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ABSTRACT

Kazakhstan’s sovereign wealth fund is used as the sole conduit for transferring mineral revenues
to the state budget. This paper discusses alternative fiscal rules for use in governing these
transfers and focuses in particular on a proposal to use transfers in a countercyclical manner.
Though this idea is an excellent one in theory it suffers in practice from the near impossibility of
identifying cycles in the national economy, the national budget, or in international oil prices in a
time frame that would allow such a policy to be implemented. Numerical simulations show that
using the NFRK for short run countercyclical purposes will almost inevitably lead to greater
rather than lesser volatility due to the inability to forecast oil prices or the business cycle with
any degree of accuracy. Other proposals such as that to allow NFRK investment in domestic
assets have the potential to undermine one of the most important successes of macro policy
management over the past decade: insulation of the domestic economy from the overheating that
can be caused by a too-rapid expansion fueled by oil revenue. Overall, numerical simulation and
consideration of various scenarios, including “worst case” or what might be considered remote
possibilities shows that the NFRK as currently constituted is well able to deal with any transitory
shocks of the nature modeled in this exercise. Given the reality of the extreme political pressures
that can arise from sharp downturns beyond those of a “normal” business cycle, it is
recommended that the current flexibility built into the NFRK rule be limited both in terms of the
size of the shock that would trigger using it and in terms of the length of time such additional
transfers might be allowed. Both theoretical and practical considerations suggest that building
countercyclical response into the fiscal code in the form of "automatic stabilizers” be
accomplished to the extent possible. The recommendations to generated by all of these
considerations can be summed up as follows:- First, implement “automatic stabilizers” to the
extent possible. - Second, limit the current 15% flexibility clause applying to the NFRK to
make specific the size shock that would trigger its use and also to limit the length of time such
additional funds could be transferred.
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I. Kazakhstan’s Economy and the Monetary/Fiscal Policy Mix
A. Introduction

Kazakhstan is a rapidly growing country in Central Asia. Formerly part of the USSR,
Kazakhstan has emerged as a well managed independent economy with per capita income
greater than $12,000 per year, relatively low inflation and manageable debt loads. Poverty has
declined sharply in the past decade with less than 6 percent counted as below the poverty line in
2011. Poverty is concentrated in rural areas, and among the unemployed with women and the
young suffering the most. (See World Bank 2012b)

Government deficits are clearly under control and both this and the balance of payments
reflect the importance of oil exports. This importance will grow over time as newly discovered
offshore fields come on line over the next two or three years. Meanwhile, maintaining control of
the non-oil budget deficit will remain a key target for policy and policymakers’ greatest
challenge for the foreseeable future.

The importance of oil is perhaps the most salient feature of the Kazakh economy at the
present time — Not only is the stream of oil revenue large and growing (11.5 % of GDP in 2010,
46.5% of government revenue and 57 % of exports) but these large streams condition the goals
of monetary and fiscal policy in terms of macroeconomic management. Avoidance of Dutch
Disease and other issues related to the Resource Curse are of necessity primary focuses of policy.
In fact, the government has done a very good job at avoiding both the chronic real exchange rate
difficulties that so often plague mineral exporters as well as the volatility in both policy and price
signals that so often underlies poor performance.

Key to the effective management of oil revenues is the use of sovereign wealth funds to
save oil revenues overseas so as to sterilize the large foreign exchange inflows generated by
mineral exports. Holding more than $73 billion at the end of 2011, these funds and their
management are at the center of any future plan for macroeconomic management. Figure 1
shows the spot price for Brent oil since 1997 where the volatility is abundantly obvious.
Preventing the transmission to the Kazakh economy of these huge swings is of paramount
importance as is avoidance of the problems associated even with relative constant large inflows
of foreign exchange.

! This paper is based on four papers written for this project on various aspects of macroeconomic management and
mineral revenues in Kazakhstan: “Fiscal Rules as Social Insurance: The Case of Kazakhstan” Eduardo Engels and
Alexis Montecinos, March 2013; “The National Fund of the Republic of Kazakhstan and Countercyclical Fiscal
Policy”, Harun Onder & Eduardo Ley, PREM, The World Bank December 2012; “Kazakhstan Macroeconomic
Modelling Report” DECPG The World Bank April 2013; “Countercyclical Fiscal and Monetary Policy in
Kazakhstan” Steven Kyle, Cornell University, December 2012.
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The sovereign wealth fund, the National Fund of the Republic of Kazakhstan (NFRK)
serves a dual purpose of stabilization of the macro-economy and accumulation of national
savings. It was established in 2000, and has been modified several times. The more recent
modifications were implemented in 2007 and 2012. Since 2007, the NFRK receives all fiscal
revenues from gas, oil and four metals (chrome, zinc, lead and copper), and makes
disbursements to the budget, as enacted by law.

In 2012 The NFRK was modified by the Government of Kazakhstan Presidential Decree
289 (dated March 16, 2012). The annual transfer of funds to the budget was changed from
the previously fixed amount of US $8 billion to the flexible amount of US $8 billion plus or
minus 15 percent (US $6.8-9.2 billion), depending on the cyclical position of the economy. At
the present time it has been established that the next three budgets, subject to revision, will
receive a transfer of US $9.2 billion, keeping the transfers pegged at the upper end of the range
that has been specified.

Meanwhile, the complementary provisions to prevent government borrowing from
“undoing” the NFRK savings remain unchanged. These conditions are that

(i) the government interest debt service cannot exceed 4.5 percent, and that

(ii) the ten-year average of debt interest payments plus rollovers cannot exceed 15
percent of all budget revenues (including NFRK transfers) and

(iii) the balance of the NFRK cannot fall below 20 percent of projected GDP.

To put things in perspective, in 2009, the share of the oil sector in GDP was 25 percent,

the share of oil and gas exports in total exports was 67 percent, and oil revenue was 41
percent of budgetary revenue (Llcke, 2010). On average over 2007-2010, the mining sector
employed only 2.5 percent of the labor force versus agriculture 30 percent, trade 15 percent,
transport and communication 7.5 percent, construction and manufacturing 7 percent each,
and real estate 4 percent (IMF 2012).

The non-oil Kazakh economy is heavily dependent on primary commodities, with copper
and uranium as important exports, as well as agricultural goods. The worldwide recession that
started in 2008-2009 has affected Kazakhstan also, with a collapse in a property market bubble
leading to widespread banking troubles and state takeovers of many problem banks.

This is perhaps the greatest systemic issue facing Kazakhstan at the present time — it has
never truly moved beyond its soviet era forms of organization in either the economy or in the
political sphere. State run enterprises dominate the economy, to the detriment of the private
sector, while in the government a single strong leader has dominated since the breakup of the
USSR.
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Figure 1 — Brent Spot Price 1990-2013

Though restraint in credit growth is a good thing in an oil economy with a strong
potential to overheat, the recent world financial troubles together with the consequent forced
deleveraging of banks and their consequent takeovers in Kazakhstan have left the private sector
with only a limited capacity for investment credit. While government directed investment has
worked well so far, the need for a more market oriented sector will become more and more
obvious as time goes on. Government programs to subsidize loans have succeeded in increasing
credit by more than 15% in 2011 but nonperforming loans remain a problem in the aftermath of
the world financial crisis. (See IMF 2011)

Inflation has remained low with the CPI registering a 5.9% year on year increase as of
January 2012, enabling the central bank to reduce interest rates to 7%. Declines in food price
inflation have led the way in the fall in overall price levels. The quasi-fixity of the exchange
rate, with the tenge varying less than 1% from its 146.5 level against the US Dollar means that
the real exchange rate has appreciated by about 5.7% over the past year. (See World Bank 2012)
It should be noted that while real appreciation is detrimental to trade exposed sectors (most
significantly non-mineral traded sectors such as wheat) it also serves as a channel through which
pressure from excess demand or incipient overheating can be vented. Indeed, in the long run as
development proceeds and per capita incomes rise we should expect a tendency toward real
appreciation (the Balassa Samuelson effect — See Samuelson 1994)
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Kazakhstan has had good fiscal management and control over the past decade (World
Bank 2012a) with public spending stable at about 22% of GDP and the non-oil deficit averaging
about 3% of GDP. This performance is particularly notable in light of the fact that Kazakhstan
experienced markedly increased oil revenues during the period but largely avoided the fiscal
pitfalls that have plagued so many oil exporting countries. However, after the crisis in 2008-
2009 the non oil deficit widened to more than 10% of GDP and was financed by oil revenue
saved in the National Fund. In essence, the fund was being used in a countercyclical manner,
though on an ad hoc basis in the absence of any rules geared to such eventualities.

Tables 1, 2, 3, and 4 present figures detailing recent developments in the Kazakh
economy.

B. Monetary Policy in a Mineral Export Economy

The practical and theoretical case for a stable monetary policy using price stability as a
target is by now well established. This is even more clear when the country under discussion is a
large mineral exporter, in which case the strict inflation targeting approach can be usefully
modified to one intended to target the real exchange rate rather than using some form of a CPI
target as is typically done. Another possibility raised in the literature on this topic is to use the
primary export commodity price (in this case oil) as part of a target index of prices since this is
the source of the major portion of the volatility affecting the economy. (See Hausman 2005,
Frankel 2005 and 2011, and Velasco 2005)

The need for economies with significant mineral export sectors to deal with the effects of
large foreign exchange inflows so as to avoid real exchange rate appreciation has so many actual
examples of economic disasters when it is done poorly (or not done at all) that by this point it is
almost repetitive to even rehash the discussion. However, it is worth doing so not only for the
sake of completeness, but also to add more recent developments in the literature beyond those
which have been known for decades. This older, “Dutch Disease” literature (See, for example,
Van de Ploeg 2011 for a recent survey, or Corden 1984 and Gelb 1988 for numerous case studies
and a survey of older literature) underscores the role of foreign exchange inflows in bidding up
the price of non-traded goods, causing an appreciation of the nominal exchange rate and thereby
causing deterioration in non-mineral traded sectors due to adverse moves in the real exchange
rate. This stagnation is exacerbated by resource pull effects which cause reallocations away
from non-mineral traded sectors (e.g. agriculture) both to mineral (e.g. oil) and to non-traded
(e.g. construction) parts of the economy.



Table 1. Kazakhstan: Real GDP Growth and Growth Contributions by Sector, 2008-11

GDP at Current Prices Real Growth (% change) Growth Contribution (%)
(Billions of Kwanzas) 2008 2009 2010 2011 2008 2009 2010 2011
GDP at market prices 3.3 1.2 7.3 7.5 33 1.2 7.3 7.5
GDP at factor cost 33 1.6 7.3 7.2 3.1 1.5 6.9 6.8
Extractive sectors 8.4 8.0 11.3 4.3 2.0 1.9 3.1 14
Oil sector 9.5 8.5 11.8 4.1 2.0 1.8 2.9 1.2
Oil extraction, pipeline 8.2 11.6 5.8 1.0 1.5 1.8 1.1 0.2
construction, and oil transportation
Refinery and exploration services 1.2 28.8 11.5 5.0 0.0 0.5 0.2 0.1
Retail and wholesale trade of fuel 15.5 -18.2 38.8 15.0 0.5 -0.6 1.5 0.8
Mining (other than oil) 0.2 3.9 7.1 6.0 0.0 0.1 0.2 0.2
Non-extractive sectors 1.6 -0.5 5.7 8.4 1.1 -0.3 3.8 5.4
Private sector 0.1 0.1 5.8 8.1 0.1 0.1 3.1 4.0
Agriculture -6.2 13.2 -11.6 26.7 -04 0.7 -0.6 1.2
Manufacturing -3.6 -3.7 135 .. -04 -04 1.2
Construction -26.2 -17.2 1.2 . -0.7 -0.3 0.0
Trade -0.6 3.5 1.8 . -0.1 0.3 0.1
Transport 6.1 -4.9 5.2 . 0.4 -04 0.4 .
Real estate transactions 5.8 1.2 34 1.4 0.8 0.2 0.3 0.1
Financial activities -1.3 -14.9 -12.3 -4.5 -0.1 -0.9 -0.5 -0.2
Public sector 7.1 -24 5.2 9.3 1.0 -0.4 0.8 14
Consumption 2.6 1.0 2.7 16.0 0.2 0.1 0.3 1.6
Investment 15.5 -8.4 11.0 -5.1 0.8 -0.5 0.5 -0.2
Net taxes on products and imports 3.4 -3.9 6.5 13.1 0.2 -0.2 04 0.7
Source: KAZAKHSTAN ECONOMIC UPDATE, NO. 1, 2012




Table 2. Kazakhstan: Balance of Payments, 2008-11

2008 2009 2010 2011
actual actual actual estimate
(In millions of U.S. dollars)
Current account 6,326 -4,068 3,013 13,609
Trade of goods 33,519 14,969 28,882 46,769
Exports f.o0.b. 71,971 43,931 60,838 88,895
Imports f.o.b. -38,452 -28,962 -31,956 -42,126
Services and income
Services -6,694 -5,804 -7,063 -6,054
Income -19,515 -12,511 -18,325 -26,941
Of which: Income of direct investors (net) | -17,145 -10,846 -16,596 -24,128
Current transfers -985 -722 -481 -165
Capital and financial account (including Errors &
omissions) 2,343 3,412 8,318 -617
Direct Investments 13,118 10,082 2,857 8,772
Direct investments abroad -1,204 -3,158 -7,819  -4,362
Direct investments in Kazakhstan 14,322 13,241 10,677 13,134
Portfolio investments (excluding investments of
the National Fund) -2,898 -65 15,140 152
Other investments (including
Errors & omissions) -7,877 -6,606 -9,679 -9,541
Change in monetary and fiscal reserves
("+" = reserve accumulation) 8,669 -656 11,331 12,992
Memorandum jtems:
Gross international reserves (stock) 19,872 23,091 28,275 29,323
National Fund reserves (stock) 27,486 24,368 30,980 43,693
Source: KAZAKHSTAN ECONOMIC UPDATE, NO. 1,
2012




Table 3. Kazakhstan: Government Fiscal Accounts, 2008-11

2008 2009 2010 2011

actual actual actual estimate
(In percent of GDP)

Budget non-oil revenue (i.e. tax and non-tax) 16.8 14.1 14.1 13.5
Budget and off-budget expenditures 27.2 27.9 22.8 21.8
Budget outlays 23.4 23.5 22.1 21.8
Budget expenses 20.3 22.0 20.4 19.8
Lending (net) 0.3 0.2 0.1 0.3
Transfers to SOEs (net) 2.8 1.4 1.6 1.7
On-budget transfers and off-budget lending to SOEs 3.8 4.4 0.7 -

Non-oil deficit (incl. off-budget expenses) -10.5 -13.8 -8.7 -8.3

Budget oil revenue (i.e. customs duty on oil exports) 1.7 0.0 0.1 1.8

Use of National Fund (NF) oil revenues 6.7 10.9 6.2 4.4

Total transfers from NF to the budget 6.7 6.5 5.5 4.4
Guaranteed transfer from NF 2.9 5.0 5.5 4.4
Targeted transfer from NF 3.8 1.5 - -

National Fund bond purchases (off-budget) - 4.4 0.7 -

State budget deficit -2.1 -2.9 -2.4 -2.1

Deficit financing 2.1 2.9 2.4 2.1

Domestic borrowing (net) 2.1 2.4 1.5 1.5
External borrowing (net) 0.0 0.5 1.0 0.6

Memorandum items:

Consolidated budget revenue 29.7 22.7 25.0 28.0
Oil revenue saved in NF 4.6 2.1 53 8.3
State budget revenue (i.e. oil and non-oil) 25.1 20.6 19.7 19.7

State budget expenditures and net lending 27.2 235 22.1 21.8

Consolidated budget balance 2.5 -0.8 2.9 6.3

Source: KAZAKHSTAN ECONOMIC UPDATE, NO. 1, 2012




Table 4. Kazakhstan: Selected Actual and Projected Economic Indicators, 2008-15

2008 2009 2010 2011 2012 2013 2014 2015

projections

(Annual percent change, unless otherwise indicated)

National accounts and prices

Real GDP 3.3 1.2 7.3 7.5 6.0 5.8 5.8 5.9
Oil sector (in percentage points) 2.0 1.8 2.9 1.2 1.3 1.3 1.3 1.2
Non-oil sector (in percentage points) 1.3 -0.6 4.4 5.9 4.8 4.5 4.5 4.7

Consumer price index, end of period 9.5 6.2 7.8 7.4 6.0 6.0 6.0 6.0

World oil price, Brent/WTI/Dubai average 36.4 -36.3 28.0 31.6 -5.6 -1.1 -1.1 -1.4

Real exchange rate of tenge per US dollar -13.0 13.8 -5.2 -5.4 -3.5 -3.0 -2.7 -2.7

(In billions of US dollars, unless otherwise indicated)
External accounts

Current account (in percent of GDP) 4.7 -3.5 2.0 7.3 3.8 3.2 3.0 2.8
Net trade in goods and services 33.5 15.0 28.9 46.8 38.1 39.1 41.3 43.2

Exports of goods and services 72.0 43.9 60.8 88.9 76.4 79.8 83.4 86.9

Imports of goods and services 38.5 29.0 32.0 42.1 38.4 40.6 42.2 43.6
Net foreign direct investments 13.1 10.1 2.9 8.8 11.6 11.4 10.0 8.6
Net banks' borrowing -2.7 -10.0 -125 -0.4 0.0 0.3 0.6 1.0
Gross official FX reserves 47.4 47.5 59.3 73.0 90.8 107.6 124.2 140.2
Gross official FX reserves (in percent of GDP) 35.5 41.2 40.0 39.2 44.2 47.4 49.5 50.4
Total external debt (in percent of GDP) 80.9 97.8 79.8 67.1 65.8 64.0 61.4 58.3

(In percent of GDP, unless otherwise indicated)
Fiscal accounts

Non-oil revenue 16.8 141 14.1 13.5 13.5 13.5 13.5 13.5
Expenditures and net lending 27.2 235 22.1 21.8 22.9 21.1 20.5 20.1
Non-oil deficit -105 9.4 -8.0 -8.3 -9.4 -7.6 -7.0 -6.6
Oil revenue 12.9 8.6 10.9 14.5 13.0 12.2 11.8 11.3

Budget oil revenue 8.4 6.5 5.6 6.2 6.8 6.1 5.5 5.1

National Fund revenue 4.6 2.1 53 8.3 6.2 6.1 6.3 6.2
Consolidated budget balance 25 -0.8 2.9 6.3 3.6 4.6 4.8 4.7
National Fund assets, stock 20.7 26.4 24.4 27.8 30.3 33.4 36.3 38.8
External debt and guarantees, stock 1.6 2.4 2.7 2.7 33 3.4 3.2 3.0
Domestic debt and sureties, stock 5.1 7.9 7.9 7.8 8.8 9.1 9.7 10.2

Memorandum items:
Nominal GDP (in billions of US dollars) 133.4 1153 148.1 186.2 2054 226.8 251.0 278.1
Nominal GDP per capita (In US dollars) 8,514 7,165 9,070 11,245 12,276 13,417 14,696 16,109




Atlas GNI per capita (in US dollars) 6,140 6,790 7,500 8,200 10,160 11,640 12,790 14,090
Oil production (in millions of tons) 70.7 76.4 79.5 80.1 82.1 86.7 91.9 97.1
World oil price (in US dollars per barrel) 97.0 61.8 79.0 104.0 98.2 97.1 96.0 94.7

Source: KAZAKHSTAN ECONOMIC UPDATE, NO. 1, 2012 ‘

More recently this analysis has been extended to include adverse political and
institutional ramifications of resource dependence, as well as to additional economic problems
that can arise. One of the most important of these is the issue of real exchange rate volatility
which can stem from volatility of resource income, but which could in theory result from
anything which causes a stop-go pattern in absorption and/or inflation. Hausman and Rigobon
emphasized this in their 2003 article and also in subsequent writings.

In a paper focused on the Kazakh case (Hausman 2005) details some of the pitfalls of a
strict inflation targeting approach to monetary policy. In particular, he walks through the
standard response such an approach would entail when confronted with shocks such as fiscal
expansion, capital inflows, or oil price shocks. In each case, a pure inflation targeting approach
would tend to exacerbate short run fluctuations in the real exchange rate, thus in effect making
the non-oil traded sector the “shock absorber” for the economy as a whole. This would happen
as monetary policy was tightened in response to pressures on price levels from the increased
absorption stemming from any of the sources of the shocks. Tighter monetary policy implies
higher interest rates and therefore an appreciation of the nominal exchange rate. This is not at all
what a policy of economic diversification should aim at in the long run.

Hausman’s alternative is to tighten policy through other means (limits on credit
expansion through stricter reserve requirements, capital adequacy, or portfolio regulations and
fiscal policy) rather than through traditional monetary tightening. In other words, the need to
rely solely on centralized monetary policies such as interest rate management to contain the
aggregate demand pressures at the root of the problem are limited by “diversifying” policy to
other instruments which can bear part of the burden.

It is important to note in this type of situation that a premium remains on the ability of the
government to avoid aggregate demand overheating in the first place. Insofar as oil proceeds can
be saved offshore, avoiding their transmission to the domestic economy through fiscal policy, the
easier will be the task of the authorities to maintain control over both inflation and the real
exchange rate. Also, to the extent that monetary policy can be made more effective through
development of a deep and liquid domestic financial market, the more real effect will be gained
from a given change in interest rates, limiting the extent of incipient appreciation that results
from monetary tightening.

This deepening of the domestic financial markets was dealt a setback in the aftermath of
the 2008-2009 world financial crisis and may well be further retarded in the event of a major
Euro zone crisis in 2013. Certainly, few would now promote the idea floated in 2005 of an effort
to promote the use of mortgage backed securities or other CDO’s on the scale of what could be
envisioned prior to the worldwide meltdown in these markets. Indeed, the popping of



Kazakhstan’s own real estate bubble and the state takeover of many private banks has pushed
realization of the goal of a deeper financial market off into the future. While it is still a viable
and laudable goal, financial market development cannot be pushed too fast in an environment
where a large percentage of the participating institutions are state owned and operated.

Jeff Frankel (2010) provides a concise summary of fiscal and monetary policy over the
business cycle in a small open economy. His views on fiscal policy are discussed below but one
insight that is particularly relevant to the Kazakh case is the idea that simply targeting inflation
(as measured by some form of CPI or other readily available index) can result in a somewhat pro
cyclical monetary policy given the tendency of mineral exporting countries to overheat
subsequent to price increases in their main export product. This is in essence the same argument
made by Hausman 2005 discussed above. In other words, when oil prices rise we can with
almost perfect certainty predict that there will be inflationary pressures in the periods
immediately afterwards — This means that we can use the information inherent in the oil price by
making monetary policy conditional on it — Rather than simply targeting CPI we can target an
index including both CPI and the oil price since both are indicators of incipient or actual boom
conditions.

One major caveat, looked at in more detail below, can be seen graphically in Figure 1
which shows the evolution of world oil prices over the past 15 years. Detailed numerical
analysis is required before conditioning policy responses on such a volatile indicator. It may
well be that a variety of instruments including offshore savings, oil production levels, exchange
rate policies and others should be considered to reduce the “frontline” role of monetary or fiscal
policy in responding to extremely wide and sharp swings.

With or without this added feature, the dedication of monetary policy to stability in prices
and therefore real exchange rates seems to be an undisputed feature of prudent macro policy
management in a small open economy, particularly an oil exporter. What is less universally
accepted in the theoretical literature is the role of fiscal policy, which is the topic of the next
section.

C. Keynesians and New Classicals

After the New Classical revolution of the 1980’s countercyclical fiscal policy became
less fashionable among policy oriented economists and downright anathema to those who were
more “pure” in their New Classical mindsets. Even among unreconstructed Keynesians it was
generally accepted that the short implementation delays and more easily controlled monetary
policy tools were more useful in countering the usual mild business cycles that were experienced
in the latter decades of the past century. Fiscal policy was relegated to a back seat at best even in
industrialized countries, and this was even more strongly the case when discussing small open
economies in lower income countries. Not only was it viewed as unnecessary given the efficacy
of monetary policy, but the political nature of the decisions involved did not lend themselves to
prudent economic management.
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The credit crisis and subsequent downturn in 2008 and thereafter has resulted in some
serious rethinking of this former consensus. It is clear that fiscal policy can (indeed must) play a
role when the zero lower bound on interest rates is binding, but it is also undergoing some
rethinking in smaller, lower income economies, especially those with significant mineral income.
This is perhaps due to the fact that large foreign exchange inflows and their associated fiscal
volatility and pressures have a rather obvious contribution to the instability often seen in such
mineral economies, but it is also related to the fact that these fiscal flows are also subject to a
greater degree of control and rule-based management than non-mineral budgets often are.

In the recent developed country literature on fiscal stimulus (See for example Blanchard
and Perotti 2002, Romer and Romer 2010, Taylor 2011 for just a small sample) the ongoing
debate between new classical economists (who eschew nearly all proposals to use fiscal policy as
a stabilizing instrument) and those of a more Keynesian persuasion (who see it as necessary in
some situations) remains in evidence. Even those who promote the idea of a stimulus in the
current “Keynesian” conditions (i.e. zero lower bound on interest rates is binding) do so in the
context of a long run adherence to a sustainable deficit and debt. This is certainly true of the
IMF which conceded in its recent October 2012 World Economic Outlook that fiscal multipliers
were larger than they had originally anticipated and that austerity in the EU was provoking
stagnation and a return to recession.

The estimates of fiscal multipliers contained in Kopits and Symansky (1998) are a
testament to these alternative views of how the economy works. Purely Keynesian models with
adaptive expectations have fiscal multipliers as high as 2 while rational expectations models
feature much lower or even negative values. It is likely that “truth” lies in both views,
depending on current conditions in the economy. That is, when there is significant unused
capacity and labor it is likely that higher multipliers are more relevant than in the full
employment situation often implicitly or explicitly assumed in New Classical models.

Few if any of the contenders in this debate would deny that monetary policy can and
should be the tool of first resort in “normal” business cycle fluctuations — that is, when
downturns are the product of the usual inventory/supply response or the normal workings of the
credit market, monetary policy is the first best tool to prevent excessive fluctuations from being
transmitted to employment and production.

Two important considerations must be kept in mind however, since Kazakhstan is not yet
a fully developed economy as are those countries in Europe and North America who are the most
frequent subjects of the ongoing debate:

1. It is not entirely accurate to say that monetary policy is the only policy used in most cases
in developed industrial economy due to the fact that these economies have a very well developed
system of automatic stabilizers which are in effect a fiscal policy implemented on the basis of
rules rather than via one-off political decisions or appropriations by the legislature or executive
powers. They play an important role in smoothing out business cycles in the USA and Europe
and also to a somewhat more limited degree, in lower income countries as well.
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The most important of these automatic stabilizers is the tax code. Written to tax incomes
and profits, it naturally takes in more revenue when incomes and profits are high and less when
there is a downturn. The natural dampening effect of this is increased to the extent that the tax
system is progressive — i.e. if tax rates increase as incomes and profits go up. Other important
elements of the automatic stabilizers are those elements of the fiscal budget which are intended
to provide a social safety net. For example, unemployment payments naturally go up when
workers are thrown out of work, and any cash or in-kind assistance to indigent or unemployed
citizens is also countercyclical in effect.

To the extent that these types of stabilization functions can be achieved in Kazakhstan by
automatically functioning systems rather than as a result of the political process, they are likely
to be timely enough to serve as viable instruments of countercyclical policy. Otherwise, the
main criticism of fiscal policy in this context that it is as likely to be destabilizing as stabilizing
due to the delays and poor targeting inherent in the political process - is likely to be true. Milton
Friedman famously likened such a situation to a “fool in the shower” who impatiently turns up
the hot water and scalds himself rather than waiting for the results of previous adjustments to
take effect.

2. The use of monetary policy as a viable countercyclical instrument depends crucially on
the financial depth of the economy. That is, only those economic entities which have a link to
the national financial system can be directly affected by changes in interest rates. Those
economies which are highly financialized as is the case in the US and in many countries in
Europe can reasonably expect a higher interest rate engineered by the central bank to be felt
fairly directly by a broad based portion of the national productive and consuming base. The
broader the use of the financial system, and the more integral it is in the economic lives of the
entities that use it, the more effective a given change in interest rates can be in affecting real
economic activity.

D. Fiscal Policy, Dutch Disease, and the Resource Curse in a Mineral Export Economy

The importance of fiscal linkages in the macro management of mineral export revenues
is, as noted above, so well known at this point that it is virtually a cliché. The surveys by Corden
1984 and the case studies by Gelb et. al. 1988 exemplify the conventional wisdom reached by the
economics profession as a result largely of the oil booms of the 1970’s but equally applicable to
mineral export booms of whatever origin.

In a nutshell, one of the most obvious channels for oil revenue to exert its influence on
the economy occurs when these flows accrue directly to the central government. This is not to
ignore the potential for heightened spending from other sources to generate overheating and real
exchange rate effects. Rather, given the fact that central governments are often the primary
channel through which these effects are felt, and are themselves the only agents in a position to
do something about it, the analysis of these linkages is key to any resolution of the distortions
that can often plague such economies.
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First and foremost, any spending on the part of the government can give rise to real
exchange rate pressures insofar as this spending falls on non-traded goods thereby sparking price
increases which are more marked the more inelastic the supply of these goods. As these prices
rise, the real exchange rate appreciates, which places the burden of adjustment disproportionately
on non-mineral traded sectors. These stagnate or collapse entirely in the long run. This is the
classic case commonly known as “Dutch Disease”.

Second, the composition of spending by the government is a key factor in the
development of these problems. Insofar as spending is directed toward imports, domestic
demand pressures can be avoided and the tendency toward real appreciation minimized.
However, even in the case where spending is directed primarily at imports there is an inevitable
tendency for ancillary spending and costs on home goods to increase pari passu with the increase
in imports.

Third, massive and sudden increases in revenue tend to heighten the importance of the
central government budget vis a vis the rest of the economy, putting a premium on rent seeking
behavior and creating a tendency toward centralization of activity in the capital city. This and
related problems have generated a large literature on the “resource curse” in which countries
“fortunate” enough to have significant mineral income can actually grow more slowly than those
without. Auty 2001 and Robinson et. al. 2006 provide good surveys of the literature on the
political economy of the resource curse.

All of these considerations have resulted in economic policy advice which places a high
premium on fiscal management and control as a first defense against the distortions to which
mineral economies are so often prone. Avoidance of excessive spending, close attention to the
composition of that spending, and avoidance of overheating in the domestic economy are tenets
which are by now well accepted both by mineral economy policymakers and outside observers.

Obviously, there is a need for policies which can ameliorate the distortions so common to
mineral exporters while at the same time maintaining sovereign control over spending and
wealth. The use of offshore sovereign wealth funds is perhaps the most widely promoted and
widely used way of achieving this. Essentially, mineral income is paid into an offshore account
rather than fed directly into the state budget in order to better control and smooth the fiscal flows.
This allows both maximization of intertemporal optimality and a dampening of the sometimes
extremely volatile flows of mineral income.

Indeed, as noted by Hausman and Rigobon 2003 and elaborated in subsequent work by
various authors, it is this volatility itself that is the source of many of the problems seen in
mineral exporters. While adverse real exchange rate movements can indeed have a depressing
effect on non-oil traded sectors they are not necessarily the primary cause of decline in cases
where there is still an average profit margin capable of stimulating production. Key to
understanding this is the use of the word “average” in the preceding sentence — Though average
profitability may look good, a volatile real exchange rate generated by volatile mineral revenues
and stop-go fiscal spending patterns can cause so much uncertainty that producers flee to other
sectors where profits are more assured on an ongoing basis.
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It is important to note in relation to all of the above considerations that the Kazakh
government has performed exceedingly well in managing the oil boom of the past decade or so.
Fiscal control has been exemplary and the management of the sovereign wealth fund created to
manage oil revenues has been close enough to “best practice” that it could be used as an example
for other countries. Section Il below goes into more detail on Kazakhstan’s sovereign wealth
fund, its management, and proposals for further improvements.

E. Cross Country Empirical Evidence on Fiscal Policy and Economic Cycles in Mineral Export
Economies

In addition to the theoretical studies summarized above, there are some cross country
empirical studies of the performance of fiscal policy in mineral export economies. Some of these
are summarized in this section.

Erbil (2011) studies the question of procyclicality of fiscal policy in oil producing
countries. In his study of 28 oil producers he finds that spending is strongly procyclical in low
and middle income countries (Kazakhstan is a middle income country) but is countercyclical in
higher income countries. This last result in high income countries is, however, conditional on
various measures of political and institutional factors — This implies that though Kazakhstan is
about to “graduate” to high income status, its ability to use its financial cushions and safeguards
adequately in the future will depend on the extent to which political and institutional
development can provide the necessary framework to do so. This makes establishment of the
necessary fiscal rules and the consensus to adhere to them of paramount importance.

Sturm et. al. (2009) support the use of monetary policy to contain inflationary pressures
thus allowing fiscal policy to be freed from the need to support this target. The two main issues
remaining are the structure and the phasing of fiscal expenditures. The structure is of course
related to the perennial questions of investment vs. consumption and within these, the sectoral
composition of spending. Phasing relates more directly to the topic of this paper and Sturm et.
al. support attempts to make spending countercyclical but nevertheless recognize the difficulty of
doing this in the context of large investment projects.

Villafuerte and Murphy (2010) study the fiscal performance of oil producing countries
over the 2003-2009 period. They find that non-oil primary balances worsened during the first
part of the cycle but reversed in 2009 when oil prices fell. They also find evidence of
procyclicality in fiscal spending over the business cycle.

Van der Ploeg and Poelhekke (2009) provide additional evidence that volatility of various
measures of growth can swamp or even reverse the beneficial effects of resource revenue. Thus,
the damping feature of sovereign wealth funds is of paramount importance in providing a good
context for growth and avoiding the pitfalls of the resource curse.
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I1. Fiscal Rules and the National Fund of the Republic of Kazakhstan

A\. Fiscal Rules and Countercyclical Policy

Frankel (2010), as well as Arezki et al. (2011) show how different fiscal rules can make
such mineral income vary from pro cyclical to counter cyclical to anywhere in between. Clearly,
pro cyclicality is something to be avoided if possible but it is a natural result of some of the
simpler budget rules which can be applied. Simple balanced budget rules result in economic
instability that mirrors that of the mineral export sector as money is spent as it comes in rather
than being saved. Another rule which is gaining in popularity following its successful
application in Chile is what is sometimes called a Structural Surplus Rule, which targets a long
run government surplus (or deficit) which is derived from some version of the long run
sustainable payout from a sovereign wealth fund based on an exportable mineral resource. Such
a rule allows countercyclical payouts when in a downward phase of the cycle to be balanced by
added savings when in a boom phase.

The main pitfall associated with such a rule is in arriving at a non-political estimate of
what long run trends are in export prices, physical production and GDP. While smoothing
deviations from trend is always the goal of the welfare maximization, history tells us that
politicians can be counted on to bias estimates in favor of current spending, particularly when
they are soon to be engaged in an election.

Kumhof and Laxton (2010) analyze the problem of executing countercyclical fiscal
policy in a small open economy with significant mineral income and consider the “optimal”
degree of countercyclicality. The SSR rule above can indeed be countercyclical and can thus be
demonstrated to have superior welfare properties than does a rule which results in cyclical
neutrality or procyclicality. Kumhof and Laxton extend this by asking if some countercyclical
policy is good, might not still more be even better? After all, the SSR rule above is
countercyclical but is constrained by its grounding in some form of PIH. A key element of this
analysis is that the ability of monetary policy to adequately smooth welfare for households in the
economy is limited when many households are liquidity constrained (i.e. their incomes are low
enough that they live paycheck to paycheck). In effect, the government can improve welfare by
saving on their behalf out of mineral income and spending or transferring the money in cyclical
downturns. In theory the best way to accomplish this is via direct transfers and taxes on labor
and consumption.

The case for strong countercyclical fiscal policy rests on the targeting of the incomes of
lower income groups as the appropriate goal for policy. The welfare implications of doing this
are clearly better than a balanced budget rule, which simply transfers current cyclical ups and
downs to the government budget and hence to all who are affected by it. It is also better than
structural surplus rules, which take a longer term view and which seek to target a desired long-
run government surplus to GDP ratio and responds to cyclically low (high) government surpluses
by increasing (reducing) government debt rather than instantaneously changing fiscal
instruments. But this tends towards minimizing fiscal instrument volatility. A key insight of
Kumbhof and Laxton’s paper is that, if minimizing business cycle volatility should instead be the
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main objective, there are significant gains to adopting a much more countercyclical rule
implemented via strong automatic stabilizers such as progressive taxation and unemployment
insurance.

Kumhof and Laxton recommend a simple policy rule whereby the fiscal surplus to GDP
ratio responds to a tax revenue gap and a raw materials revenue gap. The rule ensures debt
sustainability in the long run and is highly effective at stabilizing the business cycle in the short
run.

B. Economic Theory of Fiscal Rules Directly Applied to Kazakhstan

Engels and Montecinos (2013) explore the welfare effects of various fiscal rules in a non-
Keynesian setting i.e. one in which there is full employment and multiplier effects are absent.
The assumption that output is exogenous is appropriate to the Kazakh case in that both oil
production and oil prices are determined by geology and the world economy — both factors that
are beyond the control of policy makers or the influence of the local economy. What this means
is that their analysis is aimed at evaluating fiscal rules in terms of their “insurance” effect — that
is, their ability to compensate for consumption shortfalls rather than their ability to smooth
output. They calibrate their model to approximate the actual structure of the Kazakh economy in
terms of the relative size of the mineral sector and the heterogeneity of households in terms of
income.

Engels and Montecinos then evaluate a three different fiscal rules: One is a “perfect
world” case in which the fiscal rule is able to perfectly compensate for shortfalls in household
consumption. While not particularly realistic, this case serves as a useful benchmark for the
maximum welfare gain attainable via any kind of fiscal rule. The other two cases are more
relevant to the current policy discussion in Kazakhstan — One is a rigid rule allowing for a fixed
transfer, much like the rule that has been in place for several years, while the other is a rigid rule
allowing for an escape clause in the event of a major decline in consumption below some fixed
threshold value.

Interestingly, they find that the “fixed rule with escape clause” does a very good job of
capturing most of the welfare gains attainable under a “perfect world” optimal policy. Indeed,
fully 75% of the maximum can be achieved by this type of policy. Nevertheless, such a rule
would still have the problem of defining what exactly the required threshold value should be, and
also how to return to the original rule when the crisis is past.

Given these difficulties, their findings reinforce the idea of strengthening countercyclical
*automatic stabilizers” by using transfers to households. These transfers, even if not perfectly
targeted at lower income households, are capable of generating welfare effects that capture the
majority of the gains potentially available under optimally chosen fiscal reactions in line with
PIH considerations.
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This result is important in that even if the scope for countercyclical policies on Keynesian
grounds is limited due to the factors considered above, there is still good reason on welfare
grounds for the government to institute (or strengthen) automatic programs targeted at lower
income households. These programs could be triggered by direct reference to household
incomes but could also rely on more aggregate level indicators given the high correlation of
these with incomes at the lower end of the scale. It is also important to note that the better the
targeting of these automatic stabilizers, the smaller the revenue transfer needs to be to achieve
any given welfare goal.

C. The Role of the National Fund of the Republic of Kazakhstan

The establishment of the National Fund of the Republic of Kazakhstan (NFRK) in 2001
marks an important point in the evolution of Kazakh macroeconomic policy management. The
NFRK serves multiple purposes which are well summarized in the World Bank’s 2010a survey
of country experience with sovereign wealth funds:

In commodity exporting economies, SWFs can help mitigate the destabilizing fiscal and macro-economic
effects of large and volatile inflows of foreign exchange revenue. Because of volatility in global
commodity prices, receipts (and by extension fiscal revenue generated by these exports) tend to
fluctuate significantly even over relatively short periods of time. In particular when these revenues
represent a large share of total export earning and/or fiscal revenue this will expose the economy
and/or the budget to short term boom and bust cycles with undesirable consequences in terms of
overheating during boom periods and costly adjustments to consumption levels during bust periods.
Typically, stabilization funds are designed to accumulate funds when commodity prices are high
(according to longer term price projections) and disburse when commodity prices are weak. As such,
these funds are simply mechanisms that help to separate spending of resource revenues from the
current revenue stream. By investing reserves abroad stabilization funds also help sterilize the domestic
economy from the Dutch disease and related macro-economic consequences. In Kazakhstan the
volatility of oil proceeds is abundantly obvious, making this feature of the role of the NFRK of prime
importance.

1. Beyond smoothening the effects of commodity price volatility, most SWFs in extractive
economies also serve as vehicles for longer term fiscal savings. The underlying idea of saving
funds is very simple. An asset in the ground - oil, gas, or some mineral deposit- is replaced with a
financial asset - thus maintaining national wealth. To this end, some or all revenues are deposited
into the fund and invested in income generating assets, usually foreign securities. The motives for
generating fiscal savings out of resource revenue vary:

 To address issues of inter-temporal equity. Since revenues from natural resources are generated
through the depletion of an asset (the natural resource endowment) current consumption of all revenue
would imply that only present generations benefit from the draw-down of non-renewable resource wealth.
The creation of a permanent fund can help protect this wealth generating an infinite cash flow benefiting
the present and all future generations.

» To maintain fiscal sustainability in view of large, but transient revenue inflows. The fiscal
expansion financed by these inflows can often not be sustained once resources are exhausted, requiring
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costly adjustments. By constraining fiscal expansion, for example by targeting annual budget revenues at
no more than the net earnings provided by the resource wealth, a fiscal path is chosen that can be
sustained beyond the extraction cycle.

» To finance long term fiscal liabilities, for example pensions. Some countries have linked the saving
of resource revenues to long-term social liabilities, principally pension liabilities which have accrued or
may accrue in the future. Although such funds may be supported by oil or other resource revenues, they
are principally motivated by considerations of fiscal sustainability in view of long term spending
pressures and the resource wealth merely serves as a funding source to meet these.2 It is important to note,
however that these funds do not necessarily imply permanent wealth protection, as the principal is not
excluded from future withdrawals

* To build up precautionary savings as a self-insurance against possible shocks, e.g. economic crisis.
Emerging markets are frequently exposed to significant macro-economic shocks (sharp negative
fluctuations as opposed to small cyclical movements) and are more likely to face liquidity constraints
making it more difficult to absorb shocks through some form of expansionary fiscal and/or monetary
policy if they occur. Accumulating foreign reserves in the form of an SWF (or limiting the debt stock)
during tranquil periods can reduce the welfare cost of adjustment in the event of a fiscal crisis. In effect,
the precautionary savings motive broadens the stabilization objective to cover all kinds of fiscal
contingencies, including but not limited to commodity price shocks. It may thus require reserve holdings
exceeding what is needed for price stabilization.

* Finally, SWFs serve financial objectives in terms of diversification of the asset base of the
economy and achievement of higher risk-adjusted returns.

All of the motivations above have obvious relevance to the Kazakh case. The NFRK
together with other official international reserves totaled more than $73 billion at the end of 2011
(See World Bank 2012b) and the management of the oil fund is designed both to provide
maximum benefit to the Kazakh economy on an ongoing basis and to prevent economic
distortions in the short run. The global financial crisis of 2008-09 and the dislocations that
stemmed from it inspired a reevaluation of the rules for spending money from the NFRK. The
original rule, detailed in the notes to the description of the NFRK contained in the Appendix,
amounts to a rule that is fixed in terms of the amount that is transferred to the annual budget.
While this does help stabilize fiscal expenditures since it adds a large constant component to
non-oil revenues which themselves fluctuate in a cyclical manner, it falls short of a fully
countercyclical policy. In 2010 this rule was amended to better control off-budget uses of the
fund and to modify limits to its use in light of the crisis. The current rules are:

- Fixed annual guaranteed transfer (made in monthly or quarterly installments) to the budget of US $8
billion starting in 2011.

- Minimum NFRK balance of 20 percent of projected GDP at end of the respective fiscal year
(guaranteed annual transfer will be reduced in case expected balance falls short of this minimum
requirement).

- Annual expenditures on service of public debt, however defined, not to exceed 4.5 percent of imputed

fixed investment return on the fund. (It remains unstated when fund balance is measured, e.g., projected at
the end of the respective fiscal year, average over some period, actual balance prior year.)

18



- Auverage cost of service and repayment of public debt over 10 year period not to exceed 15 percent of
total budget receipts including cash transfer from the fund

- Target of 3 percent GDP non-oil deficit by 2020.

- No off budget financing, i.e., no guarantees or lending for domestic activity including Samruk-Kazyna
and KazAgro.

World Bank 2010b suggests an alternative in view of the fact that stabilizing oil revenue
but leaving the remainder of the budget to fluctuate according to current conditions could well
result in an overall procycality of fiscal policy. Instead, it is proposed that the Fund operate in a
manner explicitly designed to offset the cyclicality of non-oil revenues. The structural non-oil
deficit would be the target variable and would be limited to the expected annuity generated by oil
wealth, whether still in the ground or in the NFRK. This estimated structural deficit is a key
variable and must of necessity be estimated independently of political considerations. Properly
done, this concept would result in a truly countercyclical fiscal policy. World Bank 2010b
provides the following summary comparison of the current rule and the proposed rule

Current Fiscal Rule

Structural Rule:

NFRK Transfer = US$ 8 billion

Actuals:

Expenditure = Non Oil Revenue + NFRK Transfer (+ Debt Financing™)
NFRK Saving = NFRK Revenue — NFRK Transfer

Net Saving = NFRK Saving (- Debt Financing*)

Alternative Fiscal Rule
Structural Rules:

Structural Balance Target = Imputed Real Return x (Fund Balance + NPV(Expected NFRK Revenue))
Structural Expenditure = Structural Non Oil Revenue + Structural Balance Target

Actuals:

NFRK Transfer = Structural Expenditure - Actual Non Oil Revenue (-Debt Financing*)

NFRK Saving = NFRK Revenue - NFRK Transfer

Net Saving = NFRK Saving (-Debt Financing)

World Bank 2012a proposes a multi-layered rule in which various goals of the NFRK are
addressed by independent parts of an overall fiscal rule architecture. The long run permanent
income from the fund would be addressed by the current fixed (in constant dollars) transfer from
the fund to the fiscal budget. In order to relate the use of oil wealth to the overall net wealth
position of the country (i.e. in order to include debt as well as savings in the calculation) there
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would be an additional constraint limiting the amount of the annual deficit that could be financed
with debt issuance. A final component would be a structural fiscal balance target a la Chile or
Norway.

In order to simplify the execution and ensure transparency, it is proposed that this
component would take advantage of the high correlation of Kazakh economic fluctuations with
world oil prices. Accordingly, this component would be tied to variations of the world oil price
around its long run equilibrium. Of course, as noted below, the biggest stumbling block to this
approach is defining what the long run equilibrium price of oil actually is, as well as just how
long the “long run” is assumed to be.

Given this rule’s explicit differentiation between three different motivations for
management and control of flows from the oil fund (the Permanent Income approach which
yields a constant flow, debt sustainability which yields a flow linked to the sustainable state
deficit, and stabilization which is linked to the oil price) it is a useful framework to guide
analysis of alternative rules. The various competing candidates can be viewed as special cases
under this framework and varying combinations of them can be analyzed to see how they interact
with each other under different economic circumstances.

Finally, it is worth noting a recent proposal to diversify investments of the NFRK to
include domestic as well as international assets. While there are no doubt cases where this might
be a good idea, the possible problems with this should be emphasized. One of the most
important functions of the NFRK is to insulate the domestic economy from distortions caused by
large flows of mineral income — and it does this precisely by investing in offshore assets so that
expenditures in the domestic economy that could be excessive or volatile are filtered through a
fiscal mechanism where control can be exercised. Moves away from this ability to control
potential stimuli should not be incorporated without thinking through the ramifications. These
are not purely economic — the politics surrounding domestic investments would in many ways
mirror those related to investment banks in the many countries where they have been instituted.
A careful reading of this sometimes less than exemplary history would be informative.

I11. Issues in the Implementation of Countercyclical Policy in Kazakhstan

A. A Caveat — Spending Volatility and Real Exchange Rate Volatility

A major concern in any recommendation for Kazakh fiscal management must take into
account the potential real exchange rate effects of what is proposed. These concerns relate not
only to problems of sustained appreciation of the real exchange rate leading to undesired long
term structural changes in the economy (via traditional Dutch Disease mechanisms) but also to
problems of volatility in the real exchange rate leading to increased risk and unreliable market
signals to producers and investors, as discussed in Hausmann (2005) and Hausmann & Rigobon
(2003).

20



Indeed, proponents of using fiscal policy in a countercyclical manner advocate using the
real exchange rate as the target variable of interest, but it is important not to end up creating
fiscal expenditure and tax volatility in response that is disruptive in its own right. That is, to the
extent that a simple rule can pave the way for fiscal policy to smooth the variations in real
exchange rate there can be benefits for the non-mineral traded sector and for the economy as a
whole. But fiscal signals are themselves important to such producers and it is important not to
sacrifice too much stability and predictability in these signals.

B. Multipliers

First, some considerations as to what makes a fiscal multiplier higher or lower are
in order. Generally speaking, we are looking for two characteristics: First, when looking for a
large multiplier we want a spending target which will elicit and output and employment response
on the part of the real economy rather than simply bidding up prices. This implies that we want
to spend money in areas where there is either excess capacity or in which additional capacity can
be added with relative ease. Second, we want the subsequent rounds of effects to be
concentrated in the domestic economy (again in areas with relatively elastic supply response)
rather than being dissipated through leakage out of the domestic economy into increased imports.

In addition to the above considerations we also need to bear in mind that expenditures
which can increase supply response elasticity are also to be favored though here the likelihood
that such expenditures can be easily increased or decreased through the business cycle is less.
This is due to the fact that infrastructure or other capital projects are less divisible than are other
types of expenditures and so are less amenable to being used as countercyclical instruments of

policy.

To definitively quantify expenditure and tax multipliers it would be necessary to estimate
a full fledged macroeconomic model which is beyond the scope of this paper. Lacking that, a
review of Kazakh public expenditures and taxes together with some idea of the import
component of spending in different areas can get us a long way toward a classification of
expenditures for the purpose of defining those with high vs. those with low multipliers.

The most recent quantitative analysis of some of the relevant parameters can be found in
Naumov (2009) which constructs a Social Accounting Matrix and CGE model of Kazakhstan for
the purpose of evaluating the impact of oil revenue as well as Hare and Naumov 2008, which
reports some of the findings of the more extensive 2009 study. Based on Kazakh household and
budget surveys from 2002- 2005, this study reports both expenditure patterns of households and
the import content of overall sales for different sectors in the economy.

The sectoral composition of government spending is the most important consideration in
terms of the impact effect on the domestic economy, but the import content of domestic sales in
those sectors determines the extent to which subsequent rounds of effects are contained within
the country or are leaked out via import expenditures. Household expenditure structure is also a
key element of the extent to which expenditure effects are contained or leaked out, since
payments to labor (and therefore household income) play a large role in determining where
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secondary effects are felt. For example, if the government were to spend heavily on construction
projects in order to increase future productivity, we know that a large share of the payments to
the construction sector ends up in the hands of workers, given the relatively high labor content of
production in this area. The expenditure patterns of these workers determine, in turn, whether
the domestic economy will get a boost (if they spend in areas dominated by domestic production)
or if the effects will be felt only in increased imports (if they spend on imported items like cars).

Table 5 is taken from this study and show that household consumption is heavily
weighted toward food and drink (almost 40%) with large shares also going to apparel and home
furnishings (9.7 and 5.4%) . Utilities including electricity gas and water account for 6.8% while
transport and education and agricultural goods are also important at 3.7, 3.5 and 3.4%. The
approximately one third of expenditures remaining is split among a variety of categories.

Table 6 shows that food and fuels have a high import content in terms of domestic market
share, as do manufactures of all kinds. Other sectors have a far lower import share in domestic
sales indicating that purchases directed toward these sectors will boost domestic demand more in
terms of direct effects than will other purchases. It is important to note that some sectors appear
to have a fairly high domestic content in terms of direct expenditures but would almost certainly
reveal a high import content in their own input structure if a more detailed analysis were done.
Transport is a good example of this, where virtually all transport services are supplied by
domestic providers but these in turn purchase most of their vehicles and the inputs to run them
from outside of the country.

There is an important caveat to this entire discussion. Typically, discussions of
multipliers revolve around finding spending targets which will maximize the extent to which
domestic demand will be boosted. However, in an oil economy susceptible to overheating from
excessive spending of oil revenue there is a definite limit to the extent to which the government
will want to see domestic spending increase in any given period. It is entirely possible that that
spending on e.g. construction, which shows a 25% imported content in final sales would be an
important area for spending given the long run priorities of the government.

C. Monetary Policy — The need for Financial Development

As noted above, one of the key requirements for enabling an effective countercyclical
monetary policy is a deepening of the financial sector in terms of types of instruments available,
having a sufficient supply on the market so that liquidity can be assured when monetary policy
requires their use as an instrument, and a deep enough financial development so that the linkages
between financial markets and instruments on the one hand, and the real economy on the other
are well enough developed that monetary policy can hope to affect outcomes on the real side.

Earlier studies of the Kazakh economy (See for example Deep 2005) discussed the need
for financial deepening and development. Kazakhstan stood out at that time as a country that
had done very well in terms of financial development given the relatively recent transformation
from the former Soviet system. However, the world financial crisis of 2008-2009 resulted in
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many local banks being taken over by the state, and credit growth to the private sector has been
“anemic” in the words of one analyst since that time.

This is important since it is precisely through such channels that monetary policy must
act if it is to be an effective instrument of policy in affecting cycles in the real economy. The
fewer the options for private sector entrepreneurs to access credit or financial markets, the fewer
are the channels through which economic authorities can expect money and interest rates to
provide a stimulus or to slow them down.

A major impediment to achieving a broadly effective monetary policy in Kazakhstan at
the present time is the fragile state of the banking system after the world financial crisis of 2008-
2009 and the subsequent end of the Kazakh real estate bubble that accompanied the world wide
boom before the crash. As noted above, many banks got into major financial trouble as a result
of the crisis and many were taken over by the state. A pervasive problem for the system as a
whole is the high proportion of Non Performing Loans carried by banks at the present time.
While it is clearly not the role of this report to analyze or solve this issue, it is worth noting that
until it is dealt with, any effort toward financial broadening or deepening will be limited.
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Table 5 Structure of expenditure of the representative household - 2005

Agriculture and related services 3.4%
Coal, other solid fuels 1.7%
Food and Drink, Tobacco 39.8%
Clothes and Shoes 9.7%
Furniture, Textiles, Cleaning & Home products 5.4%
Personal goods, tv, computers, etc. 1.9%
Books, newspapers, magazines 0.7%
Cars and other transport equipment 1.2%
Gasoline and fuels 1.3%
Other personal usage goods 3.5%
Electricity, gas, heat and water, central heating 6.0%
Construction and housing repair 1.3%
Car repair and maintenance 0.3%
Repair of personal goods services 0.3%
Hotels and Restaurants 2.2%
Transport 3.7%
Post, Internet, Telecommunications 2.7%
Financial & legal services, incl. rent & insurance 0.4%
Personal services 1.5%
Education 3.5%
Health and medical services 2.4%
Public utilities - sewage, water disposal, etc. 0.8%
Amusement and recreational services 0.7%
Other (pets, plants, related services 0.5%
Inter-household transfers 5.2%
Tax on land and real estate 0.1%

Source: Hare and Naumov 2008
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Table 6 Imports and Domestic Sales in 2002 (millions KZT)
Total Output Exports

1. Agriculture 3800 1110
2. Forestry 50 2
3. Fishery 170 0
4. Coal, lignite and peat 1030 350
5. Crude oil extraction 10560 7580
6. Other mining 2350 160
7. Food, close, tobacco 7860 260
8. Fuels and chemicals 2510 750
9. Metals & metal products 7100 4410
10. Other manufacturing 1080 290
11. Electricity, gas & water 3490 7
12. Construction 4840 1
13. Trade 8200 2310
14. Hotels and restaurants 690 0
15. Transport 6740 30
16. Post and communication 1080 90
17. Financial services 7680 150
18. Public and other services 6200 340
Total 75430 17840

Source: Naumov 2009
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IV. Problems of Forecasting

One major unknown in any countercyclical policy is the extent to which cycles may
indeed be cycles or whether the observed movements are permanent changes which cannot be
expected to be reversed. Certainly, Figure 1 demonstrates a volatility in world oil markets that
has become increasingly marked in recent years. But how long would a cycle have to be before
Kazakh authorities should start to regard the changes as permanent rather than merely
temporary? And could such a cycle be accurately identified in time for appropriate policies to be
implemented in a timely fashion?

This dilemma is particularly relevant to world oil markets given the many competing
forces acting on them. The increasingly tight world supply/demand situation, due to
industrialization and growth in large economies such as China and India gives reason to suppose
long term trends in oil prices might be toward the up side. But to regard any particular upswing
shown in Figure 1 as part of this permanent trend rather than as a temporary phenomenon could
well have caused trouble over the period of the last 8-10 years. Equally, it is entirely possible
that Europe and the USA could enter a prolonged period of low growth over the next decade,
causing world oil prices to stagnate. This uncertainty dictates that any policy or rule be
conservative and that there be provision for phasing out if putative cycles end up turning into
trends. Unfortunately, the evidence at hand indicates that the economics profession is quite bad
at estimating business cycle conditions in real time (and therefore bad at estimating structural
deficit gaps) and equally bad at predicting oil price behavior (the main underlying causal factor
in Kazakh economic cycles).

The Near Impossibility of Reliably Estimating Business Cycle Conditions in Real Time

Onder and Ley (2012) provide an excellent example of the difficulty inherent in
estimating business cycle conditions in a manner that is timely enough for policy to be
implemented in anything like an optimal manner. They demonstrate that assessing the cyclical
position of the non-mineral economy is a very challenging task by contrasting best-practice
predictions of output growth in a cross section of countries with the final data for the output gap
and growth projections. They use IMF data, which covers over two decades. For each year, the
predictions correspond to the projections in the previous year’s Fall IMF-World Economic
Outlook. These get subsequently revised and the final numbers correspond to the most recent
vintage in the data set (Spring, 2011 WEO).

Onder and Ley start by comparing the output gap estimated in the previous Fall WEO
with the one computed using the final data that are available. Figure 2 shows the scatter plot of
predicted output gaps versus the final estimates of the same output gaps. If predictions were
reasonably good, we should see the scatter plot lie along the diagonal, however, as we see
in Figure 2, the dispersion is very large. The correlation between final and predicted gaps is
below 0.4. Not only that, but the presence of a large number of observations in the upper left and
lower right quadrants shows that there are many cases where even the sign of the prediction was
wrong, forecasting positive growth when in fact it turned out to be negative, or vice versa. In
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fact, the predicted output gap incorrectly predicted the direction of growth in almost 40% of the
cases.

Figure 2: Predicted Output Gap vs. Final Output Gap (175 countries, 1990-2011)

Final gap

These results indicate that trying to use a forecast structural deficit balance as the target for a
cyclically-adjusted fiscal policy provides a very uncertain anchor for the public finances.
While it has a conceptual appeal, in practice it cannot be done with the level of precision
needed. In practice it seems that the observation of Martin Wolf in the Financial Times (March
6, 2012) is appropriate:

“It does make economic sense to target cyclically adjusted rather than actual

deficits. But the improvement in economics is at the cost of a reduction in
precision. Nobody knows what a structural deficit is.”

Onder and Ley continue their analysis by looking at predictions for Kazakhstan in
particular, since these are included in the IMF-WEO database. The WEO predictions are the
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result of a comprehensive and systematic procedure. The IMF country desks, in consultation
with country governments and other observers, submit their forecasts to the WEQO division. The
WEO division makes sure that 'the pieces fit in', checking the compatibility of the forecasts
between countries that have significant trade, or share significant trade partners. Several
iterations with individual desks may occur before it is settled in the published WEO (Winter and
Summer rounds are published in the Spring and Fall WEQs).

The data make clear that Kazakhstan is no exception, to the results found in the cross
section above and it is rather difficult to predict its GDP growth. While absolute growth rates
average about 7 percent, the Mean Absolute Error amounts to about half of this average, from 4
to 3.5 percent when predictions are performed the previous year. Thus the uncertainty amounts to
about half of the prediction.

The Near Impossibility of Reliably Estimating Future Qil Prices

Unfortunately, we are no better at forecasting oil prices than we are at forecasting deficit
balances. Figures 3, 4 and 5 (taken from Austvik 2009) underscore the importance of
recognizing our inability to forecast oil prices. Figure 2 shows the average (consensus) values of
oil price forecasts made at different points in the 1980’s for future price levels in the 1990’s.
Collected by the International Energy Workshop at Stanford from between 300 and 400
projections made by economists in various academic, research, and government positions the
figure makes very clear that projections are typically just extrapolations of current conditions and
have no real ability to predict true price paths, much less long term average values. Itis
interesting to note that virtually all forecasters saw a future of increasing oil prices regardless of
the level they started at.

Forecasting ability was not improved in the following decade. Figure 3 shows much the
same pattern of extrapolation of current events with a rising trend. Only when current conditions
happen to mirror those a decade hence do forecasts even approach the future reality. Figure 4
shows forecasts over the past decade from the US Energy Information Agency. Though only
one source, this example is representative of forecasts made by professional economists in recent
years. Again, the pattern of extrapolating current conditions with a tendency to imagine future
increases is evident.

These examples should not be taken as an indictment of the economics profession or of
bias on the part of forecasters (at least not intentional bias). Rather, it shows that reliance on any
projection of world oil prices must have a rather wide confidence interval given the abysmal
record of such forecasts in the past. The recent extreme swings in oil prices seen in Figure 1
underscore the problems with excessive reliance on forecasts. The last 6 years have seen prices
vary from the vicinity of $40 to around $140. It would take a brave economist to claim any
degree of certainty about where they will be over the next 6 years.

Hevia 2012 provides support for a policy of caution with respect to oil price forecasts.

He constructs a general equilibrium model calibrated to Kazakhstan’s circumstances in which the
government chooses a path of taxes, expenditures, and debt in order for the decentralized
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equilibrium to replicate the optimal social planner’s solution. He then simulates the behavior of
several macroeconomic variables under different scenarios for oil reserves in Kazakhstan and
future international oil prices.

Interestingly, he finds that the large size of Kazkhstan’s oil wealth relative to the
population tends to generate high-current-consumption solutions under a wide range of
alternative settings for macroeconomic variables. But there is one caveat of particular
importance in light of the above discussion of oil price projections. In Hevia’s words:

“But what if the optimistic (oil price) expectations are not realized? Then
the economy would find itself under considerable stress, having saved too
little, in fact sub-optimally given ex post information. Since the
implications of excessive consumption and (public and external) debt are
often macroeconomic crises with undeniably large costs, it would be
advisable to err on the side of caution and work under the assumption of
moderate expectations for oil reserves and future oil prices”

The message is clear — If a fiscal rule is adopted which conditions flows on oil price
projections then a conservative approach to these projections is much preferred.
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Oil Price Prognoses From the 1980s for the 1990s
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Delphi oil price forecasts 1982 — 1997

2008-value

$ 130
$120
$ 110

S$100

sS90
s80
570

560

$50
540

sS30
520

510

S0

1972 1975 1978 1981 1984 1987 1990 1993 1996 1999 2002 2005 2008 2011 2014 2017

—s— Historical —v— Delphil —e— Delphill —a— Delphilll —s— Delphi IV

—=— DelphiV —&— DelphiVI —=— Delphi VIl —e— Delphi VIll —&— Delphi IX

Source: CEC: Maore Oil Price Forecasts, Tare, June 11, 2002 in Forecasting, Models and Energy.

Figure 4

31



Three reference oil price forecasts from the EIA
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V. Current Practice in Other Resource Exporting Countries

In discussing the possibilities for modification of Kazakhstan’s current rule for transfers
from the NRFK to the national budget it is useful to look at the experience of other resource rich
developing countries and draw some comparisons. Baunsgaard et. al. (2012) contains a
summary of the current state of the debate along with a description of current practice in a
selection of resource rich countries (See Appendix Tables from Baunsgaard et. al. reproduced
below).

The paper also surveys the advice given to each of these countries and highlights the
somewhat surprising result that PIH based rules have played a lesser role in practice than might
have been expected given the importance of preservation of wealth for future generations in
much of the discussion in academic and policy circles. Rules based on this goal have accordingly
been much analyzed but were implemented in only six of seventeen countries (developed and
developing) surveyed, though they were discussed in two others.

Dissatisfaction with PIH based rules has arisen in some quarters based on the desire of
governments to increase capital formation in capital poor countries. Accordingly, efforts to
define alternatives which would allow increased investment in current periods have been
investigated, though in most countries there remain limits (at least in theory) on the amounts that
can be transferred, primarily in order to prevent economic management problems in terms of
overheating the economy, real exchange rate appreciation, etc.

For our purposes here, the key table in Baunsgaard et. al.’s survey is that contained in
Appendix Il of that paper and reproduced below. The table surveys 11 resource rich countries
contained in Baunsgaard et. al. and specifies the type of rule followed and also the rules
regarding transfers from the sovereign wealth fund to the national budget. Of these 11 only four
have PIH based rules and of these only Norway has adhered strictly to its rule as written while
Azerbaijan, Russia and Timor-Leste have all either suspended their rules or simply exceeded the
amounts indicated in practice.

Of the countries with a resource fund, only three (Costa Rica, Norway and Timor-Leste)
have a flexible rule based on the structural fiscal balance. The remainder have some form of
revenue sharing or threshold value rule which does not depend on estimates of the fiscal situation
or the business cycle. Even these have not been honored in all cases. While Baunsgaard et. al.
do not survey the macroeconomic outcomes generated by this fact, the long literature on Dutch
Disease and related issues points to potential problems that can result. To the extent that
volatility in transfers as well as real exchange rate appreciation can be avoided there is a case to
be made for bringing investment expenditures forward in time to allow capital formation to
benefit current generations as well as future ones.

Kopits 2004 contains a collection of papers from which a variety of “lessons learned”
from the experience of other countries are collected in the concluding chapter. These are:
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- Fiscal rules need support of the electorate. In the Kazakh case it is hard to judge the extent to
which the public understands the nuances of fiscal rules or resource management, but support of
the legislature is important in legitimizing the decisions made.

- It is best to have rules written into the constitution but even informal rules can work if they are
generally accepted. Here the Kazakh case presents a “best case” example but also some retreat
from this in the last year. While the original fixed rule was written into law and well understood,
the subsequent loosening of the rule to allow 15% deviation was done via a less formal process.
Regularizing whatever is adopted next will be important.

- A fiscal rule only works if there have good procedural rules (accountability and transparency) —
Here the Kazakh case is exemplary in that there is one sole recipient of oil funds — the NFRK —
and the amounts to be transferred are clearly seen by all.

- Emerging markets have lower tolerance for high debt/GDP ratios than do developed countries.
This is an important consideration for the future and the Kazakh authorities have clearly focused
on this in their rules regarding the limits on debt issuance by the government.

- There is more volatility in emerging markets and this needs to be taken into account. Indeed,
this is the rationale for the current exercise and this paper.

- Commodity stabilization funds are good for resource economies where resource is non-
renewable. The Kazakh use of the NFRK is exemplary in this regard.

- Fiscal decentralization needs careful attention to rules. The Kazakh case is not highly
decentralized at the present time, making this consideration somewhat less directly relevant.

Overall it seems clear that the Kazakh performance to date has been among the best to be
found among resource exporters. Accordingly the need for careful consideration of any
proposed changes is obvious.

V1. Numerical Simulation of Alternative Fiscal Rules in the Kazakh Case

Though earlier sections of this paper cast some doubt on the reliability of economic
forecasts, it is nevertheless instructive to go through a forecasting exercise in the Kazakh case in
order to both set the bounds for what may be expected in the future, and also to ensure the
coherence of various assumptions about the future. That is, we need to know that we are not
making mutually exclusive assumptions for different parts of the world and national economies.
The next sections provides some details based on projections made specifically for this study by
the World Bank’s DECPG unit (World Bank 2013).
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A. Baseline Scenario

The overall context for the projections is important since relations with the rest of the
world so strongly influence Kazakhstan’s export earnings and domestic economic conditions.
Overall, DECPG assumes that the real price of oil will stabilize in the long run as the current
massive increases in demand from major consumers like India and China themselves stabilize as
those countries attain a higher level of per capita income. Nevertheless, developing countries
will constitute an increasing share of the world oil market as time goes on.

In the domestic economy, Total Factor Productivity is assumed to grow steadily at 2.5%
p.a. This is an optimistic assumption compared to the past, but not out of line with what might
be reasonably expected in a post Soviet environment where investment can be expected to be
more productive than it was during the immediate pre- and post- liberalization years.
Nevertheless, it is important to note that this assumption implies that investment will continue at
a high rate and will be capable of generating substantial growth in the non-oil economy.

Figure 6: Real price to stabilize in the long run
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Figure 7: Strongest growth in oil demand to come from developing countries
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Overall, these are relatively optimistic assumptions as far as Kazakhstan is concerned.
With rising and then stabilizing world oil prices, the implication is that the oil sector can be
relied on for decades to come as a reliable source of revenue for the country. Accordingly,
Kazakhstan is projected to see some moderation of growth in the future but with a continued
heavy reliance on oil. Currently (2013 estimates), Kazakh oil production represents about 27.1
percent of GDP, and non-oil production 72.9 percent. Between now and 2020, Kazakh oil-
production is expected to rise by 6.8 percent per annum based (% p.a.) on numbers from the
World Bank’s country team, while the modeling here assumes that the pace of oil supply growth
eases to 3% p.a. thereafter. The remainder of the economy is projected to grow by 4.4% p.a.
Over time, with real oil prices expected to be broadly stable, oil’s share in the real economy is
forecast to decline gradually from 25.4 (2013) to 21.3 percent (2050).
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Figure 8: Baseline forecast suggests continued (albeit declining) reliance on oil sector
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Achievement of this relatively optimistic baseline forecast is not guaranteed, and its
success is predicated on:

Continued strong technological progress (TFP) growth at a 2.5% p.a. growth rate over 2013 —
2019, then slowly tapering off to 2% growth from 2025 onwards. This will require a continued
process of improving policies and creating a business friendly environment. This TFP
assumption is fairly optimistic. At 2% to 2.5%, TFP growth is on par with the average for
developing countries, but well above the 1.6% p.a. average growth for developing countries
when China is excluded and is higher than the average in all developing regions except EAP and
ECA.

Nonetheless, there could be substantial benefits to the Kazakhstan economy if TFP growth were
to be just 0.5% p.a. faster in Kazakhstan (see below an alternative scenario where TFP growth is
assumed to be 0.5 percentage points faster than in the baseline).

The UN‘s population and labor force growth rates — which suggests that the 15-64 cohort of the
population will grow by 0.9% p.a. over the baseline forecast.

Capital stock expands by 4.2% per annum, in turn requiring real growth of some 4.7% p.a. in real

fixed investment over the forecast period, substantially below the 12.5% p.a. achieved over the
ten years period ending in 2011.
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Based on the above baseline forecasts, Kazakhstan’s real GDP per capita is forecast to
increase from $12,474 in 2013 to $23,308 by 2023, reaching $104,802 by 2050. ? Currently
(2013) Kazakhstan’s GDP per capita equates to about 30% of the per capita income in high-
income countries, but this is forecast to rise to 41.3% in 2025 and to 70% of high-income per
capita GDP by 2050. When expressed as a share of the per capita income in 2012 in high-income
countries, it rises to 46.5% by 2023 and to almost 83.8% by 2030.

To summarize: The baseline is predicated on continued relatively strong growth. Even though
most of the growth will be from the non-oil sector, the oil sector will continue to play a major
role in economic activity and exports and as a source of tax revenues. In fact by 2050, oil’s share
in nominal GDP would have declined by only 4.4% (i.e. from 25.4% in 2013 to 21.0% of GDP),
while the tax ratio would be off the highs of 58% in 2020 but at 49.5% in 2050, it will still be
higher than it is currently (45.9%).

This result derives from two important assumptions; 1) continued strong productivity
growth; and 2) continued strong oil-sector output growth. Maintaining a budget surplus of about
1.5% of GDP over the long term, would thus allow total government expenditure to rise by
13.5% to 14.5% p.a. (or between 4.5% and 6% p.a. in real terms). The direct (i.e. ignoring
second round multipliers) contribution of government outlays to GDP growth is estimated at
more than 20% (or almost 1 full percentage point of the 4.2% average growth expected over
2013 - 2050). This continued heavy reliance on oil not only makes the country vulnerable to
adverse developments in the oil market, but also over time increases the local economy’s
dependence on government — ultimately not sustainable over the long run.

B. Three Plausible Negative Shocks

Given the relatively optimistic nature of the above baseline scenario the question
naturally arises as to the potential for negative shocks outside of Kazakhstan to affect the
country’s growth and equilibrium. While there are of course a multitude of such potential
shocks, three were chosen to illustrate the possibility for external events to seriously affect
Kazakhstan’s economic situation: A serious Euro area crisis resulting from a financial sector
breakdown; A US centered shock stemming from fiscal paralysis in the US government; A
China centered shock stemming from a collapse of Chinese investment and therefore demand for
Kazakh exports.

2 Unless otherwise indicated, per capita income is based on nominal GDP per capita (weighted according to the
Atlas methodology)
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Impact of a deterioration of conditions in the Euro Area

Measures taken over the past several years, including by the ECB, have helped restore
confidence in the Euro Area and reduce the likelihood of a serious deterioration of conditions.
However, as illustrated by the uncertainties generated by the recent Cypriot bank bailout, a
significant deterioration of conditions remains a possibility. Table 7 reports the results of
simulations of a major Euro Area crisis.

The Euro Area scenario illustrates the impacts on global growth of a deterioration of
conditions that causes two smaller Euro Area economies to be frozen out of international capital
markets, in turn forcing a sharp decline in government expenditure and business investment
spending (equal to around 9 percent of the GDP of each country). In the simulation the shock is
assumed to be spread over two years, with 3/4 of it felt in 2013 and 1/4 in 2014. The impacts for
developing countries in this scenario are much less severe than those presented in World Bank,
2012b), both because fewer economies are assumed to be directly involved and because
confidence effects in the rest of the world are assumed to be less severe (partly reflecting the
smaller size of the overall crisis). Nevertheless, growth in developing countries is reduced by 1.1
percentage points on average in 2013. As economies gradually recover the overall impact
declines — but developing-country GDP would still be 0.3 percent lower than in the baseline
even two years after the simulated crisis begins. Important transmission mechanisms and some of
the vulnerabilities of developing countries in this scenario include:

. Remittances to developing countries could decline by 1.7 percent or more, representing as
much as 1.4 percent of GDP among countries heavily dependent on remittances.

. Tourism, especially from high-income Europe, would be reduced with significant
implications for countries in North Africa and the Caribbean.

o Short-term debt: Many developing countries have reduced short-term debt exposures in
part because of Euro Area deleveraging. Nevertheless, countries that still have high levels of debt
could be forced to cut into government and private spending if financial flows to riskier
borrowers become more scarce in such a scenario.

. Commodity prices: The weakening of global growth in the Euro Area scenario causes a
7.5 percent decline in oil prices and a 7.4 percent decline in metal prices. Such declines are likely
to cut into government revenues and incomes in oil and metal exporters, but helping to cushion
the blow among oil importing economies.
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. Banking-sector deleveraging: A crisis scenario could accelerate the process of bank
deleveraging in Europe, with economies in Europe and Central Asia most likely (among
developing countries) to be affected.

In this scenario, the simulations suggest Kazakhstan’s GDP in 2013 (2014) would decline
by 2.5% (1.6%) — relative to baseline, with its current account and fiscal balances deteriorating
by 1.5% (0%) and 1.4 (1.1%) percent (Table 4). Real activity in Kazakhstan is principally
impacted by “confidence” impacts, as domestic households cut back on expenditure, while
business responds by delaying investment. Nearly 75% of the 2.5% decline in real GDP in 2013
(i.e. 1.9 percentage points) relates to the decline in confidence.

With global activity and import demand declining, Kazakhstan’s exports also come under
pressure, with trade contribution about 0.3 pp. to the overall decline in GDP. Lower global
growth also reduces the demand for commodities, which exerts downward pressure on
commodity prices, which in turn also reduces Kazakhstan growth by 0.3 pp. in 2013 and 0.2 pp.
in 2014. In terms of the current account impact, the commaodity price impact dominates, while
the deteriorating fiscal balance is almost equally caused by falling commodity prices and the
domestic confidence impacts.

Table 7: Impact of Euro area crisis

Euro crisis

Current account .
Real GDP Fiscal balance
balance

2013 2014 2013 2014 2013 2014

(Y%change in level) (change, in %of GDP)

Euro Area -2.3 -1.4 1.3 0.4 -1.0 -0.8
World -1.3 -0.8 0.0 0.0 -0.7 -0.5
High-income countries -1.4 -0.9 0.1 0.0 -0.8 -0.6

u.s -1.0 -0.6 0.0 0.0 -0.6 -0.4
Developing countries -1.1 -0.7 -0.2 0.0 -0.5 -0.3

Low-income countries -0.6 -0.4 -0.2 -0.1 -0.1 -0.1

Middle-income countries -1.1 -0.7 -0.2 0.0 -0.5 -0.3
Deweloping oil exporters -1.3 -0.9 -0.9 -0.2 -1.0 -0.7
Deweloping oil importers -0.9 -0.6 0.2 0.1 -0.2 -0.2
East Asia & Pacific -1.0 -0.7 0.2 0.1 -0.1 -0.1
Europe & Central Asia -1.3 -0.9 -1.0 -0.3 -1.1 -0.8
Latin America & Caribbean -1.2 -0.8 -0.2 0.0 -0.7 -0.4
Middle East & N. Africa -1.0 -0.7 -0.9 -0.3 -1.4 -0.9
South Asia -0.5 -0.3 0.5 0.1 0.0 0.0
Sub-Saharan Africa -1.0 -0.7 -1.2 -0.4 -0.8 -0.6
Kazakhstan -2.5 -1.6 -1.5 0.0 -1.4 -1.1
of which:
commodity effect -0.3 -0.3 -1.6 -0.3 -0.7 -0.3
confidence effect -1.9 -1.1 0.1 0.3 -0.6 -0.7
slowdown in PRT and ESP -0.3 -0.2 -0.1 0.0 -0.1 -0.1
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Impact of continued fiscal uncertainty in the USA

Although the January 1, 2013 fiscal deal resolved most of the tax-side (the larger portion)
of the fiscal cliff, the spending portion of the fiscal cliff was not resolved at that time. The
sequester kicked-in at the end of February 2013 as the US Congress was unable to reach
agreement on expenditure cuts.

The fiscal compression (about 1.8 percent of GDP), forms part of the baseline and helps
to explain why, despite a strengthening private sector, US growth is projected to remain just
below 2 percent in 2013. While this is the most likely outcome, the uncertainties generated by
failure to agree on a medium-term plan and the kicking-in of debt-ceiling legislation could have
significant additional downside effects. In a worst case scenario, where US debt was downgraded
again, such uncertainties could heavily weigh on investment and consumer durable spending in
the United States.

Simulations suggest that in an unlikely scenario where repeated failures to set US fiscal
policy on a sustainable path result in a downgrading of US debt, growth in the United States
could slow by some 2.3 percentage points — pushing the US into recession (Table 8). The Euro
Area would be pushed into a deep recession, potentially increasing the risk of a second crisis
there, and developing country GDP would decline by 1 percentage point relative to baseline. The
bulk of these effects come from an assumed increase in precautionary savings of U.S. business
and consumers of 1 and 2 percentage points, and of firms and households in other high-income
countries of 0.5 and 1 percentage points, and of 0.3 and 0.7 percentage points in developing
countries.

Simulations conducted on the World Bank’s macro model suggests that in this scenario,
Kazakhstan’s GDP will decline by 1.9% (1.7%), while its current account (as % of GDP) and
fiscal balance (as % of GDP) will deteriorate by 1.5% (0.5%) and 1.2% (1.2%) percent in 2013
(2014) respectively. Once more, the major transmission mechanism towards Kazakhstan’s output
is via the “confidence” channel — i.e. as domestic households cut back on expenditure and
businesses postpone investment it contributes 1.6% and 1.2% in 2013 and 2014 respectively to
the decline in real GDP.

Lower global growth also reduces the demand for commodities, which exerts downward
pressure on commodity prices, thereby impacting negatively on Kazakhstan’s growth by 0.3% in
2013 and 0.4% in 2014. In terms of the current account impact, the commodity price impact
again dominates, contributing nearly 1% to the overall deterioration in both 2013 and 2014.
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Table 8: Impact of US fiscal paralysis

US fiscal paralysis

Current account .
Real GDP Fiscal balance
balance

2013 2014 2013 2014 2013 2014

(%change in level) (change, in %of GDP)

u.s -2.0 -2.0 0.5 0.5 -0.4 -0.7
World -1.3 -1.2 0.0 0.0 -0.5 -0.6
High-income countries -1.4 -1.4 0.1 0.1 -0.6 -0.7

Euro Area -1.1 -1.0 0.2 0.0 -0.4 -0.5
Deweloping countries -1.0 -0.9 -0.1 0.0 -0.4 -0.4

Low-income countries -0.7 -0.5 0.1 0.0 -0.2 -0.2

Middle-income countries -1.0 -0.9 -0.1 0.0 -0.4 -0.4
Developing oil exporters -1.1 -1.1 -1.0 -0.6 -0.9 -0.9
Deweloping oil importers -0.9 -0.8 0.3 0.2 -0.2 -0.2
East Asia & Pacific -1.1 -1.0 0.4 0.3 -0.2 -0.2
Europe & Central Asia -0.9 -0.8 -0.9 -0.6 -0.8 -0.8
Latin America & Caribbean -1.1 -1.0 -0.3 -0.2 -0.6 -0.5
Middle East & N. Africa -0.7 -0.7 -0.7 -0.4 -1.3 -1.2
South Asia -0.4 -0.4 0.6 0.2 0.0 0.0
Sub-Saharan Africa -0.8 -0.8 -1.1 -0.8 -0.7 -0.7
Kazakhstan -1.9 -1.7 -1.5 -0.5 -1.2 -1.2
of which:
commodity effect -0.3 -0.4 -1.5 -0.8 -0.7 -0.5
confidence effect -1.6 -1.2 0.0 0.2 -0.5 -0.6
Fiscal Cliff -0.1 -0.1 0.0 0.0 0.0 0.0

Impact of an abrupt fall in China’s high investment rates (and commodity prices)

China has, on average, recorded close to 10 percent annual growth for more than 30 years
and 10.3 percent growth during the first decade of this millennium, with growth as high as 14.2
percent in 2007. During most of this high-growth period, investment (and savings) were at a
relatively high 30-35 percent of Chinese GDP . In the 2000s, investment rates jumped initially to
40 percent of GDP (partly in reaction to the low cost of international capital) and then again to
45 percent of GDP, because of China‘s fiscal and monetary stimulus plan introduced during the
global financial crisis. As a result, the contribution of investment to Chinese growth rose from
2.3 percentage points during the 1980s and 1990s to around 5 percent in the 2000’s. And China‘s
capital / output ratio, which in an economy that is in a steady-state growth equilibrium will be
broadly stable, has increased since 2000 by 20 percent and is still rising rapidly.

High investment rates are required to sustain the capital stock in a fast growing economy
like China‘s. Nevertheless, such high investment-to-GDP ratios are unprecedented. Neither
Japan nor Korea — two countries that also enjoyed lengthy periods of high growth — ever saw
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investment rates exceed 40 percent. A level of 35 percent of GDP is seen to be more sustainable
and consistent with underlying productivity growth and population growth.

China's authorities have identified the need for a more balanced pattern of investment,
that implies not just a lower investment rate, but also a shift toward investments and expenditures
in the service sector and in intangible assets like human capital. This can be achieved, in part, by
reducing implicit subsidies that favor capital investments over investment in labor (World Bank
& Development Research Center 2012, p.19). The gradual rebalancing and reduction in physical
capital investment rates, is expected to be compensated for by more rapid consumption growth
over an extended period of time.

China‘s economic history suggests that China, perhaps more than any other country, has
the instruments to achieve such a transformation. But the challenge of orchestrating such a
transition should not be underestimated. Many other countries have failed to smoothly adjust
their investment profiles.

While a smooth transition is the most likely outcome and the one retained in the baseline
scenario, there is a risk that the transition to a lower investment rate could happen abruptly,
perhaps provoked by a failure of a significant share of new investments to realize hoped for
profits, resulting in a spike in unpaid loans and a rapid tightening of credit conditions. In such a
scenario, investment growth would likely come under significant pressure.

Given China‘s much increased weight in the global economy and its role as an engine of
global growth, a sharp decline in investment would likely have serious consequences worldwide.
Simulations suggest that a 10 percentage point deceleration in Chinese investment would cause
Chinese GDP growth to slow by about 3 percentage points. The high import content of
investment implies that a significant share of the slowdown leaks out as reduced imports —
reducing the impact on China but extending it to the rest of the world.

Such a strong decline in investment rates, however, is unlikely, in part because of the
strong policy response that such an abrupt deterioration in the investment climate would likely
elicit. Table 6 presents simulation results from a smaller 5 percentage point decline in Chinese
investment growth. In this scenario, the slowing in Chinese investment results in a 6.0 percent
decline in Chinese imports (relative to baseline) and a 1.4 percent decline in GDP relative to
baseline. Lower Chinese imports in turn reduce global exports, and world GDP declines relative
to 2013 baseline by 0.5 percent and 0.3 percent for developing countries outside of China.
Reflecting the composition of Chinese import demand, high— and middle-income countries are
hit harder than low-income countries.

Simulations conducted on the World Bank’s macro model suggests that in this scenario,
Kazakhstan’s GDP will decline by 0.9% (0.7%), while its current account and fiscal balance will
deteriorate by 0.8% (0.2%) and 0.5% (0.5%) percent in 2013 (2014) respectively.
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Table 9: Impact of an abrupt fall in Chinese investment

Abrupt fall in China investment

Current account )
Real GDP Fiscal balance
balance

2013 2014 2013 2014 2013 2014

(%change in level) (change, in % of GDP)

China -1.4 -1.0 1.7 0.9 -0.3 -0.2
East Asia & Pacific -1.3 -0.9 1.3 0.7 -0.3 -0.2
East Asia & Pacific (excl China) -0.6 -0.5 0.0 0.0 0.0 0.0
World -0.5 -0.4 0.0 0.0 -0.2 -0.2
High-income countries -0.4 -0.3 -0.2 -0.1 -0.2 -0.2

Euro Area -04 -0.3 -0.1 -0.1 -0.1 -0.2
Developing countries -0.7 -0.5 0.4 0.2 -0.3 -0.2
Developing countries (excl China) -0.3 -0.3 -0.3 -0.1 -0.2 -0.2

Low-income countries -0.3 -0.2 -0.2 -0.2 -0.1 -0.1

Middle-income countries -0.7 -0.5 0.4 0.2 -0.3 -0.2
Developing oil exporters -0.4 -0.4 -0.5 -0.2 -0.3 -0.3
Developing oil importers -0.8 -0.6 0.8 0.4 -0.2 -0.2
Europe & Central Asia -0.3 -0.3 -0.5 -0.2 -0.3 -0.3
Latin America & Caribbean -0.3 -0.3 -0.2 -0.1 -0.2 -0.1
Middle East & N. Africa -0.3 -0.2 -0.4 -0.2 -0.5 -0.4
South Asia -0.2 -0.2 0.0 0.0 0.0 0.0
Sub-Saharan Africa -0.3 -0.3 -0.6 -0.3 -0.3 -0.3
Kazakhstan -0.9 -0.7 -0.8 -0.2 -0.5 -0.5

C. Long Term Scenarios

The baseline forecast is premised on continued strong Total Factor Productivity growth,
which in the baseline is forecast at around 2.5% p.a. over 2015 -2019 then gradually tapering off
to around 2% by 2025. However, if policymakers can maintain a just slightly faster policy
reform momentum and/or the business environment improves at a slightly faster pace than
envisaged under the baseline, Kazakhstan’s growth outcomes could be substantially better than
the baseline suggests.

In this alternative scenario it is assumed that TFP growth is 0.5% p.a. higher than the in
the baseline scenario, a very plausible outcome. Even though this 0.5% p.a. faster TFP growth
pace would put TFP growth above Kazakhstan’s long-term average of 1.6% p.a. between 1962
and 2012, it would still only be roughly half the TFP growth observed between 1998 and 2007.

In the simulations conducted on the World Bank’s macro model, the faster TFP growth
increases the Kazakhstan’s sustainable growth and the rate of growth of output of the non-oil
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sector. Higher productivity growth implies a progressive decline of inflationary pressures
assuming nominal wages remain unchanged initially. Lower inflation helps to equilibrate real
wages over the long run, and thus provokes an increase of competitiveness in export and import-
competing industries. This also attracts higher levels of investment, which increases by 34
percent by 2050, when compared to the baseline (figure 5).

Higher incomes and increased competitiveness results in higher fixed investment
spending, which again raises GDP growth and incomes. As a result, by 2050 the level of GDP
and per capita income rises by about 26 percent, when compared to the baseline. * Moreover, this
will raise Kazakhstan’s ranking from 50" highest in 2013 to the 32™ position in terms of per
capital GDP by 2050. *

Relative to the baseline, the increase in GDP also results in an improvement of the fiscal
balance (as we assume real expenditure levels remains fixed), as tax revenues rise in line with
faster GDP growth. Moreover, the increase is largely associated with the activity rising (relative
to the baseline) in the non-oil sector, where tax revenues is forecast to increase by about 31.4%
by 2050. Also, with lower deficits, borrowing and financing costs falls, thereby over time adding
to the improving fiscal balance (We assume that real Government expenditures remains fixed,
but in nominal terms it declines due to lower inflationary pressures. The current account also
benefits from the increased domestic competitiveness — i.e. increased (non-oil) export and lower
import volumes, but imports do rise due to higher domestic demand (relative to the baseline) and
the BOP balance (as a % of GDP) improves only slightly by about 1% of GDP towards the end
of the forecast period.

To summarize: TFP is central to the long(er) term growth potential of the economy and is
significantly impacted by Government policy. The TFP assumptions in the baseline projection
are relatively ambitious and require that the government continues to improve the environment
for business by providing infrastructure, skills and continue to reduce the cost of doing business,
relative to its competing peers. However, government can do even better — and just a relatively
small overshooting of these assumptions will over the long run have substantial implications for
real incomes in Kazakhstan. For example, just a 0.5 percentage points faster TFP growth will
result in a 26% increase in per capita GDP levels in 2050 and significantly more convergence
viz-a-viz high-income countries.

¥ Unless otherwise indicated, per capita income is based on nominal GDP per capita (weighted according to the
Atlas methodology)
* This is based on the subset of 117 countries that we have in the macro model.
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D. Numerical Simulation of Fiscal Rule Performance in the Presence of Forecast Errors

Onder and Ley (2013) explicitly simulate how alternative types of fiscal rules in
Kazakhstan would perform in the event that the country suffered shocks of the size of those
discussed above. Specifically, they look at both fixed rules and rules allowing some degree of
flexibility. They analyze each of the alternatives for its performance in terms of smoothing
economic volatility, and in maintaining the value of the NFRK over the long run.

Their results are quite striking and very important for the management of the NFRK. It is
worth quoting directly from this paper:

“In conclusion, short-term flexible fiscal rules which are designed to be
countercyclical are found to be destabilizing in almost all cases under
consideration. The main reason for this is the inability of the fiscal authority
to determine with enough precision as to where in the business cycle the
economy finds itself. Given the inevitability of the contemporaneous
forecast errors, fiscal policies intended to smooth the business cycle give
rise to more volatility on average than delivered by adherence to a fixed
long-term fiscal rule. Another consequence of the forecast errors that lead to
destabilizing fiscal policy is that the present discounted value of the GDP
under the flexible rules is less than the one generated by the fixed rules. A
final shortcoming of short-term fiscal rules is that they cost too much
relative to the fixed ones: they withdraw more from the oil fund on average
and leave behind a smaller stock of assets in the NFRK at the terminal
planning period.”

The conclusion is quite clear: While short run flexibility is theoretically beneficial, in reality it
cannot deliver the results promised. Indeed, active countercyclical policy is likely to make volatility
worse rather than better. In addition, they would be very likely to deplete the NFRK relative to what can
be expected from a fixed transfer rule.

Among other results analyzed in Onder and Ley is the importance of the size of fiscal multipliers
in the performance of flexible fiscal rules. Somewhat paradoxically, they find that smaller fiscal
multipliers can result in higher volatility when countercyclical policies are attempted. The reason for this
stems both from the countercyclical nature of the spending and the problem of inaccurate forecasting of
business cycle conditions. When multipliers are smaller it is necessary to use larger amounts of spending
to get a given result in terms of countercyclical effect. But if those countercyclical effects are themselves
inaccurately targeted due to inaccurate business cycle forecasting then greater instability can be the result.
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Another factor that is important to bear in mind when evaluating results in terms of the value of
savings in the NFRK is the fact that some or even most of the expenditure can be directed toward public
goods which are themselves an alternative form of “savings”. In other words, when the government
spends on infrastructure or other assets they have in effect transformed one asset on their balance sheet
(savings in the NFRK) into another asset on their balance sheet (roads, bridges, human capital, etc.).
Thus there is always a preference on economic growth grounds for expenditures to be directed toward
capital-accumulating ends since these can enhance future productivity. Indeed, the standard economic
presumption would be to invest in such projects up to the point where their expected returns are just equal
to those that can be expected on offshore savings in the NFRK.

E. Implications of Projections and Simulations for Fiscal Rule Choice

The above simulations indicate that the maximum negative shock under any of the
suggested scenarios amounts to about 2.5% of GDP. This means that even in the event that the
NFRK were at its minimum required value of 20% of GDP there would be adequate reserves to
offset a shock of this type under any reasonably plausible set of circumstances. However, the
simulations regarding the performance of the various types of fiscal rules argues strongly against
attempting to identify short run fluctuations and acting to smooth them out.

Even so, it is likely that rare, large shocks of the type experienced in the recent episode in
2008 would generate pressure to “do something” that would be politically difficult to ignore.
Such a case can take comfort from the theoretical results of Engels and Montecinos that a fixed
rule with an escape clause would generate almost as large a welfare gain as a theoretically
optimal rule. Arguing against this are the simulation results presented here which indicate that it
would be very difficult to know with any degree of certainty when such an event has occurred in
real time.

Given the political realities coupled with the obvious economic dangers of excessive
response, one possible course would be to limit the size of such a politically “required” response
in terms of the size of the transfer that could be taken from the NFRK and for how long it could
be continued. The current rule allowing for a 15% increase in transfers would seem on its
surface to be just such an arrangement but it should be noted that (exactly as might be expected
given political pressures) the transfers have in fact remained pegged at the top end of the
specified range and are expected to remain so for the foreseeable future.

Therefore, the possibility that a shock (whether real or forecast in error) could be
prolonged beyond what might be envisioned ex ante should not be ignored since it is in exactly
these conditions that deciding on whether to continue major transfers comes to the fore. Clearly,
this brings us full circle back to the conundrum examined above in which we want to know — but
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cannot with any certainty — whether an observed downturn is transitory or likely to continue into
the future.

For this reason, it is strongly recommended that the current modification to the NFRK
transfer rule ($8 billion plus or minus 15%) be limited in time so as to avoid making it simply a
mechanism for increased transfers. Rebasing the fixed transfer amount could be contemplated to
allow for continuing the current quasi-fixed $9.2 billion as is, but this could well simply open the
door to another de facto permanent bump of 15% over that number in the future. Indeed, past
performance indicates that this is a likely outcome.

Interestingly, long term issues related to TFP growth — which depends on maintaining
both the level and efficiency of investment in the overall economy — loom far larger than do the
potential effects of external shocks. That is, the government can do more to ensure adequate
levels of welfare by doing such things as ensuring a good environment for business growth than
they can by transferring more money from the NFRK. In sum, the government can best act to
ensure the welfare of tomorrow by making sure that the money they spend today on
infrastructure, education, and an enabling environment for business is efficiently allocated to
these goals.

VII. Kopits and Symansky Criteria

A. How to Evaluate Alternatives Rules?

There are two main issues with real-world implementation of fiscal rules identified as
theoretically or numerically attractive. First, is the existence of appropriate instruments in the
Kazakh fiscal system that could serve as a vehicle for a strongly countercyclical policy. Given
the importance of public sector salaries as a share of overall spending, and the implausibility of
varying this budget item significantly across the business cycle, other areas of the budget must be
looked at as candidates for countercyclical treatment. Similarly, large infrastructure or other
capital projects cannot easily be varied from year to year given their long lead times and the
imperatives of construction planning. Again, other areas of the budget must be examined to play
the role of “shock absorber”.

The second issue is the sustainability of countercyclical policy over long and unknowable
periods of time. Indeed, we are at a point in the world economy in June of 2012 when it is a
matter of great debate and no small amount of disagreement whether the European Union will or
will not suffer a second period of recession in the near future. If this occurs, it is similarly
unknowable how long it will last. Given the strong dependence of the Kazakh economy on the
performance of its main trading partners in Europe and elsewhere, it should be no surprise that
this uncertainty would play a major role in Kazakh policy response.
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A very useful framework for evaluating fiscal rules is laid out in Kopits and Symansky
1998 (discussed above), wherein they list the characteristics they consider to be key to the
success or failure of a fiscal rule. While rather general, these criteria provide a useful framework
for evaluating the different options considered in this study. The following discussion takes each
of the K & S criteria in turn and compares the current fixed rule with the other leading options
for a rule based approach: the Permanent Income Hypothesis based approach which depends on
the present value of the wealth represented by the country’s resource base and national savings;
the Bird in Hand approach which allows consumption to be based only on already-extracted
resource wealth (i.e on the value of the national savings fund alone and not on the value of oil
still in the ground); the current rule which has a rigid numerical constraint; a countercyclical
policy which would allow expenditures to increase in downturns as is the case with e.g. the
Chilean copper fund rule which is based on a structural deficit estimate.

It is important to note that while some of these rules might make sense in particular
circumstances, the real question to be answered in this paper is the extent to which one or
another of them is clearly superior in the Kazakh case. That is, in the case of a middle income
country with a very large oil sector, strong trade ties to European and other countries, and a large
(relative to GDP) national fund.

As an added consideration, these characteristics must also be clearly mapped on to the
institutional structure of the country involved. That is, which organ of the government (e.g.
central bank, Ministry of Finance, Ministry of Economy, etc.) should be responsible for which of
these functions? Who exactly will ensure compliance and impose enforcement mechanisms
when needed? Perhaps the most sensitive area for concern is to determine under what
circumstances any “escape clauses” would be invoked and by whom. Insulation from ordinary
political processes is especially important in this case given the normal tendency of politicians to
take a short term view of matters involving expenditures as well as the history of politically
motivated “escapes” from fiscal rules and constraints in numerous other countries.

The Kopits-Symansky criteria are as follows:

- Well defined - The target variable should be clearly defined as should the institutions involved
and the coverage of the rule.

If we consider the target variable to be the size of fiscal transfers to the national budget
then the Kazakh government has clearly done a good job defining the issue under any of the
fiscal rules under consideration. All mineral revenues accrue to the fund and it is the sole
conduit for transfers to the national budget. This allows for no ambiguity or lack of definition.
Under any variant of a fixed amount transfer rule the target is similarly well defined — the
amount of the transfer is clear and there is no attempt to influence any other outcome.

Under the BIH rule there is similarly little scope for ambiguity — the limit on transfers

relates to “money in the bank”. As long as this is a publicly known amount (i.e. there are no
hidden or secret accounts and no use of contingencies such as futures or options) then a rule such
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as one limiting transfers to a fixed percentage of the wealth on hand is difficult to game or
misunderstand.

Under a PIH rule there is some scope for differing opinions on such matters as the
discount rate to be used as well as the value of oil in the ground. However, it should be possible
to generate a range of plausible values using different assumptions for these values, thereby
allowing the authorities to choose between, e.g. the most conservative and least conservative
values that can be derived.

On the other hand, if the variable to be targeted is some measure of budgetary surplus or
deficit as would be the case with a countercyclical policy rule then the problem is a bit more
complicated. While there are a variety of fiscal balance concepts that could be targeted, even if
there is a consensus that a well known balance such as the non-oil primary deficit should be used
it is difficult to know in real time exactly where that balance lies. Similarly, there are enough
judgment calls involved in computing it that it is quite possible for substantial disagreements or
simple measurement error to persist for periods long enough to make consensus difficult to
achieve, or for political interests to dominate debate. Indeed, these issues pose enough of a
problem that countries which are often pointed to as “best cases” such as the Chilean copper fund
use independent boards of experts to determine these variables.

- Transparency - The operation of the rule and the actions taken to ensure compliance should be
clear and visible to all observers.

Many of the issues under this criterion are closely related to those under the first criterion
above. While any of the proposed arrangements for fiscal rules can be made transparent in the
sense that the workings of the rules and the calculations involved can be publicized, the simpler
rules are much easier to make clear to the public and for those not versed in economic concepts
to understand and/or report on. For example, while fixed amount rules are quite obvious to all as
are rules involving fixed percentages of accounts that are owned by the government, rules
involving concepts like present discounted value (as in the PIH) will not be readily understood
by the general public. Countercyclical policies may be understood in the abstract (e.g. “we will
increase transfers when oil prices are low”) but may be more difficult to explain in terms of
budget definitions which are more obscure or indeed poorly measured given existing data
sources.

- Adequacy — The mechanisms envisioned in the rule should be capable of actually achieving the
desired level of the target variable

If the goal is to prevent transmission of oil price fluctuations to the national budget then
any variant of a fixed transfer rule is a good way to achieve this. In fact, the performance of the
Kazakh government to date in achieving this goal could well be regarded as a model of how to
do this in an effective and sustained way. Rules such as the PIH or BIH which depend more or
less directly on the value of the oil wealth as calculated on the basis of market prices can in fact
generate pro-cyclical outcomes and are not preferred policies if the goal is to smooth shocks to
current income and output rather than to smooth transfers themselves. Countercyclical policies
can indeed accomplish some degree of output/income smoothing but the extent to which this can
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actually be achieved is never likely to be perfect (indeed, there is no historical example anywhere
in the world of a 100% offset to economic fluctuations). Not only is it virtually impossible to
know in real time what degree of countercyclical policy is truly necessary, but the tools at hand
to achieve this goal are less than perfect even in the most optimal of cases. Accordingly, while
the goals of such a policy may be laudable, the best that can be expected is that government
policy would “lean against the wind” of economic cycles and at worst could even exacerbate
them in cases where measurement of variables or expectations of future developments is
mistaken.

- Consistency — The rule should be both internally consistent and also consistent with other
policies and goals of economic policy.

Evaluation of this criterion is quite similar to the “adequacy” criterion above. If fixed
transfers are chosen then there is little chance for inconsistency with other policies as there is no
variation to generate any lack of synchronicity. In contrast, policies such as the BIH and PIH
which are capable of generating procyclical results can easily generate outcomes at odds with the
government’s legitimate desire to smooth fluctuations in output and income. While
countercyclical policies are in theory a remedy to this problem, the difficulties in implementation
and measurement mean that these rules can at times be consistent with other policies and goals
and at times not. Worse, this may not be clearly known until well after the fact.

- Simplicity — The rule should be easily stated and easily understood

The simplicity of fixed transfer rules is obvious. The BIH and PIH rules are less simple
but still easily stated and understood. Countercyclical rules are much less clear in practice
though in theory they can work quite well.

- Flexibility — The rule should be flexible enough to deal with changing economic circumstances
as well as containing adequate escape or emergency clauses

Fixed transfer rules are by their very nature not flexible. It is certainly possible to alter
the fixed amount to be transferred in light of changing economic circumstances but only at the
cost of losing the positive attributes of a fixed transfer rule. Periodic reviews of the quantity to
be transferred in light of economic growth, changing oil markets/oil production would certainly
seem to be reasonable but the reputational benefits of adhering to a fixed rule would be lost in
direct proportion to the extent that it is subject to frequent revision.

BIH and PIH rules are certainly flexible in that they would generate different transfer
amounts in response to different oil market conditions. However, their flexibility is the opposite
of what the government is seeking in its investigation of countercyclical policies.

Countercyclical rules are flexible and in the “right” direction but it must be remembered
that this flexibility carries with it the risks noted above. Only in theory can a countercyclical rule
be counted on to perform as desired. In practice it will be less than perfect (and at times far less
than perfect) in its performance.
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- Enforceability — The mechanisms to enforce compliance must be clear

All of the fixed transfer, PIH, and BIH based rules can be enforced by the managers of
the sovereign wealth fund as has been done in past years. There is no reason to try to alter these
arrangements given the excellent performance in the past. A countercyclical rule, on the other
hand, would require the establishment of a mechanism to specify the state of the business cycle
amd/or the structural budget deficit, an exercise which is difficult under the best of
circumstances as shown by the numerical exercises comparing output forecasts with actual
outcomes.

VIIIl. Conclusions

The various alternatives for fiscal rules under consideration in Kazakhstan all have merit
in theory but generate quite different results when subjected to actual numerical simulation.
Given the excellent performance to date of Kazakh economic authorities in what have in some
years been rather trying circumstances, it is important not to substitute rules that could cause
problems in the future under adverse economic conditions.

In particular, the proposal to use transfers from the sovereign wealth fund, the NFRK, in
a countercyclical manner is an excellent one in theory but suffers in practice from the near
impossibility of identifying cycles in the national economy, the national budget, or in
international oil prices in a time frame that would allow such a policy to be implemented.
While long run values for trends in GDP or for international equilibrium prices may be
estimated, the degree of confidence we can have in such estimates given the history of past
projections and the performance of the oil price itself should not be overestimated. Accordingly,
rules which depend on such forecasts or estimates are likely to run into trouble in very short
order. In all cases analyzed in this study, rules which allow for short term flexibility in
budgetary transfers generate more volatility rather than less due to the inevitable forecast errors
that will occur in even the best of cases.

Fortunately, both the recent excellent experience of the Kazakh policy makers as well as
the theoretical considerations detailed in this paper show that the actual policy decisions made in
Kazakhstan since 2008 are quite close to those which theoretically would gain the majority of the
welfare improvements that could be hoped for even under the most optimal “perfect knowledge”
policy that could be devised. Theoretical considerations show that a simple fixed transfer rule
with an escape clause allows nearly as much gain in welfare as does a theoretically optimal rule.

The use of the NFRK to cushion the effects of the 2008-2009 economic crisis was a de
facto implementation of a fixed rule with an escape clause, a possibility which could be readily
codified in the future. Important values to be fixed in any such codification would be first, the
threshold for triggering an escape clause and second, the number of years such an alternate
regime could be continued before assuming the shock is chronic rather than transitory. (i.e. that
the “cycle” is in reality the new “normal’)
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Some recent proposals have the potential to seriously change the way the NFRK is
managed and how it related both to containing demand pressures and smoothing economic
cycles. In particular, proposals to allow NFRK investment in domestic assets, though perhaps
reasonable in particular cases, have the potential to undermine one of the most important
successes of macro policy management over the past decade: insulation of the domestic economy
from the overheating that can be caused by a too-rapid expansion fueled by oil revenue. In fact,
avoidance of doing exactly this is why sovereign wealth funds are so important in the first place.
Undermining the rationale for the NFRK in such a way cannot be defended on economic grounds
and should be avoided if at all possible. In addition, the political pitfalls associated with
government asset purchases in the domestic market could well be difficult to avoid as the
government assumes the role of choosing where to invest and where not to.

Overall, numerical simulation and consideration of various scenarios, including “worst
case” or what might be considered remote possibilities shows that the NFRK as currently
constituted is well able to deal with any transitory shocks of the nature modeled in this exercise.
Even a “meltdown” of the European Union does not produce a short run shock larger than can be
smoothed at the present time. Longer run simulations show that the most important factor for the
government is to ensure the efficiency of investment expenditures at the present time since even
modest success in this has the potential to create very large increases in welfare.

However, the danger that a shock more prolonged than those analyzed here might be
mistakenly perceived as transitory is a problem that is inherent in any attempt to use the NFRK
to smooth economic fluctuations. Essentially, the recommendations to deal with this can be
summed up as follows:

- First, implement “automatic stabilizers” to the extent possible. That is, use the structure of the
tax code (by doing such things as making taxes conditional on income or profits) and the
structure of expenditure programs (by doing such things as making poverty or other assistance
programs conditional on income or employment status) to make countercyclical revenue and
expenditure changes as automatic as possible. Such arrangements function quite well in higher
income economies and can naturally be expected to develop in Kazakhstan as its average per
capita income rises through time. Encouraging and speeding up these developments is indicated.

- Second, confirm the current rule fixed rule for the NFRK as suggested by Onder and Ley’s
simulation results but add two limiting factors for implementing any 15% deviation:

1. Specify the size shock that would trigger such a deviation
2. Impose a time limitation for how long such additional transfers could be used (e.g. two years)

Such a rule would retain the current fixed rule at a level consistent with current GDP, oil revenue
and fund total holdings (e.g. $9.2 billion p.a.) but would allow an increased amount (e.g. 15%) in
the event that GDP growth falls below a specified level. The two year limit is in effect an
“escape from the escape clause”. Other mechanisms could be envisioned but the idea is to avoid
triggering an escape clause in a repeated sequential fashion.

Overall, it is important to bear in mind that simplicity is a great virtue in rules of this
type. The discussion of the Kopits-Symanski criteria for evaluating fiscal rules highlights the
good qualities of the current fixed rule regime while at the same time giving reason to question
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the practical ability to implement a more complicated structural surplus type of rule. In fact, the
excellent performance of the current rule is itself an argument for making only modest
modifications and that is the recommendation of this report.
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APPENDIX

Description of the National Fund of the
Source: World Bank 2010

Type of Fund

Date of Inception

Rules for Contributions
(What event or price triggers contributions)

Rules for Distributions
(What event or price triggers distributions)

Investment Rules and Restrictions

How Distributions are Used

Republic of Kazakhstan (NFRK)

Stabilization fund -- The main goals of the NFRK
are to accumulate part of the revenues from
natural resource depletion for future generations
(a savings function), and to reduce the dependence
on oil to meet budgetary needs (a stabilization
function). Furthermore, the overall objective of
the fund is to ensure efficient oil revenue
management and transparency, in order to
increase the welfare of current and future
generations.

January 2001

Receipts for the NFRK are generated from tax
receipts from the minerals sector above the
amount designated for local and republican
budgets. (Certain enterprises are designated as
contributors to the fund; not all extracting
enterprises are included. Also, the contributed
revenues may be determined by a —basel price, or
an actual price, which appears to vary by
enterprise.)

A guaranteed amount determined in the annual
budgeting process, not to exceed one-third of the
Fund’s assets. The guaranteed transfer should be
used only to finance development budget
programs designed to invest in projects that will
be used by future generations as well. (See
formula below)

Consists of a stabilization portfolio (minimum
20% of the Fund) invested in short-term debt
securities and an investment portfolio invested in
longer-term debt and equity securities.

Statutory limitations on the uses of revenues are
defined by the President and include the following
uses: (i) the execution of its stabilization function;
(ii) earmarked transfers of the Fund to republican
and local budgets, for purposes to be defined by
the President; (iii) operational expenditure of the
Fund and the conduct of the annual external audit;
and (iv) reliable and liquid investments abroad.
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The NFRK may neither be used to provide credits
to private or state organizations nor may it provide
security for other obligations.

Reporting Rules and Disclosures The Fund makes daily, monthly, and annual
reports that it submits to the Council. The Council
prepares an annual report to submit to the
President on February 1 of each year. An
independent external auditor (selected by the
President) also makes an annual report. The report
and audit are released on national (state-owned)
media

Investment Management Management is provided by the National Bank of
the Republic of Kazakhstan (NBRK). A
Management Council oversees the operation of
the National Bank and vets all reports. The
President of Kazakhstan decides the composition
of the Management Council. The overall
functioning of the Council is at the President’s
discretion. The President chairs the Management
Council, which includes the Prime Minister,
Chairman of the Senate of Parliament, Chairman
of the Majlis of Parliament, Head of the
Administration, Chairman of the National Bank,
Deputy Prime Minister, Minister of Finance, and
Chairman of the Accounting Committee for
Controlling Execution of the Republican Budget.
No representatives from trade unions, professional
associations, or civil society sit on the Council.
2009/10 transfer of US$10 billion to finance a
crisis response package, including (i) financial
support to the top four banks through loans and
capital injections; (ii) support to the construction
and housing sector; (iii) financial assistance to the
SME and agricultural sectors; and (iv) public
investment in the industrial sector.

Formula for Guaranteed Transfer from NFRK to Fiscal Budget

The budget should be balanced such that E = Gno + Go + D, where:

E = expenditures of the national budget; Gno = revenues from the non-oil sector; Go = guaranteed transfer from the Fund,
which is calculated based on the average amount of expenditures of the development budget programs for the specific period; and
D = net government borrowing (the difference between obtained loans and paid-back loans), with the yearly average value for a
five-year period being established at the level of 1% of GDP for the corresponding year. The Value of D should not exceed the
yearly average growth of the National Fund for a five-year period, which is calculated as total receipts of the National Fund
minus the amount of the guaranteed transfer.

The guaranteed transfer from the Fund (Go) is defined as a constant amount plus a portion of the National Fund’s assets for
previous year using the following formula: Go= A +b x NFRK1x e, where: Go = guaranteed transfer from the Fund (indicated
in Tenge); A = constant amount (approved by a law and indicated in Tenge); b = coefficient indicating average level of
investment income for the specific period (approved by a legislative act); NFRKt1= assets of the National Fund as of the
beginning of a fiscal year (in base currency of the Fund); and e = Tenge exchange rate to the base currency of the Fund.
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Appendix Table 1. Survey on IMF Advice to a Sample of Resource-Dependent

Countries

Use of Permanent Income

Hypothesis (PIH) Model Use of Use of Main Fiscal
. - Indicator is the
Country Included in the  Indicator of Price-Based Medium-Term Non-Resource
Fiscal Long-Term Fiscal Rule Framework Balance
Framework Sustainability

Angola X X X
Azerbaijan X X X
Cameroon X X
Chad X X X
Chile X X
Congo, Rep. of X X X X
Equatorial Guinea X X X
Gabon X X X
Ghana X

Nigena X X X X
Norway X X X
Papua New Guinea X X
Peru X

Russia X X X
Timor-Leste X X X X
Trinidad& Tobago X X X X
Venezuela X X

Note: In some countries, the use of the PTH changed during the reviewed 200411 period. so the current use of

the PTH may differ.
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Appendix III. Elements of Fiscal Frameworks in Selected Resource Intensive Countries

Country

Description

Azerbaijan

Chile

Ecuador

Equatorial Guinea

Ghana

Mongolia

Nigeria

Norway

PNG

Russia

Timor-Leste

A non-oil balance guideline (2004) consistent with constant

real consumption out of oil wealth. Never observed. More
recently reliance on ad-hoc balanced budget oil price.
Complemented by state oil fund.

Structural balance guideline (institutionalized in 2006 fiscal
responsibility law). Adjustment by long-term price of copper and
molybdenum (10-year forecast) as determined by an
independent committee. Targets have been changed over time.
Supported by two funds (stabilization and savings).

Warious rules (e.g., non-oil balance, expenditure growth) that
were mostly not observed. More recent rule states that current
spending cannot exceed permanent revenue (a sort of "golden
rule”). Qil funds abolished in 2008.

Guideline establishing that current expenditures should be
limited to non-oil revenue has led to very high capital expenditure
levels. CEMAC convergence criteria: include various fiscal
targets (e.g., a non-oil balance target). It has a fund for future
generations.

A recent petroleum revenue management framework built
around a stabilization fund and a heritage fund. Benchmark oil
revenue is calculated at a 7-year moving average, with 70
percent used to finance the budget. Remaining revenue
allocated in fixed proportions to the funds. No fiscal anchor
limiting budget deficit.

A ceiling on the structural deficit with structural mineral revenues
estimated using a 16-year moving average of mineral prices.
Combined with a ceiling on expenditure growth defined by the
non-mineral GODP growth rate (useful when structural revenue is
growing fast). The structural balance target can be changed
every four years. Flows to a stability fund linked to difference
between actual and structural revenues. This framework will start
in 2013.

3 percent of GDP deficit ceiling for federal govt. computed at
budget oil price (not strictly followed). Budget oil price set every
year in political negotiations, including with sub-national
governments. Excess crude account receives “windfall”
revenues; ad-hoc withdrawals.

“Bird-in-hand” fiscal guideline: the cyclically adjusted non-oil
central government deficit as 4 percent (the expected long-run
real rate of retumn) of the SWF assets. Guidelines are flexible:
temporary deviations permitted over business cycle or if large
changes in SWF value. Very strong political consensus.

S-year medium-term fiscal strategy that sets a ceiling to the non-
mineral deficit in line with "normal” mineral revenue. A portion of
“windfall” mineral revenue (70 percent) can be spent up to a non-
mineral deficit ceiling of 8 percent of GDP. It was largely
followed, but volatile real expenditure growth due to swings in
total GDP.

The budget code includes a long-term nonoil deficit target of 4.7
percent of GDP that was suspended in 2009. Annual budgets
underpinned by rolling three-year medium-term fiscal
frameworks. Two oil funds (stabilization and savings).

Fiscal guideline based on PIH framework (constant in real
terms). Non-oil balance set in line with estimated sustainable
income (ESI), which is calculated annually as 3 percent of the
sum of the petroleum fund balance and the present value of
expected future petroleum receipts. Deficits can exceed the ESI
if properly justified and approved by Parliament. More recently,
government has scaled up public investment so that total
spending amounts to more than twice the level of the ESI.

"Resource funds can be an account or a statutory legal entity. R = contingent (i.e., linked to threshold values) or revenue-share
{i.e., flows in proportion to total revenue) funds. F = flexible (i.e_, financing, linked to the overall fiscal position) funds.
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