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In 2016, the death of President Islam Karimov launched a series of
reforms to open up what was one of the world’s most isolated countries. Karimov effectively ruled the country from 1989 until his death,
a rule that was absolute, affording no opposition and little in the way
of free expression. In order to perpetuate the regime, the country was
substantially closed to trade and investment. This resulted in stagnation
for the 32 million strong population,
Figure 1 - Islam Karimov Statue
whose per capita income of $1,500 in Samarkand. Bride and groom
the statue (see bottom left)
per annum compares with countries visiting
to have their picture taken under the
statue
shows
that many people still
such as South Sudan. The election have respect for
the brutal dictator.
of Shavkat Mirziyoyev to the post of Source: Own Photo.
President (he was formerly the Prime
Minister) has resulted in a host of
reforms being enacted to modernize
Uzbekistan. These reforms continue at a pace set by the president
with new updates daily. In order to
obtain a better understanding of the
changes taking place, we participated
in an investor trip to Tashkent and
Samarkand in February this year.
The trip was organized by Sturgeon
Capital who have been investing in
Central Asia for the past decade. Our
trip included a number of meetings
with various public
officials, institutions,
private companies and
existing investors with
the aim of assessing
whether the market
is investable and provides an opportunity
for our clients.
On
arriving
in
Tashkent
(capital
city), what is immediFigure 2 - Statue of Tamerlane in front of the Hotel
ately apparent is that Uzbekistan, Tashkent. Tamerlane remains an Uzbek
having conquered much of central Asia and Persia.
the city is not as dilap- hero,
Source: Own Photo.
idated as one might
have expected, far from it in fact. The Soviets left a city that was well
structured with infrastructure to rival most modern cities. Liquefied
petroleum gas (LPG) powered buses ply the broad boulevards, along
with the ubiquitous Chevrolets that are domestically produced, whilst

beneath the street lies the city’s extensive metro system. This is a far
cry from other countries with similar income levels that struggle to
light their streets. Tashkent is the largest city in central Asia, being at a
cross roads of the ancient Silk Road. It has been destroyed and rebuilt
many times and is a melting pot of cultural influences. Architecturally,
buildings are a mixed bag of Soviet art deco designs – modern with
some remnants from
Figure 3 - Typical street in Tashkent. Broad roads, well
more ancient times.
spaced out with good public transportation courtesy of the
Soviet planners. Chevrolets are produced locally and are
Importantly, the city
by far the most popular vehicles. GM Uzbekistan produces
appears to be well
135 thousand vehicles annually (2017) and is a joint
venture between GM (25%) and the Uzbek government
spread out, with the
(75%). Source: Own Photo.
potential to increase
its population density several fold. Traffic
is a relatively new
phenomenon.
The
old Soviet system of
Propiska, which limits the domicile of its
citizens to the region
reported in their official documentation,
has been maintained,
limiting the population
growth of Tashkent.
Whilst reform has been
slow in this regard,
flexibility is increasing,
particularly if you are
able to purchase property or gain permanent
employment.
The new president’s
reforms have been
wide ranging, impacting every aspect of the
average citizen’s life. From a democratic perspective there is still much
to be desired. Parliament consists of five political parties, but all are
fully supportive of the president. However, in a speech on 12th July
2017, President Mirziyoyev addressed the legislative chamber and
harshly criticized the parties for inaction and being aloof from the
electorate.1 He encouraged politicians at both the local and national
levels to tour their regions and converse with voters, to understand
their concerns.
Figure 4 – Holy Assumption Cathedral of the Russian
Orthodox Church in Tashkent. Russian influence in
Tashkent is still strong in terms of language, education
and culture. Source: Own Photo.

1 Political Reform in Uzbekistan, Anthony Bowyer, Central Asia-Caucasus Institute, March 2018.
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The country, having been largely shut to the outside world, has
focussed on self-reliance, with the country/state producing most of
what it needs domestically. This has resulted in the dominance of state
owned enterprises (SOE), which, along with heavy regulation, has
stifled competition. Along with a lack of judicial independence and
widespread corruption, this has resulted in a ranking of 140 out of
180 in the Index of Economic Freedom 2019.4 However, the country
is further along the road to change than it is being given credit for. In
January 2017, following his election, Mirziyoyev announced the ‘Five
Point Development Strategy Plan’ which outlined his strategy for the
next five years. The plan focuses on improving the system of state
and social construction, strengthening the rule of law and the judicial system, developing and liberalizing the economy, developing the
social sphere, improving security and implementing a balanced foreign
policy.5 As a part of these reforms, the judiciary was consolidated and
given powers over the law enforcement agencies, instilling the principle of habeas corpus6 throughout the justice system. The government
also implemented a moratorium on state inspections of the activities
of business entities during this five-year period, with the exception of
criminal cases or liquidations, in order to circumvent corruption and
to encourage enterprise.

Figure 5 - Uzbekistan GDP and 2017 Soum Floatation
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He also encouraged them to be more active in proposing suitable
legislation. The president also applied the same principles to himself,
touring the country, engaging with the population and maintaining an
online forum where anyone can ask questions, which will be answered
by his staff. Mirziyoyev also sacked his highly unpopular spymaster,
Rustam Inoyatov, from the National Security Service, whose job
was to crush all forms of dissent.2 As a result, the state reduced the
number of people being subject to special monitoring from 17,000 to
1,000. It has also made substantial progress in freeing political prisoners, with 26 out of the 34 most prominent political prisoners having
been released by April 2018.3 Nonetheless, it is apparent that the
government remains sensitive to criticism. For example, the Financial
Times website was blocked during our trip, which coincided with one
of their journalists being amongst our group, perhaps to screen any
unfavourable reporting. It has yet to be seen whether a real opposition
party will be truly tolerated; the country is more than likely to opt for
a restricted style of democracy as is the norm for its neighbours.

Source: World Bank
Figure 5 - Chart depicting Uzbek GDP and its official collapse following the floatation/devaluation of the currency, though in reality the soum simply moved to the
rate at which it was being transacted at in the black market. The soum is now freely
traded.

Part of the government’s strategy to infuse new thinking and vitality
into the administration was to employ and promote young, foreign-educated Uzbeks to senior positions. Through engagement with international advisors, to recommend best practices, they have begun the
work of creating an accountable state, working to encourage the development of the economy and the welfare
of the populace. Whilst
an admittedly optimistic view, all of our
meetings with both
the state and private
entities indicated that
Figure 6 - Collection of three madrasas in Samarkand.
all concerned were
The madrasa on the left was built by Ulugh Beg
moving in the same
(Tamerlane’s grandson) in 1422 and attracted students
who wished to study mathematics and the sciences. Other
direction. Along with
attractions include his observatory where astronomers
estimated a stellar year to be 365 days, 6 hours, 10 minsocial reforms, broad
utes and 8 seconds, only about 1 minute longer than the
modern calculations. Source: Own Photo.
economic reforms have
begun with the man7
aged float of the exchange rate, resulting in a 50% devaluation,
causing the black market for the Uzbek soum to collapse overnight.
Capital restrictions have also been removed, allowing foreigners to
inject and remove capital from the country.

2 Uzbekistan’s reforming president sacks his hated spymaster, The Economist, February 2018.
3 Uzbekistan Country Strategy 2018-2023, European Bank for Reconstruction and Development, July 2018.
4 The Hermitage Foundation, February 2019.
5 Judicial and Governance Reform in Uzbekistan, Mjuša Sever, Central Asia-Caucasus Institute, March 2018.
6 Habeas corpus is a recourse in law through which a person can report an unlawful detention or imprisonment to a court and request that the court order the custodian of the person, usually a
prison official, to bring the prisoner to court, to determine whether the detention is lawful.
7 Managed Float, according to the Central Bank, the management of the float is purely to sterilize export revenues.
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Income taxes have been reduced to 12%, corporate taxes to 7.5% and
a 20% VAT rate has been introduced all with the aim of encouraging
investment and discouraging tax evasion. In our discussions with the
Ministry of Investment, the two primary areas on which the government would like to focus foreign direct investment (FDI) are agriculture and tourism, with large inducements given to investors. The
former would benefit from wide scale modernization and capturing
greater revenues by moving up the value chain.
Tourism is also a sector that has much to offer. Uzbekistan has always
been at the centre of east-west trade. Several ancient Silk Road cities
including Samarkand and Bukhara offer visitors marvels from the
14th century as well as much earlier archaeological finds. With visa
free travel now possible from forty five countries, demand for hotel
rooms and transportation is expected to increase substantially. One of
the highlights of this
trip was an excursion
to Samarkand. Aside
from the historic wonders, it was exceptional
that we were able to
travel via a high speed
train travelling at up to
230km/h connecting Figure 7 - Afrosiyob High Speed Line at Tashkent station.
The line runs between Tashkent and Bukhara, a distance
the cities of Tashkent, of 600km, which can be covered in 3 hours and 20 minutes. Afrosiyob is the ancient name for Samarkand from
Samarkand
and as far back as 500 BC. Source: Own Photo.
Bukhara. To encourage investment, the government is offering subsidies to build 3 or
4 star hotels and to subsidize franchise fees.8 As with its northern
neighbour, Kazakhstan, Uzbekistan has also partially opened its first
ski resort, even though it was beset with challenges due to the lack of
existing infrastructure in the remote mountainous areas in which it
operates. The project is expected to cost €100m when the nine square
kilometre resort is fully completed. Whilst unlikely to attract European
or American skiers, it will be a short flying distance to the growing
middle classes of Asia.
Furthering these aims, in February 2019 the country launched a dollar
denominated sovereign bond in order to provide a benchmark for
other corporates to launch their own issues. Uzbekistan itself runs a
current account surplus due to its agricultural and resource exports,
so it has no immediate need for funding.9 The issue was heavily oversubscribed with a yield of 5.4%, rated BB- by S&P and Fitch. Credit
growth is very low as traditional banks, typically SOEs, have largely lent
to the state or its affiliates with the state accounting for 80% of assets
in the banking system. Of the 29 banks in the country, 13 are SOEs
and 5 are foreign. In response, new small banks are being launched

plus foreign banks such as Halyk Bank (the largest bank in Kazakhstan)
are entering the market, with more experience lending to individuals
and small and medium-sized enterprises (SME). The country also
has a fully functioning credit bureau that was setup 10 years ago and
is storing banking and
Figure 8 - Central Bank of the Republic of Uzbekistan,
utilities data on potenTashkent. The building has only recently been completed,
to a luxurious standard, mirroring the ambitions for the
tial borrowers providcountry. Source: Own Photo.
ing a ready resource
for banks. Without the
growth of credit, monetary policy has a pretty limited impact and
inflation is still running high at 14.3% in
201810, following the
impact of the devaluation.
The country also has
a
semi-functioning
stock market, comprised of two hundred listed companies
with a combined market capitalization of
$2.7bn according to
the Capital Markets
Authority
(CMA).
Most of the companies are SOEs and free
floats are limited as
Figure 9 - The Republican Stock Exchange, Tashkent.
The stock exchange has been recently relocated to a buildlistings were nominal.
ing in a suburban area of the city. There was a distinct
lack of activity on the day we visited, which we expect is
Free float is typicalthe norm. Source: Own Photo.
ly 10%, spread across
800k individual investors, most often employees who have received
shares as compensation. When one of the brokers at the stock
exchange was questioned on the Price to Earnings (PE) ratio for the
market as a whole, it appears that this information is not readily available, indicating a potential opportunity for investors who have the
ability to conduct the necessary research. The CMA is encouraging
SOEs to place more shares in order to improve liquidity. There is
also an IPO pipeline of a further fifty SOEs, but no timeline on when
this will occur. Some private firms are also considering a local listing,
including a couple of banks and mining companies, but trading will
likely occur OTC. Moreover, the CMA is proposing that English
Common Law be applied to the exchange and its participants, providing a common understanding and avoiding the complexities of Uzbek
law, as Kazakhstan has done with the Astana International Financial
Centre (AIFC).

8 Spotlight on Recent Developments in Uzbekistan, Eldor Mannopov and Shukhrat Yunusov, Dentons, February 2019. Circa US$4.8k per room for 3 star hotels and circa US$7.8k per room for
4 star hotels and franchise fees for the world’s top 50 brand hotels, with the state partially covering the franchise fees for the first three years, up to US$400 per room/per annum for a 4 star hotel.
9 Uzbekistan recorded a current account surplus of US$1.43bn in 2017, Trading Economics.
10 World Bank, 2018
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Figure 10 - Demographic Representation of Uzbekistan, 2017
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Figure 10 - Demographic profile of Uzbekistan. 50% of the population is below the age of 30. Uzbekistan has for many years seen an
outflow of workers going to Kazakhstan and Russia in order to work largely in menial positions. There is significant potential to grow
the economy, if the workforce can be productively employed at home.

As with other young economies, Uzbekistan’s entrepreneurs are embracing new technologies, rapidly
pushing into the online space as the country effectively skips a generation of physical outlets with the
growing use of the internet (50% internet penetration). During our visit we met with companies providing online groceries, classifieds (auto sales and real estate) and financial data gathering. GDP grew
by 5.3% in 2017 (latest available figure) and has significant room to grow. Low per capita income and
attractive demographics (50% of the population below the age of 30) makes the country a source of
cheap labour, but growing domestic productivity could ratchet up the economy. Whilst in Samarkand,
we were invited to visit a carpet factory. We were surprised to find that the factory was almost fully
automated, with conveyor belts of carpets being woven by computers, with a small labour force simply
monitoring the process. The company supplies its goods worldwide and is the fourth largest carpet
producer in the world.
Investors in Uzbekistan are currently a very small group. Neighbouring powers such as Russia and
China have been investing to gain influence and dominance, but other countries such as South Korea
are also investing (South Korea has been quick to
invest in other Frontier Markets such as Vietnam).
Given the poor press coverage of the region in the
West or perhaps being seen as a part of Russia’s sphere
of influence, there has been little interest from the US
or Europe. Nevertheless, the general impression from
our meetings with the government indicate they are
welcoming all nationalities in the hope of maintaining
a power balance. The private investors we met were
largely local (often foreign educated) or from surrounding countries. Investment flow at this early stage
appears to be in either private equity, or via private
Figure 11 - SAG Carpet Factory in Samarkand. This is
placements as the liquidity of listed companies is not
an expansive factory with row upon row of automated
sufficient to deal, nor is the level of disclosure. That
German-made weaving machines operating under the
inspection of few workers in a clean environment. Source:
being said, opportunities abound if the right partners
Own Photo.
can be found along with a thorough due diligence
process. We expect a number of closed-end funds to be launched to facilitate such deals, which could
provide investors with an opportunity to access the country’s potential.

Tarang Patel, CFA (Portfolio Manager, Frontier Market Strategies)
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