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Maria, an investor from Issyk Kul, located in far eastern Kyrgyzstan, wanted to lease an
eight-acre plot to produce bottled water. To start the business, Maria was required to
open a bank account, register with the local government and the tax inspectorate, verify
paperwork with the regional government, obtain a “Code of Enterprise” from the
Statistics Committee, obtain a certificate of registration from the regional government
based on this Code, notarize all documents, and present a business plan to show
exactly how her enterprise would be profitable.

The multiple applications required submissions within a limited time period (ten days for
registration, 17 days for regional government permission, and three days for “Code of
Enterprise”), which caused extreme time pressures. Moreover, Maria had to extend
time and resources to frequently make the four-hour drive to Bishkek, as most of the
necessary documents had to be processed by government agencies there to be
acknowledged by the local government offices of Issyk Kul. An additional difficulty was
that the work of the different agencies was not coordinated. Given these and other
administrative hurdles later thrown at her — lost paperwork, resubmitted registrations,
wrong information, pressures to sell her license to others, etc. — Maria still cannot open
her business nearly three years since originally applying for registration. Unfortunately,
the excessive and abusive bureaucracy that Maria faced is the norm for most
entrepreneurs in Central Asia.

After more than a decade of reforms, the Former Soviet States of Kazakhstan,
Uzbekistan, Kyrgyzstan, Tajikistan, and Turkmenistan continue to struggle with building
democratic societies and functioning markets. While various issues limit growth and
development in each country, high administrative barriers that stifle market entry and
economic activity are common and are the root of the large entrepreneurial gap
plaguing the Central Asian economies today. The business community in Central Asia
suffers from excessive regulatory and licensing requirements, inspections by a variety of
enforcement agencies, complex and arbitrary taxation, a weak financial sector, and poor
banking practices. The problem is only exacerbated by the governments’ unwillingness
to reduce the administrative barriers hampering investment and regional trade.



Moreover, the administrative barriers not only impede the business community’s ability
to effectively build the foundation for foreign direct investment but also escalate the
activities of the informal sector.

Although neglected and abused, SMEs represent an important part of the economies of
the regional countries. In 2000, private enterprises contributed 60 percent of
Kazakhstan’s and Kyrgystan’s GDP and 45 percent of Uzbekistan’s GDP.! These
numbers likely do not include the impressive informal sector, which is a significant
component of the overall GDP-- even at conservative estimates. According to World
Bank data, the informal economy (as a percent of GNP) comprises nearly 43.2 percent
($73.7 billion), 49.8 percent ($4.9 Billion), and 34.1 percent ($25.3 Billion) for
Kazakhstan, Kyrgyzstan, and Uzbekistan, respectively.

These institutionalized administrative barriers forfeit billions of dollars in potential profit
each year, threatening to derail the region’s political and economic transition. These
losses result from ill-designed, complex laws and regulations and poor government
practices that unnecessarily raise the cost of doing business in the formal sector. High
business costs force entrepreneurs of modest means to survive by operating low-
income, low-growth activities in the informal sector, thereby squandering their economic
potential. Moreover, costly business regulations encourage investors to flock to more
hospitable business climates causing the Central Asian countries the loss of much
needed investment.

To better identify specific administrative barriers to development in Central Asia, the
Center for International Private Enterprise (CIPE) organized a series of fact-finding
roundtables entitled “Administrative Barriers to Entrepreneurship.” These roundtables,
which were held from October to December 2002, were attended by 110 entrepreneurs
from several Central Asian countries who concluded that corruption was the biggest
obstacle to reform.

In Kyrgyzstan, for example, the roundtable discussion was centered on SMES’
difficulties with access to credit and resources because of inspections, tax, and,
customs officials demand for bribes. In Kazakhstan, widespread corruption - particularly
in the attempted startups by SMEs dealing with licensing, customs duties, and access to
credit - was highlighted. The roundtables in Uzbekistan not only concentrated on
access to credit and materials but also difficulties in business registration as the key
points in treating corruption. The resulting delays and harassment that stem from the
system of expected bribes drive businesses into the informal sector, in turn helping
institutionalize corruption and stamping out free competition. SMEs that comply with the

! European Bank for Reconstruction and Development, Transition Report, 2001.
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excessive regulations find themselves often devoid of registrations, licenses,
certificates, materials, and funds, out of the market, and eventually out of business.

It was the business associations’ help and guidance that shaped the roundtables as an
initial step to unite the private sector and galvanized entrepreneurs around challenging
the administrative barriers of excessive licensing and regulatory requirements, complex
and arbitrary taxation, inadequate banking systems and poor banking practices, and the
governments’ lack of commitment to reduce these barriers.

Excessive Licensing and Regulatory Requirements

The regulatory and licensing barriers are the continuation of the Soviet “system of
permissions” whereby one must obtain approval from the authorities to embark on even
the smallest tasks. Although Central Asian governments are vocal in their support and
praise for the open and free market system, the businesspeople appear to have to seek
permission from the government at every step of operations. The “permissive”
entrepreneurial climate, characterized by abundant overregulation, continues to inflict
losses on entrepreneurial activity across all sectors of the economy.

When entrepreneurs attempt to seek legal redress to register, they soon discover a
different level of hurdles: those who pay bribes can keep prices artificially low and force
competitors out of business. Such arrangements have extremely negative effects on
the overall competitive nature of the economic system and the free interplay of market
forces. Many see joining the informal sector as the only way to remain in business.

Consider the case of TIM, a small Uzbek limited liability company that exported fruits
and vegetables. TIM was refused registration twice after lengthy waits despite the
government “one stop shop” registration system which theoretically allows business to
register within 12 days. TIM hired an attorney and eventually succeeded in registering,
only to realize that it couldn’t compete with similar firms as competitors paid bribes to
avoid paying arbitrary and excessive fines, thereby driving prices artificially low.

Once a firm is registered and does manage to operate, administrative barriers are
reinforced by constant inspections. They serve to exhaust the firm’s owner(s) and
virtually facilitate the firm’s transition into the informal sector. Indeed, inspectors
themselves openly hint that should bribes be paid from the start, everyone will be
spared time and aggravation.

Some entrepreneurs petition the government for redress, but governments rarely act
against the abuser(s). The weak rule-of-law mechanisms do not punish corruption, but
rather only serve to reinforce the administrative barriers. Situations where the
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government officials refuse to cooperate with the entrepreneurs leaves the informal
sector as the only way to do business in a semi-official, shadow environment.

To ease the chokehold on their activities, a pattern of conducting business by SMEs in
Central Asia has emerged, which consists of three options for the entrepreneur: (1)
Enter the informal sector by paying bribes each step of the way (2) Secure and utilize
“connections” in government and/or (3) Obtain a government position and abuse the
system of authority to one’s benefit.

Excessive, Complex, and Arbitrary Taxation

The taxation system throughout Central Asia is complex, subject to abuse by
government officials (and businesses), and appears to change frequently. The net
effect of an excessive, abusive, and arbitrary system of taxation is that SMEs find it
virtually impossible to conform to all the laws and tax regulations, making the informal
sector the only chance for survive in the market.

In Kazakhstan, a 1995 Tax Code was in effect until 2002 and was considered to be
among the most comprehensive pieces of tax legislation in the former Soviet Union.
Today, however, this tax code is often blamed as a major cause of capital flight. A new
Tax Code was adopted in 2002, but it, too, causes SMEs difficulty in staying in
business.

The difficulties of the new Kazakh Tax Code are best illustrated in the case of Akzhol, a
small publisher with a staff of two. The Code restricted previous employee-owned
pension funds from being invested in the company (with their consent). It also
introduced a “small assessment” tax that subjugates minor assets to the same property
tax as major assets, thus placing heavy financial burden on small enterprises. Under
this provision, Akzhol was liable for close to $10,000—a huge sum for Central Asian
SMEs. Additionally, the Code considers all tax-paying enterprises registered before
January 1, 2002, to be Value Added Tax (VAT) payers, subject to interpretation of the
strict tax police. To avoid bankruptcy under the regulations and fees imposed by the
new Tax Code, Akzhol had no choice but to bribe the tax inspector to post-date their
company’s registration.

Likewise in Uzbekistan, a rigid and confusing tax system often drives SMEs out of the
market. In addition to unreasonably high taxation rates, the taxation framework seems
to be in a state of constant flux, often in an arbitrary manner — a major disincentive for
starting (and if started, for continuing to operate) an SME. Because the tax system is
complicated, voluminous, confusing, and rapidly changing, businesses are driven into
the informal sector either by not registering or by conducting part or all of their activities
in cash, not reporting most of their activities for tax purposes.
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Importing materials into Uzbekistan and imposing import fees is a major problem, as
there are few regulations to guide this activity in a reliable and effective manner. Ad
hoc administrative solutions foster rampant corruption in the field of importing. For
example, the aforementioned firm TIM initially opted to import fruit freezing technology
in order to stay in business without paying bribes, earning the firm “joint venture” status.
However, such status requires the firm to pay an excessive and unreasonable 30%
import fee. It provided TIM with only two choices: comply with all government
regulations and risk bankruptcy; or pay bribes to officials to proceed with economic
activity. TIM “chose” the latter.

Inadequate Banking System and Poor Banking Practices

Inadequate banking systems in Central Asia impose impossible demands on
entrepreneurs. The roundtable discussions in all three countries highlighted the fact
that the timeframes and terms of credit for repayments are unreasonable, collateral is
difficult to provide, and finding a guarantor to help secure a loan is very difficult.
Additionally, banks have little incentive to extend credit since over half of their profit is
from teller and cash operation services.

One of the underlying reasons for the poor banking practices is the high risk of
delinquency or bad loans. For example, in Uzbekistan, 50% of the borrowers default on
their loans, resulting in high interest rates--17% annually on the average and dropping
slightly after the first year. The high interest is a very heavy burden for SMEs,
particularly the ones that operate in a seasonal industry. Additional burdens include
unreasonable demands for audits, inspections, and documentation.

Berke, a Kazakh children clothes producer, applied for a $100,000 three-year loan in
order to purchase sewing equipment. The company was required to submit a business
plan, limited liability partnership audit documents, and proof of collateral. The cost of
completing the first two items equaled two-fifths of Berke’s turnover. When the bank
changed owners, the loan was simply denied. Berke then had to complete the process
with a different bank, this time requiring that its representative assess the collateral.
Consequently, Berke was valued at 50% of its real value and had to pay a legal firm
associated with the bank to prepare its business plan and conduct an audit. Five
months after applying, Berke obtained a loan for $20,000 less than for what it originally
applied at a significant cost in time and money.

Moreover, entrepreneurs are frustrated by bank clerks’ incompetence and their frequent
abuse of authority. For example, some entrepreneurs at the roundtables described how
bank representatives stand near the cash registers in various shops and market stands
and record the profits of each register noting every input, so that later they know how
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much to extract in bribes. Zigzag, an Uzbek joint venture that produces juices and juice
concentrates, had to go through a similar exercise like Berke in Kazakhstan because of
a bank’s “change of ownership.” Originally, a “facilitation fee” would have solved
Zigzag’'s headache with the bank and government authorities in gaining access to
credit. However, because Zigzag has a foreign partner and wanted to import
equipment, the Ministry of Economic Relations needed to issue an “import contract,”
which took nearly two months (as opposed to the proscribed ten days). Because of
bureaucratic delays, a year and a half later, Zigzag is still unable to obtain a loan.

Access to cash is extremely problematic for Uzbek entrepreneurs. In Uzbekistan,
entrepreneurs are unable to withdraw their own money from the bank. Cash
withdrawals are allowed only for two purposes--salary payment and travel expenses.
Banks use the excuse that they lack cash reserves and cite numerous confusing
regulations that prohibit them from dispensing cash. As a result, purchasing even the
most basic products or supplies requires that the purchaser find a supplier who has a
bank account and accepts payment via a bank transfer mechanism Consequently,
entrepreneurs avoid depositing funds, further perpetuating the cycle of low cash
reserves.

The Uzbek legislation of August 2002, “On Measures for Reduction of Non-banking
Circulation of Money,” allows each banking customer to withdraw any amount of money
from his account on first request for the purpose of purchasing raw materials. In theory,
this is a step in the right direction. However, in reality banks do not honor this new
legislation. Banks cite a preceding decree of March 1999, in which the Cabinet of
Ministers requests that all wholesale transactions be paid only by bank transfers.

Additionally, while salary ceilings have been officially eliminated, they are still
maintained. Banks have not received instructions regarding the elimination of salary
ceilings, so they refuse to allow withdrawals after the 20™ of the month. Consequently
SMEs acquire materials in the bazaars or from local merchants, whose materials are
usually overpriced due to the high cost of doing business

Unable to obtain credit (or cash) easily in their home banks, SMEs face another major
problem: applying for foreign credit with a foreign bank. In Uzbekistan, all foreign credit
applications must be forwarded to the Uzbek Central Bank (UCB), which rarely forwards
them to the foreign bank. The five- to ten-day period to review a credit application
actually varies from six months to over a year. UCB is the banking system’s umbrella
where businessmen are allowed to hold their savings. However, The Ministry of
Finance prohibits direct deposits by a businessman. For this, the Ministry of Finance
hires a third party through the Central Bank that visits the business every day to collect
the daily profits; the SME must pay for the service. The profits must be estimated in
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advance, and if the revenues do not match the estimate, the business pays a penalty.
The UCB effectively sets the tone for practice for the rest of the banks.

Lack of Government’s Commitment to Reduce Administrative Barriers

The business community perceives that the governments are doing little to reduce
administrative barriers impeding investment and regional trade. Entrepreneurs across
Central Asia blame their governments for having little qualification and a poor
understanding of the importance of addressing these problems. In fact, they contend
that the government has a poor understanding of how a free market works and how it
benefits the whole society. As a result, the informal sector continues to grow and the
income the governments would have otherwise collected is lost, in turn losing the
money with which to pay their employees. In short, the institutionalization of the system
of bribery allows some government workers to profit greatly from the situation and resist
any changes in the status quo. The “government profiteers” have an entrenched
interest in preserving the current policies and legislative acts that give rise to the
administrative barriers.

Government officials who do not know or are often unable to clearly explain the very
process businesses should undertake further hamper investment and regional trade.
Arbitrary interpretation of regulations by officials, such as the cost and availability of
services, has cost many entrepreneurs much time and money. In fact, all the
roundtable discussions outlined a pattern by which official decisions are made
arbitrarily, inconsistently, and opaquely.

Another major impediment to regional trade and investment is a weak private property
protection system. The roundtable discussions highlighted the fact that private property
in Central Asia is constantly devalued or undervalued because of an absence of a clear
and efficient property protection system. When an entrepreneur tries to defend his
property, the authorities often rebuke him. A Kyrgyz door manufacturer, Alexey, refused
to comply with the multitude of outrageous requirements for certificates to be able to
produce doors, and threatened to create a public spectacle by burning all the doors if
the necessary certificates were not provided as per the law. But these rather extreme
measures do not comprise a systemic answer. Faced with a matter of business
survival, entrepreneurs resort to extra-legal measures, further contributing to the
growing epidemic of the informal sector in Central Asia.

Another barrier that has consistently contributed to the growth of the informal sector and
was highlighted time and time again at each roundtable is the lack of information on
existing laws and, when made public, their voluminous and confusing nature. Each
country has experienced a flurry of legislation that was particularly rapid during the
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transition period. Therefore, entrepreneurs suggested that the key to expediting market
reform in the region is to address the sizeable information vacuum.

Private Sector Momentum for Change

In many cases, the governments in the Central Asian region still operate in the old
Soviet manner, where the business environment is dominated by complex and
burdensome regulations, favoritism, corruption, and weak enforcement mechanisms.
As a result, businesses are forced into the informal economy, countries are unable to
attract investment, and participation of the private sector in the decision-making process
is limited.

Business associations and other NGOs in Central Asia are eager for reforms to take
place. CIPE has been working with key organizations in the region to boost the role of
the private sector in furthering the principles of a democratic form of government,
including transparency, accountability, an open market economy, and a participatory
political system. While the governments of these countries have remained relatively
open to such dialogue, to date there has been little collective effort on behalf of the
private sector to push through significant changes in legislation. However, momentum
continues to build within the private sector, and business groups are realizing that their
voice must be heard in the policy-making process for increased investment, regional
trade, and a decreasing informal sector to become a reality. CIPE is now working to
help these organizations strengthen their voice and propose concrete changes to ease
the barriers to business.
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