihe traditional routes
of the Silk Road faced real competition from thead& routes coming
through by sea up to the Caspian and by the ragwagreon.

By 1897 the total exports through railways reach@d,000 tons of
which 81,000 tons was raw cotton and 8000 tons wasl. The main
import articles included manufactures, sugar, teatals, oil and other
goods produced in Russia as well as in Westernfeurdea and spices
produced in China and India also found their waptlgh the new trade
routes.

But one of the main aims of the Russians in Cerigh was to
increase cotton production in order to ease theitersptextile industry
from reliance on outside supply of cotton. At tired of the invasion, the
percentage of land sown to cotton only amountesbtmut 10% of the total
agricultural area. The following table shows ther@ase in the acreage

under cotton before the revolution.
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Figure 3.2.5 Increase of the acreagéeu cotton (in thousand
dessyating
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The local type of cotton was callgtliza,which

‘had to be picked in the boll and the bolls hadbtolabouriously removed by
hand — a job mainly performed at home by womerefnd seeds were then separated by
pair of rough wooden rollers, an inefficient deviaeown aschighirig. In twelve hours
only seventy pounds of cotton could be handled Hiy method. The cotton was then
cleaned by being placed on the floor and beatem sticks.

This badly processed raw material was then packed large sacks, each of
which held about 300 pound, and loaded on the aasafor Russia. By the time the cotton
reached its destination the outer layer had bemeduby damp, sand, and dirt, and often
some had been stolen by porters. At that timedhke of cotton was said never to be less
than 25 percent, often was 50 percent, and averagedt 35 percent’ (Matley, 1994,
p309)

Thus if Central Asia was to replace America asri@n supplier
for the Russian textile industry, some major refermad to be carried out.
The local type of cotton was gradually replacedtbg American type
which was of a better quality and higher yield.

During the period between 1884 and 1890 the area smder the

American type of cotton increased nearly 200 titoesio less than 158992
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acres’ and by 1990-01, 93.4 percent of the totahaf Ferghana oblast
grew American cotton. As a result the average yimtdeased dramatically,
from just 160 Ibs per acre in 1875 to 1136 Ibs g&e in 1915. (Matley,
1994, p275)

Due to the dry nature of the Central Asian climateyation played
a major role in the agricultural processes. Somaitdd irrigation systems
have existed in the area since the ancient timékodgh most of the
original system was destroyed during the Mongoksien, the traces of
those irrigation routes were discovered by the Russeven in the
unpopulated regions. The administration and maartea of the irrigation
system was very important for the livelihoods & thcal people.

The administration of the irrigation system was dugted on a
popular basis. The elders of local communities tettavater managers
called mirobs who were in charge of rationing water for irrigat of
private plots. Water was generally distributed fodecharge and farmers
were required to contribute man-power for clearand maintenance of the

irrigation system.

‘In theory, water was distributed evenly to allr fexample, those owning land at
the head of the canal had no right to use more they were entitled to, so that those
living farther along the canal should not suffer.dractice a well-placed bribe insured
supplementary supplies of water, a situation cjetavouring the well-to-do farmer. In
addition, landowners at the heads of the canatmafiverted more than their fair share of

water for the growing of rice.” (ibid., 1994, p280
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The administration of the irrigation system wag leflocal hands
after the invasion by the Russians. However theglani& a priority to
increase the overall irrigated area in order taease cotton production.
Several new canals were built. Matley (1994) regmbrthat the irrigated
area in Central Asia increased from 7.5 millioneacto over 13.8 million

acres between 1903 and 1814.

3.2.5 Industrial development

The economy became even more dependent on cotten thé
trade routes to the East and South were cut bRtissians. Therefore, not
surprisingly, industrial development in the regiwas also closely linked
the cotton processing and textile sectors. Indcalsproduction in pre —
Russian Central Asia was almost non — existent xte those small
craftsmanships and workshops mentioned above. &herepockets of
industrial production were scattered around thkvesi stations and along
the newly built railways. First workshops were tethto the support and
maintenance of the railways and the army. As fer ¢btton processing

industry:

‘The first two cotton gins in Central Asia were tated in Khokand by private
individuals in 1880 and their number in Ferghandastbhad reached 21 by 1890,
increased to 100 by 1901. In 1914 the oblast h&girning plants, which represented the
greatest concentration of cotton ginning in pre7l®entral Asia. In the same year

Samarkand oblast ran 33 ginning plants and Sir®abyast 28. (Matley in 1994, p319)

The following figures demonstrate the relative shaf different sectors in

industrial production.
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Figure 3.2.6 Allocation of Industrial EnterprisesGentral Asia
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Cotton gins along with cottonseed-oil production mpanies
dominated in terms of sheer numbers. The dominarase however, even
more significant in terms of production volume. Thketton industry
produced well over 82% of output. Therefore for theal economy of
Central Asia it was the first and only industryita modern sense. The
cotton processing companies were considerably rarge relatively less
labour intensive than the companies in other imtasst They only
employed about 45% of the industrial labour fordelevother more labour
intensive industries like cocoon drying employedrenpeople relative to

their share in production.
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Figure 3.2.7 Industrial Production
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Figure 3.2.8 Industrial Employment
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3.3 Entrepreneurship and the Rules of the GameruhddJSSR

3.3.1 Central Asian Enlightenment and Revolution

Employees of the industrial sectors in Central Asitaacted a lot
more scholarly attention from Sovietologists anstdrians than their mere
economic importance deserved. The reason for thebine extent was the
central role given to the proletariat in the Mathisninist ideology and
also the peculiarity of Central Asian proletarinatt played an important
role during the October Revolution.

The proletariat was the ideological centrepiecélarx’s analysis.
He predicted that the industrial workers, oppressed exploited by the
profit maximizing capitalist bosses, would unitedaise up to overthrow
the whole social structure made to suit the bousgeldes.

In the late 19 century and early 2Dcentury up to the October
Revolution, liberal views of all sorts flourished Russia. Led by the
intelligentsia and students, those liberal and adisti movements started
attracting a lot of industrial workers whose apipallliving and working
conditions continued to deteriorate during the tmal and economic
turmoil of the 1990s.

The Russian authorities then had a habit of exisagh trouble
makers to remote parts of the Empire, and Centsaa Avas one of the
common dumping grounds for liberal heretics. Mahthe activists among
students of leading Russian universities as wedlcawists among workers
and even among soldiers ended up being exiled tir&eAsia. They

continued to do what they were doing now in majties of Central Asia.
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They organized various societies and published rdihbe minded
newsletters in Samarkand and Tashkent.

But the irony of the situation was that the praietan Central Asia
was far from the oppressed masses described by. Marx

Most of the industrial workers in Central Asia w&wassians. Local
people were only employed to do low skilled, lowdpaanual jobs which

often were seasonal.

‘In the mining industries where the Central Asiavarked all year, 45.6 percent
of the personnel were Russians, 34.4 percent Madliom outside the country (Persian,
Afghan, or Tatar), and only 18.9 percent were Idahburers. Here again, the Muslims
held the most menial jobs at trifling wages. Amahg railway employees, who alone
represented nearly half the labour pool, for s¢gugasons there were mainly Russians.
Finally, certain military railway battalions in algge of guarding the rail lines livid with the
employees and not in barracks. These battalions wew filled with Russian students
guilty of having liberal views, suspects, and seigideemed undesirable in Russia because

of ‘poor spirit’. (d’Encausse,1994, p181)

Thus the proletariat in Central Asia was essegtRilissian and was
not an oppressed class struggling to survive vatiglworking hours and
low wages. In fact, by any standards they wereilpged people with
better income and better housing. In the eyes®fdbal population, they
were the representatives of the occupying countiy therefore did not
enjoy any popular support.

The revolutionary views among the local populatweere inspired

and influenced by the reformist movements of otesslim minorities of
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the Empire, especially by Tatar writers and to s@xient by the Turkish
reformist movements. Therefore, those new schobthaught developed
in Central Asia followed Pan-Islamic and Pan-Tunkisutes rather than
joining in with the Russian liberal, revolutionampovements. This was
partly because of the deliberate Russian policgxafluding local people
from modern educational institutions and supportimg existing orthodox
social order run by narrow — minded ultra — conative religious leaders.
As a result the growing discontent with the exigtorder of things turned
the new generation of intellectuals not only agailme colonial masters but
also against the local religious leaders who wesspdrately clinging on to
their fast abating powers.

Those reformist groups, known dsdids because of the new
method ¢sooli jadid) of instruction at schools that they pioneered,
initially advocated reforms in the education systamd criticized the
religious leaders for obstructing progress. Althoutpey are generally
referred to as a reformist movement or politicalugr, Jadidism was more
like an ideology than a political movement. Thartes used to refer to the
group of well educated young people who represetitedniddle classes,
the kind of people often called the petty bourgedyy communist authors.
Most of them came from merchant families and tloreeftravelled
extensively between Central Asia, Russia and diugopean countries. It

was during those travels they encountered diffeicieds and were inspired

" The new method of teaching mentioned here redettset new way of teaching the old
Arabic alphabet that is in use among Muslim popatadf the Russia Empire. The method
was pioneered by a Crimean Tatar called Gasprih88@s. He travelled extensively
around the Russian Empire to teach his method lanchablished a newspaper call
Terjuman (Interpreter) which he used to spreagtogressive ideas throughout the
region.
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by the advancements in every area of life in Euaopeountries and the
desperate state of things in their own country.yThaw the root of the
problems in inadequate education and corruptioelidious leaders. They,
like similar reformist movements of other Muslimtioas, blamed the ills
of society on people not following the teachingghadir religion properly

rather than criticizing the role of the religiosetf. They believe that:

‘the clerics had replaced the dynamic faith of fAmphet with a deceased
religion, hostile to any progress, and they hatkedilthe Islamic education that created
Bukhara’s glory (d’Encausse, 1994, p205).

They also stressed the ideas of freedom to whielnygverson was
entitled by birth, universal equality of mankinddaoontinuous progress.
Thus the Jadids were at the forefront of the CéAsan enlightenment of
late 19" and early 28 centuries. In addition to their contribution to
education and literature, they were also activelyolved in politics. They
published various newspapers. The first of thertedd araqqiy (progress)
was founded in Tashkent in 1906 by Ismael AbidifrieTothers called
Khurshid, Shohrawere published later in the same year in Tashkgnt
Munawwar Qari, who was one of the most prominendidia In
Samarkand, Behbudiy publishégina and Samarkandwhile in Bukhara
they establishedluran and Bukhara-i-Sharif and in Ferghan&ada-i-
Ferghana. The interests of the local business people wereed in the
newspaper calledTujjor (Businessmen or Merchants) established Said

Azimbay, one the richest people in Tashkent attihre.
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Jadids also established secret societies with tiygpr@nd rigorous
checks on new members. They discussed ways ofvacidreedom for
their country and organizing resistance againsttienial masters.

In October 11, 1906, the above mentioned paperskidf published
‘a genuine program for Jadids of Central Asia, arehghed adherence to the

Muslim Union (lttifag ul-Muslimin), the eventual rnmstay of the Constitutional

Democratic Party.’ (ibid. p191).

This program was signed by Behbudiy, who himsethedrom a
family of influential Muslim clerics, and becameeoaf the fierce critics of
established Muslim elite and one of the best kndagtids.

Thus, the revolutionary movements of the local pajon of
Central Asia developed quite independently, of aodetimes in tacit
hostility towards, the Russian revolutionary movateef the same region.
The Russian revolutionary groups also treateddhbal lintelligentsia with a
lot of suspicion if not with open contempt.

As a result the local population did not take aiaytpn both the
February and October revolutions and subsequemigehaf power in the
Russian administration of Central Asia following tbhanges in Moscow.
In the aftermath of revolution the Central Governtrgought to involve all
the ethnic groups of the Empire in the revolutignaause but the idea was

rejected by local Russian revolutionaries of Cdii{sza.

‘It is impossible to let the Muslims into the remtibnary government at this time,
because the attitude of the local population tovtedauthority of the is Soviets doubtful,
and because the indigenous population has no aralet organizations which the

(Bolshevik) group could welcome into the highesgasrs of the regional government’
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(attributed to Kolesov, one of the leaders of Rassiommunists in Central Asia, quoted in

d’Encausse, 1994, p225)

The local activists instead tried to take advantafjeéhe turbulent
situation to achieve the independence of the redibere were records of
the representative of Jadids approaching the Gowenhof Turkey asking
them to invade the region on their behalf and teegn approached the
British representatives in India about possibleitar}y assistance. After
being rejected by both sides, they tried to app@apopular support. In
November 1917 they organized a congress in Khokemadcentral city in
the Ferghana valley at that time, and elected axabwf 36 Muslims
(mainly Jadids) and 18 Russians. This council #heclared autonomy for
southern Central Asia and selected the 12-membezrgment to lead the
new Autonomous Turkistan. Meanwhile the Russian roamsts held
power in the Russian quarter of Tashkent and claitoebe the legitimate
government of Turkistan. The supporters of the Kimokgovernment held
public protests against the Russian governmentashRent but the protests
were put down quickly by force. In January, the K&iad government then
wrote to Moscow explaining the situation and asKmrgthe support of the
central government referring to the resolution,nedy by Lenin in the
aftermath of the revolution, giving the differerdtionalities of the Empire
the right to determine their own fate. However,thie misfortune of the
Khokand government, the person in charge of the r@igsariat for
Nationalities was a certain Stalin who had différelans for Central Asia.
His reply refused to recognize the rival governmenade up of
representatives of ‘petty bourgeoisie’ remindingrnththat the legitimacy of
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the Tashkent government was based on the popybgosguof proletariat
whom they represented. Without external supporte tKhokand
government was bound to fail. Their vision for Ambonous Turkistan,
independent of colonial masters, was not sharedhbymajority of the
population which remained politically ignorant thghout the whole
revolutionary period.

Backed by Stalin’s blessing, the Tashkent goverrnnaesked for
military support against the ‘counter-revolutiondoyces of Khokand’ and
in February, 1918 the Red Army captured Khokand gndctically
destroyed most of the city, massacring the inhatstaHowever most of the
leaders of Jadids, including Mustafa Chuqgay, thadhef the government,
managed to escape.

This bitter experience taught the Central Asiandiadn important
lesson.

‘The main political strategy of the Jadids caméddous instead on struggle for
participation in the regime and its fledging ingiitns. ‘Knowing that struggle in
Turkistan was useless and could lead only to theatfithe land, * Chogay wrote in 1923,
‘the core of the autonomists remaining after thdeale at Khokand called upon its
supporters to work with the existing authoritieonder to weaken the hostility directed at

the indigenous population by the frontier Sovigfimee’ (Khalid 1998, p286).

They argued quite successfully tHat a colonial environment where no

conscious and organized proletariat existed, pyidve granted to the national struggle
rather than to social liberation, and that the lldeaurgeoisie be given the opportunity to

assume leadership of liberation movement’ (d’Ensau®$94, p235).
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The Central Government, which was already struggWnth civil
war and internal problems, as these events coidcidéh the infamous
years of war communism, decided to give in tryiogtabilize the situation
and sent new members for the Communist Governnféd¢wtral Asia, the
Turkic Commission. This new group came with a sjpeanission of
cleansing the local communist party of the remnarftshe old regime
especially those with an out and out chauvinist emldnial attitude. The
Jadids started joining the Communist Party en maBss new strategy
was hugely successful for them, because as they mastered the
communist ‘new speak’, they were able to push tbgin agenda much
more efficiently. They successfully argued for dquepresentation of
locals in all government bodies and the name ofldical branch of the
Communist party was changed to ‘the Communist R&riyurkic Peoples’.
Turor Risqulov, the newly elected head of this pamgued, in his speech

in front of the Central Committee in Moscow, thatre were only two basic

groups in Turkistan, ‘the oppressed and exploitddrdal natives and European capital’.

(Khalid 1998, p297).

Using this kind of Marxist language he demandederartonomy
and authority for local people including the estbhent of a native army
subordinated to the autonomous government of TiarkisThus for much
of the 1920s the Jadids enjoyed a great deal afdfmm to express

themselves and influence the political and cultlifalin Central Asia.

‘Fayzullah Khojaev was prime minister of the BuldraPPeople’s Republic and

then the President of newly established Uzbekistemje Fitrat served minister for

62



education in Bukhara. Cholpan, Qadiri, Hamza, MumawQari, Awlani, Ayni, Ajzi and
Haji Muin, to name only a few of the most importéigures, were all central figures in the
world of letters, arts, and education all throulgl decade. They saw themselves creating a
new civilization — modern, Soviet, Central Asiamrfic, and Muslim all at once. (Khalid

1998, p299)

3.3.2 Economy during the early Soviet years.

This relatively good era in intellectual and cududevelopment in
Central Asia coincided with the period generallywm as the ‘NEP’ era,
so named because of Lenin’'s New Economic Poliey.thke aftermath of
the Revolution, the Communists were in limbo beeaMsirx had not told

them how to build communism.

There was little in Marx’s voluminous writings fbiis followers to learn about
“building” a socialist economy. From his teachihgwever, they thought they knew what
was wrong with a modern economy, and they had néhtothat it was above all the
market mechanism of resource allocation. The ma&ehomy was to Marx synonymous
with capitalism, it was an exploitative, anarchiclavasteful type of economy, and so his
followers were adamant in their resolve to eliminit As capitalism and socialism were
viewed as antipodes, the latter was supposed @ fmarket-less, money-less economy.

(Gabriel Temkin, 1998, p313)

Because Marx only told what was wrong with capstali the
communists started to get rid of the things thatXVead said were wrong.
Private ownership of any means of production, ekgepgriculture, had to
go, so they nationalized the economy. The supremen€il of National

Economy (SCNE) was set up on 15 December 1917d@rdo organize the
63



National Economy. This process of nationalizatioasvas chaotic as the
revolution itself as the local revolutionary grougiarted taking control of
the enterprises with their neighbourhoods. The lprab of chaotic
nationalization was so serious that the SCNE hadsioe two consecutive
decrees outlawing unauthorized nationalization.

The industrial workers living in cities suffered rthg the food
shortage that followed the revolution and manyhafm started moving to
the countryside where it was easier to surviveresponse to this Lenin
started applying stricter measures for workers’ tadn effectively
introducing semi-military management of the workc® and found himself
in opposition to the more liberal communists. il dot, however, deter
him from dismissing all the criticism in his enligingly titled article
‘Left-wing Childishness’.

In it he defended his reforms, asserting the neamd strong

discipline and one man management system for indlistganizations.

In Central Asia, the local Council of People’s Coissars also
acted swiftly to confiscate first the cotton mi#lad soon after other major
industrial enterprises. Even the foreign owned camgs did not escape the
zealous nationalization drive of the proletariahe tBelgian owned
‘Tashkent Tram, and the American ‘Zinger Compangrevtaken over by
the end of 1918. By the end of the following yearenthan 700 enterprises

in Turkistan were nationalized (Ozerova, 2004).
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In agriculture they allowed the peasants to cléma lands they
were working on, from landlords. This policy madee tcommunists
popular with the rural population initially, butetpeasants did not like the
idea of giving away their produce in exchange falustrial goods in times
of food shortage. Therefore the communists forégftdquisitioned most
of the agricultural output. The immediate respookéhe peasants was to
cut the sowing of grain products as the producexiess of their own need
would be taken away from them anyway. This reductio sowings
combined with the severe draught resulted in urggtexted famine in most

parts of the country.

‘The 1920 grain harvest, only 54 per cent of th@3%9913 average, was bad
enough. In 1921 the harvest was only 37.6 millianst only 43 per cent of the pre-war
average overall, but far worse in affected areasounted millions died.” (Nove, 1992,

p81)

In Central Asia, the crisis started even earliet @sted longer than
it did in European parts of Russia as the peopfesolonies were given
lower priority and hardly any relief effort was eated at them. The civil
war that broke out in the immediate aftermath & thvolution cut the
railway links between Central Asia and other paftfRussia towards the
end of 1917. As a result undelivered cotton pilpcand the supply of grain
on which the population Central Asia had relied wa&ed. Hence, the
food crisis in Central Asia started even before War Communism
measures of forceful requisitioning began and pegphrted supplanting

cotton fields with grain. Later the requisitionimond looting forced the
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peasants to cut even further the sowings that alezady well short of pre-
Revolutionary levels due to extensive damages ¢oirtigation systems

because of civil war.

‘... by 1921 cotton covered only 200,000 acres (80(@@ares) compared with
the 1,058,000 acres (423500 hectares) in 1913 pite ®f these belated attempts to
substitute food crops for cotton, southern Centsih experienced severe famines from
1919 to 1923, well over a million people died. Swthrvation, along with the general
chaos prevailing in the region, reduced the agmageonomy to a state of collapse’

(Matley, 1994, p286)

Under the new arrangements trade and the marlehat$ to go, so
they abolished money, banned trade and introdueetiat distribution. As
a result black markets flourished in spite of hgzghishments up to instant
execution by shooting for anyone caught engagetleigal trade. Nove
(1992) reported that as much as 60% of consumptiaities went through
the black market.

Overall, War Communism as a system failed miserapbpular
discontent with the new government was reachindingpipoint. The
economy was on the verge of collapse and the psodé®utraged peasants
threatened to turn into a countrywide revolt. Und=al danger of losing
power Lenin decided to reverse the course of Hmmes and introduced
what later became known as the ‘New Economic P@hP).

From 1921, requisitioning was replaced with a prtipoal tax on

the output that was in excess of consumption neSdwller enterprises
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were denationalized and trade and markets werdidedaagain. After two
devaluations, a more — or — less stable currensyimteoduced in 1923.
The results were very impressive. The economyestad recover at
a great pace and by 1926, the peak year under Ni©Bt production
returned to pre-Revolutionary levels. A new clads taders, called
‘Nepmen’,emerged to fill the gaps that existed between lagme state
owned production and retail market&nfortunately, by that time Lenin
was already gone and struggle for political powaoag his followers was
heating up. Lenin’s speeches and articles regarttheduture direction of
economic reforms left them with more questions thaswers. Although
the NEP was successful in restoring the econongyctimmunists believed
that they should be working towards building a absi economy

somewhat reflecting their Marxist ideology.

‘They were bound to regard the ultimate achievenwdnsocialism as the one
possible justification for their being in power. Buhen was the advance to be resumed?
At what speed? In what directions? Above all, whias to be done to convert or transform
the peasant majority of the population, and how thasindustrialization of Russia to be

pursued after the period of reconstruction had ctmam end?’ (Nove (1992), p117)

Thus the real core of the problem was the fact thatCommunists
came to power under the flag of Marxism and wen& tging to establish
‘the dictatorship of proletariat’ in an overwhelrgin peasant country.

For most of them, the NEP represented a necessatyask in the
face of the hardship of civil war and they sawadaecilable class enemies

in both Nepmen and wealthier peasants whom thégddallaks. The most
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ideologically committed of them joined togetherthre united left wing
opposition led by Leon Trotsky, firmly opposed tbh the concessions
given to private traders and peasants during NERBy Tvanted to see a full
scale industrialization led by the state. NikolaikBarin, one of the most
prominent Marxists and leaders of the Revolutioaswalso part of the left
opposition but he was won over by the successd$bdf and became a
strong defender of the new arrangeméntsHe argued for a balanced,
harmonious growth with investments in both indadtand agricultural
development. Preobrazhensky, an outspoken mentb#reoleft wing,

proposed an unbalanced growth strategy in favourdufstry. He

‘... took up where Marxian expanded reproduction tdff arguing that it was
necessary to focus on investment goods to supgpid industrialization. Thus he argued
against half measures and for a ‘big push’, a jposgupported by several considerations.’

(Gregory and Stuart, 1998, p65)

Stalin first aligned himself with the right wing é@naunched a
ruthless purge against the left opposition. Alltleém were expelled from
the party and either arrested or left the couniffer eliminating the left
wing opposition he turned against the moderatekhBin and his so
called followers, the ‘Bukharinites’ were turneddrvillains towards the
end of 1928. Stalin then adopted an industrialirasitrategy that was even

more ambitious than anything the pro-big — pustisksfever dreamt about.

12 Bukharin was impressed by the contribution offilieate sector to the economic
recovery during the NEP so much that he becameimoed that ‘... greater prosperity
among peasants, more commercial production, wasnigtessential but also not
dangerous. In the process of time these peasantgotald ‘grow into socialism’.
Following his own logic, he launched in April 192% slogan get rich.” (Nove 1992,
p119)
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‘The first Five Year Plan adopted in 1928 and fdiyjnapproved in 1929
staggered the imagination of even the superinduists. The Soviet capital stock was to

double in five years, and even light industry wasstpand by 70 percent'. (ibid., p67)

So the decision was made to establish a commanaoego that
would exploit peasants by making them work in ailiee farms in order to
achieve socialist accumulation. Private tradersished gradually. The
share of the private sector in trade and nationedme decreased from
42.3% and 54.1% in 1925-26 to 5.5% and 27.8% irD11@3pectively. By
1932, the share of the private sector in Nationebie stood at mere 9.3%

(Nove, 1992).

3.3.3 The Making of Uzbekistan

As mentioned above, Stalin always had his suspsciegarding the
loyalty of Central Asians towards the Soviet regiamel as soon as he took
over power after Lenin’s death he initiated thergaaization of Central
Asia. Applying the principle of divide and rule kdecided to separate the
Turkic populations of the region into arbitrarilgfthed republics creating
Uzbek, Kazakh, Kirgyz, and Tajik Soviet Socialiseblics (SSRs), in
1924. The Jadids, however, still remained activeWplved in the process
with Fayzullah Khujayev, the leader of “Young Bukdwas’ becoming the
first President of the Uzbek SSR. The territoryref Uzbek SSR, on which
we will be concentrating from here on, stayed Iprgechanged until 1963

when a large piece of Kazakh SSR was transferrétfbek SSR and some
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part of it taken back in 1971. The final result waasl still is an area of
approximately 447.4 thousand square kilometres hwviscbigger than the
UK, Republic of Ireland and Iceland put together.

The territory of Uzbek SSR included some stratdtyiaenportant
areas of Central Asia. It covered most of the eofjoowing lands and the
capitals of all three khanates that existed befBtessian invasion. In
addition, this area was more densely populated #mgnother new Central
Asian SSRs. Because of these important factors W3ISR was treated as
the regional centre and all the regional headqrsadgeparty, economic and
military authorities were located in Uzbek SSR.

After Stalin took over power, he continued theocwdl policies
with great intensity. As the Czarist regime hattmaed, he decided that

Central Asia should remain as a resource basédoneist of the Empire.

‘Study of the revival in agriculture of settled asein Central Asia up to 1927 has
shown clearly that the Soviet authorities in th@d®pursued exactly the same agricultural
policy as had the czarist administration. The seuttpart of Central Asia became still

more firmly tied to Russia as a one-crop colonyaflely ,1994, p288)

Stalin was determined not only to achieve what @earist
authorities had failed to achieve i.e. cotton irefefence, he was planning
to turn the country into a net exporter of cottonorder to finance his
industrialization plans. Thus soon after the ternial reorganization
another wave of social and economic upheaval staviéh a mass

collectivization drive. In Central Asia, people sawllectivization as an
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attempt by the Russian invaders to take away thdslahat belonged to
them and armed resistance broke out throughouttfien.

The local politicians were caught between the tinesf On the one
hand they knew all too well that any resistanc8ttdin’s campaigns would
not only be futile but also could have fatal consetes. On the other
hand, they could not possibly convince the locabydation, who were
largely unaware of Marxist ideology and therefoie: iibt realize they were
being freed from exploitation, that collectivizatiovas the best way
forward.

Besides, given their Jadidist background, the @értsian leaders
had completely different dreams for their homelaki¢hile the certain
degree of freedom they enjoyed during the NEP yeagsgiven them some
hope for their future within the Soviet Union, $t& reforms, especially
the style and pace at which they were carried stuiftered their dreams.
Any attempts to mediate between Moscow and loclnyents were bound
to fail.

In a recent interview with the radio ‘Voice of Anea’ historian
Qahramon Rajabov quoted a short conversation dok place between
Akmal Ikromov, who was one of the leaders of Cdrissan Communists
and a prominent Jadidist himself. They were attemdi meeting of the
Russian Communist Party in Moscow in 1923, whetairs strongly
criticized Central Asian leaders. In responsentdriticism Ikromov tried
to suggest, as diplomatically as possible givensgmsitivity of the issue
and occasion, that some of the Soviet polices cdidde been more

successful had they taken into account the localleities. Stalin’s reply
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summed up his stance towards the local leadersiughe Central Asia as
a whole. He said: So you are saying that at the emdmthe Soviet
government is pursuing the wrong policy and theiigents are doing the
right thing. Then why don’t you go and join theM?This also

demonstrates the amount of trust Stalin had inldbel leadership, which
was almost entirely wiped out during the seriepoifges that followed.
They were replaced with the so called class of tB8,new generation of
‘ves’ men with predominantly working class and medshackground and
very little education except for what they got frothe new Soviet
propaganda schools established after the Revol(Kibalid 1998).

After collectivization was finalized in mid ‘30s dnthe all
independent minded local leadership eliminated,gioluction of cotton
was given a big push and reached new highs in ¢aesypreceding the
Second World War. The area sown under cotton irD9ds 75% larger
compared to the level in 1928 and the amount abogbroduced reached
1648800 metric tons, a 331% increase over 1928s.drhis was achieved
partly by extensive use of mineral fertilizers, tpheoduction of which
increased 8.75 times between 1932 and 1937.

The other significant factor in this expansion otton production was the

new irrigation projects.

‘During the first Five Year Plan, work began onemding irrigation of such areas
as the Farghana Valley and Mirzachol Sahra, and kong the Zarafshan, Surkhan

Darya, Chirchig, and Ahangaran rivers. In all, a00,000 acres (200,000 hectares) of

¥ Reported owww.voanews.comaccessed on 15.10.2006, Author’s
translation.
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new land was irrigated between 1929and 1932. ThereFive Year Plan made little
progress in extending the irrigated area, an ntit 1839 did the first large scale irrigation
projects since the pre-1917 period begin.

The first of these was the construction of thenii® long Lagan Canal in the
Farghana Valley, which was said to have been lugeventeen days by 14000 labourers.
In the spring of 1939 forty-five more canals wereilth all of them by ‘people’s
construction’, in other words the traditional CehtAsian system of using unpaid
labourers. The greatest such feat of this period the digging of the Great Farghana
Canal (Katta Farghana Kanali) in the summer of 188960000 Uzbeks, 20000 Tajiks,
and about 1000 supervising engineering and tecmsci presumably Russian, who
finished the construction of this 168-mile-long akin forty-five days. (Matley, 1994,

p295)

Thus the foundations for the new Soviet economstesy were set
and the role given to Uzbekistan within that systemas that of an
agricultural ‘one crop colony’ specializing in prartion of raw cotton.

This pattern was only disturbed by the German liova®f the
Soviet Union in 1941 when most of the Industriabdaas well as wheat
growing fields, located in the European part of tbentry were destroyed.
In order to save what they could of that industimse the Soviet
government started evacuating the equipment framsettfactories away

from the war zone and to Central Asia and Siberia.

‘The equipment from more than 100 industrial plafits toto or in part) was
shipped to Uzbekistan alone: metallurgy, coal ittisnachine building and others. In
Uzbekistan, this equipment provided the basis fondw industrial enterprises established
during the war, more than half of which were lodaite Tashkent or its environs. (Rumer,

1989, p54)
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This resulted in a great surge in industrial praducwhich grew by
11.1% during the 5-year period following the endta# war. On the other
hand, the sharp reduction in the supply of wheanhfwar damaged regions
meant that a bigger proportion of land in Uzbekidtad to be sown under
wheat and thus freed from cotton. Cotton productehfrom the pre-war
level of 1.65 million tons in 1940 to just 0.831843. So it was only after
the war when the Soviet economy took the shapewaatlater known as
the ‘classic soviet type’ economy and started flnatg as it was intended
by design.

Ideological foundations aside, one of the mainue=gt of the Soviet
economy, for the purpose of our analysis, was thegmment ownership of
the means of production. The roots of such orgdioizafor the Soviet
economy can be found in the writings of Marx andy&s. Their view of
capitalist production was based on the labour thebwvalue. Hence, they
maintained that the capitalists used the ‘force’pooduction (which
included labour) to produce goods in order to natkdit. Since labour was
the only source generating value, the capitalistildidry to increase the
productivity of labour by innovation and mechanizat

The capitalist does not, however, do it by his dvee will. He is
dictated to by the ‘sanctions’ i.e. the rules amdnms of the society, the
incentives and penalties offered by the social andnomic system. In
order to keep up with competition the capitaliss ba make a profit and
accumulate it into Capital, which is the overarchidriving force and
therefore ‘the source of all evils’ in the capsalisociety. (Marx and
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Engels, The Communist Manifesto’ , in Angernon |dessentials of
Marx, New York, Rand School, 1946). The Capitatather competition to

accumulate it, restricts the producer from beintytadventurous.

‘The abolition of capitalism and the profit motivemoves these restrictions on
the creative energies of the people, and entreprehip should be expected to flourish
under socialism at a higher level than had beesilplesunder the increasingly restrictive

regime of capitalism’ (Berliner, 1983, p191)

The idea was that, if entrepreneurs did not haveetr the risk of
failure (which would have been the punishment fot being profitable)
and the costs associated with it, they would hazenbmore willing to
enterprise and innovate. Bringing the means of yetdn under public
ownership should therefore have encouraged entreprial activity as
those risks would be taken by the state.

As we discussed earlier, Communists had far froeali¢onditions
to start with and Marx’s theory, which was develbpe the context of
Western European capitalism, was not directly apple in the largely
agrarian, backward country that Russia was then.

The system they built instead incorporated some feayures of
Marx’s theory such as the abolition of private ovamgp of businesses,
dictatorship of proletariat. But more than thatwis a system that best
suited the local conditions. The excessively cdimrd nature of the system
and planning were more driven by the backwardnétiseocountry and the
necessities of the war than ideological considenatiWhen Stalin came to

power he decided to industrialize the country fiastrder to catch up with
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the rest of major developed countries. To do thateeded to mobilize the
population and resources en masse and with mildegipline. The system
he built was designed for that purpose and it @ilivdr impressive results
albeit with enormous human and material costs.ddatiincome rose from
24.4 billion rubles in 1927-8 to 45.5 billion rublat the end first five year
plan in 1932. Gross Industrial Production and Camsugoods increased
from 18.3 and 6.0 billions to 43.3 and 23.1 bilBorespectively for the
same period (Nove, 1992, p194).

At the centre of the system was the Communist Ralnigh was in
charge of running the country at all levels. At tiighest level it decided
the policy issues, gave instructions to the plagragency Gosplan and at
the regional level the regional head of the paig directly responsible for
overseeing the fulfilment of the plan. Thus, athekvel economic activity
was under the direct control of party officials.siRkes, every enterprise had
its own primary party unit and the leader of thistwvas very influential in
running of the enterprise.

The following figure shows the administrative stwre of the

Soviet economic system. (Adapted from Gregory atdr§ 1998).
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Figure 3.3.1 Soviet economic administration
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The production process started with planning. Atithtial step, the
Politburo, the Governing body of the Party, wouktide on the control
figures i.e. the targets for the whole economy torkwtowards. Then
Gosplan would work out the details of how thosgets could be achieved
and allocated the tasks among sectors, committaests, ministries and
enterprises. These in turn would give their ownnesties of what they
could achieve and how much of everything they nddadeachieve it. As
this was the preliminary stage of planning, theerenva lot of bargaining
and negotiations between planners and producerseagone was trying to
make the plan as easy as possible for themselves.

After the plan was finalized and approved, thdyvwabuld have
been evaluated on their fulfilment of the plan. &ivthe sheer scale of
planning, it was impossible to get everything pettieright. Shortages and
misallocations of scarce resources were common. u¢he lack of
flexibility in the system, managers of enterprisesuld have to find their

own solutions for the shortcomings of the planning.
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In addition, one of the most acute problems ofghst revolution
economic reforms was the lack of skilled specislighd managers. The
essence of the problem, termed as the ‘Red Exjoettie literature, was
that although the Communist Party held the polifi@aver those who were
key experts and managers of major industries wetdayal to the new
regime. Therefore, they generally resisted thermefointroduced by the
Communists. This conflict, although it considerabfsed during the NEP
period due to the concession given to the expérbddoregime and private

businesses, existed until the late 1930’s.

‘During the period roughly from the Shakhty tridl 1928 to the Piatkov trial in
1937 the battle continued, but the Party apparatiils,the General Secretary in the lead,
had already decided that Soviet Russia would tezdiied from the hands of the non-Party
specialists who could hoodwink their technicallgkiied Communist bosses by a newly
created class of Red-experts, who were presumabte hoyal to the Soviet regime and
who had adequate technical training to deal withiisues of the economy themselves’

(Guroff, 1983:202)

Besides, Communists maintained (based on Marx'srthef the
perfectly social individual, who would put societyinterests ahead of his
own personal interests) that these new expertsdioeiimore motivated by
moral incentives of being part of great Communisijgrt as opposed to
their materially minded capitalist predecessorgpapntly this did not turn

out to be the case as Stalin himself called forhange of course by

78



attacking the ‘equality-mongers’ and a whole nevstsyn of material

incentives was introduc&tBerliner, 1983).

The new system allowed for substantial differeniteshe level of

rewards for people depending on their position @radession. The rewards

for being part of the Soviet elite consisted ofiwas components.

‘First, the official salary itself was several timbigher than the average wage.

Second, there were many important fringe benéfiduding chauffeurs and automobiles,

specialized health treatment, special luxury staaasl summer homes in the countryside.

Third, there were large additional, secret sumaofiey’ (Sherman, 1994, p10).

The data from the early 1970s show that the eldé&are in total

income in USSR was even higher than that of somstese European

countries (Table 3.3.1).

Table 3.3.1 The share of the elite in the totabine in selected countries

ntal

Countries Top 10% earner's share in tg
income
USSR (urban households, 24.1
(1972-74)
UK (1973) 22.7
US (1972) 26.8
Sweden (1972) 20.5

The elite in the Former Soviet Union were not akoto get rich in

the same way as the capitalist entrepreneurs cbigdever, they lived in

relative luxury compared to the rest of the popatatThey were carefully

2 This perceived irony in the Soviet system was fashoridiculed by George
Orwell in his ‘Animal Farm’ (1945) as: ‘All Animalare equal but some Animals are more

equal than others’
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isolated from the rest and given exclusive acces$ighly subsidized
stores, housing, leisure facilities etc. Since é¢hdmenefits were only
available for the elite, the system needed a deanition of who the elite
were and rules defining the criteria for becominmgeamber of these elite.
The lists of those positions considered to be ingydr were
maintained at the Central Committee of the ComntuRaty, hence the
people holding those positions were regarded ashbeemof the Soviet
elite often called ‘nomenklatura’. The appointmetitsevery one of those

positions had to be confirmed by the appropriatéypagan.

‘All nomenklatura positions, as early as the Stalia, were divided into 14 ranks.
At the highest level was the General Secretarhef@PSU Central Committee, followed
by members of the Politburo, candidate Politburanimers and the Central Committee
Secretaries. The next rank in the hierarchy coetbief the nomenklatura of the Politburo
— that is, the list of positions to which appointiteewere made or approved at Politburo
level. This list included the first and (sometimesrond secretaries of republican party
organizations, the first secretaries of regionatypeommittees and of largest towns, all-
union ministers, the military hierarchy, ambassadorall the socialist countries and to the
largest capitalist countries, directors of the déatgmilitary-industrial enterprises, the
leading officials of the creative unions, and té@ars of central newspapers and journals.
The level below this was the nomenklatura of that@® Committee Secretariat, including
a more junior list of positions: deputy ministetise second secretaries of regional party
committees, the heads of regional soviet execated, forth. Then came positions that
required the approval of the relevant Central Cotemidepartment, and after it positions
that required the approval of regional, urban astfict party committees, and even (at the

lowest level) of local party branches. (Kryshtaray&, White, 1996, p715)
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Just like any other system of organization and mement, the
nomenklatura had its own written and unwritten suler evaluation and
promotion. The rules reflected the ideology of
Marxism/Leninism/Stalinism and to some extent Rarsdraditions. As a
rule, party leaders had to adhere to communistladgoand had to quote
Marx, Engels and Lenin as much as possible, any lilael to denounce
religion and fight zealously against any ritualvems, and activities
deemed to be religious.

The career of a future communist leader would odtant from high
school where he or she would join the youth winghef CP, Komsomol.
Active involvement in Komsomol organizations notlyolooked good on
the CV, but it also provided valuable experiencd access to a social
network of party personnel who maintained a clogekimg relationship
with Komsomol. Komsomol activists were elected loa basis of merit i.e.
achievements in studies, exemplary behaviour etc.

The best of high school graduates would then gogauniversities
in the capital and continue their work with the Ksnmol organization
there until they joined the Party. The selectimto the membership was on
merit basis, where exceptional performers in Padritiatives were
nominated for membership.

Once becoming a member, promising youngsters wbaldent,
after graduating, to a lower level (usually didttevel party organs) for a
few years. Then they could go back to the capaakpecial party schools,
followed by a year or two at the Party headquarbefore taking a high

level post in the provinces (Kryshtanovskaya, WH&96).
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For Central Asian party leaders, there were aofcki
requirements, such as loyalty to the Russian canseindependence of
from local communal influences or even open disapalr of national
traditions and culture. Fluency in written and spokRussian, a degree
from a Russian university and imitation of the Rasdife style (this often
included the hard drinking ‘vodka culture’) wereeseas the signs of
dedication and loyalty. Allworth (1994) describedypical Central Asian

party leader during Soviet times:

... he, usually not she, spoke and wrote Russiamtfijp@nd actively promoted
the universal employment of that foreign languageCentral Asia; he obtained some
higher education, if possible at an institute owversity in Russia; he enunciated fulsome
panegyrics to Russians and CP orally and in writingstate occasions, frequently at other
times as well; he strove to maintain for himselhaticeably general, ethically neutral

public exterior and avoided any overt expressiolocdlism... ‘(Allworth, 1994, p554)

The results are evident in the fact that, thretheffive last leaders of
the CP in Central Asian countries had degrees fRussian universities,
they all spoke Russian and two of them came fropharages thus had
virtually no ties of kinship with local communitiés

Even with the all those strict criteria for pronaotj the Soviet
authorities did not have enough trust in the Cémimaan leadership, as

they appointed non-Central Asian second secretti¢ise republican and

3 n addition, the marriage choices also seem te ihad a significant effect on promotion
chances. The Presidents of Uzbekistan, Turkmenikiagizstan and Azerbaijan were
married to Russian ladies when they were promateithigl Soviet times. It would be
interesting to see the effect of foreign wivesoa foreign policies of smaller countries
considering the fact that the two breakaway membfp®st Soviet camp the Ukraine and
Georgia have American and Dutch first ladies.
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regional party organizations. Those second seagstdrad authority to
direct and countermand the decisions made by tbal lirst secretaries,
practically relegating them to ‘superficially prggbus token’ positions
(ibid. p553).

In Uzbekistan, every one of the 13 regions had stlekic second

secretaries. In addition:

‘Members of the nomenklatura, those in positiopadver, have been more heavily drawn
from the non-Central Asian peoples (primarily Raasand Ukrainian) population since
World War Il. Slavs continue to occupy a disprojmrate number of the key positions
within the party apparatus, the government stregttive security and armed forces, key

economic enterprises. (Lee Schwartz, 1992: 53)

The de facto role assigned to the local cadre waact as ‘gate
keepers’ for their own ethnic groups in order tantcol mobilization
opportunities for political entrepreneurship (Roed®91). In addition, to
the ‘second secretaries’ most of the middle lewekhbucrats in the party

hierarchy were drawn from ethnic Russians:

‘... iIn most national territories nativization sucded only at the lowest level, that of the
village soviet. The higher the administrative leweélthe territorial unit, the lower the
percentage of nationals allowed in the governmgeney. While the most prominent
functionaries often belonged to the titular natldga the apparatus would be

predominantly Russian.’ (Cohen, 1996: 81)
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Figure 3.3.2 Share of ethnic Uzbeks in CPUz menhigers
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Sources: Lee Schwartz (1992) and Robert Kaiser(1992)

Besides, the Soviet Authorities kept the numbenietilzbek party
members within an unofficially set limit which wgast below their
proportion in the total population of Uzbek Repuablisee the figure
above).The limits were enforced by arbitrary quaad frequent purges of
local party members.

Therefore, although a party career offered sigarit rewards, it was
by no means a safe and stable career path with mpemyinent party
leaders falling from grace every time a new wavpuwfes came along.

The turnover of managerial positions was quite high any

standards as can be seen in the following table

16 Gleason (1991) observed that during Brezhnev yharstability of executive positions

improved dramatically as the ‘regional officialsne@ffered the expectation of long

tenure in office if they avoided political embas@aeent to Moscow ‘(Gleason (1991: 616).
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Table 3.3.2: Tenure of kolkhoz chairmen in the USSR

1953| 1956| 1959| 1965 1971

Lessthan 3year§ 594 63|6 435 42 34

3 years and longer40.6 | 36.4| 56.5 58 66

Source: Roy D., and Betty A. Laird (1983)

In the Soviet system as opposed to capitalist Bystesing one’s

executive position meant a lot more than loosifgpa

‘If a US capitalist loses or gives up an execujpple he or she retains wealth and status. In
the Soviet Union, on the other hand, power and twealhered to a particular position. If
you lost the position, then you lost all your powkryour power was lost, then your

income disappeared’ (Sherman, 1994: 12)

This unique nature of the system gave the Sowiet @lgreat incentive
to fight for their positions. The system’s inbuiias towards the physical
production targets meant that, in order to keepr thesition, the party
leaders as well as other members of the nomen&ldtad to fulfil their
share of the plan at any cost. Strategies usefblet managers to achieve
that ranged from straightforward bargaining andapléo reduce the plan,
all the way to illegal activities like bribing thresuperiors in order to over
report production results.

Those strategies emerged as a response to thanadiob of rigidity
and inefficiency of the planning system. The systeas rigid in the sense
that the fulfilment of the plan was compulsory amduses were seen as
weakness of the managers. Inefficiency of the systeant that there were
significant shortages and wastefulness of resouaitdise same time. The

managers were required to fulfil the plan withodequate supplies of
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resources to do so. Whoever managed to secureupipdysof those scarce
resources could get ahead of other competitorscantt over fulfill the

plan, thereby paving way for promotion. Accordirg ltitwack (1991),

almost every Soviet enterprise had a specialigieéditor’ whose job it was
to build relationships with important people to wecthe supply of scarce
resources. The enterprise managers had to set asidecial fund to buy
‘gifts’ for those important people. Roy and Laird983) explored the

Soviet manager’s dilemma in the context of farm aggament:

‘Indeed, there may be nowhere else in the worldresi@rm managers in general
face a great need to break the rules just to afaiidre as in the Soviet Union. As in
Soviet industry, Soviet farm managers who may awdidating for personal gain are
forced to employolkach (an expediter) anbllat (the practice of manipulation) in order to
keep an enterprise going. For example, with chratiortage of fertilizer, if a farm
manager can arrange for a shipment of fertilizatided for another farm to be diverted to
his own, he may be able to increase his yield enaogmeet his plan. Or if he can
negotiate on the side with a construction brigadadguire their off-schedule services for
constructing a sorely needed storage bin, he mag aadarge proportion of the farm’s
grain from rotting on the ground. Or if he suppl@seculators with fruit or vegetables
from an overabundance that is spoiling for lacktrahsportation to the city, he can
increase the farm’s income and transfer the badlydaed produce to the consumer as

well'. (Roy and Laird, 1983:270)

Another one of the common strategies used by theeBmanagers
was concealing production capacity. Since the pleg® set according the
recorded production capacity, unreported extra @gpavould certainly

help to meet the plan. It was quite normal for agtural farms for
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example to cultivate extra land and conceal it fithin authorities (Rumer,
1989). As the bonus payment of every employee diguenon the
fulfilment and over fulfilment of the plan, it wa®t in anybody’s interest
to report the managers over the concealed productpacity.

There is also a lot of evidence of inflated rejpgrtof production
figures. As the end products of the state — owmeerprises and collective
farms were not directly marketed, it was up to thanagers of the state
warehouses to verify that the amounts reported veetaally delivered.
With the plan obligations pressing hard, this sgibraopened the door for
corruption and abuse of power. Kobori and Glan®98) reported that an
average of 0.5-1 million tons of raw cotton perry@as only produced on
paper in such a way during the 1970’s until 198Bem it was finally
exposed.

As a result, thousands of people were expelled fimenparty and
hundreds arrested, not only in Uzbekistan but thihout the Union. The
case highlighted a range of serious problems irSibnet system and was
looking to bring far reaching consequences when Sbeiet leadership

suddenly decided to stop it.

‘When leading officials in the Kremlin were to bevestigated, the prosecutors were
ordered to stop. Some of the prosecutors had galliimbitions and were standing for
elections. In the end, the investigation, whichegg@viority to confession, disintegrated

completely. (Kobori and Glantz 1998:215)
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The people arrested were released (except for twbsehad already
been executed or had committed suicide) and cleafr¢dde charges. The
scandal, however, proved the fact that not only w@suption rife and
widespread, but is also an integral part of thei@mystem. The root of the
problem with such practices lay in the economicigyobf the Soviet
leadership (Rumer, 1989).

In other words, the set of arrangements that maulethe Soviet
economic system created an environment which eagedr such
behaviour from the Soviet elite. While such kindpwhctices might have
seemed optimal for the individuals operating witthe environment, they
were disastrously harmful for the system as a whold have contributed

greatly to the eventual downfall of the system.

‘... prolonged attempts to break up the objectiveslafveconomic life, to suppress the age
long natural stimuli for human labour, brought ab@sults quite different from what was
intended. Today we have an economy characterizedhbytage, imbalances, in many
respects unmanageable, and, if we were honest,canomy almost unplannable.’

(Shmelev, N., Novy mir, N6, 1987, quoted at lenigthlove, 1987: 396)

As it became more and more obvious that the econaasy already
‘unmanageable and unplannable’, various attemptse weade by the
Soviet economists and the Party authorities tornefine system. The first
of those attempts were made immediately after i8&aldeath by his
successor Khrushchev and later by Kosygin. Althodlgbse reforms

brought about a welcome air of stability and commsense after Stalin’s
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tyranny, they still were, at best, variations te ttheme, attempts to
redecorate a house suffering from serious struiciarmage.

Hence, when Gorbachev took power in 1985, GDP vpaker in
USSR was only approximately 37 percent of thathim S (Gregory and
Stuart, 1998) and GNP had almost stopped growingeatcapita level
(Noren and Kurtzweg 1993). It was obvious that muuobre radical
changes were required in order to steer the couatrty of that deep
economic mess. There were, however, some formidel¢acles to the
reform initiatives with the system. First of allhet members of the
Communist Party were not yet ready to publicly dere® their faith in
Marxism, and anything related to markets, capitalisas still considered
tabod”.

Secondly, members of nomenklatura did not wangite up their
positions of privilege and the power to allocate 8tate’s resources.

Besides, the majority of the population was alyeadcustomed to
getting the essentials like food, housing and etitutaat subsidized prices
and did not approve of the idea of having to payketaprices for those
things, the access to which they considered asrigéts.

In order to break the resistance and to changentimelset of the
population, Gorbachev started the campaigglastnost,calling for open
discussion of problems and more freedom of spe€&drb@chev, 1987).
His initial economic reforms package, however, wasproduct of

compromise between the urgent need for reform amel dtubborn

" Nove (1992) notes that as late as 1990 the SSujeteme Council voted, with a big
majority, to omit the word ‘market’ from the namgtibe economic reform commission
appointed by Party's 28Congress.

89



resistance of the Party machine to changes. Ireduity years in office he
called for rapid industrial re-equipment, acceleratin growth and
investment. As this was all financed by the stdale budget deficit
increased by approximately 10 times between 19851889 (Nove, 1992),
and foreign debt more than doubled from just oveb dillion when
Gorbachev came to power to $70 billion in Decemd&91 (Aslund,
1993).
By the time the 12 and last five year (86-90) plan neared its end it

was clear (as can be seen from the table below)tlieaSoviet economy
had failed to recover and very few people now believed in the viability

of socialist system.

Table 3.3.3: Economic Performance of the USSR [RuFarestroika

1984-85| 1986 1987 1988| 1989| 1990

GNP Growth 1.1 4.6 1.3 2.1 15| -24

Industrial Growth | 2.3 2.4 3.0 2.7 -0.6/ -2.8

Source: Noren and Kurtzweg (1993)

The tipping point, in the shift of attitude towarttee reforms and
hence the support for them, came as the membetiseoNomenklatura
(especially the younger members) started to redheeopportunities the
changes presented. They formed the backbone of ‘Kleensomol
economy’, the group of newly formed commercial gmises opened

under the auspices of the Communist Party’s youtiement.

‘The Komsomol economy’ took its origin from a rasidn adopted by the CPSU
Central Committee on 25 July 1986 in which it ameba proposal from the Komsomol

that it establish a network of scientific and tdchhcentres for the benefit of its members.
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The new centres were supposed to operate on cona@tiaciples, basing themselves on
agreements with enterprises and providing senticaswere not otherwise available. ...
The scope of the new centres was extended conisigetaring 1988, allowing them to
engage in the manufacturing of consumer goods amstablish economic relations with
foreign firms and organizations; they could setirttevn prices for the goods they
imported from abroad, and were relieved of all oot duties. The Law on Cooperatives,
adopted in May 1988, was modified as a result e$gure from Komsomol to cover ‘other
pubic organizations’ and this allowed the new yocgthtres to broaden the basis for their
activity. Complaints soon began to reach governntiesit youth organizations had been
buying and reselling video recorders, computersathdr forms of technology at inflated
prices, and with ‘crude violations of the law’; ®achev, addressing the 2Komsomol
Congress in April 1990, warned that it was not appate for the party’s youth movement
to become involved in ‘middleman activity' of thignd. But by then the system was
developing under its own momentum; there was afreadiouth commercial bank, an
import — export centre and a network of fashionpsh@and by 1990 more than 17000
youth cooperatives were in operation employing &Bomillion staff (Kryshtanovskaya

and White, 1996: 716)

In fact, they were doing what Schumpeter's entre@ue would be
doing under the circumstances. Having realizedytleat potential for profit
for importing consumer electronics and new techgiel® and taking
advantage of their influential position within tBeviet elite they created a
monopoly for themselves.

In addition to importing highly demanded goods yth&lso took
advantage of preferential loans at symbolic interates, benefited from
the large amounts of monetary overhang in the eognby obtaining

exclusive rights to convert financial assets irdstc
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Once they felt ready to take over the state ownedrprises, the
new ‘entrepreneur turned communists’ pushed for emmeforms and

privatized the Soviet economy for themselves.

3.4 Uzbekistan during Perestroika

3.4.1Uzbekistan’s Economic Record under the Sa¥ebdn

Uzbekistan is achievements under the Soviet Unierewat best, a
mixed success and scholarly opinion on the mathsrdubsequently been
largely divided. William Mandel published one oétkarliest reports on the
economic and social progress of the Soviet CeAsal in the early 1940s.
His article, (Mandel, 1942), was full of praise fine Soviet authorities’
achievements in successfully incorporating the @¢rtsian people in the
background of economic, political and social baakimass, in some cases
even pre-feudal, i.e., patriarchal, in charactégivl war and intervention,
of mistrust on the part of the native and ‘Greats$tan chauvinism on the
part of some Soviet authorities as well as themeshignorance of the
customs and languages of the native peoples.

He highlighted the fact that:

‘Seventeen years of Soviet rule in Uzbekistan $ecteation from ground up, of
large-scale industry, the value output of whiclL @87 was 5.6 times as large as in 1913.
The number of tractors employed on its 6500000saafsown land was 21500, more than
in all of Germany and the acreage under crop hack@sed 22.5 per cent since 1913’

(Mandel, 1942: 408)
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Besides, political and social reforms, includingdication of all
religious institutions and emancipation of womemdhbeen completed
(albeit at extraordinary human cd$idy then.

Medlin and Cave (1964) were also impressed bydleeaf progress
in science and education in Uzbekistan in bringabgut such a massive
‘Cultural Revolution’.

It was those dramatic changes in social and clilagpects of the
Central Asian societies that encouraged SpechBr9(lto describe the
Soviet policy as ‘Welfare Colonialism’. He compart@ results achieved
in the Soviet Central Asia with other fellow CelhtAsians who were not
part of the Soviet Union like Afghanistan, Iran,dafakistan. Those
countries, which shared a lot more than just refighknd common history
with Soviet Central Asia for many centuries priorthe Russian Invasion,
still lag behind the Former Soviet Republics inmerof literacy, public

health, and women'’s rights issues.

Table 3.4.1 Adult literacy ratios (% aged 15 andrp2002)
Afghanistan | Pakistaplran Uzbekistan
Male 28.7 41.5 77.1 99.3
Female | 14 35.2 704  98.9
Source: UNDP (2005), 2003 figures for Afghanistan

Besides, The Central Asian republics enjoyed muadghdr
standards of living than their per capita incomerded under the USSR

due to the budgetary subsidies from MostowConsequently, Uzbeks

8 Of all 6 people who worked as a head of Uzbek dirari the Communist Party at some
point before 1937, 5 were executed by firing sqaradl 1 died in a car accident.
91n 1990, the share of such grants in the UzSSRydtudas 26.7% ( IMF et al., 1991)
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achieved the same level of life expectancy as t88R average, although
they had a below — average allocation of doctots lawspital beds. Much
higher - than — average population growth, in UzS88&ulted in a much

higher - than —average dependency ratio, desgteihfant mortality rates.

Figure 3.4.1Social indicators in Soviet Uzbekistan

Social Indicators (1989)
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Source: Kaufman and Hardt (1993)

However, after seven decades of central plannimydastribution,
massive gaps still existed between different umepublics in terms of
economic development. As the table below shows,pthiecapita Gross
National Income in Uzbekistan was only a third lo¢ tRussian Republic

and consumption was nearly half of that of Estonia.
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Table 3.4.2 Some Key Economic Development figuoesSbviet Republics
(Per capita

GNI (89) Consumption (88)
RSFSR 100 100
Ukraine 71 88
Belarus 89 93
Moldova 66 90
Estonia 103 118
Latvia 103 103
Lithuania 88 103
Georgia 63 94
Armenia 64 76
Azerbaijan 52 64
Kazakhstan 64 80
Uzbekistan 34 68
Kyrgyzstan 45 67
Tajikistan 32 55
Turkmenistan 50 68
Schroeder (1993)

The million-dollar question here is that, given trentrally planned
nature of the Soviet system, how such a differancacome distribution
had emerged. How can such inequality be explained country where
every investment decision was taken by the govemtrhareaucrats and
every enterprise was allocated according to a elyetonsidered long
term plan?

Soviet specialists pointed to Central Asia’s ‘legaaf extreme
backwardness’ and the fast rate of population drowtthose republics
(Rumer, 1989).

However, there is a long list of Western scholatso question the
validity of those explanations (Hugh Seton-Watsb®67, Dienes, 1987,
Clem, 1992, Schroeder, 1993, Carey and Racibdt8ki, to name a few).

Hugh Seton-Watson (1967) was one of the earliesblacs to

guestion the role of the Russian and Soviet rule&Central Asia as a
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civilising factor. He puts the Central Asian questinto a broader context

of European colonialism:

‘The conquest of Central Asia by the armies ofTkars has been retrospectively
justified (by the Soviets) as a progressive phemamesince it not only preserved the area
from the danger of coming under the control of Brétish Empire, but had the positive
merits of expediting the social evolution of ithabitants from feudalism to socialism,
bypassing capitalism, and of bringing them intoteohwith the advanced culture of the
“great Russian people.” This argument is fundanigntae argument for justification of

all colonial empires’. (Hugh Seton-Watson, 196815

He further argues that ‘Russian colonialism hada# only similar
to Western colonialism in raising levels of edusatand health’.

Dienes (1987) also criticized the ‘Quasi-coloniakture of the
Central Asian economy and labels the region asplamtation province’
specializing in supplying the European parts of Bwviet Union with
cheap raw materials.

Rumer (1989) went so far as to call it a ‘tragigpesment’ that
turned the whole region into a ‘one crop colony'am everything else was
geared up towards ‘one overarching goal’, which wa@$on production. In
his 1989 book with a revealing title ‘Tragic Expeént’, he strongly
claimed that the deliberate, colonial minded Sopigticy in Central Asia
created some serious distortions with enormous ceoan environmental
and social costs.

One of the aspects of that policy, which attra@ddt of criticism,

was Moscow’'s investment policy in Central Asia. Tlmevestments
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allocated to UzSSR were significantly below theuallon average on a per

capita basis (see the table below).

Table 3.4.3 Per Capita Investment (USSR=100)

1956-60 1961-5 | 1966-70 | 1971-5 1976-80 | 1981-5
RUSSIA 112 108 110 113 118 119
UZSSR 69 78 89 75 71 68

Source:Liebowitz 1992

Similar to the Czarist regime before, the Sovieveggament also
concentrated most of their industrial investmentUzbekistan in cotton
related sectors. In 1984, 75% of the industry irbékistan was cotton
related (Sacks, 1992: 186) and it was a deliberatecise by the authorities
as they did not want any new industries to attdek ‘totton base of the
regional economy’ by creating new large scale egmpknt opportunitied

(Hodnett, 1974).

* This lack of employment opportunities outside ¢héion sector created high
unemployment in Uzbekistan. Craumer (1992) repahiatiabout 600 thousand (or 12 %
of rural work force) in rural areas were not inwevin the state sector in 1987. In an
economy wholly owned by the state, it meant thaytivere either unemployed or were
involved in some sort of ‘shadow economy’. Pom{&800) argues that, because of that
excess labour force, the local authorities in Uz@StRely resisted Moscow's initiatives
of mechanization in cotton harvesting. As a reisudfpite of large stock of cotton
harvesting machines, most of the cotton in UzSSRheavested by hand. (see the table
3.4.4)

Table 3.4.4 Mechanization of Cotton harvesting #58R

1960 1965 1970 1975 1980 1986
A - 23 33 46 63 42
B 48 38 37 36 35 39
C 8300 21800 26100 28700 36600 37900

A - Percentage of Cotton harvested by machinesLBeur Expenditure per centner of
raw cotton in kolkhozes in UzSSR (person-hourshNGmber of Cotton Harvesting
Machines Source: Craumer (1992)
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This highly concentrated investment policy alsailtes! in a lack of
investment in other areas such as housing and stlegl projects (Rumer,
1989).

The second important consequence of being a ‘oap colony’
was that, due to the dry climate of Central Asia,irgcrease in the area
under cotton required a massive increase in ifggafThe total irrigated
area in UzSSR increased from 1361 thousand hectar&828 (Matlet,
1994: 288) to 4149 thousand hectares in 1988 (Czauh®992: 136). This,
combined with an over fourfold increase in popwiatin the same period
(Kingkade, 1993), put an enormous strain on théreg water resources.
The drying up of the Aral Sea, which is now onetlué internationally
recognized environmental disasters, was a direciitref this expansion in
the irrigated area (Sinnott, 1992). In additiore #xtensive use of mineral
fertilizers, pesticides and other chemicals redulteheavy salinization of
the soil. In 1986, 61% of all irrigated land in W@kistan had a moderate to
severe levels of salinization (Craumer, 1992).

Another side effect of the cotton monoculture was teduction in
the production of food and other consumer goodgeneral. As a result
Uzbekistan depended heavily on the rest of the tniepublics (in
particular on Russia) for supplies of food.

As a result of the unbalanced economic structumheldistan was

running big trade deficits in a number of areastasw in the table below.
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Table 3.4.5 Uzbekistan’s Interrepublican Trade Beda(In millions of Domestic Rubles)

1988 1989
Total -1667 -3504 .4
Electric Power -11 26
Oil and gas -349 -405.3
Coal & other fuel -23 -34
Ferrous metals -541 -544.2
Non-ferrous metals 104 51
Chemicals -163 -140.3
Machine building -1949 -2219.5
Wood and paper -483 -631.6
Building materials -105 -147.2
Light Industry 1786 1444.6
Food processing -649 -907.1
Other industry -133 -185.6
Agriculture 469 289.9
Other material 381 -101.1

Source: IMF et al., (1991)

With the exception only of cotton and related prdu(i.e. light
industry), fresh fruits and vegetables (under adice), gold, copper, and
uranium (under non-ferrous metals) and electric grpWwzbekistan was
importing more of everything else than it was exipgr This dependency
coupled with the in built ‘followers’ mentality’ ahe Republic’s leadership
who were trained to follow their masters in Mosconeant that Uzbekistan
stubbornly refused to leave the collapsing Uniod atuck with Russia
longer than most of the other former republics dollbwed Russian
initiatives rather than ‘adopting proactive reforrflBomfret and Anderson,

1997¥".

% On March 17, 1990, in an independence referenituthe wake of which government
actively campaigned against independence, the ptipulof Uzbekistan voted with a
majority of 93% against independence. The counfPgidiament declared independence
on August 31, 1991, after the Union’s collapse bexabvious following a failed coupe
on 19-21 August of the same year. However, Uzbakistmained within the ‘rouble
zone’ until November 1993, when Russia introdud¢ediéw currency and offer
humiliating terms for other republics that wanteaontinue to use the roubles (Akramov
and Tairov (1998)
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3.5 Conclusion

In this chapter we looked at the evolution of Uzleslonomy and
society over three different political systems: teedal kingdoms, Russian
empire, and the Soviet Union. We gave particulsgrdion to the career
paths of the elites i.e. the most talented peoptethe circumstances that
determined their career options.

Economy under the feudal system was very backveanthpared to
Russia and other European countries. Agriculturs the main sector of
the economy with cotton being the main crop. Thacatural products
were exported to Russia and to the East alongnbera Silk Road. The
transportation means were very primitive and iggfit, making the export
processes very long and costly. In spite of thaffecudties, the cotton
export business became very lucrative in the wdkmerican civil war in
the middle of the nineteenth century as the costgoplies to Russia were
disrupted and the prices went up.

Russia decided to invade the region to take comtfdhe cotton
producing areas, in order to increase the supplnesreduce the costs. In
addition, they wanted to limit the expansion of Brtish Empire into the
region and gain the control the big Central Asiarkats.

They occupied the region without much resistanoenfthe weak
local kingdoms that had been far inferior to Russiditarily. They
established the political control and started impating the reforms that

would increase the supply of the raw materials fribb@ region, stop the
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products of other European countries from gettimg ithe local markets,
and ultimately strengthen their rule over the ragidhey also started
building a railway connecting the region with tlestrof the Empire.

They also brought the American type of cotton whihs of a
superior quality and gave higher yields. Irrigati@ystem was also
improved in order to extend the areas sown undéooAll these reforms
made cotton even more lucrative especially bec#useailways brought
cheap wheat from Russia.

Although the Russian invasion improved the livesaie the poor
farmers, it did not change the political and sosiatem of the region very
much as the Russians chose to keep the existites @i power and let
them rule the locals in the same way that they weliag before. In other
words they built a system whereby they could extnaast of the economic
resources without assuming the responsibility toe tvellbeing of the
citizens and addressing the social tension betwe=old feudal lords and
poor peasants.

Furthermore, annexation of Central Asia, gave thoeeall
intelligentsia an opportunity to meet and commuteicavith the
enlightenment movements from other parts of the iEanpnd Europe.
Middle and upper classes could now easily sendr tbleildren to the
educational institutions in Moscow, Saint — Petargband in other big
European cities. This exposure to new ideas gatte toi the Central Asia’s
own enlightenment movement which was largely irespiby the similar

movements of Muslims in other parts of Russia ank@y.
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These enlightenment movements were independeriteoRussian
socialist movements like communists and were idgo&ly opposed to the
establishment of the communist government. Howetlegy lost their
struggle for the independence of the region andesofrthem had to join
the communist party in order to play a part in ploditical processes. They
later became the victims of Stalin’s purges.

Stalin then started a massive project of socialragging in Central
Asia, trying to eliminate all of the religious iftstions and activists and
promoting young, soviet educated people to impopasts. He created the
system, which later became known as the classicgeGoype economy.
This system also included a set of rules and réigak which determined
the aspiring young talents’ career paths to theofdhe communist party.

In this chapter, we argued that these rules anadaggns governing
the allocation talent in the Soviet Union encoucagkegal activities and
contributed to the downfall of the economy. We asaclude that the main
elements of the system remained in place in sombeoformer republics
and played an important part in building the markedtnomies in these
republics.

In the next chapter we will discuss the develops@mtUzbekistan
during the immediate aftermath of the independeamckthe implications of
the initial reforms for the future of the counti}e will also look at the
main aspects of the new political and economicesgsfocusing on the

allocation of entrepreneurship and talent in gdnera



Chapter Four
Uzbekistan’s economic performance since indeperelenc
Introduction

In the previous chapter we discussed Uzbekist@tserd under the
Soviet Union and its legacy. In this chapter wel @iscuss Uzbekistan’s
economic performance after gaining independencthofbh Uzbekistan
gained its political independence in 1991, it ramdidependent on Russia
economically for a few more years more. It was sit®94, when the new
currency was introduced, that Uzbek government ccostart the
stabilization process in earnest. Uzbekistan mammamic and political
stability a priority from early on, opting for aosV step by step transition as
opposed to a ‘shock therapy’ which would includeoigsale privatization
and liberalization.

Uzbekistan’s self-sufficiency in energy and spezalon in raw
materials also helped in re-orienting the directi@f trade away from
traditional partners and towards the new partrigns. pattern of economic
reforms started with initial period of acceleratedorms and subsequent
period of protectionism in the wake of worseningme of trade and
regional instability.

We will also give special attention to the new systof economic
and political administration which included somenreénts of the Soviet
system as well as some new institutions establisifext independence.

The cotton industry will also be the focus a spleati@ntion in this chapter,
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given the fact that the sector remained to plagraral role in the countries

economic system.

4.1 Initial Reform and Stabilization

After eventually leaving the ‘Rouble Zone’ in 199&;bekistan had
to speed up market reforms in order to establisomewhat workable
model of a ‘market economy’. It was a monumentaktaiven the
immediate challenges faced by the Uzbek governmeraddition to the
usual catalogue of problems associated with postnoenist transition
economies, Uzbekistan had a range of peculiaremgds.

Some of these problems were direct results of bairigne crop
colony’ as we discussed above. At the onset ofgteré&a Uzbekistan had
just emerged from the latest of the high profilegas which regularly
wiped out the cream of the local political elitedadnondemned people of
the area to an indefinite period of elementary-dsifovery’ (Allworth,
1994). As a result Uzbekistan had virtually no ficdil elite outside its
administrative elite at the time of independencbdilaev, 2002). As we
mentioned earlier, the bulk of the administratilieeevas drawn from the
Russians and other Slavic nationalities and bec#usse Slavic groups
never assimilated into the local communities in @mgctical sense, they
suddenly found themselves in a predicament indghe bf the fast changing
environment around them. A large number of themesfaleaving Central

Asia while they still qualified for citizenship blam Russia.
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The situation presented the Uzbek government withunaue
problem similar to the ‘Red Expert’ problem we dissed earlier. Alimov
(1995), for example, noted that as much as 85%hefarmy officers in
Uzbekistan were Russian at the time of independénte state of affairs
in other ‘sensitive’ sectors was not much better.

Besides, the sudden collapse of the state — irdpios®logy left the
people of the Soviet Union in general and Uzbehkistaparticular deeply
demoralized. The freedom afforded during the glasmmampaign often
brought radical nationalistic and sometimes religianovements to the
forefront of the battle for the hearts and mindshef population (Gleason,
2002, McGlinchey, 2003, Allworth, 1994). Given thember of conflicts
that resulted in other countries of the post comistucamp from similar
movements, the government of Uzbekistan was uratetably wary of
such movements.

The collapse of the Soviet state also weakenedatavorder in the
years preceding independence and increased thdeprotf organized
crime which was already quite rife before peregaoi(Pomfret and
Anderson, 1997). Given the fact that the all — pduweSoviet government
failed to eradicate organized crime, few believeel hew republics could
successfully deal with the problem, which was fellby the drug
trafficking from Afghanistan which produces mostadrld’s heroine.

In addition to the problems mentioned above, Kaun{@998)
highlighted the threat of interventionist foreigalipy on the part of major
world super-powers run by ‘chauvinistic’ nationtdisvho treat Central

Asia as their ‘back yard’. He also criticised thiegionalist clan politics’
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that was prevalent within Uzbekistan. This manéddstitself in

discrimination by the people in positions of powefavour of their fellow
clansmen or people from the same region. At théndsg level people
formed strong interest groups along those lines laad a potential to
mount a serious challenge for leadership (Abdull2602).

Amid all those mitigating circumstances it wasdyological that
Uzbekistan would choose an ultra cautious apprdaclithe transition
process in order to avoid the possibility of plurgginto a political crisis or,
even worse, into a civil war like Tajikistan did nmediately after gaining
independence.

Uzbek government developed a carefully stmectugradualist
transition plan based on the following five prirlep (Karimov, 1995):
. Reforms led by a strong state
. Priority of economics over politics

. Strong social security

. Rule of Law

. Step by step transformation into a market economy

First, the strong state principle was based onatfgeiment that,
given the threat of all the outside influences ioetl above, the country
needed a strong state to represent the interegi® ofation and defend the
values that the nation presumably stands for. Tasvdhat end, the
government developed a whole new propaganda mathipeomote what
they called ‘the Ideology of Independence’ to repldlarxism and most
importantly to keep out ‘alien’ ideologies like dshic fundamentalism,

Pan-Turkism and Westernisation (March, 2003). lacpce, it meant that
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all the reforms in sensitive areas like religionstitutions, education sector,
media and literary and cultural establishments ¢arly be carried out
under government supervision and initiative.

In the economy, a strong state meant near totakmgovental
control over key sectors, attracting criticism fromarious observers
dubbing the new system ‘Stalinist’ (Allworth, 1994y ‘Neo-Stalinist
(Spechler, 2000).

The second principle especially refers to the Sqwest when a lot
of big investment decisions were taken without moehsideration of their
economic viability as long as they met the politieapirations of the
leadership. Therefore, the government of indepeindehbekistan made it a
priority that politics would be put into the seriof economic prosperity of
the nation (Karimov, 1992).

Jensen (2003) argued that the transition countils a large
number of their population living near the povditye would find strong
resistance to reforms as the majority of citizeail fear poverty if they
lost the subsidies they were getting under the camtmeconomy. The
argument could be directly relevant to Uzbekistarése considering the
country was one of the poorest Soviet Republicsthadiving standards in
Soviet Uzbekistan were quite high relative to papita income. Logically,
the Uzbek government chose to maintain price cbfdranost necessities
in order to avoid popular discontent against shisgs in living expenses.
Although pensions, salaries and other fixed paymdell substantially

behind inflation rates over the years following epdndence, subsidised
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prices for energy, housing and some food items bomelessened the
impact of price liberalization.

Although organized crime always played an importafg in Soviet
society by providing goods and services drawn upoend by the
restrictive nature of the system (Oleinik, 2002 tcollapse of the state
during the last years of the Union bred all sortsomanized criminal
activity. Some Uzbek criminal groups had also groteninternational
prominence by the time of independence (JanningsSambrook, 2002).
The fourth principle in that sense summarises tlzbeld government’s
‘zero tolerance’ policy towards any kind of actwthe authorities defined
as illegal.

The last principle is the Uzbek government’'s verdin the long
standing ‘shock therapy’ versus gradual transittwsgument and Uzbek
press was full of criticism of Russia’s chaoticdshk therapy’ during the
early years of independence (Akromov and Taipo98).9

Based on those clear principles, Uzbekistan’s natiprogram for
economic transition assumed a three — stage tmanafmn towards a
market economy with the first stage involving ensgrgy measures for the
initial stabilizing of the economy following the iexf the Soviet economic
structure of which the Uzbek economy was an intguaé. The first stage,
which was planned to last until 1990-91, involvedeating the
administrative and institutional infrastructures eded to run an
independent country. The second stage, lastingdestwl992 and 1993,
would involve the establishment of the institutibmad legal base of the

market economy. The third and last stage then wealteé place during
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1994 and 1996, involving fully fledged reforms todly complete the
transition into a market economy (ibid. p35).

Along with adopting a new constitution, establighidiplomatic
relationships with most countries of the world, Bkistan created a new
system of administrative control in 1993, finallffiaally ending one —
party rule by converting the positions of regiopalty secretaries to the
newly formed position of Hokims (Governors) dirgctppointed by the
President. While most of the former party secretagtayed on in the new
role, their job definition and responsibilities clgad slightly, taking away
from their job description the colourful, highfignwords related to the
moral high ground the party secretaries were cldineehold and giving
them the administrative tasks that they have be@mgdn practice.

Gosplan was re-organized into the Ministry of Mao@nomics and
Statistics, Gossnab (the state body for distrilbutd output under USSR)
was converted into an Association for Wholesale #@aattion trade,
Gostsen (the price control body) was abolished taedresponsibility for
administering price control over the remaining sdised products was
handed over to the Ministry of Finance.

In terms of privatisation, Uzbekistan chose a gahdpproach with
housing and smaller enterprises being privatiset énd then medium and
bigger enterprises. The country’s first major fgreidirect investment
project, a joint venture with Korea’'s Daewoo, wagesgd upon in 1992.

The following table summarizes major events in Uaktan till 1996.



Table 4.1.1 Timeline of major events in Uzbekist881 — 1996

Laws Presidential Cabinet
decrees

Resolutions

Major events

50 (Including Laws -
on land use,

Two-tier banking
system set up,

property, privatization of
enterprises, housing and small
cooperatives, enterprises started.
entrepreneurship Private businesses
and banking and cooperatives
system) allowed
1991 4 7 2 Independence
declared,
First Nationwide
Presidential election
1992 4 42 11 New constitution,
IBRD and EBRD
membership,
Daewoo plant agreed
1993 12 11 7 Transitional currency
introduced, IFC
membership
1994 6 22 10 New currency at the rate of
1000:1 introduced, BAT
agrees to take over
Uzbekistan’s Entire
Tobacco Industry
1995 7 20 25 ADB membership,
Production started
at ‘Zarafshan-Newmont’
Gold Mining JV
1996 13 36 80 Exchange restrictions
introduced
Total 96 138 135

Source: Prepared from the materials selected frabreld press.

During the period leading up to 1996, Uzbekistaopaed 96 new

laws and 138 Presidential decrees along with 135inéa Resolutions to

facilitate the transition of the economy. Three enanvestment projects

were carried out involving big foreign companiesthwKorea’s Daewoo

investing $658 million in a car plant, BAT invesiir$200 million in the

country’s tobacco industry, and the in mining comp@&ewmont’ joining

in on the country’s already sizeable gold productio
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As a result of such a successful reorientatiorheféconomy from
being an integral part the ‘USSR Inc.’ to an outivdnoking, stable
economy, coupled with relatively abundant natueaburces, the country’s
transition crises was much milder compared toetlow ‘comrades’ (See

the Table below).

Table 4.1.2 GDP Growth during the years immediatellpwing the collapse of
the USSR (%)

1992 1993 1994 1995 1996
CIs -14.1 -93 -13.6-5.0 -3.6
Uzbekistan -11.1 23 42 -09 1.6
Kazakhstan -5.3 9.3 -12.68.2 0.5
Russia -148 87 -12.7-4.0 -3.6
Source: EBRD (2004)

The budget deficit remained moderate too, by ttamsistandards,
after a difficult couple of years in the face o$ilog the subsidies from the
collapsed Soviet Government and inflation was dsought down to
manageable levels, although seignorage remaindd dti@¢% of the GDP

and just under 20% of Budget revenues in 1996 (WIEO 1997).

Table 4.1.3 Budget Deficit and Inflation in Uzbekis (1992- 96) (%)
1992 1993 1994 1995 1996

Budget Deficit -16.0 -16.3-8.3 -5.8 5.2

Inflation 645.2 5342 1568.3 304.613.1

Source: Uzbekistan National Statistics

The main achievements of the initial years wereréariction of the
country’s dependence on outside supply of key gnargl food item in
which Uzbekistan had large trade deficits during thoviet era. After

independence, Uzbekistan managed to reverse thmlisbovays of
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wasteful use of resources and cut the consumptiogieatricity and oil

products to bring them down to the sustainablel¢eve

Figure 4.1.1 Production and Consumption in UzliakigMIn KWH)
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Figure 4.1.2 Production and Consumption of Oil imbEkistan (in
thousand barrels)
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Uzbekistan has increased oil production from 6Qusland barrels
per day in 1989 to 172 thousand barrels per dag9®4 and reduced
consumption from 274 to 138 thousand barrels pgrimlaghe same period
in order to achieve energy independence.

In agriculture, the areas sown to cotton was cuekha order to

increase food production and as a result the ptaduof wheat increased

sharply allowing the country to claim ‘wheat indagence’ by 1996
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Figure 4.1.3 Production of Cotton and Wheat in Waestan (000
tons)
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Domestic consumption of gas remained high and &ephcreasing
as Uzbekistan produced a lot more gas than wasede@d domestic
consumption and had only one major pipeline goingad the country, to
Siberia through Kazakhstan. Thus export facilities gas were limited
until recently when to government built new fagdg for producing

liquefied gas for export.
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Figure 4.1.4 Production and Consumption of Gaszhdl#istan
Gaz Production and Consumption(BP data) (in billion ~ cubic metres)
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4.2 External Shock and Restrictive Policies

As we mentioned earlier, Uzbekistan’s originaplwas to have a
fully functional market economy by 1996. Instead®@%ecame the year
when things started go wrong for the country. Fiusifavourable weather
conditions resulted in a disastrous cotton harvéke average vyield of
seeded cotton in 1996 was down to 2.25 from 2.68 per hectare in 1995
producing 123 thousand tons less of lint, the maaduct for export.

Falling commodity prices in international marketsorsened
Uzbekistan’s terms of trade, putting the countgyfscarious trade balance
under even more pressure and thereby threatenirdgrail the Uzbek
governments economic policy, which was built on ‘fenciple of import
substitution and export promotion’. Prices fortont which accounted for

over 41.5 % of total export revenues, fell by 16.5%.996 over 1995. The
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price of gold, another major export item, also f8ll14.7 percent in 1997

(see the Figure below).

Figure 4.2.1: Export Revenue, Cotton and Gold grigear on year
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On the international front, in neighbouring Afghstan the religious

extremist group, the Taliban, which had memberheflslamic Movement

of Uzbekistan in their ranks, took the capital Kialjoverthrowing the

Afghan government) in September, 1996. The group drabitious plans

for building an Islamic Caliphate that would exteonaker most of Central

Asia including Uzbekistan. Worried about the threatthe Taliban, the

Uzbek Government sought to establish closer tieth \Riussia, despite
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having had various differences since independemedgnly over the trade
and economic policies of Russian government.

In 1997, Uzbekistan signed an Agreement with RuesidBorder
Guard cooperation to help protect only non-CIS pathe border, the 137
km border line with troubled Afghanistan.

Domestically, Uzbekistan introduced import restoos for most
import items, with tariffs ranging from 5 to 50%mdaimposed mandatory
surrender requirements for export revenues (Deweaad Roberts, 1997).
Under those arrangements exporters were requiresellotheir export
revenues at the official exchange rate, which waédceally overvalued.
(For an elabourate assessment of Uzbekistan’s egeheate regime see
Rosenberg and Zeeuw, 2000). The so called ‘cemddliexport’ of
strategically important items like cotton, gold ahe like were subject to
100% surrender requirements. Similarly, strategiparts like important
food stuffs and technology items were eligible Hard currency purchases
at the official rate. This system of multiple exaba rates and tight trade
controls worked as a system of de facto wealthstaldution, taxing the
export sector while subsidising importers.

Tarr (1997) suggested a number of plausible expt@ma for the
Uzbek authorities’ response to the deterioratiorthef country’s terms of
trade and consequently balance of payments.

First of all, as we have discussed above, the desighe Soviet
economy did not reflect the true cost of the gomuad services supplied to
final customers and the population were not onlguatomed to, but also

heavily dependent on getting the essentials at pees. Adjusting
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domestic prices for the items of essential consiongb international price
levels would significantly worsen the living standisof the majority of the
populatio®. Therefore subsidising essential items of consignptas one
of the main policy objectives of the Uzbek authestsince independence
while trying to promote domestic production of ta@ssential import items
(an import substitution policy).

Secondly, contrary to the observations of some tevasscholars’,
Uzbekistan had a considerable industrial base itggefrom the USSR and
actively pursued the preservation and developmiemdastrial base, albeit
at the expense of other sectors (especially agui)l OIld Soviet
Industrial Enterprises were converted into joirdckt companies with the
state as the majority shareholder, and they wesengaccess to cheap hard
currency for upgrading aging maching&ry

Thirdly, the Soviet policy makers’ bias against fw@duction of
consumer goods had resulted in a permanent shoofalyasic consumer
goods and created profitable opportunities forgavimporters. However,

the Uzbek authorities sought to control the impoftSrivolous’ goods like

# Jensen (2003) also found that the transition c@mswith large spans of the population
hovering above poverty were less like to achiegh fevels of economic reforms’ due to
the fear that high adjustment costs might generatepular discontent.

% See for example Zettlemeyer (2003) who claimeubitee solved a self created ‘Uzbek
puzzle’ by suggesting that Uzbekistan's quick recgvrom a milder than average
transition recession was the result of ‘low lex@lindustrialization’. Spechler (2004) on
the other hand credited Uzbekistan’s strong resistaf ‘neoliberal polices’ and ‘neo-
Stalinist’ approach of Uzbek authorities for aefig better performance during the early
years of transition.

# Uzbekistan was one of the first Former Soviet Réipsi to establish major join ventures
with multinational companies, South Korea’'s Daev@oup invested in a $658 million
car factory capable of producing 200 thousand Vehia year creating thereby over 10000
jobs including during construction, dealerships dodal suppliers. In addition, the
tobacco company BAT bought the entire tobacco itrgud the country in a $200 million
deal in 1995 and increased the production of cttggdrom 2742 million units in 1995 to
10668 million units in 1999 (Tacis, 1999).
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fizzy drinks, chewing gum and the like in the tintdsevere hard currency
shortages.

The last reason for the introduction of highly resitve trade and
exchange rate policies is directly relevant to analysis. Tarr (1997)
argues that the restrictions were the result oé ‘tlesire of government
officials to either yield power or get rich throughtracting rents (bribes)’
(ibid. p10)

As is well documented in the literature, rent —keeg authorities do
not take a lot of convincing when it comes to idtroing potentially
profitable restrictions. In fact, the preferentaicess to hard currency and
lucrative import licences were some of the mainvées through which
some of the infamous ‘Russian Oligarchs’ accumdlateir initial wealth
before pushing for a large scale state capturesfitanovskaya and White,
1996). We will discuss the common practices usedeht seekers further
in the following chapters.

The following table shows the actual rates of ¢fanbetween the

export and import sectars

Table 4.2.1 Transfers between Import and Exportosed 997-99
(in percent)

1997 | 1998 1999
Implicit Tax Rates:
Centralized imports 26 37 56
Other imports 5 9 21
Implicit subsidy rates:
Centralized imports 26 37 56
Other imports 17 30 43

Source: Rosenberg and Zeeuw (2000: 11)



Thus, in 1999, the peak of exchange rate distmstidhe rate of
implicit tax on centralized exports was 56% and teatralized imports
were also subsidised at the same rate. Althoughkalhty the total amount
of import subsidies must have been much bigger tharexport taxes, as
the Central Bank of Uzbekistan lost part of itsefgn reserves during the
period leading up to 2000, trying to maintain théfiaially overvalued

exchange rate (see the figure below).

Figure 4.2.2. Foreign reserves (EBRD Transitionoreparious
years, in million USD)

Foreign Reserves (Excluding gold, EBRD)
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Source: EBDR transition reports (various years)

In response to the situation Uzbekistan unified tdhe official
exchange rates on May 1, 2000, thereby reducinglifference between

the official and curb market rates and eliminatoragt of the indirect taxes
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and subsides. (This may have been partially in oesp to the fierce
criticism from the international community led dyet IMF, which closed
its country office in Uzbekistan in protest at #wchange rate distortions)
However, the overall economic situation in Uzbedasaind its standing in
the international community were both far from idaa Spechler neatly

summarized in 2000:

‘The conventional view of Uzbekistan is that iim&ns unreformed from its

Communist past and that it has no transition sisatéSpechler (2000: 296)

Then 2001 was a crucial year for Uzbekistan. Ftiss, prices for
cotton and gold started recovering in 2000 and 20d®En the infamous
events of September 2001 in the USA changed theaflpolitical and
economic conditions dramatically. The uncertaimyfinancial markets,
created by these events, pushed gold prices egéeias investors turned
to safer assets.

Even more important for Uzbekistan was the American
government’s declaration of war on terror, a globampaign against
radical Islamic groups, of which Uzbekistan’s edilislamic Movement
and troublesome neighbours Taliban were well knoepmesentatives.

Uzbekistan’s misfortune of having a ‘war torn’ opiyplantation for
a neighbour had suddenly changed into a massigsiblg as the US — led
coalition invaded Afghanistan, choosing Uzbekistiarthe main partner in
the region. In March, 2002, only a few months aftee 9/11 attacks,
Uzbekistan and the USA signed a joint declaratiorstwategic partnership.

Uzbekistan offered the Americans the military fai@$ built by the USSR
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for the original invasion of Afghanistan in 1979. deturn, USA brought
military and financial aid, and with it came an reased media and

scholarly interest in Uzbekistan. Abdullaev (206B¥erved

‘juxtaposition of two different types of represeia of Uzbekistan: the
apologetic (which gives an unequivocally positive assessmédrthe foreign policy of
Uzbekistan — viz.,, as the most reliable regionaitrgat of the United States in its
operations in Afghanistan), and thgpercritical (which offers an exaggerated portrait of
Uzbekistan and seeks to demonstrate the ‘incoherefofficial Washington in its choice

of partners). (Abdullaev (2002: 214, emphasis iginal)

Either way, both sides contributed to increasingbékistan’s
profile internationally and suddenly a lot of pemplanted to do business
with Uzbekistan. During the 10 month period follogithe 9/11 events, 4
delegations of US congressmen visited Uzbekistatistouss various areas
of bilateral cooperation. Military and defence dhipaid countless visits
during the same period, often bringing a signiftcamount of important
equipment for their Uzbek counterparts as gifts] afficial military aid
was increased from $60 million in 2001 to $160 imillin 2002 (Plater-
Zyberk, 2003).

Military and the related aid funds aside, Uzbekidtaled to cash in
on its new — found popularity. The Uzbek governrizergluctance to let go
the control of key economic sectors and big stataenl enterprises,
coupled with trade restrictions, discouraged thadkiof FDI flow
neighbouring Kazakhstan attracted (Kazakhstancédtlaas much 30 times
more FDI compared to Uzbekistan in 2001 (EBRD Titaows Report

2001). Although much of it was due to oil boom irazg@khstan, the
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country’s liberal approach to business and entrereship made it a
favourable destination for companies planning todpce their goods for
sale in the region). The following figure shows titev of FDI into to
Uzbek economy. Although the figures for 1997-99 lagher, the true FDI
amounts are estimated to be lower as the Uzbe&natstatistics include a
part of foreign debt in FDI figures (UNCTAD, 1999).

Figure 4.2.3: FDI flows and foreign debt stock afbédkistan (in
million USD)
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The limited amount of FDI that Uzbekistan managedttract went
predominantly into two industries. Light industwhich mainly consists of
cottons processing sector, was one the prioritiegeed Uzbek government.
As mentioned in previous chapters, very little afbekistan’s cotton was

actually processed within the country. Uzbekistanternal consumption
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of cotton doubled since independence and stood@ttdousand tons in
2005-06 seasén This was achieved partially through FDI, 40.80%

which went into the textile industry (see the figuloelow).

Figure 4.2.4

Sectoral Distribution of FDI stock 1997 (Percentages)
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Source: National Statistics

The second largest piece of Uzbekistan’s FDI pientwmto
Telecommunications sector (36.1%). The most oféhiogestments were
used to build up the country’s mobile communicatiamdustry which only

took off in the late 1990s and grew very fast. Dgrihe period between

% Uzbekistan’s internal consumption is set to risenefurther as the ‘Program on
Attraction of Investments to Textile Industry oftukistan for 2005 — 2008’ adopted on
January 2005, envisages further investment of hili@n US dollars in 94 projects. To
encourage foreign companies to participate in thggam, Uzbekistan introduced a
further 5% discount on purchases of cotton fibréognof the existing 15% discount from
the Liverpool Cotton exchange quotes, providedfihe fibre bought for hard currency
and processed within Uzbekistan, and at least 8#edinished product is exported.
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2000 and 2006, the number of mobile phone custop®rsapita increased
over ten times (UNDP, 2006).

Despite the important role that the primary sectiie agriculture and
energy extraction play in the Uzbek economy, thewams of FDI attracted
into those sectors were at mere 0.8 and 0.7% regplyc largely due to

the government's reluctance to open those indssti@utsiders.

4.3 The Cotton Industry since Independence

The World market setting for cotton is a peculiaeoWhile the
demand for cotton has been stable and growing tgugHhine with world
population growth, the price for cotton has beery welatile, driven by a
combination of unstable supply (which depends ormatiaer conditions),
and agricultural subsidies by the USA and EU. Tigeré below shows

world consumption and production of cotton (seefitdnere 4.3.1 below).

% Uzbekistan did attract foreign interest intodtker ‘strategic’ industry i.e. gold.
Newmont Mining established a joint venture in 1989 %as reported that the joint venture,
in which EBRD also invested, would have a life spat7 years during which 156 tons of
gold would be extracted starting at 14 tons a gedrdecreasing to 7 tons a year towards
the end of its life span. (Levine (1996)
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Figure 4.3.1 Cotton price dynamics

Cotton prices (yearly % change)
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Source: TACIS 1999

Although the total world production of cotton isesv20 million
tons, most of that amount does not make it onto ékgort markets.
World’s biggest producer, China, alone producesradaa fifth of the total,
but still is a net importer, consuming nearly adhof the world’s annual

production.
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Figure 4.3.2
World Production and Consumption of Cotton (000 ton  s)
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Uzbekistan, the world’s"6largest producer, is actually the second
biggest exporter of cotton behind the USA. In espif the fact that
Uzbekistan has reduced production of cotton in davof wheat since
independence and encouraging domestic consumpgidnvesting in the
textile industry, it still has just below a 10% shaf the world’s cotton
export market. It is a big drop from the early 19%then Uzbekistan was
supplying nearly a quarter of the world’s cottorpert (see Figure 4.3.3

below).



Figure 4.3.3

Uzbekistan's share of the World's Cotton Market (%)
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The cotton market is also one of the most distortedkets of the
world, were 53% of cotton produced in the worldsishsidised (ICAC,
2005).

The ICAC secretariat estimated that direct suppgortcotton
production during 1999/00 through 2001/02 averageout $5 billion, of
which $3 billion was provided by OECD member coig#rthe USA and
EU).

The USA, the world’s biggest exporter, alone s@&h8 billion in
fiscal year 2002 on its ‘upland cotton program’ Winsend, 2006) and as a
result producer prices during the 2001/02 seasothenUSA was 91%
higher than world prices (Baffes, 2004). Subsidreshe EU were even
higher on a per unit of production basis. With Rlbsidies of $980 million
in 2001/02, producer prices in Greece and Spaire iéd and 184 percent

higher than world prices.
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Those subsidies allow American and European praduce
comfortably to ignore world market trends and prEuo their full
capacity, resulting in higher production and lowerld prices than those
that would have prevailed without subsidies. Thtuation affects
adversely countries like Uzbekistan which dependaiton revenues.

Uzbekistan’s unique procurement system means thabek)
producers suffer even more from unfair price ddferals. As cotton is
classified as a strategic export item, produceesrat allowed to export
directly. They instead sell to the state, represgrity Uzpakhtasanoat
(formerly Khlopkoprom, the new name is a directnglation from
Russian). Uzpakhtasanoat in turn sells it on toedahiState trading
organizations (STOs) which will eventually expott Uzpakhtasanoat
administers and oversees the whole collectingjrgjpiginning processes
and deals directly with the growers.

Although STOs presumably sell the cotton at or neand prices,
they pay much less to Uzpakhtasanoat and hencerthicers. Baffes
(2004) estimated that Uzbek producers were on geagatting only a third
of the world prices. The net profit then is tramsfd to the budget and used
to subsidise industry among other things.

The following table shows the amount of taxes aunosglies to the
cotton industry in 2004 when the net amount of nyotaken out of the
cotton industry was $203 million. This amountedatoout 31% of the
Uzbek farmers’ gross income in 2004. Although presents a big drop

from 66% in 2000, it is still considerably high.



Table 4.3.1: Cotton Taxes (+) and Subsidies (2064 (in million USD)

Irrigation -161
Debt write-offs -135
Interest rate credit -81
Oll price differentials -28
Fuel (VAT waiver) -12
Machinery -12
Fertilizers (VAT waiver) -11
Ammonium nitrate -2
Foreign exchage rate control 0
Land tax producers 19
STO commissions 23
Ginning taxes 35
Income tax producers 65
Taxes on crushing 120
VAT fiber 170
Producer price control 213
Net Transfer 203

Source: Guadagni et al (2005: 7)

The existence of such a direct and indirect wetlihsfer system
away from the cotton industry created a number isfodions in the
economy.

First, there is still a widespread waste of impotrthut subsidised
inputs. For example, despite the serious watertahes and drying of the
Aral Sea, Uzbekistan uses more water per capita émgone else in the
world. Furthermore, Uzbek farmers use 60-80 kg edds to plant one
hectare of cotton while Australian and Americamfars use just 15 kg/ha.

Secondly, excessive taxation left the cotton inguswith
insufficient funds to invest in infrastructure atethnological renovation.
Ginning equipment in most of the ginning plantsaidot older than the
Republic itself. As a result ginning outturn ratidise ratios of obtaining

exportable cotton lint from seed cotton, have ranged from the early
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1960s and stand at about 32% as opposed to 39%40&dn China and
West Africa respectively. In addition the speedh& old machines is much
lower by today’s international standards, with Uzlmachines ginning 6
bales per hour while American ones handle 25-36d#al Guadagni et al
(2005) estimated that Uzbekistan might be losingr 200 millions a year
because of this low outturn ratios.

Thirdly, as 100% of Uzbekistan’s cotton is now proed by private
farmers, there are serious incentive problems &ssscwith the current
system. Farmers see cotton as a burden imposed thmon by the
government as a payment for letting them use teeafetheir land (just as
serfs worked the landlord’s land as a payment lieirtshare of plots in
feudal times). It would be highly optimistic if ndbwnright naive for the
government to expect farmers to use all of the ididesl fertilizers as
intended i.e. for cotton. A simple comparison oé@ge yields for cotton
and wheat, the main profitable crop for most fasnezlls a different story.

Wheat yields per hectare have almost tripled sih®84 while

cotton yields have virtually not changed (see Fegli8.4 below).
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Figure 4.3.4 Cotton yields in Uzbekistan (1994-2005

Yields (tons / ha)
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Source: Annual Statistical Summary for 2005, UzbSkate
Committee for Statistics

Even these yield figures are questionable, as tlmaee been
allegations of widespread over — reporting in ortterfulfil the cotton
production plan by desperate farmers (Murodali,&00Uzbeks, as well-
experienced as they are at over — reporting and fkéeng as we have
discussed earlier, now have more incentives then leefore to do so, with
all the profits going directly into the private fiaers’ pockets.

Fourthly, there is the matter of rent seeking anduption usually
associated with a centralized allocation of highiybsidised goods and
handsome revenues accruing from the sale of cdiboe. As it is an

integral part of our main analysis of the working$ the greater
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administration system of Uzbekistan, we will dissuhkis issue in later

chapters in greater detalil.

The outlook for the cotton industry of Uzbekistagess to offer
some consolation. World prices for cotton mightgoéng up in the future,
as the World Trade Organisation ruling in March020declared US
agricultural subsidies illegal. If World Bank econist John Baffes’
predictions are anything to go by, world marketesi are set to increase by
an average of 12.7% over the prices that would lpaegailed under the
existing system of subsidies over the next 10 years

In addition, increasing investments in the text#ector in
Uzbekistan should also create an internal marketc@dton, making it
easier for the Uzbek authorities to liberalise $tidhey wish so at some

point in future.

4.4 Employment and Population since Independence

Population growth slowed down significantly sincelependence
due to family planning campaigns and general charfigetitudes towards
life styles and family size under the pressurethefmarket economy (see
Agadjanian and Makarova, 2003, for example fulllgsia of marriage and

fertility dynamics in Post-Soviet Uzbekistan).

The growth of the labour force however remainedrgjr as

Uzbekistan’s young population started coming of ddebekistan had a
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large portion of population under 15 due to faspydation growth during

Soviet times).

Figure 4.4.1 Growth rate of Population and LabaarcE (%)
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Source: Annual Statistical Summary for 2005, Uziftlate Committee for
Statistics

A fast growing labour force, the exposure of hiddeemployment
and underemployment in agriculture by the abolibbkolkhozes, matched
equally by the inability of the economy to creawnjob opportunities,
resulted in a massive unemployment problem, eslhetiaural areas.

The Uzbek authorities persistently belittled thegmtude of the
unemployment problem as the official statistics poémployment at 3.5%

for 2005 while EBRD staff estimated it to be 10esrhighe?.

* Reported by Radio Free Europe on the Radio’s Uzkekice website accessed on
28/04/06
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A lack of employment opportunities at home forcedny Uzbeks
to travel abroad to seek jobs. The number of labmigrants leaving
Uzbekistan nearly doubled in the four years betw26Al and 2004,
increasing from 640 thousand to 1050 thousand otispdy with Russia
(64.0%) and Kazakhstan (28.1%) being the favoutestinations
(lkhamov, 2006: 4).

Labour migration boosted the country’s balanc@afments. The
net transfers from abroad are estimated to hawehesUSD 1139 million
in 2006 while the revenues from cotton, countryaditional main export
earner, stood at USD 1009 million for the same y@dPB Economic

Outlook for Asia 2006). The trend is set to conéinwith the ADB

projecting the transfers to double by 2010 (ibid.)

4.5 Conclusion

Uzbekistan’s economic performance since indeperedéras been
very different from most of the other transitioruadries.

The country’s initial recession was much milder paned to other
former ‘comrades’ and output started recovering imearlier, ‘puzzling’
some Western observers.

A closer look at the transition process in Uzbekisteveals an
initial phase of accelerated reforms based on lglel@fined principles. The
now ‘famous’ five principles called for orderly,agtual, and state directed
transition while mitigating the adjustment costs tbhe most vulnerable

members of the society.
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Uzbekistan’s transition process was soon knockédradk by the
country’s fragile international terms of trade apdculiar geopolitical
location as the commodity prices tumbled and irgtBomal terrorism
threatened the stability in the region.

The Uzbek Government introduced trade restrictiongsponse to
the worsening trade balance and operated multixdbamnge rate regimes,
forcing exporters to surrender part or in some adk of their export
revenues at an artificially overvalued official Bange rate while selling
the proceeds to the importers of selected ‘stratiégins’.

In fact the multiple exchange rate system, togetiér the other
trade restrictions, was part of government’'s weadtthistribution scheme
which was meant to serve the country’s industrgion drive at the
expense of the primary sectors such as agricuénce mining. However,
the system failed to deliver amid allegations ofusie and corruption.

Becoming the USA's strategic regional partner ie tivar on
terror’ seemed to have opened a window of oppadguonr Uzbekistan to
attract significant flow of foreign direct investmeand improve trade
relations with the West.

Uzbekistan’s reluctance to open its economy upteifin investors
and continuing disagreements with internationalaargations regarding
democratic reforms and human rights issues evdntaabkt the country
dear as the major Western countries withdrew thapport amidst several

reported episodes of internal unrest.
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Although the recent economic performance looksdsoh paper,
especially as commodity prices continue to risgnificant risks remain
with the country’s political future still unclear.

We will continue to discuss the Uzbek economyhe hext chapter,
looking at the structure of the economic adminigiraand the implications
of the rewards for being involved in the adminigst@ structure in the

process of entrepreneurship development.



Chapter Five
Entrepreneurship and Talent Allocation in Uzbekistand the
implications for SMEs

Introduction

In the previous chapter we discussed the overafbpeance of the
Uzbek Economy since independence. The economicyppiirsued during
this period created a unique environment for thevipeemerging
entrepreneurial class to operate in. In additibe, golitical regime centred
on a strong leadership and the so called ‘Ideottfggdependence’ created
an entirely new set of incentives and punishmemtshfose aspiring to get
ahead.

In this Chapter, we will discuss entrepreneursinigh lausiness under

transition.
As we have done in the previous chapters, we vgtiubs ‘the Rules of the
Game’ that shaped entrepreneurship and the eliterggon processes. We
will pay special attention to the role of the indions of higher education
as a platform for the development of the future fpers of the elites.

We will also present the statistical summary of tturrent state of
small businesses in Uzbekistan and discuss théseduhe annual surveys

on perceived obstacles faced by the Uzbek SMEs.
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This chapter will also include a preliminary, gesdetiscussion of
the main obstacles highlighted in those surveysrbefve discuss the most

important of them in more detail in the next chapte

The Entrepreneurship and Small Business in Tramsiti

The importance of entrepreneurship in the tramsitountries is well
documented in the literature ( see for example #dkdo 2000, Radaev,
2003, Glinkina, 2003, Mcintyre, 2003, Kihlgren, 20Mitra, Thomakos,
and Ulubasoglu, 2002, Kornai, 2001, McMillan and otlouff, 2002,

Berkowitz and DeJong, 2001). Some even go as far elsim that:

‘... the main purpose for the whole transition exsgciis the creation of

entrepreneurshigKolodko, 2000: 274).

McMillan and Woodruff (2002) similarly argued th'#he success or
failure of a transition economy could be traced lamge part to the
performance of its entrepreneurs’ (p154).

The reason for entrepreneurship to get so muchtatein transition
discussions was related to the perceived abilitgrafepreneurs and small
businesses to create new jobs, produce much nepmets and services,
and spur economic growth. Besides entrepreneurghiped an added

importance in transition, because it representedniéwly formed private
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sector. In addition, transition countries were &tpd to generate a lot of
bright entrepreneurial talent as they had achieved high levels of

educational and scientific development during thearg under the
command economy.

Initially, as expected, new private start upsafdto a flying start. The
number of Cooperatives in the USSR increased ftmn]5,000 in 1987 to
3,100,000 in 1990 (Kornai, 1992: 440). Small firmere well represented
in every sector of the economy.

By the year 2000 the share of SMEs in total GDPtransition
countries ranged from 12% in Russia to 75% in Aidan

Many scholars attempted to study the factors bethieddifferences in
the performance of entrepreneurial sectors of ghffetransition countries
(Ganev, 2001, Safavian, Graham and Gonzalez — &, Astrakhan
and Chepurenko, 2003). Cheikbossian, 2003), fompl@ argued that the
failure to establish ‘The Rule of Law’ resultedan ‘institutional vacuum’,
which in turn allowed economic agents to engageim seeking activities.

Sonin (2003) on the other hand argued that itasréimt seeking agents
themselves who actively resisted the establishnoénproperty rights
because they were best placed to benefit from wesitutions. As a result
some economies in transition ‘became stuck in adopdlibrium with low
growth rates, high inequality of income, and wigeesd rent-seeking’.

Stiglitz, also referred to ‘the failure to establithe rule of law and
botch privatization’, as the two main reasons fa failure of transition in

the former USSR (EBRD, 2006:5).
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Oleinik (2002) offered a completely different viewa the institutional
design of the newly emerging Russian Capitalismthcugh the type of
‘rule of law’ prevalent in the Western countriesd diot materialize in
Russia, the business community there had their eomque ‘rules of the
game’ based on Soviet time prison subcuffure

The Soviet style prisons, still in use in many bé tformer USSR
countries including Russia, had a different systemaccommodating
inmates. As opposed to the cell system used in ’éestern countries, the
Soviet system used the barracks system, where ohdlse inmates spend
most of their time together with the rest of innsatBecause of the inherent
distrust of the authorities, the inmates tend tepkéhe information about
what happens among the inmates secret, makingryt difficult for the
authorities to intervene in cases of conflict. A®sult the inmates develop
their own systems for dealing with the internal fiots and dispute
resolution. Oleinik (2002) argues that the subceltwhich developed in
that environment, is replicated in the Russian ess community where
people have similar degrees of distrust in theestatl the courts.

The main characteristic of that subculture is eaclseparation of
interest groups defined as ‘us’ and ‘them’.

. the two principle conditions necessary to becomg for the Russian

businessman consist either of affiliation with fasily in both the direct and figurative

(reminiscent of the Peruvian ‘uncles’) senses, faaffiliation with the circle of his close

% This argument supports the earlier claim by P@@91) that the entrepreneurial sector
in the Soviet Union had close ties with ‘grey iridivals’, representing the criminal
underworld.
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friends. Third, the fact of affiliation with thercle of managers that took shape during the
Soviet period (its members were sometimes calledRied directors’), requiring that they
fulfil particular ethical norms that reduce oppamiim within this circle (ibid. p21,

emphasis in original).

Hence, ‘us’ is their family, friends and close asates in business (as
long as you are not in direct competition) and taeynot supposed to steal
from them or behave opportunistically towards thés.for ‘them’, this
basically refers to anyone who is not part of ‘uall of the above is
permissible

Most of the loan arrangements (as indeed most atbetracts) are

informal and interest free.

‘... every ‘network’ lives according to norms thataccepted among ‘us’, according

to the ‘understandings’ that are specific to hidi p24)

Anyone who ‘fouls his own nest’ by breaking thosées will trigger
the demise of his own career as a businessmamtimifwrket place.

The roots of such practices go back to the Sowretd when all kind of
private trade was prohibited and existed only aoletsthe law closely
intertwined with the rest of the outlawed acti\stieTherefore, ‘Soviet
period entrepreneurs’ and most of the Soviet ensaplirectors, for that
matter, had to rely on informal arrangements tooe® contractual
pledges.

Thus, contrary to the prevalent scholarly opinion the West, the

problem with the ‘Rule of Law’ in transition econ@s (especially in the
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Former USSR) seems to be the existence of the ‘®uddternative Laws’
rather than the lack of the ‘Rule of Law’.

The members of each group operate within those ittewrset of rules,
which Oleinik calls ‘understandings’. While the sters of those
‘Alternative Laws’ do not want the formal law ené@ment authorities to
prevail, they are very careful not to come intoag@en conflict with them
and to maintain the fine balance of power. The églels of corruption in
most of the countries of the former Soviet Uniorkeé easier to maintain
that balance.

In that sense, corruption facilitates the redistitmn of wealth in favor
of well connected and bigger firms. Safavian, Gmateand Gonzalez—Vega
(2001) found that smaller firms in Russia were maffected by corruption
than the bigger firms.

The combination of the ‘lack of legal property righ prevalence of
informal institutions alongside formal ‘inefficiéntinstitutions, and
widespread corruption of state officials and jualigj has created a unique
environment for the entrepreneurs to operate in.

In order to succeed in that environment, an endrsgur must affiliate
with one of the interest groups and has to watehlthlance of powers
between the interest groups. He or she should keaprd to switch
affiliations in case the group, which he or sheffgiated to, goes down.

The leaders of the interest groups draw their gttefrom being able to
tap into state owned resources, being closelye@ltd the state officials or
indeed being part of the government. In order $& fio the top in those

circumstances, they must be up for anything, agrdice to strong moral
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principles will not take anyone there. Indeed, ‘theel characters’ have won
the transition battle, because the relatively lawlgears in the beginning
afforded them to use any ‘dirty’ tricks they confinage (Ganev, 2001).

The circumstances have made it difficult for geeuiproductive
entrepreneurs’ to prosper in transition countr&sase (2003) observed that
the big majority of small businesses were propre#tips rather than
entrepreneurial companies. The main characteradtiproprietorships is
subsistence level trading aimed at consumptionngf furplus generated,
instead of reinvesting in the company.

Big companies, both state owned and private, ardyuvell connected
elites and they still dominate the economies indbentries of the Former
Soviet Union (See Guriev and Rachinsky, 2004) f@meple).

Surveys on obstacles for business revealed thdgmnsithat the system
generates for smaller businesses. Pfeffermann awhko (1999) reported
the results of a worldwide survey of small busiesssn the obstacles they
faced. The results for transition countries putreegulations and high taxes
at number one with corruption, unpredictability tbe judiciary, policy
instability, and crime and theft completing thet @igthe top five.

In the next section, we will discuss the entrepueia and business
landscape in Uzbekistan focusing on the ‘Ruleshef Game’. We will
highlight the aspects of business environment thakes Uzbekistan

different from the rest of the transition countrasswell as its similarities.
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The State of Small Business in Uzbekistan

As we discussed in the previous chapters, UzbeKksstapproach to
transition had been somewnhat different to thahefdther countries. One of
the key aspects of that ‘different approach’ hasnbéhe government’s
reluctance to let go of the control over the ecopnoihis was reflected in
the privatization process too. Unlike most othamnsition countries that
undertook wholesale privatization, Uzbekistan ehas ‘bottom up’
approach to privatization i.e. privatizing the slestl assets first and then
moving to bigger ones gradually. The housing staels the first to be
privatized. Then the small retail and catering etstiwere all privatized.
Although the agricultural sector was left relativelinreformed in a
practical sense, the old kolkhozes (collective Hrimave been abolished
and their lands were given to private farmers orglterm leases creating a
large number of agricultural SMESs.

The total number of registered SMESin Uzbekistan has almost
reached the 300 - thousand mark in 2006 (Tablel}.although only
88.9% of them were actually functioning.

Table 5.3.1 SME statistics in Uzbekistan

01.2005 | 01.2006
Total Number of Registered SMEs (thousands 245383 95.@

Percentage of registered SMEs operating % 834 88.9
SMESs’ Share in Total Export % 4.6 6.7
SMEs’ Share in Total Imports % 294 29.7

Source: Uzbekistan National Statistics

%9 SMEs in Uzbekistan are defined by the number ofleyees as follows: Micro: up to
10 in industry; 5 in trade, services and other praductive sectors Small: up to 40 in
industry; 20 in construction, agriculture and othesduction sectors;10 in retail trade and
other non-production sectors, Medium sized busesbave up to 300 employees.
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The importance of the SME sector in Uzbekistan besn growing
steadily during recent years. Their share in thenMal GDP increased
from 33.8% in 2001 to 38.2% in 2005 and their sharestal employment

increased from 53% to 66% in the same péfiod

Table 5.3.2. The importance of the SME sector e Wlzbek economy
2001-2005.

2001 | 2002 | 2003 | 2004 200%

Share in Nominal GDP % 33.8 34.6 35.0 35.6 38.2

Share in Total Employment % 53 55 57 61 66

No of operating legal entities (1000177.7 | 215.7 | 229.6| 237.5 268/6
units)

Source: Annual Statistical Summary for 2005, UzB&kte Committee for Statistics

Smaller firms make up the majority of the Uzbek SVHS 93.5 % of
the total SMEs in 2005 were micro firms.

The following table (table 5.3.3) presents the cteoon of SMEs in
Uzbekistan across different sectors of the econamy005. As ever,
agriculture dominates the scene, with 53.8% of SMiperating in

agriculture. This is the result of re-organizing t#tolkhozes by giving out

% A quick look at the dynamics of those figures edsean interesting picture. While the
total number of SMEs has gone up by 51% duringptred, the employment figure has
only improved by 25% and the GDP contribution heenesmaller change. This either
implies that the Uzbek SMEs are getting smallehey are not reporting part of their
production and employment figures. The latter ¢asgiite consistent with Schneider
(2004), who estimated the sized Uzbekistan’s shastmmomy at 34.1 % of GDP in
1999/2000. Considering that the shadow economylynastsists of smaller participants,
the true contribution of SMEs in the economy isigatoly much bigger. Our own
interviews revealed that as much as 75% of busksesanducted by the SMEs were
unreported in some cases.
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the land for long term leasing. 22.4% of the SMEsewoperating in retail
and catering, while a further 10% involved in indiad production. Apart
from the construction sector, which is accounts 5a%%, the remaining
sectors of the Uzbek economy do not enjoy any &ogmt proportion of

SME participation.

Table 5.3.3 Allocation of SMEs across the sectdrthe economy (2005,

%)

Industry 10
Construction 54
Agriculture 53.8
Transport and Communication 1
Retail and Catering 22.4
Other production 3
Other Services 0.8
Health and Sport 15
Education 0.4
Culture and Art 0.5
Science 0.3
Other 0.9

Source: Annual Statistical Summary for 2005, UzB&kte Committee for Statistics

This presents us with a general profile of an UzB&kE, which is
normally very small (less than 50 employees) andstniikely to be
operating in agriculture or retail and cateringisTih itself supports Scase’s
(2000) argument about SMEs in transition being bstalle proprietorships
operating at self — subsistence level. The impbcabf Scase’s (2000)
argument would then be that there is not much rodytentrepreneurial’
activity happening in Uzbekistan.

However, based on the discussions of the allocatfoentrepreneurial
talent in the previous chapters, we assume thaekigtan, just like any
other country, has a stock of such talent amongatsulation of over 26

million. In what follows, we will use Schumpeterlime of reasoning to
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identify existing entrepreneurial opportunities ardrepreneurs who were
best placed to exploit those opportunities.

But first we will take a general look at the ‘RuleSthe Game’ in the
independent Uzbekistan and the factors that shapesk rules i.e. the
political system, cultural peculiarities and econonealities.

Assuming that the best of talent in Uzbekistast Jike in any other
country, will strive to achieve the highest possibdéturn on their talents,
we will first identify the areas and occupationsiegthwould enable them to
do so.

The literature classifies the top of the pile wery country, termed as
the elite, as political, economic, administrativedaintellectual elite¥
(Abdullaev, 2002).

In Uzbekistan, the only elite that matters is tdenmistrative elite,
as there is no real political elite outside the mdstrative apparatus, and
the economic elites are the extension of the aditnative elites.

Constitutionally, Uzbekistan is a democratic coyntrith the
President is elected as the head of the state pylgovote. The President
is also the head of government.

The president has extensive powers including,nogitby any means
limited to appointing and dismissing the Prime Mtar, his First Deputy,
the Deputy Prime Ministers, the members of the @=tlof Ministers of the

Republic of Uzbekistan, the Procurator-General lbé tRepublic of

* The elites are defined as follows: the politidétks are the elected politicians and
opposition, members of political parties, admiristre elites are the members of the
bureaucratic apparatus, economic elites in mogttcies consist of the rich entrepreneurs
and other business leaders, while intellectusdbire those who are at the forefront of
science, media, culture, art, and literature.
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Uzbekistan and his Deputies, with subsequent coafion by the

Parliament; presenting to the Parliament his noasnér the posts of
Chairman and members of the Constitutional, Supr€uarts and the
Higher Economic Courts, as well as the Chairmarthef Board of the

Central Bank, and the Chairman of the State Nauotection Committee;
appointing and dismissing judges of regional, @istcity and arbitration

courts; appointing and dismissirfgpkims (heads of administrations) of
regions and the city of Tashkent with subsequenticnation by relevant

Councils of People’s Deputies.

The current constitution allows the presidentéove a maximum of
two seven year terms. However, the current presidas been in power
since June 1989 when he was appointed by the tleaw lof Soviet
Communist Party, Gorbachev as the head of the Utlsakch of the
Communist Party. He was elected as the presiderthéyparliament in
March, 1990 and then by a popular vote in Decem®91 (the country’s
only openly contested election so far). In 1995paional referendum
extended his term till 2000 when he was again eetet for another seven
years. The next elections are due to take plaBeaember, 2007.

The parliament consists of two chambers: the uppase — the Senate
and the lower house — the legislative chamber. Beaate has 100
members and 84 of them are elected by the locahailsuwith the rest
being appointed by the President. The lower howse120 members and
all of them are elected by popular vote from cdusticies across the
country. Although there are five different politigearties represented in the

legislative chamber, they are all pro-governmend dme government's
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position is hardly ever questioned during the pamkntary sessions. The
following table shows the composition of the Leaisle chamber.
Table 5.3.4 the composition of the Uzbekistan’gikkative chamber

Party % Seats
Uzbekistan Liberal Democratic | 34.2 41
Party (O'zbekiston Liberal
Demokratik Partiyasi)

Uzbekistan People's Democratic™ | 23.3 28
Party (O'zbekistan Xalqg
Demokratik Partiyasi)

Self-Sacrifice National Democratic | 15 18
Party (Fidokorlar Milliy Demokratik

Partiyasi)

Uzbekistan National Revival | 9.2 11

Democratic Party (O'zbekistan
Milliy Tiklanish Demokratik

Partiyasi)

Justice Social Democratic Party | 8.3 10
(Adolat Sotsial Demokratik

Partiyasi)

Non-partisans 11.7 14
Total 120

Source: Uzbek Government website.

The government consists of the Prime Minister daguties, and other
ministers. The prime minister has 6 deputies aruh ed them supervise
one of the following six areas:

Economy and Foreign Economic Relations Sector

. The construction sector, industry, construction enats, housing and
municipal services and transport

Machinery, ferrous and non-ferrous metallurgy, aind gas, geology,
energy, chemical production, standardization antrotogy, and state and
mobilization of resources sectors

. The communication and Information Technologies@ect

¥ Former Communist Party of UzSSR.
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5. The Social Sector, Ministry of higher and secondgugcial education
6. Women’s affairs, the deputy herself is the Chainmanof the Women’s
Committee of Uzbekistan
The Prime minister personally supervises the sedafgro-Industrial
Complex’ i.e. cotton production and everythingeaislated to it.

Below the cabinet stand the state committees, a&enand
associations. These are the former ministries @rrmustrial state owned
enterprises that were nominally reorganized withdtate still remaining as
the major shareholder. Their management teamsaa¢sdirectly appointed
and dismissed by the president.

Administratively Uzbekistan is divided into 12 regs, called
viloyats, one autonomous republic, and the capital city Keshwhich
stands alone as an administrative unit. Such anragimative system was
set up by the Soviet authorities when each regias wn by the first
secretary of the local branch of the respectivernanist party.

Since independence Uzbekistan significantly modifiethe
administrative system. The party secretaries wepdaced with the newly
created and significantly redefined positions ofjiseal mayors called

hokims.

‘In the 1990s, Uzbekistan carried out a generabldeization — a phase common to
all the former colonial states once they gainedr tiielependence. This period brought
accelerated state-building: the growth of the adstriative apparatus, the introduction of
new symbols, a redistribution of power within thaing elite, and a renewal of that elite
through the infusion of a new generation of adntiatsrs. Finally, there has been —

naturally, on a new level — a return of the admiinttve system to that model of
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governance and practices that had existed in teecgonial period. (Abdullaev, 2002:

221)

At the centre of the new system was the ‘ideoloigpdependence’, the

concept which was created

‘to advance a political logic whereby the naturetio# political community, the

purpose of the state, the unifying political teto®d the present regime are fused into a

single entity (March (2003).

Hence, loyalty to the current regime is synonymaith loyalty to the
national cause and vice versa i.e. any oppositiothé current regime is
seen as the opposition to ‘the constitution ofrthBon’. The utmost sacred
symbol of the nation and the state is the presidémd ‘bravely led the
country to its independence and acts as the gumaddithat independence’
in a world where ‘everybody is envious of the agkhimments of the
independent Uzbekistan and plotting against itspj@o Therefore, any
action taken by the authorities is presented asdfipd in that context,
however heavy-handed they may be.

Just as it was during the Soviet period, an agpiwannabe member of
the elites’ in Uzbekistan has to maintain the ddiidine in any political
discourse and zealously demonstrate his or heftyoi@ the nation i.e. to
the President.

Regional administrations are run bypkims the positions created in

1992 to replace the one party administration. Ttyigse of regional
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administration has its roots in the pre-coloniahadstration systems, and
was established as a part of decolonization afterindependence. The
hokimsserve as heads of the region leading both the septative and

executive authorities in their respective regiohsey are accountable to

the President and respective Councils of Peoplejsubes.

‘Each governor has considerable powers, but theyregularly reminded that these
derive from the president. Mr Karimov dismissesesal/provincial governors every year,
often humiliating them in televised sessions of finevincial assemblies. A total of six
provincial governors were dismissed in 2004, onrgés ranging from nepotism to the
poor performance of the agricultural sector andurfai to combat smuggling’ (EIU,

2005:29).

In reality, the regional mayors wield near absoltever within their
realms and their main responsibility remains fliffg the cotton production
plan, the task which changed slightly with the gtiwation of farming.

In addition, as we mentioned earlier, the formatesbwned companies
were reorganized into listed companies with thdests the majority
owner. The senior managers of those companies @ de facto

government officials and an integral part of thenadstrative apparatus.

‘During the Soviet era, the interests of solidarfsoups were accommodated in
designing the locahomenklaturaelite, promoting personnel, and making appoints\¢ot
leading posts. The intertwining of clannish int¢éseand rivalry in the struggle for control
over Uzbekistan’'s financial, economic, and admiatéte resources (privatization,

appointments to lucrative posts, career developmeducational opportunities for
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children, trips abroad, and other benefits) forne thackground against which the

formation and evolution of Uzbek statehood are ldlirig today.” (Naumkin, 2006: 132)

The ‘solidarity groups’ in Uzbekistan are the ldgseefined interest
groups which have been formed to help competedon@mic and political
power>,

Inogambaev (2006) claimed that in Uzbekistan trandl business
models involving the money—goods/markets-money ecytlas been
modified into a money-power/authority- money form.

At the nucleus of the system is the President,fdmsily and close
associates. The economic and political standirthefest is determined by
their closeness to that nucleus and how effectivblyy exploit that
closeness.

A talented entrepreneur, who wants to maximizerd¢tiern to his or her
potential, has to join the administrative apparaiod make powerful allies
as fast as he or she can.

The members of the Uzbek administrative elite 4oavad to fast-track
the careers of their children in ways that the menslof thenomenklatura
were not allowed to during the soviet period. Notyocan they afford to
send them to the best educational institutions,tibey can also get them

lucrative appointments at important institutions.

¥ Some called them clans and others called thenyisishthe interest groups in
Uzbekistan seem to have regional roots rather ¢teamish per se. The reason for the
formation of such interest groups,, in our opinisrthe fact that Uzbekistan had been
formed in the territory of three different kingdomkich had slightly different cultural,
lingual, and social peculiarities. The Soviets bladsen to preserve and use those
differences in their divide and rule policy. Asesult, there still exist some differences in
culture and traditions across the regions and jgcfopin the same region tend to support
each others in their bids to rise to the top.
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For the less privileged ones, the career startte quifferently. The
traditional institutions for youth political invodment disappeared with the
Soviet Union. They can no longer join any youthtyparganization as none
of the current parties have youth organizations.

The attempt to revive the oklbmsomolith an all newKamolotyouth
movement did not prove as effective as the origyoalth movement was.
This is partly because the lack of any clear casekfantage from being
involvement in the youth movement.

The only option for aspiring young talent then hsough the higher
educational institutions. Educational institutiorsad played a very
important role in the process of elite regenerationUzbekistan. As
discussed earlier, religious schools had producesdt mof the pre-colonial
elite, while Russian language schools took overdibminant role after the
Russian invasion. During the Soviet time, the ttadal route to the top
was through institutions of higher education arehtepecialist Communist
party schools.

The collapse of the Communist regime brought dowenwhole party
infrastructure with it and that included the pasghools. Hence, the old
career trajectory was disturbed.

The Uzbek authorities tried to establish replacdmestitutions by
opening new universities and upgrading the stafttiseoolder ones.

As we have mentioned in the earlier chapters, carge diplomatic
services and the foreign trade ministry were thefegored destinations for
the children of Soviet nomenklatura members. Aftetependence there

were even more lucrative opportunities in thosemsedn Uzbekistan.
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An all new university, University of World Economand Diplomacy,
was established on the basis of the old party dchwol1992 and
immediately became one of the most prestigious athreal institutions in
the country.

The total number of the institutions of higher ealien (IHE) increased
from 57 in 1995 to 64 in 2005.

The IHE in Uzbekistan are classified into 4 genecaltegories:
academies, universities, institutes, and colledé® academies have the
highest status and mainly offer postgraduate antidu education as well
as spearheading scientific research in their rés@esubject areas. The
most prestigious one is the Academy for State aociab Construction
under the President, set up to play the role ofdldeparty schools i.e.
selecting and training the potential leaders. Sitgleare chosen from
among the mid-level managers working at differerdrt of the
administrative apparatus. The other academies te: Academy of
Banking and Finance, the Tax Academy, and the Médicademy.

Most of the universities are generic institutiorfshagher education,
much like the universities in any other country,damwffer both
undergraduate and postgraduate degrees in vandyjscts. There are a
number of them, however, that are specialized &aedstatus of being a

university gives them extra prestige and more fmgdi

% The number includes the branches of 3 foreigntirisins, namely: Westminster
University (UK), Plekhanov Academy of Economics ¢§Ria), and Moscow State
University (Russia). But it does not include théitariy colleges and the educational
institutions affiliated to security services, peliand the fire department. Those institutions
have separate application and admissions procedlifiesent from the national unified
system and there is very little information avaisaabout them.
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There are 24 universities in Uzbekistan and onlyf6them are
specialized. All of the 40 institutes in Uzbekistare specialized in their
respective subject areas and offer degree progmardgferent aspects of
the field. Admission to the most IHEs (except foe tboranches of foreign
ones, academies, and performance based ones t&kearsd sports) are
centrally administered by the Republican Test Gentr

Applicants are required to submit their applicasida the desired IHE
and will have to sit the national test which cotssisf 36 multiple choice
guestions in each of three subjects. The subjeatg depending on the
degree for which the applicants are being testetithe number of subjects
and questions are the same for everyone. Subjaatg different weights
for each specialization. For example, applicantg@mnomics and business
degrees are tested in mathematics, one foreignuémey and the
applicant’s native language (which can be Uzbelsdin, or some of the
minority languages) and each question in thoseestsyj carries 3.1, 2.1,
1.1 points respectively for each correct answeringivthe maximum
achievable points of 237.6. For every degree progrdne number of
placements is fixed and the applicants are allotwedpply to only one
program. So they all compete for those placemeantthe degree program
they have chosen. At the end, the applicants wighest total points
scored are selected for admission. Each degmgrgm admits students
on both grant and contract (i.e. payment) basesh kaar, the percentage
of grant and non grant placements is announceedohn degree program.
The allocation of grants is based on the exam teskbr example, if a

degree program admits 100 students with 40% of tbana grant basis,
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then the applicants within the top 40% scorershm test are allowed the
grants and the rest are required to pay their @es.fThus, the applicants
will not know whether they have to pay for theiuedtion until the exam

results come out.

The planned total number of placements for the Z0@6ademic year
was 57,269 and for the total number of 186,154 iegibdns were received
i.e. 3.25 applications per placement.

The test results for the 2006/2007 academic yeaissions show some
clear trends in both the number of applications amdm results. First,
regional generic universities attract a lot of amlons with the
southernmost university attracting the highest nemdf applications per
placement. This implies that most of the applicdratge chosen to go to the
closest university rather than going to the oneghm capital, possibly
because of increasing living costs. The interedticgis that, in spite of the
high number of applicants, the regional universitiave achieved much
lower average points in the examinations, implyingt the best of talent
who are confident enough in their abilities ar# stioosing to go to the top
IHE located in the capital.

Another interesting trend is that degrees in s@etd engineering, and
agriculture, traditionally popular during the Savienes, have attracted the
least number of applications and have achieved roesults in the test.
Apart from medical degrees that have always begoulpo and have
attracted a lot bright applicants, the leaders seenhoose the degrees in

business, economics and finance, and law.
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Figure 5.3.1 Number of applications per placemewi passing grades

at Uzbek IHEs
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The top 4 IHEs (which all had a minimum admisderels well above
the 70% of the maximum points) were the TashkeateSnstitute of Law,
Tashkent State University of Economics, UniversityWorld Economy
and Diplomacy, and Tashkent Institute of Finance.

These results are very much in line with the olmsgoas of
Kryshtanovskaya and White (1996) who claim that Mescow State

Institute of International Relations, Moscow Finmhdnstitute, Law and



Economics Faculties of the Moscow State Universitiave become the
cradles of elite regeneration in Russia duringditaon.

Those top four IHEs not only provide good educatioat also offer
good networking opportunities as they keep closs with the existing
elite.

The national testing system in Uzbekistan is higbfganized and
strictly monitored by the security services. Altighuthere is nothing to
stop the best and brightest to get into any IHErdthave been allegations
of corruption allowing the rich to buy their chi@r's way into the
institutions of their choice. The prices are alkt¢e be very high, as much
as 20 times per capita GNP (ICG, 2003).

Education is thus becoming increasingly expenss/éha population is
getting poorer. The aspiring young talents are nofseipported by the
extended group of family and friends throughout timéversity years and
the beginning of their careers. As one of the @méneeurs we interviewed

said:

‘One does not become a government bureaucrat bseffindle must have the backing
of his family and friends behind him and his familyderstandably expect to benefit from
him too. If one of your family members becomes kitmoor a government minister, it is
actually better than winning the lottery jackpot. ¥u have to stand behind them if they

have what it takes to get to the top. (IntervieWgg.

As a result whenever a new mayor takes over irgemme the region’s
business community will undergo a major shake-m&businesses (or at

least control over the markets) will change hamdsle others will change
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their allegiance. Those who fail to win new maydagour and do not want
to sell their businesses to the people relatetidartayor face going out of
businesses due excessive interference from auésorin addition, the
mayor’'s control (or influence significantly) theadation of state contracts
and purchase orders in the region, and this enaldgseople to make easy
profits just by standing between the market andstate.

At the national level, the high ranking officialscamanagers of the big
state owned companies have even more lucrative roppiies. They
benefit from controlling the purchases and salesth# state owned
companies both domestically and internationallyo@iambaev, 2006), as

illustrated in the following figure (Figure 5.3.2)

Figure 5.3.2 Common rent seeking transactions innglinsider

firms
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The mayors do not, however, always have everyttiieg way. Every
region is a miniature version of Uzbekistan in #ense that, while the
mayor is the President’s direct representativehim itegion, every other

power group including the security services, polte& office, procurator’s
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office has branches in the same region. The hefdtt®ge offices also have
various degrees of power and they duly seek to@arnivinto profits.
Thus, the system does not allow for significantnecnic powers to

exist outside the administrative apparatus.

‘This system is self perpetuating. Bright young plepowho may initially be interested
in improving the situation in their country, gratlydind themselves drawn into the same

system of corruption and nepotism as their pargi@G 2003:13)

The choice in front of young talented people is@@iear. They have
to choose between joining the administrative agparand hope to get high
returns by capturing one of the important postslomse out on their
potentiaf®.

Increasing numbers of people are competing fosehadministrative
posts and as predicted by Baumol (1990), the expgrdnt seeking sector
squeezing the small private sector out. The resatés evident in the
obstacle reported by entrepreneurs in the busieasgonment surveys

which will discuss in the next section.

Obstacles to Entrepreneurship and Business.
In the previous section we discussed the generate sof
entrepreneurship and SMEs in Uzbekistan, focusingthe factors that

shaped the entrepreneurial landscape in the country

% The third way seems to be leaving the countryarch of employment opportunities
abroad. Tens of thousands of young people leavekisian every year, mainly for Russia
and Kazakhstan (llkhamov (2006).
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The Rules of the Game that resulted in the indepeindzbekistan
discourage traditional forms of entrepreneurshipd apusiness and
encourage the best talent to seek a career indimngstrative apparatus
and the government.

The increased expansion of the rent seeking sectgueezing the
traditional forms of entrepreneurial activitiesthe limits of existence.

The Doing Business report, prepared by the WorldkBsroup, puts
Uzbekistan among the most difficult countries tobdisiness in. The report
ranks 175 countries in terms the ease of doingnessi in them. The
countries are classified into three categoriesieed$-59), moderate (60-
117), difficult (118-175). Uzbekistan, with 13&nd 147 places in 2006
and 2007 respectively, is firmly located in thet lgsoup (See the table
5.4.1 below). Having been rated lower than war tooantries like Iraq,
West bank and Gaza, Uzbekistan is, by far, the dbwated transition
country in the world.

As we can see from the table, the areas in whicbekistan was
rated particularly low were related to the resiviettrade policies and
excessive regulations in licensing, property regigin, paying taxes, and
obtaining external financing. The regulations gowuay export and import
operations were rated particularly restrictive abékistan was declared

the most restrictive country for foreign trade 008.
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Table 5.4.1 Uzbekistan’s doing business rankings

Ease of doing the2007 2006
following: (among | (among
175) 155)
Doing Business 147 151
Starting a Business 70 57
Dealing with Licenses 138 132
Employing Workers 67 66
Registering Property 165 166
Getting Credit 159 160
Protecting Investors 118 114
Paying Taxes 155 154
Trading Across Borders 169 175
Enforcing Contracts 30 31
Closing a Business 112 132

Source: Doing Business Report 2007

The results of the report were supported by theiahsurveys of local
businesses conducted by International Finance Catipn (See the table
5.4.2 below).

Importing came at the top of the operations that litcal business
community found the most problematic in both 200d 2005. Apart from
the obstacles, commonly reported worldwide, likeateon and lack of to

external finance, SMEs in Uzbekistan continue touggle with the
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regulations and restrictions governing almost easyect of their business
starting from registration, licensing, permitstakk way to the liquidation of

insolvent ones.

Table: 5.4.2 Top ten operations which the Uzbek SM&und most
problematic to complete during 2003-2005 (IFC Symesults).

2003 2004 2005

Taxation Importing Importing
Bank account operations Obtaining Financing Ligticahe,
Obtaining permits Exporting Exporting
Inspections Taxation Licensing
Registration Licensing Standardization
Export and Import Inspections Obtaining
operations Financing
Licensing Bank account operations  Taxation
Certification Standardization Inspections
Extra operations by banks Registration Registration
Currency convertibility Permits Permits

Source: IFC Surveys, various years

The problems related to bank account operatigkes chsh withdrawal
restrictions, seem to have improved as they didapgear on the top the
obstacles list in 2004 and 2005. We will discudstla#se obstacles in

greater detail in the next chapter.

5.5Conclusion

In this chapter we discussed entrepreneurshipsarall businesses in
transition countries in general and in Uzbekistam particular.
Entrepreneurship was one of the most discussedesahrched topics in
the context of transition. Its importance to thansition economies goes

well beyond the traditional characteristics of imaton and ‘creative
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destruction’. The entrepreneurial classes in ttamswere expected not
only to initiate businesses and create jobs buttalspearhead the building
process of the market economy.

Although the entrepreneurial class in transitioh @ff to a flying start
initially as thousands of new firms were establislaad thousands more
were privatized, the overall performance of entepurs and small
businesses, especially in the Former Soviet Regribdias disappointing.

There seems to exist a general consensus inténatlire that the one
single reason behind such disappointing performanas the lack of
clearly established property rights and the Ruléa#. Lack of property
rights not only threatens the existing businessgstlalso discourages new
investment, encourages capital flight and most maoaly discourages the
brightest talent from getting involved in produetientrepreneurship.

Studies on the Former Soviet Republics have reddhat alternatives
to property rights and other missing institutiomaegged to regulate the
business community in those countries. Those atemn institutions and
corrupt governments created a unique businessament in which bad
characters thrived.

In Uzbekistan too, the Soviet system was modifiedo an
authoritarian regime with strong leadership anétonalistic ideology. As
opposed to most of the other fellow former Soviep&blics, where state
property was captured by a few members of the ,etite state in
Uzbekistan kept a tight control over the economylevalso allowing the
private sector to grow alongside the little changtde sector. This in turn

opened a whole lot of new opportunities for the feaople in charge.
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The far reaching powers allotted to administratibedies not only
squeezed the independent private sector but alsie mdministrative jobs
the most attractive option for the most talented.

Following the logic used by Baumol (1990), and phy, Shleifer,
and Vishny (1991) we concluded that the misplace@ntives created an
environment which is not very friendly for truly teepreneurial activity.

Obstacles reported by the business community gwamious surveys
reflected this. Uzbekistan was ranked among theldiomost hostile
countries to do business in by the World Bank’srigdBusiness report.

We will discuss those obstacles in even more ldietéihe next chapter

looking at the factors behind them a little moesely.



Chapter Six
Obstacles faced by SMEs and their roots

6.1 Introduction

In this chapter we will discuss the obstacles dabg the SMEs in
Uzbekistan in more detail. We specifically focus ¢me ones that
persistently made into the top 10 problematic aregsorted in IFC
Business Climate Surveys during the last few yaatézbekistan.

We first look at financing options and problemgobe discussing the
taxation issues in more detail. We then will grabp remaining areas of
concern into one section under ‘Rules and Reguistio

While the IFC surveys have reported the obstaatessome of their
ramifications for SMEs, they do not go far enouglekplore the roots of
them. In fact, some people may argue that the t®tuas much more
serious than the IFC surveys suggest judging bgva gopular unrests
against government regulation in Uzbekistan sinu#ependence (ICG,
2006).

We use the findings of those surveys and the rig&liof our own
interviews, conducted during the summer of 200%enmwve interviewed 10
entrepreneurs and business managers in varioumeegf Uzbekistan.

The findings of our survey seem to support theoltypsis we put
forward in the chapter two. The main feature of dhstacles encountered
by the SMEs in Uzbekistan since independence has bechanging and

resilient nature. The Central Government in Uzltekissupported by the
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international organizations, has tried to addresses of those serious
problems faced by the SMEs.

However, due to the fact that local authoritiepatel heavily on rent
seeking income to stay in power and progress altbegadministrative
ladders, they have persisted in finding new, intiveaways preserving

their power of rent seeking.

Finance

As we have discussed in the earlier chapters,fittencial sector
underwent substantial changes during the years diatsdy following
independence. Along with the introduction of a newrency, two tier
banking sector, and establishment of the stock etattke financial markets
in Uzbekistan saw the emergence of a wide rangeev financial
institutions like insurance companies, credit usjoand microfinance
institutions.

In 2006, the total number of commercial banks mbékistan was 28.
Of these, 3 were fully state owned banks, 12 weirg-stock commercial
banks with majority of the shares owned by stataemhenterprises, 9 were
private banks and 4 were banks with foreign pgraton.

The following table shows the summary statistiéstree banks in
Uzbekistan at the beginning of the year 2006 (thecklization of the
banks is given in parenthesis). The banking systenizbekistan is

dominated by the top 6 banks shown on this tabdieyTogether hold 86%
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of all banking assets. The biggest of them, theoNat Bank of Uzbekistan
(NBU), which is a commercial bank, specializesarefgn trade operations.
In practice, it mainly handles government guarathfeeeign debt which it
lends on to the local firms.

Table 6.2.1 Summary statsst€the Uzbek banks (as of 01.01.06, 000 UZS)

Share in
Banks Assets assets Capital
National Bank Uzbekistan (Foreign loans) 2886260091.42% 448 305 048
Asaka Bank (Car Industry) 599187537 10.67% 16058
Uzpromstroybank (Industry and Construction) 521%#B5| 9.29% 34 715 145
Pakhta bank (Cotton bank) 35731417f  6.37% 63 296 62
Ipoteka (Mortgage bank) 271998314 4.85% 29 795 120
People's bank (Savings, former Sberbank) 191142093.41% 14 122 891
ABN AMRO Uzbekistan 103911980 1.85% 12 122 140
Silk Road (universal) 72042658 1.28% 6 196 629
Gallabank (Wheat, agriculture) 71901614 1.28% 167 688
Hamkor bank (private, universal commercial) 6087663| 1.08% 12 384 175
Uzdeawoo (foreign,commercial) 58214088 1.04% 1362y
Microcredit bank (microfinance) 54579228 0.97% @ 686
Capitalbank (private, universal commercial) 533868 | 0.95% 5659 975
Savdogar (commercial, foreign participation) 48788 0.87% 7168 254
Turonbank (irrigation, commercial) 47257369 0.84% 418 449
Credit-Standard (private, universal) 45508273 0.819%67 614 543
Aloga bank (communication) 33620273 0.60% 4794671
Trustbank (investment, commercial) 30424971 0.54% 093443
Alpjamol (private, universal commercial) 22050281| .3 2637 341
Ravnaq bank (private, universal commercial) 2123724| 0.38% 1371983
Parvinabank (private, universal commercial 19540947| 0.35% 2262 892
Uzbek-Turkish bank (JV, commercial) 16825657 0.30%06 592 254
Saderat (branch of an Iranian bank) 10605618 0.1998 594 174
Universalbank (private, commercial) 5114028 0.09% 349 393
Uktambank (private, commercial) 3561098 0.06% 1330
Davrbank (private, commercial) 3408713 0.06% 1310
Turkiston (private, commercial) 2226147 0.04% 3268
Samarkand (private, commercial) 1059417 0.02% B7 4

Source: Annual reports of the banks, press releaséisor’s calculations.

The others, Asaka bank (automobil industry), Uzmstvaybank
(industry, construction, oil and gaz), Pakhta (o)t Ipoteka (mortgage),
and People’s (savings) are all specialised (probsiightly less so than the

banks were during the Soviet years). Three of tledsare directly state-
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owned (National bank, Asaka, and Pakhta) and therahree are joint
stock companies with state owned enterprises asrrehgareholders.

Four of them, NBU, Asaka bank, Pakhta bank, amoimBtroybank
also have 86% of the total deposits and 90% ofdited loans (Lamberte
and Cordero (2006). Funds for most of the loans ecointom the
government and abroad as foreign credit for thallbanks to lend them
on. The total amount of loans funded by the bamkeh funds made up
only 2% of the country’s GDP in 2004 (EIU 2005).

Financial intermediation remains very low and tibial deposits of the
population stood at 493 billion UZS or about 5% GDP, in 2006.
Although this implies an increase of about 50%still translates into an
average of 19000 sum (approximately $15) per cagaitangs in the same
year. The monetary policy still remains loose witie broad money

growing at a much faster rate than the GDP (Sde &8.2).

Table 6.2.2 Money supply growth in Uzbeksitan

Money supply (M2) growth (in %)
2002 29.70
2003 27.15
2004 47.77
2005 54.30
2006 35.00

Source: Asian Development Outlook 2007

Central bank’s refinance rate was reduced 4 tinves the period
2000, to 2005, coming down to 16% p.a. in 2005 fi@®Ao in 2000. The
refinance rate has an added importance in Uzbekissathe government

links the rates charged on the directed loansitrtte. Hence, when the
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refinancing rate comes down it will reduce the satbarged on directed
loans and preferential loans to SMEs.

Of the biggest banks, Pakhta bank (cotton) isothe that makes most
loans to SMEs. This is because of its role in fouag cotton production
which is primarily done by the private farms sirthe kolkhoz system, of
the centralised plan period, was abolished. Altthouthhe farming
enterprises that replaced the kolkhozes are prittagefinancing system (as
well as the state procurement system) remaineckliangnchanged from
those of the planning era. Hence, the agricult&Es (which made up
53.8 % of all SMEs in Uzbekistan in 2005) still Bamore or less the same
kind of soft budget constraint that the Soviet grises enjoyed.

The second state owned bank, dealing solely wiehSMEs, is the
Microcredit bank. Established in 2006, the banksadely intended to
finance small businesses and succeeded in that Tdaebirkor
(entrepreneur) bank, inheriting all the assetsthadiabilities of it.

The May, 2006 presidential decree, ordering theabdishment of
Microcredit bank, also set the types, maturitiempants of the loans as
well as setting the maximum rates of interest oba@mn such loan%

The decree also orders the Ministry of Finanam&ke annual loans of
10 billion sums a year during the 2007—-2010 periati2% per annum, to

finance those micro loans to SMEs. In addition, special employment

% There are three types of loans: 1) privileged mioan for entrepreneurship for up to 18
months with the amounts not exceeding 200 timesiofmum salary (which currently
stands at 15525 sum or around $12) and the maxiraterof interest on this type of loan
is 5% per annum. 2) Micro loan for expanding srhaBiness and for working capital for
periods of up to 24 months. The amounts can be 60Q times of minimum salary and
the interest rate not exceeding the Central Bamdfinancing rate (which currently is
16%) 3) Micro leasing for terms up to 3 years wiith amounts up to 2000 times of the
minimum salary. The rate for such financing canexaeed 50% of the refinancing rate.
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support fund of the Ministry for Social Securitylmalso provide funds for
the bank to make loans.

In addition, almost all of the country’s smallyate banks are mainly
engaged in SME financing. However, their compegitiess in the market is
weakened by the fact that these banks do not gaipcfunds from the state
and therefore have to mobilise their own financiAgart from regular
lending operations, the banks in Uzbekistan araeired to set aside 25% of
their profits for lending to SMEs at half the refircing rate.

During the first half of the year 2007, loans exted to small business
entities by commercial banks, funded from their a@wsources amounted
to 374.2 billion sums. The following table summas the credit line

provided for the local banks by the internatioma&fcial institutions.
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Table 6.2.3 Foreign Credit Lines for SMESs in Uzlsdn

Donor Name Local bank Year Amount (000)
signed

EBRD NBU 1993 EUR 45565

EBRD Asaka bank 1996 EUR 22745

EBRD NBU 1996 EUR 41849

EBRD Uzpromstroybank 1999 EUR 6335

EBRD Pakhta bank 2000 EUR 8844

Japan-Uzbekistan SmallPakhta bank 2002 EUR 1443

Business Programme

(EBRD)

Japan-Uzbekistan SmallHamkor bank 2002 EUR 1519

Business Programme

(EBRD)

Japan-Uzbekistan Small|poteka 2004 EUR 1519

Business Programme

(EBRD)

Japan-Uzbekistan SmallHamkor bank 2004 EUR 2278

Business Programme

(EBRD)

Japan-Uzbekistan SmallHamkor bank 2006 EUR 2278

Business Programme

(EBRD)

ADB NBU 1997 USD 50,000

ADB Asaka bank 1997 USD 15,000

ADB Asaka bank 2003 USD 7500

IFC NBU 1999 USD 15,000

IFC Asaka 1999 USD 10,000

Kfw NBU 1999 EUR 15,000

Source: EBRD, Lamberte and Cordero (2006)

Of the international organizations, the EBRD is thest actively
involved in SMEs lending in Uzbekistan providingt@&al of EUR134,
372,000 (27% of its total financial assistance ibékistan) for the local
banks to lend on. During the period between AR@01 and June, 2004,

EBRD extended 8092 loans in Uzbekistan amounttodadh of $18,365,617
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under the Japan —Uzbekistan Small Business Prodfse the table

below).

Table 6.2.4 EBRD’s SME lending project (J-USBP) suary for April,
2001 — June, 2004

No. of | US$ amount of US$ US$ amount No. of loans| Arrears % | No.

loans loans granted | average | of loans| outstanding | > 30 days| of

granted loan outstanding Banks
amount

8,092 18,365,617 2,270 4,755,037 3,385 0.60% 4

Source: EBRD

Those loans were made through four local banksoNalt Bank of
Uzbekistan, Asaka Bank, UzPromstroyBank and PaRlatek. The SMEs
first apply to their local banks and these banlentpresent the selected
applications to the EBRD staff, which make the [fidacision. Given the
notorious reputation of the Uzbek state banks farehaucracy and poor
service, the process is not always smooth and ledde’’.

In addition to the EBRD, Asian Development Bank @)D the
International Finance Corporation (IFC), and Kraddstalt fur
Wiederaufbau (KfW) have all provided SME creditelinfor the local
banks.

Another source of finance for SMEs in Uzbekistacridit unions.
Since the Law on Credit Unions was adopted in 2882 credit unions in
Uzbekistan developed fast. As of December 31, 20@6e are 35 credit

unions licensed and registered by the Central Bdnldzbekistan, which

% Since 2004, EBRD started working more closely Wital private banks. However, the
biggest private and a successful partner of EBR®Business Bank was closed in 2006
after falling out of favour with the authoritiesh& biggest current credit line for a private
bank was extended to Hamkorbank (EBRD Projects Saimra007).
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are entitled to receive assistance through the iCtdaion Association,
which was set up in 2005. The unions have 51,53&ees in total with
female members making up almost 44 % of the totmbership. Total
assets of all credit unions taken together in 2086 US$ 15.9 million, and
for the capital of US$ 2.1 million. Total savingstlwthe credit unions
amounted to US$ 11.5 million and from which US$91illion worth of
loans were made. The amount of loans has nearlplédsince 2006 to
exceed the $20 million mark. The following tablersuarizes the state of
the aggregate loan portfolio of the Credit Unioms Uzbekistan as at

31.07.2007.

Table 6.2.5 Breakdown of Credit unions’ total Iqgaortfolio as of 31.07.07

Lgan Purpose # of Loar|s% of Volume of Loans| % of Volume
0 Number of of Loans
u Loans
Agriculture 998 7.2% $1,672,964 8.1%
Cbnsumer/PersonaI6,312 45.4% $6,082,469 29.6%
Micro enterprises 6,580 47.4% $12,773,648 62.2%
T@TAL 13,890 100% $20,529,081 100%

Source: World Council of Credit Unions.

The loan portfolio of credit unions reflects theality of the Uzbek
SME sector more accurately than the portfolios diieo financial
institutions, as the majority of their loans haveeb given to micro
enterprises that make up the majority of SMEs ibékastan.

In addition, there are microfinance NGOs that affer micro loans
for individuals and micro enterprises. There wdyewd 64 of those NGOs
(six of them international) in 2004, but only threethem accounted for
91% of nearly 9000 active clients and 83% of outditag loans of about

$1.2 million as at end-January 2004 (Lambarte amdi€xo, 2006).
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Although still much smaller compared to the restthe financial
market, Uzbekistan’s leasing market has seen admnable upturn since
the ‘Law on leasing’ was adopted in 2002, giving tleasing activities
similar privileges to those the other credit ingtdns enjoy. The total
volume of leasing operations more than doubledesiB002 reaching
$107.6 million in 2006 (See the table 6.2.5 below).

Banks’ direct involvements in the leasing actesti have grown

dramatically in recent years, up from $1.7 million2002 to $46.4 million

in 2006.
Table 6.2.6. Leasing Market Players Breakdown jlom
2002 2003 2004 2005 2006
Leasing companies 39.2 30.5 331 59.3 57.3
Banks 17 6.7 10.2 19.2 46.4
Others 05 0.7 0.1 3.0 3.9
Total 41.4 37.9 43.4 815 107.6

Source: Leasing in Uzbekistan, IFC 2006

The majority of the leasing operations servedatrecultural sector as
the agricultural machinery remains at the top efltst of the leased assets

(Table 6.2.7).
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Table 6.2.7 Leased Assets in Uzbekistan

Types of 2004 2005 2006

assets Number| Value, Number| Value, Number | Value,
of $ million | of $ million | of leases | $ million
leases leases

Equipmentfor |, 540 4 2152 | 38 5,626

light industry

Food processing - 3438 | 34 4,003 | 27 2,624

equipment

Printing 5 940 9 3,301 30 3,619

Construction 16 1,178 62 10,596 49 5,924

Other

manufacturing | 30 866 53 2,824 5 181

equipment

Trade 22 27 125 169 10 575

Medical 10 243 10 947 27 889

Computers and | 756 36 1,307 28 953

office equipment]

Agricultural 2493 | 30527 | 3422 | 46157| 5,022 61,337
machinery

Trucks 2 221 10 888 24 1,700
Passenger 80 1,552 242 5,489 274 7.019
vehicles

Real estate 16 2702 38 2352 49 8917
Other 12 426 33 1,356 47 8222
Total 2810 | 43416 | 4,078 | 81541] 5,630 107 587

Source: Leasing in Uzbekistan, IFC 2006

The financing for most of the leasing operatioome from the banks
(4 of the 13 leasing companies in operation in 20@ge affiliated to
banks), except for ‘Uzselkhozmashleasifigihich is the biggest player in
the market owning 38% of the Ileasing assets in 2006
Uzselkhozmashleasing is directly financed from acggd Fund under the
Ministry of Finance. The rest of the finance foetleasing companies

comes from their shareholders’ loans and their Gwds.

% The name of which, rather predictably, translagethe Uzbek Agricultural Machinery
Leasing Company (Author’s translation).
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Although there is ‘substantial evidence of a wuittramformal sector’ in
SME finance (according to Lamberte and Cordero620ere is still no
reliable data available on the size and dynamicthefinformal lending
market in Uzbekistan.

Kandiyoti (2003) reported on the stigma attacledding an informal
money lender in rural Uzbekistan, as the money dencearn a bad
reputation by enforcing their loan repayment thfougnconventional
means.

In addition to the private lenders who chargegsase high as 20% per
month, entrepreneurs in Uzbekistan rely on intefregt loans from family
and friends (ibid.)

Overall, the importance of informal financial secstll remains very small
with only 2% of the SMEs surveyed by the IFC in 2@®ed such form of
finance and the number fell even lower to 0.13%005.

On the demand side, the IFC surveys continue tavsthat Uzbek
SMEs predominantly rely on their own savings artteotinternal sources
for their investment projects (Table 6.2.7). Bao&rls made up only 2.4%

of all sources in 2005 (down from 5% in 2004).

Table 6.2.8 Sources of finance for investment fabék SMEs (%).

Personal savings| Internal funds Non-bank loans kB@ans

2004 | 59 36 11 5

2005 | 64 23 10 2.4

Source: Business Climate in Uzbekistan, IFC repo@5



Only 36% of the firms surveyed by IFC said thaytmeed external
finance and 21% of those who needed external feamgplied for a bank
loan and nearly half of them were successful iir gygplication.

Surveys conducted by the World Bank in 2002 an@®52@lso
confirmed these observations (Table 6.2.8). Adogrdo the 2005 survey,
the share of the internal finance reached 95.2194r@m 86.23% in 2002),
while the share of bank finance was estimated &6 46 in 2005. This
figure for bank finance, although higher the figumelFC survey for the
same year, is much lower compared to both regigaglon here is defined
as the transition countries in Europe and Centsih)Aand total sample

averages.

Table 6.2.9 Summary of the sources of finance Wwse8MEs in different
countries in 2002 and 2005.

Finance in 2002 UzbekistaRegion All countries
Internal finance for investment (%) 86.23 706  65.87
Bank finance for investment (%) 1.86 10.26 14.78
Informal finance for investment (%) 2.09 474 479
Supplier credit financing (%) 7.1 6.21 9.01

Value of collateral needed forl@an (% of th

loan amount) 115.11 146.62 140.85
Loans requiring collateral (%) 81.37 82.98 80.58
Finance in 2005 UzbekistaRegion All countries
Internal finance for investment (%) 95.21 706  65.87
Bank finance for investment (%) 4.66 10.26 14.78
Informal finance for investment (%) 0.13 474 479
Supplier credit financing (%) 0.67 6.21 9.01

Value of collateral needed for a loan (% of

loan amount) 122.45 146.62 140.85
Loans requiring collateral (%) 72.55 82.98 80.58

Source: World Bank Investment Climate Surveys 2@d8 2005 the region i
Eastern Europe and Central Asia

Such low share of bank finance is paradoxal comsigehe fact

that bank financing in Uzbekistan has lower cotlateequirements and is
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cheaper rate of interest due to the large amourgubkidized finance
available to the banks from government sources.

The answer lies in the unique monetary polionducted by the
Central Bank which maintained loose monetary pobaged on offering
subsidized loans to the economy while trying tatliime velocity of money
by administrative methods. The decision to extendleged loans comes
from outside of the bank in the form of Presiddnti@cree or the
Resolution of Cabin&t The banks are obliged to carry out the instructio
However, they try to mitigate the resulting inftatary pressures generated
by the process. The situation is further compdiddty the fact that a large
part of economic activities are carried out usiaglt outside of the formal
financial system, meaning that, once the caslsige the Central Bank has
very little control over it. Therefore the Centfahnk keeps very tight
control over the cash it puts out into the cirdolatusing administrative
controls similar to the ones used during the Sdinsts.

These administrative controls include impositidnstict restrictions
on cash withdrawals from both individual and cogierbank accounts as
well as limiting the commercial banks’ access teirthcorrespondent
accounts, at the central bdhk The restrictions give rise to various

distortions that add to the already hostile busrodisnate.

¥ For example Cabinet Resolution of February 10628@ned by the President, ordered
the Central Bank and Ministry of Finance to plad anganize the establishment of
Microfinance bank, with branches in every regidifgring a wide range of subsidized
finance products and it was duly delivered withhe time frame.

“0 Gemayel and Grigorian (2005) reported that 66%h@fSMES, surveyed in the capital
city Tashkent, said they had limited or no accegheir cash. The figure in the regions
was between 80-85%.
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The most visible of these distortions probablyhis existence of the
difference, in value, between cash money and theembeld in the current
accounts. The difference arises from the willingnesf desperate
businesses to pay an extra premium for withdrawhegy own money from
the bank accounts. The premiums are reported tm biee region of 10-
15% and the operations are carried out by an isagrganumber of often
closely connected bogus companies specifically ugetfor such illegal
operations (ICG 2003).

Paying an extra premium just to get hold of yournowash also
increases the cost of borrowing from the formalaficial institutions,
where the loans are paid into the bank accountseaborrowers.

Of the people we interviewed only three had bogdvirom banks
(excluding directed lending for agricultural SME3he first of them, a
property developer in the capital, borrowed $40@0nfthe bank where his
friend was a branch manager. He had to list hisasarollateral and spent
around $100 to prepare the necessary documentghérapplication.
Although the interest rate charged on the loan jasunder 10% (well
below the inflation rate) the idea of obtainingaacsilled ‘privileged’ loan
was counter productive for him.

‘Although | had the full backing of the bank managed went through the
loan application process quite smoothly, the pnoilestarted after the funds
appeared in my bank account. | never though thatdipg money would be so
troublesome. The prices for everything are quo®@0% higher if you tell them

you want to pay by bank transfer. When | eventuatignaged to buy some

supplies through a firm, | was called to prosecstoffice to answer questions
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about bbnalichka’(converting non-cash into cash through illegaksebs). In the
end, the loan cost me a lot more than | expectatérviewee N1).

The second borrower, a restaurant owner, had antoe problems
during the loan application process and had todpdnt more money even
before he obtained his loan.

‘Literally every step of the application processswall of problems for
me: the valuation of collateral, submitting my m&sis plan, negotiating with the
bank manager, everything. | even had to pay 10%dmance, in unofficial
payments, and that is on top of the interest thailllhave to pay on the loan.
(Interviewee N3)’

The third borrower, a construction business owaésp had to pay
those unofficial payments and went through the senget his loan. But he
was more positive about it.

‘Yes, it cost me more to complete the applicatiolmcpss than the interest
payment on the loan. However, | think it is meamtwiork that way by the

authorities. The overall cost of the loan for mesvadout 30% of which less than
10% was official interest and the rest went todffials involved in the process.
That is still around the rate of inflation in mytiesates. | know the guys at the
bank quite well and | know how much they get inasabk and how much they
have to spend to keep their positions. So as |@adall it is just about fair. My

real complaint, however, is the amount of timeakes to do it all and the
restriction on spending the money you borrow. lydnbrrowed once from the

bank, but | regularly have to borrow from informeahder just because of the
speed of the process. Although the interest rategeally high, the way things
change in my line of business, sometimes you aspetate for quick cash and

there is no alternative to the informal lenderthatt respect.(Interviewee N2)’
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The bank manager we interviewed also echoed séthese views.

‘People talk about the difficulties faced by smallisinesses and individual
entrepreneurs and tend to portray banks as villdias make life difficult for
them. The reality is that the difficulties faced BEs are nothing compared to
the interferences into the day to day running dfaak by various authorities. |
would not be exaggerating if | say that nearly 894of the bank managers’ time
is spent dealing with outside interventions. Irt fdie main function of the banks
in Uzbekistan is to act as an intermediary betwé®n government and the
customers, not the intermediary between the saaedsborrowers. We collect
taxes for the government and lend on the moneyeniey want us to, we control
the cash circulation for the central bank, colledbrmation for various other
government bodies.

The rules and regulations are so complex and ingukat you cannot go
a single day without breaking or bending some @ithTherefore, as a bank
manager, | have to keep good relationships not wiitly the head office but also
with the local mayor, prosecutor’s office, policedaother security services, tax
officials etc. Because, | know they can always fanething on me or on one of
my staff whenever they want to. | have seen a famkbmanagers jailed for the
things that most of us do to some extent. A friefdnine, also a fellow branch
manager, had a heart attack before the age ofll30ec@ause of the pressures of
the job.

In Uzbekistan, the boundaries between the legahsiquegal and
downright illegal are blurred and we, the banks, @rthe centre of it all because
of what we are required to do by the government.

Every year before major public holidays, the magalls for a meeting
and tells the bank managers to present the lisbigforate customers together with

the bank balance. He then tells the managers afetltompanies how much to
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donate for the celebrations and similar eventaddition, if the mayor (or any of
the heads of major state offices for that mattelt¥ to give a loan to somebody
you will have to arrange it no matter what the aapit’'s papers look like. Some
customers complain that we give their confidentiaglormation to various
authorities. Well, you try to stand up against sigstem as a bank manager. You

may not only loose your job but even head to jélihterviewee N5)

Taxation

The tax system in Uzbekistan, like in most of theéheo
transition countries, was established for the finste after independence.
The system was initially administered by a spedgpartment under the
Cabinet of Ministers. The main law ‘On the State B&rvice’ was adopted
on August 29, 1997 and a new, separate Tax Comenites established
later that year. In January, 1998, a new tax cadaecinto force. Along
with the law and tax code, decrees of Presidesglugons of the Cabinet
of Ministers and various normative acts of the Tommittee govern the
tax system.

The initial tax arrangements included different taates for
companies in different sectors, as well as offemmany tax holidays and
exemptions for new start ups and foreign comparlieger the tax rates
were unified and reduced to make it simpler and ynah the tax

exemptions were abolished to broaden the tax l&spdnyan, 2003).
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The main types of taxes are the same as in othartiges, although the
relative importance of each type and their contrdyuto the budget may
be different. The unique characteristic of the eyst however, is the
existence of various tax privileges given to certsectors at certain times
and the confiscator nature of its collection prgess

The following table (Table 6.3.1) shows the compaosiof the Central

budget revenues as a percentage of GDP.

Table 6.3.1 Central Government revenues (as a peage of GDP)

2000 | 2001 2002 2008 2004 2005

Revenues: 28.5 260 25p 24{2 225 226
a) Direct taxes: 7.5 7.4 6.8 6.4 6.0 6.1
1) Enterprise income tax 3.7 2.9 2.3 2.2 18 19
2) Fixed entrepreneurtax 0.5 0.6 0.% 0.8 0J3 013
b) Indirect taxes: 16.0| 135% 138 140 126 105
1) VAT 7.6 66 | 6.1 | 55| 54| 54
2) Excise 7.7 63| 67| 7.2 6.1 40

Source: CEEP 2006

The overall tax burden, measured as a percenta@®Bf has come
down from 28.5% in 2000 to 22.6% 2005. This is wety high by
international standards, considering the fact thattax burden for the 25
members of the European Union ranged from 29% &atei 51% in
Sweden in 2003.

Indirect taxes make up most of the budget revemuéizbekistan,
while the direct taxes have consistently providest pver a quarter of the
budget revenues.

Most of the indirect tax revenues come from Valugdéd Tax

(VAT) and Excise taxes. VAT was introduced in Ekistan in 1992 at
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25% (except for essential food items) but it wasrlaeduced to 20% (this
time it was extended to the food items too at 15Phe excise taxes are
levied on a number of items and range between 20-&3d the Cabinet of
Ministers periodically updates the list of goodbjsat to excise tax and the
rates of them.

Corporate Income Tax was initially set at 35% ire th990s.
However, the rate has been reduced dramaticalbedimen and in 2006, it
stood at a mere 12% which is one of the lowedténrégion.

One of the most troublesome taxes for SMEs in U@k
probably is the payroll tax, which was instituted1994 at 40% and was
later reduced to 35%. However, since it is caladais a percentage of the
total wage bill and paid by employers, it consésiia major burden on
smaller companies and causing many companies toeabthe amount of
money they pay to their employees.

In addition, there are a number of taxes thatlavied on the
turnover. The Road Fund tax at 1.5%, while the BenBund receives a
further 0.7% and the School Development Fund amoil8é. After that
there is the Infrastructure Development Tax, leve#d8% of the net
income.

SMEs in Uzbekistan have an option to use the géteraystem as
described above or use a special unified tax systkare they would have
to pay only 10% of their revenues (or 25% of therknap for trading
companies). Certain small companies and all of thdividual

entrepreneurs qualify to pay a fixed tax (set aswdtiple of monthly
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minimum wage). Enterprises using this system ase akempt from the
VAT.

Although the tax burden in Uzbekistan appears todievery heavy
by international standards, various surveys haveimaously put taxation
among the top problerfis Part of the problem seems to be the frequency of
the changes in the tax legislation as in 2003 atbaee over 40 normative
acts adopted introducing over 90 changes to thietaslation (IFC, 2004).

Rosenberg at el (1999) also pointed out that it thasconfiscatory
nature’ of Uzbekistan's tax system that was causingch of the
problemé&,

The World Bank’s ‘Doing Business’ Report in 200& plzbekistan
at 155 among 169 countries in terms of the diffieslrelated to taxation.
They counted a total of 130 different payments Wwhiompanies have to
pay during the year and that would have cost th2t3Ps6 of their profits.

Most of the entrepreneurs we spoke to found temafpiroblematic.
They complained both about the rate of the taxekstha procedures. For
example, the owner of an IT company, complainediabiee payroll tax.

‘If you pay UZS100 in wages, you will have to pag$&B5 in payroll tax.
Then say if they pay another 40% in income tax Hleenwd up with only UZS60.
In other words, if my employee asks for UZS60 salawill have to pay UZS135

of which UZS75 will go to the state. That is whynalkst every business that |

*IIFC Business Climate Surveys put taxation atalpeaf the problematic areas list in
2001, 2002, 2003. They also claimed that the ctiteensystem was driving businesses
underground as the businesses try to avoid prorgliix by underreporting their

activities.

2 Uzbekistan still uses the Soviet styrtotekasystem where any claims by the state are
filed into the company information held by the bsualkd as soon as the funds come in the
account will be automatically debited for the antommed to the state budget without the
permission of the account holders.
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know around here pays their employees off the bobkey only show minimum
amount of people on payroll and pay them minimunewamts to minimize tax bill’
(Interviewee N4).

The construction company is paying the unifiedaas still finding
it too much at times.

‘I am paying the unified rate which is around 13%tlee revenues. The
trouble with it is that it does not matter how ptalble your business is. For
example, if your profit margin is 26% of your rewas then your will be paying
half of your profits in corporate profit tax (Inteewee N2) '.

The shopkeeper we interviewed said he had traoliteep up with the
changes in the tax legislation.

‘The tax legislation changes so often that it isuglly impossible to keep
up. As a result, when you face the tax men yowavwer 100% sure that you have
done your taxes right (Interviewee N6)'.

While the restaurant owner complained about thetsco$ the
official interventions.

‘Official taxes do not bother me much, to be pdlfehonest | do not even
know exactly how much | am paying in official taxékhat is something my
accountant takes care of. But the problem is thedficial payments that | have to
make nearly at every step of the projects | amgloWle are already used to the
mayor’s requests to pay all sorts of donation dhdoats of favors for free. Last
month my accountant was called to the National SgcBervice (successor to the
KGB) office and was told to pay the officer's mabphone bill. What can you do

about that?’ (Interviewee N3).



Regulations and Licensing

Following Baumol’s (1990) logic we should expecbtaserve some
obstacles resulting from the actions of expandingeducracy which
attracted the best of talent in the country.

Some of the most obvious means of bureaucraticviemgions in
business activities are licensing, issuing perm#ésd certificates,
inspections to ensure compliance. In addition, ghecedures during the
registration and closing of enterprises are sultgestgnificant bureaucratic
influences.

The list of the major obstacles reported in the IB@&iness
Climate Surveys is dominated by the problems rdldte the rules and
regulations (Table 6.4.1). (Indeed, the only othlestacles included in the

list each year from 2001 to 2005 were financing txation).
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Table 6.4.1 Top 10 obstacles reported in the IF€in@ass climate surve'
in Uzbekistan (2002-2005)

2002 2003 2004 2005

Permits Taxation Importing Importing

Taxation Bank accountObtaining Liquidation

' operations Financing

Registration Obtaining Exporting Exporting

0 permits

_Inspections Inspections Taxation Licensing

“Bank account Registration Licensing Standardizatipn

_operations

“Convertibility Export and Inspections Obtaining

q Import Financing
operations

uFinancing Licensing Bank account axation

operations

cLicensing Certification Standardization Inspecsion

Certification Extra operations Registration Registration

cand by banks

Standardization

sExport — Import| Currency Permits Permits

operations convertibility

Source: IFC Business Climate Surveys, various years

relating to starting an enterprise, like registatand obtaining permits to
start operations were perceived most problematiialiy. However, a
series of reforms and the introduction of ‘one vawd registration system
in 2001 started to finally work as those obstaslggped down the list.

The World Bank Doing Business report (2007) algooreed a slight
improvement in the registration process as the mundf procedures
decline from 9 to 8 and the number of days to stdntisiness was reduced
from 35 to 29 in 2007 (Table 6.4.2). The costs, &y, increased from

20.2 % of the per capita income in 2006, to 24.@%007.
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Table 6.4.2 Summary Starting Business figures of BdEng
Business report.

Starting Business 2004 2005 2006 2007
Number of Procedures 9 9 9 8
Time (days) 33 35 35 29
Cost (% of per capitaincomeg) 643 2119 20.2 24.7

Source: World Bank Doing Business Reports, van@sss.

In 2001 and 2002, obtaining permits were repodetbng the top
obstacles. The reforms in 2001, however, made tdréireg up procedures
easier, abolishing a number of permits requirednupgistration. Those
permits still remerged or were replaced by sinmlaes but they were now
required later on in the life of the enterpriseeTpercentage of surveyed
enterprises requiring additional permits after segtion has grown from
81% in 2002 to 86.6% in 2003 and on to 97% in 2004ere were 130
different types of permits in all in the country 2004. The main problem
with the permits is the fact that they are not sabjo any specific laws and
wide range of organizations can issue new pernwWhile, unlike the
permits, licenses are regulated by the law ‘On hsteg of Selected
Activities’ and certain Resolutions of the CabinéMinisters, and various
other normative acts.

Gafurov et al (2002) found that the problem wilte tlicensing
system was the fact that the licenses were usadsasrce of revenue with
the price of licenses exceeding the costs assdciaith running of the
system that is managed by the monopolistic statkebathat often do not
have offices in the applicants’ regions making Meay cumbersome and
expensive process for the regional SMEs to obtaénrequired licenses.

192



They also found at least 14 licenses which canbwished without any
significant consequences to the national interests.
IFC’s Surveys revealed that the most obtained $eenn 2005 were

related to medical activities (see the table below)

Table 6.4.3: Most frequently obtained licensesd0%
Activities Percentage of total licenses
reportedly obtained in 2005 (%)
Medical and Pharmaceutical related 85

Fuel sales and related 17
Tourism and hotels 8
Education 8

Examination of contract and pre7
shipment goods

Wholesale trade in machines 5
Examination of constructions
projects

Audit services 5

Source: IFC 2006

Those activities include rendering private medisatvices ranging
from diagnostics and treatment to alternative med& The category also
covers pharmacies and pharmaceutical companienGilke fact that
access to medical drugs (except for intoxicatingsoand those that can be
used to make explosives) is not strictly regulaiieid, a thriving business to
be involved in. Private fuel vendors have also mosimed after
government closed down the state fuel distributtiody in 2005.

The interesting part of Uzbek licensing is the resument for
licensing in examination of contract and pre-shiptrgoods (7%), whole
trade in machine (5%) and examination of constomctprojects (5%).

Those license requirements are part of the trad&ictons which put
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Uzbekistan at the bottom of the World Bank rankimgthe ease of
importing (169" among 169 countries ranked in 2007). The amount of
restrictions imposed on import and export operatias well as on the trade
inside the country open lucrative opportunities.néke there emerged
special companies dealing with import-export cartgand goods prepared
for shipment. Those companies as well as thosengaid machines are
usually well connected.

The situation with the permits and the licensesroued with the
Decree of the President ‘On Reducing the Typesndf &implifying the
Permit Issuing Procedures for Conducting Businessied on September
21, 2005. The Decree reduced the number of perssiied and established
the minimum term for license validity of five yeaend approving the list
of 13 types of activities licensed for indefiniegm.

The new trend in the regulations is the increasmpgortance of
obtaining government standards and certificateoofliancé®.

The most commonly obtained certificates were theificates of

compliance for goods produced and services rendéidue 6.4.4.)

Table 6.4.4: Percentage of respondents obtainmgitien certificate in
2004-05(%)

2004 | 2005
Certificate of compliance for goods produced 92 90
Certificate of compliance for services rendered 4 3
Certificate of quality compliance for medical suppl | 2 2
Certificate of compliance for imported goods 3 4

Source: IFC Surveys Figures do not add up to 100&4a rounding up

1t climbed up along the top obstacles list frofht® obstacle in 2001 td"Sn 2005
(Table 6.4.1.)
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According to the law on certification in Uzbekistdrere are over
2500 products subject to mandatory certificatianéhsure product quality
to protect the health and safety of the public’eTéwerage number of
standards obtained per respondent increased fré&mn12003 to 2.5 in
2005. The Government body in charge of standatidizand certification

is Uzgosstandard, an agency under the Cabinetmisidrs.

‘The Government exercises obligatory state starziaidn compliance
control. Such compliance controls are conductedUlzgosstandard inspectors
over all commodity and consumer products, includiegtified consumer goods
and commodities that are processed, manufacturededs transported, and
utilized by all businesses, including individualtrepreneurs. All applicable
standards are subject to mandatory compliance negants by all state
authorities, government agencies, and businessah foffms of ownership’ (IFC

2001:85).

In terms of time spent on application procedurds imost
troublesome are the licenses taking on averagea$ys t obtain in 2005
(Table 6.4.5), followed by standards at 10, cedifes at 6, and permits at
5.7 business days in the same year. In additiorE$SM Uzbekistan spent

on average 2.6 days dealing with inspections.
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Table 6.4.5: Time spent on dealing with the follogyi
(business days)

2003 2004 | 2005
Obtaining a License 14 17 15
Obtaining a Standard 9 13 10
Obtaining a Certificate 7 6 6
Obtaining a Permit 54 5.6 5.7
Dealing with Inspections | 4.7 1.7 2.6

Source: IFC 2005

Another marked trend in the lists of obstacles thasfall reduction
of the number of days spent in inspections in #ieks since 2003. This
was because of the Government’s efforts to limeétihmber of inspections
by various agencies, due to the fact that cerntawegment agencies
imposed fines during inspections as a source afduHowever, as a result
the proportion of the inspections resulting in ires well as the amounts of
fines increased dramatically following reductions the number of

inspections (See Figure 6.4.1 below).

Figure 6.4.1 Percentage of respondents that wepedated in each year (Source IFC
Surveys)

100 ~
90 1
80
70 +
60 +
50 4
40 -
30
20 1
10 4

0

2001 2002 2003 2004

‘—o—% of SMEs Inspected —=— % of Inspected SMEs fined ‘

Source: Business Climate in Uzbekistan (IFC Survegsous
years)
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Tax Inspectorate and Inspectorates for Energy uasgallowed to
retain 10% of the fines collected while the Inspeatie for Sanitary-
Epidemiological surveillance is allowed to keep @flits revenues from
fines; 15% of which is used as staff bonuses.

The most problematic inspections were the tapdosons with
50% of the SMEs surveyed in 2004 found them today difficult to deal
with, next were the inspections on energy use andsanitary and
epidemiological conditions at 48% and 41% respebtiv The inspections
from fire department and commercial banks were Bgbad for SMEs as
37% of them found those inspections very probletmat004.

Of those that were inspected in 2004, 55% had yoefither official
or unofficial (sometimes a bit of both) fines. Aagter of those fined only
paid the official fines and another quarter paithbafficial and unofficial
fines while the remaining quarter only paid unoéfidines (IFC 2005).

Another ‘side effect’ of the Central Governmentf®ds to reduce
inspections was the tendency for various agendedemand that SMEs
submit an increasing range of reports. The follgnaiable summarizes the

number of reports that SMEs are required to sudoring a typical year.

Table 6.4.6 Number of reports submitted by SMEsuiiorities during a year.

Reporting frequency Number of reports can be up tdr otal reports submitted per yea
Monthly 11 132

Quarterly 8 32

Annual 10 10

Total 29 174

Source:IFC 2005
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As the numbers we have seen above suggested thes SME
Uzbekistan do not see registration as a big probem more. Our
interviews also supported those findings.

‘Registration is not a big deal anymore. If you mak decent effort it
takes about 14-15 days to register’ (Intervieweg N4

What we found interesting from our interviews wae fact that
while, as a result of concentrated efforts (andpart because of the
pressure from international organizations like EBRIDd IFC), the
interferences into SME activities by some governtagencies have been
reduced, other agencies have gradually became mimusive, increasing
overall burden on the SMEs.

‘When | started in business during the years imatety after the
independence, tax office used to be the most feafr¢lde government offices by
the independent business community. But latelyroplagts of the state apparatus
have increased their involvement in the affairbwdinesses. The latest menace is
the Department for fighting against Currency ana Taimes, under the general
prosecutor’s office. In the last year and half, Be&inesses that | personally knew
closed down after inspections by that departmexit @hterviewee N2).’

Another important finding was the importance of powelations,
which quite often prevail over the existing lawslaagulations.

‘Laws and regulations in Uzbekistan do not matemaich as personal
relations. That is why you don't see firms lookiiog good lawyers. In fact, most
of the firms do not use lawyers at all. But eveigpavould love to employ people
with important connections (Interviewee N1).’

The implication of this goes far beyond the appatanited role

that lawyers play in the business community. Theveyorelations also
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determine who is allowed to function without muchterference as
described in the following quote.

‘The number of inspections you get depends on hell iglated you are
to the authorities. For example, nobody would darénspect businesses owned
the mayor's family members as long as he remaimmgtin office (Interviewee
N3).

They also have enabled the authorities to appimsegy unlimited
discretion when enforcing the laws and regulations.

‘Ever changing, complex legislation plays into thends of the
authorities. For every given offence the authaitieve various options ranging
from completely ignoring to closing your businessmd altogether’ (Interview
N6).

Such level inconsistencies nurtured a culture strdst by SMEs in
the legal system to solve their disputes with titharities.

‘You can forget about taking the authorities taidoln all those years in
business, | have never seen a single court deciagainst the authorities

(Interviewee N8).’

Conclusion

In this chapter we have discussed the main obstaeported by the
Uzbek SMEs in surveys conducted by IFC annuallgesin001. We also
made use of the findings from our own detailedrinévs, conducted in
Uzbekistan during the summer of 2005, with a nundbentrepreneurs and

SME owners.



The story with obstacles reflects the talent alioca and rent
seeking activities in a way that no matter how mkaws and decrees the
government introduces to curb the rent seeking \neba of the
bureaucrats, they have found new and innovativesw@ayontinue to create
alternative rent seeking opportunities.

This manifested itself in the fact that in spitetb&é government
efforts in reducing the specific obstacles, new sorfeave come to
prominence as the bureaucrats seek to find nevessf income.

Therefore the business community in Uzbekistanasenconcerned
in personnel changes in the government offices thahe changes in the
legislation. In the opinion of the local SME comnitynthe best way of
securing the future for your business is not tolofel the rules and
regulation and do everything legally, but to forgy close relationships

with the top administrative bodies in the regioeythvork in.
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Chapter Seven

Conclusions

Experts have listed a large catalogue of factoas #ne important
for the successful transition of a former commaocdnemy into a market
based one. Entrepreneurship and small businesslopevent have
consistently figured near the top of the list.

Almost all governments in transition countries haweade
entrepreneurship a priority in its transition pglidhey have poured huge
amounts of money into financing, education, andepotfiormers of
assistance for the entrepreneurs and small busisiess

Uzbekistan’s record on entrepreneurship developmasnbeen very
disappointing even compared to other fellow tramsitountries.

At the beginning of this research we had set ouidémtify the
factors that hindered the development of entrepnesigp in Uzbekistan.
We looked at the results of the surveys conductethb IFC and World
Bank over the last few years and discussed the oiastacles reported in
them. We also conducted our own interviews with essrand managers of
the SMES operating in various sectors of the ecgnom

The IFC surveys have found a wide range of obss$atiat most of the
Uzbek small business managers and entrepreneursl fpmoblematic.
Since 2001 the IFC conducts annual surveys, idetité problem areas

and offer recommendations that might help to fienth Other international
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organizations, represented in Uzbekistan have @smluced topical
research papers to advice the government in impgoviisiness climate.

However, their research and subsequent recommendaend to be
very superficial. They seem to highlight symptonighe problems rather
than uncovering the true underlining reasons.

This is partly because their researchers are @netl by the
organizations’ official policy lines and prioritieas well political
considerations.

While their surveys and recommendations offer efulsgyuidance for
introducing new legislation or perfecting the eixigtones, they do not go
far enough to tackle more fundamental issues.

We turned to the academic literature to find thees for successful
entrepreneurship policies and to find explanatifors the obstacles so
persistently reported by the entrepreneurs in @emsian countries in
general and those in Uzbekistan in particular. Bswksed in Chapter Two,
entrepreneurship theories, from Schumpeter to nn@cent contributors,
have assumed that all entrepreneurial activities papductive and have
looked at creative activities as a positive, dmyiforce moving the
economies forward.

Therefore, scholars and policy advisors expectbée former
communist countries to develop fast once the pieattrepreneurship was
legalised given the high levels educational anckrdific achievements

under the command economies.
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However, their highly diverse development exparémnsince the start
of transitions in late 1980s and early 1990s haoave that not all creative,
entrepreneurial activities necessarily find theayinto productive sectors.

We found Baumol's theory on unproductive entesgurship
and the talent allocation model proposed by Mur@hjeifer, and Vishny
to be most relevant in explaining the developmerdttgon of
entrepreneurial sectors in some of the slower s®INg transition
countrieé’.

Based on the Baumol’s theory of unproductive em&egurship and
the allocation of entrepreneurial resources, weeltgped the following
three propositions in Chapter Two, as the main thgws for our study.

The First Proposition: Rules of the Game both in the Former
USSR and Uzbekistan encouraged rent seeking aesivitather than
productive entrepreneurship.

The Second Proposition The best of entrepreneurial talent in the
former USSR and Uzbekistan chose to enter thesesiting sector rather
than productive sector.

The Third Proposition: The resulting system in Uzbekistan
resembled the ‘grabbing hand’ model and therefoostrof the problems
faced by the entrepreneurs in the country spriognfthe nature of the

system.

“ Choi and Zhou (2001) also explored the connedietwveen rent seeking and private
entrepreneurs focusing on the bureaucrats’ tendncash in’ on their official status.
Their offers an intriguing insight into the workmgf China’s administrative apparatus.
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In order to test the validity of our hypotheses, wed to map out the
economic and political landscape in Uzbekistan lgiting the ‘Rules of
the Game’, the main driving force in the allocatafrentrepreneurial talent.

Uzbekistan’s complex social, political, and cututraditions could
not be adequately explained without looking backulgh the last century
and a half when the Uzbek society went through fiatinctly different
systems. Being a loosely associated group of backweadal, agricultural
kingdoms, the Uzbek society fell under the occupatof the Russian
Empire and underwent a colonial experience veryhrsimilar to that of
the colonies of the major European powers. ThenGbiber Revolution
brought a completely new, experimental system thatworld had never
seen before. Having lived under the communist region over 70 years,
the now independent Uzbekistan is now trying tddoaifully functioning
market economy with democratic institutions.

Some of the questions we tried to find answersvere: how much of
the current system did the Uzbek society inheoitfithe Soviet system and
how much of it was down to the uniqueness of thedlzsociety running
from the times before the Russian Invasion.

Even more important for the purposes of our stwbre the reactions
of the entrepreneurial talents to the events dueagh of those different
systems.

The territory, where the current Uzbekistan igswhome to three
different kingdoms before the Russian Invasion.itleal scene was
volatile, built around the monarchs, feudal loraisd the clergy. There was

very little upward social mobility if any at all. hE economy was
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predominantly agricultural with cotton as the mairop. Very little of
cotton was actually processed and consumed insgleauntry and most of
it was transported by slow and inefficient means.

Cross country trading was also a major part oettenomy because of
the region’s historic role as a Silk Road tradingp hCities like Samargand,
Khokand and Bukhara serving the meeting points nf@rchants from
China, India, and Iran with the European trademing through Russia.

The Russian Invasion in late 1 %entury changed the situation
dramatically. The Russians closed all the tradiag that the regions had
with the east by closing the borders and improvihg transportation
facilities to the region from Russia. Thus the oagbecame dependent
from Russia for both exports of cotton and impaitsnanufactured goods
and food.

The occupation also opened new opportunitiestertalented locals
who were not fortunate enough to be born into @cisttic families. They
could now learn Russian and cooperate with the mecs gaining thereby
higher status and influence that the people whg there inferior to by
birth under the previous system. Some ethnic miesriwere also given
better opportunities under the occupying regimeénhie exceptions of the
Indian traders most of whom were subjects of th@idBr Empire and
therefore treated with suspicion by the Russians.

Old elite were also joining in, by sending thehildren into the
Russian educational institutions as they did ngteek their social and
economic status to last long under the new reghriet of the children of

the aristocrats and clergy were educated in Ragglasubsequently joined
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the Central Asian enlightenment movements and safrtieem even joined
the Communist Party later on.

For the population in general the colonial ruledght mixed joy. On
the one hand, for the population that was tiredswiall inter regional
conflicts and political instability, the Russiansobght political stability
and the newly built railways made cotton exportsieraas well as bringing
in cheap grain from Russia. On the other hand,Russians’ attempt to
enlist the locals into the army and worker battai@caused some popular
unrest in the years preceding the October revaiutio

In spite of the efforts from the local nationatisminded intelligentsia
and clergy with religious propaganda, and the dxdemmunist activists
with the Marxist ideology, the local population r@med virtually oblivious
to the big political events happening around thama result the fate of the
local population was decided by a small group @ipbe with major outside
support. Shortly after the October Revolution tlem@hunists took control
of Central Asia too.

Lenin’s short rein in the beginning of the Soweperiment was very
beneficial for Central Asia. His relatively toletaattitude to the local
intelligentsia brought most of the members of tlaglid into the party
structure and the open platform for political dssion encouraged the
bright and best to participate in the political gaes.

The emergence of Stalin, however, was anotherugon altogether.
He initiated a major reorganization of the regidrawing up border lines

between the newly established socialist republids. also ordered a
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wholesale collectivization of the region and eliated everyone who did
not agree with him.

Under his rule, a whole new generation of leadargerged. This
generation of leaders, the so called class of 18@8 drawn from poorer
classes and were educated only in the Soviet sshdblus Stalin created
the backbone of the Soviet system of recruitmedt@omotion. Although
the system as a whole did not change much almdsttib@ demise of the
USSR, the officials were much less corrupt during years when Stalin
was in power due to the fear of severe punishments.

The system was highly organized, like the regshefSoviet economy,
and straightforward with clear criteria for seleatiand promotion as well
as punishments for failure. The selection procedarethe Uzbek party
members were much stricter as the Soviet authsriimbarked on an
enormous project of social engineering trying t@rude the local culture
and traditions. Anyone hoping for a successfukenin the party ranks
had to demonstrate his or her commitment to thenconist cause and
refrain from showing any signs of localism.

As for the rewards, the members of the officiamadstrative and
party apparatus were paid, high salaries, discduimeusing, holiday
facilities, and other consumer goods. However, éhosvards were all
linked to the positions they held and would be lasth the position.
Therefore, the Soviet officials had very strongeimiives to use any means,
including illegal ones, to fulfil the plan targdts stay in their jobs. Highly
ambitious plan targets coupled with an inefficisapply system made their

task virtually impossible without resorting to di@l measures. Even the
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risk of prosecution and imprisonment did not stbp widespread illegal
operations ranging from falsification of the regotb running hidden
production facilities, all in order to keep up witthan targets and stay in
favour of the party bosses. When the Soviet econaimgmatically
collapsed causing the Union to dissolve, the nefelyned independent
republics inherited most of those traditions.

Post independence Uzbekistan preserved the mairaateristics of
the Soviet system unchanged. The economy is stddgminantly
agriculture based with cotton remaining as the ncaop. Big state owned
industries have still not been privatised. Althoulgé old one party rule has
been abolished, the command nature of the systamdtachanged. The
new ‘Hokim’ (mayor) system is even more authoritative than ghey
system, giving the regional mayors near absoluteepmver every aspect
of economic, social, and political life.

Just like the Soviet officials, the Uzbek offidatio not have high
official salaries and their performances are st#lasured by the fulfilment
of the plan targets, mainly for the production aivrcotton. However, they
are allowed (unofficially) to get rich and accumelavealth. Therefore,
they have an even better quality of life covereduxrury, by the local
standards, than the Soviet officials ever had. iI@nather hand, they have
even lower job security than the Soviet predecsdsad. Although there is
no comprehensive data available on the tenureseobfficials, Economic
Intelligence Unit's 2005 country report estimatbe tenures at 2-3 years

on average.
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In order, to make the best of the positions thay hold, they have to
extract as much rent as they can get away withhinvia short period of
time while making sure that the plan targets aré Atethe same time they
have to build good relationships with the cent@leynment officials in the

hope that when they leave current positions thaydehem for better ones.

Implications of this system of economic managemeny
administrative officials for the development of mepreneurship and
consequently, economic development go far beyoadbvious obstacles
seen by the ‘naked eye’ i.e. those reported irlkResurveys.

First of all, the official administrative apparataompetes for human
resources with the other sectors of the economywadhave seen, in
Chapter Five, the evidence of the best young talgitg to get admitted
into the degree course leading towards the careersdministrative
apparatus. The admission examination results fo52ZD06 academic year
showed that the applicants admitted into the sedettlE located in the
capital achieved total points as much as 50% allowenational average.
Attracting talented into the system makes it selperpetuating with the
new comers who have spent so much time and monggtttm the top and
do not want to change the system when they firgehthere.

Furthermore, due to the way extended families supihe rise of
every top official in the Uzbek society, when afiaél takes the top job in
any given region his or her extended family comeldminate the region
during the tenure of that official. They will watd control most of the

lucrative business interests in the region, squegettie rest of the business
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community to the margins. It will also make the iness climate very
volatile given the short tenures of the top offisia

In addition, because the administrative officiedsll levels depend on
rent seeking activities for their personal incontesy will use innovative
ways to protect their powers to extract rents iespf the changes in the
legislation against their favour.

Cumulatively, the effect of the administrative teys in Uzbekistan is
on productive entrepreneurship and small businedsas been highly
negative. The obstacles, which are often reported acted upon by
creating numerous new legislations and initiatiaae, the symptoms of a
much more fundamental problem.

If the current system continues unchanged, it pitbbably result in
one of the scenarios listed below:

In an optimistic scenario a critical mass of readoy rich people will
emerge and will push for change of the administeatiystem. The country
will gradually move into a normal path of developrheith open market
and efficient institutions.
Current system will spiral on with increasing inaonmequality. A small
number of super rich will run the country and itllwbe increasingly
difficult for others to break into. The situationlivcontinue to deteriorate
until the country will plunge into an economic gualitical crisis.

On the evidence of the events of the recent ydlagslatter scenario is
looking more likely barring any major external skedhat might bring

sweeping changes to the system.
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The main recommendation coming out of our researdhat in order
for productive entrepreneurship to flourish in Ukis&an, there needs to be
a fundamental change of the way the economy isradtared. Like in any
other country, there is enough creative, taleneapfe in Uzbekistan and
they will only choose to channel their talent, ggyeand resources into
productive entrepreneurship when there is a freettoangage in business
and there is a potential for substantial mater@alard for success in
business with firm, proven guarantees fort the sscwf the private
property. All of those things are virtually impds&i to achieve as long as
the administrative apparatus has the power ovealtbeation decision, and
has a freedom and motivation to interfere intogbenomic activity.

The main contribution of this study, in our opinidras been the fact
that this study is the first one to combine theotigeof talent allocation and
unproductive entrepreneurship with the empiricaldes of the small
entrepreneurship and businesses. It is also thet fstudy of
entrepreneurship in Uzbekistan looking at the enatuof the economy
and talent allocation from a historical perspect®aring the period of this
study we realised that there was no comprehensor& w the economic

history of Uzbekistan.
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Limitations of the Study

This study does not do proper justice to the ngveftthe main idea
behind it due to the limitation from which it sufésl during the data
collection and subsequent presentation of the t&f3ul

The main challenge during this study has been #io& bf publicly
available data on Uzbekistan due to the restrictimeure of regulations
governing the statistical organizations in UzbelistThe small amount of
data that is available is of not of good qualitydanollected by
methodologically questionably means.

Therefore, we had to conduct our own in depth urevs in order to
get reliable, first hand knowledge of the probleflarsed by entrepreneurs.
Understandably, given the limitation of resourcesamuld not have a large
sample.

There are still a lot of opportunities for futuridies in this area not
only in Uzbekistan but also in the wider Centraliaks and Eastern
European regions where the similar systems, irdgefrfom the Soviet era,
are still in place.

The conclusions of this study have to be taken wéhain degree of
caution due to the limitations with the data cdif®e and sample selection.
The secretive nature of the Uzbek public bodies asstrictions on

independent researchers within the country sevdiraljed the possibility

**The field trip, planned to collect data in Uzbeékisunfortunately coincided with the
infamous ‘Andijan event’ where according to Intefoaal Crisis Group a large number of
people were killed during the protesters, protegstigainst the arrest of 23 local
entrepreneurs, clashed with security forces (IC@dRe2005).

212



of obtaining a truly representative sample for study. This study is an
exploratory attempt to understand the nature andsesa of the main
obstacles to entrepreneurial by analysing the ‘Ruiethe Game’ in the
context of a transition economy. Further studies therefore needed to
establish the true extent of the relationship betwthese ‘Rules’ and the

entrepreneurial development.
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Appendix 1: the study, data collection, and thegcaipts of the
interviews

By far the most challenging aspect of our resedrab been the
availability and quality of data. At the beginnimd our study we had
intended to request firm level data from the Uzhathorities dealing with
statistics with the aim of conducting a quantitatanalysis. However, as
we went through the available scholarly literatuvee grew ever less
optimistic about the prospects of succeeding irtirgetthe official firm
level data which no researcher had been able @irobithe reason for that
is the fact that Uzbekistan has inherited the $eer@ature of government
agencies from the old Soviet period and the onlyliply available
statistical data on the Uzbek economy are aggreg@eomic indicators
the accuracy of which had been questioned by a eumbinternational
organizations.

Therefore, when we planned our field trip to Uzisédkn during the
summer of 2005, we kept our options open and peepasurvey
guestionnaires as well as making arrangements &t the officials from
the State Committee for Statistics, Tax Office, Tikhamber of
Entrepreneurs and Producers and commercial banksdgthese meetings
with the officials, who only agreed to meet una#iity and off-the-record,
we were advised not to push too far with the ddficiata requests and also
not to go around trying to survey entrepreneursalues given the political

situatiorf®. As a result, we were left with the only option fate-to-face

“ Unfortunately, our visit to Uzbekistan coincideith the tense political standoff with
the Western countries and Uzbekistan in the aftériméthe Andijan events where a large
number of people died during the popular uprisigaiast the arrest of 21 local
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interviews with the few local entrepreneurs whoeagk to speak to us on
the condition of full confidentiality without anyudio or video recording.
We could only take notes of the answers and haedonstruct the full
scripts afterwards. We managed to interview 10 [geappresenting
different sectors and regions including one bankagar, one manager of a
multinational logistics company. The transcripts tbe interviews are
presented below.

Interviewee N1: a property developer in Tashkent

Question Could you tell us about your educational backgds

Answer | graduated the Tashkent State University withdegree in
Mathematics during the Soviet times and worked dsagher at a high
school, until it became impossible to live on acsditeacher’s salary.
Question So you did not have any experience in this bissinefore?
Answer No, not much actually. | started with a friendmine on a part
time basis in the beginning. He had a lot of exgere in building and
construction. When we started making some monegcidgéd to go full
time and quit the school.

Question Did you have any business management training?

Answer No, | had to learn by doing in this business. |Agid the only
education | ever had was the degree in mathematidshat has been good
enough for me so far.

Question How big is your business now?

entrepreneurs. The government blamed the Westemtraes for the uprising and started a
massive campaign against the representatives@fiffoNGOs and research organizations.
The officials we met warned us about the suspitiiat an independent survey of
entrepreneurs might raise under the circumstances.
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Answer:We are now employing 5 people from outside in &oidito me
and my partner. In terms of the turnover, we adkilog to reach $20,000
within the next 6 months.

Question Have you ever borrowed from any external sour¢eg@u have,
who did you borrow from?

Answer | had to borrow from my family and friends torstap initially and

| have already paid that off. In addition, we ta@kank loan last year from
a local bank.

Question Could you tell me more about the details of tenl?

Answer It was a loan of about $4000 in local currencgrabfficial interest
rate of 8%, | think. It was an interesting expecienthough not a very
enjoyable one | must admit. Because we have allaps$ our business
unofficial, so-to-speak, and only dealt in cash wbeying and selling the
properties and buying the supplies for constructlomst year, | spoke to
my friend, who is a bank manager and he told meltbauld increase my
earnings by selling my cash money for non-cash mevigch | could still
use for buying supplies. But for that my businead to be registered. He
also told me about cheap loans that were going mueh lower rate of
interest than the inflation rate. So, we decidedryat. We got ourselves
registered as a small business and applied foam Idhe loan was cheap,
interest-wise, but the other costs added up. | nileamosts like registering
the collateral and the likeAlthough | had the full backing of the bank
manager and went through the loan application mgeite smoothly, the
problems started after the funds appeared in m¥ @acount. | never

though that spending money would be so troublesohhe. prices for
21€



everything are quoted 15-20% higher if you tell sppliers that you want
to pay by bank transfer. When | eventually manageuy some supplies
through a firm, | was called to the prosecutor'Bcefto answer questions
about bbnalichka’ (converting non-cash into cash through illegal
schemes). In the end, the loan cost me a lot ni@e L expected. | was
lucky that | knew the bank manager. Otherwise hdothink that anyone
can get any benefit from bank loans if they havpayp the bank officials as
well.

Question You mentioned the problems with the bank accaemgtlations, what
other obstacles are the most serious for your basiat the moment?

Answer: For my business, the main problems ardeglto the paperwork during
buying and selling properties. There are so maruaents are involved and we
have to make a lot of unofficial payments to get pmperwork done. We used to
have less trouble before we registered officialle still do not report most of our
dealings but for any bit of business we report weayr fair share of intervention
from the authorities.

Question How about the taxation, are you happy with th@ant of taxes you are
paying?

Answer To be really honest, | do not exactly know howamtiax my business is
paying officially. It is not a very big amount angw | have an accountant who
takes care of that side of things. My real problenthe amount of unofficial
payments.

Question Uzbekistan’s business legislation has a lot obvsions against
corruption and unofficial payments. Have you evemplained against the

unofficial payments?



Answer | know we have the perfect laws on paper. Busbd &now that you can
never win any legal disputes against the autheritleaws and regulations in
Uzbekistan do not matter as much as personalaafatirhat is why you don't see
firms looking for good lawyers. In fact, most oktfirms do not use lawyers at all.
But everybody would love to employ people with im@aat connections. | would
not risk damaging my relationship with the authesitby blowing a whistle on
things which everybody knows about anyway.

Question Do you agree with the notion that the smallerimesses need
outside protection to operate in a post commurasinty? If so who do
think can offer the best protection in your enviremt?

Answer | do not think the situation is too bad for smialisinesses. The
problems get much more serious as the businesssgommger. The really
small ones can survive by paying the bribes wheded. Protection would
certainly be a very big help. In Uzbekistan, thetbgrotection could be
only provided by the top officials. Because mosttlod problems come
from the officials, only the top officials can makBhem go away
completely.

Question How optimistic are you about the future of yowssimess and the

future of the entrepreneurial sector in Uzbekistan?

Answer The future of my business is looking stable. Indd think | will be
expanding my business very much in the near fulwegh. | am far less
optimistic for the future of the business sectorgemeral. The business

environment is getting very tough.
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Interviewee N2: a construction business owner ishKant

Question Can you tell us about your educational and peXemgl
background?

Answer | have a degree in architecture and worked aat@ sonstruction
company for many years before independence.

Question When and how did you start up in business?

Answer | started my own company when a part of the assétthe
company | was working for, was privatized in 19%ince then we have
been doing various construction projects for baétiesand private clients.
We do road works, building repairs, and renovations

Question How big is your business at the moment?

Answer We employ up to 20 people depending on the tifrteeyear. The
summer is the peak time of our season and at thmembwe have 18
people on our books. They are working on two d#fgrsites. One is the
refurbishment of a school building and the othex anthe road resurfacing
project. The projects are worth about 18 million $JZabout $17000)
together.

Question:What are the main obstacles to your businessun gpinion?
Answer: For my business, the main problem is tlk laf opportunities.
There are not many construction projects in pragesept for the state
orders. The state orders take a lot of time to nadige because of the
bureaucracy involved and the payments take evegeloio arrive. We have
to spend a lot of time and money to speed up theembrocess.
Question: The surveys have reported the tax system as orteeomain

obstacles. How big a problem is it for you?
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Answer:l am paying the unified rate which is around 13%h&f revenues. The

trouble with it is that it does not matter how ptable your business is. For
example, if your profit margin is 26% of your rewas then your will be paying
half of your profits in corporate profit tax. Anahproblem for us is that we can
not hide much of our profits, because a large glour revenues are coming from
the organizations financed from state budget andmnegherefore under a lot more
scrutiny compared to other similar businesses. Kewahe amount of taxes we
are paying is very small compared to the unoffipalments we have to make
during the course of our business. As a result ave ho inflate our other costs to
recover some of those costs.

Question:Have you eveborrowed from external sources? If you have, who
did you borrow from?

Answer: Yes. We have taken out one bank loan and we hawewed from
informal sources a few times before.

Question:Could you give us a few more details about yourdwings?

Answer: | borrowed from a bank a few years ago. The amaued UZS 10
million at a very low nominal rate but the paperrkvoost me even more.
Question:Really, did the application process cost you niban the interest you
paid on the loan?

Answer:Yes, it cost me more to complete the applicatimtess than the interest
payment on the loan. However, | think it is meamtwiork that way by the
authorities. The overall cost of the loan for mesvabout 30% of which less than
10% was official interest and the rest went todffsials involved in the process.
That makes the final overall rate of interest stithin the rate of inflation in my
estimates. | know the guys at the bank quite wall kknow how much they get in

salaries and how much they have to spend to kesip fbsitions. So as | said
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overall it is just about fair. My real complainp\wever, is the amount of time it
takes to do it all and the restriction on spendimgmoney you borrow.
Question How about the informal loans? You said you ugddrinal loans too?

Answer | did borrow from some informal sector lenders aple of times.
It spite of the fact that the informal sector loame prohibitively expensive
with the monthly rates as high as 20% if you neeiglgliquidity informal
finance is the source to go fdhave to borrow from informal lenders just
because of the speed of the process. Althoughntieeest rates are really
high, the way things change in my line of businessnetimes you are
desperate for quick cash and there is no altemativthe informal lenders
in that respect.

Question:How do you see the role of the authorities indbeelopment of
the small businesses in Uzbekistan? Are the officrgerventions
decreasing as a result of new legislations suppgpgntrepreneurship?
Answer:The role of the authorities in general has nohgled much but the
relative importance of different organizations lkshanged overtimé/hen

| started in business during the years immediaaéilgr the independence,
tax office used to be the most feared of the gawent offices by the
independent business community. But lately othertspaf the state
apparatus have increased their involvement in flagsiof businesses. The
latest menace is the Department for fighting aga@srrency and Tax
Crimes, under the general prosecutor’'s office.hHa kst year and half,
about 5 or 6 businesses that | personally knewedodown after

inspections by that department staff.
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Question:How optimistic are you in the future of your buseeand the
future of entrepreneurship in general?

Answer:Not very much, to be honest with you. Things aeeywncertain
in our country right now. We do not know who ismgito be running this
country in, say 5 years time and how will the stnoe of the administration
look like than. As you probably know as well asd, dhe changes in
personnel at the top is more important here thay @manges in the

legislation.

Interviewee N3: a restaurant owner in Tashkent

Question: Can you tell us about your educational and pradess
background?

Answer:My education did not go any further after highaah | could not
get into the university and had to start workingaasassistant to a chef. |
worked my way up to the position of a head ched btg restaurant within
6 years and finally had a chance to open my owauesnt with the help of
my family and friends. | have been running my owasibess for the last 5
years.

Question:How has your business progressed in this period?

Answer: We have done quite well. Customer numbers havadgye
increased over the last few years and we also haasly finished an
extension to the restaurant. We are currently eynpdoover 10 people,
including serving staff.

Question:What are the main problems for your businesseattbment?
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Answer:If | tell you about all the problems we have, wdl e sitting here
forever. Such is the restaurant business in thisnitg. Unlike other
businesses, our business happens out in the omkevamybody can see
how well you are doing, how busy you are. Thereftirey all want to get a
slice of it. | mean, everybody who can make liféficlilt for us tries to get
something off us. Working in cash, we have to hiana certain amount of
cash every period and if you don’t you will be edllto tax office,
prosecutor’s office etc.

Question:How do you deal with all of them and run your Inesis
at the same time?
Answer: We can’t deal with all of them, so we don’t. Weegegood
relationship with one or two top people around rere they help out when
things get really tough. This is important in ourel of business. Every
restaurant or a retail outlet has to have the stppwe or two important
people, ideally top official or a high level law fercement officer. The
number of inspections you get depends on how \eddted you are to the
authorities. For example, nobody would dare to essgpusinesses owned
by a very important official’s family members amtpas he remains in
office.
Question:Have you ever used external finance?
Answer:Yes, | borrowed from family and friends in the begng and |
took a bank loan last year to build an extensioimé¢orestaurant.
Question:Can you tell us about your experience of applynd obtaining

the bank loan?
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Answer:It was not a very pleasant experience unfortupataterally every
step of the application process was full of prolddar me: the valuation of
collateral, submitting my business plan, negotgtaith the bank manager,
everything. | even had to pay 10% in advance, ioffimal payments, and
that is on top of the interest charges.

Question:Have you ever used any informal sources of finaaqat from
your family and friends?

Answer:No, | do not use informal money lenders if thatlsat you mean.
The reason is simply because they charge veryihtglest rates.

Question: You mentioned about the banking related problems a
interventions into your business, what about tixattan?

Answer:Official taxes do not bother me much, to be pelyeltonest | do
not even know exactly how much | am paying in adfidaxes. That is
something my accountant takes care of. But thelgnobs the unofficial
payments that | have to make nearly at every stefhe projects | am
doing. We are already used to the mayor’'s requiesizay all sorts of
donation and all sorts of favours for free. Lastnthomy accountant was
called to the National Security Service (successahe KGB) office and
was told to pay the officer's mobile phone bill. Whcan you do about

that?

Interviewee N4: owner of an IT company in an eastegion
Question: Can you tell me about your educational and pradess

background?
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Answer: | studied Information Technologies at aalocollege and worked
at a small, private company as a computer techmifua 3 years. Then |
left the company and decided to open my own commmames and internet
club. I have expanded the business over the |&sy&ars to cover a wide
range of computing, internet and information mamaget services.
Question:What are the main problems which your busine$sciag?
Answer: The problems are changing all the time. Whenahtstl my
business, the registration process used to be fpntg and problematic.
Registration is not a big deal anymore. If you makdecent effort it takes
about 14-15 days to register.

Some of the other things remained as difficult le=ythave always been.
Things like taxation, dealing with the banks, atfieo officials.

Question: What is exactly the problem for you as far as, édxample
taxation, is concerned? Is it the system itsetherrate of the taxes?
Answer: | will give you an example. The biggest tax | baio pay,
percentage-wise, is the payroll tax, which is 35%a moment. If you pay
UZS100 in wages, you will have to pay UZS35 in pdytax. Then say if
they pay another 40% in income tax he will end ughwnly UZS60. In
other words, if my employee asks for UZS60 salarwill have to pay
UZS135 of which UZS75 will go to the state. Thatwhy almost every
business that | know around here pays their empkoydf the books. They
only show minimum amount of people on payroll amg them minimum
amounts to minimize tax bill.

Question: What about the problem of dealing with the offisiand the

banks?
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Answers:The problem with the banks has always been thes sdra lack
of cash money. | do not understand why they stiirot solve this simple
problem even though the Central Bank can print ashntash money as it
wants. It has been a consistent problem for ussthaller businesses. We
have to hand in the cash money we receive fromcastomers and when
we | ask to withdraw from our accounts they putteof restrictions on us.
The other recent problem for us has been the iat¢ion from the
security services. They have increased the pressutie firms providing
internet access like us, putting restriction on wabsites our customers
can visit, what kind of information they downloaadasend etc.
Question:Have you ever borrowed from any external souré¢ésance?
Answer:No, | have never borrowed from outside sourceseiihstarted, |
started with a partner who provided the moneyHerliusiness and | put all
the effort. So that was the agreement, we still &0Po of the business
each. We have expanded slowly without much findniorestment and
therefore did not need to borrow anything.
Question: How optimistic are about the future ofiybusiness in particular
and about the future of the Uzbek entrepreneuishgeneral?
Answer: | am quite optimistic about my own busineéBscause this is a
relatively new sector in this country and has adbtpotential. We are
moving into web designing and hosting markets amgloging the
prospects of online shopping and the like. So tlaeeemany opportunities
for us to exploit.
| am not very optimistic about the business seiattnis country in general.

| have seen a lot of business going bankrupt duthéothings that are
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outside their control. Especially the shops sellingported things are
having a hard time. People are not confident enotmhmake big

investments with longer term business plans. Thsinesses are very
vulnerable to the interferences from the autharitiad the officials change
very often. So the entrepreneurs do not know wigoiag to be in charge
of the government offices in the medium to longemt and therefore go

for quick profit making opportunities instead ohbger term investments.

Interviewee N5: a bank manager in Tashkent

Question: Can you tell us about your educational and pradess
background?

Answer:l graduated from Tashkent Institute of Finance jitked one the
biggest commercial banks in Tashkent. | have beerking in the banking
sector for more than 10 years and the last 3 y@sassbranch manager.
Question:What is your assessment of the state of the aetneprial sector
in Uzbekistan and the role of the banking sectahendevelopment of this
sector?

Answer: People talk about the difficulties faced by snialsinesses and
individual entrepreneurs and tend to portray basksillains that make life
difficult for them.

The reality is that the difficulties faced by th#Es are nothing
compared to the interferences into the day to deyning of a bank by
various authorities. | would not be exaggeratingséy that nearly 90-95%
of bank manager’'s time is spent dealing with oetsiderventions. In fact

the main function of the banks in Uzbekistan isath as an intermediary
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between the government and the customers, nontaariediary between
the savers and borrowers. We collect taxes fogthernment and lend on
the money where they want us to, we control thén casulation for the
central bank, collect information for various otlgewernment bodies.

Question:What do you think is the main obstacle preventing
banks from providing good services to the busirease

Answers:The rules and regulations are so complex and divieu
that you cannot go a single day without breakingending some of them.
Therefore, as a bank manager, | have to keep gelatdonships not only
with the head office but also with the local mayprpsecutor’'s office,
police and other security services, tax officials. @ecause, | know they
can always find something on me or on one of mif staenever they want
to. | have seen a few bank managers being jailethéothings that most of
us do to some extent. A friend of mine, also afelbranch manager, had a
heart attack before the age of 30, all becauseeogptessures of the job.
Question: Do you think there are a lot of illegal intervem#into the
activities of the commercial banks by the authesit
Answer:In Uzbekistan, the boundaries between the legasiglegal and
downright illegal are blurred and we, the banks, atr the centre of it all
because of what we are required to do by the govemth Every year
before the major public holidays, the mayor calisgd meeting and tells the
bank managers to present the list of corporateooustis together with their
respective bank balances. He then tells the masagfethose companies

how much to donate for the celebrations and sirelants.
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In addition, if the mayor (or any of the heads &jon state offices for that
matter) tells to give a loan to somebody you wilvl to arrange it no
matter what the applicant’s paper works look like.

A client says to me: You're my bank. You have tefeall my banking

operations secret. Then how do the tax authorities,khokimiyat, and

public prosecutor know about them? So what am pssed to say in

reply? | have my instructions and if | don’t proeidll the information on

time, they cannot only fire me; they can bring dear against me too. If a
large sum of money appears in your account, youreah assured that
they’ll be coming to check up, and you'll be callatb the khokimiyat and

be made to finance some public construction pra)ectomething or other

of that.

Interviewee N6 a shopkeeper

Question Can you tell you us about your educational angdfgssional
background?

Answer | have a degree in education and worked at scfaobver 10
years teaching the Uzbek language and literatustarted in business with
importing clothing and footwear in small amount®nfr Turkey and
Emirates and selling them in the bazaars. Latavéd up enough money to
buy this place for my shop. | have been increasmygturnover gradually
but there is only so much you can do with one shop.

Question Do you have plans to open new shops in the futhen?

Answer No, | do not think | will open any new shops hretnear future. It

is too risky to put all your investment in one mess in Uzbekistan at the
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moment. | might look for other opportunities in ethsectors, possibly in
property development or something like that.

Question Why do you think it is riskier to expand withihet same sector
compared to expanding across sectors?

Answer Simply because, with our authorities you neveowrwhen they
are going to decided to put restrictions on cersaictors. If one sector goes
down you will not go down with it. That is what eybody is doing. We
have seen that within the retail sector a few tialesady. The government
closed markets, borders, introduced prohibitivériet®ns that put a lot of
people out of business overnight.

Question What are the main problems for the businessesyldurs at the
moment in Uzbekistan?

Answer There are plenty of problems. The most impor@nbably is the
unpredictability of the legislation. The tax legisbn for example, changes
so often that it is virtually impossible to keep és a result, when you face
the tax men you are never 100% sure that you hawme gour taxes right.
Ever changing, complex legislation plays into tlamdis of the authorities.
For every given offence the authorities have varioptions ranging from
completely ignoring to closing your business dowltogether. Ever
changing, complex legislation plays into the hantishe authorities. For
every given offence the authorities have variousioog ranging from
completely ignoring to closing your business dovogether.

Question What other problems you face apart from the chabte

legislation and tax rules?
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Answer Well, there is the ongoing problem with banks aadh plans. We
have grown tired talking about those problems. \Wetd minimize our
dealings with the banks but you cannot really avbeam.

Question What kind of reforms would make real differenceimproving
the business environment for smaller businesses Yi&urs, in your
opinion?

Answers: This may sound very pessimistic, but Ind¢ think any reform
kind make much difference under current circumstant have seen a few
initiatives and reforms in my time so far but althesery one of them
made the situation worse. | am sceptical of any rsfarms now. | think
the officials use the reforms to increase their @owand influence and
therefore we end up being the main losers afteryevave of reforms.
Question How optimistic are you about the future of yowrsimess and the
entrepreneurial sector in general?

Answer | do not know. | have mixed feeling about theufet prospects for
my business or for the future of the private bussneommunity in general.
A lot of things depend on the things that we hawecantrol over: things
like foreign relations, politics etc. The recent pmovements in the
relationships with Russia and other close neighbcare encouraging,
because those the important markets for us. Orotiier hand, | am not
sure what is our political environment is goingl® like in say 10 years
time. | think therefore most of the people in tb@intry are working with

shorter term outlook.
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Interviewee N7 a farmer in a southern region

Question Can you tell us about your educational and pexe=sl
background?

Answer | had graduated from the institute of agriculturefore the
independence and started my career at a sovkhate (&rm) as an
agronomist. | worked there right until the staterfavas abolished and its
lands were allowed to be given to private farmerddng term lease. Then
| established my own farm. That is what | have b#@ng ever since.
Question How big is your business now and what kind ofpcdn you
specialize in?

Answer The land | am currently leasing is nearly 20 beed. We also have
some cattle too but that is not the major parthaf business. The major
crop has always been the cotton, because it is alsoy. Although cotton
is not very profitable, we need to do it in ordeikeep the land. The other
major crops are wheat and vegetables.

Question What are the main problems for your business?

Answer My main problem is the cotton. It occupies mosttlee land,
requires a lot more work than our other crops aostsc more to grow.
However, the profits from it are much less compaeather crops. We
have to buy the seeds, the fertilisers, and theduenarket prices but get
paid for our cotton at state prices. We have pdagetts for wheat too but
those are much more realistic and so are the pfizesheat. Besides we
can sell the remaining part of the wheat crop i@ tpen market quite

easily, unlike cotton.
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Question Is it just the pricing of cotton the main probl@emare any other
issues about it?

Answer The pricing is at the centre of it. We would rmaimplain if we
were paid well, would we? Since we are not paid f#eelcotton, we do not
want to do it. So they have to make it compulsorgtow cotton. Initially
they only imposed the plan targets i.e. the amaintotton we had to
deliver. But private farmers would rather bribe dtfcials at the collection
point rather than growing the required amount. Ttiery introduced the
guotas for land saying that certain proportion @fityland had to be sown
under cotton. But we still do not strictly follolwdse requirements, simply
because you can always negotiate with the people same to inspect
your land. It just increased our costs further.

Question What kind of reforms would you like to see intnogd in order
to solve your problems?

Answer | would like to see our authorities to acknowledye problems
openly and admit that the current system is notkimgr first of all. Then
introduce a system which increases the accourtiabdf our local
authorities. Because we have some very good lawsaper but the local
authorities often ignore them.

Question How optimistic are you about the future of yowslmess and
about the future of the entrepreneurship in gefleral

Answer To be honest, | am quite optimistic about theufetin spite of
these problems. | think with the energy and min@rades going up our

government may find itself less and less dependentax income and
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might even give us more freedom and support. Holyethhat will give us
a big push towards achieving a vibrant privateaect

Interviewee N8 a farmer in a central region

Question Can you tell us about your educational and pexe=sl
background?

Answer | grew up in village working in the cotton fieldsd looking after
cattle and sheep. | only finished high school aaved in the army. After
coming back from the army | was not sure what t@dd decided to apply
to become a private farmer. But unfortunately mplagation was turned
down as I did not have the support of the locataffs. Then | decided to
write to the top officials in the capital and comipl about it. After a few
months there was an inspection into the land dlimean the region and
the inspection team asked to meet me to find oautathe details of my
complaint. As a result | was allocated 3 hectafdara to start my private
farm. | have later managed to increase it to oGendctares.

Question What are the main problems for your business?

Answer The main problem is the lack of freedom in temfisvhat to do
with the land we are using. We have an agreemehtthve government and
we pay the taxes but still cannot choose what watwa grow. For
example, if growing wheat is the most profitable foe than growing
cotton | should be able to grow cotton as long payl my fair share of the
taxes. But we do not have that freedom. We do weh énave freedom to
spend our own money in our bank accounts; theyiteWhat we can spend

it on.
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Question What kind of reforms would you like to see irduzed in order

to solve your problems?

Answer | do not know which reform would do it, but | wdulike to see

the state order system abolished and more freedeem go us to grow
what we want and to sell them to whoever we warsetbthem.

Question How optimistic are you about the future of yowskmess and
about the future of the entrepreneurship in gefleral

Answer As you might guess, | am not very optimistic abthe current

system. | think we will keep going down the samadraintil there is a big
crisis happens. | hope | am wrong but | do not &g positive changes

happening in the near future.

Interviewee N9 a farmer in an eastern region

Question Can you tell us about your educational and pexe=sl
background?

Answer | only graduated from high school and worked fbe local
kolkhoz all my life. | applied to become a farmdroat 7 years ago and
since then | have been running my own private farm.

Question What are your main crops and how big is your fhess now?
Answer The main crop is cotton. We also grow wheat,atarronions and
some other vegetables for the markets of the neangs. Last year, we
had a large order from a ketchup making companytdaratoes, so we
grew a lot of tomatoes. The land, we are currensing, is just over 13
hectares with well over half of which is under oatt

Question What are the main problems for your business?
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Answer We have many problems around here. But the ma&s evould be
the amount of intervention in our businesses. dfeting worse every year.
The problems with the cotton are well known. Thely tis what to plant,
when to plant, and when to harvest. They have niatesl sending the
police to monitor the harvesting of wheat to makeesthat we are not
concealing any of the harvest.

Question There are a lot of laws and regulations in Uzbiki to protect
entrepreneurs like you? Have you ever consideredptaning about the
interventions or taking the officials to court?

Answer | have heard about a few farms who failed tovdelaccording to
the plans and protested about the system. Theyheadlease agreements
terminated and the lands taken away. You can foatpeut taking the
authorities to court. In all these years in bussnésave never seen a single
court decision against the authorities.

Question What kind of reforms would you like to see intnogd in order
to solve your problems?

Answer | would like us the farmers to have access todihtside markets
more easily, so we could get fairer prices for parducts. | also would like
see the powers of the local authorities limitedrs®y do not interfere with
the businesses too often.

Question How optimistic are you about the future of yowskmess and
about the future of the entrepreneurship in gefleral

Answer | do not know. | hope things will get better. \Wave a very patient
nation which endured some very tough time in thet.plabelieve that our

nation is capable of achieving great economic pogpand | hope our
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government will also start believing and give ubttte more freedom to

achieve that.

e Interviewee N10: the regional manager (for CentAdia) of an
international transport compatly

Question What are the main destinations of goods thatlyandle for the
Uzbek companies? (In and out of Uzbekistan)

Answer Our main transit region infout of Uzbekistan he tMiddle East,
Turkey and the European ports. We do transportatiand from places all
over the world, mainly working via Bandar Abbas, m¥le, Poti,
Novorssiysk, Riga, Klaypeda ports as transit poidts you know our
country is double land locked and for any exporirmport of goods we
need to pass through these ports. Additionallyetlaee Ukrainian ports that
we use rarely due to high cost of rail way to reaohts of Odessa and
lllichevsk from Uzbekistan.

Question Who are the main players in you line of busin@ss main
players in the transportation business in Uzbekjsgit dominated by big
state owned companies)?

Answer The main operators on rail way you mean? RailsA@slong to the
government as it is normal for whole of the CIS aadhe is in the EU. The
operators are various, our Uzbek rail way has oangtter companies

such as Uzzheldorexpediciya and Uzzheldorcontaidewever, we don’t

*" This interview was done over email and the iritamee answered the question in English. Therefoee,
presented the answers word for word, without eglitin
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work with them. Our company is working with the Rias rail way
operators due to low charges and very good senka®. the road
transportation - there is no monopoly. Central ABians by being a State
Company is handling mostly government orders. We osr own our
partners' vehicles and so far no problem.

Question How much does it cost to transport a single doeta(for
example to Moscow and to a Western European &igyMaris or London)?
What are the standard sizes of containers? Do éhdirsg or receiving
parties have to buy the containers?

Answer The freight cost from FOR Chukursay (Tashkemgfiqition Free
on Rail means cleared and loaded on rail way stadiod none of those
charges are included) to FOR Novorossiysk (RussiaySD 2000/40'
container. To Paris it can be EUR 5600 per 40'aoet. From Paris to
Tashkent EUR 10,000 per container.

From Uzbekistan to Europe we deliver mostly by ieas own container
that means no need for Consignee to purchase. Bhglkcarrier needs to
sell container in Europe as 2nd hand. Hence, tieralso margin for
Transport Company. However from Europe to Uzbekistames mostly by
Shipper's own container and the price of contaisalready included in
cost of goods basis CIP Tashkent. The Consigneefienpis selling
container at double less price. Here is loss.

Question What is the main mean transportation for your pany (by
road, sea &rail, Sea road, or a combination of fffem

Answer Mostly by railway, as rail way is more conveniemd organized.

There is no winter season or holiday for rail waysl you don't need to go
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after driver's visa and pay extra charges for demger However (it)
depends on (customer’s) wish and situation. If cadglayed then client
(may) order by road.

Question Do prices differ for different kind of goods?tlee delivery time
same for all goods?

Answer Of course, (the timing) is various and depends gwods
description. Rail way tariff is depending on gooasd distance. The
separate issue is dangerous goods and oversizad/ lie cargoes. In road
transportation dangerous goods and high valuede(esipe) goods are
charged more, because all is coming from expense®wes for escort,
etc. Same is for airfreight. For the regular angl \mlume every transport
company gives special tariff to secure the shipmeéransit time is for all
cargoes the same, excluding oversized and heawalhjoes. Because such
a special project cargoes are transported by loeedpand special
instructions. See attached file how to know thagoas oversized for CIS
rail ways.

Question Do any of the Uzbek Companies have special dissoq.e.
priority export goods producers, like cotton indysgold, other precious
metals, minerals for agriculture, or Neftegaz, NGgit€)?

Answer For the prestige you can give special tariff M or Government
organization, however usually all these clients @aging more then any
other client but your service should be high leW&ke never worked for
Gold or cotton in Uzbekistan. However Uzselkhozmégilding and all
companies in this holding are our clients (TTZ, &smash, Tashselmash,

etc).
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Question What are the main components of your cost paveigt?
Answer The cost of transportation is consists from défe charges: fuel,
border charges, documentation fee, customs fewdosit, visa for drivers,

etc.

Appendix 2

e Questionnaire

Section One: General Information
1.1 Educational background of the interviewee:
o High School
o College
o Undergraduate degree
o Postgraduate degree

1.2 Did you have a prior experience in the sector yoat business is operating
in?

o Yes

o No

o If yes, in what capacity:

o Professional

o Managerial
And how long:

[ILess that a year

[J11-5 years

[IMore than 5 years

1.3Have you been a member of the nomenclature (i.ee yeu a member of
the Communist party or did you hold any administelmanagerial
position during the Soviet years)?

LlYes

LINo

1.4Have you had any training in business management?

Yes

No

If yes to which level:

Short courses

College degree

University degree

Postgraduate level

1.5What was the main reason that made you start yworausiness?

0 Recognized a great business opportunity

Ooo0OoO0 OO
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O Lost employment
O Needed an extra source of income

O Other (Please specify )
1.6 General info about your business:
Industry:

01 Agriculture
0 Manufacturing
O] Services
I Other
Number of employees:
Ol Less than 50
1 50-250
1 More than 250
Age:
L] Less than a year
] 1-5 years
[J 5-15 years
1 More than 15 years
Ownership structure:
[1Joint venture
OPrivately owned
OLimited Liability Company (LLC)
LLLC with government share
COther (please specify )

Section Two

This section will deal with general obstacles fabgdhe Businesses. The
issues that are covered in the section includen#ttere of obstacles, their
relative importance etc.

2.1What is the biggest obstacle that your busine$sciag? (Please grade the
following perceived obstacles in order of impor@aro your businesses
with 1 being the biggest problem)

LIExcessive regulations

LIHigh taxes

LFinancing

LCorruption

LStreet crime

COther (please specify )

2.2Does the local government hinder, have no influeoce or help small
business?

OHinder

LHas no influence

LlHelps

2.3Who do you trust to resolve a business relatedute$p

[LIGovernment agencies

LCourts

LlPrivate mediators
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LIOther

2.4 Do you think one needs a ‘roof’ to operate a bussne Uzbekistan?

OYes

LINo

2.5What is an estimated cost of unofficial paymentskéep your business
running (as a percentage of total costs)

LINone

[ILess than 10%

010-25%

0025-50%

[IMore than 50%

2.6 What percentage of business activity in a typicahpany in your industry
goes unregistered?

LINone

OUp to 25%

0025-50%

050-75%

[IMore than 75%

Section Three

This section is about the obstacles related tonéired services and
financing. The main purpose of this section isinal fout the importance of
financial institutions to small businesses.

3.1 Do you have a bank account?

OYes

LINo

3.2 How long have you had your account at your curbemk?
LlLess than a year

[J1-5 years

[IMore than 5 years

3.3 Have ever applied for a loan from a financial igibn?
LlYes

LINo

3.4 (If you said yes to 3.3) Which institution(s) didwyapply to?
LIThe same institution where | keep my bank account
LIDifferent commercial bank

[JGovernment agency

Ointernational Financial Institution ( )
LCredit Bureau

OOther ( )

3.5 Was your application successful?

LlYes

LINo

3.6 (If yes to 3.5) What was the term of the loan?

[IShort (less than a year long

LIMedium (1-3 years)
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LLong (longer than 3 years)

3.7 (If no to 3.5) Why was your application rejected?

OLack of collateral

OLack of track record

LIDid not want to pay the informal fees
LIMy business plan was not convincing
LlOther

3.8 (If said no to 3.3) Why not?

LINo need for external finance

LIHigh interest rates

LIHigh collateral requirements

Ohigh informal payments

OOther ( )
3.9 What is your preferred source of finance?
[JOwn savings

OFriends and family

[IBanks

LGovernment SME funds

OlIFIs

Oinformal loans

OOther (
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