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ABSTRACT

The purpose of this research is to evaluate econaitiation of Kazakhstan's market and its attrauwtito
Foreign Direct Investors, to provide clear viewpaitential that Kazakhstan economy has and the jaism of further
development of the area of the economy and theefafuthis country. The country of Kazakhstanris of the largest
world energy markets due to its considerable rezef natural gas and crude oil. With the help Bf Fhis country
can become one of the largest oil producers, buttat the country must grow to be more modern diversify its
economy to help it to get more integrated in toghebal economy. Foreign investment can becomentiia driver of
the economic growth of the country. Today, thisntguhas already gotten the highest per capitadathr in the whole
former Eastern Block. However, current policy isstapport and to strengthen the non-oil sector ef élconomy, by
diversifying of higher-value added industries, #fere in order to do that additional capital flow fequired that can
be brought in to the country with FDI possibilities

INTRODUCTION

Kazakhstan is the largest country in Central Aaiad one of the most populated. It has gotten dspendence
form the Soviet Union in 1991, and since then heenbgrowing on its own. It has also inherited as@erable amount
of infrastructure from the USSR. This country ishriin energy and mineral resources, well-educatggulation,
substantial export possibilities in industrial aagticultural products. All through out the Sovighes, Kazakhstan
was as agrarian supplier for the USSR, after ggitmindependence considerable changes had toade to transfer
from command planning economy into the market systef course, in the process of those changesatety had to
face numerous challenges in economic, social antammental levels (OrexCA.com).

Kazakhstan had to undergo an active program ofa@oanreforms, and today is one of the most sucokasf
achieving the most advances and results from theegs of transformation comparing to other Cem{s#n countries.
It is also one of the first countries that reaclmestment grade status of BBB/Stable by Standardo&r in 2004.
Gross Domestic Product has been gradually growirgg time, and the Economist Intelligent Unit has iKazakhstan
into the Top 10 world fastest-growing economie2@5(The World Bank). Since 1991, Kazakhstan leeka very
promising resource base, supported by well-educaitall force available, hence, it was free of thetgmlicies of the
USSR, and was headed towards a new transformatwang| through implementing a number of reforms takena
smooth transaction from planned to market econ@ungh reforms were de-monopolization, privatizatidebt and tax
restructuring, and price liberalization. This caynhad reformed its banking system and enhanceéstment laws,
loosened up the trade processes and establishedritgurrency. The unemployment rate in Kazakhigahe lowest
one in the region of the Central Asia.

The Kazakh government believes that through attr@dbreign investment continued growth, diversifion of
the economy and development of the country wilehsured. For that, however, this country will heavensure stable
economic environment and make improvement in tiwestment climate market, lower the inflation ratel aeduce
budget deficit (OrexCA.com).
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ECONOMIC OUTLOOK

The country of Kazakhstan is considered to thewaetomiddle-income country with a slowly raising ioagl
income per person from $2,930 to $3,700 a yearthizdtrend is still on the incline, and one of thest sparingly
populated in Central Asia. It was great depositaaral wealth and vast land available for numeratts/iies and
business developments. The economy of Kazakhstdependent mostly on a few goods and is aboutde $afast
coming problem of unavoidable diversification. @itlustry and all industries related to it combiogdther about 16.6 %
of Kazakh GDP. Metals and grains are other two stiquthat are crucial for the country(The World Ban

There is still a certain percentage of inequaliig®ong the population. The poverty rate is stifbhand some of
the social indicators are the lowest in Europe @adtral Asia, however, this issue is mainly tiedtaphe problems of
safe water and the raise of HIV infection rategases.

Kazakhstan is also in the battle with some of theirenmental challenges and industrial pollutiondeso far
some significant improvements have been made tdatgand restrict the pollution levels. Kazakhstas one of the
first Central Asian countries to accept the WorldnB membership and with the help of World Bank anerous
financial and private reforms have been performét attention to making country’s welfare and sbpietection. At
the present times, the World Bank is supporting dkastan in reforms in agricultural, environmentattsrs, and
upgrading infrastructure to help the country reachtinues growth and reduces the poverty. In coispato other
post Soviet satellites Kazakhstan was one of tiawdst ones to liberalize its prices, reduce traateidrs and allow
privatization of small and medium size enterprisBsose early reforms had made an improvement infittaacial
processes of treasury and budgeting, however gifiattid reforming and elimination of corruption itl chot succeeded
as good(Economic Cooperation Organization).

There has already been created a basic framewattréxt the Foreign Direct Investment (FDI) inbe industry
that is rich in oil and mineral. That framework waated together with the reformation of bankimgl gension
systems. Recently, public resource management fankehas been introduced, which lays the foundaiwmmodern
civil services, and the National Fund has beenteceto save up a certain part of the revenue corfimm the oil
business. The result of such reforming was vergit@ant for the country, bringing up the valuetbé Tenge against
US dollar, increasing the capital flow into the oty and increasing oil exports. However, the gowent is still
looking for ways to improve spending policies, ttable regular people to enjoy the benefits fromréeent economy
growth.

CURRENT ECONOMIC CHALLENGES

Even though the recent data shows a visible impnavg in the economy of Kazakhstan, there are atibw
challenges that remain unsolved. Therefore, thesehe most important issues that must be addr€ssaurzakov,
2003): (1) The oil flow of the country must be mged wisely and effectively, to avoid any possili#ation and to
improve the productivity and competitiveness; (2)sBess environment will have to continue to beaative to
investors both domestic and foreign, and the ecgnmnst be well diversified to do that, so the inwesnt risk and the
cost of doing business is low enough; (3) Buildingman capital is crucial for the country, thereais acute skill
shortage, there for there is a need for more myitionditions to attract and retain the human ah#) There is a need
for a very well prepared agricultural policy, whialill define the degree of state regulation andlagment and land
restructuring issues; (5) The Government must lfmoka way to encourage effective projects, to impat targeted
social assistance and sectoral development stegstegind develop a good spending policy; and (6) ko
infrastructures must be improved and their problemst be addressed to create a better businessemeént to attract
investors (Umurzakov, 2003).
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IMPORTANCE OF FDI IN KAZAKHSTAN

The Kazakh Government understands the importanc&Dif and realize that FDI is needed to maintain
sustainable growth. The objective is to create@anaand liberal regime for FDI with guarantees atianal treatment,
nonexpropriation, repatriation of funds, stabilitythe legal regime, access to international abdn and incentives in
certain priority sectors provided. The country'side is to provide a more attractive investmennalie by drawing in
as many major transnational and global enterpasgmossible (Embassy of Kazakhstan in Israel).

There is a rage of incentives offered for foreigweistors in terms of legislation in priority sestohowever, the
priority is to attract FDI into the following see® (1) Industrial infrastructure; (2) Processimglustries; (3) City
capital development; (4) Construction and housargl (5) Agricultural sector. Kazakhstan's strategglso to protect
country’s young developing industries by supportthgm on the state level, by pushing domestic ctnie the
investment, especially in the areas of oil and mgihsectors. The Kazakh Government has begun togehis policy
which has resulted in a draft of some investmentdabmitted for consideration by Parliament, tongliate stability
clauses for foreign investors who come in Kazakhstier the enactment of the new law and to lirettourse to
international arbitration of investment disputesniizakov, 2003).

As of November 1996, the State Committee on Investmwas created to be a one-stop shop to rasteuct
investment procedures in the country, to assessiment policies, developing investment proposalsrdinating the
activities of the various government agencies imed| providing incentives and facilitate to qualdi investors,
determining the terms of operations before theisigof contracts, and monitoring projects. Or"3une 1998 the
President of Kazakhstan signed a decree to estathiés Foreign Investors' Council that reports diyeto him. The
new investment law (Law of the Republic of KazakinstOn Investments” No. 373-ll 3PK), foreign invest have the
right to set up their businesses and own propkewd is now available on lease and all foreign gtees have the right
to invest in any types of activities, except foogh, which are exempted by the legislature of Kagtn(Embassy of
Kazakhstan in Israel). This law also guarantegallprotection of investors' activities in the ctynthe conditions of
contracts between investors and the Governmenygbef income and the rights of investors, andigdes mechanism
for the settlement of disputes (Umurzakov, 2003).

The new law also guarantees the Government supporinvestment, which includes creating a favorable
investment climate, stimulating investment in newduction operations, expanding and renovatingtiegnes. Any
investment privileges available to approved prgéctpriority areas approved by the Governmentiide! deduction of
cost of fixed assets brought in as part of the stment project from aggregate annual income; réiaef the property
tax and land tax; exemption from customs duty; stade grants in kind (not more than 30 percenhefuolume of
capital investment). Those privileges are predetechin a contract between an investor and the (hovent. The law
protects against expropriation and guarantee ddtriggion of capital, profits, and dividends ar@yided. Goods like
equipment and raw materials, may be qualified édaltor partial exemption of duty on condition thhé goods are
used as an input in designated priority projectsoSE companies that are export-oriented enterpestblished in
special economic zones are entitled to specialniinces, including a tax-free and customs-free statazakhstan
permits the importation of goods from CIS free-&ramhrtners and certain developing or least-devel@pentries free
of duty or at a reduced rate within the framewofkth® Generalized System of Preferences. Todayethes three
special economic zones (SEZ) in Kazakhstan — LigslkdKyzylorda and Zhairem-Atasu.

Investors are permitted to buy out major indusfiiimhs through long-term management contracts,uthofully
foreign-owned companies, joint ventures, branclesl representative offices of foreign legal ertiti#here are
production sharing agreements with the Kazakh Guowent available for the exploitation of naturala@ses. There is
not really a requirement that nationals own egsiitie foreign. According to the Agency on StatistifsKazakhstan,
there were 1,694 foreign firms operating in the rdioy employing 17,284 people on 1 September 2008
International Monetary Fund reported that FDI flawKazakhstan, with a breakdown on equity investimeinvested
earnings, and intra-company loans. However, outlargs are registered only as equity investment.
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CURRENT FINANCIAL SITUATION OF KAZAKHSTAN: CRISISOR NOT

Recent studies show that there is a potential filahierisis currently happening in the economystaf all, crisis
of the subprime mortgage in the US caused finarsgiator of the Kazakhstan to lose its liquidity do¢he effect that
the sector heavily depends on foreign credit. éf ¢hedit is affordable the foreign investment asming into the country
which would lead to growth and development of vasicectors of the economy. Then, an artificialaitndin of the
Tenge, created by the substantial lending spreesjritreased volatility of the currency, and themef it troubles the
repayment of foreign debt and makes it more unptaldie. Hence, macroeconomic shocks, created krgxpesure to
the real estate and retail sectors, make finateaing businesses and banks of Kazakhstan mos#iserto economic
changes and movements on international market @G&8).

National banks have been putting money into finaneiarkets to help stabilize the Tenge, nationatency of
Kazakhstan, plus, in addition to that, the govemintes been buying back the shares of Kazakh caepam insure
and improve the price of them on the market. Howeités know that Kazakh banks and the credit agenare being
ignorant to the presence and possible consequefidaberent risks in the country, and the priosta the economic
direction are not in the needed order, with a leickansparent system in banking and governmenigisLee, 2008).

Although, through reprioritizing the economic grovglans, together with timetables, strategies andgsses for
future development, and rethinking short and logwgnt perspectives socio-economic impacts on natioealth and
population distribution, and overall economic deypehent will create a more favorable investment atemand attract
more capital flow (Lee, 2008).

DISTRIBUTION OF FDI AND ITSPERFORMANCE IN KAZAKHSTAN

It is not a surprise that the impact of FDI inflowsKazakhstan on economic growth, improvementsrade
balance and balance of payments, as well as aflr dthportant macroeconomic indicators has beentipesand
beneficial for the country. However, it is stilldearly to evaluate the extent to which the FDiasing an impact on
the local economy. The FDI is able to stimulatehtedogy transfer and technological capacity buiglias well as
human resources development. That is why the Kagaklernment is pursuing a policy of establishirmsel linkages
between the large foreign investors in the resosamors and domestic suppliers. That cooperataanrbsulted in
established connections leading to the developwifaieichnological capabilities of domestic entergsis

An example of such enterprise is Karachaganak tated Organization (KIO), a consortium of Texacmifeld
States), British Gas (United Kingdom), Agip/Eniafit) and Lukoil (Russian Federation), is implemegta program
focusing on increasing the domestic content inkheashganak project on development of a huge dilgas field in
western Kazakhstan. Nowadays, KIO has concludettaxts on the supply of goods and services withentioan 400
local companies. Such contracts with local companépresented about two thirds of all new contrsigised by KIO
amounting to about US$ 150 million. The volume obds and services supplied by local companies @ iitreased
seven times to US$ 430 million in 2001, constitgtd8? per cent in overall volume of supplied goodd services, from
US$ 59 million in 1998 (21 per cent). With strongpport from KIO, western companies having long-tewntracts
with KIO have signed nine agreements with local panies on cooperation in the implementation of ¢hosntracts,
and other four agreements would be signed in tlae fugure. Today, KIO is starting two new projeatsthe building
of plants for manufacturing of pipes for the oitlagas sector with cooperation of local companies.

STRENGTHS, WEAKNESSES AND OPPORTUNITIESIN KAZAKH FDI MARKET DEVELOPMENT

Strengths

According to foreign investors, Kazakhstan is aearerging market rather than a developed markelding
oil and minerals sectors, and its strengths aneedefrom only that standpoints, and in this case ¢buntry is viewed
as an economically viable and profitable, as welpalitically stable environment dominates amorgekperts familiar
with the Central Asian region. The following factoare considered by representatives of foreignstove and
independent observers as Kazakhstan's strengths:
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(1) Natural resource endowment of this country has edinactive huge resources of hydrocarbons andralsmand
attractive exploration potential for additional cbseries. Together with oil and gas resources whrehthe key
sector attracting foreign investors, Kazakhstan &las world class natural resources as coal, umgngold,
aluminum, lead, copper, zinc, iron ore, etc. Kazskh also has abundant resources of land whichearsed for
agriculture, although, some of the areas are healdpendent on irrigated water which may have & hig
economic cost.

(2) Kazakhstan is the largest economy in Central Asid, with a population of nearly 15 million, and GBfd FDI
growing at a high rates, Kazakhstan is a sizealslket for investment not only in the extractiveteedut also
in infrastructure, and consumer goods, and in sesyiespecially in those areas where foreign suihpbugh
imports is not profitable because of large distaraxed/or high transportation costs. This is asitazountry with
great potential to become a major transit routettiertransit of goods between the Russian Federafientral
Asian countries and China, which includes gas velsimansited through existing transit pipelinesnamting
Turkmenistan and Uzbekistan with the Russian FeéideraKazakhstan's location in close proximity toet
emerging markets of the Russian Federation, CeAsa and China presents opportunities for the trguto
serve as a hub for transport and other servicesgh®s to serve as an export platform (Umurzaed3)

(3) Kazakhstan has well educated, skilled and motivatedkforce with the needed levels of education skitls of
the workforce and their high level of motivationea though there is a shortage of skilled labor.

(4) In comparison to other Central Asian countries, ddmstan has stable macroeconomic situation, prudent
macroeconomic policy, a stable macroeconomic s$itnain Kazakhstan, and a stable currency are ghyera
viewed as positive factors by prospective investors

Weaknesses

Location of Kazakhstan is a landlocked country Whi not viewed by investors and experts as edhsrength
or a weakness. On the other hand, the weaknesgasbiit policy, legislation and its implementatioasulting in
unfavorable business conditions are identifiedigisificant weaknesses:

(1) Being a landlocked country could be a significastkness for the development of any export-orieimedstry,
especially if the industries are based on the m%ing of imported commodities for re-export. Thez&kh
Government has prudently emphasized the Kazaklssaosition as being at the crossroads between dbaist
West, therefore, implying the ability to supplyheit markets, and to benefit from being a linkagerade
between the areas. At the same time, Kazakhstarbeaperceived as being equally remote from the majo
markets of both East and West. Kazakhstan's demeeden other countries for overland transportafroad,
rail and pipeline) is a significant current wealksésr attracting FDI in oil and minerals sector.azgakhstan’s
geographic position could be considered as a weakie attracting inward investment for global maske
However, Kazakhstan is a large country in the Génfisian region neighboring the Russian Federatind
China which is a potential strength.

(2) Infrastructure of Kazakhstan is a immense, thirdpyated, landlocked country faces particularlyesdlneeds
for infrastructure improvement, such as needs fandportation and telecommunications. Moreover |enttie
country has extensive energy resources, the eneaggportation infrastructure is underdevelopeah Hor
export and for delivery to domestic markets. Inidd to that, significant improvements are neeitethe power
sector and in municipal utilities.

(3) Kazakhstan presents a difficult business enviroimerich is different from investor expectationsdan
international practices that investors are hesitancommit their capital, with the exception of $koin the
extractive sectors. The Government of Kazakhstas hade great efforts in improving foreign investten
legislation, although, the main concerns remainsto®e, and that includes the vagueness of lawsatlictory
legal provisions and poor implementation. Bureacyrés another leading competitive disadvantage hef t
business environment in Kazakhstan. Unfortunatelny investors claim to have encountered exceskalays,
which hinder the establishment of new investmdm,donduct of ordinary business operations and/esiment.
Transparency of laws remains a major problem inakhgtan and an obstacle to expanded trade andrimwets
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Foreign participation is generally welcomed, howeweme foreign investors claim that the Governnigmtot
always even-handed and sometimes reneges on ititments and obligations. Corruption is widespread
encouraged by the lack of transparency in the Isgstem, the broad discretion given to civil setseand the
relatively low wage levels in the public sector (UWmakov, 2003).

Opportunities
Kazakhstan has two strategic opportunities: theodppity to develop industry in compliance with ioagl
advantages and the opportunity to become the pegfénvestment location in the region:

(1) The preferred investment location for a regionatkatis guaranteed by the opportunity to becomeodyzction
and services base for the wider regional mark&6amillion people in Central Asia. That attracteaye amount
of FDI including investments of reputed internaibmvestors which could bring with them financiakources,
know-how and best international practices. Theseneoctions improve the capacity of local companied a
managers could be substantially improved. Hencethan advantage is that Kazakhstan is perceivethas
strongest and best regulated financial sector @fQbntral Asia, which could give a head start faz&khstan’s
non-extractive sector in comparison to other caestin the region. For instance, Almaty has a ogglortunity
to be the regional office for professional and &rarvice firms, and in the longer term may develsm key
financial centre and capital market for the region.

(2) Ensuring sustainable economic growth is not easy tduthe challenge that the country is facing immte of
increased importance of the oil sector and thetNityaof oil prices. In this regard, the economgshto be more
diversified to better withstand future commoditycprshocks and offer economic opportunities topbpulation
outside the resource sector. The non-oil and norerals sectors are currently perceived by intéonat
investors as relatively unattractive. Therefores thvestment climate must be improved and all corcef
investors have to be addressed, including a widgeaf regulatory issues (Umurzakov, 2003).

KEY ISSUESAND RECOMMENDATIONS

Since 1991, Kazakhstan has attracted more than123$llion in foreign investment which is more thal of
the former Soviet republics, of course with theepton of the Russian Federation. The United Stal®se invested
over US$ 2 billion in Kazakhstan during the pastyears, and therefore is this country’s largasglsi source of FDI.
However, over 80 percent of all investment todayraade in the extractive sectors. Kazakhstan'etelsarned today
is that economic performance in the last decadbasthe country needs to expand and deepen itsoeto reforms
and diversify away from oil to protect its econofngm external demand shocks. To achieve that thismtty must
remove current administrative barriers and offguarfunities for investment in the non-extractivetses.

Another important issue in creating effective eamment is to ensure implementation of structurébrres
including transparency and corporate governancéjatimation and commercialization of public utdi§, and
liberalization of trade policy. To guarantee regibcompetitiveness of Kazakhstan, the Governmastth come up
with better policies and procedures than its nedgbband through this way differentiate itself frisineighbors as the
best place to do business in Central Asia. Kazakhist at the forefront in the region, in reformtloé financial system,
in pension reform, however, there are still mangaarwhere Kazakhstan is far from being the bestirsaebd has a
poor reputation. This is particularly true in respef administrative barriers (Umurzakov, 2003).

WTO ACCESSION AND ITSINFLUENCE ON FDI IN KAZAKHSTAN

Since Kazakhstan Government has applied to becomenaber of WTO in 1996, many analysts believe ithat
brings several positive benefits for the economyhefcountry and makes the investment climate béitethe foreign
investments. Those benefits are known to be stromgenomic collaboration, increased competitiorvedtgopment of
trade, progress of infrastructure, and faster eson@onversion. However, with the accession of WER{3 country
will be able to collect the benefits of the membgrsand create more attractive investment climatg i the following
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points will be resolved. First of all, Kazakhstamosld work to improve its solid foundation and regiion in the
financial centers of the world, such as New Yorkntdon and Hong Kong. Those are very diverse melitapo
financial centers with developed industrial founoiatand financial facilities, and Kazakhstan musgtto reach their
levels in order for it to have a better investmeithate that will promote stability to the investoSecondly, elements
like financial crises, increase of unemploymengesatreduction of domestic production, and goingniiation rates
must be resolved and reduced to minimum to induegptospects of sustainable growth and developr@nternment
should support emerging sectors of Kazakhstan engmwith money collected for oil and natural gassab promote
the development and growth of domestic industries fnancial institutions, thus ensuring the futafeKazakhstan
economy, diversifying and building those industtiest need help and support from the governmeantmurage their
future profitability and success.

RECOMMENDATIONS AND SUGGESTIONS

Modification of existing legislation is needed tosere clear and unequivocal access to internatiantétration.
Hence, simplification of the process for obtainingrk permits for short-term foreign employees isoaheeds to be
addressed. In addition to that, in order to endane business registration, there must be estaddisa centrally-
coordinated business registration procedure amddate an electronic database accessible to otiméstries and the
public.

In terms of taxation, the focus should be on paldic priority taxation issues that pose seriousbfmms to
investors, including: (1) Enforcement of transpaseim tax regulations by interpreting critical cassnd general terms
of laws and regulations, and creating a functionapgpeals mechanism; and (2) Strengthening of esrfioeat of
legislation and reduction the number of unnecesaadjts and inspections.

Customs should also rearrange their policies agdlagons in terms of: (1) The lengths of delaysoagated with
transportation stoppages; (2) Implementation obmmehensive reorganization of customs to impreporting and
consultative relationships with other governmergrages and private sector clients.

Another issues that strongly must be addressesvisrgment bureaucracy, there the following itemsstrhe
replayed: (1) Clarification of each agency’s aréaesponsibility and removal of overlaps and dugtiiens; (2) Making
rules and regulations for conducting inspectiorss mmake them available to the public and more traresgt for foreign
investors.

Structural reform as well needs an improvementangparency and corporate governance throughifdlasure
of ownership structures, and therefore, stoppitated party transactions and protection of minashgreholder rights.
Institutional framework should be improved in theaof the institutional capacities of investmeriated bodies taking
into account the world-best practices, and cootdtinebetween national and local agencies in implging after-care
services for investors. Finally, regional coopierashould reduce trade barriers for cross-bondetet and transit in the
region and enhance cooperation within regional gjirms.

The recommendations for sub regional and regiooaperation are to encourage economic cooperatiamngm
the five Central Asian countries through cooperatio investment attraction and promotion, throughirtg into
account current requirements of regional count@asswell as the low level of present economic coapen in the
region through the following steps: (1) Synchrotia of national investment strategies of host ¢oes; (2)
Elimination of administrative barriers, enhancemehtbusiness environment; (3) Liberalization ofdegapolicies
through removal of tariff and non-tariff barriersthe region, and establishment of free trade aea if it is going to
be over a length of time; and (4) Joint competebua#ding in specific investment promotion policiegth the
coordination of investment policies of Central Asi@ountries, assuming that regional technical tssige programs in
the area of trade and investment in Central Astapéainned and implemented by different contribatganizations, a
strategic partnership would be developed with otkehnical assistance providers to ensure syneifggte and the
understanding gained by other institutions in tesa.
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