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Greater economic integration within the Commonwealth of Independent States (CIS) has been a
goal of some policymakers ever since the fall of the Soviet Union 20 years ago, with “hundreds
of initiatives and projects that aim for deeper cooperation between countries in the region.”
While there have been many false starts, integration may finally be on the intended track. On
January 1, 2012, the customs union of Belarus, Kazakhstan, and Russia took a big step in this
direction by removing all barriers to trade, capital, and labor movements between the three
countries.> Policymakers, especially in Russia, have signaled that even this landmark step is
merely a way station en route to a comprehensive “Eurasian Union,” a “‘Eurasian Schengen’
(free movement of people among the three countries, built on the example of the European
Union) by 2015, followed by a currency union and, ultimately, full economic integration.”

But as the European Union, a successful model for regional integration, enters the most dif-
ficult phase of its existence as an economic and political union, policymakers need to consider
whether the idea of a “Eurasian Union”
is a good one. At face value, the Eur- o )
asian proposal has merit if it can con- Greater economic mt@grau on

tribute to increasing trade in a region

of the world in which trade has been W|th|n the Common\/\/ea‘th
difficult. According to the World Bank’s Of ‘ ndepe N d en’[ S’[a‘[eg <C‘ S)

the IS Is even inthe op 100 mteims 1125 DeeN a goal of some
of ease of “trading across borders,” with p 0O | | Cymake S ever since ’[h e fa| ‘

Armenia being the highest-performer

at 104 and Uzbekistan last at 285, e O1 L€ SOviet Union 20 years ago

Figure 1: Percentage of Exports from the CIS, by Category, 1996 and 2003
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1/ Evgeny Vinokurov and Alexander Libman, “The EDB System of Indicators of Eurasian Integration: General Findings,” in Eurasian
Development Bank Eurasian Integration Yearbook 2010, available online at: http://eabr.org/media/img/eng/research-and-publications/
IntegrationYearbook/2010/a_n3_2010_full%2oversion.pdf

2/ Vladimir Putin, “A New Integration Project for Eurasia,” Izvestia, October 4, 2011.

3/ Dmitri Trennin, “Russia’s Eurasian Integration,” Japan Times, November g, 2011, available at: http://www.,japantimes.co.jp/text/
eo20111109a1.html.
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hind such free-trade stalwarts as Zimbabwe and Afghanistan (see Table 1). This performance
is even worse when compared to former Soviet countries that refuse to participate in the CIS,
such as the Baltic States, or who have withdrawn (Georgia). All of these countries are ranked in
or near the top quarter of all countries worldwide. Thus, any move towards trade liberalization
could only benefit an area of the world that has seen precious little.

However, there are worries that greater Eurasian integration will not lead to sizable gains
in living standards in the countries that opt to enter into the union. In the first instance, the
countries that are most likely candidates for a Eurasian Union are precisely those CIS members
that have not liberalized. If membership in the CIS hasn’t led to growth, why would increasing
integration with similarly situated countries? Even if trade is expanded, there are worries that
the output of each country is too similar to other potential members of the Eurasian Union to
have much of an economic boost. Over the post-Soviet period, trade from the CIS has skewed
heavily towards natural resource-intensive exports (Figures 1 and 2). Finally, it is possible that
only the larger states of the Eurasian Union (in particular Russia) could derive benefits from
increased integration, with a new union leaving Russia as the head of a series of economically
dependent states.

The purpose of this paper is to examine the prospects for a Eurasian Union and what its
effects could potentially be in the region. In particular, we will examine the possible effects on
trade in goods, capital, and labor and attempt to derive some policy conclusions on the desir-
ability and feasibility of such a union.

Figure 2: Change in Factor Intensity of Exports by Country, 1996-2003
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Source: World Bank.

Tajikistan, Turkmenistan, and Uzbekistan are not shown for lack of data. However, given the reliance of these
economies on natural resources, it is safe to assume that they, too, saw a large increase in resource-intensive
exports over this period.
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Table 1: Trading Across Borders Rankings in the Former Soviet Union

Economy Trading Across Borders Ranking
Singapore 1
Hong Kong SAR, China
Estonia 3
Latvia 15
Lithuania 28
Georgia 54
Armenia 104
Moldova 134
Iran, Islamic Rep. 138
Ukraine 140
Sudan 151
Belarus 152
Russian Federation 160
Cote d'voire 161
Azerbaijan 170
Kyrgyz Republic 171
Zimbabwe 172
Kazakhstan 176
Tajikistan 177
Afghanistan 179
Iraq 180
Uzbekistan 183

Source: World Bank Doing Business 2011
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Current moves towards a Eurasian Union follow
in the footsteps of initiatives that have proceed-
ed in the CIS region almost from the moment
that the Soviet Union disintegrated. Integration
efforts over the past 20 years have at times in-
volved all, some , or only a few of the members
of the CIS, with five major geographic group-
ings of integration*

1. CIS-12 (all post-Soviet countries, excluding
the Baltics, but including Georgia);

2. EurAsEC-5 (Russia, Kazakhstan, Kyrgyzstan,
Belarus, and Tajikistan);

3. EurAsEC-3 (the three largest EurAsEC coun-
tries: Russia, Kazakhstan, and Belarus);

4. CES-4 (the four largest post-Soviet econo-
mies: Russia, Ukraine, Belarus, and Kazakh-
stan, named after the failed Single Economic
Space in 2003-2004); and

5. CA-4 (the four Central Asian states participat-
ing in integration: Kazakhstan, Kyrgyzstan,
Uzbekistan, and Tajikistan).

Of these various initiatives, the grouping
that has progressed the furthest is the EurA-
SEC-3, which is currently implementing the
Common Economic Space (CES). Even this suc-
cess has been a long time in the making, be-
ginning in 1995 with an agreed-upon customs
union between Belarus and Russia, expand-
ing to Kazakhstan and Kyrgyzstan in 1996 and
Tajikistan in 1998; however, there was little
movement towards implementation “due to
the enormous discrepancies between the part-
ners’ interests.” By 2000, this “Customs Union”
was transformed into the Eurasian Economic
Community (EurAsEC) among the signatory
countries. It wasn’'t until 2007, however, that a
formal agreement was signed between Russia,
Belarus, and Kazakhstan, putting in place the
Customs Union Commission (CUC) to oversee
key issues of integration. This was followed
by harmonization of legislation in December
2008 on customs procedures and regimes, pro-
cedures for goods customs declaration, and the

4/ Evgeny Vinokurov and Alexander Libman, “The EDB System of
Indicators of Eurasian Integration: General Findings.”

5/ Iwona Wisniewska, “Who Needs the Customs Union?”
EastWeek, publication of the Centre for Eastern Studies (Warsaw),
December 2, 2009, available online at: http://www.osw.waw.pl/en/
publikacje/eastweek/2009-12-02/who-needs-customs-union.

formation of a legal environment for a customs
union within the EurAsEC.° The CUC held its
first session in February 2009, and a common
customs tariff was agreed upon by October of
that year. By January 1, 2010, the common tar-
iff was enacted by the three countries, and the
presidents of Russia, Kazakhstan, and Belarus
re-announced the creation of a single economic
space by January 1, 2012.

With the political will for integration fi-
nally materializing, current levels of integra-
tion can offer clues as to where the EurAsEC-3
can focus its efforts for the future. In particular,
two main areas of integration may show the
opportunities for expanded cooperation, as well
as warn of areas that are either already tightly
integrated or are not ripe for integration: ”

« Integration of markets: Mutual flows of com-
modities, services, and production factors,
including:
General trade integration and labor migration
integration; and
“Functional” integration, or integration in
the three priority sectors of the CIS countries
(electric power, agriculture, and education);
and
Convergence of economic systems: Conver-
gence of macroeconomic policies, financial
development policy, fiscal policy, and mon-
etary policy.

We will examine these two components in
turn.

Integration of Markets: Will CIS
Markets Benefit from Increased
Integration?

According to the Eurasian Development Bank
(EDB), over the period of 1999-2008, the EurA-

6/ lgor Krotoy, “Customs Union between the Republic of Belarus,
the Republic of Kazakhstan and the Russian Federation within the
framework of the Eurasian Economic Community,” World Customs
Journal, Vol. 5 No. 2 (2011), available online at: http://www.worldcus-
tomsjournal.org/media/wcj/-2011/2/Krotov.pdf.

7/ These components are based on the European Development
Bank's “System of Indicators of Eurasian Integration” (SIEI), found in
Evgeny Vinokurov and Alexander Libman, “The EDB System of Indica-
tors of Eurasian Integration: General Findings.” The EDB includes a
third component, institutional integration, which focuses mainly on
participation in intra-regional groupings such as the CIS Statistical
Committee or the Customs Union Committee.
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Figure 3: Percentage Change in Absolute Volume of Trade in the CIS, 2000-2010 (Billions of US$)
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Figure 4: Change in Relative Volume of Trade in the CIS, 2000-2010

RSELNATYE

total

Azerbaijan
Armenia
Belarus
Kazakhstan
Kyrgyzstan
Moldova
Russia
Tajikistan
Ukraine
cIs
countries —

Legend: 0O Change in Imports B Change in Exports

Source: Statistical Committee of the CIS, Author’s calculations

8 II.,THE PREREQUISITES FOR FURTHER INTEGRATION IN EURASIA: ARE THEY THERE?



SKOLKOVO

Moscow School of Management

SsEC-5saw an increase in overall integra-

tion, with Belarus, Russia, and Kazakh-

stan seeing the largest moves in market
integration (an obvious situation, given

that these three countries were also

the leaders in integration initiatives).

This trend has been particularly true in
general trade integration in the years
leading up to the global financial crisis

and even beyond; for example, Belarus

is Russia’s largest trading partner in

the CIS, surpassing Ukraine in 2009,

with large imports of energy from both Russia
and Kazakhstan and exports of agricultural and
heavy industrial goods (including tractors and
trucks) to its fellow customs union members.
However, the trade statistics reflect the relative
size of Russia in the customs union as—while
Kazakh-Russian and Belarusian-Russian trade
is on the increase—trade between Kazakhstan
and Belarus is still miniscule (Belarus is also
a mere 0.1% of Kazakh exports and 1.5% of Ka-
zakhstan’s imports). From the Russian side, a
total of about 7% of Russia’s export trade is with
Belarus and Kazakhstan.

While the integration of markets in the
countries actively working for integration has
increased, trade integration has actually de-
creased over time throughout the broader CIS-
12 region. By the metrics of the EDB, the rich-
est and largest countries (including Azerbaijan,
Ukraine, Kazakhstan, and Russia) are the least
integrated within the whole CIS-12 grouping,
while the Central Asian countries tend to be in-
tegrated with each other. This does not mean
that trade itself has slackened: intra-CIS trade
has actually increased from 2000 to 2010 (see
Figures 3 and 4). As Figure 3 shows, the ab-
solute volume of trade within the CIS region
has continued to expand in some countries by
a considerable amount: Azerbaijan, which saw
only token flows to the CIS in 2000, expanded
its exports by 744% as its oil reserves came on-
line, while Armenia and Kyrgyzstan began to
import much more from the CIS.

However, while the absolute volume of
both imports and exports have been on the rise
in the CIS (apart from Tajikistan, with declining
exports since 2000), the proportion of trade that

While the integration of markets
N the countries actively working
for integration has increased,
trade integration has actually
decreased over time throughout
the broader CIS-12 region

has occurred within the CIS realm has been de-
clining. Figure 4 shows the change in CIS trade
as a proportion of all trade from 2000 to 2010
and paints a much different picture. Whereas
absolute volumes are on the rise, the relative
importance of CIS trade to each CIS member
has decreased, with the notable exception of
Ukraine, which now exports a mere 6% more to
the CIS than it did in 2000, and Armenia, which
imported 11% more of its trade from the CIS
over the same period.

Behind these broad numbers are trends in
the specific “functional” facets of market inte-
gration (Table 2). For example, while Tajikistan
is less reliant on exports to the CIS, it exhibits
“cooperation..in the key sectors of functional
integration, especially electric power.” ® Indeed,
energy is a key area where the CIS region has
seen both greater integration and an increase
in trade. In addition to Kazakhstan, oil-rich
Azerbaijan is 62nd in the world in merchandise
exports (as opposed to landlocked Armenia,
ranked 145th), while Ukraine also relies heavily
on the energy outputs of Russia and Kazakhstan
(one of the arguments for Ukraine’s inclusion in
an expanded Eurasian Economic Union).? This
increased trade in natural resources continues
the trend from the first decade of transition (ac-
cording to a World Bank study, the share of nat-
ural resources in CIS exports grew the fastest
of all exports), and it appears to have intensi-
fied as projects such as the Baku-Thilisi-Ceyhan
pipeline have come online and investment has

8/ Ibid.
9/ All data from 2010 and the WTO: http:/stat.wto.org/Country-
Profile/WSDBCountryPFHome.aspx?Language=E.
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Table 2: Functional Market Integration in the CIS, 1999-2008

Index General Dynamics | Leading country Leading country Leading country Leading country
of integration in | pair (2008 index) pair (increase in | in integration with | in integration with
Cls-12 index) C1S-12 (2008 CIS-12 (increase in
index) index)

Trade . Russia-Ukraine Kazakhstan- Belarus Kyrgyzstan
Ukraine

Labor migration 1 Kazakhstan- Kazakhstan- Tajikistan Tajikistan
Kyrgyzstan Kyrgyzstan

Energy . Uzbekistan- Russia-Ukraine Tajikistan Ukraine

Tajikistan

Agriculture . Kazakhstan - Kazakhstan- Kyrgyzstan Turkmenistan
Azerbaijan Turkmenistan

Education 1 Kyrgyzstan - Uzbekistan- Kyrgyzstan Kyrgyzstan
Uzbekistan Kazakhstan

Source: Reproduced from the EDB’s Eurasian Integration Yearbook 2010. The General Dynamics column refers to

changes in integration over the period of the index.

poured into extractive industries.*® The CIS thus
evolved from a series of economies devoted to
capital- and skill-intensive exports (at inde-
pendence) to ones reliant on natural resources,
with a “lack of diversification [that] makes CIS
countries vulnerable to unfavorable terms of
trade shocks.”

In regards to other functional areas of in-
tegration, as shown in Table 2, the movement
of capital and people within the CIS space tell
a much different story beyond that of simple
trading relationships and points to an area
where economic realities have pushed for sig-
nificant integration. Capital flows into and out
of the region and the movement of people with-
in the former Soviet Union have had significant
and lasting effects, and both realistically can
also expect to be affected by any move towards
re-integration.

The countries of the CIS (with the notable
exception of Russia) have continued to be rela-

10/ Harry G. Broadman (ed.) From Disintegration to Reintegration:
Eastern Europe and the Former Soviet Union in International Trade
(Washington, D.C.: World Bank), 2005.

11/ Oleksandr Shepotylo, “Export Diversification across Industries
and Space: Do CIS Countries Diversify Enough?” Working Paper,
August 2009, available online at:
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1458272.

tively low on any investor’s wish list for the
same reasons that have influenced trade flows:
small market size and political and institution-
al stagnation have sent many investors else-
where. However, as the region rebounded from
the effects of the Russian crisis, capital finally
began to flow into the CIS (Table 3), but the in-
vestment (especially portfolio flows and trade)
was highly skewed towards the lucrative natu-
ral resource industries. Intra-CIS flows have
also increased, radiating from Russia to the
periphery, although it is more difficult to ascer-
tain the exact magnitude, as “locational BIS In-
ternational Banking Statistics cover bank flows
between countries, but as Russia is not within
the BIS reporting area, it is impossible to infer
anything about the pattern of lending within
the region.”* Further muddying the waters is
the fact that (mainly) Russian investors use
offshore financial centers, which leads to situ-
ations such as in 2007, when 65% of Russian
FDI outflow went to Cyprus, the Netherlands,
and British Virgin Islands, while in that same
year 50% of Ukraine’s FDI inflows came from
the same three centers (officially, however, only

12/ “Russia: Selected Issues,” International Monetary Fund (IMF)
Country Report 08/308, September 22, 2008, available online at:
http://www.imf.org/external/pubs/ft/scr/2008/cro8308.pdf.
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Table 3: Private Capital Inflows to CIS Countries as % of GDP, 2002-2010

2002 2003 2004
Armenia 472 430 6.79
Azerbaijan 17.10 3232 26.88
Belarus 304 0.99 097
Georgia 4.60 831 9.15
Kazakhstan 3.72 1.05 1163
Kyrgyz Republic -046 2.69 552
Moldova 3.38 2.52 531
Russia 0.84 -1.46 0.39
Tajikistan 308 2.06 1336
Ukraine 244 4.54 582

2005 2006 2007 2008 2009
4.72 719 7.57 801 834
3.70 -6.20 -15.31 -1.82 0.02
0.86 0.88 3.82 355 3.66
870 1712 16.66 16.57 6.24

-321 267 323 2.80 11.39
1.82 6.32 501 6.84 3.60
6.15 747 11.80 11.59 244

-147 225 113 -0.97 -0.76
236 11.96 9.68 7.28 032

11.95 8.65 1049 4.79 264

2010

6.11
037
464
9.09
7.64

1304
344

-0.76
039

7.31
Sources: World Development Indicators, World Bank. Turkmenistan and Uzbekistan are omitted due to a lack of

data.

3.3% of Russia’s outward investment went to
Ukraine).’> Thus, one can surmise that Russia
does indeed dominate capital flows in the re-
gion, but the extent to which this domination
extends is unknown.

While capital flows to the region are rela-
tively small (again except in Russia) and intra-
CIS flows are difficult to ascertain, the move-
ment of people around the region is a more
visible trend since the transition began. Labor
flows are one of the most significant aspects
of the economies of Central Asia and the Cau-
casus. As Table 4 shows, the vast majority of
emigrants from the CIS countries go to work in
Russia, with a snapshot from the early 2000s
showing that for some countries (such as Ta-
jikistan), Russia was the only place that at-
tracted emigrants. Common language abilities,
the relative advancement of Russia versus the
CIS countries on the periphery, and, in many
cases, social support networks and/or familiar-
ity with Russian cities combine to make Rus-
sia an attractive place for CIS citizens to move
and work, more so than other destinations (in-

13/ Ibid.

cluding France and the United States). And, as
Table 2 shows, labor migration can account
for a large part of the perceived “integration”
of some countries, notably Armenia and Kyr-
gyzstan, which have the highest levels (pro-
portionally to their own populations) of labor
migration to Russia. Moreover, in much of
the CIS, migration to Russia is not done as a
whole family unit; instead, many families have
at least one family member in Russia working
and sending money back to the family. Indeed,
these remittances buoy many of the economies
of the CIS countries, with Tajikistan, Moldova,
and the Kyrgyz Republic having over one-third
of their economies reliant on remittances.*

Integration of Economic Systems:
Is There Enough Convergence in the
CIS to Make Integration Work?

In regards to the convergence of economic sys-

14/ Based on World Bank data for 2007. According to this, Tajiki-
stan and Moldova are one and two in remittance/GDP ratio, while
Kyrgyzstan in four in the world. Tiny Pacific nation Tonga is number
three. Additionally, given the high proportion of migrants from the CIS
to Russia and the resulting transfer of money, Russia’s capital flows
are even greater than the IMF estimates.
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Table 4: Migrant Workers in the Early 2000s, in thousands of workers

CIS country Migrant workers abroad Migrant workers in Russia
Armenia 800-900 650
Azerbaijan 600-700 550-650
Georgia 250-300 200
Kyrgyzstan 400-450 350-400
Moldova 500 250
Tajikistan 600-700 600-700
Ukraine 2,000-2,500 1,000-1,500
Uzbekistan 600-700 550-600
Russian Federation 2,000-3,000 -

Sources: Irina lvakhnyuk, “Migration in the CIS Region: Common Problems and Mutual Benefits,” based on data

from “Overview of the CIS Migration Systems,” International Center for Migration Policy Development (ICMPD),

Vienna, 2006.

tems among the CIS countries grouping (see
Table 5), for the most part there has been diver-
gence among macroeconomic policies within
the broader CIS. In particular, the Central Asian
countries appear to be going their own way in
terms of macroeconomics and fiscal policy, with
little convergence with the rest of the CIS or
even with each other. While inflation rates have
moved in lockstep (see Figure 5), much of this
is due to the region’s reliance on commodities
(and increasing commodity prices) rather than
a conscious attempt to synchronize monetary
policies across governments.’s Finally, in re-
gards to financial sector policies, the entire re-
gion is characterized by a lack of liberalization
of financial systems, with Kazakhstan the most
open (rating 2.7 out of 4.33 on the EBRD’s scale).
Most other countries in the region have much
lower scores, with Turkmenistan having barely
liberalized (see Figure 6). This tight state con-
trol may be more to blame for financial conver-
gence than “a consequence of market integra-
tion, a result, for example, of the development

15/ See Jax Jacobson, quoting the IMF, in “Central Asia Facing Infla-
tionary Pressures, Rising Commodity Prices,” Central Asia Newsline,
May 18, 2011, available online at:
http://www.universalnewswires.com/centralasia/viewstory.
aspx?id=4080.

of an integrated market for financial services,”
as the only banks that have really penetrated
the region are Russian or, in some instances,
Kazakh ones.*

Where convergence in economic policies
has occurred in the CIS has been in the EurA-
SsEC-3 (with slightly less convergence among the
SES-4 group, which includes Ukraine), mainly
in the area of monetary and financial policies.
The monetary convergence can be seen in Fig-
ure 7, which shows that the inflation rates in
the SES-4 countries since 2001 have converged
somewhat around the 8% mark in 2010 (indeed,
this is true across all the CIS countries, with a
high of 9.38% in Ukraine and an official low of
5.68% in Azerbaijan). This has occurred without
formal coordination of either monetary or ex-
change rate policies, which have moved some-
what independently since the Russian crisis of
1998-1999; for example, Belarus uses a state-
administered exchange rate policy allowing for
multiple rates, with its interest rate policy based
on a basket of currencies including the ruble and
the U.S. dollar. Kazakhstan, by contrast, aware of

16/  Alexander Libman and Evgeny Vinokurov, “Regional Integration
and Economic Convergence in the Post-Soviet Space: Experience of
the Decade of Growth,” MPRA Paper No. 21594, March 24, 2010, avail-
able online at: http://mpra.ub.uni-muenchen.de/21594/.
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Table 5: Progress on Economic System Integration

Index

Macroeconomics
Monetary Policy
Financial Sector
Fiscal Policy

Business Cycles

General Dynamics of
Integration

A\
T
N
N

|
Source: Compiled from EDB Integration Yearbook (2010), IMF Country Report for Russia 2008, and author’s

Leaders in Integration,

Most Divergent from CIS-12

Cs-12
Kazakhstan Turkmenistan
Belarus Moldova
Ukraine Kyrgyzstan
Russia Kyrgyzstan
Belarus Russia

calculations

Figure 5: Inflation Rates in the Central Asian Republics, 2001-2010
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its economy’s dependence on oil, has focused on
the common practice of inflation targeting via
the interest rate for its monetary policy, while
Russia targets money supplies for both inflation
and exchange rate management. Bringing these
differing approaches to monetary and exchange
rate policies will be a challenge for the EurA-
sEC-3, which has laid down the framework for a
common monetary policy (in the Customs Union
Resolution of January 27, 2010, “On Organizing
Work to Form the Common Economic Space”),
but have yet to begin the hard work of harmoniz-
ing monetary management.

Conversely, in the financial sector, Russia
has already begun work on legislation to “har-

monize the Russian, Belarusian and Kazakh na-
tional laws regarding the banking sector, cur-
rency and securities markets, and insurance...
before December 31, 2013.”7 The IMF’s work
examining the current integration of the finan-
cial markets of the CES-4 countries also shows
some convergence among this sub-set of CIS
countries, but it is limited mainly to Ukraine
and Kazakhstan, with Russia more integrated

17/ “Agreement on Free Capital Movement in CES Sub-
mitted with Duma,” Interfax Russia & CIS Banking and Fi-
nance Weekly, June 10, 2011, available online at: http://
business.highbeam.com/436284/article-1G1-259763229/
interfax-russia-amp-cis-banking-and-finance-weekly.
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Figure 6: Banking Sector Reform in the CIS, 2010
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Figure 7: Inflation Rates in the EurAsEC-3 + Ukraine, 2001-2010
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with world markets than with CIS coun-
tries.® Indeed, the IMF notes that the links
between Russia and the CIS financially are
much smaller than their history would
predict, as “there does not seem to be any
significant pattern of regional co-move-
ments... Financial markets in smaller CIS
countries..may be influenced by a substan-
tially different set of idiosyncratic trends.”*

18/ “Russia: Selected Issues,” International Monetary Fund
(IMF) Country Report 08/308, September 22, 2008, available on-
line at: http://www.imf.org/external/pubs/ft/scr/2008/cro8308.
pdf. This analysis relies on examination of stock exchange
co-movements, however, missing the extent of Russian bank
penetration into the “near abroad.”

19/ Ibid. Of course, this analysis came right before the global
financial crisis—it would be interesting to revisit this question.
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Thus far, there is no clear pattern to
integration within the CIS. Indeed, the
countries that are pushing the hardest

for integration (Russia, Belarus, and Ka-
zakhstan) are also those that are least
integrated at present with the broader

CIS-12. Thus, we are faced with a paradox: for-
mal integration has proceeded due to a core of
countries that in reality are little integrated
with each other, but instead are integrated with
other groupings (as in Kazakhstan's regional
leadership vis a vis Kyrgyzstan). Additionally,
the trade generated by the three core countries
seems to be similarly based (with an emphasis
on natural resources). What benefits can then
be derived from closer integration?

Benefits within the EurAsEC-3

As noted earlier, Russia, Belarus, and Kazakh-
stan became a full-fledged common economic
space (CES) in January 2012, with no restric-
tions on trade, capital, and labor movements
among the three countries. While it is still
early to see the effects of this integration, the
Eurasian Development Bank recently produced
an assessment that models the possible ef-
fects of the CES. The key finding of the report
is that the greatest beneficiary of the CES will
be Belarus, with GDP gains of up to 15% over
a non-integration scenario by 2030.° Howev-
er, as Belarusian researchers have noted, this
simulation assumes that “states to adjust their
macroeconomic policies in accordance with in-
ternational agreements, get used to free market
competition, and accept the coordinating role
of the supranational Eurasian Economic Com-
mission,” once again moving away from the
“predominantly administrative economy where
the state’s share is about 80% and only some

20/ “Comprehensive Assessment of the Macroeconomic Effects

of Various Forms of Deep Economic Integration of Ukraine and the
Member States of the Customs Union and the Common Economic
Space,” Eurasian Development Bank Centre for Integration Studies
Report 1, January 24, 2012, available online (in English) at: http://www.
eabr.org/general//upload/reports/Ukraina_doklad_eng.pdf.

Thus far, there is no clear pattern
Lo integration within the CIS

elements of market economy exist.”*

In regards to the gains supposedly accru-
ing to Russia and Kazakhstan, as well, the as-
sumption underlying the model is that primary
energy commodities would see modest price
growth, while world GDP would remain slug-
gish through 2030. While these may be plau-
sible, there also is an assumption of “produc-
tion-efficiency equalization,” meaning that the
economies of Russia and Kazakhstan become
more market-oriented in tandem with the reori-
entation of trade flows. If integration can help
to push forward this continued liberalization,
then indeed it is plausible that gains can accrue
to all economies not just because of decreased
transaction costs in the area of trade, but be-
cause of greater openness in the economy with
all countries and across all sectors. If integra-
tion only allows liberalization among these
three nations, however, then it is likely that
gains will be muted, if at all.

Ukraine: The Elephant in the Room

While there may be large benefits in terms of
liberalization within the CES, the long-term
goal is to bring Ukraine into the fold. Indeed,
the EDB report has 4 of its 6 scenarios on inte-
gration including Ukraine in some form, and it
does appear that a key determinant of benefi-
cial economic effects within a Eurasian Union
would be the participation of Ukraine. While
integration with Ukraine is not currently con-
templated in the move towards the CES, and
Ukraine itself (as noted above) has taken this
option off the table, this does not mean that
there will not bargaining in order to expand the
CES to include Ukraine in the near future.

21/ Yaugeni Priegerman, “Belarus as the Biggest Ben-
eficiary of the Eurasian Integration?” Belarus Digest, January
30, 2012, available online at: http://belarusdigest.com/story/
belarus-biggest-beneficiary-eurasian-integration-7538.
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Ukraine matters for the success of a
single economic space with the existing
EurAsEC countries on several levels:

1. Size: As the second-largest coun-
try in the CIS, Ukraine would automati-
cally bring a much larger market to the

Ukraine's energy needs are
driven by its Saviet-era, highly
inefhicient heavy industries, such
as steel, which comprise a large

CES than, say, tiny Tajikistan;

2. Location: Moreover, Ukraine’s
position adjacent to both the EU and Rus-
sia, combined with its history of talks
for EU accession, can make it a conduit
for CES goods to Europe. Moreover, Ukraine is
a country that really does bridge Europe and
Russia, with a cultural understanding in the
western regions similar to Poland and a high-
proportion of Russians in the east. Having it
moored in both camps can assist in pan-Europe-
an integration; and

3. Complementarity: Unlike the econo-
mies of Russia and Kazakhstan (and to a much
lesser extent, Belarus), the economy of Ukraine
is not based on extractive industries but is much
more diversified. There may be many more op-
portunities for trade between Ukraine and other
countries in the CES than among the countries
that currently are party to it.

However, these advantages for the CES
may not translate into similar advantages for
Ukraine itself. Simulations have noted that
Ukraine already somewhat over-performs in
trade with the CIS and underperforms in EU
trade than what would be predicted by gravity
models.? Moreover, even the EDB’s integra-
tion scenario modeling predicts that if Ukraine
fully commits to intensive integration (includ-
ing creation of a unified currency and accession
to all CES agreements), exports could plummet
over 10% by 2030. Less intensive scenarios may
have much less effect on Ukraine; for example,
a scenario where Ukraine accedes to the free
trade zone with exemptions would be equiva-
lent to the status quo, while full accession to
the CES would see an annual increase in GDP
over the no-integration scenario of over 1% in

22/ Oleksandr Shepotylo, “Gravity with Zeros: Estimating Trade
Potential of CIS Countries,” (February 23, 2009), available online
at: http://ssrn.com/abstract=1347997 or http://dx.doi.org/10.2139/
SSIM.1347997.

proportion of its exports

2015, falling to 0.73% annually in 2030.%

The constant in the EDB modeling in re-
gards to Ukraine focuses on the country’s heavy
energy dependence on Russia. A further sce-
nario envisaging Ukraine entering a free trade
agreement with the EU conjectures that Ukrai-
nian GDP will fall by as much as 1.28% off the
baseline scenario by 2015 due to energy needs
from the east. While Ukraine’s energy needs
will be substantial as the economy continues to
develop, an avenue not modeled was the effect
of an EU free trade agreement that diversifies
away from Russian oil and gas. This scenario
would benefit Ukraine the most, as even within
a CES there is no guarantee against the use of
energy as a political weapon. > More impor-
tantly, Ukraine’s energy needs are driven by its
Soviet-era, highly inefficient heavy industries,
such as steel, which comprise a large propor-
tion of its exports. If free trade was pursued to-
wards the EU, there is a chance that Ukraine’s
economy could finally follow the avenues avail-
able in a free market, economizing on energy
and moving into services or other industries
that are better suited.

The danger, as well as the opportunities, for
Ukraine is thus two-fold: it could seek out an
agreement that would help to feed the current
economic structure by joining the CES and see-
ing lower energy prices. This path may be eas-

23/ “Comprehensive Assessment of the Macroeconomic Effects

of Various Forms of Deep Economic Integration of Ukraine and the
Member States of the Customs Union and the Common Economic
Space,” Eurasian Development Bank Centre for Integration Studies.
24/  For an excellent summary of energy frictions in the region,

see Steven Woehrel, “Russian Energy Policy Toward Neighboring
Countries,” Congressional Research Service (CRS) Report for Congress,
January 17, 2008, available online at: http:/fpc.state.gov/documents/
organization/101737.pdf.
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ier, but could lead to lower growth in

the long run, as well as preclude other
opportunities to the west. Alternately,

it could take a chance on orienting
westwards and allowing the economy

to develop in response to the new set of
incentives that will be created by this
change. However, the danger in turn-

ing westward, beyond worries about

energy usage, also include the EU’s current tur-
moil and whether accession to a free trade area
with the EU is even feasible; there is a (not un-
founded) fear in Ukraine that it will be the EU’s
“perennial neighbor.” The progress of discus-
sions with the EU, coupled with the manner in
which the current Eurozone troubles play out,
may tip the scales in favor of Ukraine’s acces-
sion to the CES.

Bringing in the Central Asian
Republics

Finally, despite their status as small fish in the
world trading pond, there is an implicit goal in
creating the CES that it would eventually also
encompass Kyrgyzstan and Tajikistan, with
possible involvement of Uzbekistan. As with
Ukraine, there would be benefits and losses to
the Central Asian republics if they were to enter
into more intensive integration arrangements
with the current EurAsEC-3, although the scale
will obviously be smaller.

As noted earlier, the Central Asian coun-
tries suffer from their landlocked nature, their
relatively small markets, and, perhaps worst of
all, their poor infrastructure.>* Much of the hys-
teresis that has occurred in Central Asian trade
is precisely because of this lack of infrastruc-
ture, or, rather, lack of infrastructure oriented
anywhere but to the CIS. While even Soviet-
era infrastructure is degenerating quickly, the

25/ Mikhail A. Molchanov, “Ukraine and the European Union: A
Perennial Neighbour?” European Integration, Vol. 26, No. 4 (December
2004).
26/  Gael Raballand, Antoine Kunth, and Richard Auty, “Central Asia’s
transport cost burden and its impact on trade,” Economic Systems,
Vol. 29 (2005): 6-31.

Ibid.

Curasian integration as currently
envisaged for Central Asia might
not actually go far enough, thus

imiting gains

main rail and transit links point north to Rus-
sia and continue to be poorly integrated into
international transport corridors. The relatively
high cost of exporting thus pushes businesses
in these countries towards goods that are lower
cost to transport relative to other goods, such
as cotton and primary metals, while restricting
other goods that may become profitable if trade
links were better (such as tobacco, fruits, and
vegetables).?”

A comprehensive ADB study from 2006
noted these issues and concluded that integra-
tion would “reduce transport costs, make transit
times shorter and more predictable for interna-
tional shipments through increased regional co-
operation in transport and customs transit [and]
in turn help the CARs expand trade, take more
active part in [global production networks] and
related trade in manufactured products, and di-
versify trade in terms of both commodity com-
position and geographical distribution.”?® This
progress could be accomplished through both
increased physical investment in infrastructure
and the harmonization of the various legal and
regulatory schemes, including, most crucially,
elimination of visa requirements (which can
add days to time needed to ship).

However, in order for the full rewards to
accrue to the region, this harmonization would
also need to be completed throughout the re-
gion. This fact means that Eurasian integration
as currently envisaged for Central Asia might
not actually go far enough, thus limiting gains;
for example, Kyrgyzstan and Tajikistan already
have a relatively free visa regime towards each

27/ Ibid.

28/ “Central Asia: Increasing Gains from Trade through Regional
Cooperation in Trade Policy, Transport, and Customs Transit,” Asian
Development Bank Report, 2006, available online at: http://www.adb.
org/Documents/Reports/ca-trade-policy/ca-trade-policy.pdf.
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other, while Uzbekistan requires visas of for-
eign drivers from both countries. If the EurA-
SEC-5 were to create a common economic space,
the omission of Uzbekistan would continue to
cause problems in the region, especially in the
Fergana Valley, where Uzbekistan, Tajikistan,
and Kyrgyzstan all swirl together uneasily. This
applies to other issues noted in the ADB report,
such as transport permits and, perhaps most
importantly, customs and cross-border docu-
mentation. Here, greater regional cooperation
can help to dismantle long-existing barriers
and allow trade to flourish.

Beyond the issue of infrastructure, the ef-
fects of proposed integration in the CES on
trade flows and contributions to GDP are decid-
edly more mixed. Surprisingly perhaps, gravity
simulations of trade in Central Asia have found
that the Central Asian countries perhaps trade
too much with the EU at present (even when
energy is accounted for), while relatively un-
derperforming in trade with China and India.>®
However, others have noted that “the countries
have been rapidly disintegrating over time,”
meaning that “the land-locked nature and high
dependence on natural resources of those coun-
tries suggest the impossibility of increasing
trade by creation of an agreement.”* Thus, at
least at present, Central Asia’s trade potential
may be reached, but the direction of trade is
somewhat skewed. This argues that the coun-
tries of Central Asia should be looking outward
and not inward in order to integrate regionally.

29/ Oleksandr Shepotylo, “Gravity with Zeros: Estimating Trade
Potential of CIS Countries,” (February 23, 2009).

30/  Elvira Kurmanalieva and Evgeny Vinokurov, “Holding Together
or Falling Apart: Results of Gravity Equation of the CIS trade,” MPRA
Paper No. 32003 (July 2011), available at http://mpra.ub.uni-muenchen.
de/32003/.
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While the proposal for a Eurasian Union among
the CIS countries can help movement towards
the goal of creating trade and liberalizing insti-
tutions through the removal of customs’ barri-
ers and increasing ease of movement of goods,
capital, and labor, there is no guarantee that
this integration is the solution for the region’s
current underperformance in trade. Indeed, it is
quite possible for integration to go in two dia-
metrically different directions.

On the negative side, the danger for greater
integration is that it can merely extend cur-
rent institutions and attitudes towards trade
that, unfortunately, suggest that “the
Soviet economic framework has not

tion costs prohibitively.s This reality, of slowly
developing institutions, means we must ask,
under integration, whose institutions will be
extended across all three countries as the blue-
print? Will it be more liberal countries or will
it be Uzbekistan?

The converse to this possible negative ef-
fect is that proposed further moves towards in-
creased integration can raise welfare if it fulfills
the “second-best” alternative: that is, if integra-
tion itself can allow for greater policy and insti-
tutional liberalization in the integrated coun-
tries. Most pressingly, trade could be allowed

The danger for greater
iNtegration is that it can merely
extend current institutions and

been completely dismantled.”s* As Ta-
ble 6 shows, the various CIS countries
have varying levels of trade freedom,

with Armenia and Moldova leading the

way and Russia and the Central Asian
Republics liberalizing only slowly (if

at all).> Heavy government interven-

tion in countries such as Uzbekistan

and Russia means that trade is still, in

some sense, directed rather than liber-

alized, thus distorting both its compo-

sition and its direction. Worse still for
producers and traders, trade policy ex-

hibited much volatility over the past 20 years
in the CIS, with year-on-year changes creating
uncertainty; one only need look at the change
in trade freedom in Russia from 2007 to 2008
(and then back again) to see this.

While the exact contribution of institu-
tional stagnation to trade performance has not
been quantified, the policy vacillations of the
past decades have compounded the other dis-
advantages that the CIS countries continue to
face in expanding its trade: market access prob-
lems, weak product quality, and (especially in
reference to Central Asia) the continued lack
of infrastructure that has increased transporta-

31/ Gael Raballand, Antoine Kunth, and Richard Auty, “Central Asia’s
Transport Cost Burden and Its Impact on Trade.”

32/ The Heritage Index of Economic Freedom began in 1995, and
extensive coverage of all CIS countries only began in 1998 due to
severe data issues commonly found in transition economies.

attitudes towards trade that,
unfortunately, suggest that ‘the
Soviet economic framework has
not been completely dismantled

to go its own way, with removal of unneces-
sary trade barriers and regulations. Integration
may help with this; from a political standpoint,
many barriers to trade and integration remain
in place because there are vested interests in
keeping these barriers, and unilateral liberal-
ization is often politically impossible. Liberal-
ization within the CIS could erode the support
for these barriers over time, especially if liber-
alization within the CIS does produce some of
the gains that the EDB report suggests. With
growth obtained through liberalization, it will
be harder politically to justify retaining barri-
ers to the rest of the world.

Unfortunately, early signs are not encour-
aging on this front: over 400 kinds of “sensitive
in nature” goods have already been excluded

33/ Gael Raballand, Antoine Kunth, and Richard Auty, “Central Asia’s
Transport Cost Burden and its Impact on Trade,” Economic Systems,
Vol. 29 (2005): 6-31.
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Table 6 - Trade Freedom in the CIS, 1995-2011

1995 1996 1997
Armenia | - 69.0 830
Azerbaijan | - 550 550
Belarus | 60.0 60.0 772
Georgia | - 69.0 69.0
Kazakhstan | -
Kyrgyz Republic | - - -
Moldova | 52.0 750 750
Russia | - 520 46.0

Tajikistan | - - -

Turkmenistan | 55.0 - -

Ukraine | - 66.0 66.0
Uzbekistan -
CIS Average | 55.7 63.7 673

1998 [OSE) 2000 2001
750 750 770 770
550 550 550 66.8
790 576 57.6 702
69.0 69.0 69.0 756
610 610 67.0 65.0
65.0 65.0 652 65.0
750 750 750 764
58.6 532 524 52.2
684 68.4 750 69.0
40.0 400 250 250
530 530 700 700
50.0 50.0 50.0 50.0
62.4 60.2 61.5 63.5

2002
814
744
754
792
65.0
65.0
760
574
69.0
250
710
50.0
65.7

2003
81.2
71.6
66.0
64.8
65.0
69.4
80.4
574
69.0
850
74.6
220
67.2

Sources: Heritage Foundation Index of Economic Freedom, various years. The Index is scaled from 0-100, with higher scores denot

formally exited the CIS in 2009 and its change numbers are excluded from the CIS average calculation.

from the joint customs tariff among the EurA-
sEC-3, meaning that perhaps not every area
is benefitting from integration3* This brings
up another important point for integration to
be effective; if it indeed does push liberaliza-
tion, integration needs to be broad-based and
comprehensive. Exclusion of several hundred
goods from agreements based on politically-de-
termined “sensitivity” can create rent-seeking
opportunities and distort production choices in
the economy, and thus liberalized integration
needs to be binding on all. As seen in the ex-
ample of visa regimes in Central Asia, broader
pushes for cooperation can have more effects
than limited initiatives.

Looking East...or West?

While the internal institutional arrangements
and scope of integration are important issues
for a Eurasian Union, there is another area that
has been relatively neglected in the debate, and

34/ lwona Wisniewska, “Who Needs the Customs Union?” East-
Week, publication of the Centre for Eastern Studies (Warsaw), Decem-
ber 2, 2009, available online at: http://www.osw.waw.pl/en/publikacje/
eastweek/2009-12-02/who-needs-customs-union.

that is the relationship of the new Eurasian
Union to the old, existing European Union. CIS
trade with the EU has underperformed since the
collapse of the Soviet Union; while the EU-15
was the CIS’s largest trading partner in 1993
and in 2003, merchandise exports with the
EU declined from a high of 46.2% of all trade
to 39.6% of trade in 2003 (barely ahead of the
39.3% of trade that went regionally). Moreover,
the trade that has occurred with the EU has
been mostly in the form of energy, which has
dominated Russian exports to the region, with
little movement towards diversification.

The development of a Eurasian Union, if it
indeed occurs (with or without Ukraine), must
seek to become a complement, rather than an
alternative, to the European Union. The worst-
case scenario would be to have two opposing
trading blocs facing each other across a divide
drawn between Poland and Belarus, each pro-
tected behind their own high tariffs and focused
on inward rather than outward trade. Admit-
tedly, the European Union has not been blame-
less in its slow expansion eastwards, facing its
own growing pains and causing Russia to ex-
press frustration about the EU’s willingness to
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2004 2005 2006 2007 2008 2009 2010 2011 Change
80.0 80.0 80.6 85.6 850 86.4 805 855 165
69.2 69.2 72.6 776 784 784 77.1 77.1 221
65.8 69.0 67.2 67.2 522 67.2 803 803 17.1
652 65.2 67.6 718 710

650 65.0 69.2 69.2 86.2 86.2 859 809 199
69.4 69.4 764 814 814 876 759 63.2 -1.8
804 772 794 794 79.2 816 799 80.2 112
63.2 63.2 62.6 62.6 442 60.8 684 68.2 162
69.0 684 708 710 778 826 825 825 14.1
850 816 792 792 792 79.2 792 792 275
744 76.2 772 772 822 84 826 852 192
220 71.6 68.2 68.2 68.4 654 65.1 66.2 162
67.4 71.3 72.6 742 738 781 779 77.1 162

more freedom. The last column denotes the change in trade freedom from the first year data is available to 2011. Georgia

negotiate.> However, development of a Eurasia
Union should not be used to counter the EU,
but rather be utilized to help bring about the
benefits that the EU has conferred on Western
and Central Europe (but is not ready or able to
confer on the East):

+  Political stability, referring to lessen-
ing conflict and reducing the chance for inter-
and intra-regional clashes;

+ Internal economic liberalization, as
noted above, pushing for adoption internally of
best-practice institutions and policies regard-
ing foreign investment, trade, protection of pri-
vate property, and monetary and fiscal policies;
and

+  Continued engagement with its periph-
ery, which in this case means with China, India,
and other important expanding economies bor-
dering or nearby to the proposed Union.

In this sense, the Eurasian Union will be
taking upon itself what it appears it had been
waiting for the EU to do. Acting as an ersatz
EU, the Eurasian Union will take the liberaliz-

35/ Mikhail A. Molchanov, “Ukraine and the European Union: A
Perennial Neighbour?” European Integration, Vol. 26, No. 4 (December
2004): 451-473.

ing steps that perhaps one or more countries
could not do on their own.

In summation, Eurasian integration can
either be a boon for liberalization in the CIS
countries, or it can ossify countries into the
old Soviet ways and divert trade from its pre-
ferred destination. Only time will tell which
route integration takes, but it is recommended
that policymakers use integration to push for
increased liberalization both inside and outside
of the blocs for its own sake. In this way, bring-
ing together former Soviet republics can this
time have a beneficial effect for all involved.
This, too, would be a revolution.
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Ell ERNST & YOUNG

Quality In Everything We Do

Ernst & Young is a global leader in assurance, tax, trans-
action and advisory services. Worldwide, our 144,000
people are united by our shared values and an unwavering
commitment to quality. We make a difference by helping
our people, our clients and our wider communities achieve
their potential.

With the opening of our Moscow office in 1989, we were
the first professional services firm to establish operations
in the Commonwealth of Independent States. Ernst &
Young expands its services and resources in accordance
with clients’ needs throughout the CIS. 3,400 profession-
als work at 16 offices throughout the CIS in Moscow, St.
Petersburg, Novosibirsk, Ekaterinburg, Togliatti, Yuzhno-
Sakhalinsk, Almaty, Astana, Atyrau, Baku, Kyiv, Donetsk,
Tashkent, Tbilisi, Yerevan, and Minsk.

Across all industries, and at local and international lev-
els, our professionals are recognized for their leadership,
know-how, and delivery of accomplished results. We aim
to help you identify and reduce business risks, find solu-
tions that will work, and open new opportunities for your
company. Through more than 20 years of our operations in
the CIS, we have provided the critical information and the
trusted resources to pave the way for improved business
performance and profitability.

Ernst & Young
Sadovnicheskaya Nab. 77, bld. 1,
115035, Moscow, Russia

Phone: +7 (495) 755 9700, Fax: +7 (495) 755 9701
E-mail: moscow®ru.ey.com Website: www.ey.com




The SKOLKOVO Business School - Ernst & Young Institute
for Emerging Market Studies (IEMS) is a global, network-based
think tank, focused on managerial and economic issues, based in and
dedicated to the study of emerging markets. Its mission is to cre-
ate high-impact research that addresses critical issues in emerging
market development.

IEMS pursues interdisciplinary, practice-based, and comparative
research through its fulltime research staff and global coalition of
institutions, scholars, and experts. Its research contributes to the
sustained and balanced growth of emerging markets and is distrib-
uted among policy-makers, entrepreneurs, business executives, and
academics around the world. IEMS prides itself on providing:

+ A managerial perspective on key economic, social, and corporate
issues

« Field-based, issue-driven, and project-based research

+ A comprehensive and inter-disciplinary approach

» Comparative studies across multiple emerging markets

« Rigorous studies with practical value and broad applications

With offices currently in Beijing and Moscow, IEMS will eventually
have regional offices across all major emerging markets including
India, the Middle East, South Africa, and Brazil.

IEMS Beijing

Unit 1608 North Star Times Tower

No. 8 Beichendong Rd., Chaoyang

Beijing, China 100101

tel: +86 10 6498 1634, fax: +86 10 6498 1634 (#208)

IEMS Moscow

Moscow School of Management SKOLKOVO

Novaya ul. 100, Skolkovo village, Odintsovsky district
Moscow region, Russia, 143025

tel: +7 495 580 30 03, fax: +7 495 994 46 68

E-mail: iems®@skolkovo.ru
Website: www.skolkovo.ru/iems




