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Executive Summary

The Caucasus and Central Asia (CCA) countries are at an important juncture 
in their economic transition. Following significant economic progress during 
the 2000s, recent external shocks have revealed the underlying vulnerabilities 
of the current growth model. Lower commodity prices, weaker remittances, 
and slower growth in key trading partners have reduced CCA growth, weak-
ened external and fiscal balances, and raised public debt. The financial sector 
was also hit hard by large foreign exchange losses. While commodity prices 
have recovered somewhat since late 2014, the region needs to find new 
growth drivers to boost its economic potential; diversify away from natural 
resources, remittances, and public spending; and generate much stronger 
private sector–led activity.

Greater regional and global economic integration would create favorable 
dynamics to transition to higher sustainable growth. Opening the region up 
to more trade and investment would increase access to goods and services 
at lower prices, spur competition, promote innovation and diversification, 
increase transparency, reduce rents, and ultimately increase productivity and 
growth. 

Recognizing the benefits of greater economic integration, countries in the 
region are taking some steps in that direction. CCA countries have pursued 
various regional and bilateral economic integration initiatives and most are 
members of the World Trade Organization (WTO). They have also made 

 1The CCA countries are Armenia, Azerbaijan, Georgia, Kazakhstan, the Kyrgyz Republic, Tajikistan, Turkmen-
istan, and Uzbekistan. 
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some progress in diversifying their economies and have adopted more flexible 
exchange rate regimes following recent episodes of global volatility.

However, greater efforts are needed to open the CCA economies up to inter-
national trade and investment. CCA countries should seize the opportunity 
afforded by the current global upswing and various economic cooperation 
initiatives to further develop their infrastructure and integrate into the global 
value chain. Increased exports of non-commodity goods and services provide 
a clear opportunity for higher, sustainable, and inclusive growth, and intra-
regional trade should also be exploited. CCA countries should reduce tariff 
and nontariff barriers and strengthen their participation in multilateral trade 
initiatives led by the WTO. Greater capital account liberalization would help 
with financial sector development and growth, but the countries will need to 
ensure that banks are well equipped to deal with larger and potentially more 
volatile capital flows. The China-backed Belt and Road Initiative (BRI) may 
bring massive investment flows to the region over the next decade. 

For CCA countries to reap the full economic benefits of integration and 
mitigate potential risks, economic frameworks and institutions will need to 
be strengthened. Robust economic frameworks and institutions will help 
the countries manage larger trade and capital flows associated with greater 
economic integration and will help ensure macroeconomic stability. This, in 
turn, will generate a more favorable investment climate and positive growth 
dynamics. The following areas deserve particular attention:

• Fiscal reforms. While CCA countries are aiming to improve their fiscal 
balances after recent shocks, fiscal adjustment should be more ambitious: 
rebuilding buffers and dealing with future shocks while facilitating eco-
nomic integration. This would send a clear signal of fiscal responsibility 
and strong macroeconomic management to foreign investors. Fiscal policies 
should also promote growth and equity and ensure that strong social safety 
nets are available to support the transition to greater economic openness. 
Immediate priorities include mobilizing revenues and rationalizing non-
priority expenditures to free resources for pro-growth and pro-integration 
spending, improving the fairness of the tax system and the efficiency of 
public spending, and safeguarding social spending. Fiscal frameworks will 
also need to be improved to help ensure that public investment projects, 
such as those presented by the BRI, are implemented effectively and that 
fiscal sustainability is maintained. These improvements will require build-
ing more robust budgetary institutions, fiscal rules, and risk management 
capacity.

• Monetary reforms. Monetary policy frameworks will need to be further 
strengthened to support economic integration. The move toward greater 
exchange rate flexibility in the region is a positive development that will 
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help CCA countries weather future external shocks. While the choice of an 
alternative nominal anchor should reflect country-specific circumstances, 
inflation targeting has been gaining ground in the region. To successfully 
transition to inflation targeting, countries will need strong political com-
mitment, greater institutional capacity, and effective communications, and 
they will have to address lingering financial stability concerns, including 
restoring the health and viability of the banking sector. Actions to reduce 
dollarization should be stepped up to strengthen monetary policy transmis-
sion and ensure low and stable inflation.

• Financial sector reforms. Effective financial intermediation is essential 
as CCA countries look to benefit from trade and investment opportuni-
ties. Banking sectors in the region were hit hard by recent external shocks 
and have not fully recovered, hampering their intermediation role. While 
efforts have been made, more are needed to strengthen the banking sector, 
including proper identification and recognition of nonperforming loans 
as well as timely intervention for troubled banks and stronger resolution 
frameworks. Improving bank governance and prudential regulation and 
supervision will be essential to avoid additional losses, and more efforts 
are needed to improve correspondent banking relationships and bring the 
unbanked into the financial system to channel savings into investment. 
Capital markets also need to be modernized and deepened to diversify 
financing sources, facilitate project financing, and help conduct effective 
monetary policy.

• Structural reforms. Ambitious structural reforms will support success-
ful economic integration. The CCA region has considerable potential to 
diversify and to open its economies up to foreign trade and investment, 
which would boost growth. Reforms should focus on strengthening infra-
structure, the business environment, governance, and labor skills, not only 
because gaps exist in these areas but also because progress on these fronts 
would make countries more competitive and attractive to outside investors, 
thereby supporting regional and global integration.
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The eight Caucasus and Central Asia (CCA) countries made significant eco-
nomic progress during the 2000s. Growth was robust, inflation declined, and 
gains were achieved in building institutions and policy buffers and reducing 
poverty (Figure 1). However, growth was not broad-based. On the supply 
side, it was driven largely by oil and gas, mining, remittances, and construc-
tion, while on the demand side private consumption and public spending 
accounted for the bulk of growth.

External shocks that have affected the CCA region since 2014 have placed 
pressure on macroeconomic balances and the current growth model (Fig-
ure 2). As a result of lower commodity prices, weaker remittances, and slower 
growth in key trading partners (Russia and China), growth and current 
account balances weakened and public debt has risen. With these conditions 
and pressures likely to persist, growth will remain subdued unless the region 
can find new growth drivers; diversify away from natural resources, remit-
tances, and public spending; and generate much stronger private sector–led 
activity. Increased exports of non-commodity goods and services is a clear 
area of opportunity. If it is well managed, the Belt and Road Initiative 
(BRI) could boost investment, trade, and economic prospects considerably 
for the region. 

Increasing trade and investment will require much greater regional and 
global cooperation and integration. The CCA region remains fragmented 
and faces a common set of challenges, including intraregional tensions; a 
largely landlocked and difficult terrain; and underdeveloped, outdated, or 
outmoded infrastructure.1 Several regional cooperation initiatives have been 
pursued—including the Eurasian Economic Union (EEU), the Central Asia 

1The CCA has extremely varied geography, including vast mountain ranges such as the Tian Shan, the Hindu 
Kush, the Pamirs, and the Caucasus Mountains. Central Asia is largely landlocked and is also home to the 
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Regional Economic Cooperation (CAREC) program, the Shanghai Coopera-
tion Organization (SCO), and China’s BRI—with varying degrees of success. 
Most CCA countries are now members of the World Trade Organization 
(WTO), and some have signed partnership and cooperation agreements with 
the European Union.

As CCA countries pursue diversification and integration efforts, they will 
need to strengthen their economic frameworks and institutions to fully reap 
the benefits and mitigate potential risks. This effort will require, for exam-
ple, fiscal policy reforms that support efficient investment that can facilitate 
greater integration while ensuring public debt sustainability, monetary and 
financial sector frameworks that promote repair and recovery of banking 
systems, clear identification and management of vulnerabilities and risks, 
and structural reforms that promote better business and investment climates 
suited to greater cross-border cooperation.

vast Kara Kum and Kyzyl Kum deserts, which dominate the interior. These features hamper transportation and 
trade and increase infrastructure costs.

164 89
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Figure 1. Growth Rates and Inflation

1. CCA Oil Importers: Growth Rates
(Average year-over-year % change)

2. CCA Oil Exporters: Growth Rates
(Average year-over-year % change)

3. CCA: Inflation
(Average year-over-year % change)

Source: IMF, World Economic Outlook.
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This paper looks at how the CCA countries can strengthen their economic 
frameworks and institutions to maximize the benefits of greater openness for 
their economies. Specifically, it discusses the following issues:

 • What the move toward greater integration implies for the scope, pace, and 
sequencing of trade and capital account liberalization

 • What this more open trade environment means for public investment, debt 
sustainability, and fiscal risks, and how these risks can be managed

 • How monetary and exchange rate policy frameworks can be further mod-
ernized to mitigate potential risks from greater capital flows

 • How current financial sector weaknesses can be repaired and vulnerabilities 
addressed, and what is needed to prepare the financial sector for greater 
integration in terms of development, deepening, and inclusion

 • The structural reforms needed to foster efficient trade and investment and 
ensure successful economic integration

AZE KAZ TKM UZB Oil Exporters
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TKM UZB

Oil Exporters

ARM GEO KGZ TJK Oil Importers
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Figure 2. Current Account Balances and Debt

2. CCA Oil Importers: Current Account
(Percent of GDP)

1. CCA Oil Exporters: Current Account
(Percent of GDP)

Source: IMF, World Economic Outlook.
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Trade

Increased trade openness would yield significant economic benefits to the 
region. Despite some recent progress toward trade diversification, CCA 
countries remain weakly integrated with the global economy, and intra-
regional trade is low. The BRI offers opportunities to strengthen trade 
integration by using new infrastructure networks and transitioning toward 
more non-commodity and services exports. Additional trade liberalization—
including through various trade arrangements—and intraregional trade 
are also needed.

Benefits of Trade Integration

Greater trade integration would yield significant benefits for CCA countries. 
The benefits of open trade are well known: it offers consumers and businesses 
more choices at lower prices, promotes innovation and productivity, and sup-
ports growth and overall welfare. At the same time, countries need to adjust 
to greater competition as they liberalize trade, and they may face disruptions 
in the short term, including a potential loss of jobs and revenues. Over the 
medium term, the benefits of enhanced trade integration are considerable for 
economies in the CCA region, and the global recovery provides an opportune 
time to boost exports and growth. Illustrative estimations suggest that trade 
integration measures—trade openness, global value chain (GVC) participa-
tion, export diversification, and product quality upgrade—could raise CCA 
countries’ income levels by 5 to 10 percentage points within 5 to 10 years 
(Figure 3, Kireyev and others 2017). This estimation assumes that trade 
measures show the best year-on-year increase over the past 20 years. Thus, 
for example, growth rates could be 1 percentage point higher on average in 
2019–23 if countries take steps to improve openness, 0.7 percentage point 

Trade and Capital Account Liberalization
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higher if they enhance their participation in 
GVCs, 0.6 percentage point higher if they 
diversify their economies, and 0.2 percent-
age point higher if they improve their prod-
uct quality. These effects would compound 
if the trade measures were taken in parallel 
but they might not be the same for CCA 
oil exporters and importers, given their 
different economic structures and degrees of 
trade openness. 

Strengthening Trade Integration

The CCA region faces challenges in deepen-
ing trade integration despite its considerable 
potential. The region is at the crossroads of 
Asia, the Middle East, and Europe, and the 
BRI presents tremendous opportunities for 
deepening economic integration and joining 
GVCs. At the same time, trade openness has 
been declining and the CCA’s trade remains 

concentrated in a few products. Regional trade initiatives have yet to yield 
significant results.

Trade openness across the CCA has been declining since 2008. This trend 
is in line with international developments, reflecting subdued international 
economic activity until 2017, including lower investment, slower trade 
liberalization, a decline in commodity prices, and slower growth of GVCs 
(IMF 2016a). CCA oil importers have been relatively more open than other 
emerging market and developing economies (EMDEs) and CCA commodity 
exporters, but lower remittances in recent years have compressed imports and 
contributed to an overall decline in openness (Figure 4). Among CCA com-
modity exporters, lower oil prices have driven the decline in trade openness. 
Excluding oil, trade openness of CCA commodity exporters has remained 
broadly stable 

Some progress toward economic diversification is being made. While CCA 
exports are generally less diversified than EMDE exports, real export growth 
among CCA oil importers has been substantial and has outpaced that of 
CCA oil exporters and other EMDEs, suggesting some progress toward 
diversification. Recent data on the composition of trade seem to confirm that 
exports are becoming more diversified, notably in Kazakhstan, Azerbaijan, 
and Tajikistan. The United Nations Conference on Trade and Development 
(UNCTAD) concentration index was 0.57 for CCA oil exporters in 2016 

2019–23 projected average growth Trade openness
Participation in GVC Diversification
Quality

0.0

1.0

2.0

3.0

4.0
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Source: IMF staff calculations.
Note: The growth increase is conditional on an increase in the given trade 
measure equal to the best historical period-over-period improvement observed in 
region in the last 20 years: 7.7 percentage points (pp) for trade openness; 4 pp for 
global value chains; 2.4 pp for diversification; 1.5 pp for quality.

CCA Oil Exporters CCA Oil Importers

Figure 3. Estimated Contributions of Trade Measures to Growth
(Percent)
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(down from 0.62 in 2008) 
and 0.28 for oil importers 
in 2016 (down from 0.32 
in 2008) (Figure 5).1 How-
ever, there is still a consid-
erable way to go to diversify 
exports in these economies. 

The CCA region remains 
weakly integrated into the 
global trade network. The 
region has made some 
progress integrating with the 
rest of the world (including 
through the promotion of 
special economic zones), 
and its share in world trade, 

1The UNCTAD concentration index, also called the Herfindahl-Hirschmann Index, is a measure of the 
degree of product concentration. A value closer to 1 indicates that a country’s exports are highly concentrated 
on a few products, while a value closer to 0 reflects exports that are more homogeneously distributed among a 
variety of products. Middle-income developing economies had a concentration index of 0.07 and oil exporters 
an index of 0.46 in 2016.

CCA oil exporters  CCA oil importers EMDE CCA oil exporters, non-oil

Figure 4. CCA: Trade Openness and Real Exports, 2000–16

Source: IMF October 2017 World Economic Outlook database; and staff calculations.
Note: CCA = Caucasus and Central Asia; EMDE = emerging and developing economies.
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although still relatively low (0.5 percent of global trade), has grown. Still, 
non-oil exports by CCA countries were about $500 on a per capita basis in 
2017, roughly half the average of EMDEs. Both oil exporters and importers 
export to only 50 percent of potential markets, suggesting considerable scope 
for increase. Trade penetration, measured on the basis of export value per 
trading partner, is also relatively weak (Figure 6).

Intra-CCA regional trade is low. The aggregate GDP of the eight CCA 
countries in 2017 was about $350 billion (0.5 percent of world GDP). A 
common market of this size would rank the region among the largest 30 
countries of the world and represents an opportunity for trade expansion. 
However, over the past few decades, intra-CCA trade has fallen consider-
ably, reflecting regional tensions and the impact of the global financial crisis. 
Only in recent years has intraregional trade started to recover, albeit slowly, 
reflecting trade arrangements as well as diversification efforts among some 
countries in the region. But at 5 percent of total trade for oil exporters and 
15 percent for oil importers, intraregional trade remains low by international 
standards—a clearly underexploited potential for the region.

Several factors explain the relatively low level of regional and global trade 
integration. In addition to difficult terrain and product concentration, prob-
lems related to the business climate and foreign exchange restrictions have 
impeded trade. Although the overall trading environment for CCA coun-

CCA CCA - Oil Exporters CCA - Oil Importers

Figure 6. CCA: Trade Penetration and Intraregional Trade

Sources: WITS database; and IMF staff calculations.
Note: This indicator measures the extent to which a country’s exports reach already proven markets, calculated as number of countries to which reporter exports a 
particular product divided by number of countries reporting importing the product that year. EMDE = emerging and developing economies. 
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tries has been improving in recent years and these countries rank favorably 
in World Bank cross-country comparisons, on average, relative to EMDEs 
(Figure 7), individual components of trading efficiency across borders could 
be improved. For instance, cumbersome administrative procedures related to 
the processing of export and import documents lead to high transit costs and 
long delivery times in many countries. At the same time, there is considerable 
dispersion across CCA countries in the ease of trading across borders, with 
Armenia and Georgia ranking among the top-tier countries and Tajikistan 
and Uzbekistan ranking in the lower tier. Foreign exchange restrictions in 
some CCA countries have further hampered trade. 

Tariff and nontariff barriers also constrain trade. CCA countries have com-
plex tariff schedules; apply tariffs on a wide range of products (including 
machinery, chemical products, foodstuffs, energy, and metals); and have 
different trade policies as reflected in their tariff rates, which range from 
relatively liberal (especially Georgia) to more restrictive (Tajikistan and, until 
recently, Uzbekistan). The average tariff rate for the region was 4.5 percent 
in 2015, although that average has increased since Armenia and the Kyrgyz 

CCA oil exporters CCA oil importers Emerging Markets and Developing Economies CCA

Figure 7. CCA: Trade Environment
(Percent)

1. Overall Trading across Borders
(Distance from frontier, the higher the better)

2. CCA Foreign Exchange Restrictions
(Share of countries in a region that have restrictions and/or
multiple currencies)

Source: World Bank, Doing Business 2017.
Note: CCA = Caucasus and Central Asia; EMDE = emerging and developing economies.
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Republic joined the EEU, whose common 
tariffs are higher (Table 1). By compari-
son, very open economies, such as Japan 
and Germany, have an average tariff rate of 
1.5 percent. CCA countries also maintain 
considerable nontariff barriers that impede 
trade. These include regulations; quotas 
and bans on certain goods and raw mate-
rials (for example, carpets and chicken) in 
Kazakhstan, Turkmenistan, and Uzbeki-
stan; poor customs infrastructure and high 
logistics costs (Kazakhstan and Tajikistan); 
unpredictable changes in tariff schedules 
(Turkmenistan and Uzbekistan); and weak 
administrative and legal regimes (Armenia 
and Azerbaijan) (Overland 2017).

Strengthening trade integration will require a multipronged approach. Priori-
ties include the following:

 • Using the BRI and other economic cooperation initiatives to develop 
infrastructure and facilitate trade integration. The BRI has already yielded 
over $10 billion in Chinese investments in the region (Box 1), and CCA 
countries should take advantage of their strategic position at the crossroads 
of Asia, Europe, and the Middle East to build and integrate infrastructure 
into the global network while mitigating potential fiscal risks. For instance, 
the development of road and rail corridors in Kazakhstan under the very 
sizable 2014–17 Nurly Zhol economic stimulus plan complements and 
extends international integration efforts.

 • Increasing exports of non-commodity goods and services represents another 
area of opportunity. Greater specialization in manufactured goods and ser-
vices would help diversify exports and boost competitiveness and growth. 
Again, the strategic position between East and West should be exploited. 
For example, trade between China and Europe that transits through the 
CCA could be tapped to integrate those countries into GVCs. With trade 
between China and Europe averaging over $1 billion a day, important 
opportunities exist in industrial and consumer goods, textiles, and machin-
ery and equipment.2

 • There is scope for greater intraregional trade as well. Revealed comparative 
advantage analysis suggests that the immediate potential for strengthening 

2Some countries in the region, especially the Kyrgyz Republic, are already benefiting considerably from reex-
ports, particularly in the manufacture of textile goods from China. In the Kyrgyz Republic, reexports accounted 
for about 13 percent of GDP in 2010 (Mogilevski 2012).

Table 1. Weighted Average Tariff Rate
2012 2015

Armenia 2.4 2.5
Azerbaijan 4.1 5.3
Georgia 0.7 0.3
Kazakhstan 3.7 4.7
Kyrgyz Republic 2.5 2.7
Tajikistan 5.2 7.2
Turkmenistan1 2.9 …
Uzbekistan 7.2 8.7
CCA2 3.7 4.5

China 3.6 3.4
Germany 1.0 1.6
Japan 1.2 1.4
Russia 6.3 2.8

Source: World Bank. 
1Latest available data are for 2002. 
2Excludes Turkmenistan.
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trade ties lies in primary commodities, food, and metals (Box 2). In the 
long term, however, the CCA countries would benefit from greater special-
ization and from integrating into GVCs.

 • Countries in the region should reduce tariff and nontariff barriers, includ-
ing high customs costs, and strengthen administrative procedures to 
facilitate trade.

Opportunities to Leverage Trade Initiatives

CCA countries have pursued various economic integration initiatives, usu-
ally involving larger regional economies. Initiatives include the EEU, the 
CAREC, the SCO, and China’s BRI. While the number of initiatives that 
include CCA countries has expanded, most of them have met with limited 
success thus far (Box 3).

CCA participation in multilateral trade agreements led by the WTO can 
stimulate more open trade and reforms. WTO membership is important as 
members participate in the development of new trade rules in multilateral 
negotiations, have their interests defended against unlawful trade practices 
through the WTO dispute-settlement mechanism, and receive extensive 
trade-related technical assistance. WTO membership is therefore a powerful 
instrument for unlocking trade in a transparent, multilateral framework and 
for stimulating domestic reform as well. Countries in the region should take 
advantage of this opportunity, particularly given the somewhat limited suc-
cess of other regional initiatives.3 While Armenia, Georgia, and the Kyrgyz 
Republic have been members of the WTO for over a decade, Kazakhstan and 
Tajikistan joined more recently (in 2013 and 2015, respectively) and Azerbai-
jan, Uzbekistan, and Turkmenistan are not yet members.4

Recent WTO trade liberalization efforts could be particularly beneficial for 
CCA countries. CCA countries should consider implementing the Trade 
Facilitation Agreement (TFA) established in early 2017. The WTO estimates 
that implementation of the TFA will cut customs-related costs of merchan-
dise trade by 10 percent to 25 percent and could lead to a $1 trillion annual 
increase in global trade (WTO 2018). For the landlocked CCA countries, 
the TFA could serve as a unique multilateral platform to address connectivity 
challenges and improve trade flows within the region. CCA countries could 
also benefit from WTO’s other initiatives. For instance, in December 2017, 
more than 80 like-minded WTO members launched exploratory work on 

3A recent study finds that countries that recently joined the WTO and implemented the required trade 
reforms outperformed the original WTO members that did not have to undertake reforms (Kireyev 2016).

4Armenia, Georgia, and the Kyrgyz Republic joined the WTO in 2003, 2000, and 1998, respectively. Azer-
baijan has been negotiating WTO accession since 1997 and Uzbekistan since 1994, but they are not yet mem-
bers. Turkmenistan has been weighing WTO accession since 2013 but has not yet applied for membership.
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future WTO negotiations on electronic commerce, facilitating investment, 
and small- and medium-size enterprise (SME) trade.

Regional integration initiatives should be pursued to boost growth prospects. 
For instance, the EEU has provided benefits to its membership, notably 
through a new customs code and a common labor market, boosting remit-
tances and expanding trade. More effort is needed, however, to achieve 
regional economic integration, including eliminating nontariff barriers and 
exemptions and moving ahead with EEU plans to forge other economic 
cooperation agreements, including with the European Union and China.

CCA countries could better leverage bilateral trade agreements to gain 
broader access to markets. While some CCA countries have negotiated bilat-
eral trade agreements, their number is substantially lower than the EMDE 
average. Georgia concluded association agreements with the EU in 2014 that 
reduced or removed tariffs in bilateral trade. Armenia and Azerbaijan have 
signed cooperation and partnership agreements with the EU as well. There 
is scope for countries to do more on a bilateral basis, even as they pursue the 
multilateral approach to trade liberalization.

Capital

While capital flows have been relatively low and many CCA countries retain 
restrictions on capital account transactions, change is underway as countries 
seek to benefit from greater economic integration. However, when a country 
liberalizes capital accounts, it should take care to ensure that banks and gov-
ernment are able to manage the risks associated with greater—and potentially 
more volatile—capital flows. Specific near-term actions should include clean-
ing up bank balance sheets, improving the regulatory and supervisory frame-
work, and addressing other risks, including those related to dollarization.

CCA capital flows are relatively low and have not grown significantly since 
the global financial crisis. Capital inflows to the region are primarily foreign 
direct investment (FDI) (Figure 8). Kazakhstan is the largest beneficiary 
of these inflows, followed by Azerbaijan. Kazakhstan and Azerbaijan—the 
two largest oil exporters in the region—are also the primary source of CCA 
investment abroad, both FDI and portfolio investment. Within the region, 
CCA oil importers invest primarily in Azerbaijan and Kazakhstan, whereas 
Georgia and, to a lesser extent, the Kyrgyz Republic have benefited most 
from FDI from CCA oil exporters.5

5Azerbaijan has been the largest single investor in Georgia in recent years, investing over $0.5 billion in 2015 
in energy, infrastructure, and transportation. The two countries are connected by several important regional 
projects, including oil and gas pipelines, and the Baku-Tbilisi-Kars railway.
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The degree of capital account openness varies considerably across the region. 
Armenia and Georgia have the most open financial systems as measured by 
the Chinn-Ito financial openness index (Figure 9).6 Both countries main-
tain relatively few controls on cross-border capital flows. However, there are 
some restrictions, such as on the investment of insurance companies and 
pension funds abroad (on prudential grounds) and on land purchases by 
nonresidents. Most other CCA countries have intervened more in the finan-
cial system in the past (for example, interest rate caps and directed lend-
ing) and retain restrictions on cross-border flows as well as controls on the 
domestic financial system. Capital account restrictions include restrictions 
on FDI, domestic security purchases by nonresidents and foreign securities 
by residents, real estate purchases by nonresidents, repatriation requirements, 
and foreign exchange surrender requirements (Turkmenistan and, until 
recently, Uzbekistan). 

6The Chinn-Ito financial openness index measures a country’s degree of capital account openness (Journal of 
Development Economics 2006).

FDI Portfolio Investment 
Other Total 
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Other Reserve Assets

Total
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Figure 8. Capital Flows

1. CCA Capital Inflows
(Billions of US dollars)

2. CCA Capital Outflows
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Source: IMF, Coordinated Direct Investment Survey. Source: IMF, Coordinated Direct Investment Survey.

Source: IMF, World Economic Outlook.
Note: Data exclude Azerbaijan, Turkmenistan, and Uzbekistan.

Source: IMF, World Economic Outlook.
Note: Data exclude Azerbaijan, Turkmenistan, and Uzbekistan.
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There is no clear consensus on the pace and sequencing of capital account 
liberalization. While capital account liberalization can provide benefits to an 
economy (including fostering financial sector development and growth) if it 
is well sequenced and executed, it can be disruptive if the country is not pre-
pared to manage the associated risks. In some cases, countries have opted to 
reimpose capital controls following capital account liberalization in the face 
of exchange rate pressures (for example, Belarus and Ukraine in 2014 and 
China in 2015). These reversals point to the need to be well prepared to deal 
with greater openness. Capital account liberalization should be well planned, 
well timed, and well sequenced to ensure that benefits outweigh costs.

The pace and sequencing of capital account liberalization for CCA countries 
should take into account their ability to manage the associated risks. Arme-
nia, for example, achieved financial opening in a relatively short time in 
the 1990s, completing the process well before it lifted the foreign exchange 
anchor and moved to inflation targeting. Georgia started financial opening 
at about the same time as Armenia but arrived at its present high level of 
openness only in 2013, after moving to inflation targeting in 2009. Because 
many CCA countries still have fairly closed financial systems and are in need 
of bank balance sheet repair, they may not be well equipped to remove capi-
tal controls quickly. Rather, capital account liberalization should focus in the 
short term on strengthening the health of the banking sector, improving the 
regulatory and supervisory framework, and addressing other risks, including 
those related to dollarization (described in later sections).

AZE KAZ TKM UZB ARM GEO KGZ TJK

Figure 9. Financial Openness

Source: Chinn and Ito 2015.
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Robust economic frameworks and institutions will be essential to help CCA 
countries integrate regionally and globally. Strong frameworks and institu-
tions will be needed to manage larger trade and capital flows associated with 
greater economic integration and to help ensure macroeconomic stability. 
This stability, in turn, will generate a more favorable investment climate and 
positive growth dynamics.

Fiscal Policy and Frameworks1

CCA countries are trying to improve fiscal balances following recent shocks, 
but a more ambitious fiscal adjustment would be preferable to rebuild buf-
fers and deal with possible future shocks and greater economic integration. 
Policy efforts should focus on revenue mobilization, rationalizing nonpriority 
expenditures, strong social safety nets, and improving public spending, as 
investment opportunities—including public-private partnerships (PPPs)—
are expected to grow in the context of various integration initiatives. Such 
efforts would support fiscal consolidation while allowing for more pro-growth 
spending. Fiscal risks will require scrutiny as more public investment and 
infrastructure projects get underway. This scrutiny will require more robust 
budgetary institutions, fiscal rules, and risk management capacity.

Current Fiscal Situation and Plans

Fiscal deficits and public debt levels in both oil exporters and importers 
have increased considerably as a result of the 2014–15 external shocks. In 
oil importers, weaker revenues and higher public spending to support eco-

1This section draws on Gemayel and others (2018).
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nomic activity increased fiscal deficits by about 4 percentage points of GDP 
on average between 2013 and 2016 to 6.1 percent of GDP, and public debt 
increased to 49 percent of GDP. In oil exporters (Azerbaijan and Kazakh-
stan), fiscal balances deteriorated by about 7 percentage points of GDP on 
average over the same period, and fiscal deficits reached 3.3 percent of GDP 
by 2016. Net foreign assets—the difference between the government’s gross 
assets and debt—in oil exporters actually improved by about 7 percent of 
GDP over this period, reflecting the positive impact of exchange rate depreci-
ation on net foreign assets.2

Countries in the region are planning to undertake fiscal adjustment over the 
medium term. Adjustment plans for 2017–22 vary by country. Those with 
higher deficits (such as Azerbaijan, Kazakhstan, and Tajikistan) have generally 
initiated larger adjustment plans, reflecting the magnitude of the shock they 
faced and the completion of the countercyclical policies they pursued. Others 
(such as Armenia, Georgia, and the Kyrgyz Republic) have more moderate 
adjustment plans.

 • For CCA oil exporters, overall fiscal deficits are projected to improve by 
over 2 percentage points of GDP (from 2016) to an average of about 
1.1 percent of GDP in 2022. Despite the improvement in the fiscal posi-
tion, the overall deficit and lower projected oil prices over the medium 
term will cause net financial assets to fall from 26 percent of GDP in 2016 
to about 10 percent of GDP by 2022, which will reduce fiscal buffers (Fig-
ure 10, green line).

 • CCA oil importers’ fiscal adjustment will stabilize public debt above precri-
sis levels. The fiscal deficit is expected to improve on average by over 4 per-
centage points of GDP (from 2016) to about 1.9 percent of GDP in 2022. 
Under these adjustment plans, public debt is projected to stabilize at about 
50 percent of GDP by 2022, a level comparable to that in 2016 but con-
siderably higher than the 37 percent of GDP average at the end of 2013. 

Suggested Fiscal Adjustment

Given the persistent nature of the shocks and to facilitate greater economic 
integration, CCA countries should pursue more ambitious consolidation 
efforts. Consolidation would allow fiscal buffers to be rebuilt and would cre-
ate room for countercyclical policies in case of future shocks.3 It would also 

2The positive exchange rate effect on net foreign assets reflects the higher dollar-denominated share of assets 
compared with liabilities. In addition, the conversion of net foreign assets into local currency has contributed 
to the increase of net foreign assets relative to GDP.

3Shocks could include a decline in remittances and a contraction of economic activity in key trading part-
ners in the case of oil importers, and lower commodity prices and a decline in sovereign wealth funds’ assets 
in the case of oil exporters. A more open economy also argues for greater fiscal buffers to deal with larger and 
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send a clear signal of fiscal responsibility and strong macroeconomic manage-
ment to domestic and foreign investors, which is needed if the region wishes 
to increase investment and integrate successfully into the global economy. 
The adjustment should be done in a growth-friendly manner by preserving 
much-needed infrastructure investments while reducing expenditure ineffi-
ciencies and increasing revenues. To be successful, policymakers will have to 
ensure that the needed reforms, including their distributional consequences, 
are well designed and effectively communicated to the population.

More ambitious consolidation could bring debt to preshock levels (orange 
line in figure 10). This would provide policy buffers in the event of renewed 
external shocks, including through countercyclical policies. Oil importers 
could target a preshock level of gross public debt, 37 percent of GDP on 
average, that would require an average reduction in gross debt of about 
12 percentage points of GDP from levels at the end of 2016. Oil exporters 
would target a precrisis net asset-to-GDP ratio, 26 percent on average, that 
would require an average consolidation effort of about 11 percentage points 
of GDP from levels at the end of 2016. This would help preserve the stock of 
sovereign assets for future generations.

potentially more volatile capital flows, particularly as the region transitions to greater openness and given the 
sensitivity of debt dynamics to exchange rate volatility.

Consolidation 
Unchanged position2 
Fiscal plans 

Consolidation 
Unchanged position2 
Fiscal plans 

Figure 10. Public Debt Options for the CCA

Source: IMF REO October 2017; and IMF staff calculations.
Note: Turkmenistan and Uzbekistan omitted for lack of data.
1Public debt for oil exporters is measured on a net debt basis, taking into account foreign assets of country oil funds. 
2Unchanged position refers to a scenario in which the end-2017 fiscal balance is added to the stock of debt in each forecast year. 
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The size, timing, and speed of consolidation should be country-specific. 
While average CCA debt levels may seem relatively low, their sensitivity to 
shocks (for example, a growth or commodity price shock) reinforces the 
need to rebuild fiscal buffers beyond current adjustment plans. Countries 
with higher debt levels, limited buffers, and weaker debt dynamics should 
front-load consolidation. Countries with more manageable debt levels could 
pursue more gradual consolidation.

Fiscal Adjustment Composition

To support pro-growth fiscal policies, CCA countries should enhance rev-
enue mobilization and increase productive spending and efficiency. Higher 
tax revenues (for instance, by broadening the tax base and strengthening tax 
administration) would support consolidation efforts while allowing for more 
pro-growth expenditures. Efforts are also needed to make income taxes more 
progressive, through adjustments in income tax rates and value-added taxes, 
and to promote equity by reducing regressive and distortive exemptions 
and closing tax loopholes. On the spending side, current expenditure needs 
to be prioritized, capital spending made more efficient, and social spend-
ing improved, including through better targeted programs. Consideration 
should also be given to rationalizing government wage bills, especially where 
public sector wages and employment are high relative to the private sector 
(see Tamirisa and others 2018); reducing generalized energy subsidies using 
mechanisms to protect the most vulnerable segments of the population; and 
improving public services (for example, access to electricity). Such reforms 
would help generate savings, raise income equality, and improve productivity 
and growth. They would also facilitate economic integration and diversifi-
cation as the CCA economies become more competitive and attractive to 
domestic and foreign investors.

The efficiency and productivity of public investment needs to be improved. 
This is particularly important in the context of the BRI, where consider-
able opportunities for investment are expected, including through PPPs. 
The average efficiency of investment in the CCA region, measured using a 
frontier approach, is below the average of the EMDEs (Table 2).4 In rela-
tively high-efficiency countries such as Armenia, Azerbaijan, and Georgia, an 
increase in public investment represents an opportunity to close infrastructure 
gaps and boost short- and medium-term growth. In lower-efficiency countries 
(for example, Kazakhstan, the Kyrgyz Republic, and Tajikistan), structural 

4The score ranges between 0 and 1, where 1 represents perfect efficiency and 0 perfect inefficiency. The fron-
tier is made up of efficient combinations of infrastructure quality as measured in the World Economic Forum’s 
Global Competitiveness Index and public capital stock per capita in 2014. See IMF (2015c) for a detailed 
explanation of the methodology.
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reforms that strengthen 
public management 
should be considered 
before the government 
embarks on large public 
investment projects that 
may create fiscal sus-
tainability concerns (see 
IMF 2015b, 2016a).

Strengthening Fiscal 
Policy Frameworks

Stronger fiscal frameworks will be required as CCA countries seek to benefit 
from greater economic integration. These frameworks will help ensure that 
investment projects such as those presented by the BRI are implemented 
effectively, while fiscal positions are maintained. Robust fiscal frameworks will 
also improve transparency and governance and contribute to a better invest-
ment climate. Three elements are particularly important for a fiscal frame-
work: (1) robust budgetary institutions and medium-term budgeting, (2) 
fiscal rules, and (3) fiscal risk management.

Robust Budgetary Institutions and Medium-Term Budgeting

Many CCA countries do not have comprehensive and unified medium-term 
budgeting. For instance, capital and recurrent budgets are prepared by sep-
arate ministries without using program classification or accounts do not 
adequately distinguish between recurrent and capital spending, leading to 
possible underestimation of costs. At the same time, capital spending is often 
not projected beyond the budget year, making it difficult to assess whether 
investment projects are sustainable. Even when projections are available, 
they are not necessarily published or integrated into a medium-term budget 
framework. As a result, many CCA countries exhibit large deviations between 
budgets and outturns.

Stronger budgetary institutions and medium-term budgeting would foster 
credibility and efficiency in public spending and would promote fiscal sus-
tainability. Governments should have a holistic view of their expenditures, 
meaning that all expenditure decisions (including public investment) are con-
sidered together, leading to better prioritization among competing items. All 
public investments, including PPPs, should be fully integrated into spending 
plans, authorized by the legislature, and disclosed in budget documentation 
to ensure adequate oversight and transparency. In addition, public investment 

Table 2. Public Investment Efficiency
(Distance to Frontier)

CCA commodity exporters 0.79
 Azerbaijan 0.94
 Kazakhstan 0.65
 Turkmenistan ...
 Uzbekistan ...
CCA commodity importers 0.71
 Armenia 0.79
 Georgia 0.86
 Kyrgyz Republic 0.57
 Tajikistan 0.61
Emerging market economies 0.78
Low-income developing economies 0.77
Advanced economies 0.89
Source: IMF 2015b
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should take into account immediate capital outlays and future operating and 
maintenance costs, and should be set in a multiyear budgeting framework, 
so that expenditures are fully aligned and compatible with projected resource 
envelopes over the medium term.

Fiscal Rules

CCA countries typically do not have robust fiscal rules. Countries do not 
have specific rules, the rules are not well calibrated to achieve their objectives, 
or the rules do not take into account macroeconomic shocks. Furthermore, 
some practices on budget amendments have reduced compliance with fiscal 
rules. Without credible fiscal rules, countries are more vulnerable to over-
spending in good times (with the risk that spending quality suffers) or to 
cutting spending abruptly when times are bad.

Credible fiscal rules would anchor sustainability and facilitate public invest-
ment. Credible rules impose durable constraints on fiscal policy, ensure 
transparent budget processes, and create space for sustainable investment 
(Schaechter and others 2012) by limiting discretion and anchoring expecta-
tions. If they are properly calibrated and implemented, fiscal rules can help 
correct the deficit bias prevailing in many CCA countries and ensure fiscal 
sustainability. However, fiscal rules are not a panacea—especially for oil 
exporters (where revenue volatility can be large) or in the presence of signifi-
cant public financial management weaknesses. Best practices in designing and 
implementing fiscal rules include the following: (1) clearly defined objectives 
linked to numerical targets, (2) incentives to build buffers in good times and 
allow for adequate fiscal support in downturns, (3) calibration that ensures 
fiscal sustainability in the face of shocks, (4) escape clauses to deal with tail 
events, (5) effective monitoring, and (6) broad institutional and economic 
coverage, including at the subnational level (IMF 2018c).

Fiscal Risk Management

Sound risk management practices can reduce fiscal risks associated with 
investments or broader shocks, helping to safeguard macroeconomic stability. 
A better understanding of risks allows governments to reduce exposures and 
take mitigating measures. Moreover, greater transparency and effective risk 
management practices can help underpin credibility and market confidence, 
which in turn can attract more trade and investment.

CCA countries have room to improve fiscal risk management. While some 
analysis of fiscal risks in CCA countries exists, it tends to focus on the static 
sensitivity of primary fiscal aggregates to macroeconomic shocks (for exam-
ple, commodity prices and exchange rates) without looking at the correlation 
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of shocks or the impacts on asset and liability values, or analyzing the risks 
within a macroeconomic modeling framework. Analysis also does not gen-
erally capture the impact of spending in the broader public sector (such as 
subnational governments or state-owned enterprises) that could give rise to 
contingent liabilities. Capturing such potential risks is particularly important 
in the context of the BRI, as foreign investments may involve a ramping up 
of PPPs, including at the subnational level. Countries should therefore aim 
to improve the coverage and timeliness of data for the sovereign balance sheet 
and the analytical framework for assessing fiscal risks. It will also be necessary 
to expand the capacity to manage and mitigate risk, either through direct 
controls over exposures or through risk provisions.

Monetary Frameworks5

Monetary policy frameworks across the CCA need to be further strengthened 
to support economic integration. The move toward greater exchange rate flex-
ibility in the region is a positive development and will help CCA countries 
weather future external shocks. While the choice of an alternative nominal 
anchor should reflect country-specific circumstances, inflation targeting has 
been gaining ground in the region. By promoting price stability, inflation 
targeting can play a role in financial sector reforms and market development 
as well as stimulating investment, economic integration, and growth. To suc-
cessfully transition to inflation targeting, countries will need strong political 
commitment, ongoing development of institutional capacity, and efforts to 
address lingering financial stability concerns, including restoring the health of 
bank balance sheets. Adopting similar inflation targets would promote greater 
exchange rate stability and trade and financial links among CCA countries.

Toward More Flexible Exchange Rates

Countries in the CCA region are moving away from managed exchange rates. 
Many abandoned FX anchors and other managed monetary policy regimes 
over the past decade (Table 3).

Inflation targeting coupled with more flexible exchange rates has been gain-
ing ground. No country in the region targeted inflation in 2005, but since 
then Armenia, Georgia, and Kazakhstan have all transitioned to inflation 
targeting. This shift mirrors global trends and is set to continue: the Kyrgyz 
Republic recently announced an inflation target, and Azerbaijan, Tajiki-
stan, and Uzbekistan have announced their intention to move to inflation 

5See Horton and others (2016) for a comprehensive treatment of monetary and exchange rate poli-
cies in the CCA.

 Economic Frameworks and Institutions

21



targeting over the medium term. Turk-
menistan continues to peg its currency to 
the U.S. dollar.

Greater exchange rate flexibility is playing 
an important stabilizing role. The move 
in the region from pegged or managed 
exchange rates toward more flexible ones 
has been driven by volatility in the global 
economy (Figure 11). In late 2014, CCA 
currencies came under pressure and foreign 
exchange reserves were drawn down. CCA 
countries recognized the need to adjust 
to the new environment and the useful 
shock-absorbing role that greater exchange 
rate flexibility can play (Horton and oth-
ers 2016). Accordingly, all countries in the 
region allowed for some degree of exchange 
rate flexibility, with some (for example, 

Azerbaijan and Turkmenistan) pursuing step devaluations. Uzbekistan has 
recently made the sum fully convertible as part of a broader economic liber-
alization strategy (Box 4). The move toward greater exchange rate flexibility 
helped countries weather the external shock and has facilitated the further 
integration of CCA countries into the global economy. 

Ensuring a Credible Nominal Anchor to Support Macroeconomic 
Stability and Openness

Inflation targeting can bring significant economic benefits and support 
global integration. While the choice of the nominal anchor should reflect 
country-specific circumstances, empirical evidence for emerging economies 
suggests that inflation-targeting regimes outperform others as measured by 

Table 3. Monetary and Exchange Rate Policies, and Financial Openness in CCA Countries

Monetary Policy Regime Exchange Rate Arrangement
Financial Openness  

(0 = closed; 1 = open)
2005 2015 2005 2015 2005 2015

Armenia Other Inflation target independent float float 1 1
Azerbaijan Other Other conventional peg other managed 0.2 0.5
Georgia Other Inflation target managed float float 0.75 1
Kazakhstan Other Inflation target managed float float 0.2 0.2
Kyrgyz Republic Other Other managed float other managed 0.7 0.3
Tajikistan Monetary target Monetary target conventional peg other managed 0.2 0
Turkmenistan FX anchor FX anchor managed float conventional peg 0 0.2
Uzbekistan Other Monetary target managed float crawl 0.2 0

Source: Annual Report on Exchange Arrangements and Exchange Restrictions database, M Chinn and H Ito (2006).

Global trade volume of goods and services
Commodity Price Index includes both fuel and nonfuel price indices

Source: IMF, World Economic Outlook.
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inflation, inflation expectations, volatility of the output gap, interest rates, 
exchange rates, and international reserves (Batini and Laxton 2005).6 The 
recent experience of CCA countries corroborates these findings: the countries 

6Monetary aggregate targeting may be simpler to implement than inflation targeting and has met with some 
success, though the link between monetary aggregates and inflation can be weak. The increase in the amount of 
money in circulation can also be hard to predict and control with traditional monetary policy instruments.
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Figure 12. Exchange Rates

Source: IMF, International Financial Statistics.
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in the region with the longest experience with inflation targeting (Armenia 
and Georgia) have enjoyed lower inflation and exchange rate volatility over 
the past decade (Figures 12 and 13). By fostering greater macroeconomic 
stability, an effective inflation-targeting regime provides an environment con-
ducive to domestic and foreign investment and growth, thereby facilitating 
greater integration into the global economy. 

Under inflation targeting, the standard approach is to set the monetary policy 
stance so that inflation reaches the target in the medium term. The time hori-
zon is typically left purposefully vague to allow room for monetary policy to 
address other objectives, such as smoothing temporary disturbances in GDP 
growth and exchange rates. Inflation-targeting countries in the CCA region 
also have employed annual inflation targets that have shifted over time. 
While this practice may demonstrate commitment to control inflation, it 
potentially exposes the economies to greater output volatility and risks loss of 
credibility if the target is missed. For inflation-targeting central banks, man-
aging the path of inflation too narrowly is usually not optimal.

The choice of the inflation target is important for exchange rate stability and 
can promote greater openness. Economies at similar levels of development 
and openness can promote exchange rate stability by selecting similar infla-
tion targets. In developed countries, inflation targets tend to cluster around 
2 percent; in emerging economies, around 4 percent. In Armenia, Georgia, 
and Kazakhstan, the 2018 target levels for inflation are 4 percent, 3 percent, 
and 5 percent to 7 percent, respectively. By selecting similar inflation targets, 
CCA countries could reduce the cost of hedging against FX risks and pro-
mote trade and financial links (including within the region) without impos-
ing the more arduous constraints on policy, such as fiscal policy, that are 
typical of trade and monetary unions.

Strong political commitment is needed to successfully transition to inflation 
targeting. To successfully anchor expectations, the central bank needs to be 
assigned a clear inflation targeting mandate and granted strong de facto oper-
ational independence. Government interference in the central bank’s oper-
ations (for instance, through fiscal dominance or directed lending) must be 
discontinued. This is a tall order in some emerging and developing countries 
that are used to tightly controlling financial systems and allocating finan-
cial flows on the basis of other policy objectives. While CCA central banks 
appear to be relatively independent and transparent based on the letter of the 
law (Dincer and Eichengreen 2014), this does not always ensure adequate 
independence in practice.

Modern monetary policy frameworks and strong institutional capacity sup-
port inflation targeting. Given the time it takes to set up modern inflation 
targeting frameworks, CCA countries should continue to build their mone-
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tary policy frameworks and institutional capacity. Key elements of a modern 
inflation targeting framework include declaring a medium-term inflation 
objective; selecting a suitable operational target; building analytical capac-
ity, particularly with regard to inflation forecasting; having deep and liquid 
money and foreign exchange markets; and ensuring clear, open, and timely 
communications (Horton and others 2016).

Addressing financial stability concerns arising from flexible exchange rates is 
essential, especially in the transition phase. Efforts to improve the health of 
bank balance sheets is a key step to allow banks to effectively manage large 
capital inflows and exchange rate swings. The high level of dollarization in 
the balance sheets of CCA banks, nonfinancial corporations, and house-
holds represents a considerable risk, particularly given the large net open 
FX positions (described in later sections) and can impede monetary policy 
effectiveness. Incentives to reduce dollarization can be helpful to mitigate FX 
risks; these incentives include achieving low and stable inflation, removing 
regulations that discourage local currency use, and instituting prudential 
measures to encourage more local currency use (for example, lower local 
currency reserve requirements and higher provisions on FX lending). Some 
CCA countries are already pursuing de-dollarization strategies; for example, 
Armenia, Georgia, and the Kyrgyz Republic have put in place a wide range of 
actions, from restrictions on some FX transactions to prudential, supervisory, 
and crisis management measures.

Financial Sector Policies7

Healthier banking systems and deeper capital markets in CCA countries 
would support regional and global integration by promoting more efficient 
intermediation, financial inclusion, larger capital flows, infrastructure invest-
ment, and economic diversification. To facilitate this transformation, bank 
balance sheets need to be strengthened, intermediation enhanced, transpar-
ency improved, financial inclusion encouraged, and correspondent banking 
relationships (CBRs) promoted. Companies could diversify their financing 
sources and promote investment opportunities by developing capital markets.

The State of Play

Since 2014, CCA financial systems have been affected by external shocks, 
with the impact differing across the region. Reflecting the low global interest 
rate environment, banks in the region had borrowed heavily in foreign cur-

7This section draws from the forthcoming IMF Departmental Paper “Building Resilient Banking Sectors in 
the Caucasus and Central Asia.”
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rency on an unhedged basis to finance lending. With significant net open FX 
positions, banks suffered large losses when domestic currencies depreciated 
beginning in late 2014. Banking sectors in Armenia, Georgia, and the Kyr-
gyz Republic have proven to be fairly resilient, reflecting a lower initial level 
of nonperforming loans (NPLs) and improved regulation and supervision. 
The impact of shocks was more pronounced in CCA countries that are more 

2013 Most Recent Value
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Figure 14. CCA Countries: Selected Financial Indicators
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Source: National authorities; and IMF staff calculations.
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dependent on oil (Azerbaijan and Kazakhstan) and remittances (Tajikistan). 
Strains in CCA banking sectors intensified as liquidity tightened, asset quality 
deteriorated, and banks became undercapitalized.

Even before the latest shock, CCA banking sectors were not at full strength. 
Asset quality was generally weak, owing in part to shortcomings in regula-
tion, supervision, and governance (Figure 14). The sector lacked competition, 
and in most countries related-party lending was a regular business practice. 
These issues translated into excessive risk taking, which was exacerbated in 
highly dollarized economies.

Efforts have been made to strengthen bank balance sheets. These efforts 
include liquidity support, capital injections, bank restructurings, mergers, 
and liquidations. For example, in Azerbaijan, the largest state-owned bank 
is in the process of a voluntary debt restructuring worth some 9 percent of 
GDP. In Kazakhstan, the two largest banks have merged, with the authorities 
providing about 4 percent of GDP in capital support in 2017. In Tajikistan, 
the government also intervened, providing assistance equivalent to 6 percent 
of GDP to the two largest banks. Some countries have also taken measures 
to reduce dollarization and to strengthen prudential requirements related to 
foreign exchange rate risk.

Still, financial sector vulnerabilities remain high. While the asset quality of 
CCA commercial banks has deteriorated, the overall magnitude of the situa-
tion is difficult to assess, and bank balance sheets remain exposed to FX risk. 
Official data show significant NPLs, ranging from 4 percent to 5 percent in 
Georgia and Armenia to 50 percent in Tajikistan. However, a broader defini-
tion of problem loans—including watch loans, restructured loans, write-offs, 
and transfers to special-purpose vehicles—reveals weaker asset quality. Reg-
ulatory shortcomings also may have created incentives to mask deteriorating 
asset quality.8

Financial inclusion is limited. While the level differs among CCA coun-
tries, financial inclusion is, on average, lower than the EMDE average. For 
example, outstanding deposits with CCA commercial banks averaged about 
30 percent of GDP in 2016, compared with about a 62 percent average 
for non-CCA EMDEs. Within the CCA region, this figure ranges from 
40 percent in Georgia to 22 percent in Uzbekistan. According to surveys, 
households cite insufficient savings, expenses associated with holding a bank 
account, inadequate documentation, distance, and lack of trust in banks as 
reasons for the low use of financial services. Firms said they do not apply 
for loans because of unfavorable interest rates, complex application proce-

8For example, official regulatory ceilings on NPLs (in Kazakhstan, for instance, NPL ratios could not exceed 
10 percent) have likely encouraged banks to underreport these loans, leading to under-provisioning.
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dures, or insufficient collateral requirements, 
or because they do not need financing 
(Ayyagari, 2015).

Under these conditions, CCA banking 
sectors are not in strong shape to support 
integration, diversification, and more inclu-
sive and sustainable growth. Credit growth 
(at constant exchange rates) declined by 30 
to 40 percentage points in Azerbaijan and 
Tajikistan during 2015–16. The fall was less 
pronounced in Armenia, Georgia, Kazakh-
stan, and the Kyrgyz Republic. While there 
has been some recovery in credit growth in 
Armenia and Georgia, weak balance sheets 
and legacy impairments have had a negative 
effect on confidence in general and have 
weakened banks’ lending ability.

Correspondent Banking Relationships

Greater access to CBRs would stimulate greater economic ties and opportuni-
ties for the region. Banks that can maintain or increase their CBRs—related 
to trade finance, remittances, and any transactions that require settlement 
in foreign currency—are able to process higher dollar-volume amounts and 
stimulate cross-border financial flows (IFC 2017a). By the same token, 
a decline in the number of CBRs is a concern, because it can affect the 
ability to send and receive international payments or may drive payments 
underground, with potentially adverse impacts for trade, financial stabil-
ity, and growth.

Unfortunately, CBRs are under pressure in several CCA countries. A recent 
IMF survey on CBRs in the region found that 39 percent of banks had 
experienced a slight decline in the number of CBR accounts, while 13 per-
cent had experienced a significant decline over the past three years (IMF 
2018d). For example, one of the last major US-domiciled banks has recently 
withdrawn from the Kyrgyz banking system, compelling banks to carry out 
dollar-denominated transactions (such as those related to remittances) with a 
small number of Russian and Kazakh banks (Figure 15). Transactions in dol-
lars are becoming increasingly difficult and costly, impeding the efficacy and 
profitability of the banking sector. The main reasons given by survey respon-
dents for the decline in CBR accounts included changes in the business 
strategy and insufficient business to justify the cost of customer due diligence. 
Other factors—such as reorganization of business portfolios and enforcement 
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actions by the domestic authority on relevant foreign financial institutions—
were reported to play a smaller but still significant role.

Capital Markets

CCA capital markets are relatively underdeveloped, impeding regional inte-
gration. While there are differences within the region, the nonbank share of 
financial system assets is generally small, private equity markets are underde-
veloped, and the insurance business is picking up very slowly (IMF 2014). 
Local debt markets are small to nonexistent. Some firms have been able to 
issue debt instruments domestically, but trading is thin. Interbank markets 
(such as a repurchase market in Kazakhstan) help with bank liquidity, and 
foreign exchange swap markets are becoming more active.

Kazakhstan has ambitions to develop a regional financial center in Astana. 
The Astana International Financial Centre (AIFC) opened in 2018 with 
the aim of establishing a financial hub to attract investments from Central 
Asia, China, and the Middle East. The Astana International Exchange has 
partnered with NASDAQ and the Shanghai Stock Exchange, which is a 
part owner. The AIFC is in a special economic zone offering tax incentives, 
easier procedures for foreigners to acquire work permits, and use of English 
as its official language, and it is regulated by a court and international arbi-
tration center based on English law. The AIFC’s development will require 
further development of capital markets and addressing governance issues in 
Kazakhstan and the region (see later sections). The financial center will have 
to compete with other regional financial hubs in China and the Middle East. 
International investors will be watching the progress of Kazakhstan’s privat-
ization program and Sukuk issuance.

Toward a New Business Model

A new business model for the financial system is needed in the region. This 
model should provide a more transparent environment for domestic finance, 
promote and efficiently channel savings to productive investment, and 
increase foreign participation. Reforms should start with fostering a stron-
ger and more competitive banking system to enhance trust in the system 
and give it the ability to adapt products and services to the changing envi-
ronment for investment and economic diversification. Without change, the 
region risks missing out on considerable opportunities for economic growth 
and prosperity.

No single strategy can be applied to strengthen financial resilience and 
efficiency—decisive action is needed simultaneously on various fronts. 
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The actions depend on country-specific circumstances. Country strategies 
should have the broad goals of (1) strengthening financial stability, bank 
lending, and financial inclusion; (2) developing CBRs; and (3) developing 
capital markets.

Reforms are needed to enhance financial stability and facilitate bank interme-
diation to support economic activity and regional integration. Some com-
prehensive programs for enhancing financial stability and intermediation for 
countries in the region have been announced recently, including to improve 
regulatory and supervisory frameworks in Armenia, Georgia Kazakhstan, and 
the Kyrgyz Republic. The immediate priorities include the following:

 • Accurately assessing banking health in CCA countries. Uncertainty about the 
size of problems on banks’ balance sheets is hindering timely intervention. 
Early intervention would limit potential fiscal costs and support a speed-
ier recovery. NPL reporting, including off-balance-sheet items, should be 
brought in line with international best practice, and independent asset 
quality reviews are needed to accurately assess the viability of banks.

 • Further strengthening prudential regulation and supervision. Strengthening 
consolidated supervision and macroprudential frameworks is essential. 
For instance, stricter rules on banks’ open positions in foreign currency 
and foreign-currency-denominated lending would reduce dollarization, 
strengthen monetary policy transmission, and facilitate economic integra-
tion. Financial supervision should also move toward a risk-based approach, 
and CCA banks should be encouraged to strengthen credit risk assessment 
to prevent further accumulation of impaired assets.

 • Improving bank governance. In many CCA countries, weak bank gover-
nance, exacerbated by political interference and corruption, has encouraged 
related-party lending and excessive risk taking. Governance problems can 
seriously undermine credit support to the economy and growth, and efforts 
should be made to strengthen transparency (including establishing clear 
responsibility at the executive and board levels); limit public sector influ-
ence on banks; and establish independent risk management, compliance, 
and internal control units.

 • Strengthening bank resolution frameworks. CCA countries need to enhance 
the effectiveness of their resolution frameworks, including strengthening 
the independence and governance of the resolution authority. State support 
should only be provided for viable banks under strict conditions, such as 
time-bound recapitalizations with clear restructuring plans. For insolvent 
institutions, liquidation options should provide for orderly closure while 
protecting retail customers through deposit insurance.

 • Promoting savings and financial inclusion. This means developing and 
marketing savings products and undertaking a financial literacy campaign. 
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Modern mobile banking products and payment systems should be pro-
moted to reach the large unbanked segments of the population. Bringing 
the unbanked into the financial system will help channel savings into 
investments and contribute to a more vibrant and inclusive economy.

Efforts are needed to address issues related to CBRs, given their importance 
for the banking sector and the potential to improve integration and eco-
nomic prospects for the region more broadly. Measures should be taken to 
enhance respondent banks’ capacity to manage risks, improve communica-
tions between correspondent and respondent banks, remove impediments to 
information sharing, and strengthen and effectively implement regulatory and 
supervisory frameworks in line with international standards, especially those 
for combatting money laundering and the financing of terrorism.

Capital market development should be a part of broader financial reforms 
and economic integration. Efficient foreign exchange and money markets, as 
well as hedging instruments, are needed. The development of the corporate 
bond and equity markets can also be useful to channel savings for project 
financing and infrastructure investment and to strengthen partnerships with 
foreign investors. The increase in trade, investment, and infrastructure proj-
ects connected to the BRI also has the potential to increase ancillary products 
and services, such as insurance. Efforts to develop capital markets should be 
pursued on several fronts, including the following:

 • Modernizing infrastructure. Modernizing financial sector infrastructure 
can expand and deepen capital markets. Modernization programs should 
include reviewing and updating securities and capital markets laws to 
ensure transparent rules for issuers and investor protection; creating appro-
priate regulations and robust supervisory arrangements; and upgrading 
settlement, clearing, and payment infrastructure and operations to interna-
tional standards (IFC 2017b).

 • Money and foreign exchange markets. In the money and foreign exchange 
markets, the central bank can play a role in monitoring market develop-
ments and behavior, and can act as a safety valve in emergency situations. 
Developing the Treasury bill market would help support money market 
development and cash management.

 • Equities. The NASDAQ exchange in Armenia and cooperation between 
Kazakhstan and Euroclear to open the domestic bond market are good 
examples of regional initiatives to develop markets and infrastructure and 
to adopt international standards. Countries should ensure that regulations 
and taxes do not unduly constrain market development.

 • Debt markets. Governments should develop medium-term debt manage-
ment strategies that integrate market development objectives. As part of 
such a strategy, it is important to establish a sovereign benchmark yield 
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curve for the pricing of corporate debt; 
an issuance strategy; an effective auction 
and primary dealer system; market support 
mechanisms, including buy-back opera-
tions to establish benchmarks and trading; 
and incentives to grow the investor base. 
Governments could also consider using 
capital markets to help finance infra-
structure projects.

Structural Reforms

Ambitious structural reforms will be needed 
to support successful economic integra-
tion. The current growth model—heavily 
reliant on commodities, remittances, and 
public spending— is susceptible to shocks 
and will not generate sufficient growth and 

jobs needed to reduce poverty. The region has considerable potential and 
opportunities to diversify, open economies up to foreign trade and invest-
ment, and boost growth. To support these objectives, reforms will need to 
address impediments to private sector activity, productivity, and growth. 
Efforts to strengthen infrastructure, the business environment, governance, 
and labor skills will be particularly important, because gaps in the region 
remain considerable in these areas and because progress on these fronts would 
make countries more attractive to outside investors and support regional and 
global integration.

Opportunities for Greater Integration and Private Sector Activity

Reforms in the region should aim to raise productivity growth and facilitate 
deeper economic integration. Empirical analysis (Dabla-Norris, Ho, and 
Kyobe 2016) suggests that the effectiveness of structural reforms to raise pro-
ductivity depends on a country’s income level and its distance to the technol-
ogy frontier. Thus, for instance, to maximize productivity gains, low-income 
countries may benefit more from removing price controls and liberalizing 
trade, whereas emerging markets can benefit more from enhancing the 
efficiency of banking systems, developing capital markets, and strengthening 
the business environment. CCA countries have already completed many of 
the stage 1 or “market-enabling” reforms: price liberalization, privatization of 
small firms, and exchange rate unification as defined by the European Bank 
for Reconstruction and Development’s framework for transition economies 
(Figure 16). Progress on market-deepening and market-sustaining reforms 
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Figure 16. Three Stages of Reform in the CCA
(Average Transition Indicators)

Source: European Bank for Reconstruction and Development.
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(stages 2 and 3)—which include governance reforms, financial deepen-
ing, privatization of larger firms, commercialization of infrastructure, and 
other elements to strengthen the business environment (for example, con-
tract enforcement and property rights)—are not as well advanced. A recent 
study by Funke, Isakova, and Ivanya (2017) suggests that improvements 
to strengthen institutions, develop infrastructure, enhance financial market 
development, and improve labor market efficiency could have high payoffs 
for growth in the region. 

Inadequate infrastructure is a key impediment to growth and integration. 
EBRD transition indicators show that Kazakhstan and countries in the 
Caucasus have made more inroads in developing infrastructure—including 
roads, railways, water, electric grids, and information and communications 
technology—than other CCA economies (Table 4). Infrastructure invest-
ments in countries like Kazakhstan and Georgia are central to their develop-
ment plans and have gathered support from international partners.9 Reforms 
in Tajikistan, Turkmenistan, and Uzbekistan are less advanced.

A strong business environment is key to fostering innovation, productivity, 
and growth. The World Bank’s Doing Business Indicators, which measure the 
quality and effectiveness of business regulation, show considerable dispersion 
across CCA countries (Table 5). Georgia, with an overall ranking of 9 out 
of 190 countries, has implemented the highest number of business regula-
tion reforms (47) since the launch of the report in 2003. Other countries 
in the region—with the exception of Tajikistan and Turkmenistan, which 

9Georgia’s ambitious public investment plans include the development of an east-west highway and a 
north-south corridor by 2020, with support from international partners. In Kazakhstan, the development of 
road and rail corridors complements international integration via the BRI.

Table 4. Transition Indicators1

Corporate Sector Energy Infrastructure Financial Sector

Ag
rib

us
in

es
s

In
du

st
ry

Re
al

 E
st

at
e

IC
T

Na
tu

ra
l R

es
ou

rc
es

El
ec

tr
ic

 P
ow

er

W
at

er

Ur
ba

n 
Tr

an
sp

or
t

Ro
ad

s

Ra
ilw

ay
s

Ba
nk

in
g

In
su

ra
nc

e

Pr
iv

at
e 

Eq
ui

ty

Ca
pi

ta
l M

ar
ke

ts

Armenia 32 3 32 3 21 31 32 21 32 21 21 2 1 2
Azerbaijan 21 2 2 22 21 21 22 2 21 21 2 2 1 22
Georgia 32 32 32 32 2 31 2 21 21 3 32 2 1 22
Kazakhstan 32 2 3 3 22 3 21 21 32 3 21 21 22 2
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Source: EBRD Transition Report 2016-17.  
1Transition Indicators range from 1 to 4+, with 1 representing little or no change relative to a rigid, centrally planned economy and 4+ representing the 
standards of an industrialized market economy.
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are not ranked—rank in the top half of countries overall, but there is scope 
for improvement, notably in access to electricity, construction permitting, 
paying taxes, strengthening insolvency procedures, and enhancing cus-
toms procedures.

Governance needs to be improved. The CCA region continues to lag behind 
on most governance indicators (Box 5). Tackling corruption, increasing voice 
and accountability, and strengthening the rule of law would encourage invest-
ment and strengthen the region’s growth potential. While specific measures 
differ from country to country, efforts to strengthen governance and weed 
out corruption will require political leadership and greater voice, efforts to 
address money laundering, and improved procurement and fiscal transpar-
ency. More effort is also needed to strengthen the rule of law, including the 
judicial framework, property rights, and contract enforcement.

Strengthening labor markets and skills would yield significant benefits as the 
region opens up. The region needs to prepare its labor force, and particularly 
its youth, for the business and labor market opportunities that will present 
themselves with the opening up of markets to foreign trade and investment. 
The unemployment rate remains relatively high in Armenia, Georgia, and 
Tajikistan, and youth unemployment throughout the region is typically twice 
as high as overall unemployment (Figure 17). While the education system 
is generally strong, school-to-work transition is weak, and vocational educa-
tion and job-related training are not adequate. This is reflected in large labor 
market and business skill gap indicators (Table 6). With youth and rural 
unemployment high and employment concentrated in the low-productivity 
agricultural sector, it will be important for countries to develop the skills that 
are increasingly in demand in the global labor market (for example, skills in 
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more friendly business environment.
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information technology and critical thinking) and that will facilitate integra-
tion into GVCs. Labor market regulation—including hiring and redundancy 
rules, employee protection, and wage regulations—could be improved in a 
number of countries in the region to ensure adequate flexibility and protec-
tion. For example, more flexible employment contracts in countries such as 
Armenia, the Kyrgyz Republic, Tajikistan, and Uzbekistan would generate 
employment while facilitating labor market flexibility.10 

10For example, these countries do not allow fixed-term contracts for permanent tasks, which is the practice in 
most countries.
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China’s Belt and Road Initiative (BRI), unveiled by 
President Xi Jinping in 2013, involves all Caucasus 
and Central Asia (CCA) countries. The initiative 
focuses on strengthening economic ties and coop-
eration along the Silk Road connecting China to 
Europe via Central Asia (Silk Road Economic Belt) 
and the Indian Ocean (Maritime Silk Road). While 
the focus has been on infrastructure investment—
including roads, railways, and power grids—the 
initiative covers broader cooperation, including trade 
facilitation and technical assistance. The BRI is one 
of the largest and most complex investment projects 
in history, covering more than 65 countries—the 
equivalent of 65 percent of the world’s population 
and 40 percent of global GDP as of 2017.

The BRI presents considerable investment and trade 
opportunities for the CCA. China’s outward direct 
investment (ODI) to the region through the end of 
2016 amounted to nearly $10 billion (Figure 1.1). 
Kazakhstan has been the primary beneficiary, with 
over $5 billion in investment (4 percent of GDP). 
For the Kyrgyz Republic and Tajikistan, investments 
have been significant (in excess of $1 billion each), 
representing nearly 17 percent and 19 percent of 
their countries’ GDP, respectively (Figure 1.2).

While economic opportunities under the BRI are 
considerable and expected to grow, the initia-
tive also entails risks that need to be managed. 
Specifically, fiscal risks associated with public 
investment and infrastructure spending need to 
be mitigated and public debt sustainability main-
tained (see main text section on fiscal policy and 
frameworks). In addition, higher investment and 
growth could lead to a deterioration in the cur-
rent account, which could be only partially offset 
by higher capital inflows. Greater exchange rate 
flexibility should help mitigate such risks (see sec-
tion on monetary frameworks in the main text). 
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Figure 1.1. China’s ODI Stock in CCA, 2016
(Billions of US dollars)

Source: CEIC database.
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Figure 1.2. China’s ODI Stock in CCA, 2016
(Percent of GDP)

Source: CEIC database.
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The potential to increase regional trade among the Caucasus and Central Asia (CCA) 
countries can be assessed by the revealed comparative advantage (RCA) index.1 The 
RCA index has been estimated for each CCA country relative to each of its regional 
trading partners in 16 broad sectors. Data limitations precluded the calculation of the 
RCA for Tajikistan, Turkmenistan, and Uzbekistan relative to other CCA countries. 
However, bilateral export flows of Armenia, Azerbaijan, Georgia, Kazakhstan, and the 
Kyrgyz Republic allow the identification of some underused potential for regional inte-
gration within these CCA countries (Figure 2.1). Given their level of development, the 
largest potential to enhance trade integration among CCA countries in the near term 
exists mainly in the trade in primary commodities, foods, and metals. While there is 
no visible RCA for CCA countries relative to each other in machinery, transportation 
equipment, and other manufactured products, opportunities should be explored (also in 

1RCA is a measure of a country’s relative advantage in a specific sector as evidenced by trade flows. If 
the index is higher than 1 in a sector, a country’s share of exports in that sector exceeds the global export 
share of the same sector. In this case, the country has a relative advantage in that sector. The RCA index 
can also be interpreted as an indicator of direction and broad sectors for potential additional export flows 
between two countries.
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Figure 2.1. Revealed Comparative Advantage
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the context of global integration), as greater specialization would provide opportunities 
for entering global value chains and boost competitiveness and growth.

Kazakhstan has the largest potential for additional exports, though RCA exists for most 
countries in the region. In particular, Kazakhstan has an RCA in minerals compared 
with Turkmenistan, the Kyrgyz Republic, and Azerbaijan. Substantial additional exports 
of vegetables and foods are also possible from Kazakhstan to Tajikistan, Turkmenistan, 
and the Kyrgyz Republic. Additional large trade potential seems to exist between the 
Kyrgyz Republic, which has an RCA over Tajikistan in minerals exports, and between 
Georgia and Armenia in different types of minerals. Georgia could sell more chemicals 
to the Kyrgyz Republic and Uzbekistan.

Box 2. Potential to Enhance Regional Trade (continued)
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Greater economic integration has been a consideration for the Caucasus and Central 
Asia (CCA) countries practically since the breakup of the Soviet Union in 1991. As 
early as December 1991, the Commonwealth of Independent States (CIS) was founded 
among the eight CCA countries plus Belarus, Moldova, Russia, and Ukraine. In 1994, 
11 CIS countries (all but Turkmenistan) agreed to create a CIS-wide free trade area, 
but agreements were not signed or ratified by the full group. A customs union among 
Belarus, Kazakhstan, and Russia was established in 1996 and was extended as the Eur-
asian Economic Community (EAEC) in 2000 to the Kyrgyz Republic and Tajikistan. 
The Eurasian Economic Union succeeded the EAEC in 2014–15, comprising Belarus, 
Kazakhstan, and Russia, and later Armenia and the Kyrgyz Republic. Other groupings 
and affiliations have included the following:

 • Membership of seven CCA countries (excluding Armenia) in the Central Asia 
Regional Economic Cooperation program, focused on transportation, trade, and 
energy/utility projects, which have totaled $31.5 billion in investments since 2001.

 • Membership in the Shanghai Cooperation Organization (SCO), formed in 2001–03 
to foster policy dialogue among Kazakhstan, the Kyrgyz Republic, Tajikistan, and 
Uzbekistan, along with China and Russia, and later India and Pakistan. Armenia and 
Azerbaijan are SCO “dialogue partners.”

 • China’s Belt and Road Initiative, which covers more than 65 countries, including all 
CCA countries (see Box 1).

 • Partnership and free trade agreements between Caucasus countries and the 
European Union.

 • Membership of several CCA countries in the World Trade Organization.

While progress has been made in building capacity and institutions and upgrading 
infrastructure and connectivity, integration has not proceeded as strongly as suggested 
by these initiatives. Slow progress reflects a range of factors:

 • Structural factors. One restraining factor has been the importance in most CCA 
countries of primary commodity production and export, including hydrocarbons, 
minerals, metals, grain, cotton.

 • Macroeconomic factors. Volatility of growth and inflation in the CCA is among 
the world’s highest, in part reflecting volatile prices and the importance of natural 
resources. Recessions in 1998 (Russian crisis), 2008–09 (global financial crisis), and 
2014–15 (oil price shocks) were setbacks.

 • Institutional and policy variation. The years since independence have been marked 
by an extended period of building national institutions and policy frameworks, 
including those related to fiscal policy, business environments, and the rule of law. 
Convergence of policy frameworks (tax bases and rates, regulations) has not been a 
central objective.

Box 3. Limited Success of Integration Initiatives in the CCA
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 • Political-economic and governance challenges. These challenges have limited domes-
tic and foreign investor (including those from other CCA countries) interest in 
many CCA countries. Business openings have often gone to nationals, especially 
political elites.

 • Geopolitical challenges. These challenges have included tensions in the Caucasus and 
Central Asia, and dislocations linked to sanctions against Iran and Russia.

It will be important to overcome these challenges in the future, including with a 
strong spirit of openness and commitment to ensuring that integration extends beyond 
membership in regional groups to meaningful support from the highest levels for real 
integration—at borders, at grassroots levels, and among national institutions and agen-
cies that are critical for facilitating trade and exchange, coordination, monitoring, and 
enforcement. The change in policy direction in Uzbekistan and the opening of trade, 
transport, energy, and visa links and other contacts with regional neighbors is encourag-
ing, and should be emulated by the rest of the CCA countries.

Box 3. Limited Success of Integration Initiatives in the CCA (continued)
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In February 2017, the government of Uzbekistan introduced a broad-based program 
to develop the Uzbek economy; this program is being rapidly implemented and has 
the potential to markedly strengthen Uzbekistan’s growth prospects and improve liv-
ing standards. The program also presents an opportunity for enhanced economic 
cooperation among Caucasus and Central Asia countries, with significant positive 
economic benefits for the region. The following are some of the principal elements 
of the program:

 • Foreign exchange liberalization. The Uzbek sum has been floated, and restrictions 
on the purchase and sale of foreign exchange (including repatriation requirements) 
have been lifted. Preparations are underway to move to inflation targeting in 
the medium term.

 • Trade liberalization. Licensing requirements for foreign trade are being simplified, and 
previous monopolies (such as those related to the import and export of agricultural 
products) are being opened to competition. Customs procedures for transit of goods 
through Uzbekistan are being simplified.

 • Strengthening of transportation and utility networks. Rail and road connections are 
being actively promoted, including the recent openings of the Angren-Pap railway 
line linking China and Central Asia, and the Turkmenabad-Farab road and railway 
bridge. Significant efforts are also underway to boost energy production and exports, 
with support from the World Bank and the Asian Development Bank.

 • Travel. Visa requirements are being lifted for a growing number of countries, and the 
exit visa system is being abolished. Regulations and processes for border crossing have 
been simplified and new crossing points opened with Kazakhstan, the Kyrgyz Repub-
lic, and Tajikistan.

 • Migration. The framework regulating Uzbek labor in Russia has been improved to 
provide workers with more rights and security.

Box 4. Uzbekistan’s Liberalization Strategy

41

Annex



Governance is a broad concept covering all aspects of how a country is governed, 
including its economic policies, regulatory framework, and adherence to the rule of law. 
Poor governance offers incentives and opportunities for corruption (the abuse of pub-
lic office for private gain), which undermines public trust, threatens market integrity, 
distorts competition, and endangers economic development.

Good governance thus matters for economic development and growth. Well-functioning 
political institutions maintain good policies even through changes in governments and 
protect investors from arbitrary government decisions and expropriation (Acemoglu 
and others, 2008; IMF 2015b, 2018b). Political stability, robust and business-friendly 
regulations, and legal certainty also improve the investment climate, which is condu-
cive to growth.

Governance challenges vary across the Caucasus and Central Asia (CCA). The Worldwide 
Governance Indicators suggest that CCA countries lag behind other regions, particu-
larly in controlling corruption, enforcing the rule of law, and strengthening voice and 
accountability.1 Among the CCA countries, Georgia stands out as having better scorecards 
in most dimensions of governance, particularly in government effectiveness, regulatory 

quality, and controlling corruption.

CCA countries need to tackle governance 
issues more forcefully. Weeding out corrup-
tion will be key to improving the investment 
climate. While specific anticorruption mea-
sures differ from country to country, strong 
vested interests and ties make monopolistic 
economic structures, rent seeking, and corrup-
tion difficult to overcome. Change will need 
to come from government leadership. Specific 
areas where more could be done to enhance 
transparency and boost anticorruption efforts 
include strengthening Anti-Money Launder-

1The World Bank’s Worldwide Governance Indi-
cators combine the views of a large number of 
enterprise, citizen, and expert survey respondents in 
industrial and developing countries. While useful as 
a tool for broad cross-country comparisons and for 
evaluating broad trends over time, they are often too 
blunt for formulating specific governance reforms and 
do not represent the IMF’s assessment of the level of 
governance in a particular country.

CCA SSA MENA
LAC ECA EAP

Source: World Bank, Worldwide Governance Indicators.
Note: CCA = Caucasus and Central Asia, 
SSA = Sub-Saharan Africa, MENA = Middle East and 
North Africa, LAC = Latin American and Caribbean, 
ECA = Eastern Europe, EAP = East Asia and Pacific.
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ing/Combating the Financing of Terrorism in line with the Financial Action Task Force 
(FATF) standards, establishing procurement laws, and improving fiscal reporting. 

Efforts are also needed to strengthen the rule of law, including the judicial framework, 
to improve property rights, contract enforcement, and insolvency procedures. Improv-
ing the quality of the judiciary—in terms of both its technical capacity and its indepen-
dence from private influence and public interference—is key to ensuring predictability 
and the enforcement of economic rights, and promoting investment.

2016 
2015 

2016 
2015 

2016 
2015 

2016 
2015 

2016 
2015 

2016 
2015 

ARM
AZE
GEO
KAZ
KGZ
TJK
TKM
UZB

ARM
AZE
GEO
KAZ
KGZ
TJK
TKM
UZB

ARM
AZE
GEO
KAZ
KGZ
TJK
TKM
UZB

ARM
AZE
GEO
KAZ
KGZ
TJK

TKM
UZB

ARM
AZE
GEO
KAZ
KGZ
TJK

TKM
UZB

ARM
AZE
GEO
KAZ
KGZ
TJK

TKM
UZB

Figure 5.2. Governance Indicators in CCA Countries,  2015 and 2016 

–2.5 –1.5 –0.5 0.5 1.5 2.5

–2.5 –1.5 –0.5 0.5 1.5 2.5

–2.5 –1.5 –0.5 0.5 1.5 2.5

–2.5 –1.5 –0.5 0.5 1.5 2.5

–2.5 –1.5 –0.5 0.5 1.5 2.5 –2.5 –1.5 –0.5 0.5 1.5 2.5

1. Voice and Accountability 2. Political Stability

3. Government Effectiveness 4. Regulatory Quality 

5. Rule of Law 6. Control of Corruption  

Source: World Bank, Worldwide Governance Indicators.
Note: Ranges from approximately –2.5 (weak) to 2.5 (strong) governance performance.

Box 5. Governance (continued)

43

Annex



References

Acemoglu, D., S. Johnson, J. Robinson, and P. Yared. 2008. “Income and 
Democracy.” American Economic Review. 98 (3): 808–842.

Asian Development Bank. 2017. The Era of Financial Interconnectedness: How 
Can Asia Strengthen Financial Resilience? Manila: Asian Development Bank.

Ayyagari, M., and Thorsten Beck. 2015. “Financial Inclusion in Asia: 
An Overview.” ADB Economics Working Paper 449, Asian Develop-
ment Bank, Manila.

Barrand, P., A. Klemm, L. Liu, and J. Nagy. Forthcoming. “Revenue Policy 
and Administration Issues under the Belt and Road Initiative.” IMF Note 
(forthcoming), International Monetary Fund, Washington, DC.

Batini, N., and D. Laxton. 2005. “Under What Conditions Can Inflation 
Targeting Be Adopted? The Experience of Emerging Markets.” Working 
Paper 406, Central Bank of Chile. Santiago.

Buiter, W., and A. Taci. 2003. “Capital Account Liberalization and Finan-
cial Sector Development in Transition Countries.” In Capital Liberaliza-
tion in Transition Countries: Lessons from the Past and for the Future (pp. 
105–41), edited by A. Bakker and B. Chapple. Cheltenham, England, and 
Northampton, MA: Edward Elgar.

Caselli, F., L. Eyraud, A. Hodge, F. Diaz Kalan, Y. Kim, V. Lledo, S. Mbaye, 
A. Popescu, W. Reuter, J. Reynaud, E. Ture, and P. Wingender. 2018. 
“Second Generation Fiscal Rules: Balancing Simplicity, Flexibility and 
Enforceability—Technical Background Papers.” IMF Staff Discussion Note, 
International Monetary Fund, Washington, DC.

Chinn, M. and H. Ito. 2006. “What Matters for Financial Development? 
Capital Controls, Institutions and Interactions.” Journal of Development 
Economics, 81 (1): 163–192.

Coulibaly. 2012. “Monetary Policy in Emerging Market Economies: What 
Lessons from the Global Financial Crisis?” Federal Reserve International 
Finance Discussion Paper. Washington, DC.

Dabla-Norris, E., Ho, and Kyobe. 2016. “Structural Reforms and Productiv-
ity Growth in Emerging Market and Developing Economies.” IMF Work-
ing Paper 16/15, International Monetary Fund, Washington, DC.

Dincer, N., and Eichengreen. 2014. “Central Bank Transparency and Inde-
pendence: Updates and New Measures.” International Journal of Central 
Banking 10 (1): 189–259.

OPENING UP IN THE CAUCASUS AND CENTRAL ASIA

44



Duttagupta, R., Fernandez, and Karacadag. 2005. “Moving to a Flexible 
Exchange Rate: How, When and How Fast?” IMF Economic Issues Paper 
38, International Monetary Fund, Washington, DC.

Eichengreen, B. 2001. “Capital Account Liberalization: What Do 
the Cross-Country Studies Tell Us?” World Bank Economic Review 
15 (3): 341–65.

European Bank for Reconstruction and Development (EBRD). 2017. Transi-
tion for All, Transition Report 2016–17. London (EBRD).

———.2018. Sustaining Growth, Transition Report 
2017–18. London (EBRD).

European Central Bank (ECB). 2016. Draft Guidance to Banks on Nonper-
forming Loans. September. Frankfurt (ECB).

Fasih, T. 2008. Linking Education Policy to Labor Market Outcomes. Washing-
ton, DC: World Bank.

Fernandez, Andres, M. Klein, A. Rebucci, M. Schindler, and M. Uríbe. 
2016. “Capital Control Measures: A New Dataset.” IMF Economic 
Review 64: 548–74.

Freedman, and İnci Ötker-Robe. 2009. “Country Experiences with the Intro-
duction and Implementation of Inflation Targeting.” IMF Working Paper 
09/161, International Monetary Fund, Washington, DC.

Funke, N., Isakova, and Ivanyna. 2017. “Identifying Structural Reform Gaps 
in Emerging Europe, the Caucasus, and Central Asia.” IMF Working Paper 
17/82, International Monetary Fund, Washington, DC.

Gemayel, E., J. Aylward, M. Ghilardi, and L. Ocampos. 2018. “A Growth 
Friendly Path for Building Fiscal Buffers in CCA Countries.” IMF Depart-
mental Paper, International Monetary Fund, Washington, DC.

Gottschalk, R. “Sequencing Trade and Capital Account Liberalization: The 
Experience of Brazil in the 1990s.” UNCTAD Occasional Paper 132. 
Geneva (UNCTAD).

Horton, M, Samiei, Epstein, and Ross. 2016. “Exchange Rate Developments 
and Policies in the Caucasus and Central Asia.” IMF Departmental Paper, 
International Monetary Fund, Washington, DC.

Hunter, L. Forthcoming. “The Belt and Road Initiative: Opportunities, 
Risks, and Policy Challenges.” IMF Background Paper, International Mon-
etary Fund, Washington, DC.

Hurkey, J., Morris, and Portelance. 2018. “Examining the Debt Implications 
of the Belt and Road Initiative from a Policy Perspective.” CGD Policy 
Paper 121, Center for Global Development. Washington, DC.

References

45



International Finance Corporation (IFC). 2012. The Impact of Infra-
structure on Growth in Developing Countries. IFC Economics Note. 
Washington, DC.

———. 2017a. De-Risking and Other Challenges in the Emerging Market 
Financial Sector. IFC Insights (September). Washington, DC.

———. 2017b. “The Importance of Local Capital Markets for Financing 
Development.” IFC EM Compass series (January). Washington, DC.

Independent Evaluation Office. 2004. The IMF’s Approach to Capital 
Account Liberalization. Issues Paper (September). Washington, DC.

International Monetary Fund (IMF). 2004. “From Fixed to Float: Oper-
ational Aspects of Moving Toward Exchange Rate Flexibility.” Washing-
ton, DC, November.

———. 2012. The Liberalization and Management of Capital Flows—An 
Institutional View. IMF Policy Paper 4720, Washington, DC, Novem-
ber. https:// www .imf .org/ en/ Publications/ Policy -Papers/ Issues/ 2016/ 
12/ 31/ The -Liberalization -and -Management -of -Capital -Flows -An 
-Institutional -View -PP4720.

———. 2014. The Caucasus and Central Asia: Transitioning to Emerging 
Markets. Washington, DC.

———. 2015a. Evolving Monetary Policy Frameworks in Low-income and 
Other Developing Countries (October).

———. 2015b. Making Public Investment More Efficient. Washington, DC.

———. 2015c. Structural Reforms and Macroeconomic Performance: Initial 
Considerations for the Fund. Washington, DC.

———. 2016a. Analyzing and Managing Fiscal Risks—Best Practices. 
Washington, DC.

———. 2016b. Capital Flows—Review of Experience with the Institutional 
View. Washington, DC.

———. 2017a. Identifying Structural Reform Gaps in Emerging Europe, the 
Caucasus, and Central Asia. Washington, DC.

———. 2017b. Improving Public Investment Management in the Context 
of the Belt and Road Initiative. Washington, DC.

———. 2017c. “Leveraging Trade to Boost Growth in the MENAP and 
CCA Regions.” In Regional Economic Outlook: Middle East and Central Asia 
(Chapter 4 , October).

———. 2017d. Recent Trends in Correspondent Banking Relationships—
Further Considerations. Washington, DC.

OPENING UP IN THE CAUCASUS AND CENTRAL ASIA

46



———. 2017e. World Economic Outlook Database. https:// www .imf .org/ 
external/ pubs/ ft/ weo/ 2017/ 02/ weodata/ index .aspx

———. 2018a. Coordinated Direct Investment Survey. http:// data .imf .org/ 
?sk = 40313609 -F037 -48C1 -84B1 -E1F1CE54D6D5

———. 2018b. Review of Guidance Note on Governance: Proposed Supple-
ment. Washington, DC.

———. 2018c. “Second Generation of Fiscal Rules.” Staff Discussion Note, 
International Monetary Fund, Washington, DC.

———. 2018d. The Withdrawal of Correspondent Banking Relationships 
in the Caucasus and Central Asia. IMF Working Paper (forthcoming). 
Washington, DC.

Kinoshita, Y, Nguyen, Yoo, and Zoli. Forthcoming. “Taking Stock: China 
and the Belt and Road Countries.” IMF Background Paper, International 
Monetary Fund, Washington, DC.

Kireyev, A. 2016. “WTO Accession Reforms and Competitiveness: Lessons 
for Africa and Low-Income Economies.” In African Perspectives on the 
Future of the WTO, edited by P. Low, C. Osakwe, and M. Oshikawa. WTO 
and Cambridge University Press. Geneva (WTO).

Kireyev, Al., Kryshko, Nadwa, and Pinat. 2017. “Leveraging Trade to Boost 
Growth in the MENAP and CCA Regions.” IMF Regional Economic Out-
look. Washington, DC: International Monetary Fund, October.

Lam, W., and Moreno-Badia. 2018. “Strengthening Fiscal Frameworks for 
a Successful Belt and Road Initiative.” IMF Note (forthcoming), Interna-
tional Monetary Fund, Washington, DC.

Laurens, Eckhold, King, Maehle, Naseer, and Durre. 2015. “The Journey 
to Inflation Targeting: Easier Said than Done: The Case for Transitional 
Arrangements along the Road.” IMF Working Paper 15/136, International 
Monetary Fund, Washington, DC.

Lord, M. 2015. “Regional Economic Integration in Central Asia and South 
Asia.” Munich Personal RePEc Archive (MPRA) Paper 66436, Septem-
ber. Munich (MPRA).

Mogilevski, R. 2012. “Re-export Activities in Kyrgyzstan.” Working Paper 9, 
University of Central Asia. Tekeli.

North, D., Acemoglu, Fukuyama, and Rodrik. 2008. Governance, Growth, 
and Development Decision-making. World Bank. Washington, DC.

Overland, I. 2017. Tariffs and Formal and Informal Trade Barriers in Central 
Asia. Norwegian Institute of International Affairs. Oslo.

References

47



Overseas Development Institute (ODI). 2007. Central Asia: Governance, Geo-
politics and Development Challenges. London.

Schaechter, A., Kinda, Budina, and Weber. 2012. “Fiscal Rules in Response 
to the Crisis—Toward the ’Next Generation’ Rules. A New Dataset.” IMF 
Working Paper 12/187, International Monetary Fund, Washington, DC.

Tamirisa, N., C. Duenwald, T. Mirzoev, G. Pierre, G. Agou, B. Nadwa, K. 
Dybczak. 2018. “Public Wage Bills in the Middle East and Central Asia.” 
IMF Departmental Paper. International Monetary Fund, Washington, DC.

Viokurov, E. 2017. “Eurasian Economic Union: Current State and Prelimi-
nary Results.” Russian Journal of Economics 3: 54–70.

Wei, Shang-Jin, and Zhiwei Zhang. 2007. “Collateral Damage: Exchange 
Controls and International Trade.” Journal of International Money and 
Finance 26 (5): 841–63.

The World Bank. 2018. Doing Business 2018: Reforming to Create Jobs. 
Washington, DC.

World Economic Forum. The Global Competitiveness Report 
2017–18. Geneva.

World Trade Organization (WTO). 2018. Trade Facilitation Agreement. 
https:// www .wto .org/ english/ tratop _e/ tradfa _e/ tradfa _e .htm

OPENING UP IN THE CAUCASUS AND CENTRAL ASIA

48




