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Discussions were held in Bishkek during March 4-18, 2009. The team comprised

Mr. van Rooden (head), Ms. Bacalu, Ms. Jardaneh (all MCD), Ms. Kongsamut (MCM), and
Mr. Wu (SPR), and was assisted by Mr. McHugh (the Fund’s Resident Representative in the
Kyrgyz Republic). The team met with Prime Minister Chudinov, Deputy Prime Minister for
Labor and Social Protection Abdullaeva, Minister of Finance Sultanov, Minister of Trade and
Economic Development Japarov, National Bank Chairman Alapaev, other senior officials, and
representatives of the donor community and the financial sector.

The last Article IV consultation was concluded on November 3, 2006. The exchange rate
regime is classified as an other managed arrangement. The Kyrgyz Republic has accepted the
obligations under Article VIII, Sections 2, 3, and 4, and maintains an exchange system free of
restrictions on payments and transfers for current international transactions.

The Executive Board approved an 18-month arrangement under the high-access
component of the Exogenous Shocks Facility (ESF) on December 10, 2008, in the amount
of SDR 66.6 million (about $100 million), or 75 percent of quota. The authorities had
requested the arrangement to support their economic program to address the consequences of
the exogenous shocks that had hit the economy and to manage the effects of the slowdown in
regional growth and spillovers from the global financial crisis. A first disbursement of

SDR 16.65 million (about $25 million) was made following Board approval.

Staff recommends the completion of the first review under the ESF arrangement, based
on the authorities’ strong performance and the strength of their policy commitments expressed
in the attached supplementary Letter of Intent. A second disbursement of SDR 16.65 million
(about $25 million) would become available upon completion of the review.

Data provision is adequate for surveillance and program monitoring, although data could be
improved in some areas (Annex VI). The Kyrgyz Republic subscribes to the SDDS.
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EXECUTIVE SUMMARY

The outlook for the Kyrgyz economy has worsened as the region has been swept up by
the global economic crisis. The crisis is hurting the Kyrgyz economy mainly through trade
and remittance channels. Russia and Kazakhstan remain key trading partners of the

Kyrgyz Republic and the main source of remittances. With these countries in recession,
Kyrgyz growth is expected to almost come to a halt this year, before recovering modestly in
2010. Inflation has come down sharply to 13.6 percent in March 2009, as world commodity
prices eased, and is expected to slow further to about 10 percent by year-end.

Policy implementation under the ESF program approved in December 2008 has been
strong. All end-2008 performance criteria and structural benchmarks were observed. Policies
have been aimed at supporting growth and the poor, while reducing inflation and maintaining
financial sector stability.

The authorities’ economic policies for 2009, together with large donor support, will help
mitigate the impact of the crisis on the Kyrgyz economy. Sizable assistance received from
Russia—including $450 million in highly concessional budget support—allows fiscal policy
to accommodate the large shortfall in government revenues expected this year, while creating
some room for an increase in capital and social spending. The resulting fiscal easing will
provide a strong boost to the economy and help to avoid a recession. The assistance will
more than cover the balance of payments and fiscal needs that were emerging for 2009.

The NBKR will allow continued exchange rate flexibility to absorb the large external
shocks and limit foreign exchange reserve losses. The spread of the financial crisis resulted
in strong depreciation pressures. The NBKR remains concerned about a loss in confidence in
the national currency that could arise from a sudden and disorderly depreciation and will
continue to intervene to smooth extreme volatility. Provided that inflation continues on a
downward path and exchange rate pressures ease, interest rates could be gradually reduced.

Banks have held up well to the global financial crisis. Bank capitalization and liquidity
remain high. Kazakh banks have so far maintained funding of their Kyrgyz subsidiaries.
Credit growth, however, has come to a halt and nonperforming loans have started to rise.
Stress tests indicate vulnerabilities to credit and concentration risks. The high level of
capitalization of banks provides some cushion to these risks.

The authorities have taken a proactive approach to prepare for possible financial sector
problems. They have put together a crisis preparedness plan, including plans for injecting
capital into systemic banks if needed, funded from the budget. Emergency liquidity facilities
are in place. The introduction of deposit insurance is being advanced and deposit insurance
levels have been increased. The NBKR has also required banks to prepare their own
contingency plans and has stepped up monitoring of the banks.



I. BACKGROUND

1. Up to 2008, a favorable external environment and sound economic policies
resulted in a steady increase in the pace of economic growth in the Kyrgyz Republic,
while inflation remained low. Following periods of political turmoil, economic growth
accelerated to 8% percent in 2007 and non-gold growth reached 9 percent that year. Poverty
rates fell to 35 percent, from 54 percent in 2002, while extreme poverty dropped from

23 percent to 7 percent. Inflation remained close to 5 percent, until it started to surge in late
2007.

2. Over the last year and a half, adverse external developments have led to a
deterioration in economic conditions. Initially, the Kyrgyz economy was hit by the rise in
international commodity prices that caused a sharp increase in Kyrgyz inflation and a
worsening of the external position. When the international economic tide turned in the
second half of 2008 and the global economic and financial crisis spread to the region, the
Kyrgyz economy was badly hit as well. Growth has slowed sharply over the last six months.
In addition, long-standing energy sector problems matched up with water shortages, causing
a major shortfall in hydropower capacity and widespread power outages.

Box 1. The Authorities’ Response to Past Fund Advice

Despite a difficult political environment, the authorities’ policies have generally been consistent with
Fund advice. Implementation of the structural reform agenda was more mixed, but improved in recent
years.

Fiscal Policy: During the last four years, the authorities were successful in consolidating the budget
deficit, benefiting from strong economic performance, an increase in trade, and improved revenue
administration. With prudent fiscal policies and aided by strong growth and Paris Club support,
external public debt indicators improved considerably during this period. After some delay, a new tax
code was passed in the fall of 2008, simplifying the tax regime. The new code, however, included a
big decrease in the VAT rate and introduced a cascading turnover tax, against Fund advice.

Monetary Policy: Over the years, the NBKR has generally pursued appropriate monetary policies to
keep inflation at low levels. It could have raised interest rates more quickly in late 2007, when
inflation started to pick up; interest rates were raised to positive real levels only in 2008. Also, the
NBKR has generally allowed the exchange rate to adjust to market forces, smoothing large
fluctuations, apart from a period in 2007 when it resisted pressure on the exchange rate to appreciate.
The NBKR’s foreign exchange purchases during that period contributed to a rapid monetary
expansion that may have made it easier for inflation to take hold later that year, but it also provided
the NBKR with a much stronger foreign reserve cushion.

Financial sector: The authorities have made notable progress in implementing the recommendations
of the 2006 FSSA report, including strengthening supervision, enhancing the central bank’s
independence, and taking the necessary measures to introduce a deposit insurance scheme.




3. The Fund has continued to assist the Kyrgyz authorities with policy advice and
financial assistance during these more challenging times. An augmentation of resources
by 10 percent of quota (SDR 8.88 million) was approved with the last review under the
Kyrgyz Republic’s arrangement under the Poverty Reduction and Growth Facility in

May 2008. And in December 2008, the Executive Board approved an 18-month arrangement
under the Exogenous Shocks Facility in the amount of SDR 66.6 million (75 percent of
quota), to help the country manage the impact of the various exogenous shocks.

4. Presidential elections have been advanced to July this year. The elections were
originally expected to be held in 2010. The Kyrgyz Republic has experienced a period of
relative political stability, especially following the parliamentary elections in late 2007,
resulting in an improved relationship between the government and the parliament.

II. RECENT DEVELOPMENTS
A. Spillovers from the Global Crisis: Economic Activity Slows Rapidly

5. Growth remained strong in 2008, but the global and regional slowdown is
affecting economic activity outside the gold sector. Overall economic growth reached

7.6 percent, mainly on account of a strong recovery in gold production. Non-gold growth,
however, fell to 5.4 percent in 2008, compared to 9 percent in 2007, as demand started to
slow and the frequent power outages hurt production. With these power cuts, however, and
aided by a relatively mild winter, a more serious energy crisis was avoided. Non-gold growth
fell further to 0.8 percent in the first quarter of 2009 (relative to the same period last year) as
the global crisis spread to the region.

6. Inflation has come down sharply to 13.6 percent in March 2009, after spiking at
over 30 percent in mid-2008. Prices had risen rapidly through mid-2008, due to the surge in
international food and fuel prices. The reversal in international commodity prices, the
slowdown in activity, and a substantial tightening of monetary policy during 2008
contributed to the decline in inflation. Second-round price effects have caused core inflation
to remain relatively high, however, at 14.4 percent in March 2009.

7. The current account balance worsened substantially in 2008. This mainly
reflected higher import prices for food and fuel products. The higher import bill was partially
offset by higher gold export receipts, strong remittance inflows, and higher tourism receipts,
but the current account deficit widened by more than 6 percent of GDP, from a near balance
in 2007. The NBKR’s gross international reserves stood at just over $1.2 billion at end-2008
(covering 3% months of imports), broadly the same level as at end-2007.

8. Fiscal policy was more conservative than budgeted in 2008. As the economy
started to slow and began to affect revenue collection, the authorities sharply curtailed
spending on non-priority items in the last few months of the year. Their aim was to maintain
a comfortable balance in the Treasury accounts in anticipation of worse times to come,
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Figure 1. Kyrgyz Republic: Macroeconomic Developments

Strengthened economic performance of the past few years was put to the test by the rise in global food and
fuel prices, and, more recently, by the global and regional slowdown. The outlook has worsened considerably.

GDP growth is projected to almost come to a halt in 2009, before Construction slowed in 2008, but picked up in 2009 because of
recovering modestly in 2010. large infrastructure projects. Industry growth was led mostly by
gold production in 2008, but has recently fallen sharply.
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Figure 2. Kyrgyz Republic: External Sector Developments

The current account is estimated to have deteriorated substantially in 2008. Recent regional developments
point to slowing demand for Kyrgyz exports and a decline in remittances. Official reserves are over 3 months
of imports and, with large financial assistance from Russia coverage will reach almost 4 months this year.

The current account deficit widened to 6% percent in 2008 and is
projected to remain high in 2009—-10.
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pending also their efforts to mobilize additional external financing for 2009. Combined with
a larger-than-budgeted surplus of the Social Fund, this resulted in an overall budget deficit of
only 0.1 percent of GDP for 2008.

B. Financial Spillovers: Pressures Emerge

9. The spread of the global financial crisis resulted in strong depreciation
pressures. The som had been appreciating against the dollar through August of last year,
reflecting strong remittance inflows and export earnings. But as the financial market turmoil
spread and particularly as the Russian ruble depreciated against the dollar, the som came
under pressure as well. Pressures intensified after the devaluation of the Kazakh tenge and
the Armenian dram in early 2009. Since end-August, the som has depreciated by 25 percent
against the dollar, while appreciating by about 7 percent against the ruble. The NBKR
allowed greater exchange rate flexibility than most other countries in the region, but
intervened to avoid a sharper depreciation. It sold $181 million during September 2008—
March 2009 and reserves fell to $1,042 million by end-March 2009. Exchange rate pressures
eased in March and April as the Russian ruble appreciated slightly against the dollar.

10. The increased uncertainty affected money demand and credit growth, and
contributed to an increase in dollarization. Broad money contracted by 17 percent (at
constant exchange rates) during October 2008—March 2009. With confidence in the local
currency and in the banking system weakening, people shifted out of the som and out of
banks. Local currency deposits fell by 22 percent during October 2008—March 2009 and
foreign currency deposits by 16 percent. The decline in money demand seems to have leveled
off recently. Credit also contracted, by 8 percent during this period, as demand for new loans
fell and banks became more cautious. With the decline in demand for som, the NBKR has
kept interest rates positive in real terms and has sought to keep banks’ excess liquidity low.

11. Banks have so far held up well to the global financial crisis, but signs of stress
are emerging. Bank capitalization and liquidity are high. Linkages to the international
financial system have so far been broadly maintained without disruption: while subsidiaries
of Kazakh banks account for more than a third of the Kyrgyz banking system, their parent
institutions have maintained funding levels. Banks’ non-performing loans (NPLs) have
started to rise, however, and their deposit base declined.

C. Program Implementation: the Program is on Track

12. Policy implementation under the ESF program has been strong. All end-2008
performance criteria (PCs) and indicative targets were met. The fiscal PC and, linked to that,
the PC on the NBKR’s net domestic assets were met by wide margins as government
spending was curtailed during the last month of 2008. Structural benchmarks were also
observed:

o The government and NBKR issued a joint resolution clarifying the roles of the NBKR
and the Ministry of Finance in dealing with problems in banks that are of systemic
importance. The NBKR will take the lead in determining whether a bank is of
systemic importance, while any capital injections would be provided from the budget.
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Figure 3. Kyrgyz Republic: Monetary and Exchange Rate Developments

Monetary policy was tightened in 2008 to tackle inflation. While inflation has come down, interest rates have
been kept high to support the som as exchange rate pressures emerged in late 2008 and money demand fell.

Exchange rate pressures intensified considerably in recent months. The NBKR intervened tot smooth day-to-day movements and
prevent a loss of confidence. The som has depreciated by 25 percent against the U.S. dollar since end-August 2008.
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Figure 3. Kyrgyz Republic: Monetary and Exchange Rate Developments (continued)

Higher interest rates aimed at reducing inflation and supporting The NBKR stepped up issuing notes and conducting REPO

Reserve money growth stalled toward end-2008 and turned
negative in recent months.

Lending by commercial banks also fell...

Sources: Kyrgyz authorities and IMF staff estimates.
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o Parliament approved the amendments to the central bank law to strengthen the
NBKR'’s financial independence by increasing its statutory capital and ensuring an
asymmetric (and thus more conservative) treatment of unrealized valuation gains and
losses in the central bank’s income statement.

o Coordination between the NBKR and the Ministry of Finance on financial operations
has been strengthened through the regular exchange of information on financial
operations.

o No transfers to off-budget funds took place.

o The review of the proposed new arrangements for the government securities market

was completed with some delay in April 2009. Based on this review, staff advised
that moving government securities issuance and trading to the stock exchange would
be premature, pending creation of a single depository and an accompanying secure
payment and settlement infrastructure. Also, trading of government securities should
not be made exclusive to the stock exchange; large parties (banks) should continue to
be allowed to trade over-the-counter.

III. OUTLOOK: A CHALLENGING YEAR AHEAD

13.  With the spread of the global crisis, 2009 will be a difficult year for the Kyrgyz
economy. The outlook for the Kyrgyz economy has worsened substantially as countries in
the region are increasingly being swept up by the global crisis. Russia and Kazakhstan
remain key trading partners of the Kyrgyz Republic and a major source of remittances
(remittances were equivalent to almost 30 percent of GDP in 2008). The recession in these
countries is hurting the Kyrgyz economy via trade and remittance channels, spilling over to
domestic demand. As a result, and taking into account the planned fiscal stimulus, economic
growth in the Kyrgyz Republic is expected to almost come to a halt in 2009, before
recovering modestly in 2010. Growth is projected to accelerate over the medium term as the
region recovers and reforms continue.

14. The spreading economic crisis is putting pressure on the balance of payments. In
2009, the current account deficit (excluding official transfers) is expected to widen further to
10 percent of GDP, as the reversal in food and fuel prices is projected to be more than offset

by a drop in exports and remittances.

15. The economic slowdown is also causing a decline in government revenues.
Revenues were already anticipated to fall relative to GDP in 2009 due to the changes in tax
policy that came into effect in January, in particular the reduction in the VAT rate from 20 to
12 percent (see Box 2). The decline in economic activity, however, combined with
decreasing commodity prices, is causing a much sharper drop in government revenues than
anticipated earlier.
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Box 2. Tax Revenue Developments

Tax collection in the Kyrgyz Republic compares favorably with that in the region. Propped up
also by strong growth, tax collection improved in recent years on account of improved customs
administration and streamlined tax procedures, including better arrears management.

40 Tax revenue to GDP ratio in 2008, 0.7 1 VAT Productivity Ratio =
35 - in percent 06 VAT collection/GDP/VAT rate,
30 | 05 2008
251 0.4 -
20 A
0.3 4
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Taxes on consumption and labor are the main sources of revenue. VAT collection accounted for
39 percent of total taxes in 2008, followed by taxes on labor at 25 percent. Reliance on taxes on
imports (VAT, customs duties, and excises) is strong, accounting for more than 40 percent of all taxes
collected.

25 Tax Structure (percent of GDP) 25 Domestic taxes and taxes on import
ercent of GDP
20 o, @ )
15 15
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] Excises ] Rg?ail saT:;gt’axaxes [ Other taxes [ Domestic taxes [ Taxes on import

Tax revenue is expected to drop sharply in 2009. On top of the earlier expected decline in taxes due
to large tax cuts (most notably, of the VAT rate from 20 to 12 percent), recent data point to a sharper
decline in tax collections. This can be attributed to a combination of factors: declining economic
activity; lower commodity prices leading to lower taxes collected on imports; and a worsening in
taxpayers’ compliance. The enforcement of the new property tax has been delayed due to the
complexities of application. The new wider turnover tax that was introduced to offset some of the
expected revenue losses and that replaced the cascading sales, road, and emergency taxes is also
cascading and therefore continues to distort the allocation of resources. The recent increase in the
excise rate on petroleum products will only make a modest contribution to revenues.

o4 | Tax Revenue 4.5 7 Tax Revenue (monthly) 1ss
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Kyrgyz Republic: Selected Economic Indicators, 2008—10

2008 2009 2010
CR/08/381 Actual CR/08/381 Proj. CR/08/381 Proj.
Nominal GDP (in millions of U.S. dollars) 4,805 5,050 5,124 4,948 5,838 5,066
Real GDP (growth in percent) 7.5 7.6 3.7 0.9 6.2 2.9
Non-gold real GDP (growth in percent) 5.0 5.4 3.0 0.8 4.5 2.0
Consumer prices (12-month percent change, eop) 19.8 20.1 11.0 10.0 7.0 8.2
Consumer prices (12-month percent change, average) 245 245 11.9 12.4 8.9 8.6
General government finances (in percent of GDP)
Total revenue and grants 31.7 30.3 285 29.3 28.7 26.4
of which: Tax revenue 23.9 233 22.2 19.2 23.0 19.7
Total expenditure (including net lending) 33.1 29.6 30.2 31.3 30.2 30.9
of which : Current expenditure 26.2 25.2 23.5 25.0 239 248
Capital expenditure 6.5 4.1 6.9 59 6.5 57
Overall fiscal balance -1.3 -0.1 -1.7 -1.9 -1.5 -4.5
Primary balance -0.5 0.7 -0.9 -1.1 -0.7 -3.8
Primary balance excluding grants -3.2 -1.1 -3.5 -6.7 -2.7 -6.1
Banking sector
Reserve money (percent change, eop) 17.6 11.3 15.0 1.0 19.1 12.8
Broad money (percent change, eop) 19.0 11.4 17.0 4.1 21.0 15.0
Credit to private sector (percent change, eop) 25.6 26.4 211 17.3 24.2 241
External sector
Current account balance (in percent of GDP) -6.4 -6.5 -85 -6.3 -6.3 -8.4
Current acc. balance excl. off. transfers (percent of GDP) -7.4 -7.3 -9.3 -10.2 -6.9 -9.2
Export of GNFS growth (percent change) 39.9 39.9 -3.2 -14.2 14.5 13.0
Import of GNFS growth (percent change) 42.3 46.9 -0.2 -14.9 10.4 12.0
Gross official reserves (million USD) 5/ 1,162 1,222 1,260 1,459 1,449 1,459
Gross reserves (months of next year imports, eop) 3.0 3.6 3.0 3.9 3.1 3.5
External public debt outstanding (in percent of GDP) 44.4 41.8 43.8 451 41.2 46.0
Sources: Kyrgyz authorities; and Fund staff estimates and projections.
17. Inflation, meanwhile, is expected to ease further, to about 10 percent by end-

2009. This reflects the decline in international commodity prices, the continuation of a tight
monetary policy, and slowing demand. It also takes into account the additional increases in
utility tariffs and the impact of the depreciation of the som."

I. PoLICY DISCUSSIONS: MANAGING THE IMPACT OF THE GLOBAL CRISIS

18.  Policy discussions focused on how to manage the impact of the global crisis on
the Kyrgyz economy. The authorities agreed that policies would need to support growth and
the poor and safeguard external stability, while keeping inflation on a downward path and
maintaining financial sector stability. In the absence of large financial assets, however, such
as those accumulated by oil and gas producing countries elsewhere in the region, they
recognized that the room for policies to support growth depended critically on the availability
of donor support. The authorities have therefore actively sought to mobilize additional aid.

Large donor support, mainly provided by the Russian Federation, will help cushion the
impact of the crisis. The Russian Federation recently disbursed a $150 million grant and a
$300 million concessional loan to help support the Kyrgyz budget (together

! Heating tariffs were almost doubled in January, following a near-doubling of the price of natural gas imported
from Uzbekistan, while another round of electricity tariff increases, raising tariffs on average by 10 percent, is
planned for mid-year.
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equivalent to about 9 percent of GDP).? The Russian Federation is also providing

$190 million in debt relief and a possible $1.7 billion commercial loan for the construction of
the Kambarata hydropower plant over the next several years. The budget support more than
covers the financing needs that were emerging for 2009. The authorities therefore intend to
use this money in a medium-term fiscal framework, also taking into account the limited
administrative capacity, with a little over one-third used to finance the 2009 budget.

19. The authorities have updated their Country Development Strategy (CDS) to take
account of the new external challenges. The updated CDS was approved in February and
extended to cover the period 2009—11. The new version does not change the vision and goals,
but stresses that the overarching goal is the improvement of the quality of life through
improving the quality of economic growth, management, and the environment. As such, the
CDS remains focused on four key pillars: (i) economic development; (ii) governance and
transparency in public administration; (iii) human capital development; and

(iv) environmental sustainability. The updated version also commits to achieve the
Millennium Development Goals by 2015. Supporting the authorities in their efforts, the
donor community continues to work closely together in the framework of the Joint Country
Support Strategy.

A. Fiscal Policy: Room for Stimulus

20. The external financing will allow fiscal policy to accommodate the large shortfall
in government revenues expected this year, while creating some room for an increase in
spending, providing a strong boost to the economy and helping to avoid a recession.
Measured by the widening in the primary fiscal deficit excluding grants relative to 2008, the
use of a little more than one-third of the Russian budget support will imply a fiscal easing of
5% percent of GDP in 2009. The overall deficit will remain limited to 2 percent of GDP.

21. Besides raising capital spending, which will improve medium-term growth
prospects, the authorities will also increase social support. The decline in economic
activity combined with the expected decline in remittances will cause a drop in disposable
household incomes that could reverse much of the gains in poverty reduction achieved in
recent years. To mitigate the effects on the poor, the main social benefit—the Unified
Monthly Benefit (UMB)—will be increased further this year, adding to the increase in the
benefit level introduced last year. Work to improve the targeting of benefits is continuing
with the help of the World Bank and the European Union.

22. In the coming years, available concessional financing will allow for relatively
large budget deficits without jeopardizing fiscal sustainability. The utilization of the
remaining funds provided by the Russian Federation, combined with an expected spike in the

% The loan is on IDA-terms.
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Figure 4. Kyrgyz Republic: Fiscal Developments

Fiscal policy was tighter than budgeted in 2008. Against a sharp slowdown in growth, revenues are projected
to fall more than expected in 2009. Large donor support allows for a substantial fiscal easing in 2009,
accommodating the revenue shortfall, which will help support the economy.

Kyrgyz Republic: General Government Budget, 2006—10
(in percent of GDP) 40 Revenues (excl. grants) @ Expenditures 7 40
2006 2007 2008 2009 2010 (In percent of GDP)
Total revenue and grants 264 303 303 293 264 30 4 1 30
Total revenue 25.6 28.1 28.5 23.6 241
Grants 0.8 23 1.8 5.6 23
Total expenditures and net lending 289 310 296 313 309
Current expenditures 248 262 252 250 2438 20 1 120
Capital expenditures 43 4.8 41 5.9 5.7
Net lending 0.2 0.1 0.4 0.4 0.4
Discrepancy 04 04 07 01 00 10 4 1 10
Balance -2.1 -0.3 -0.1 -1.9 -4.5
Primary balance -1.2 0.3 0.7 -1.1 -3.8
Primary balance excluding grants -2.0 -1.9 -1.1 -6.7 -6.1 0 T T T T T 0
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Sources: Kyrgyz authorities and IMF staff estimates.
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donor-financed public investment program (mainly infrastructure projects) will allow an
annual average budget deficit of about 3% percent of GDP during 2010—-12. Due to the high
degree of concessionality of the donor support, however, this will not undermine fiscal
sustainability. Over the medium term, the fiscal deficit will need to be reduced to a level of
about 2 percent of GDP annually to ensure that debt ratios, which are picking up slightly this
year due to the disbursement of the Russian assistance and the depreciation of the som,
continue their downward trend. An updated debt sustainability analysis continues to place the
Kyrgyz Republic at a moderate risk of debt distress.

23. The authorities are considering further revenue measures to ensure fiscal
sustainability over the medium term, when donor support may decline. Also, if growth
slows further or if the recovery is delayed, revenue measures could be needed if donor
assistance is to be preserved for the coming years. Excise rates on oil products have already
been increased. Further measures could include a partial reversal of the reduction in the VAT
rate and eliminating VAT exemptions on imported goods. Some increase in the VAT rate
may also be needed to proceed with the planned elimination of the cascading and therefore
less-efficient turnover tax by end-2011. Export duties on the export of wheat have expired.
The authorities are also exploring a range of measures to strengthen tax administration,
including improving large taxpayer administration, expanding audit operations, and
intensifying arrears collection, while assisting financially distressed taxpayers through paying
timely VAT refunds and providing payment options.

B. Monetary and Exchange Rate Policy: Safeguarding External and Internal Stability

24. The NBKR will allow continued exchange rate flexibility to absorb the large
external shocks, maintain competitiveness, and limit foreign exchange reserve losses. An
assessment of the exchange rate suggests that, in real effective terms, the som moved from
having been moderately undervalued to a slight overvaluation (see Box 3). Depending on the
movements of trading partners’ currencies, some further downward adjustment of the som
could be expected, to bring the exchange rate in line with its equilibrium. The NBKR
remains concerned, however, about a loss in confidence in the currency that could arise from
a sudden and disorderly depreciation. Therefore, while the NBKR will pursue a flexible
exchange rate policy, it will continue to intervene to smooth extreme volatility, but at a lower
scale. Interventions have been more limited in the last two months.

25. Monetary policy will aim at further reducing inflation and mitigating exchange
rate pressures. Price pressures are expected to ease, reflecting the impact of declining
international commodity prices and the slowdown in activity, but the depreciation of the som
and recent and planned utility tariff increases will have some offsetting effects (see Box 4).
With large changes in money demand and a flexible exchange rate regime, the NBKR will
continue to follow a more discretionary approach toward monetary policy. The NBKR
recognized that during the coming months it would need to carefully manage the increase in
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Box 3. Exchange Rate Assessment and Competitiveness

After a period of stability, the som appreciated sharply in real effective terms from mid-2007
until mid-2008. This mostly reflected the sharper rise in inflation in the Kyrgyz Republic than in
partner countries. The Kyrgyz Republic’s export growth (both including and excluding gold exports)
remained strong, however, and the country’s share in world exports has actually increased slightly.'
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The som is assessed to be broadly in line with fundamentals using CGER estimates. These
estimates consistently indicate that the real effective exchange rate (REER) is only marginally
overvalued by about 2 percent on average. >

Medium- term Estimate of

CGER Methodologies L Comments
CA Norm _misallignment
Macroeconomic Balance Approach (2014) -3.2 1.2 (+) overvalued
External Sustainability Approach (2014) -2.8 2.3 (+) overvalued
Equilibrium Real Exchange Rate Approach
Current fundamentals (2008) 29 (+) overvalued
Medium-term fundamentals (2014) 2.8 (+) overvalued

The macroeconomic balance approach suggests that the current level of the real exchange rate is
about 1% percent above the level consistent with the equilibrium current account deficit (the medium-
term current account norm) of about 3% percent of GDP. The external sustainability approach
indicates that in real effective terms, the som is about 2%4 percent above the value needed for the
current account to decline to a level that stabilizes the ratio of the country’s net foreign liabilities to
GDP at its 2008 level. The equilibrium real exchange rate approach suggests that the som has
moved from being slightly undervalued to marginally overvalued, by less than 3 percent.
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Box 3. Exchange Rate Assessment and Competitiveness (continued)

Manufacturing sector wages are low in U.S. dollar terms compared to other countries in the
region, but unit labor costs seem high.’ The ratio of manufacturing wages to per capita GDP (as a
proxy for unit labor cost) is high compared to other countries in the region, raising concerns on
manufacturing wage competitiveness in the Kyrgyz Republic. Nevertheless, the manufacturing
wages/income ratio has stayed flat in recent years and even declined slightly in 2008 as inflation
picked up.

Manufacturing industry labor costs 7,000 Manuf. 19 3.0
210
wages/GDP Manuf. wages
6,000 . 4 25
190 F 2000=100 p.c. -RHS in US$ -LHS .
170 ¢ ‘Wages/non-gold GDP per capita 5,000 420
150 F 4,000 115
130 3,000
110 b 2,000 110
Manufacturing industry wages/non-gold 405
90 GDP per capita 1,000 :
70 1 1 1 1 1 1 1 1 0
2000 2001 2002 2003 2004 2005 2006 2007 2008 ARM AZE GEO KAZ KGZ

Improving productivity through broad-based structural reforms should therefore remain a
priority. Considerable progress has been made in the last two years in improving the business
environment, earning the Kyrgyz Republic a ranking as one of the top ten reformers of last year’s
World Bank Doing Business Survey, and moving it to ranking of 68 out of 181 countries. The Kyrgyz
Republic, however, was ranked 122nd among 134 countries in competitiveness (and the lowest among
the CIS countries ranked) by the World Economic Forum’s Global Competitiveness Report.

180 Kyrgyz Republic: 180 World Bank Ease of Doing Global competitive index,
160 148 149 World Bank Doing | |160 Business, 2008/09 2008-2009

140 Business 140 (A lower score means greater

120 99 120 easiness)

S = N @ & o o

2005/06 2006/07 2007/08 2008/09 TJK UZB KAZ KGZ ARM AZE GEO USA SGP RUS KAZ AZE GEO ARM TJK KGZ

Sources: Kyrgyz authorities, ILO, World Bank, World Economic Forum, WITS, and IMF staff estimates.

1/ Part of the increases in 2006/2007 may reflect the improvement of the statistics on agricultural exports and re-
exports of consumer goods.

2/ The methodologies are described in detail in “Methodology for CGER Exchange Rate Assessments”
(www.imf.org). The Kyrgyz Republic was not part of the sample analyzed in that paper. Standard out of sample
coefficients were used in calculations. Data limitations result in considerable statistical uncertainties regarding
these calculations.

3/ 2008 manufacturing wages except for Azerbaijan (2007), Kazakhstan (industry wages), and Armenia (private
sector wages).
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Box 4. Determinants of Inflation in the Kyrgyz Republic

Inflation in the Kyrgyz Republic remained stable during 2002-06, but picked up sharply
starting in mid-2007. Inflation in the Kyrgyz Republic was successfully brought down to low double-
digits by 1995 with the implementation of a money-based stabilization program. Inflation rose again
during 1998-99 in the aftermath of the Russian financial crisis as the domestic currency depreciated
sharply. It was brought down again and remained stable at around 5 percent during 2002—06, before
rising again in the summer of 2007 and reaching a high of 32.5 percent in July 2008. The latest
inflationary episode was marked by a sharp increase in food prices, rising by 47 percent in the twelve
months through July 2008 and reflecting international developments. The prices of services rose by 30
percent during the same period, largely reflecting the pass-through effects of higher energy prices and
utility tariffs. Food accounts for almost 50 percent in the consumer basket and services for 10 percent.
Since mid-2008, inflation has come down steadily due to falling food and energy prices.
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A Vector Autoregressive (VAR) model was estimated to explore the drivers of inflation. The
model uses monthly data for the period 1999:1-2008:12 for the following variables specified in the
order as listed: international food price index, real GDP, price for services (as a proxy for
administered prices), headline CPI, M2, and the som/dollar exchange rate. '

The results suggest that a shock to broad money, international food prices, the som/dollar
exchange rate, and services prices are all significant. A shock to money results in an increase in
inflation with a lag of about 12 months. The impact of the shock increases over time and lasts for

12 months. In terms of exchange rate pass-through, a 10 percent depreciation of the som results in an
almost immediate 2.5 percent increase in inflation.

The impact of the shock is significant for a period
of 3 months. A 10 percent increase in international
food prices also results in a 2% percent increase in M2

Variable 1/ CPI response Impulse
in percent, duration 2/
per month  in months

2.1 12
inflation, with a lag of about 4 months, and with the |Depreciation of som/$ 25 3
impact of the shock lasting for about 7 months. International food prices 24 7
Finally, a 10 percent increase in service prices is Services CPI 2.9 2

expected to result in a 3 percent increase in inflation |1/ The response corresponds to a 10 percent shock in
with almost no lag. The impact however only lasts  [variables above.
for around two months. 2/ Refers to statistically significant impulse.
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Box 4. Determinants of Inflation in the Kyrgyz Republic (continued)

Impact on Headline CPI of One S. D. (10 percent) shock (+/-2 S.D.)
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Source: Kyrgyz authorities, and Fund staff estimates.

Some offsetting factors notwithstanding, the observed decline in international commodity prices
will contribute to a decline in inflation this year. With imported goods constituting close to

65 percent of the consumer basket, the depreciation of the exchange rate will, however, put upward
pressure on prices. Using the above analysis, a 25 percent depreciation in the som/dollar exchange rate
can add close to 5 percent to inflation. Another potential offsetting factor is the increase in energy
tariffs expected in the second half of 2009 (tariffs are captured in the price of services in the above
analysis).

1/ The ordering of variables is verified using Granger causality test where commodity food price index, GDP, and price of
services are shown to be exogenous relative to CPI, M2, and the exchange rate.

2/ All data with the exception of the exchange rate is seasonally adjusted. Unit root tests showed that all variables in the
system are I(1). There is also evidence of cointegration. Tests for lag structure specification revealed that the optimal lag
structure is three, and LM test indicated no autocorrelation.
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liquidity resulting from the higher levels of government spending. The authorities also
acknowledged that as long as exchange rate pressures continue, there would be little room for
a change in interest rates, which remain at positive real levels. However, provided that
inflation continues on a downward path and exchange rate pressures ease, money demand
can be expected to recover and interest rates could be gradually reduced, to help stimulate
economic growth. Meanwhile, the NBKR is working out the details of a new refinancing
facility that would aim at providing liquidity to banks that lend domestically.

C. Financial Sector Policies: Maintaining the Banks’ Health

26. The authorities recognized the risks to the banking system from the worsening
economic outlook and the spreading financial crisis. NPLs are likely to increase further as
the economy slows (see Box 5). Furthermore, although banks do not have large open foreign
exchange positions, the depreciation of the som may cause a deterioration in the quality of
foreign exchange loans made to unhedged borrowers. The high level of capitalization of
banks provides some cushion to these risks. Subsidiaries of Kazakh banks may still see a
decline in funding from their parent banks if the latter face increased difficulties.

27. The authorities have taken a proactive approach to prepare for possible
financial sector problems. They have put together a crisis preparedness plan, including
plans for injecting capital into systemic banks if needed, funded from the budget. Emergency
liquidity facilities are in place. The introduction of deposit insurance is being advanced to
mid-2009 and the planned deposit insurance levels have been raised from about $500 per
household deposit to $2,500. The budget will ensure that the deposit insurance fund is fully
funded, with the banks’ contribution recovered over the next two years. The NBKR has also
stepped up monitoring of banks and required them to prepare their own contingency plans.

D. Structural Reforms

28. The authorities continue to advance their broader structural reform agenda to
ensure that the Kyrgyz economy will be well-placed to benefit from a global recovery.
They are continuing with their efforts to strengthen public financial management, reduce the
administrative burden on businesses, including in the areas of taxation and trade, and fight
corruption.

29. In the energy sector, policies are aimed at improving the sector’s financial
soundness, reducing demand, and increasing the supply of electricity. A second round of
electricity tariff increases is planned for this summer. A feasibility study for the large
Kambarata hydropower project is underway and a new joint venture with participation of
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Box 5. Financial Sector Assessment

Financial intermediation in the Kyrgyz Republic remains relatively low and is concentrated in
the banking sector. At end-2008, total bank loans — —
Financial intermediation ratios, 2008
to the economy amounted to 17 percent of GDP, (in percent of GDP)
while total deposits stood at 12%2 percent of GDP. %1 Domestic credit (excl. to

The system comprises 21 banks, half of which are 207 cenmloow)

majority-foreign-owned, and which account for 07 Broad m°”ey
30 A
over 70 percent of system assets. Kazakh
Cqe . . 20 A
subsidiaries form the largest sub-group of foreign o
banks, with 30 percent of system assets and almost .

50 percent of loans as of December 2008.

The banks came into the current crisis with some cushion. Capital adequacy was 27.7 percent in
March 2009, banks were still profitable, and highly liquid. After recovering from a banking crisis
partly triggered by the 1998 Russia crisis, the favorable global environment until late 2007 helped fuel
a credit boom driven by capital inflows and increased confidence in banks and the som. Deposits grew
and dollarization fell; annual credit growth reached over 80 percent in mid-2007, with the largest
share of loans supporting the trade sector. The strong overall economic performance boosted bank
profitability and strengthened their capital positions.

As the effects of the current crisis began to be felt—including through a slowing economy and
depreciation pressures on the som—dollarization of deposits crept up, while overall system
deposits declined. Non-performing loans rose to 7 percent in March 2009. The large share of Kazakh
subsidiaries in the system gives rise to concerns about spillover effects from difficulties encountered
by the parent banks. The subsidiaries reportedly have been more profitable than their parent banks
and, so far, funding from the parent banks has been broadly maintained. There is a risk of
retrenchment, however, arising from both the parent banks’ continuing difficulties as well as the
deterioration in performance expected in the subsidiaries from the economic slowdown. A few banks
have also faced some difficulties in securing credit lines with correspondent banks, as the latter have
become more sensitive to counterparty risks.

Kyrgyz Republic. Selected Bank Prudential Indicators, 2005-09

2005 2006 2007 2008 2009
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1

(in percent)
Capital adequacy

Regulatory capital/risk-weighted assets 26.5 285 289 265 267 31.0 30.3 28.8 308 326 27.7

Tier 1 capital/risk-weighted assets 206 217 252 21.7 207 236 276 252 257 26.3 25.8
Liquidity

Liquidity ratio 933 778 736 678 689 713 780 771 810 820 87.7
Asset quality

Non-performing loans/total loans 7.7 6.2 5.1 4.2 3.5 3.6 3.6 3.9 41 5.3 7.0

Loan-loss provisioning/nonperforming loans 491 513 56.0 556 57.7 59.0 61.3 56.9 56.7 559 54.2
Profitablitity

Return on equity 196 232 185 243 274 270 17.2 18.0 204 207 13.0

Return on assets 2.6 3.4 3.1 4.0 4.3 4.4 3.3 3.4 3.8 3.8 2.5

Source: National Bank of the Kyrgyz Republic.
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Box 5. Financial Sector Assessment (continued)

With the economic slowdown, banks’ health
will be affected as non-performing loans are
likely to continue to rise. Stress tests were
conducted for credit risk, foreign exchange rate
risk, interest rate risk, liquidity risk (deposit
withdrawals), sectoral tests, and large
borrowers. Results indicate that, besides the
funding risk discussed above, credit risk is a
key source of concern, arising from a
deterioration in credit quality through
worsening economic conditions, unhedged
foreign currency borrowing, the concentration

Sectoral composition of loans, 2008
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of loans in the trade, mortgage and construction sectors, and a concentration of exposure to a few

large borrowers in some banks.

The authorities have been proactive in tackling these challenges along the following dimensions:

o Deposit insurance has been raised to 100,000 som, with all commercial banks automatically
members of the fund. The government will provide the bulk of the initial funding, with
gradual reimbursement by the commercial banks to agreed levels through 2010. The deposit
insurance is expected to become operational in July 2009.

o Contingency plans have been prepared in case of fast-moving events. These include
emergency liquidity support by the NBKR, and a newly adopted resolution that will allow for
capital injections into systemic banks through the budget, in the event that this should be

needed.
o Close monitoring of banks, including of transactions with non-residents.
o Banks have been required to prepare their own contingency plans. Banks have increased

liquidity, tightened lending standards, raised provisioning, cut costs, and have sought

alternative sources of funding.

Kyrgyz and Russian companies is being created for this project. If the project is considered
viable, the Russian partner is to arrange $1.7 billion in financing needed for the
construction.’ With Kambarata, the Kyrgyz Republic would be able to meet its own
electricity needs and to export electricity. The latter would also require investment in

transmission lines.

? Based on the current agreements, repayment of this loan would not be guaranteed by the Kyrgyz government.
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V. RISKS

30. The short-term economic outlook is subject to significant downside risks. A
deeper or longer than already projected recession in Russia and Kazakhstan would further
hurt growth and remittances. Banking sector difficulties in the region could also intensify,
spilling over to the Kyrgyz banking sector. The authorities are prepared, however, to deal
with a further worsening of the external environment and the assistance received from Russia
provides a large buffer. In case of a sharper economic downturn, a key concern would be to
ensure sufficient support to the poor. Over the medium term, once the region recovers,
growth in the Kyrgyz Republic may pick up at a faster pace than currently projected.

31. Political uncertainty surrounding the upcoming elections and domestic tensions
could affect confidence or weaken the authorities’ ability to adhere to sound policies.
The upcoming elections may trigger an increase in spending over and above budget targets,
including by channeling donor assistance to off-budget funds. This would leave less funds
available to cover the financing needs of the central government budget in the coming years.
The authorities, however, expressed a strong commitment to use the support in a medium-
term budget framework.

32. The Kambarata hydropower project could provide large benefits to the

Kyrgyz Republic, but is not without risks. Financing this project with loans would sharply
increase the country’s external debt (see the accompanying debt sustainability analysis).
Moreover, if the government were to assume any responsibility for the repayment of these
loans, public debt indicators would deteriorate dramatically. The authorities, however, have
indicated that any decision regarding Kambarata will not be made until the feasibility study is
completed and that they will continue to refrain from issuing any government guarantees.

VI. PROGRAM ISSUES

33. Conditionality continues to center on macroeconomic policies. Performance
criteria have been agreed for end-June and end-December 2009 and are set out in Table 1
attached to the authorities’ supplementary Letter of Intent. Two additional structural
benchmarks have been added, again derived from the authorities’ policy agenda, which focus
on ensuring that the deposit insurance is fully funded and raising social benefits.

34. A safeguards assessment update found a strengthened framework that meets the
expected standards under the Fund’s safeguards policy. The update found that the NBKR
continues to adhere to key aspects of the safeguards framework. In particular: (i) the NBKR
publishes its annual financial statements, together with the external audit opinions, on a
timely basis; (i1) the external audit is conducted in accordance with international standards
and the audit opinions have been unqualified; (iii) the building blocks for a modern internal
audit function are in place and this activity is playing an increasingly important role in
safeguarding the NBKR’s operations; and (iv) an audit oversight mechanism is in place,
following the establishment of an Audit Committee in 2008.
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35. The safeguards assessment considered the NBKR to be well-placed to build on
these foundations and complete the remaining challenges. These include: (i) allowing a
multi-year mandate for the bank’s external audit firm, subject to a periodical tendering and
rotation of the audit firm or partner every five to seven years; (ii) specifying a benchmark
financial reporting framework in the central bank law (while the NBKR’s financial
statements are de facto close to International Financial Reporting Standards, there is no
requirement to follow a specific benchmark); and (iii) consolidating the progress made in
modernizing the internal audit function through a strengthening of skills and resources.

VII. STAFF APPRAISAL

36. The Kyrgyz Republic’s economic outlook has worsened further in recent
months. The global crisis is causing a sharper economic slowdown than already expected at
the time of approval of the ESF arrangement. This is creating revenue shortfalls and larger
balance of payments needs. Confidence in the national currency and the banking system has
weakened.

37. The authorities’ macroeconomic policies, together with substantial and timely
donor support, will help mitigate the impact of the global crisis on the Kyrgyz economy.
The large support offered by the Russian Federation will more than cover the fiscal gap and
balance of payments needs. Without this support, stronger adjustment efforts would have
been needed to safeguard external stability, which in the short run would have hurt growth
further.

38. Despite the worsening external environment, the authorities’ strategy designed
in the fall of 2008 remains appropriate. The larger donor support will allow fiscal policy to
provide an even stronger boost to the economy than envisaged earlier. The exchange rate is
broadly in line with fundamentals and continued exchange rate flexibility will help ensure
that external stability is maintained over the medium term. Monetary policy continues to
focus on reducing inflation and mitigating exchange rate pressures. Provided that inflation
continues to fall and demand for som recovers, a gradual easing of monetary policy could
help support growth. The provision of liquidity to banks should continue to remain free from
interference in banks’ lending decisions.

39. Further revisions to the tax system would be needed to remove remaining
inefficiencies and ensure strong revenue collection over the longer term. Donor support
may decline over the medium term and higher revenue collection would be needed to
safeguard fiscal sustainability. A partial reversal of the reduction in the VAT rate and the
removal of import exemptions could also allow for the early elimination of the distortive
turnover tax. Revenue administration needs to be strengthened further, focusing particularly
on large taxpayers.

40. The authorities have prepared themselves to deal with possible financial sector
difficulties. The banking system has weathered the crisis thus far and banks have some
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buffer. The updated stress tests indicate vulnerabilities to credit and concentration risks and
the NBKR will need to continue to monitor banks closely. Putting the deposit insurance into
effect and increasing its coverage should help increase confidence in the banking system.
Until the depository issue can be addressed, the NBKR should retain its role as agent in
issuing, settling, and acting as depository of government securities.

41. On the basis of the Kyrgyz Republic’s performance to date and the policy
intentions expressed by the authorities in the attached letter of intent, staff recommends
the completion of the first review under the ESF arrangement. Program implementation
has been strong and macroeconomic policies are sound.

42. It is proposed that the next Article IV consultation with the Kyrgyz Republic be held
in accordance with the decision on consultation cycles approved on July 15, 2002.
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Table 1. Kyrgyz Republic: Selected Economic Indicators, 2006—14

2006 2007 2008 2009 2010 2011 2012 2013 2014
Projections

Nominal GDP (in billions of soms) 113.8 141.9 185.0 211.9 236.7 264.1 290.5 319.9 353.7
Nominal GDP (in millions of U.S. dollars) 2,837 3,805 5,050 4,948 5,066 5,488 5,860 6,265 6,726
Real GDP (growth in percent) 3.1 8.5 7.6 0.9 29 4.0 4.2 4.9 5.6
Non-gold real GDP (growth in percent) 5.7 9.0 54 0.8 2.0 3.0 4.0 5.0 5.5
GDP per capita (in U.S. dollars) 546 726 953 923 932 998 1,053 1,113 1,181
Consumer prices (12-month percent change, eop) 5.1 20.1 20.1 10.0 8.2 5.7 5.2 4.7 4.5
Consumer prices (12-month percent change, average) 5.6 10.2 245 124 8.6 7.2 5.5 5.0 4.7
Producer prices (12-month percent change, eop) 10.4 20.6 17.4

Producer prices (12-month percent change, average) 15.3 11.8 26.4

Investment and savings (in percent of GDP)

Investment 22.8 213 211 20.3 22.0 23.7 245 25.0 252
Public 4.3 4.8 4.1 5.9 5.7 5.5 5.5 55 55
Private 18.5 16.6 17.0 14.4 16.3 18.1 19.0 19.5 19.7

Savings 19.8 21.2 14.6 14.0 13.5 17.2 19.2 21.0 21.6
Public 1.6 4.1 5.1 43 1.6 2.2 2.7 3.0 3.2
Private 18.2 17.0 9.5 9.7 12.0 15.0 16.5 18.0 18.5

Savings-investment balance -3.1 -0.2 -6.5 -6.3 -8.4 -6.5 -5.2 -4.0 -3.6

General government finances (in percent of GDP) 1/

Total revenue and grants 26.4 30.3 30.3 29.3 26.4 27.0 27.3 27.7 27.8
of which: Tax revenue 214 22.6 23.3 19.2 19.7 20.5 20.9 215 21.7

Total expenditure (including net lending) 28.9 31.0 29.6 313 30.9 30.7 30.3 30.2 30.1
of which: Current expenditure 24.8 26.2 25.2 25.0 248 24.8 246 247 246

Capital expenditure 4.3 4.8 4.1 5.9 5.7 5.5 5.5 5.5 5.5

Overalll fiscal balance -2.1 -0.3 -0.1 -1.9 -4.5 -3.7 -3.0 -2.5 -2.3

Primary balance -1.2 0.3 0.7 -1.1 -3.8 -3.1 -2.4 -1.8 -1.6

Primary balance excluding grants -2.0 -1.9 -1.1 -6.7 -6.1 -4.9 -4.1 -3.4 -3.2

Total public debt 72.5 56.8 49.2 52.0 49.7 49.1 48.5 47.3 45.9

Banking sector 2/

Reserve money (percent change, eop) 47.4 38.5 11.3 1.0 12.8

Broad money (percent change, eop) 51.6 314 114 4.1 15.0

Credit to private sector (percent change, eop) 48.6 79.7 26.4 17.3 241

Credit to private sector (in percent of GDP) 10.3 14.9 14.4 14.5 16.1

Velocity of broad money 3/ 35 3.3 3.9 4.3 4.2

Interest rate 4/ 4.2 5.6 19.2

External sector

Current account balance (in percent of GDP) -3.1 -0.2 -6.5 -6.3 -8.4 -6.5 -5.2 -4.0 -3.6

Export of goods and services (million USD) 1,485 2,244 3,138 2,694 3,044 3,472 3,801 4,141 4,499
Export growth (percent change) 40.9 51.1 39.9 -14.2 13.0 14.0 9.5 9.0 8.6

Import of goods and services (million USD) 2,253 3,218 4,728 4,026 4,507 4,934 5,306 5,678 6,061
Import growth (percent change) 61.3 42.8 46.9 -14.9 12.0 9.5 7.5 7.0 6.7

Gross official reserves (million USD) 5/ 814 1,194 1,222 1,459 1,459 1,507 1,564 1,715 1,905

Gross reserves (months of next year imports, eop) 3.0 3.0 3.6 3.9 3.5 3.4 3.3 3.4 3.5

Gross reserves to short-term debt ratio (in percent) 6/ 3324 329.2 270.2

External public debt outstanding (in percent of GDP) 69.8 54.6 41.8 451 46.0 441 41.9 39.9 37.9

External public debt service-to-export ratio (in percent) 4.0 29 2.3 10.7 2.7 2.4 2.2 2.0 2.0

Memorandum items
Exchange rate (soms per U.S. dollar, average) 40.1 37.3 36.6
Real effective exchange rate (2000=100) (average) 106.0 113.3 128.7

Sources: Kyrgyz authorities; and Fund staff estimates and projections.

1/ General government comprises state government and Social Fund finances. State government comprises central and local governments.
2/ At actual exchange rates for 200608, at program exchange rates (including Som 38.21 per 1 US$) for 2009.

3/ 12-month GDP over end-period broad money.

4/ Interest rate on 3-month treasury bills.

5/ Gross reserves exclude international reserves of the NBKR that are pledged or blocked.

6/ Short-term debt includes public and private debt amortization with remaining maturity of less than one year in addition to

commercial banks' gross foreign liabilities.
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Table 2. Kyrgyz Republic: Balance of Payments, 2006—14
(In millions of U.S. dollars)

2006 2007 2008 2009 2010 2011 2012 2013 2014

Prel. Projections

Current account balance -87 -6 -330 -312 -427 -354 -307 -252 -242

excluding transfers -817  -1,026 -1,769 -1,486 -1642 -1,711 -1770 -1816 -1,910

Trade balance -686 -1,076  -1,578 -1,370 -1,497 -1,484 -1524 -1,568 -1,602

Exports, fob 1,106 1,559 2,143 1,841 2,066 2,394 2,623 2,854 3,122

CIS countries 676 976 1,263 1,012 1,116 1,273 1,400 1,562 1,719

of which: energy products 43 106 276 168 203 225 242 262 279

of which: Re-exports of consumer goods 1/ 200 223 267 228 247 283 313 351 377

Non-CIS countries 430 584 880 830 950 1,121 1,222 1,293 1,403

of which: Gold 206 225 463 519 602 745 819 859 942

of which: Re-exports of oil products 106 173 143 76 92 100 106 109 113

Imports, fob 1,792 2,635 3,721 3,211 3,563 3,878 4,146 4,422 4,724

CIS countries 926 1,417 2,060 1,673 1,889 2,064 2,200 2,314 2,465

of which: Energy (including for re-exports) 460 681 1,168 751 883 967 1,023 1,078 1,158

Non-CIS countries 867 1,219 1,661 1,538 1,674 1,814 1,946 2,108 2,259

of which: Goods for re-exports 182 202 243 207 224 258 285 319 342

Services -82 102 -1 38 34 22 19 30 41

Receipts 379 684 995 853 979 1,078 1,178 1,287 1,377

Payments -461 -582  -1,006 -815 -944 1,056 -1,159 -1,256  -1,337

Income -48 -52 -180 -154 -180 -249 -265 -279 -349

Interest payments 2/ -20 -26 -29 -29 -29 -34 -38 -42 -46

Other net income -28 -27 -151 -125 -151 -215 -227 -236 -303

Current Transfers (net) 730 1,020 1,440 1,174 1,215 1,356 1,463 1,564 1,669

of which: Private 717 990 1,400 980 1,175 1,322 1,428 1,528 1,632

Capital Account -36 -53 -18 288 96 89 89 89 90

Official 37 58 72 308 106 99 99 99 99

Private -73 -1 -89 -20 -10 -10 -10 -10 -9

Financial account 344 344 158 234 332 336 296 331 362

Commercial banks -44 104 15 -40 0 0 0 0 0

Medium-and long-term loans, net 83 54 34 161 106 89 30 59 83

Disbursement 120 105 92 421 201 201 159 173 187

of which: Loan financed PIP 87 59 38 91 148 149 98 101 105

Amortization 2/ -37 -51 -58 -260 -95 -1 -129 -114 -104

FDI and Portfolio investment (net) 179 190 233 157 226 247 266 272 279

Net short-term flows 126 -5 -124 -44 0 0 0 0 0

Errors and omissions -37 38 289 0 0 0 0 0 0

Overall balance 184 323 100 210 0 71 78 169 210

Financing -184 -323 -100 -210 0 -71 -78 -169 -210

Net international reserves -193 -327 -103 -210 0 -71 -78 -169 -210

Gross official reserves (- increase) -170 -307 -121 -237 0 -48 -57 -151 -190

IMF (net) -24 -21 18 27 0 -23 -21 -17 -20

Exceptional Financing (including arrears) 10 5 3 0 0 0 0 0 0
Memorandum items:

GDP (in millions of U.S. dollars) 2,837 3,805 5,050 4,948 5,066 5,488 5,860 6,265 6,726

Current account balance (percent of GDP) -3.1 -0.2 -6.5 -6.3 -8.4 -6.5 -5.2 -4.0 -3.6

Current account balance excl. official transfers (percent of GDP) -3.5 -1.0 -7.3 -10.2 -9.2 <71 -5.8 -4.6 -4.1

Growth of exports of GNFS (volume, percent) 19.5 39.2 20.8 0.3 54 8.7 5.8 5.8 6.0

Growth of imports of GNFS (volume, percent) 42.6 34.5 221 3.8 5.0 49 49 4.7 4.5

Terms of trade (goods, percentage change) 0.4 -0.6 -4.3 7.6 -1.7 -1.0 -0.2 -0.2 -0.3

External Public Debt (US$ million) 3/ 1,982 2,079 2,113 2,232 2,330 2,418 2,457 2,502 2,548

as percent of GDP 69.8 54.6 41.8 451 46.0 44 1 419 39.9 37.9

External Public Debt (PV US$ million) 2/ 1,257 1,372 1,355 1,360 1,432 1,506 1,556 1,612 1,671

as percent of GDP 44 36 27 27 28 27 27 26 25

as percent of exports 85 61 43 50 47 43 41 39 37

Public debt service-to-exports ratio 3/ 4/ 4.0 2.9 23 10.7 27 24 22 2.0 2.0

Gross reserves 5/ 814 1,194 1,222 1,459 1,459 1,507 1,564 1,715 1,905

in months of subsequent year's imports 3.0 3.0 3.6 3.9 3.5 34 3.3 34 35

Sources: Kyrgyz authorities and Fund staff estimates and projections.

1/ Reflects adjustments to the official statistics to account for the staff's estimate for re-exports through informal border trade.

2/ Starting 20086, interest and amortization reflect bilateral agreements signed following March 2005 Paris Club agreement to grant debt relief on London terms.
3/ Public and publicly guaranteed debt.

4/ Net of rescheduling.

5/ Valued at end-period exchange rates. The discrepancy between the difference in year-end stocks and the change in reserves under Financing is caused by
movements in prices and exchange rates.



Table 3. Kyrgyz Republic: NBKR Accounts, 2006—-09 1/

2006 2007 2008 2009
Dec. Dec. Mar. Jun. Sep. Dec. Mar. Jun. Sep. Dec.
Act. Act. Act. Act. Act. Act. Act. Proj. Proj. Proj.
(In millions of soms)

Net foreign assets 21,072 31,544 28,826 31,400 36,405 35,740 29,924 43,736 43,767 43,881
Net international reserves 23,197 34,430 31,287 33,783 38,538 37,742 31,828 45,626 45,657 45,771
Long-term foreign liabilities -2,184 -2,181 -2,047 -2,044 -2,058 -2,035 -2,029 -2,015 -2,015 -2,015
Other foreign assets 111 -654 -368 -291 -24 72 148 148 148 148
Balances with CIS countries -51 -51 -46 -48 -51 -38 -23 -23 -23 -23

Net domestic assets 1,727 39 292 1,140 -1,459 -608 -227 -13,637 -10,660 -8,397
Net claims on general government 1,802 767 531 1,001 -136 456 411 -13,319 -10,800 -10,434

Of which: total government deposits -5,242 -4,994 -4,616 -4,111 -5,271 -4,612 -4,265 -17,994 -15,476 -15,109
Repos -504 -193 -182 -231 -10 0 -1 -11 -1 -11
Claims on commercial banks 313 305 302 301 300 299 297 800 1,223 1,619
Other items (net) 117 -840 -360 69 -1,612 -1,363 -925 -1,108 -1,072 428

Reserve money 22,799 31,583 29,117 32,540 34,947 35,132 29,696 30,099 33,107 35,483
Currency in circulation 19,910 27,562 25,605 28,418 30,613 30,803 25,778 26,728 29,399 31,864
Commercial banks' reserves and other balances 2,889 4,021 3,512 4,122 4,333 4,329 3,919 3,371 3,708 3,619

Of which: required reserves 1,522 2,195 2,226 2,515 2,563 2,668 2,667 2,340 2,273 2,640
(Contribution to reserve money growth, in percent) 2/

Net foreign assets 34.4 45.9 -8.6 -0.5 15.4 13.3 -16.6 22.8 22.8 23.2

Net domestic assets 13.1 -7.4 0.8 35 -4.7 -2.0 1.1 -37.1 -28.6 -22.2
Of which: net claims on general government 7.0 -4.5 -0.7 0.7 -2.9 -1.0 -0.1 -39.2 -32.0 -31.0

Reserve money 475 38.5 -7.8 3.0 10.7 11.2 -15.5 -14.3 -5.8 1.0
Of which: currency in circulation 42.0 33.6 -6.2 2.7 9.7 10.3 -14.3 -11.6 -4.0 3.0

Memorandum items:

Reserve money (12-month change, in percent) 47.5 38.5 31.3 27.6 275 11.2 2.0 -7.5 -5.3 1.0
Net international reserves (in millions of dollars) 607 901 819 884 1,009 988 833 1,194 1,195 1,198
Net domestic assets (in millions of soms) 3/ -321 -2,036 -1,781 -948 -3,561 -2,705 -2,318 -15,723 -12,744 -10,477
Reserve assets (in millions of dollars) 773 1,043 952 1,031 1,145 1,147 982 1,366 1,358 1,384

Source: Kyrgyz authorities; and Fund staff estimates and projections.
1/ Based on new program exchange rates (including 38.21 Som/US dollar) specified in the TMU.

2/ Contribution is defined as change of asset stock relative to previous end-year reserve money stock (in percent).

3/ Excludes medium- and long-term central bank liabilities (i.e.the loan by the Eximbank of Turkey and the EBRD/IDA enterprise loan channeled through the NBKR).
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Table 4. Kyrgyz Republic: Monetary Survey, 2006-09 1/ 2/ 3/

2006 2007 2008 2009
Dec. Dec. Mar. Jun. Sept. Dec. Mar. Jun. Sept. Dec.
Act. Act. Act. Act. Act. Act. Act. Proj. Proj. Proj.
(In millions of soms)
Net foreign assets 23,634 29,995 26,494 30,143 34,736 33,939 29,700 44,085 44,116 44,230
Of which: long-term foreign liabilities (-) -2,184 -2,181 -2,047 -2,044 -2,058 -2,035 -2,029 -2,015 -2,015 -2,015
Net domestic assets 8,524 12,889 13,616 15,491 13,678 12,915 10,461 -1,768 827 4,525
Domestic credit 13,197 20,326 21,438 23,877 23,701 23,478 21,314 10,769 14,527 17,925
Net claims on general government 1,449 -1,738 -2,364 -2,552 -3,500 -2,674 -3,698 -15,985 -13,145 -12,754
Credit to the rest of the economy 11,748 22,064 23,802 26,428 27,202 26,152 25,012 26,754 27,671 30,679
Of which: in forex 8,191 14,180 14,350 15,793 16,228 15,752 15,005 16,106 16,686 18,714
Other items net -4,673 -7,437 -7,822 -8,385 -10,024 -10,563 -10,853 -12,536 -13,700 -13,400
Broad money (M2X) 32,158 42,884 40,110 45,635 48,413 46,854 40,161 42,317 44,943 48,755
Of which:
Broad money, excluding forex deposits (M2) 24,108 34,168 32,581 35,608 38,111 37,028 31,518 33,449 36,038 38,176
Currency held by the public 19,410 26,675 24,447 27,095 29,254 29,385 24,591 25,584 28,141 30,516
Total domestic currency deposit liabilities 4,698 7,493 8,135 8,513 8,857 7,643 6,928 7,865 7,897 7,660
(Contribution to broad money growth, in percent) 4/
Net foreign assets 294 19.8 -8.2 0.3 1.1 9.2 -9.0 21.7 21.7 22.0
Net domestic assets 26.6 13.6 1.7 6.1 1.8 0.1 -5.2 -31.3 -25.8 -17.9
Domestic credit 24.6 222 2.6 8.3 7.9 7.4 -4.6 =271 -19.1 -11.9
Net claims on general government 23 -9.9 -1.5 -1.9 -4.1 -2.2 -2.2 -28.4 -22.3 -21.5
Credit to the rest of the economy 223 321 4.1 10.2 12.0 9.5 -2.4 1.3 3.2 9.7
Other items (net) 21 -0.1 -0.9 -2.2 -6.0 -7.3 -0.6 -4.2 -6.7 -6.1
Broad money (M2X) 56.0 334 -6.5 6.4 12.9 9.3 -14.3 -9.7 -4.1 4.1
Of which:
Broad money, excluding forex deposits (M2) 39.5 31.3 -3.7 3.4 9.2 6.7 -11.8 -7.6 -2.1 24
Currency held by the public 29.6 226 -5.2 1.0 6.0 6.3 -10.2 -8.1 -2.7 24
Total deposit liabilities 26.4 10.8 -1.3 54 6.9 29 -4.1 -1.6 -1.4 1.6
Memorandum items:
Broad money (M2X) (12-month change, in percent) 56.0 334 32.1 304 25.4 9.3 0.1 -7.3 -7.2 4.1
Credit to the rest of the economy (12-month change, in percent) 64.2 87.8 48.5 39.3 27.0 18.5 5.1 1.2 1.7 17.3
Credit to economy (in percent of GDP) 10.3 15.5 16.2 16.8 15.6 14.1 131 13.6 13.6 14.5
M2X velocity 5/ 3.5 3.3 35 34 3.6 3.9 4.8 4.7 4.5 4.3
M2X multiplier 1.4 14 1.4 14 1.4 1.3 1.4 14 1.4 14
Dollarization indicators (in percent)
Loan dollarization 69.7 64.3 60.3 59.8 59.7 60.2 60.0 60.2 60.3 61.0
Deposit dollarization 63.1 53.8 48.1 54.1 53.8 56.2 55.5 53.0 53.0 58.0

Sources: Kyrgyz authorities; and Fund staff estimates and projections.
1/ The monetary survey has been augmented since March 2007 to include the balances of Ayil Bank (formerly KAFC, a NBFI), which introduces a break into the series.
2/ Based on new program exchange rates (including 38.21 Som/US dollar) specified in the TMU.
3/ As of January 2009, banks are compiling their balance sheets based on a new reporting framework which introduces a break in the series. Data for 2007— 08 was adjusted for comparability.

4/ Contribution is defined as change of asset stock relative to previous end-year broad money stock (in percent).
5/ 12-month GDP over end-period broad money.

K3



32

Table 5. Kyrgyz Republic: General Government Finances, 2007—-12

2007 2008 2009 1/ 2010 2011 2012

Q1 Q2 Q3 Q4 Year
Prel. Proj. Proj. Proj. Proj. Proj. Proj. Proj. Proj.

(In millions of soms, unless indicated otherwise)

Total revenue and grants 43,039 56,015 11,828 19,672 13,990 16,503 61,994 62,491 71,201 79,215
Total revenue 39,821 52,700 10,506 11,695 12,625 15,244 50,070 57,125 66,307 74,152
Current revenue 39,200 51,323 10,451 11,451 12,218 14,308 48,427 55,347 64,153 71,786
Tax revenue 32,005 43,169 8,634 9,516 10,485 12,080 40,715 46,557 54,152 60,845
Income tax 4,338 6,909 1,899 1,808 1,855 2,250 7,812 8,822 10,126 11,381
VAT 1/ 12,702 16,540 2,861 2,848 3,141 2,990 11,840 13,513 15806 17,838
Excises 1,448 1,575 325 427 448 517 1,716 2,282 2,924 3,640
Customs 3,789 4,634 877 1,231 1,187 1,859 5,153 5,741 6,643 7,326
Land tax 587 666 171 126 207 261 765 984 1,321 1,452
Road tax and Emergency Fund 1/ 1,913 2,879 272 0 0 0 272 0 0 0
Retail sales tax 1/ 1,121 1,516 0 0 0 0 0 0 0 0
New turnover tax 1/ 476 1,295 1,265 1,813 4,849 5669 6,332 6,940
Social Fund (excl. gov. contribution) 5,460 7,244 1,341 1,348 1,925 2,178 6,793 8,053 9,162 10,268
Other 646 1,207 414 433 458 212 1,516 1,494 1,838 1,998
Nontax revenue 7,195 8,155 1,816 1,935 1,732 2,228 7,712 8,790 10,001 10,941
Capital revenue 466 1,377 55 244 408 936 1,643 1,778 2,154 2,366
Grants 3,218 3,314 1,322 7,978 1,365 1,259 11,924 5,367 4,894 5,063
Program grants 1,790 1,400 562 6,796 232 311 7,900 1,313 1,059 1,112
of which: Russian grant 0 6422 0 0 6,422 0 0 0
PIP grants 1,429 1,915 760 1,181 1,133 949 4,023 4,054 3,835 3,950
Total expenditure (including net lending) 44,020 54,836 11,424 17,901 18,013 18,882 66,220 73,241 81,040 88,000
Total expenditure (excluding net lending) 43,915 54,186 11,572 17,763 17,709 18,411 65455 72,301 80,086 87,419
Current expenditure 37,170 46,582 9,337 13,720 13,884 15963 52,905 58,808 65,481 71,444
Wages 9,928 12,228 2,615 4,068 4,055 4,517 15255 16,693 18,704 20,616
Transfers and subsidies 5,047 6,156 1,361 1,727 1,590 1,294 5972 6,568 7,495 8,434
Social Fund expenditures 7,495 9,384 2,397 2,922 3,032 3,658 12,009 14,282 16,622 18,047
Interest 916 1,371 222 783 200 505 1,710 1,674 1,671 1,904
Purchases of other goods and services 13,783 17,443 2,743 4,220 5,007 5,989 17,959 19,592 20,989 22,443
Capital expenditure 6,745 7,605 2,235 4,043 3,825 2,448 12,550 13,492 14,605 15,975
Domestically financed capital expenditure 3,112 4,297 790 1,902 1,464 475 4,631 3,257 3,601 7,189
Foreign financed PIP loans 2,205 1,393 685 960 1,227 1,024 3,897 6,920 7,170 4,836
Foreign financed PIP grants 1,429 1,915 760 1,181 1,133 949 4,023 3,315 3,835 3,950
Net lending 105 650 -148 138 304 471 765 940 954 581
Discrepancy 2/ 538 -1,308 150 0 0 0 150 0 0 0
Primary balance excluding grants -2,746 -2,073 -546 -5423 -5187 -3,133 -14,290 -14,442 -13,062 -11,945
Primary balance 472 1,241 775 2,554 -3,822 -1,874 -2,366 -9,075 -8,168 -6,882
Overall balance -444 -130 554 1,772 -4,023 -2,379 -4,077 -10,750 -9,839 -8,786
Total financing 444 130 -554 1,772 4,023 2,379 4,077 10,750 9,839 8,786
External financing 1,911 705 410 12,026 813 1,839 15,089 5729 5380 2,951
of which: Russian loan 0 12,844 0 0 12,844 0 0 0
Domestic financing -1,671 -322 -990 -13,850 3,163 464 -11,212 4,820 4,259 5,627
NBKR -1,234 138 0 -15434 2,820 411 -12,202 4,673 4,813 4,938
Commercial banks 3/ -437 -575 -1,040 1,504 323 24 810 148 -754 489
Nonbank 1 115 50 80 20 30 180 0 200 200
Privatization 203 -253 27 52 46 75 200 200 200 208

Sources: Kyrgyz authorities; and Fund staff estimates and projections.

1/1n 2009, the road, emergency and retail taxes have been abolished, the VAT tax rate declined from 20 percent to 12 percent,

and a new turnover tax was introduced.

2/ In 2008, discrepancy includes Som 1,059 million in final settlement expenditures made in January 2008 for the 2007 budget.
3/ 2008 bank financing was adjusted based on preliminary data on the effects of the revised accounting in the banking sector.
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Table 6. Kyrgyz Republic: General Government Finances, 2007—-12

2007 2008 2009 2010 2011 2012

Q1 Q2 Q3 Q4 Year
Prel. Proj. Proj. Proj. Proj. Proj. Proj. Proj. Proj.

(percent of GDP)

Total revenue and grants 30.3 30.3 34.4 46.0 19.2 26.7 29.3 26.4 27.0 27.3
Total revenue 28.1 28.5 30.5 27.3 17.3 24.7 23.6 241 25.1 25.5
Current revenue 27.6 27.7 30.4 26.8 16.8 23.2 22.9 23.4 24.3 247
Tax revenue 22.6 233 25.1 22.2 14.4 19.6 19.2 19.7 20.5 20.9
Income tax 3.1 3.7 5.5 4.2 25 3.6 3.7 3.7 3.8 3.9
VAT 1/ 9.0 8.9 8.3 6.7 4.3 4.8 56 5.7 6.0 6.1
Excises 1.0 0.9 0.9 1.0 0.6 0.8 0.8 1.0 1.1 1.3
Customs 2.7 25 25 2.9 1.6 3.0 24 24 25 25
Land tax 0.4 0.4 0.5 0.3 0.3 0.4 0.4 04 0.5 0.5
Road tax and Emergency Fund 1/ 1.3 1.6 0.8 0.0 0.0 0.0 0.1 0.0 0.0 0.0
Retail sales tax 1/ 0.8 0.8 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
New turnover tax 1/ 1.4 3.0 1.7 2.9 23 24 2.4 24
Social Fund (excl. gov. contribution) 3.8 3.9 3.9 3.2 2.6 3.5 3.2 3.4 3.5 3.5
Other 0.5 0.7 1.2 1.0 0.6 0.3 0.7 0.6 0.7 0.7
Nontax revenue 5.1 4.4 5.3 4.5 24 3.6 3.6 3.7 3.8 3.8
Capital revenue 0.3 0.7 0.2 0.6 0.6 1.5 0.8 0.8 0.8 0.8
Grants 2.3 1.8 3.8 18.6 1.9 2.0 5.6 2.3 1.9 1.7
Program grants 1.3 0.8 1.6 15.9 0.3 0.5 3.7 0.6 0.4 0.4
of which: Russian grant 0.0 15.0 0.0 0.0 3.0 0.0 0.0 0.0
PIP grants 1.0 1.0 2.2 2.8 1.6 1.5 1.9 1.7 1.5 1.4
Total expenditure (including net lending) 31.0 29.6 33.2 41.8 24.7 30.6 31.3 30.9 30.7 30.3
Total expenditure (excluding net lending) 309 29.3 33.6 41.5 24.3 29.8 30.9 30.5 30.3 30.1
Current expenditure 26.2 25.2 271 321 19.0 25.8 25.0 24.8 24.8 24.6
Wages 7.0 6.6 7.6 9.5 5.6 7.3 7.2 71 71 71
Transfers and subsidies 3.6 3.3 4.0 4.0 2.2 2.1 2.8 2.8 2.8 2.9
Social Fund expenditures 5.3 5.1 7.0 6.8 4.2 5.9 5.7 6.0 6.3 6.2
Interest 0.6 0.7 0.6 1.8 0.3 0.8 0.8 0.7 0.6 0.7
Purchases of other goods and services 9.7 9.4 8.0 9.9 6.9 9.7 8.5 8.3 7.9 7.7
Capital expenditure 4.8 41 6.5 9.5 5.2 4.0 5.9 5.7 55 55
Domestically financed capital expenditure 2.2 23 2.3 4.4 2.0 0.8 2.2 1.4 1.4 25
Foreign financed PIP loans 1.6 0.8 2.0 2.2 1.7 1.7 1.8 29 2.7 1.7
Foreign financed PIP grants 1.0 1.0 2.2 2.8 1.6 1.5 1.9 1.4 1.5 1.4
Net lending 0.1 0.4 -0.4 0.3 04 0.8 04 04 0.4 0.2
Discrepancy 0.4 -0.7 0.4 0.0 0.0 0.0 0.1 0.0 0.0 0.0
Primary balance excluding grants -1.9 -1.1 -1.6 -12.7 -71 -5.1 -6.7 -6.1 -4.9 -4.1
Primary balance 0.3 0.7 2.3 6.0 -5.2 -3.0 -1.1 -3.8 -3.1 -24
Overall balance -0.3 -0.1 1.6 4.1 -5.5 -3.9 -1.9 -4.5 -3.7 -3.0
Total financing 0.3 0.1 -1.6 -4.1 55 3.9 1.9 4.5 3.7 3.0
External financing 1.3 0.4 1.2 281 1.1 3.0 71 24 2.0 1.0
of which: Russian loan 0.0 30.0 0.0 0.0 6.1 0.0 0.0 0.0
Domestic financing -1.2 -0.2 -2.9 -32.4 43 0.8 -5.3 2.0 1.6 1.9
NBKR -0.9 0.1 0.0 -36.1 3.9 0.7 -5.8 2.0 1.8 1.7
Commercial banks -0.3 -0.3 -3.0 3.5 0.4 0.0 0.4 0.1 -0.3 0.2
Nonbank 0.0 0.1 0.1 0.2 0.0 0.0 0.1 0.0 0.1 0.1
Privatization 0.1 -0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1

Sources: Kyrgyz authorities; and Fund staff estimates and projections.
1/1n 2009, the road, emergency and retail taxes have been abolished, the VAT tax rate declined from 20 percent to 12 percent,
and a new turnover tax was introduced.



Table 7. Kyrgyz Republic:
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State Government Finances, 2007-12

2007 2008 2009 2010 2011 2012
Q1 Q2 Q3 Q4 Year
Prel. Proj Proj Proj Proj Proj. Proj. Proj. Proj
(In millions of soms)
Total revenue and grants 37,424 48,511 10,455 18,287 12,027 14,281 55,051 54,328 62,010 68,917
Total revenue 34,206 45,197 9,133 10,309 10,663 13,022 43,127 48,962 57,116 63,854
Current revenue 33,740 44,080 9,109 10,103 10,292 12,130 41,634 47,294 54,991 61,517
Tax revenue 26,545 35,925 7,293 8,168 8,560 9,901 33,922 38,504 44990 50,577
Income tax 4,338 6,909 1,899 1,808 1,855 2,250 7,812 8,822 10,126 11,381
VAT 12,702 16,540 2,861 2,848 3,141 2,990 11,840 13,513 15,806 17,838
Excises 1,448 1,575 325 427 448 517 1,716 2,282 2,924 3,640
Customs 3,789 4,634 877 1,231 1,187 1,859 5,153 5,741 6,643 7,326
Land tax 587 666 171 126 207 261 765 984 1,321 1,452
Road tax and Emergency Fund 1,913 2,879 272 0 0 0 272 0 0 0
Retail sales tax 1,121 1,516 0 0 0 0 0 0 0 0
New turnover tax 476 1,295 1,265 1,813 4,849 5,669 6,332 6,940
Other 646 1,207 414 433 458 212 1,516 1,494 1,838 1,998
Nontax revenue 7,195 8,155 1,816 1,935 1,732 2,228 7,712 8,790 10,001 10,941
Capital revenue 466 1,117 24 206 370 892 1,493 1,668 2,125 2,337
Grants 3,218 3,314 1,322 7,978 1,365 1,259 11,924 5,367 4,894 5,063
Program grants 1,790 1,400 562 6,796 232 311 7,900 1,313 1,059 1,112
of which: Russian grant 0 6,422 0 0 6,422 0 0 0
PIP grants 1,429 1,915 760 1,181 1,133 949 4,023 4,054 3,835 3,950
Total expenditure (incl. net lending) 39,620 48,989 10,447 16,379 15,909 16,148 58,883 63,813 70,291 76,424
Total expenditure 39,515 48,339 10,595 16,241 15,605 15,677 58,117 62,873 69,337 75,843
Current expenditure 32,769 40,735 8,360 12,198 11,780 13,229 45,567 49,381 54,731 59,868
Wages and Social Fund contributions 11,604 14,043 3,570 4,959 4,447 4,843 17,819 19,120 21,947 24,246
Transfers and subsidies 5,047 6,156 1,361 1,727 1,590 1,294 5,972 6,568 7,495 8,434
Transfers to Social Fund 1,419 1,722 464 508 536 598 2,107 2,427 2,629 2,841
Interest 916 1,371 222 783 200 505 1,710 1,674 1,671 1,904
Purchases of other goods and services 13,783 17,443 2,743 4,220 5,007 5,989 17,959 19,592 20,989 22,443
Capital expenditure (including PIP) 6,745 7,605 2,235 4,043 3,825 2,448 12,550 13,492 14,605 15,975
Domestically financed capital expenditure 3,112 4,297 790 1,902 1,464 475 4,631 3,257 3,601 7,189
Foreign financed PIP loans 2,205 1,393 685 960 1,227 1,024 3,897 6,920 7,170 4,836
Foreign financed PIP grants 1,429 1,915 760 1,181 1,133 949 4,023 3,315 3,835 3,950
Financial balance -2,090 172 -139 2,046 -3,578 -1,395 -3,067 -8,544 -7,327 -6,926
Net lending 105 650 -148 138 304 471 765 940 954 581
Discrepancy 538 -949 0 0 0 0 0 0 0 0
Primary balance -742 -57 230 2,691 -3,681 -1,361 -2,122 -7,811 -6,610 -5,603
Primary balance excluding grants -3,960 -3,371 -1,092 -5287 -5,046 -2,621 -14,045 -13,178 -11,504 -10,666
Overall balance -1,658 -1,428 8 1,908 -3,882 -1,866 -3,832 -9,485 -8,281 -7,507
Total financing 1,658 1,428 -8 -1,908 3,882 1,866 3,832 9,485 8,281 7,507
External financing 1,911 705 410 12,026 813 1,839 15,089 5,729 5,380 2,951
of which: Russian loan 0 12,844 0 0 12,844 0 0 0
Domestic financing -457 976 -445 -13,986 3,022 -48 -11,457 3,555 2,701 4,348
NBKR -1,234 138 0 -15434 2,820 411 -12,202 4,673 4,813 4,938
Commercial banks 777 573 -572 1,348 142 -512 405 -1,277 -2,472 -950
Nonbank 1 264 127 100 60 53 340 160 360 360
Privatization 203 -253 27 52 46 75 200 200 200 208

Sources: Kyrgyz authorities; and Fund staff estimates and projections.
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Table 8. Kyrgyz Republic: State Government Finances, 2007-12

2007 2008 2009 2010 2011 2012
Q1 Q2 Q3 Q4 Year
Prel. Proj. Proj. Proj. Proj. Proj. Proj. Proj. Proj.
(In percent of GDP)

Total revenue and grants 26.4 26.2 30.4 42.8 16.5 23.1 26.0 23.0 235 23.7
Total revenue 241 24.4 26.6 241 14.6 211 20.4 20.7 21.6 22.0
Current revenue 23.8 23.8 26.5 23.6 141 19.6 19.7 20.0 20.8 21.2
Tax revenue 18.7 19.4 21.2 19.1 11.7 16.0 16.0 16.3 17.0 17.4
Income tax 3.1 3.7 5.5 42 25 3.6 3.7 3.7 3.8 3.9
VAT 9.0 8.9 8.3 6.7 4.3 4.8 5.6 5.7 6.0 6.1
Excises 1.0 0.9 0.9 1.0 0.6 0.8 0.8 1.0 1.1 1.3
Customs 27 25 2.5 2.9 1.6 3.0 24 24 25 25
Land tax 0.4 0.4 0.5 0.3 0.3 0.4 0.4 0.4 0.5 0.5
Road tax and Emergency Fund 1.3 1.6 0.8 0.0 0.0 0.0 0.1 0.0 0.0 0.0
Retail sales tax 0.8 0.8 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
New turnover tax 1.4 3.0 1.7 2.9 2.3 2.4 2.4 2.4
Other 0.5 0.7 1.2 1.0 0.6 0.3 0.7 0.6 0.7 0.7
Nontax revenue 5.1 4.4 5.3 4.5 24 3.6 3.6 3.7 3.8 3.8
Capital revenue 0.3 0.6 0.1 0.5 0.5 1.4 0.7 0.7 0.8 0.8
Grants 2.3 1.8 3.8 18.6 1.9 2.0 5.6 2.3 1.9 1.7
Program grants 1.3 0.8 1.6 15.9 0.3 0.5 3.7 0.6 0.4 0.4
of which: Russian grant 3.0 0.0 0.0 0.0
PIP grants 1.0 1.0 2.2 2.8 1.6 1.5 1.9 1.7 1.5 1.4
Total expenditure (incl. net lending) 27.9 26.5 30.4 38.3 21.8 26.1 27.8 27.0 26.6 26.3
Total expenditure 27.8 26.1 30.8 38.0 21.4 25.4 27.4 26.6 26.3 26.1
Current expenditure 231 220 24.3 285 16.2 214 215 20.9 20.7 20.6
Wages and Social Fund contributions 8.2 7.6 10.4 11.6 6.1 7.8 8.4 8.1 8.3 8.3
Transfers and subsidies 3.6 3.3 4.0 4.0 22 21 2.8 2.8 2.8 2.9
Transfers to Social Fund 1.0 0.9 1.3 1.2 0.7 1.0 1.0 1.0 1.0 1.0
Interest 0.6 0.7 0.6 1.8 0.3 0.8 0.8 0.7 0.6 0.7
Purchases of other goods and services 9.7 9.4 8.0 9.9 6.9 9.7 8.5 8.3 7.9 7.7
Capital expenditure (including PIP) 4.8 4.1 6.5 9.5 5.2 4.0 59 5.7 55 55
Domestically financed capital expenditure 2.2 2.3 2.3 4.4 2.0 0.8 2.2 1.4 1.4 25
Foreign financed PIP loans 1.6 0.8 2.0 2.2 1.7 1.7 1.8 29 2.7 1.7
Foreign financed PIP grants 1.0 1.0 2.2 2.8 1.6 1.5 1.9 1.4 15 1.4
Financial balance -1.5 0.1 -0.4 4.8 -4.9 -2.3 -1.4 -3.6 -2.8 -2.4
Net lending 0.1 0.4 -0.4 0.3 0.4 0.8 0.4 0.4 0.4 0.2

Discrepancy 0.4 -0.5
Primary balance -0.5 0.0 0.7 6.3 -5.0 -2.2 -1.0 -3.3 -2.5 -1.9
Primary balance excluding grants -2.8 -1.8 -3.2 -12.4 -6.9 -4.2 -6.6 -5.6 -4.4 -3.7
Overall balance -1.2 -0.3 0.0 45 -5.3 -3.0 -1.8 -4.0 -3.1 -2.6
Total financing 1.2 0.8 0.0 -4.5 5.3 3.0 1.8 4.0 3.1 2.6
External financing 1.3 0.4 1.2 281 1.1 3.0 71 24 2.0 1.0
of which: Russian loan 0.0 30.0 0.0 0.0 6.1 0.0 0.0 0.0
Domestic financing -0.3 0.5 -1.3 -32.7 4.1 -0.1 -5.4 1.5 1.0 1.5
NBKR -0.9 0.1 0.0 -36.1 3.9 0.7 -5.8 2.0 1.8 1.7
Commercial banks 0.5 0.3 -1.7 3.2 0.2 -0.8 0.2 -0.5 -0.9 -0.3
Nonbank 0.0 0.1 0.4 0.2 0.1 0.1 0.2 0.1 0.1 0.1
Privatization 0.1 -0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1

Sources: Kyrgyz authorities; and Fund staff estimates and projections.



Table 9. Kyrgyz Republic: Social Fund Operations, 2007-12

2007 2008 2009 2010 2011 2012
Q1 Q2 Q3 Q4 Year
Prel. Proj Proj Proj Proj. Proj. Proj. Proj.
(millions of soms)

Total revenue 7,290 9,319 2,328 2,277 2,355 2,547 9,507 10,590 12,434 13,927
Total contribution 7,136 9,059 2,296 2,240 2,317 2,504 9,357 10,480 12,405 13,898
Other revenue 155 260 32 38 38 43 150 110 29 29

Total expenditure 7,495 9,384 2,397 2,922 3,032 3,658 12,009 14,282 16,622 18,047
Pension Fund 7,088 8,824 2,352 2,775 2,879 3,398 11,403 13,596 15,857 17,206
Medical Insurance Fund (incl. old Funds) 407 560 45 147 153 260 606 685 765 841

Financial balance -205 -65 -69 -645 -677 -1,111 -2,502 -3,692 -4,188 -4,120

Budgetary transfer 1,419 1,704 464 508 536 598 2,107 2,427 2,629 2,841

Discrepancy 0 -341 150 0 0 0 150 0 0 0

Overall balance 1,214 1,298 545 -136 -141 -513 -245 -1,265 -1,558 -1,279

Financing -1,214 -1,298 -545 136 141 513 245 1,265 1,558 1,279
Commercial bank deposits -1,214 -1,148 -468 156 181 535 405 2,118 2,481 2,278
Funded Pillar 0 0 0 0 0 0 0 -693 -763 -839
Government bonds -149 =77 -20 -40 -23 -160 -160 -160 -160

(percent of GDP)

Total revenue 5.1 5.0 6.8 53 3.2 41 4.5 4.5 4.7 4.8
Total contribution 5.0 4.9 6.7 5.2 3.2 41 4.4 4.4 4.7 4.8
Other revenue 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.0 0.0 0.0

Total expenditure 53 5.1 7.0 6.8 4.2 5.9 5.7 6.0 6.3 6.2
Pension Fund 5.0 4.8 6.8 6.5 3.9 55 5.4 5.7 6.0 5.9
Medical Insurance Fund (incl. old Funds) 0.3 0.3 0.1 0.3 0.2 0.4 0.3 0.3 0.3 0.3

Financial balance -0.1 0.0 -0.2 -1.5 -0.9 -1.8 -1.2 -1.6 -1.6 -1.4

Budgetary transfer 1.0 0.9 1.3 1.2 0.7 1.0 1.0 1.0 1.0 1.0

Discrepancy 0.0 -0.2 0.4 0.0 0.0 0.0 0.1 0.0 0.0 0.0

Overall balance 0.9 0.7 1.6 -0.3 -0.2 -0.8 -0.1 -0.5 -0.6 -0.4

Financing -0.9 -0.7 -1.6 0.3 0.2 0.8 0.1 0.5 0.6 0.4
Commercial bank deposits -0.9 -0.6 -1.4 0.4 0.2 0.9 0.2 0.9 0.9 0.8
Funded Pillar 0.0 0.0 0.0 0.0 0.0 0.0 0.0 -0.3 -0.3 -0.3
Government bonds -0.1 -0.2 0.0 -0.1 0.0 -0.1 -0.1 -0.1 -0.1

Sources: Kyrgyz authorities; and Fund staff estimates and projections.
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Table 10. Kyrgyz Republic: Indicators of Capacity to Repay the Fund, 2007-15 1/
2007 2008 2009 2010 2011 2012 2013 2014 2015
Actual Actual Projections
Fund obligations based on existing credit
(in millions of SDRs)
Principal 16.1 14.8 14.7 16.2 15.3 135 11.4 8.3 4.4
Charges and interest 0.5 0.5 0.5 0.4 0.3 0.3 0.2 0.2 0.1
Fund obligations based on existing and prospective credit
(in millions of SDRs)
Principal 16.1 14.8 14.7 16.2 15.3 13.5 11.4 13.3 16.0
Charges and interest 0.5 0.5 0.6 0.6 0.6 0.5 0.5 0.4 0.3
Total obligations based on existing and prospective credit
In millions of SDRs 16.6 15.3 15.3 16.9 15.9 14.0 11.8 13.7 16.4
In millions of US$ 255 241 227 248 23.3 20.6 17.4 20.3 242
In percent of Gross International Reserves 21 2.0 1.6 1.7 15 1.3 1.0 1.1 1.2
In percent of exports of goods and services 1.1 0.8 0.8 0.8 0.7 0.5 0.4 0.5 0.5
In percent of debt service 2/ 39.0 334 23.8 30.1 27.7 244 20.8 222 241
In percent of GDP 0.7 0.5 0.5 0.5 0.4 04 0.3 0.3 0.3
In percent of quota 18.7 17.2 17.2 19.0 17.9 15.8 13.3 15.5 184
Outstanding Fund credit 2/
In millions of SDRs 94.8 106.8 125.4 125.8 110.5 97.0 85.7 723 56.3
In billions of US$ 0.1 0.2 0.2 0.2 0.2 0.1 0.1 0.1 0.1
In percent of Gross International Reserves 12.2 13.3 12.7 12.6 10.7 9.1 7.3 5.6 4.0
In percent of exports of goods and services 6.5 5.2 6.9 6.1 4.7 3.8 3.1 2.4 1.8
In percent of debt service 2/ 222.2 225.0 195.4 2241 192.4 169.5 151.1 1171 83.0
In percent of GDP 3.8 3.2 3.8 3.6 3.0 24 2.0 1.6 1.2
In percent of quota 106.8 120.3 141.2 141.7 1244 109.2 96.5 81.4 63.4
Net use of Fund credit (millions of SDRs) (13.6) 12.0 18.6 0.4 (15.3) (13.5) (11.4) (13.3) (16.0)
Disbursements 25 26.8 33.3 16.7 - - - - -
Repayments and Repurchases 16.1 14.8 14.7 16.2 15.3 13.5 11.4 13.3 16.0
Memorandum items:
Nominal GDP (in millions of US$) 3,805 5,050 4,948 5,066 5,488 5,860 6,265 6,726 7,071
Exports of goods and services (in millions of US$) 2,244 3,138 2,694 3,044 3,472 3,801 4,141 4,499 4,615
Gross International Reserves (in millions of US$) 1,194 1,222 1,464 1,464 1,512 1,569 1,720 1,910 2,070
Debt service (in millions of US$) 2/ 65.3 722 95.2 82.5 84.3 84.2 83.7 914 100.3
Quota (millions of SDRs) 88.8 88.8 88.8 88.8 88.8 88.8 88.8 88.8 88.8

Sources: IMF staff estimates and projections.

1/ Assumes a new ESF arrangement of 75 percent of quota (SDR 66.6 million).
2/ Total external public debt service includes IMF repurchases and repayments.
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Table 11. Kyrgyz Republic: Reviews and Disbursements Under the

18-month ESF Arrangement

Date

Action

Associated
Disbursement

On December 10, 2008

On or after March 10, 2009

On or after September 10, 2009

On or after March 10, 2010,
but no later than June 10, 2010

Total

Approved 18-month ESF arrangement.

Completed first review based on end-December 2008 performance criteria.

Completed second review based on end-June 2009 performance criteria.

Completed third review based on end-December 2009 performance criteria.

SDR 16.65 million

SDR 16.65 million

SDR 16.65 million

SDR 16.65 million

SDR 66.6 million

Source: International Monetary Fund.
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Table 12. Kyrgyz Republic: Millennium Development Goals

1990 1995 2000 2007
Goal 1: Eradicate extreme poverty and hunger
Employment to population ratio, 15+, total (percent) 59 58 58 59
Employment to population ratio, ages 15-24, total (percent) 41 40 40 41
Income share held by lowest 20 percent 10.6 2.5 7.5
Malnutrition prevalence, weight for age (percent of children under 5) 8.2 . .
Poverty headcount ratio at national poverty line (percent of population) . 47.6 43.1
Prevalence of undernourishment (percent of population) 21 .
Vulnerable employment, total (percent of total employment) 51
Goal 2: Achieve universal primary education
Literacy rate, youth female (percent of females ages 15-24) 100
Literacy rate, youth male (percent of males ages 15-24) 100 .
Persistence to last grade of primary, total (percent of cohort) . 93 99
Primary completion rate, total (percent of relevant age group) 99 95 99
Total enroliment, primary (percent net) 93 93
Goal 3: Promote gender equality and empower women
Proportion of seats held by women in national parliament (percent) 1 1 0
Ratio of female to male enrollments in tertiary education 101 127
Ratio of female to male primary enrollment . 99 99
Ratio of female to male secondary enrollment 102 103 101
Ratio of young literate females to males (percent ages 15-24) 100 .
Share of women employed in the nonagricultural sector (percent of total nonagricultural employment 45.8 51.9
Goal 4: Reduce child mortality
Immunization, measles (percent of children ages 12-23 months) 94 97 98 97
Mortality rate, infant (per 1,000 live births) 63 53 44 36
Mortality rate, under-5 (per 1,000) 75 62 51 41
Goal 5: Improve maternal health
Adolescent fertility rate (births per 1,000 women ages 15-19) 38 34 31
Births attended by skilled health staff (percent of total) 98 99 98
Contraceptive prevalence (percent of women ages 15-49) 60 48
Maternal mortality ratio (modeled estimate, per 100,000 live births) . 150
Pregnant women receiving prenatal care (percent) 97 97
Unmet need for contraception (percent of married women ages 15-49) 12 1
Goal 6: Combat HIV/AIDS, malaria, and other diseases
Children with fever receiving antimalarial drugs (percent of children under age 5 with fever)
Condom use, population ages 15-24, female (percent of females ages 15-24)
Condom use, population ages 15-24, male (percent of males ages 15-24) . . . .
Incidence of tuberculosis (per 100,000 people) 55 77 135 123
Prevalence of HIV, female (percent ages 15-24) . 0
Prevalence of HIV, total (percent of population ages 15-49) . 0.1 0.1
Tuberculosis cases detected under DOTS (percent) 3 42 63
Goal 7: Ensure environmental sustainability
Annual freshwater withdrawals, total (percent of internal resources) . . 22
CO2 emissions (kg per PPP $ of GDP) 2 1 1
CO2 emissions (metric tons per capita) 2 1 1 .
Forest area (percent of land area) 4.0 . 4.0 5.0
Improved sanitation facilities (percent of population with access) 92 93 93
Improved water source (percent of population with access) 77 82 89
Marine protected areas, (percent of surface area)
Nationally protected areas (percent of total land area)
Goal 8: Develop a global partnership for development
Aid per capita (current US$) 5 62 44 60
Debt service (PPG and IMF only, percent of exports of G&S, excl. workers' remittances) . 13.2 9 5.1
Internet users (per 100 people) 0 . 1 14.3
Mobile phone subscribers (per 100 people) 0 0 0.2 41
Telephone mainlines (per 100 people) 7 8 8 9
Other
Fertility rate, total (births per woman) 3.7 3.3 24 24
GNI per capita, Atlas method (current US$) 510 350 280 590
GNI, Atlas method (current US$) (billions) 23 1.6 1.4 3.1
Gross capital formation (percent of GDP) 24.2 18.3 20.0 17.4
Life expectancy at birth, total (years) 68 66 69 68
Literacy rate, adult total (percent of people ages 15 and above) . . 99.0 .
Population, total (millions) 4.4 4.6 4.9 5.2
Trade (percent of GDP) 78.8 71.8 89.4 115.7

Source: World Development Indicators database



40

May 6, 2009

Mr. Dominique Strauss-Kahn
Managing Director
International Monetary Fund
700 19" Street, N.W.
Washington, D.C. 20431

Dear Mr. Strauss-Kahn:

In December 2008, the International Monetary Fund approved an arrangement under its
Exogenous Shocks Facility (ESF) for the Kyrgyz Republic, in support of our economic
program for 2008—09 aimed at managing the effects of the external shocks that have hit our
economy since early 2008. This support proved valuable and timely, and we are grateful to
the IMF for its support.

This letter describes the economic policies that we plan to implement during the rest of 2009.
As the global and regional economic outlook has continued to worsen, we remain committed
to implementing policies aiming to support growth and the poor, while keeping inflation on a
downward path and maintaining financial sector stability. In this regard, we remain, of
course, fully committed to carrying out the policies set out in our economic program attached
to our letter of intent dated November 25, 2008.

Recent Economic Developments

Overall economic performance in 2008 was still strong. Real GDP grew by 7.6 percent,
compared to 8.5 percent in 2007. The impact of the shocks that have hit our economy,
however, including the rise in commodity prices until mid-2008, a shortfall in hydropower,
and the slowdown in regional growth, contributed to a decline in activity outside the gold
sector. Real GDP excluding gold production slowed to 5.4 percent last year, from 9 percent
in 2007.

Inflation has come down sharply since spiking at over 30 percent in mid-2008. Reflecting a
tightening of monetary policy, declining international commodity prices, and slowing
domestic demand, 12-month inflation subsided to 20 percent by end-2008 and further to
13.6 percent in the 12 months through March 2009. Core inflation has remained relatively
high at 14.4 percent in March.

The current account balance deteriorated in 2008, mainly due to the higher cost of importing
food and fuel. Strong remittance inflows mitigated the widening trade deficit. The overall
balance still recorded a surplus and the National Bank of the Kyrgyz Republic’s (NBKR)
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foreign exchange reserves increased slightly to $1,222 million by end-2008 (covering about
3’2 months of imports).

Our national currency, the som, came under pressure, however, in the last quarter of 2008, as
the global financial crisis spread and the Russian ruble depreciated against the dollar.
Pressures on the exchange rate of the som intensified in early 2009, especially in the period
immediately following the devaluation of the Kazakh tenge. Since end-August, the som has
depreciated by about 25 percent against the dollar, while appreciating by about 10 percent
against the ruble. The NBKR allowed the exchange rate to adjust, but intervened to avoid an
overly rapid depreciation that could undermine confidence in the currency, contributing to a
decline in reserves to $1,042 million by end-March 2009.

Macroeconomic Policies for 2009

The outlook for the Kyrgyz economy has worsened as the global economic crisis has
intensified. The economic slowdown in several of our main regional partners, notably Russia
and Kazakhstan, is affecting growth in the Kyrgyz Republic via trade and remittance
channels, spilling over to domestic demand. As a result, economic growth is expected to slow
sharply to less than 1 percent in 2009. The slowdown in activity is creating fiscal and balance
of payment gaps in 2009 that are expected to persist in 2010. These gaps are covered,
however, by the sizable and timely financial support provided by the Russian Federation.
This support will help us weather the effects of the global economic crisis and avoid a major
contraction in economic activity.

We will use the $450 million in concessional budget support provided by the Russian
Federation in a medium-term fiscal framework, and intend to use $165 million during 2009.
This allows fiscal policy to accommodate the large shortfall in government revenues
expected for 2009, while creating some room for an increase in spending, both of which will
support growth. Measured by the primary fiscal balance excluding grants, this will imply a
fiscal stimulus of almost 6 percent of GDP. The overall fiscal balance will remain limited to
less than 2 percent of GDP.

Particular emphasis will be given to capital spending, which improves medium-term growth
prospects, but also to social support. The decline in economic activity and, even more so, the
expected decline in remittance inflows will result in a considerable reduction in disposable
household incomes that threatens to reverse much of the gains in poverty reduction achieved
in recent years. To mitigate the effects on the poorest segments of the population, as of

July 1, 2009, we will top up the Unified Monthly Benefit (UMB) by another Som 40 per
UMB recipient (structural benchmark for July), in addition to the Som 35 top-up introduced
in October 2008, which we will maintain. Meanwhile, we will continue our work to refine
the eligibility criteria for the UMB to improve its targeting, for implementation in 2010. We
are furthermore considering options to increase revenue collection, including changes in the
tax structure, tax rates, and measures to strengthen tax administration.
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The NBKR will continue to aim its policies at further reducing inflation and maintaining
financial sector stability. With interest rates at positive real levels and the easing of
international price pressures, but taking into account additional increases in utility tariffs and
the impact of the depreciation of the som, we expect 12-month inflation to fall to within a
range of 10—15 percent by end-2009. The NBKR will allow continued exchange rate
flexibility to absorb the large external shocks, maintain competitiveness, and limit reserve
losses. The NBKR will manage commercial banks’ excess liquidity through its operations in
the financial markets. Should it be necessary to act decisively to withdraw liquidity, the
NBKR is prepared to raise interest rates on its securities and repurchase operations.
However, provided that inflation continues on a downward path and exchange rate pressures
ease, interest rates could be eased gradually, to help stimulate economic growth.

Banks have held up well to the global financial crisis. Bank capitalization and liquidity
remain high. Credit growth, however, has come to a halt, as demand for financing has
weakened and banks 