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ABSTRACT

This paper challenges the uselfullness of the cluster-based development strategy to diversify
and increase the competitiveness of Kazakhstan’s economy, regarding the case of the country’s
agro-food sector. For this it refers to insights of the Austrian Market Process Theory. It is argued
that already the theoretical foundations of the cluster concept suffer from severe difficiencies,
because it widely neglects the function of competition as a discovery procedure with alert
entrepreuneurs as the driving force. Moreover, it ignores the knowledge requirements and
limitations in a modern market economy for any outside third party to identify and promote
successful industry structures. The closer examination of the implementation of the cluster
development program in Kazakhstan’s agro-food sectors shows that cluster facilitation in
practice turned out to be another form of social engineering and picking winners. In the light
of the Austrian understanding of the market system as an entrepreneurial discovery process
the paper suggestes as alternative policy option to concentrate on the establishment of a stable
institutional framework for the whole economy that stimulates the entrepreneurial discoveries
of profitable businesses. Yet, such an Austrian approach is politically less appealing, for it might
bring no quick results due to the prevalence of conflicting informal institutions which in the
short run might be difficult to change.

JEL: B53,Q13,L22,L52

Keywords:  Cluster, Kazakhstan, industrial policy, institutional change.

ZUSAMMENFASSUNG

DIE CLUSTERFORDERUNGSSTRATEGIE IM AGRAR- UND ERNAHRUNGSSEKTOR KASACHSTANS:
EINE KRITISCHE BEWERTUNG AUS SICHT DER OSTERREICHISCHEN SCHULE

Der Beitrag diskutiert die Eignung der Clusterforderungspolitik zur Diversifizierung und
Verbesserung der Wettbewerbsfahigkeit der Volkswirtschaft Kasachstans am Beispiel der Agrar-
und Erndhrungswirtschaft des Landes. Dazu wird auf Erkenntnisse der Marktprozeftheorie der
Osterreichischen Schule zuriickgegriffen. Es wird argumentiert, daB allein schon die theoretische
Fundierung der Clusterférderungspolitik fraglich ist, weil sie die Funktion des Wettbewerbs
als eines Entdeckungsverfahrens mit findigen Unternehmern als treibende Kraft vernachléssigt.
Dariiber hinaus unterschétzt sie die Anforderungen an das Wissen, das staatliche Akteure und
beratende Okonomen haben miiBten, um erfolgversprechende Industrie- und Unternehmens-
strukturen identifizieren und fordern zu konnen. Die Analyse der Umsetzung der Clusterforde-
rungspolitik in Kasachstan’s Agrar- und Erndhrungswirtschaft zeigt, daf3 sie praktisch nichts
anderes ist als eine weitere Form von staatlichem Konstruktivismus und einer Politik der
"picking winners". Ausgehend vom Verstiindnis der Osterreichischen Schule des Marktsystems
als eines von findigen Unternehmern getragenen Entdeckungsverfahrens schldgt der Beitrag
als alternative Strategie vor, sich auf den Aufbau von verldsslichen institutionellen Rahmen-
bedingungen zu konzentrieren, die fiir alle Sektoren der kasachstanischen Volkswirtschaft
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gleichermallen gelten und die geeignet sind, den unternehmerischen Entdeckungsprozel3 zu
fordern. Aus politischen Griinden diirfte jedoch diese "Osterreichische" Politikoption wenig
attraktiv sein, da sie langfristig angelegt ist und kurzfristig nicht zuletzt aufgrund des Konflikts
zwischen formalen und informalen Institutionen keine sichtbaren Resultate erwarten ldsst.

JEL: BS53,Q13,L22,L52

Schliisselworter:  Cluster, Kasachstan, Industriepolitik, institutioneller Wandel.
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1 INTRODUCTION

The emergence of the hydrocarbon sector as a major engine of growth in Kazakhstan has
prompted the authorities to intensify efforts to diversify the economy and increase the competiti-
veness of Kazakhstan’s non-extractive sectors in order to avoid the feared "oil curse". President
Nazerbaev has set the ambitious goal to push Kazakhstan into the club of the 50 best developed
countries of the world by 2015. In 2003 the government passed the "Innovative Industrial
Development Strategy of the Republic of Kazakhstan for 2003-2015" which outlines quantative
goals, a timetable and priorites for industrial and innovation policy as well as potential
instruments to achieve a diversified and competitive economy. One year later, the government
launched the project "Diversification of Kazakhstan’s Economy through Cluster Development
in Non-Extraction Sectors of the Economy" revealing thus how this goal shall be reached: by
means of the promotion of clusters, i.e. a particular form of industrial organization where firms
and associate institutions are linked in some ways and are geographically proximate.'

In the economic literature and practical economic policy the cluster approach has been put
forward by Harvard Business School’s MICHAEL PORTER who also acts as academic adviser
for the Kazakh government in implementing its cluster project. It is argued, that clusters promote
innovative behaviour, productivity and thus raises competitiveness of firms, sectors and as a
result of the economy as a whole. From this the normative statement is derived that governments
should boost the development of clusters. In the meantime the Kazakh government has started
first clusterization pilot projects and has so become the first CIS-country trying to apply the
cluster approach to enhance economic development (PRAZDNICHNYKH, 2004).

This paper intends to question the uselfullness of the cluster approach to develop Kazakhstan’s
economy illustrated by its implementation in Kazakhstan’s agro-food sector. The agro-food
sector is still a major part of the Kazakh economy. In 2006 43 % of Kazakhstan’s population
lived in rural areas. Over one third of the nation wide labour force was employed in agriculture in
2007despite accounting meanwhile for roughly 6 % of GDP. The food industry employed by
2007 nearly 11 % of the working population, but accounts for one quarter of total manufacturing
output and provides 10 % of overall industry production. It’s share of the GDP is estimated to
about 6,5 % (AGENCY OF STATISTICS OF THE REPUBLIC OF KAZAKHSTAN, 2006, pp. 174, 192, 253;
GOVERNMENT OF THE REPUBLIC OF KAZAKHSTAN, 2005a, p. 10; TASHIMOV, SMIRNOV, 2008,
p. 15). In addition, this sector is regarded as "strategic" vital for Kazakhstan’s economic well-
being and overall national security (POSLANIE PRESIDENTA RESPUBLIKA KAZAKHSTAN, 2007).
This is why it receives special government attention and support.

As theoretical framework for the analysis serve insights of the Austrian Market Process
Theory as typified by FRIEDRICH A. VON HAYEK, LUDWIG VON MISES and ISRAEL KIRZNER.
As will be argued it provides strong theoretical arguments against the promotion of any
particular form of industrial organization and in favour of relying instead on the free market
process for developing a competitive economy. Criticisms of the cluster approach are, of course,
nothing new. Scholars from different backgrounds, including also the Austrian tradtition, have

This most prominent definition of clusters stems from PORTER (1998a, p. 197; 2000a, p. 254; 2000b, p. 16f).
For a suvey of other used definitions see MARTIN, SUNLEY (2003, p. 16). In spite of different accentuations
all definitions agree on three core elements of clusters: (1) firms and related instutions like research institute
must be linked either vertically, horizontally or/and laterally, (2) geographical proximaty and (3) the cooperative
nature between the cluster participants.



8 Jurgen Wandel

challenged the promotion of clusters.” Insofar the paper provides no really new theoretical
insights for the economics profession. However, it wants to highlight one aspect that most critical
assessments of clustering fail at least explicitly to mention but which is in fact the crucial argument
for a sceptical attitude towards cluster policy. This is what FRIEDRICH AUGUST VON HAYEK
(1967/94, p. 171) called the insuperable limits to knowledge® of any actor in and about complex
and uncertain phenomena like a modern market economy. This markedly limits the possibilities
to predict and plan outcomes of economic development (see also DORING, 2007, p. 242).
Rather than to develop theory the primary objective of the paper is to offer policy makers in
Kazakhstan, in whose mental models the belief that the government not only must but also
can play an active, productive role in developing an economy into a certain direction is deeply
anchored, an alternative view to development and diversification policy. The secondary goal is to
highlight in this context another school of economic thought whose insights hold a minority
position and are often neglected by the mainstream scene because of their qualitative nature
and skeptism to quantative models (see e.g. CAPLAN, 1999).

The paper is organized as follows. At first, section 2 highlights the theoretical arguments put
forward in favour of clusters as a prospective tool for economic development. Next section 3
explains the basic thoughts of Austrian market process theory and its consequences for assessing
clusterization. After that section 4 analyzes against this background the detailed implementation
of the cluster concept in case the of Kazakhstan’s agro-food sector. Then section 6 develops
an "Austrian" alternative policy option for developing and diversifying the Kazakh economy.
The paper ends with concluding remarks (section 7).

2 POSITIVE AND NORMATIVE ARGUMENTS OF CLUSTER ""THEORY"'

This section highlights the main arguments put forward in economic theory to explain the
emergence and the benefits of clusters as a form of industrial organization as well as the
normative conclusions for government policy.

2.1 Externalities and agglomeration economies

Many theoretical explanations emphasize that clusters arise because companies are stimulated
to locate near one another to take advantage from external effects and the resulting agglomeration
economies.” One of the first to examine this phenomenon was ALFRED MARSHALL who
included a chapter in his PRINCIPLES OF ECONOMICS (1920) on "the concentration of specialised
industries in particular localities". He called these concentrations of firms not clusters but
industrial districts. As the main factors causing external economies he identified (MARSHALL,
1920, p. 461; see also BLAUG, 1996; SAUTET, 2002, p. 43):

e The ready availability of a pool of skilled labour which reduces labour costs because
producers that are concentrated in the same trade can share the same labour market;

Examples of critics with non-austrian background are the papers of MARTIN, SUNLEY (2003), BRESNAHAN et al.
(2002) or BUSS (1999). For critics in the Austrian tradition see DESROCHERS (1998) and (2000), DESROCHERS,
SAUTET (2004), GLAVAN (2007), SAUTET (2002, p. 421f.).

In German he calls this "konstitutionelle Unwissenheit", i.e."constitutional lack of knowledge".

Some of the classical references are HIRSCHMAN (1958), KRUGMAN (1991), MYRDAL (1957), PERROUX (1950) or
SAXENIAN (1994). ARTHUR (1990) discusses specifically increasing returns in the context of "Silicon Valley
locational clusters". AUDRETSCH, FELDMAN (1996) and JAFFE, TRAJTENBERG, HENDERSON (1993) provide
evidence of the extent of geographically localized knowledge spillovers. For a literature review see ANDERSSON et al.
(2004, pp. 15-17), CHAPMAN (2005, pp. 598-600), GORDON, MCCANN (2000) or SAUTET (2002, pp. 42-57).
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e The development of specialized local auxiliary (supporting) firms in different stages of
the value-added chain and different branches, that service the needs of the parent
industry and lowers production costs;

e Technological spillovers;

e A dedicated infrastructure, including an educational system of distinctive relevance;
e Low information costs (regarding market condition) and

e Low transportation costs.

The existence of external economies in some industries meant for Marshall that production
costs were decreasing in the long run and some firms could experience increasing returns to
scale. In addition, industrial agglomeration facilitates the flow of tacit knowledge among
firms, creating an "environment of learning", and allowing companies to more efficiently
acquire "know-how" and accelerate innovation (GORDON, MCCANN, 2000, p. 518, see also
DESROCHERS, 2000). These external effects generate positive feedback loops that insure that
related firms locate in regions where other firms and commercially-oriented universities or
research institutes are already located (see also BRESNAHAN, GAMBARDELLA, SAXENIAN, 2002,
p. 5).

PORTER (1998c, p. 80ff.; 2000a, p. 256ft.; 2000b, p. 16) also emphasizes that clusters develop
through these positive externalities that lead to cost savings and propel innovations. Especially
the geographical proximity is deemed to facilitate the movement of ideas and people between
different players. The generation of innovations PORTER (1990) considers of particular
importance, since he sees invention and innovation as the essential driving force in the
ultimate stage of economic development, which he calls the "innovation-driven economy".
This is because innovations lead to a constantly more efficient using of factors and investment,
along with creating high-value added products (see also WOODWARD, 2005, p. 5).

2.2 Reduction of transaction and agency costs

Another benefit of clusters PORTER sees in the reduction of transaction costs. "Location within
a cluster can provide companies with superior or lower-cost access to specialized inputs such as
components, machinery, business services, and personnel, as compared to alternatives —
vertical integration, formal alliances with outside entities, or ‘importing’ inputs from distant
locations.... Sorcing inputs from cluster participants (‘local’ outsourcing) can result in lower
transaction costs than those incurred when using distant sources (‘distant’ outsourcing)"
(PORTER, 2000a p. 259f.). Clusters thus can be seen as an alternative to vertical integration
and another "robust organizational form in the continuum between markets and hierarchies.
Location can powerfully shape the tradeoffs between markets and hierarchies. Clusters offer
obvious advantages in transaction costs over other forms and seem to ameliorate many
incentive problems. Repeated interactions and informal contracts within a cluster structure
result from living and working in a circumscribed geographic area and foster trust, open
communication, and lower the cost of serving and recombining market relationships"
(PORTER, 2000a, p. 264). Moreover "clusters help to solve or mitigate some agency problems
that arise in more isolated locations and in more vertically integrated firms" (PORTER, 2000a,
p. 261). However, PORTER fails to exlain why and how this in detail could happen.

> The view of clusters as an intermediate form of governance between marktes and hierarchies can also be

found in LUNDVALL (1988), COOKE, MORGAN (1993), and STORPER (1997).
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2.3 The coordination failure argument

Because of these benefits PORTER concludes that clusters are critical for overall economic growth
and derives the normative statement, that "clusters should represent an important component
of state and local economic policy" (PORTER, 2000, p. 29). This raises the question why the
proclaimed benefits could not be obtained without any special government interference.
Advocates of government activities argue that this might be due to a certain kind of market failure,
which is called coordination failure (RODRIGUEZ-CLARE, 2005a, p. 4, see also ANDERSON et al.,
2004, pp. 48-49; OECD, 2001, p. 128; ROELANDT and DEN HERTOG, 1999).

RODRIGUEZ-CLARE (2005a, p. 12) claims that clusters offer only the possibility of higher
productivity, a possibility that will only be realized through some kind of coordination. He
(2005a; 2005b) and also RODRIK (2004) maintain that the market process might not be able to
provide the necessary coordination and prevent the emergence of profitable clusters and thus
jeopardize overall economic development. RODRIK (2004, pp. 12-13), referring to
ROSENSTEIN-RODAN (1943) and MURPHY, SHLEIFER, and VISHNY (1989) explains that many
investment projects require simultaneous large-scale investments in complementary activities
in order to become profitable. "An individual producer contemplating whether to invest in a
greenhouse needs to know that there is an electrical grid he can access nearby, irrigation is
available, the logistics and transport networks are in place, qurantine and other public health
measures have been taken to protect his plants from his neighbors’ pests, and his country has
been marketed abroad as a dependable supplier of high quality orchids. All of these services
have high fixed costs, and are unlikely to be provided by private entities unless they have an
assurance that there will be enough greenhouses to demand their services in the first place.
This is a classic coordination problem. [...]. More generally, coordination failures can arise
when profitable new industries fail to develop unless upstream and downstream investments
are coaxed simultaneously, because new industries exhibit scale economies and some of the
inputs are non-tradable or require geographic proximity" (RODRIK, 2004, p. 13).

RODRIGUEZ-CLARE (2005a, p. 5f) speaks in this context of the existence of multiple equilibria:
A low-investment ("bad") and a high-investment ("good") equilibrium. "A good can be produced
with two technologies: a backward technology that is labor intensive, and a modern technology
that is intensive in specialized intermediate goods. If all firms use the backward technology,
the market for inputs will be small, and hence there will be only a few specialized inputs, in turn
making the modern technology uncompetitive. By contrast, if firms use the modern technology,
the market for inputs will be large, and this will create incentives for many firms to enter into the
production of specialized inputs. As a result, there will be many varieties of specialized inputs,
and this will make it profitable to use the modern technology (RODRIGUEZ-CLARE, 2005a, p. 7f.;
see also RODRIGUEZ-CLARE, 1996; RODRIK, 1996a). A "bad equilibrium" might also arise due
to lack of specialized workers, which pushes firms to adopt backward, low-productivity
technologies. "Given search costs there is a risk that a productive match will not materialize, in
which case firms and workers will have lost their investment" (RODRIGUEZ-CLARE, 2005a, p. 7).
Everybody would be better off at the high-investment equilibrium, but there are no market forces
moving the economy from the low-investment to the high-investment equilibrium. The logical
conclusion in a situation of deemed market failure is to entitle the government to stimulate
entrepreneurs in order to reach the optimal level of coordination and the "good" equilibrium.®

6 RODRIGUEZ-CLARE (2005a, p. 6) considers this kind of market failure as the most plausible explanation why

emerging countries, e.g. in Latin America, which have significantly improved their formal institutions and
macroeconomic environment and made them uite identical to other developed economies, have nevertheless
failed to experience significant growth acceleration.
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2.4 Cluster policy

How exactly is the government supposed to improve the coordination of market participant
and thus boost cluster development? The proponents of clusterization are anxious to assert
that cluster policy is not the same as industrial policy, that has has failed systematically to
promote growth and prosperity all over the world (PORTER, 2000b, p. 27). Figure 1 compares
the cluster-based economic development vis-a-vis traditional industrial policy, which is taken
directly from the presentation "Kazakhstan’s Competitiveness. Roadmap Towards a Diversified
Economy" that PORTER held in January 2005 in Astana.

Figure 1: Porter’s view of industrial versus policy cluster policy

Industrial Policy Cluster-Based Policy

+« Target areas of perceived market +« Leverage existing assets, history,

demand or attractive technology and geographic location
= All clusters are good

+ Intervene in competition (subsidies, = Enable competition to be more
protection, etc.) sophisticated

« Favor domestic companies « Neutral on ownership

+ Require sustained financial + Require sustained participation by
commitment by the public sector all actors

+ Centralize decisions at the national < Encourage initiative at all geographic
level levels

« Has a high failure rate; short term +« Has increasing impact over time;
impact but low sustainability some guick returns are possible

Distort and impede competition Enhance and upgrade competition

Source: PORTER, 2005.

The key point of contrast is the first one. While industrial policy is said to rest on a view of
competition in which some industries offer greater wealth-creating prospects than others and
are therefore targeted for support, cluster theory "rests on a broader and dynamic view of
competition among firms and locations, based on the growth of productivity. Interconnections
and spillovers within a cluster are often more important to productivity growth than is the scale of
individual firms" (PORTER, 2000b, p. 27). As a result, instead of targeting specific clusters, all
established and emerging clusters deserve attention, because "all clusters can contribute to
prosperity and every cluster can also affect the productivity of other clusters." This means that
also traditional clusters, such as agriculture, and even declining ones should not be abandoned
but rather be upgraded" (PORTER, 2000b, p. 26ff.). While this view is indeed broader than the
targeting of selected industries and firms it is nonetheless a variation of targeting, namely of a
certain kind of industrial organization deemed to provide more to economic growth than any
other. RODRIGUEZ-CLARE (2005a, p. 29-30) opposes this interpretation maintaining that even
if one wanted to call cluster policy a sort of industrial policy, it would be a "soft" industrial
policy, rather than the "hard" industrial policy implemented in previous decades."

The next question is how exactly should the government promote and upgrade clusters?
Adherents of cluster promotion policies often warn that clusters should not be created ab initio
(ScHmITZ, NADVI, 1999). Rather, it should be attempted to build on the potential already
present in a particular economy, because "there should be some seeds of a cluster that have
passed a market test before cluster development efforts are justified. The process of cluster
upgrading involves recognition that a cluster is present and then removing obstacles, relaxing
constraints, and eliminating inefficiencies that impede productivity and innovation in the
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cluster" (PORTER, 2000b, p. 26; similarly RODRIGUEZ-CLARE, 2005a, p. 5). The detailed policy
measures that Porter suggests for cluster upgrading address the four key drivers of competiti-
veness in his famous diamond model (see PORTER, 2000b, p. 28). However these are often about
targeting. For example, in order to influence demand conditions he proposes the government
should act as sophisticated buyer of the cluster’s products. For creating approriate factor input
conditions the government should create specialized education and training programs and
enhance specialized transportation, communication and research infrastructure. In the field of
related and supporting industries the government ought to sponsor co-operative networks to
bring together cluster participants in order to facilitate the exchange of information, the pooling
of resources and the design of collective actions. And finally, in order to improve the context
for firm strategy and rivalry, government departments around clusters should be organized, that
in public-private partnerships should attract foreign investment and promote exports (see also
RODRIGUEZ-CLARE, 2005, p. 23). With regard to the latter point PORTER (1998a) argues in
contrast to his above cited statement that all clusters matter, that it is export-based clusters, rather
than those supplying local demand, that are a sign of competitive advantage and the primary
long-run source of economic growth and prosperity (see also MARTIN, SUNLEY, 2003, p. 34;
WOoODWARD, 2005, p. 10f.). Other authors insist even more overtly that policy makers
should distinguish between clusters according to their growth potential (FISHER, REUBEN, 2000;
ALTENBURG, MEYER-STAMER, 1999).

3 THE AUSTRIAN VIEW OF CLUSTERIZATION: THEORETICAL CONSIDERATIONS

3.1 Market process theory as theoretical framework

For an "Austrian" assessment of cluster-based development strategies three closely intercom-
nected aspects of Austrian market process theory are important: (1) the problem of knowledge,
(2) the nature of competition and (3) the role of the entrepreneur in a market economy.

3.1.1. The problem of knowledge

Hayek, the most eminent Austrian economist, has emphasized that the knowledge of human
beings in and about complex phenomena like a modern market economy based on labour
division is limited. This holds not only for the economic agents acting on the markets but also
for the economist observing an economy. The reason for this are the limited cognitive abilities
of every human being to capture and process all relevant information of place and time on
which he bases his economic decisions. Since this limitation is incurable, Hayek speaks of insu-
perable or "constitutional" limits to knowledge. In fact, the knowledge of relevant circumstances
of place and time is dispersed among the many people of the society. One economic agent
possesses knowledge of one certain circumstance; another agent has knowledge of other facts.
This tacit knowledge is often not consciously known even to those who possess it and it is
more so never given to anyone in its totality, neither to any one of the economic subjects nor
to observing scientists or any omniscient dictator (HAYEK, 1945, p. 77f.). As a result no one
can predict specific outcomes of the economic process.

The crucial question, which HAYEK (1937 and 1945) considers to be the central economic
problem, is then how society can make use of this dispersed knowledge to ensure a high level
of economic development and prosperity. For this a mechanism is needed that activates and

This does not mean, that man is not able to make any predictions at all based on the knowledge he acquired
through learning and past experience. However, this allows only for very general predictions of the kind of
events which one must expect in a given situation, not of particular individual events. HAYEK (1974) calls
this kind of predictions "pattern predictions".
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communicates information about which goods and services best statisfiy the needs of the
people. According to HAYEK (1945, p. 85f.) in market economies this information is codified
in the changes in relative prices, which are generated and transmitted by market competition.
For example, in the event of a natural disaster which has curtailed the availability of a specific
raw material the fact of a reduced supply will be effectively communicated to potential users
through the medium of a higher price — which also provides the incentive for the socially
desirable economizing of the particular raw material (HAYEK, 1945, p. 85-86).

3.1.2. Competition as a discovery procedure

Austrian economists understand competition not as a state of affairs consistent with the
conditions for so-called perfect competition, but rather as a rough-and-tumble process of
market agitation kept in motion by complete freedom for competitive entrepreneurial entry. What
such a competitive market process accomplishes is the discovery of possibilities and preferences
that no one had hitherto realized or at least used. This is why HAYEK (1968/94, p. 253) called
competition a "discovery procedure". It reveals not only profitable products and productions
technologies, but also the size and scope of individual firms and other organizational and
institutional arrangements (HAYEK, 1968/94, p. 249f.; 1990, p. 77f.). If these facts were already
known or could be predicted, then competition would in fact be unnecessary. Just like in other
events in life like sports, it would apparently "be absurd to arrange a competition if we knew
in advance who the winner would be" (HAYEK, 1968/94, p. 249). The discoveries are made
through the experience the market participants make by continually testing their plans in the
market (KIRZNER, 1973, p. 10). How any individual will act in detail and what particular
circumstances he will encounter, is not known before even to him and must be still more
unknown to anyone else (HAYEK, 1990, p. 69).

3.1.3. The role of the alert entrepreneur

KIRZNER (1973, 1982, 1997) has emphasized, that the driving force in the competitive market
process as a discovery procedure is the alert entrepreneur. This includes individuals as well as
large, complex business organizations of national or even global scale. Alertness is understood as
"noticing the potential for profitable venture" (KIRZNER, SAUTET, 2006, S. 22). This alert
"noticing" may "consist of perceiving a price differential (arbitrage)... In most cases the alert
"noticing" consists (in addition to becoming aware of relevant price differentials) of alertly
noticing how physical resources can be assembled to generate (physically different) products —
for example by the invention of a new technique, in an innovative, profitable manner" (KIRZNER,
SAUTET, 2006, p. 3).

These profit opportunities emerge and are discovered according to KIRZNER (1973, p. 10ff; 1982)
in a trial and error process. This is because individuals base their decisions on what they
personally think are the best options available to them. These assessments are clearly likely to
be in greater or lesser error.” Each of these mistaken decisions will systematically result in
market losses, correct decisions in profits. As a result of these elementary profit or loss
experiences, market participants are stimulated to less erroneous activity. They will learn to
assess more accurately the limits of possible, mutually beneficial transactions with their
fellow participants (KIRZNER, 1982).°

Buyers may offer high prices because they erroneously believe that no one is able or prepared to sell for less.
Sellers offer to sell at low prices because they think no one is prepared to buy for more.

A seller who is disappointed in his expectation of securing a high price will learn that he can expect, at best,
only a lower price. A seller who has accepted a price lower than the price being paid by buyers elsewhere in
the market helps create a situation in which the same item is being traded at two different prices — thus
offering the opportunity to alert entrepreneurs to buy at the lower price and resell at the higher price. Such

9
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3.2 Cluster promotion amounts to pretence of knowledge

A first conclusion of these theoretical considerations is that it is impossible for anyone to
claim that a certain kind of industrial or business organization is always and forever superior
to others and that it is the key element for economic development. Clusters are such a
particular form of industrial organization (GALVAN, 2007, p. 15). While it is self-evident that
in a free market society spontaneous emerging clusters should not be discouraged for they are
the result of the entrepreneurial discovery process there is no reason to foster them especially.
In the market process alert entrepreneurs constantly try to discover profit opportunities and
thus opportunities for improving the market situation. If in a branch or region there are no
signs of clusters this only shows that this kind of industry structure provides for no one any profit
opportunities (at least not at the moment). Any particular promotion of a form of industrial
organization that is deemed superior by a central authority no matter by what means is what
HAYEK (1974) called "pretence of knowledge". As KIRZNER (1985, p. 140) stresses not only
does the government lack the necessary knowledge but also the right incentive to discover
competitive business structures. Government bodies generally operate without the profit
motive and when they do, they often do not face the same constraints as private firms like e.g.
the menace of bankruptcy in the case of long-term losses.

As studies of real world clusters have shown, most (if not all) of them are in fact spontaneous
occurrences resulting from the uncessant attempt of entrepreneurs to arrange the structure of
production so as to fulfill to the best extent possible the consumers’ demands and not the
result of any government scheme (SCHMITZ, MUSYCK, 1994; SAUTET, 2002, p. 49; see also
FELDMAN, FRANCIS, 2004, p. 130). With regard to the core theoretical argument put forward
to explain the benefits of clusters — the external economies — already MARSHALL (1920)
explained that they are demand driven, i.e. the result of entrepreneurial discovery with alert
businessmen adapting production to the preferences of consumers and not a priori, of particular
physical characteristics of industries. They are associated with the presence of pure profits,
which potentially exist in any future industry (SAUTET, 2002, p. 48). But where exactly the
future increasing returns will be is something that cannot be known in advance by any
external observer. This can only be revealed through competition as an entrepreneurial discovery
process. Also non-Austrian economists like BRESHNAN et al. (2002, p. 6) emphasize that while
increasing returns and external effects can keep a cluster going, the existence of external
effects does not explain how regional clusters emerge or begin. There is also little knowledge
about why clusters begin where they do or how many clusters will emerge within a given
industry.

3.3 Shortcomings of the coordination failure argument

A second conclusion from Austrian market process theory is that given the lack of knowledge
for outside observers it is impossible for government officials (and observing economists) to
discover opportunities for coordination improvement. The coordination failure argument presented
in section 2.3 is anchored in the neoclassical benchmark model of perfect competition that
regards competitive marktes only as a method to achieve Pareto-optimal allocative and
distributive efficiency. In the Austrian view the purposes and the advantages of competitive
markets do not lie in it being "perfect" in order to achieve a certain kind of social welfare
optimum, but being a dynamic, rivalrous market process with the function of a discovery
procedure (HAYEK, 1990, p. 65). If competitive markets are understood in this sense, then any

clearcut opportunities for pure profit tend to attract attention, to become exploited and thus eliminated — in
the course of which the initial error itself is likely to be corrected (KIRZNER, 1982).
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state of the market cannot be used as an indication of the level of the working of the market
process, because the most effective form of doing business and of industrial organization "is
as much one of the unknowns to be discovered by the market process as the prices, quantities
or qualities of goods to be produced and sold" (HAYEK, 1990, p. 77f.).

Competitive markets are institutions that in contrast to organizations such as enterprises or the
government do not have a single set of goals against which one can compare its performance.
What actors seek on the market varies from person to person. That a price, for example, seems
high to a buyer or low to a seller or a certain kind of business organization seems more appropriate
than another is a subjective preference (GUILLORY, 2005). Also what kind of technology is
profitable for an entrepreneur is based on subjective evaluations. This is because any costs,
whether production, search and other transactions cost are essentially subjective (see also
BUCHANAN, THIRLBY, 1981; BUCHANAN, 1969; MISES, 1966; ROTHBARD, 1993). They are a
measure of the evaluation that the economic actor places on the next best (to him!) opportunity
forgone by engaging in any specific act. As such, this value cannot be objectively quantified,
because it is not available to outside observer third parties (see also HAYEK, 1990, p. 70). As a
result it is impossible for any outside observer to detect the technology leading to the highest
possible productivity and determine anything like a "good" equilibrium and deviations from it.

Also flawed is the complementarity criterion put forward by the coordination failure argument,
according to which an "investment by one firm can have a positive effect on the profitability
of investment by other firms, because higher investment gives rise to an increase in aggregate
demand, which under economies of scale increases profitability of investment elsewhere in
the economy" (RODRIGUEZ-CLARE, 2005b, p. 4). While such effects might indeed happen, it is
not said that they always happen and there is no plausible argument how they could be
identified ex ante by an outside observer. This more so as in a dynamic world complementary
is not permanent, but changes over time due to technical progress which provides new comple-
mentarities patterns and changes in individual preferences that increase or reduce the number
of closed substitutes and complements for any given good.

Austrian economists do not deny that there are coordination "failures" or mismatches between
economic subjects, but they are temporary and in fact are an integral part of an ongoing
market process that iterates towards a greater degree of coordination. The discoordination
itself provides both an indication of the inconsistency in plans and the incentive for producers
and consumers to make the appropriate adjustments. Thus, the market process over time corrects
unsatisfying states of affairs and effectively coordinates productive efforts because the
structure of prices is shaped according to the relative importance of resources for their final
users. Government directives on investments or input employment may instead unintentionally
block entrepreneurially profitable activities in branches for which the social desirability has
not yet been established. Thus the harmful effects of government support of a certain kind of
industrial structure is that it may prevent the discovery of an absence of coordination of which
no one is yet aware (KIRZNER, 1982).

The following case study of the implementation process of the cluster approach in Kazakhstan’s
agro-food sector provides much empirical evidence in support for the Austrian theoretical
objections to clusterization.
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4  THE IMPLEMTATION OF THE CLUSTER APPROACH IN THE KAZAKHSTAN’S AGRO-FOOD
SECTOR

Officially the agro-food sector was chosen for clustering as the result of an overall cluster
selection process.

4.1 The overall cluster selection process

This selection process, however, did not rely on the market process in its function as a discovery
procedure but rather on boards of "experts" consisting of representatives from government
bodies, business associations, universities and research institutes (MALYJ I SREDNYJ BIZNES
KAZAKHSTANA, 2007, p. 7). Even Porter in contradiction to his own statement that all clusters
matter suggested in his January 2005 presentation in Astana that due to limitations in terms of
financial resources and management capacity the Kazakh government should activate only a
limited number of clusters. The selection of these clusters should be based on their ability to
"meaningfully affect economic development". For this the actors in charge should take into
account their economic potential and representativeness of Kazakhstan’s economy. However,
he left unspecified how the economic potential could be assessed. Nevertheless, this suggestion
was welcomed by the Kazakh government, for it meets its proclaimed "model of a competitive
economy with priority sectors" (SAKENOV, 2005). Priority sectors are branches that are deemed to
have (a) a potential of high competitiveness and are (b) at the same time inevitable to meet
national security interests. Against this background the government decided to start clusterization
in the priority sectors, when it passed on 25 June 2005 the the resolution No. 633 "On the
confirmation of the plans to establish and develop pilot clusters in priority sectors of the economy".

According to the following scheme (figure 2) depicted from Porter’s presentation the group of
experts selected in three stages at first five branches. These selcted branches were tourism,
textiles, oil-and-gas machine building, metallurgy and food processing. As the will be shown
below, the notion food processing in this context actually includes also the upstream agricultural
raw production and agricultural input industries and the downstream trade sector which
together form in Kazakhstan the so called "agro-industrial complex". Later two further branches
were added — transport logistics and construction materials. Officially all these branches were
chosen on the ground of an objective scientific analysis (see also SAKENOV, 2005).

Figure 2: The cluster selection process in Kazakhstan
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Apart from the in the Austrian view both theoretical and practical impossibility to objectively
determine in advance future competitiveness there is another reason to believe that the final
outcome of the selection process is not soley the result of an objective analysis. This is that
the government has from the outset always regarded some sectors as more important than
others to enhance both the country’s international competitiveness and economic independence.
Already in the presidential decree Nr. 3444 of 5 April 1997 the agro-food sector and tourism
have been mentioned as priorty sectors as well as the manufacturing industry in general. With
regard to the metallurgy industry cluster the akim of the East Kazakhstan Oblast Viktor Khrapunov
in 2005 said: "It is not enough to dig iron ore and produce metals, but it is necessary to deeper
process it, which would give us greater profits" (cited in: SAKENOV, 2005). Kazakhstan’s agri-
cultural policy is explicitly aimed at import substitution in order to achieve what is called food
security, i.e. a relatively high independence from food imports, and to increase exports of
food products (NARENOVA, 2008, p. 59).'° For this both the volume and efficiency of food
production shall be increased. In order to achieve this politically set goal the 2005 government
"Conception for the sustainable development of the agro-industrial complex for the period
2006-2010" holds inevitable (1) to regulate the internal market, (2) to industrialize agricultural
production, (3) to develop a modern infrastructure for the whole sector and last but not least
(4) to promote branche clusters. They shall serve as "catalysts to raise productivity and quality in
the agro-food sector on the basis of vertical and horizontal integration" (GOVERNMENT OF THE
REPUBLIC OF KAZAKHSTAN, 20054, section 2; see also ABDIL’DINA, KERIMOVA, KUSAYNOVA,
2008, p. 44). Given this context, there is much reason to believe that the agro-food sector has
in fact been selected for politcal reasons.

4.2 The selection of agro-food subsectors

In the official documents, the agro-food was considered to fit clusterization due to a high demand
for Kazakh food products and the geographical proximity of the potential participants of the
clusters. Since in developed economies most food products reach the consumers’ table in
processed form, competitiveness of the whole Kazakh agro-food sector can only be increased
with a well-developed food industry (GOVERNMENT OF THE REPUBLIC OF KAZAKHSTAN, 2005a,
section 3.3.2). In Kazakhstan food processing is in fact a weak link in the food chain. In 2007
still almost 80 % of all food products sold to the final consumer was unprocessed (EXPERT
KAZAKHSTAN, 2008, p. 13). In the meat sector the share processed agricultural raw products
amounted only to 29 %, in the dairy sector to 28 % and in the grain sector 43 %. Only oil
seeds are nearly to 100 % processed whereas the corresponding figure in fruits and vegetables
is insignificant (MINSTERY OF AGRICULTURE, 2008). The fastest growing branches are involved in
secondary processing like alcoholic and non-alcoholic beverage production. Other branches,
however, like grouts, flour, bread, meat and canned vegetables producers have reduced production
since 2000. Besides backward production technologies and import competition'', one major
problem food processors complain about is the lack of sufficient high-qualitative agricultural
raw materials (EXPERT KAZAKHSTAN, 2008, p. 13). This holds especially for the meat and dairy
sector, where 90 % resp. 83 % of the raw products is produced in scattered small household
plots (AGENCY OF STATISTICS OF THE REPUBLIC OF KAZAKHSTAN, 2007, p. 244f.) with primitive
production technologies, which is seen as a major competitive disadvanatge of these branches
(MINSTERY OF AGRICULTURE, 2008; KARADZHAEVA et al., 2007, p. 20).

According to Kazakhstan’s minister of agriculture food security is reached when the share of imports in domestic
supply is lower than 20 % (FLINK, 2008, p. 19).

In 2007 20 % of all food products sold to the final consumer in Kazakhstan were imported, in bigger cities
the share amounted to 60 %. The proportion of imports in the supply of condensed milk was 83 %, of canned
meat products 52 % and butter 40 % (EXPERT KAZAKHSTAN, 2008, p. 13).
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In order to identify the most prospective subsectors of the agro-industrial complex the Ministry of
Agriculture then set up another own working group. Just like the overall cluster selection this
selection process turned out to be another case of pretence of knowledge. The working group
took not only into account the current level of development of the enterprises, the current and
future level of domestic demand and the export potential, but also the "importance of the
individual branches for the whole agro-food sector" in the sense of food security. While the
estimation of future demand and export potentials is always linked with great uncertainty because
preferences and relative prices might change unexpectedly, the factor importance for the agro-
food sector is a clearly political-set goal which pre-determines the end result of the selection
process. In the end the following agro-food branches were choosen: grain processing in the
oblasts Akmola, Kostanay and North Kazakhstan, dairy production also in these northern
oblasts and in the oblasts Almaty and East Kazakhstan, fruit and vegetable production in
Almaty, Zhambyl and South Kazakhstan, meat processing in Kostanay, Pavlodar and North
Kazakhstan, fish production in Atyrau, East Kazakhstan and Karaganda and cotton production
in South Kazakhstan. In order to bring the relevant cluster participants (farmers, processors,
traders, research and government institutions) together coordination councils on the republican
level and on the oblast level have been set up (MALYJ I SREDNYJ BIZNES KAZAKHSTANA, 2007,
p. 7). In addition, agricultural policy promised to support this process with tax relieves, subsidies
to introduce quality management systems and to qualify skilled workers.

In the following subsections three of these agro-food clusters will be described in more detail.
It shall be noted, that none of them has yet passed the intital set up phases, so that no information
about their performance is yet available. Although differing in details the general structure of
the clusters is as depicted in Figure 3. All clusters consist of four basic parts: (1) Enterprises
of the whole vertical value added chain, i.e. from the upstream service sectors, agricultural
raw production, the food industry and wholesale and retail trade. (2) Enterprises from related
industries such packaging material, processing machinery or transport, (3) supporting institutions,
e.g. research institions, financial institutions and state-owned companies for economic deve-
lopment and market regulation like AO "Kazsgromarketing", AO "Kazagrofinance" or AO
"Prodkorporaciya" and (4) the government in his function as provider of a legal framework.
The first part indicates that clusters in Kazakhstan’s agro-food sector are obviously understood
as some form of vertical cooperation. The third part which explicitly includes state-owned
companies that function as tool for market regulation and economic developmentt and executers
of government programs shows that the government tries to propel the sector in a certain direction.

4.3 Grain processing cluster

The grain processing cluster is seen as most prospective due to already relatively high exports
in view of high world market prices for grain and flour (NARENOVA, 2008, p. 59). In 2007
not least because of favourable weather conditions Kazakhstan gathered a bumber crop with
20,1 min tons which was 22 % more than in 2006. This allowed Kazakstan to become one of
the ten largest grain exporting country. Exports of unprocessed grain rose in 2005 by 47,6 %
and that of flour by 30,3 % (MINSTERY OF AGRICULTURE, 2008b; MABIEVA, 2008, p. 1). The
grain cluster is set up in the northern oblasts of Kazakhstan and shall cover the whole vertical
value added chain. The cluster is built around the following processing and trading enterprises:
TOO "BATT-Kokshe-Astyk", a subsidiary of the diversified business group "BATT" and TOO
"Shchuchinskiy milling combinat" from the Akmol Oblast and from the main grain producing
area Kostanay Oblast AO AO "Mel’kombinat", TOO "Kostanay flourmilling combinat" and
TOO "KazAgroTrade". Moreover, government officials negotiate with one of the leading diver-
sified and vertically integrated agroholdings in Kazakhstan, TOO "Ivolga", about joining the
cluster.
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Figure 3: General scheme of the agro-food clusters
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Yet, no positive results are reported so far. The supporting institutions of the cluster consist of
the Research Centre for the Grain Sector A.I Baraeva and the Research Institute for Grain and
Processed Products, local commercial banks and all major state-owned players of the agro-
food sector and general innovation policies: AO "Kazagromarketing", the leasing company AO
"Kazagrofinance", the credit institution AO "Agrarnaya kreditnaya korporaciya", the microcredit
and insurance company AO "Fond finansovoy podderzhki" and the procurement company AO
"Prodkorporaciya". The latter is itself a big player in the grain market which handles about 10 %
of the nation wide grain production. Its main goal is to stabilize prices on the domestic market
through intervention purchases and sales and to prevent private traders from so called speculative
actions, which is feared to lead to grain shortages and price increases for consumers on the
Kazakh market.'* In addition to this big cluster, an extra smaller cluster is built around the verti-
cally integrated and diversified bioethanol factory "Biochin" in the Oblast Northern Kazakhstan.
It is intended to comprise not only the whole vertical production cycle but also to be diversified
into grain storage and milling, animal feed as well as livestock production and meat processing.

The main goal of the grain clusters is to facilitate the modernization of the production facilities in
the key players of both agricultural production and processing and raise the volume and quality
of more deeply processed grain products like maccaroni products and confectionary. For the
latter aim efforts shall be undertaken to introduce international quality standards like ISO and
HASSP. An additional goal is to develop wholesale markets for flour. The working group

2 In 2007 the state did indeed intervene into the grain market to avoid a feared grain shortage, when high
world market prices stimulated increased grain exports and prices for bread on the domestic market rose
sharply. In order to control the outflow of grain they introduced in 2007 export licenses and in April 2008 a
temporary export ban until the next crop in September 2008 (MABIEVA, 2008, p. 1).
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recommends the government to support the clusters with more preferential credits, subsidized
transport tariffs as well as export guarantees. This suggestion, however, raises the question, why
this should be needed at all, since the grain sector already now seems to possess comparative
advantages that enable it to compete on world markets. The activities of vertically integrated and
diversified agroholdings in addition shows that private entrepreneurs already develop processing
and marketing infrastructure themselves in an evolutionary manner grasping profit opportunities
(for more detail see IBRAEV, FRANGULIDI, 2006, 2007). If cluster policy shall facilitate firms
that would otherwise fail, it interferes with the selective process of the market competition.

4.4 Dairy cluster

Also in the northern oblast of Kostany shall be established the biggest dairy cluster. It is planned
to integrate 42 large and medium-scale raw milk producers, 13 farms for breeding cattle,
14 processing enterprises (among them TOO "DEP", TOO "Kosmis", TOO "Milks") and major
producers of packaging material as well as distributors and traders and scientific institutions. The
state-owned AO "KazAgrofinans" shall finance the introduction of new production technology
and of international quality standards both in raw milk producing and processing firms, which
are regardede as the weakest elements of the cluster. In addition, it is envisaged to support the
creation of cooperatives in the range of KZT 150 mln in order to coordinate the interests of the
scattered milk farmers with processors. The government intends also to promote the creation
of larger units of raw milk producers through offering subsidies for animal breeding and attracing
investments into the development of an appropriate feeding basis (MINSTERY OF AGRICULTURE,
2008c). Further detailed measures to be undertaken until 2010 for this regional cluster are
currently being worked out.

Two other milk cluster are about to be established in the Almaty Oblast. This oblast produces
around 13 % of Kazakhstan’s raw milk, also almost exclusively (95 %) by small individual
farms and household plots. Milk is processed in 30 plants which are all placed near urban centres
(MALYJ 1 SREDNYJ BIZNES KAZAKHSTANA, 2007, p. 17). Common to both clusters is that they
are built around one big food processing and trading company. The centre of the first milk
cluster, which has been initiated in early 2007, is the milk processing company TOO "Rayymbek
Agro" in the Iliy Rayon with processing capacities of 150 tons of milk per day. The enterprise
maintains 19 procurement points from whicht it buys raw milk. The economic relations are
based on delivery contracts with 20 individual farms and several household plots. The contracts
fix quality requirements, prices, payment modalities, duties and the duration of the cooperation.
The procurement price for one litre raw milk has been fixed between 32,2 and 38,9 tenge taking
into account production costs of farmers in the range from 29.32 tenge per litre (MALYJ I
SREDNYJ BIZNES KAZAKHSTANA, 2007, p. 17). Participants of the Almaty milk cluster are in
addition 12 packaging material producing enterprises and 15 distributing companies. TOO
"Rayymbek Agro" produces long life (UHT) milk and yoghurts that are sold also in neighbouring
Tajikistan and Kyrgyzstan. As in the whole dairy sector the major problem "Rayymbek Agro"
faces is the lack of high qualitative raw milk which in turn is caused among by the low quality
of fodder. This is why Rayymbek Agro itself plans to integrate backward into the own
production of raw milk (MALYJ I SREDNYJ BIZNES KAZAKHSTANA, 2007, p. 8). The second
milk cluster in the Almaty oblast is planned around the big food company AO "Food Master"
from the Enbekshikazakh rayon. This plant processes 150 tons milk per day. It maintains 36
procurement points. Relatively stable procurement agreements exist with 46 individual farmers as
well as household plots. Final products are sold all over Kazakhstan, Russian and Kyrgszstan.

In the case of dairy clusterization seems to be used not only to support major food companies
but also to propel the farm structure into a direction that political decision makers and agricultural
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scientists deem to be most apporiate. The widespread preference of officials for larger farms'
is however another case of pretence of knowledge. What farm structure for milk production in
Kazakhstan is the most profitable and competitive depends on" the particular circumstances
of time and place" (HAYEK, 1948) and can only be revealed through the competitive discovery
process. If currently livestock production is mostly done on small farms this only reveals that
it is at the given time and circumstances not (yet) profitable for many bigger agricultural enterprises.

4.5 Fruit and vegetable cluster

Another subsector that has a scattered small scale farm structure is fruits and vegetables. In
order to increase competitiveness the ministry of agriculture has charged the national holding
AO "KazAgro" to promote mini-clusters with processing firms as centres and stable linkages
to small scale primary producers. The processing plants are also intended to channel direct
some of the financial support to farmers. However, it is left unspecified in what manner
(URMANOV, 2007).

In the beginning of 2007 in the Almaty Oblast such a fruit and vegetable cluster was initiated
by the decision of the oblast parlament (maslikhat) Nr. 35-261 "Programma sozdaniya I razvitiya
plodoovoshchnogo klastera v Almatynskoj oblasti na 2007-2012 gody". Fruit and vegetables
play an important role in the Almaty region. In 2006 almost 22 % of all vegetables in
Kazakhstan were grown in the Almaty oblast. As in the dairy sector most vegetables (96,3 %)
and fruits (98,4 %) in the region are produced by small individual farms and household plots. '
The most important region for vegetable production in the Almaty oblast is the rayon Enbekshi-
kazakh. There are also concentrated 19 processing plants. The biggest and most modern enterprises
are AO "PlodEks" and TOO "Kompaniya Food Master Aseptik", followed by ZAO "Gold Produkt"
and TOO "BioTech".

The principal structure of the Almaty vegetable and fruit cluster is the same as in the region’s
dairy clusters. It will be established around one big vertically integrated enterprise — the AO
"PlodEks", which was founded only in 2003 in the rayon Enbekshikazakh. AO "PlodEks" grows
itself vegetables, processes them into fruit and tomato juice, jam and canned vegetables. In
addition, it buys vegetables and fruits from 355 family farmers and 135 household plots with
which exist delivery contracts. There it is fixed, that the company pays the farmers 50 % of the
contracted raw products in advance, the rest upon delivery. On the marketing side the company
has sales contracts with 81 distributing enterprises and dealers that sell the final products to
the final consumer and with 10 secondary processing enterprises that buy semifinished
products. In addition to all these enterprises from the vertical production chain, the cluster
shall include packaging material producers (mainly glass and cartons) as well as producers of
food concentrates.

From the central government the state-owned JSC Investment Fund Kazakhstan takes part as
one major supporting institution. It provides financial support to AO PlodEks which carries
out the investment project "Modernization and development of the existing processing plant
in the village Bayterek in the Almaty Oblast", initiated by the local government. Investments
are also planned to develop the marketing of fruit and vegetable products and to ensure a better
utilization of existing processing capacities. For this two municipality-owned procurement and

See e.g. DUDWICK et al. (2007. p. 44), KARADZHAEVA et al. (2007 p. 24). President Nazarbaev himself has
emphasized in his address to the nation in 2007 the need for larger farm units which prompted the
government to direct more support to larger, prospective enterprises (URMANOV, 2007; ZAKON.KZ, 2007). As
URMANOV (2007) points out this may also due to purely practical reasons, since it is easier for the
government to realize its support measures with fewer but larger entitites than with a fragmented structure.
This and all further information stem from MALYJ I SREDNYJ BIZNES KAZAKHSTANA (2007, pp. 15-16).
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marketing companies have been founded that shall operate in the southern regions of Kazakhstan
as well as in Kyrgizstan and China. In addition, two (private) procurement-marketing
cooperatives "Bayterek" and "Shanalgan" have been organized. The republican ministry of agri-
culture has offered to co-finance the construction to storehouses. In addition, since 1 January 2007
it has reduced the overall tax burden for fruit and vegetable processors by 70 % and has
started to pay subsidies to fruit growers to stimulate the growth of raw production. The ministry
offers e.g. for 1 ha with newly planted apple trees 402.000 Tenge and for vineyards 855.000 tenge
(MALYJ 1 SREDNYJ BIZNES KAZAKHSTANA, 2007, p. 7).

4.6 Summarizing assessment

The case study of the cluster approach in Kazakhstan’s agro-food sector provides ample
empirical evidence to the Austrian theoretical conclusions that it is in fact only another way
of government intervention and amounts to nothing else than picking desired branches, firm
structures and winners. In contrast to Porter’s suggestions, the Kazakh government’s role is in
no case limited to organize only a forum to bring different players and provide overall favourable
economic conditions. It explicitly provides targeted subsidizes and protection to propel the
sectors into a certain direction. This direction seems to be (1) to create some sort of vertical
cooperation and integration, (2) to overcome the scattered small scale farm structure especially in
the dairy and fruit and vegetable sectors and (3) to boost the introduction of modern production
technology. In the Austrian view this is a clear case of pretence of knowledge. All these outcomes
should be discovered by the trial and error process of the market reflecting entrepreneurial
activities which take into account consumer preference and other particular circumstances of
time and place. As KIRZNER (1985, p. 140) explains, "no systematic process seems at work through
which regulators might come to discover what they have not known". Even worse, by directing
firms into a desired direction the government may bar the discovery of yet unknown opportunities
for profit and thus reduce the coordinative properties of the market system.

That cluster promotion in practice is no radical break from past practices of targeted industrial
policy, is not only evident in Kazakhstan. Here one could argue that decision makers’ are still
caught in their mental models shaped in Soviet times, i.e. the underlying beliefs that influence
how people behave and how they think the world works (LINDSAY, 2000). As a result policy
makers and economists might lack an understanding of the market process and have preferences
for Soviet-like governing methods and industry structures. In the agro-food sector in many
CIS-countries one encounters indeed the widespread belief that the government has to intervene in
the sector for food security reasons, that large-scale agriculture and closed vertical production
cycles have per se a comparative advantage and that the use of sophisticated modern technologies
is the key to success (KOESTER, 2002; WANDEL, 2007, p. 36). And large integrated agro-industrial
associations have already been propagated and tried in the 1980s. So clustering could be
interpreted as a sort of path dependency in the sense of DOUGLASS NORTH (1990, 1994).
World wide practice shows that Kazakhstan is in fact no exemption the rule. WOODWARD (2005,
p. 14) reports that there are no known cases where regions or countries have explicitly
followed Porter’s theoretical principles of clusterization in lieu of industrial targetting (see
also BUss, 1999; DESROCHERS, SAUTET, 2004, p. 237f.; MARTIN, SUNLEY, 2002, p. 4f). Referring
to the experience in South Carolina in the USA, WOODWARD (2005, p. 10f.) explains, that most
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policy makers believed that the Porter analysis was designed to identify clusters to target for
development.'

Empirical studies also show that government initiated cluster based economic development
strategies in other parts of the world failed as much as did the old-style industry policy (see
WALLSTEN, 2001). Whereas none of the successful clusters was protected from international
competition or engaged in so called "strategic trade policy" as the Kazakh government does in
the agro-food sector. Rather it was the openness of the markets and favourable institutional
conditions for entrepreneurship that has allowed for successful economic development, for example
in Ireland, Taiwan or the US-state of Virginia (BRESHNAN et al., 2002, p. 27f.). MILLER, COTE
(1985, p. 114) point out that an important factor for real world successful clustering processes
has always been the presence of local private venture capitalists. They are important not only
for providing money, but even more so for business advice to start-up enterprises.'® In contrast to
that, "most government-supported venture capitalists can provide the funds but not the business
acumen... Government efforts to supply risk capital in substitute forms — like generous grants
or government-supported venture capital pools — have actually retarded the emergence of local
professional venture capitalist. No school exists to train successful investors" (MILLER, COTE,
1985, p. 116f1.).

5 ANALTERNATIVE DEVELOPMENT STRATEGY

Given this empirical evidence and the knowledge problem, Austrian economists see the main
contribution to economic development in setting up and protecting a functioning framework
of institutions for the market economy that guarantees the freedom of everybody to act according
his own personal goals and stimulates the potential for entrepreneurial discovery. Institutions
are crucial because they reduce the uncertainty of social interaction by providing a structure
within which everyone can act and thus eases the coordination of plans. HAYEK developed
three requirements that these institution should meet: (1) The rules should be abstract, i.c.
they should consist only of prohibitions and not of orders to act in a certain way, because only
then is the discovery and use of new knowledge and ways of acting are assured. (2) These
rules must be general, i.e. there must be no exemptions, but the rules must apply to unknown
and indefinite number of persons and cases. (3) The rules must be certain, i.e. valid for a long
time, so that the economic agents can build stable expectations (HAYEK, 1960, 1973).

Besides well-defined and enforced property rights, the freedom to contract and complete
freedom of market entry, this also includes allowing entrepreneurs to reap the gains they have
discovered. Consequently, there should be low tax burdens and no direct interventions like
rent control for they influence profits and hence the incentive for entrepreneurial discovery
(KIRZNER, SAUTET, 2006, p. 14{f.). In addition to that HAYEK (1991, S. 288 f.) does not exclude
that the state can take upon itself further tasks, which are not absolutely necessary but yet
desirable, for they provide "favourable conditions for individual decisions". These are classical
public goods like standards and norms, roads or basic school education. With regard to the
agro-food sector HAYEK (1991, p. 450) goes even further and favours the provision of public
services in the form of information, however, only in a certain stage of economic development
where the access of the rural population to information that might be useful for entrepreneurial

Contrary to his own theoretical principles, Porter’s Harvard University Institute on Strategy and Competitiveness
itself has developed a major cluster-mapping initiative (see http://data.isc.hbs.edu/isc/index.jsp) for identifying
traded clusters (WOODWARD, 2005, p. 13).

Good first-stage venture capitalists (1) indentify and sort out high-potential entrepreneurs, (2) assist the entre-
preneurial team in preparing a business plan and often raise the initial capital and (3) they give strategic
advice on developing business.
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decisions is limited and its dissemination cannot easily provided in another manner. The
information he has in mind is mainly about latest technological developments. In the age of
internet and other modern communication techniques there might be no such necessity in
developed countries, but not so in emerging economies like Kazakhstan with a backward
infrastructure in rural areas.'” Hayek is well aware of the danger, that in such a situation the
government could easily decide what the individuals must know and what not. This is why he
favours as first-best solution to encourage the formation of farmer-driven private information
and extension services and that state-owned organization should be exposed to competition
without any exemption as any other private actor.

As analysises have shown, what has come to be known as "the natural resource curse" (i.e. the
idea that having natural resource has, historically, been detrimental rather than helpful for economic
performance) is precisely the result of a situation where natural resources are abundant but the
rules of the game offer destructive incentives. Theory and experience show that natural
resources will not lead to widespread prosperity without the right institutional environment
(POMFRET, 2006, p. 165f.). However the implementation of a favourable institutional framework
for a free market based development is easier said than done. As became obvious in the past
17 years of transition in Central and Eastern Europe it is not enough to introduce formal institution
(LEIPOLD, 2005; HEDLUND, 2000). Institutions only affect people’s behaviour when they are
really enforced. This can become difficult and costly, if the new introduced formal rules contrast
existing informal rules like social norms, values or local traditions. As a result economic perfor-
mance will suffer and informal rules remain priority. So far the economics profession lacks
the knowledge how to bring informal institutions in line with formal institutions. For this it
should be analyzed if, when and how formal rules can make behaviour according to the informal
rule more costly than following formal rules. Such an analysis will, however, be difficult for
the interplay between both forms of rule is a rather complex matrix (VOIGT, 2002, p.239f.).

It is no secret that Kazakhstan suffers from such a missing overlapping of formal and informal
institutions. This is not at least reflected in a high level of corruption. Lingering from the Russian
and Soviet past, still deeply rooted is distrust into the validity of formal rules of law and in the
state as an impartial enforcer of common rules. For the rulers the law has traditionally been
seen as an instrument that could arbitrarily be used to ensure power and that did not apply to
themselves. This resulted in a widespread trust in the reliabilty of personal informal relations
(LEIPOLD, 2006, p. 225ff.). Looking at that process from a perspective of repeated rounds of
the prisoners’ dilemma then repeated games have taught generations of Kazakhstanis that
defection (e.g. rule evasion) is the individually rational strategy. As long as such experiences
and attitudes prevail it cannot be expected that the enforcement of formal laws can be
secured. In addition it has to be considered that there are a quite a few political and economic
actors in Kazakhstan that profit from the status quo and would lose their privileges or rents
through the implementation of general rules. It is difficult to imagine how today’s decision
makers would voluntarily agree to changes in rules that will make them lose their power.
Under such circumstances the cluster-based approach becomes attractive, for it detracts from
the need to take a more holistic view of economic development. Incentives like subsidies, tax
breaks or protection from foreign competition are relatively easy to implement even with weak
institutions and in addition are politically appealing, especially when there are significant oil
windfalls (see also WORLD BANK, 2000, p. 24). The risk is however quite high that in our case
the ago-food sector will become permanently dependent on transfers from the oil sector and
will not survive in the event of a fall in oil prices.

"7 According to the latest survey of the Ministry of Agriculture 72,5 % of all rural communities have no regular
water and electric energy supply (KARADZHAEVA et al., 2008, p. 21).
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6 CONCLUDING REMARKS

Clusters development has become popular in policy makers’ and government advisers’
toolboxes. From the Austrian point of view already the positive and normative considerations
of the so called cluster theory suffers from severe fallacies. This is especially the underestimation
of the knowledge requirements needed for government agencies to promote clusters and and a
one-sided understanding of the nature of competition that is anchored in the perfect competition
framework. As the case of Kazakhstan has shown the rationale for a cluster-based economic
development strategy in practice is more political than rooted in a clear understanding of
market processes and amounts to constructivism and social engineering. Real world cluster
facilitation policy has so far nowhere in the world achieved the results that its promoters were
seeking. This same is to be expected for Kazakhstan. So far the country’s clustering process
has not left its initial stage and the participating enterprises have only been formally united into a
branch cluster. The fact, that as NARENOVA (2008, p. 58) reports, many government programs for
general and sectoral economic development have often remained declarative and did not have
much real impact, gives reason to expected that the same might happen to clustering. In fact,
in February 2007, the government passed another development program — "The Programs of 30
Corporate Leaders of Kazakhstan" that officially shall complement the cluster initiative. The aim
is to create 30 big players in several branches of the economy, among them also food processing.
They shall be made both nationally and internationally competitive and thus serve as locomotives
for the rest of the economy. This program is even more apparent about picking winners than the
cluster approach, since the corporate leaders shall carry out concrete government investment
projects in selected branches for which they will be provided financial support (GOVERNMENT
OF THE REPUBLIC OF KAZAKHTSAN, 2007; ISAEV, 2007, p. 6ff.). As main tools to target investment
in 30 leading corporation four national holding companies have been founded, following the
example of Temasek in Singapore and Khazanah in Malaysia.'® Still in 2007 the national
holding for the agro-food sector "KazAgro" has financed three so called pilot "breakthrough
project” in the dairy sector with the agro-companies TOO "Agrofirma Rodina" and KT
"Zenchenko & Co." that shall built large scale barns for milk cows and with the business
group "Otes-Atil" to promote organic fish and livestock production (MABIEVA, 2008, p. 1).

Given the incurable limits to our knowledge the best industrial structure at one given point in
time and space can only be found through entrepreneurial trial and error in the market process
as discovery procedure. From this follows the normative conclusion for economic development
and diversification is that policymakers should take every step possible to avoid hampering or
distorting its course and directing it into a certain direction, not necessarily desired by consumers.
HAYEK has already in 1968 (chapter 6) pointed out that "if even in highly developed economies
competition is important primarily as a discovery procedure whereby entrepreneurs constantly
search for unexploited opportunities that can also be taken advantage of by others, then this is
true of course to an even greater extent as far as underdeveloped societies are concerned....
where competition was previously limited. ...it seems incredible to me to hold that we can
determine in advance the future structure of a society in which the major problem is still to
find out what kinds of material and human productive forces are present, or that we should be
in a position, in such a country, to predict the particular consequences of a given measure".

'® The four holdings are "Samruck" (JSC Kazakhstan Holding for Management of State Assets), "Kazyna"
(JSC National Fund for Sustainable Development), "Samgau" (JSC National Scientific and Technological
Holding) and JSC "KazAgro" for supporting the agro-food sector.
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