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Summary
· In January-May, industry grew by 8.1% year-over-year (yoy) as manufacturing continued to post above 10% yoy growth rates.
· During the first five months of this year, the state budget deficit stood at KZT 51.4 billion (USD 420 million) or 0.4% of projected full-year GDP.
· In June, the consumer price index (CPI) accelerated to 8.1% yoy from 7.6% yoy in May.
· In January-April, the foreign trade surplus decreased for the first time in more than two years deteriorating by 5.1% yoy to USD 4.5 billion.
· During the first quarter of 2007, the current account balance registered a small deficit in the amount of USD 416 million and was fully covered by USD 1.8 billion of FDI inflows.
· Over the first three months of this year, private external debt grew by USD 7.2 billion.
· The President of RK dissolved the lower chamber of the Parliament.
· Moody's Investors Service issued its regular annual report on Kazakhstan, confirming a stable outlook on the country’s economy.
Economic growth
In January-May, the growth rate of industrial output recoiled to 8.1% year-over-year (yoy) from a 9.5% yoy advance posted during the previous four months. This deceleration was rooted in the shrinking growth rates of all three industrial sectors: the mining industry (which cooled down to 6.8% yoy from 8.3% yoy in January-April), manufacturing (to 10.2% yoy from 11.7% yoy) and utilities (to 6.1% yoy from 6.2% yoy). On a positive note, in 2007 the growth of manufacturing has been consistently surpassing the growth of the mining industry. If during the first five months of this year the mining industry grew on average by 8.24% yoy, manufacturing expanded at an average rate of 11.4% yoy. In January-May, output growth in the mining industry was constrained by the decelerating oil and natural gas extraction industry (which steadily generate over 85% of output in the mining sector) as in January-May the production of crude oil and natural gas increased by 7.4% yoy or by 1 percentage point slower than during the first four months of this year. In addition, the extraction of non-ferrous metals fell by 0.7% yoy on the back of a more conservative evolution of the world prices of metals.   
Industrial Output by Sector, % yoy
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Although, a slight downtrend was observed for the growth rate of industrial production, industry still performed significantly better than during the first five months of the previous year, when output increased by a modest 4.4% yoy. In January-May 2007, industry registered a robust recovery due to expanding output in the mining industry as well as rapidly increasing manufacturing. As output in the oil and gas extraction industry regained its footing (up by 7.4% yoy in January-May 2007 as compared to 1.7% yoy in January-May 2006), this sector confirmed its critical role in driving output expansion of both the mining sector per se and industry in general. However, as output growth in manufacturing has been outperforming output growth in the mining industry, the share of manufacturing in total industrial output increased from 34.8% in January-May 2006 to 37% in January-May of this year. As a result, the impact of manufacturing on the real sector performance tends to strengthen. In January-May, manufacturing was principally driven by of the strong fuel processing industry (up by 18.5% yoy as compared to 1.3% yoy in January-May 2006), an impressive revival of the chemical industry (up by 34.2% yoy on the back of a decline of 17.5% posted a year ago) as well as a robust performance of metallurgy (up by 7% yoy against the last year’s 5.9% yoy). Output growth in machine building advanced by almost 13.6% yoy, however this industry still grew almost twice as slow as in the same period of the previous year.   
Fiscal Policy
In January-May 2007, state budget revenues stood at KZT 1,067 billion (USD 8.72 billion) decreasing by 0.2% yoy in nominal terms against the same period of the previous year while state budget expenditures jumped by 28% yoy to KZT 1,173 billion (USD 9.6 billion). The state budget deficit settled at KZT 51.4 billion (USD 420 million) or 0.4% of projected full-year GDP. On a positive note, lower state budget revenues are a mere accounting outcome of the Tax Code amendments approved in July 2006. According to these amendments, all revenues from the direct taxes imposed on the oil industry (with an exception of revenues received by the local budgets) are transferred to the National Fund of the Republic of Kazakhstan (NFRK). As a result, in January-May of 2007, the revenues of NFRK expanded by about seven times to KZT 433 billion (USD 3.54 billion) from a modest KZT 62.9 billion earned in the same period of the previous year. At the same time, the minimum guaranteed transfer from NFRK to the state budget was set at KZT 301.72 billion (USD 2.5 billion) for 2007.   
During the first five months of this year, the collection of other principle taxes posted a robust performance as well. Revenues from the personal income tax (up by 34.4% yoy), social taxes (up by 28% yoy), VAT (up by 23.2% yoy), excises (up by 33.1% yoy) and custom duties (up by 49.7% yoy) advanced on the back of increasing consumer incomes, booming domestic trade and a buoyant demand for imports. State budget expenditures accelerated on the back of faster growing capital expenditures which increased by 37.3% yoy and accounted for 18.1% of total state budget spendings. Current expenditures of the state budget expanded by 19.2% yoy on the back of a 32.9% yoy increase of wages paid in the public sector, a 34.6% yoy surge of the volume of market goods and services purchased by the government, and a 32.5% yoy growth of transfers to households. 
In June, the Parliament of RK amended this year’s republican budget (state budget excluding local budgets), increasing budget revenues by KZT 76.5 billion to KZT 2,035  billion (or 16.3% of projected full-year GDP) and budget spendings by KZT 202.6 billion to KZT 2,359 billion (or 18.9% of projected full-year GDP). As a result, the republican budget deficit is envisioned at 2.6% of GDP at the end of this year. At the end of June, the President of RK approved the amendments to the country’s Tax Code that are supposed to further clarify and broaden the tax base for the revenues transferred to the National Fund of the Republic of Kazakhstan.
Monetary policy 

In June, the consumer price index (CPI) staged a moderate increase to 8.1% yoy from 7.6% yoy in May. Although, service tariffs continued to decelerate (to 9.6% yoy from 10% yoy in May) an apparent uptrend of prices of foods (up by 7.7% yoy form 6.7% yoy in May) and non-food commodities (up by 7.3% yoy form 6.9% yoy in May) helped to outbalance this deceleration and speeded up inflation. 
CPI by Component, % yoy
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Source: ASRK
On a month-over-month (mom) basis, CPI advanced by 0.8% as prices of foods, nonfoods and services increased by 0.9% yoy, 0.7% yoy and 0.5% yoy respectively. As a result, prices increased by 4.6% since the beginning of this year (ytd) and were mainly pushed by a 5.8% ytd surge of prices of foods and a 4.5% ytd growth of service tariffs (higher prices of these two groups of consumer goods and services were responsible for more than 4/5th of the CPI growth during the first half of 2007). 
Contributions to ytd CPI by Component, percentage points
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In June, prices of foods were pushed up by higher prices of sugar (up by 3.8% mom), meat (up by 1.9% mom) as well as fruits and vegetables (up by 2.3% mom). At the same time, these price hikes were somewhat mitigated by the falling prices of other food products (in particular, prices of eggs and milk products were down by 5.9% mom and 0.8% mom respectively). Prices of non-food commodities increased on the back of higher prices of gasoline (up by 2.1% mom), diesel fuels (up by 1% mom) and construction materials (up by 4.3% yoy). 
In May, money supply (measured with the monetary aggregate M3) settled at KZT 4,231 billion (USD 34.56 billion) decelerating to 68.3% yoy from 71.5% yoy in the previous month.  Domestic non-government credit marginally accelerated to 101.6% yoy from 96% yoy a month ago. Noteworthy, this acceleration was mainly driven by faster growing credit issued to the corporate sector (up by 86.3% yoy from 79.3% yoy a month ago). Although, due to lower statistical base the growth of credit issued to households has been outperforming the growth of credit issued to the corporate sector, in 2007 companies tended to accumulate debt at an accelerated speed while the growth rate of credit issued to households steadied around 140% yoy. In particular, trade and construction are two sectors that absorbed about 40% of all domestic credit and accumulated debt at the fastest rates as credit issued to these sectors increased by 94% yoy and 136.2% yoy respectively during the first five months of this year. 
Money Supply (M3) and Domestic Credit, % yoy
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Source: NBRK, The Bleyzer Foundation
In May, consumer credit amounted to 15.8% of total domestic credit (or about 46% of all credit issued to households) increasing by 133% yoy. More than two thirds of consumer credit is denominated in the national currency; however, despite large statistical base, during the first five months of 2007 consumer credit denominated in the national currency grew on average almost twice as fast as forex-denominated consumer credit (165.7% yoy and 85.7% yoy respectively). Finally, in May the volume of mortgages issued to households increased by 96% yoy to USD 4.2 billion. The currency composition of mortgages tends to be biased toward forex-denominated loans, though the share of forex-denominated mortgages dropped to slightly over 60% from 3/4th a year ago as mortgages denominated in the national currency grew by impressive 195% yoy.
International Trade and Capital

During the first four months of 2006, exports continued to decelerate growing by only 29% yoy to USD 13.42 billion. In contrast, imports, though marginally slowing down to 57.2% yoy from 60.1% yoy in the first quarter of this year, preserved significantly higher growth totaling USD 8.9 billion. As a result, the foreign trade surplus decreased for the first time in more than two years deteriorating by 5.1% yoy to USD 4.5 billion. Weaker growth of exports was observed on the back of slowing exports of mineral products (up by 18.8% yoy as compared to 26.5% yoy in the first quarter of 2007) and metals (up by 60.1% yoy as compared to 71.8% yoy during the previous three months). Since these commodity groups generate more than 85% of export revenues (with exports of mineral products amounting to almost 3/4th of all exports), any unfavorable development at the world market for these base resources (in April, world oil prices staged a minor decline on a year-over-year basis) has an immediate negative impact on the overall performance of exports. The resilience of high growth rates of imports was supported by the strong domestic demand fueled by accelerating industry and increasing purchasing power of households. As a result, imports of all major commodities grew by more than 40% yoy. In particular, imports of machinery and equipment (44% of all imports) advanced by 66% yoy while imports of mineral and metallurgical products (each accounting for about 13% of imports) increased by 69.5% yoy and 45.7% yoy respectively. 
Monthly Foreign Trade Balance
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In April alone, exports grew by just 10% yoy (as exports of mineral products declined by 0.5% yoy) to USD 3.4 billion while imports amounted to USD 2.5 billion increasing by over 50% yoy. The monthly foreign trade surplus stood at USD 902 million sinking by 36% yoy against the same month of the previous year. 
During the first quarter of 2007, the current account balance posted a fairly small deficit in the amount of USD 416 million on the back of a weaker growth of the trade in goods surplus (up by 8.8% yoy as compared to 46.7% yoy registered during the first quarter of the last year). Although, the trade in services deficit marginally improved by 1.9% yoy, a 44% yoy growth of the incomes deficit and the large current transfers deficit (almost three times as high as in the same quarter of 2006) dragged the current account balance into the negative zone. As in the previous quarters, the sizable incomes deficit was propelled by growing repatriations of profits earned by foreign investors and interest received by foreign lenders (up by 43.4% yoy and 159.2% yoy in January-March).     
Current Account Components, USD billion
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Source: NBRK
In January-March 2007, the net inflows of foreign direct investments (FDI) amounted to USD 1.8 billion providing ample resources to finance the current account gap. Robust FDI inflows were also accompanied by rapidly growing external debt of the private sector. During the first quarter of this year, the stock of total external debt swelled by 68.8% yoy (or 11.1% since the beginning of 2007) to USD 81.64 billion. Although, the stock of foreign debt accumulated by the government remained relatively flat at USD 1.5 billion, private external debt (excluding inter-company lending, which grew by 25.6% yoy to USD 26.5 billion) more than doubled to USD 51.6 billion. Banks were the most active borrowers at the international markets, extending their foreign indebtedness by 120.3% yoy to USD 38.4 billion. Other sectors of the economy increased their external debt by 36% yoy to USD 39.7 billion. As a result, just over the first three months of this year, private external debt grew by striking USD 7.2 billion.
Gross External Debt, USD billion
[image: image7.emf] 

0

17

34

51

68

85

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1

2005 2006 2007

General Government Monetary Authority Private Debt Intercompany lending


Source: NBRK
Strong inflows of the foreign capital allowed the central bank to continue piling up the stock of its foreign exchange reserves. During the first half of 2007, foreign exchange reserves of the National Bank of Kazakhstan increased by USD 3.25 billion (or by almost 17% since the beginning of the year) to USD 22.4 billion.   
Other Developments Affecting the Investment Climate
On June 20th, the President of RK dissolved the lower chamber of the Parliament of RK (Mazhilis) to accelerate the implementation of the recently approved Constitutional Reform in Kazakhstan.  Party-list proportional elections are to be held on August 18th.
At the beginning of July, Moody's Investors Service issued its regular annual report on Kazakhstan. The agency argues that the current “Baa2” government bond rating and its stable outlook reflect strong economic growth built on the expanding oil sector and oil related infrastructure that continue to attract sizable inflows of FDI. In addition, relatively prudent monetary and fiscal policies, high international liquidity as well as low public debt create comfortable conditions for the government to manage most of the short and medium-term macroeconomic risks. Although, rapidly increasing private external debt raises concerns over the financial stability of the economy, Moody’s admits that a large fraction of this debt comes in the form of inter-company lending which considerably mitigates the risks of high external indebtedness. Finally, the agency believes that the new constitutional amendments will strengthen political stability in the country.
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