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Discussions for the 2006 Article IV consultation and third review under the PRGF arrangement approved
in February 2005 were held in Bishkek during August 15-30, 2006. The team comprised Messrs. Neuhaus
(head), Naseer, Kumah, Ms. Morsy (all MCD), Messrs. Sadikov (PDR), Skaarup (FAD), and Sol¢ (MCM).
Mr. McHugh, the incoming resident representative, joined some of the meetings. Together with an
overlapping World Bank team, the mission also discussed potential Completion Point triggers under the
enhanced HIPC Initiative.

The mission met President Bakiev; the Prime Minister and First Deputy Prime Minister; the Ministers of
Economy and Finance and of Labor and Social Protection; the Chairman of the NBKR; other senior
government officials; as well as parliamentarians and representatives of civil society and the business and
donor communities.

In recent years, macroeconomic policy has been generally consistent with the Fund’s advice, but the track
record on structural reforms and governance issues has been mixed. In concluding the 2004 Article IV
consultation in November 2004, Directors commended the government for the prudent economic policies
of recent years, after the emergence of severe imbalances stemming from the 1998 Russian crisis. They
underscored, nonetheless, the need for further fiscal consolidation to underpin external debt sustainability.
At that time, Directors also discussed the staff’s Ex Post Assessment of Long-Term Program Engagement.
In May 2006, the Board completed the second review under the PRGF arrangement on a lapse-of-time
basis and endorsed the authorities’ Second Annual Progress Report on their PRS and the staffs’ JSAN.

The attached Letter of Intent and Memorandum of Economic Policies (Attachments I and II) set out the
authorities’ economic program through end-2007.The authorities have requested completion of the third
review and a waiver for nonobservance of an end-June 2006 structural PC.

The Kyrgyz Republic has accepted the obligations under Article VIII Sections 2 (a), 3, and 4 of the Fund’s
Articles of Agreement, and maintains an exchange system free of restrictions on payments and transfers for
current international transactions. The NBKR continues to maintain a managed float exchange rate regime.
In line with their recent practice, the authorities have agreed to publication of this report.
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EXECUTIVE SUMMARY

The government has maintained macroeconomic discipline, despite lingering political
tensions. Year-to-date performance under the PRGF-supported program has been good.
Inflation has been in line with program projections and will likely remain below the

5.7 percent end-year target. Moreover, there are encouraging signs of a rebound in economic
activity. All end-June quantitative targets were met—in some cases by wide margins—owing
partly to buoyant tax revenue. All structural benchmarks have also been met to date. Staff
supports the authorities’ request for a waiver for nonobservance of the end-June structural
PC on the transfer of Centerra shares to the State Property Fund, based on the remedial
actions they have taken to effectively fulfill the spirit of the missed PC.

The policy discussions focused on the government’s economic plans and structural
reform priorities going forward and the supporting role expected from the Fund and
other donors. They also touched on the opportunities and risks posed by proposals to boost
development spending. The new Country Development Strategy seeks to spur private sector-
led growth and poverty eradication in a low-inflation environment. To achieve these goals,
the authorities plan to deepen reforms to remove structural bottlenecks and address
governance issues, as well as to enhance the business climate and the transparency and
efficiency of public sector operations.

The authorities’ program for 2007 targets a decline in inflation to 4’45 percent and
output growth of 5% percent. To that end, they will pursue a prudent monetary policy,
maintain the managed floating exchange rate regime, and cap the primary and the overall
fiscal deficits at about 3 percent of GDP. The government expects HIPC and MDRI debt
relief to underpin debt sustainability and create fiscal space for additional poverty reducing
spending.

The program envisages further improvements in tax administration and public
financial management to support fiscal consolidation and enhance the quality and
targeting of public spending. Staff stressed the need to carefully phase in the fiscal
decentralization mandated by parliament, and to ensure that any additional development
spending financed by asset sales or new external loans is of high quality and fully integrated
into the budgetary process. The program also features further steps to enhance the operations
of the central bank and modernize the financial system. Staff urged the authorities to secure
approval of pending legislation to increase the central bank’s autonomy, complete the
revenue-neutral tax reform launched earlier this year, and introduce a best-practice tax code.

Staff considers the risks to the outlook—stemming mainly from an escalation of
political tensions or internal pressures to relax fiscal discipline and slow the reform
drive—to be manageable on balance. On this basis, it recommends completion of the third
review under the PRGF arrangement.



I. DEVELOPMENTS SINCE THE LATE 1990s

1. The shock from the Russian financial crisis of 1998 and the authorities’ weak policy
response to it seriously destabilized the Kyrgyz economy in the latter part of the 1990s. The
accommodating policy stance avoided a downturn in economic activity, at the expense of
stubbornly high inflation and a spike in the fiscal and external current account deficits,
financed by a rapid and unsustainable buildup in external public debt. The economic
turbulence and lax enforcement of prudential requirements led to a number of bank failures
as loan delinquency increased rapidly.

Selected Economic Indicators, 1997-2006

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Proj.

GDP per capita (U.S. dollars) 374 340 255 278 308 321 380 434 473 528
Real GDP (pct. change) 9.9 2.1 3.7 5.4 53 0.0 7.0 7.0 -0.6 4.0
Inflation (average, in percent) 23.4 10.5 359 18.7 6.9 2.1 3.1 4.1 43 5.7
Exchange rate (soms per U.S. dollar, average) 17.4 21.0 39.2 47.8 48.4 46.9 43.7 42.6 41.0
Poverty rate (consumption approach) 63 56 55 50 46 44
External current account balance (pct. GDP) 1.8 =223 -14.8 4.3 -1.5 -5.0 -4.1 -3.4 -8.3 -11.0
General government deficit (pct. GDP) 9.3 -10.2 -12.0 9.7 -5.2 -5.6 -4.9 -4.5 -3.9 -3.1
Official reserves (mos. g.n.f.s. imports) 22 2.8 4.6 53 4.5 43 4.1 4.9 4.1 4.1
External public debt (pct. GDP) 1/ 51.2 72.3 109.4 111.1 99.8 98.8 98.5 88.2 78.6 71.7

Sources: Kyrgyz authorities, and Fund staff estimates.

1/ Excluding debts owed by the Kumtor gold mine.
2. From late 2001, however, the government reasserted macroeconomic discipline

and established a good track record under successive PRGF-supported programs.
Identifying the external debt overhang as a fundamental constraint, the authorities launched a
multi-year fiscal adjustment underpinned by improvements in tax administration, prudent
spending and a streamlining of the Public Investment Program that had in part driven the
debt accumulation, while seeking to create the conditions for a rise in private investment. A
firm monetary policy helped reduce inflation and maintain a broadly stable nominal
exchange rate.

3. The authorities also introduced market-oriented reforms to enhance prospects
for economic and social development, including price and trade liberalization, state
enterprise privatization, and elimination of directed subsidized credits. As a consequence,
overall economic performance improved, aided by a rapid rebound in activity in Russia and
Kazakhstan and soaring international gold prices. Nevertheless, recurrent gaps in
implementation of envisaged reforms and festering governance problems weakened the
effectiveness and credibility of the Akayev administration, prompting its collapse during the
March 2005 Tulip Revolution.



Economic Performance in the CIS Region in the early 2000s

Gross International Reserves, end-2005 Gross International Reserves, 2000-05
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II. RECENT PERFORMANCE UNDER THE PROGRAM

4. Real GDP grew by 3.5 percent year-on-year during January—August 2006, after
a small contraction last year; excluding the Kumtor gold mine, which recently suffered a
serious accident, output rose by 6.6 percent during the period. Inflation (5.1 percent in the
12 months ending August) has remained in line with the program. For the year as a whole,
the authorities expect to keep inflation below the target of 5.7 percent, but they have scaled
back their real GDP growth projection to 4 percent.

Real GDP Growth and CPI Inflation, 2001-07
(In percent)

2001 2002 2003 2004 2005 2006 2007
proj. proj.
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Source: Kyrgyz authorities; and Fund staff projections.

Key Projections, 2004—07

2004 2005 2006 2007
Actual Actual Prog. Proj. Proj.
Real GDP (percent change) 7.0 -0.6 5.0 4.0 5.5
Inflation (average, in percent) 4.1 4.3 5.7 5.7 4.5
External current account balance
(percent of GDP) -3.4 -8.3 -6.8 -11.0 -9.8
General government primary balance
(excluding grants, percent of GDP) -39 -2.8 3.3 -2.9 -2.9
Source: Fund staff estimates and projections.
5. Since early 2006, monetary policy has been conducted in an environment of

stronger-than-expected foreign exchange receipts and continued remonetization.
Sizable unsterilized intervention has sparked a 40 percent increase in reserve money in the 12
months ending September, well above the program’s indicative limits. Despite this
intervention, mirrored in a rise in gross foreign exchange reserves to $690 million by end-
September (4 months of projected 2007 imports of goods and services), the som has
appreciated by 4.7 percent against the dollar since the beginning of the year; in real effective



terms, it has appreciated by nearly 5 percent since end-2004. Private sector credit has grown
rapidly in the year-to-date, albeit from a low base. Nonperforming loans have decreased from
over 13 percent of total loans at end-2002 to 8 percent in mid-2006, but their level has
remained relatively high and edged up in recent months. The NBKR has gradually increased
policy interest rates, which are now positive in real terms.

Effective Exchange Rate Developments, 2003-06
(Index; year 2000=100)
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6. The external current account deficit has widened over the past two years, to an
estimated 11 percent of GDP in 2006, despite a surge in workers’ remittances. The
deficit is being financed by a rise in the net capital and financial account balance, resulting in
a buildup in gross foreign reserves and a strengthening of the currency. Part of the current



account deterioration reflects a revision in the statistical series on shuttle trade, which was
mirrored by a large increase in net financial capital inflows including errors and omissions.'
Imports have increased rapidly, sparked by rising world fuel prices and strong demand for
consumer goods and construction materials, buoyed by the recovery in nongold domestic
activity. Despite persistently high world gold prices, gold exports have sagged due to a
gradual weakening in the grade of the Kumtor mine pit under exploration and a recent
accident in that mine. By contrast, nongold exports, which suffered from the political
turbulence associated with the March 2005 revolution, have since recovered, driven by rapid
growth in Russia and Kazakhstan.

Balance of Payments, 2004—07

(in millions of U.S. dollars)

2004 2005 2006 2007

Proj.
Current account balance -76 -203 -301 -302
Of which: Trade balance -171 -419 -672 =723
Current transfers (net) 209 332 447 522
Capital and financial account (including errors and omissions) 166 252 421 406
Of which: Medium- and long-term loans, net 12 -40 62 78
FDI (net) 131 83 149 110
Overall balance 90 49 120 104
Of which: Increase in gross foreign reserves 161 81 112 92
Sources: Kyrgyz authorities; and Fund staff estimates and projections.
7. The PRGF-supported program remains on track. All end-June quantitative

performance criteria (PCs) were met, in some cases by wide margins (Table 1). In particular,
the primary fiscal deficit before grants undershot the half-year target by 1 percent of GDP as
a result of revenue gains from stricter tax enforcement at customs and robust import growth.
Despite a faster-than-expected increase in current expenditure, total spending was in line
with the program due to delayed execution of the investment budget. Based on preliminary
third quarter data and the thrust of the supplementary budget that will shortly be sent to
parliament, the authorities expect to comfortably meet the full-year primary deficit target
(3.3 percent of GDP). Strong payroll tax collections allowed the Social Fund to clear old
arrears and make nationwide pension payments current, despite a 2 percentage-point payroll
tax reduction in January. The half-year indicative limit on the electricity sector’s quasi fiscal

! There are indications that recorded workers’ remittances may be underestimated (thereby overstating the
current account deficit). An ongoing regional survey on immigration and remittances is expected to shed more
light on this problem.
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deficit (QFD) was met owing to rising cash collections, and the annual limit of 5.9 percent of
GDP will also likely be met, aided by the unification of household tariffs in May 2006.

8. All structural benchmarks through end-September 2006 were also met (Table 3).
The authorities are requesting a waiver for nonobservance of the end-June structural PC on
transferring shares in the Centerra Canadian mining conglomerate (held by the Kyrgyzaltyn
SOE) to the State Property Fund,” based on a legal finding that the transfer would not be
feasible; they noted that an April 21 Kyrgyzaltyn board resolution—prohibiting Centerra
share sales without government authorization and specifying that proceeds from any sales
should be used in accordance with government guidelines—effectively fulfills the spirit of
the missed PC.

III. REPORT ON THE DISCUSSIONS
A. Overview

9. The Article IV consultation discussions took stock of past economic performance
and the upcoming challenges faced by the government in the remaining four years of its
current term. The discussions included a review of the government’s macroeconomic plans
and structural reform priorities featured in the updated poverty reduction strategy that is
about to be finalized (now known as the Country Development Strategy (CDS)), as well as
the supporting role expected from the Fund and other donors. They also touched on the
opportunities and risks posed by evolving plans to boost development spending, sparked by
the heightened expectations aroused by the Tulip Revolution.

10. The authorities indicated that in the period ahead, they will seek to spur private
sector-led growth in an environment of low inflation. They plan, however, to maintain the
macroeconomic stability that has become entrenched over the past several years, after the
severe economic dislocations and a hyper-inflation episode experienced during the early
years of independence. The government’s economic strategy is anchored on initiatives to
eradicate poverty and corruption, as well as to improve the business climate and the
efficiency and transparency of public sector operations. Accordingly, fiscal space anticipated
from debt relief under the enhanced HIPC Initiative and MDRI and from further strides in
domestic resource mobilization will be accompanied by improvements in the quality of
public spending. At the same time, the authorities expect to scale up and better target poverty
reducing spending to facilitate achievement of the Millennium Development Goals

(Table 16). An overarching challenge facing the administration is to defuse lingering
political tensions and smooth relations with parliament, especially to secure passage of
essential legislation.

? These shares are currently valued at $360 million or 13 percent of GDP.
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Kyrgyz Republic: Indicators of the Business Climate, 2005-06 1/

Ease of Doing Business
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Source: World Bank.
1/ The score on each item refers to the country's rank among all 175 countries surveyed in ease
of doing business. Thus, a lower rank indicates a better business environment.

11. The authorities indicated that the Kyrgyz Republic has a good potential for
rapid economic growth in the coming years. In this connection, they noted that it will be
essential to maintain macroeconomic stability, deepen economic reforms, and diversify the
economy to reduce its vulnerability to external shocks. Staff concurred with this assessment
and stressed that fully exploiting this potential would also hinge importantly on stabilizing
the political situation, asserting the rule of law, and continuing to tackle deep-seated
governance issues. In this vein, staff projects average real GDP growth of 5.2 percent during
2006—-11, on the back of a recovery in gold output from the problems experienced in 2005—
06 and the coming on stream of new mines, as well as sustained increases in the nongold
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manufacturing and services sectors underpinned by productivity gains and new investment.’
Per capita income would then rise to $760 by the end of the decade, from about $280 in
2000.

12. After launching a revenue-neutral tax reform early this year,4 the authorities
now plan to focus on further improvements in tax and customs administration that
might eventually permit further rate reductions—especially of the onerous payroll tax.
In addition, the authorities are embarked on improvements in public financial management
with donor assistance that should help improve the quality and targeting of outlays. In
particular, they will take steps to improve budget preparation and execution and the tracking
of poverty reducing and other outlays.

13. Besides the ongoing financial system reforms described below, the government is
also poised to add momentum to other growth and macrocritical reforms. Several
actions aligned with the CDS are envisaged to address deep-seated energy and mining sector
problems; foster good governance and transparency; promote social development; and
enhance the business climate,” while addressing sectoral bottlenecks in infrastructure and
agriculture. Some of these reforms are expected to be fleshed out over the coming months as
floating HIPC Completion Point triggers, with the expectation that they would be
substantially completed by end-2008. The authorities are also considering further measures
to improve labor market flexibility, in order to foster job creation and encourage legalization
of the economy (MEP, 922).

B. Short- and Medium-Term Economic Policies

14. The authorities’ economic program for 2007 targets a decline in end-year
inflation to 425 percent and real GDP growth of 5% percent, premised on a recovery
in gold output and buoyant growth in agriculture, construction and services. The
monetary program assumes continued remonetization of the economy. It limits reserve
money

? For details, see the Preliminary HIPC Initiative Document (see IMF Country Report No. 06/147).

* The package included cuts in the corporate and personal income taxes and in the payroll tax, accompanied by
hikes in the rates of motor vehicle, nonagricultural land (pending), and liquor excise taxes (see IMF Country
Report No. 05/402).

> A February 2006 government order convened an inter-agency commission tasked with proposing measures to
reduce barriers on business activities and streamlining the operations of law enforcement and regulatory bodies.
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Box 1. Kyrgyz Republic: Sources of Growth, 1993-2011

The main findings of a standard growth accounting framework to analyze the country’s growth
experience and prospects are summarized below. The results need to be qualified, however, given the
shortcomings in the database and the large (if declining) share of the underground economy. Growth is
expected to rebound and average 5.2 percent a year in 2006—11, assuming continued fiscal consolidation
to crowd-in the private sector and successful implementation of reforms, including to improve the
business environment. This would improve employment opportunities and living conditions and reduce
poverty in line with the CDS.

Sources of Real GDP Growth, 1993-2011
1993-98 1999-2005 2006-11
Proj.

(Period average, in percent)

Real GDP Growth -3.2 4.0 5.2
Factor accumulation -1.6 1.1 2.0
Labor -0.8 1.1 1.1

Capital stock -0.8 -0.1 0.9

TFP growth -1.6 2.9 33

Sources: Kyrgyz authorities; and Bank-Fund staff estimates.

e Output decline in the early 1990s was driven by capacity underutilization, factor diminution, and a
decline in total factor productivity (TFP) stemming from the severe dislocations associated with the
collapse of the USSR. Significant TFP gains spurred growth from the late 1990s.

e  Growth during 2006—10 would be driven by continued factor accumulation and productivity
increases. These dynamics are expected to be aided by fiscal consolidation and improvements in the
business environment. Factor accumulation would contribute 2 percentage points and the TFP
contribution to growth would increase to 3.3 percentage points, from a 2.9 percentage-point average
in 1999-2005. The capital stock would grow at an annual average of 3 percent, providing a
contribution to growth of 0.9 percentage points—a fourfold-increase from the average in 2001-05.
Labor productivity would also increase somewhat, supported by improvements in skills acquisition
(through enhanced on-the-job training), health conditions and greater labor market flexibility.

A staff sensitivity analysis (maintaining a 5 percent depreciation rate) shows that a 20 percent variation
in the initial capital stock would impact little on the distribution of factor contributions to growth—
yielding only a 0.2 percentage-point variation in medium-term real GDP growth. However, an annual
one percentage-point shortfall in capital stock growth would yield a more than proportionate decline in
output growth and limit medium-term factor accumulation and TFP growth.




14

growth to 22 percent, consistent with broad money growth of 24 percent during the year
and a gain in net international reserves that would keep end-year gross reserves at 4.3 months
of projected imports of goods and services. The fiscal stance would be broadly unchanged
from 2006, with a primary deficit before grants of just under 3 percent and a similar overall
cash deficit, covered from external sources and privatization proceeds. As indicated in the
attached Memorandum of Economic Policies (MEP), the program includes quantitative PCs
and structural benchmarks through June 2007 and indicative end-year targets; the
quantitative targets may need to be updated at the time of the 4™ review under the
arrangement early next year to reflect interim HIPC Initiative assistance after reaching the
Decision Point.

15. Influential political leaders and interest groups have been advocating a vigorous
industrial policy, including rehabilitation of obsolete Soviet-era plants and promotion of
“strategic” sectors (e.g., fertilizer and cement plants). This would be accompanied by large
investments in infrastructure, such as a rail link from China to Uzbekistan crossing the
Kyrgyz Republic; expansion of power transmission lines; and installation of fiber-optics
cables. These projects would possibly involve FDI or external loans that are at an advanced
stage of negotiation. Furthermore, and echoing the public’s expectations of rapid results—
fueled by pent-up frustrations with the limited progress made by the previous government—
there are political pressures for injecting an aggregate demand stimulus into the economy,
especially through creation of a development fund to provide directed subsidized credits or
top-up the public investment program, which could be financed with the proceeds from asset
sales (especially the sizable public sector holdings of Centerra shares).

16. Staff advised the authorities to limit direct intervention in the economy and
focus on creating a business climate conducive to private-sector led growth. It also urged
them to carefully assess the viability of large infrastructure projects, with assistance from
expert [FIs. Further, staff flagged the inherent risks of an active industrial policy (e.g.,
resource misallocation, forgone tax revenue, and rent-seeking), which would be exacerbated
by the governance problems that remain to be tackled. More generally, staff underscored that
any significant fiscal or credit stimulus financed by asset sales or external loans should be
transparent and closely aligned with the annual economic programs to safeguard near-term
macrostability and longer-term debt sustainability.

Fiscal and quasi-fiscal issues

17. The 2007 budget bill sent to parliament in August, which is aligned with the CDS
and the Medium-Term Budgetary Framework published last May, envisages further
revenue gains stemming from stricter tax enforcement and passage of a pending bill
increasing nonagricultural land taxes. Staff urged the authorities to secure prompt passage
of the best-practice tax code before parliament to underpin further improvements in tax
administration (an end-March 2007 structural benchmark), and to resist political pressures to
weaken the State Tax Inspectorate and the Large Taxpayers Unit (LTU) (broadening the
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coverage of the LTU is an end-September structural benchmark). Despite the recent gain in
tax receipts (which was, however, heavily tilted towards customs duties and VAT on
imports—partly reflecting better customs administration and introduction of simplified
procedures for shuttle traders), there is scope for further strengthening the Kyrgyz tax effort,
as evidenced by a comparison with the experience of several other CIS countries.

Total General Government Tax Revenue
(Including social security contributions)

(In percent of GDP)

2004 2005 Rank (2005)
Armenia 16.6 17.6 9
Azerbaijan 22.7 26.9 5
Georgia 18.2 19.8 8
Kazakhstan 223 26.8 6
Kyrgyz Republic 18.3 20.2 7
Moldova 29.8 323 3
Russia 36.1 40.8 1
Tajikistan 15.2 16.0 10
Ukraine 29.1 33.9 2
Uzbekistan 28.7 28.4 4

Sources: Country authorities; and Fund staff estimates.
18. The budget’s expenditure envelope features an average 10 percent increase in

government wages and pensions, which are still relatively low, and a rise in capital
spending in relation to GDP (MEP, 912—-14). Social spending is expected to increase to

15% percent of GDP, from a projected 15% percent in 2006, and priority expenditures could
be topped up if interim assistance under the HIPC Initiative becomes available in 2007. To
cushion the effect on vulnerable groups of phased adjustments in power tariffs during the
year (see below), the budget includes a social safety net equivalent to 0.4 percent of GDP. As
part of the ongoing civil service reform, the authorities intend to reduce the civilian
workforce (currently estimated at 25,000 persons) by about 10 percent over the next two
years and to introduce performance-based competitive salaries for key personnel, while
keeping the wage bill broadly constant relative to GDP over the medium term. Moreover, the
government plans to implement a Public Financial Management (PFM) action plan over the
next two years prepared in consultation with donors, focusing on strengthening budget
transparency and enhancing the tracking, monitoring, and reporting of poverty related
spending (an end-June 2007 structural benchmark).
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19. Parliament has mandated a gradual reduction in the retirement age with
potentially serious longer-term fiscal consequences, and overturned the June 2006
presidential veto to that bill. Faced with this stalemate, the government is refusing to
enforce this legislation and seeking World Bank assistance to design a broader pension
reform, possibly including a voluntary private pension pillar (Box 2). Besides helping ensure
the longer term financial viability of a downsized pay-as-you go system, the authorities
expect the reform to strengthen domestic savings and spark capital market development.
Staff stressed the need for a broad political consensus on the way forward, following an
ample debate on the trade-offs between lowering the retirement age, raising pension benefits
and further lowering payroll taxes.® Should a fully funded private scheme emerge as a
consensus centerpiece of the reform, it would need to be phased in gradually to limit the
transitional fiscal costs.

20. Parliament also passed a bill in 2003 mandating far-reaching fiscal
decentralization, a dormant measure slated to gather pace from 2007 (MEP, 415). The
plan is to move to a two-tier system comprising the center and local communities—
effectively bypassing the provincial (oblast) and municipal governments—to increase the
scope for decision-making at the grassroots level. The authorities see this as a political
imperative, despite the teething problems that will likely emerge. To safeguard
macroeconomic stability, staff advised them to phase in the process carefully and at a
measured pace, pari passu with the buildup in local government capacity, including
strengthening PFM at the local level and a clear demarcation of revenue sharing and
expenditure responsibilities of each government tier. Introducing a harmonized framework
for fiscal coordination and general government reporting would further facilitate the
transition to the two-tier system.

21. The energy sector action plan just submitted by the authorities (as an end-
September structural benchmark) features measures to put the sector’s financial
position on a sound footing, deliver reliable power supplies, and create the basis for
significant energy exports to neighboring counties (MEP, q16). A principal goal is to
reduce the electricity sector’s QFD to 5% percent of GDP in 2007 (an indicative program
target).” This should be achieved through phased adjustments of tariffs from late 2006 to
reach cost-recovery levels by 2010, and supporting steps to strengthen utility bill collections,
reduce technical losses and theft, and increase private participation in the distribution

% In line with the priority it attaches to job creation, the government will reduce the payroll tax by 2 percentage
points in two equal steps in April and October 2007, to 27 percent, bringing it closer to the 25 percent medium-
term target.

7 According to the updated methodology on cost recovery tariffs agreed between the authorities and the World
Bank, the historical QFD series has been revised upwards and the 2006 deficit is now projected at 7.4 percent of
GDP (vs. the original forecast of 5.9 percent).
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Box 2. Kyrgyz Republic: Pension Reform Issues

The foundations of the current pension system were set with World Bank assistance in 1997, comprising the
gradual introduction of a notional defined contribution system, a minimum guaranteed pension (12 percent of
the economy-wide salary) for all retirees, and stronger links between contributions and benefits. These measures
were supported by a phased increase in the retirement age from 60/55 years (men/women) to 62.7/57.7 years at
present and 63/58 years by 2007.

Earlier this year, however, parliament overturned a presidential veto on a bill lowering the retirement age to its
previous level by 2008. Realizing that this would jeopardize the pensions system’s long-term viability, the
government has so far not enforced the bill (estimated to entail an annual average cost of % percent of GDP over
the next four years, rising further over time). More generally, easing retirement would run counter to
international pension reform trends, including in the CIS region as indicated in the comparator data below, and
complicate the achievement of the government’s twin goals of further reducing payroll taxes and enhancing
pension benefits over time.

Retirement Age in CIS Countries

Men/women Year
Armenia 63/63 2005/2011
Azerbaijan 62/62 2000/2012
Belarus 60/55 1999
Georgia 65/60 1995
Kazakhstan 63/55 2002
Kyrgyz Republic 63/58 2007
Moldova 65/60 2009
Russia 60/55 N.A.
Tajikistan 63/58 2003
Turkmenistan 62/57 1998
Ukraine 60/55 1992
Uzbekistan 60/55 1994

Source: Country authorities.

The authorities are exploring the option of introducing a funded pillar to the pension system in 2008, which
would entail annual fiscal costs roughly estimated as rising from 0.1 percent to 0.5 percent of GDP during
2009-13, and stabilizing at that level until the system fully matures. This scenario would include a gradual
increase in the funded component of payroll tax contributions by 6 percentage points and a gradual reduction by
5 percentage points in the pay-as-you-go component. The World Bank has cautioned the authorities on the risks
of introducing a funded pension pillar before the prerequisites are fully in place, including a robust financial
market and capacity-building in portfolio management by participating institutions.

The fiscal costs of the funded pension pillar could be mitigated by increasing the minimum years of payroll tax
contributions for those seeking retirement or introducing base-broadening measures. For example, a permanent
increase in the coverage of payroll tax collections from a projected 24.5 percent of the economy’s wage bill in
2006 to about 26 percent would raise revenues by about Y4 percent of GDP. As a separate element of a broader
pension reform, the option of early retirement with reduced pensions could be considered as a step to lessen
pressures for reducing the general retirement age.
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utilities. Meanwhile, the authorities are also reviewing World Bank proposals to strengthen
the financial position of the gas and coal sectors, possibly including the automatic pass-
through of gas import costs and competitive tendering for multi-year procurement of
imported fuel.

Monetary and Financial Sector Policies

22. The monetary authorities expressed satisfaction with the decline in inflation over
the past several months, and saw the rapid growth in money and credit aggregates as a
healthy manifestation of financial deepening. In anticipation of a further rapid increase in
credit to the private sector, the authorities will step up bank supervision, especially
monitoring financial soundness indicators closely and taking prompt remedial measures as
warranted. Nonbank financial institutions are also growing rapidly from a low base, and an
Agency for Financial Surveillance and Reporting was created in 2005 to regulate pension
funds, insurance companies, foreign exchange bureaus, and the securities market. The
authorities indicated that they plan to refine money demand forecasts, particularly to better
reflect the importance of dollarization and the large shadow economy. The NBKR will also
broaden the menu of monetary control instruments and price these instruments more flexibly
to keep liquidity expansion in check (MEP, §17). Increasing the NBKR’s autonomy is key to
underpin investor confidence, longer-term economic stability, and the momentum of
financial sector reforms, but prospects for passage of the enabling legislation before
parliament are uncertain.

23.  Although financial intermediation remains shallow by international standards,
the authorities are making good progress in modernizing the financial system (MEP,
18). In particular, they have embarked on a medium-term banking sector development
strategy with MCM and World Bank assistance, comprising actions to modernize the
payment system, nurture microfinance, and introduce a deposit insurance scheme in late
2008 (Box 3). In this connection, they have introduced a phased increase in bank capital
requirements and continued to strengthen bank supervision. They also plan to transition to
international capital measures and standards under Basel II guidelines after further
implementation of the recommendations of the 2005 Basel Core Principles assessment.
Initiatives under way include (a) establishment of a sounder legal foundation for use and for
seizure (in case of default) of collateral, to foster mortgage and other term lending; and

(b) preparatory steps towards introduction of an insurance scheme for small depositors by
late 2008. The authorities are also planning to pave the way for the development of Islamic
banking—so far virtually nonexistent in the country—in light of the interest of certain donors
in financing these operations. In the coming months, the NBKR will issue enabling
regulations on Islamic banking and train supervisors for its implementation, possibly with
MCM technical assistance. The gamut of financial sector reforms will be reviewed by the
joint Fund/World Bank FSAP update mission scheduled for October 2006.
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24. The authorities indicated that the small real appreciation of the som since end-
2004 had not materially affected external competitiveness. Staff concurred with this
assessment, based on the sustained increase in nongold exports and other indicators, such as
market shares and relative wage costs (Box 4). The officials noted that the managed
exchange rate float had served them well in dealing with strong net foreign exchange receipts
over the past months. In this vein, they expected to limit foreign exchange market
intervention mainly to smoothing fluctuations and securing the programmed international
reserve buildup. Staff cautioned that any significant aggregate demand stimulus (e.g., with
proceeds from asset sales or external borrowing) could further exacerbate pressures towards
a real appreciation of the currency, thereby underscoring the importance of buttressing
competitiveness over the medium term through productivity gains and economy-wide wage
moderation.

Kyrgyz Republic: Financial Deepening and Credit Expansion, 2005

(In percent)

Financial deepening Credit expansion

(end-period M2/GDP) (end-period private sector credit/GDP)
Armenia 12.6 8.2
Azerbaijan 15.4 9.7
Georgia 16.5 14.8
Kazakhstan 27.7 36.4
Kyrgyz Republic 21.3 8.0
Moldova 43.1 21.2
Russia 333 25.7
Tajikistan 7.8 17.2
Turkmenistan 12.4
Ukraine 45.7 33.5
Uzbekistan 7.6 22.8

Sources: Country authorities; and Fund staff estimates.

External Sector Issues

25. To avoid a new cycle of debt buildup as the country seeks external debt relief,
the public sector will continue to refrain from nonconcessional external borrowing or
guarantees. The government will also ensure that any concessional public borrowing meets
the 45 percent floor on the grant element specified in the program (MEP, 423). Staff
underscored that the quality of large private investment projects in the pipeline should be
carefully vetted to forestall the potential emergence of contingent public sector liabilities.
The authorities are also taking steps to further enhance external debt management institutions
and procedures, including capacity building and formulation of a new external debt
management strategy by end-March 2007, a structural benchmark under the program (MEP,
924). To align the coverage of public debt with the requirements under the HIPC Initiative,
the authorities are conducting a survey of nonguaranteed external debt of public enterprises.
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Box 3. Kyrgyz Republic: Financial Sector Reforms, 2000-06

In the aftermath of the Russian financial crisis, which led to bank failures in the Kyrgyz Republic, the monetary
authorities set up a debt and bank restructuring agency in 2000 as the sole liquidator of failed banks, and they
have since taken steps to enhance the resilience of the financial sector to shocks. The authorities also adopted a
regulatory response policy aimed at (a) ensuring transparency and predictability of regulatory enforcement,
while making it less prone to discretion and arbitrariness; and (b) reducing political maneuvering to circumvent
banking regulations. The broad reform agenda going forward includes steps to (i) encourage consolidation of the
banking system; (ii) enhance bank supervision and the NBKR’s autonomy; (iii) bolster the payment system; and
(iv) enhance confidence in the banking system and foster further financial deepening. Specific actions in these
areas are summarized below:

(1) Consolidating the banking system: In early 2006, the authorities increased minimum capital requirements
on banks to som 60 million ( $1.5 million); they are scheduled to rise further to som 100 million ($2.5 million)
from January 2008. They have also strengthened their assessment of banks’ compliance with prudential
requirements.

(i1)) Enhancing bank supervision and the NBKR’s autonomy: The NBKR has taken steps to enhance bank
supervision, including hiring highly qualified staff and upgrading staff training. In addition, it has developed a
supervisory framework for market, country, and transfer risk as recommended by the September 2004 advisory
mission of MFD (now MCM); the NBKR has since instructed banks to maintain adequate capital to cover these
risks with effect from January 2007 and it has maintained close contacts with foreign bank supervisors,
particularly in Russia and Kazakhstan. The NBKR has also introduced regulations for consolidated supervision
to monitor risks faced by financial institutions, in line with the recommendations of the 2005 Basel Core
Principles for Effective Banking Supervision Assessment. A bill before parliament seeks to amend the central
bank charter to enhance its autonomy and ensure legal protection of its employees in performing official duties.

(ii1) Bolstering the payment system: In 2006, the authorities formulated an action plan to develop the payment
system, including payment of utility bills and salaries of civil servants through banks—to be subsequently
extended to all payments to and from hospitals and schools. To support the gradual transition to payments
through banks, the NBKR will commission a bulk clearing and cash processing center by end-November 2006,
which will help extend the system of payments through banks to all public sector employees and enterprises. In
addition, the NBKR is moving ahead with plans to develop a real-time gross settlement system with World
Bank assistance, and it is preparing tender documents for general ledger development contracts to help develop
a nexus of payments and depository functions and enhance interbank operations.

(iv) Enhancing financial intermediation: To boost confidence in the banking system and protect depositors,
the NBKR is poised to introduce a deposit insurance scheme for small depositors by late 2008. Enabling
legislation on deposit insurance has already been submitted to parliament and the NBKR has drawn up the
modalities for commercial banks’ participation; it has also estimated the level of protection, the total cost and
the cost-sharing between banks and the government. To enhance debtor information gathering by lenders, the
NBKR created a Credit Information Bureau in 2000, which was transformed (with donor assistance) into an
independent credit bureau in 2003. Further, the authorities will issue a privatization tender for the Kyrgyz
Agricultural Finance Corporation by end-2006. More generally, the pace of financial deepening will depend on
progress in legal and judicial reforms, and establishment of effective contract enforcement mechanisms. The
authorities plan to amend the civil, housing and land codes and the laws governing collateral, to harmonize
provisions on collateralized lending by financial institutions and facilitate collateral seizure in cases of default.

(v) AML/CFT developments: New AML and CFT legislation entered into force in August 2006. The newly
established Financial Intelligence Unit is proposing enabling amendments to the relevant criminal codes.
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Kyrgyz Republic: Indicators of External Competitiveness, 1995-2005

130

Box 4. Kyrgyz Republic: Competitiveness Indicators

Competitiveness in purchasing power parity terms seems to have changed little in the past half
decade, as the appreciation of the som against the dollar and the Chinese yuan was largely offset by the
som’s depreciation against the Russian ruble and the Kazakh tenge. In real effective terms, the som
stayed broadly flat during the period. This came after a real appreciation in the mid-1990s (similar to the
experience of other transition economies whose currencies had become increasingly undervalued), and a
sharp depreciation during the 1998—-99 Russian crisis. While the Fund’s INS series is based on a simple
average of 1999-2000 trade weights, the NBKR’s nominal and real effective exchange rate index is
built using a three-year moving average of trade weights excluding gold and energy exports.

Penetration of Kyrgyz exports in its three main trading partners (Russia, Kazakhstan and China), which
together account for over two-thirds of total exports, increased in 2003—04 (after a slump in 2001). Part
of this ground was lost in 2005, as Kyrgyz output and exports were buffeted by the March 2005 political
developments, but preliminary half-year data for 2006 suggest that nongold exports have increased
rapidly.

Trade-weighted relative wage costs have remained broadly unchanged since 2000, and remain lower
than during the preceding five years (within that period, Kyrgyz wage premia relative to the main
trading partners during 1995-97 shifted into sizable relative discounts in the aftermath of the Russian
crisis).

Kyrgz Republic: Bilateral Real Exchange Rate of the Som, 1995-2005
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26. The Kyrgyz Republic is an active member of regional integration initiatives
under the Eurasian Economic Community (EURASEC).? During their recent summit in
Sochi, EURASEC members agreed to work towards a common energy market and develop a
concept paper on hydropower regulations in Central Asia. In addition, Belarus, Kazakhstan
and Russia are preparing the legal groundwork for introduction of a customs union. The
Kyrgyz authorities noted that they might join that union after other EURASEC members join
the WTO, so that their most-favored-nation import tariffs would be similar to the relatively
low rates applied by the Kyrgyz Republic—the first CIS member of the WTO.

27. Despite a notable improvement in regional transit systems in recent years, the
authorities look forward to a further easing of costly external barriers to Kyrgyz
exports. They saw the agreement with Kazakhstan allowing permit-free cargo and passenger
transit through its territory as an important first step, but noted the scope for further
liberalization, especially regarding the payment of various fees and cumbersome truck
inspections. They also hope to secure an easing of very costly customs escort procedures
imposed by Uzbekistan on excisable goods (i.e., the vast majority) transported through its
territory.

Technical Assistance and Data Issues

28. The authorities expressed appreciation for the TA provided by the Fund in
recent years, especially in the fiscal, financial sector and statistical areas (Appendix I).
Going forward, they count on assistance to follow up on the findings of the upcoming FSAP
update mission, as well as on Islamic banking and development of a government securities
market. The quality and timeliness of economic data have improved over the years, but there
is scope for further enhancing the quality of real sector and balance of payments data. The
Kyrgyz Republic subscribed to the Special Data Dissemination Standards in February 2004,
and data provided to the Fund are generally adequate for program monitoring and
surveillance.

C. Capacity to Repay and Medium-Term Risks

29. Despite a significant improvement in the Kyrgyz Republic’s debt indicators
since 2000, reflecting prudent debt management, fiscal consolidation, and the
concessional March 2005 Paris Club restructuring,’ the external debt burden remains

8 Other members include Belarus, Kazakhstan, Russia, Tajikistan and Uzbekistan. Armenia, Moldova and
Ukraine are observers.

? Restructuring agreements have been signed with all Paris Club creditors. Regarding non-Paris Club creditors,
Pakistan converted all Kyrgyz debt into a grant and negotiations with China, India and Korea are advanced.
Progress in discussions with other creditors has been slow, despite best-faith efforts from the Kyrgyz Republic.
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heavy. This is borne out by the joint debt sustainability analysis undertaken by Fund and
World Bank staffs (Annex I).'° The end-2005 ratios of the NPV of debt to GDP (46 percent)
and to government revenue (277 percent) exceed the sustainability thresholds set for low-
income countries in the same peer group of medium performers (based on the World Bank’s
Country Performance and Institutional Assessment index), namely 40 percent and

250 percent, respectively. By contrast, the ratios of the NPV of debt to exports (120 percent)
and of debt service to exports (7% percent) are well below the indicative thresholds of

150 percent and 20 percent, respectively.

30.  All critical debt indicators are projected to fall under threshold levels in the next few
years in the staffs’ baseline scenario, and to continue improving throughout the projection
period, although their evolution is highly sensitive to the assumptions underlying the
projections or to shocks portrayed in stress tests. In addition, the Kyrgyz Republic has
established a record of timely servicing its obligations to the Fund, and its capacity to repay
the Fund going forward is expected to remain strong.

31. Risks to the outlook (which appear manageable on balance) stem mainly from
possible escalation of political tensions or internal pressures to relax fiscal reform
discipline and slow the reform drive. These risks would be mitigated by greater
accountability and transparency from all branches of government. Continued engagement of
the donor community through a close policy dialogue and technical and financial support to
the reform effort could also play a part.

IV. STAFF APPRAISAL

32. After coping with the dislocations stemming from the collapse of the USSR and
the 1998 Russian financial crisis, the previous administration left a legacy of entrenched
macroeconomic stability. The government liberalized the economy early on and launched
other comprehensive structural changes, but the reform effort weakened over time and
serious governance issues were allowed to fester. This led to growing disenchantment of the
citizenry, culminating in the March 2005 Tulip Revolution.

33. The new administration has shown commendable resolve in maintaining
macroeconomic stability, despite lingering political tensions. In particular, it has
displayed fiscal prudence and pledged continued adherence to market-friendly policies aimed
at fostering private sector-led growth and eradicating poverty. The authorities secured
approval of a revenue-neutral tax package (featuring rate cuts to ease the burden on capital
and labor) and unified household electricity tariffs, as part of a longer-term drive to put the
power sector on a stronger footing. Meanwhile, they have continued to modernize the

' Domestic public debt at 7 percent of GDP is relatively low and not expected to materially rise in the
foreseeable future.
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financial system and introduced a new legal framework to curtail money laundering and the
financing of terrorism.

34. Performance in the year-to-date year under the PRGF-supported economic
program has been good. Inflation has remained in line with the program and is expected to
stay below the end-year target of 5.7 percent. The outlook for output growth during the year
has been scaled back to 4 percent because of an accident in a major gold mine, but there are
encouraging signs of a rebound in activity in other sectors. All end-June quantitative PCs
were met, in some cases by wide margins, owing partly to buoyant revenue from import
transactions, and all structural benchmarks have also been met to date. Staff supports the
authorities’ request for a waiver for nonobservance of the end-June structural PC on the
transfer of Centerra shares to the State Property Fund, based on the remedial actions they
have taken to effectively fulfill the spirit of the missed PC.

35. Going forward, the Kyrgyz Republic’s new Country Development Strategy,
designed in consultation with domestic stakeholders and donors, provides a good
platform for action. The overarching purpose of the CDS is to realize the country’s
promising potential for growth in a low-inflation environment, while improving the lot of the
poor and moving towards achievement of the Millennium Development Goals. Besides
political stability and firm adherence to the rule of law, progress in that direction will require
bold efforts to tackle governance issues, improve the business climate, and diversify the
economy under the stewardship of the private sector. The authorities should also proceed to
implement promptly the energy sector action plan designed with World Bank assistance. This
will be crucial to reduce the sector’s sizable quasi-fiscal deficit, provide adequate power
supplies to the growing economy, and tap into the considerable potential for regional energy
exports. Furthermore, staff would caution the authorities about the risks (in terms of resource
misallocation, forgone tax revenue, and rent-seeking opportunities) of the expansive
industrial policy that has been floated recently by influential business and political groups.

36. Against this backdrop, the authorities’ economic program for 2007
appropriately seeks to maintain macroeconomic stability—targeting a decline in end-
period inflation to 4’25 percent and a rebound in real GDP growth to 5% percent. To
that end, the authorities plan to keep the primary fiscal balance before grants below 3 percent
of GDP—broadly unchanged from 2006. In addition, their prudent monetary program seeks
to moderate the growth of liquidity and secure a further buildup in international reserves that
would slightly raise the import coverage of gross reserves.

37. The authorities plan to gradually divest their shares in the Centerra mining
conglomerate and use the proceeds to spur growth. These resources would likely be
channeled through a development fund that could be set up shortly, which would need to be
fully integrated into the general government budget and subject to close parliamentary
scrutiny. In this regard, topping up investment in high-yielding public projects seems
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preferable to stoking the ongoing credit boom. Moreover, the government should refrain
from reintroducing directed subsidized lending by the financial system. In any event, it will
be important to closely align any additional poverty reducing spending made possible by
interim assistance under the enhanced HIPC Initiative, as well as any additional aggregate
demand stimulus financed by asset sales or external loans, with the annual economic
programs. As such, some modifications to the 2007 economic program may be warranted at
the time of the fourth review under the arrangement in early 2007.

38. In the fiscal area, the top priorities are to strengthen tax administration so as to
establish a solid foundation for fiscal consolidation, and to deepen the ongoing reforms
in public financial management—including improvements in budgetary design and
execution and in the tracking and targeting of poverty reducing spending. Meanwhile,
every effort should be made to secure approval of the increase in nonagricultural land taxes
and the best-practice tax code that are both before parliament, as well as to resist vested-
interest pressures for slowing the reforms of the State Tax Inspectorate and the Large
Taxpayers Unit. Furthermore, the authorities need to carefully phase in the fiscal
decentralization mandated by parliament to avert a loss in fiscal control, while seeking to
build capacity and clearly demarcating the fiscal responsibilities of each tier of government.

39. The authorities’ continue to object to the reduction in the retirement age, despite
strong political pressures. To break the stalemate with parliament, the government would
be advised to continue working towards broad understandings on a fiscally sustainable
pension reform, while clearly communicating to the public the tradeoffs between lowering
the retirement age, on the one hand, and further reducing the payroll tax and increasing
pension benefits over time, on the other hand. Going forward, the pension reform proposals
under consideration should be carefully assessed with expert international assistance.
Creation of a voluntary, privately funded pension pillar could have positive spillovers on
private savings and capital market development, provided the appropriate prerequisites are
put in place beforehand and the new system is phased in gradually to mitigate transitional
fiscal costs.

40. The authorities have successfully kept inflationary pressures in check, thanks in
part to continued remonetization of the economy. However, high international fuel prices
and the envisaged phased hikes in electricity and natural gas tariffs, as well as the prospects
for scaling-up the 2007 spending envelope (with resources from interim HIPC assistance and
additional asset sales or external loans) could rekindle price pressures and call for a tighter
monetary stance. The authorities should also continue strengthening bank supervision and
take remedial actions if the quality of loan portfolios deteriorates as a result of the ongoing
credit boom. More generally, the authorities’ plans to deepen financial reform are sound and
the upcoming FSAP update mission should provide a good opportunity to fine-tune them.
Meanwhile, staff urges the government to seek prompt passage of the amendments to the
central bank charter and pertinent legal codes aimed at strengthening the NBKR’s autonomy.
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41. Debt relief under the HIPC Initiative and MDRI could play an important role in
underpinning macroeconomic stability and debt sustainability, while creating fiscal
space for additional poverty reducing spending. The authorities are taking welcome steps
to further enhance external debt management, and the program continues to preclude the
contracting or guaranteeing of nonconcessional external loans. To avoid a new 