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EXECUTIVE SUMMARY 

The Kyrgyz Republic has made major strides in the past decade in i t s  transition to a market-based 
economy: a complex challenge exacerbated by i t s  small size and geographical location. I ts  trade and 
investment policies are arguably the most liberal among the member countries o f  Commonwealth o f  
Independent States (CIS). Despite the generally progressive stance on structural policies and a sound 
record o f  macroeconomic management in recent years, economic growth has been modest, living 
standards are low, a large burden o f  external debt has been accumulated and integration into global 
production and trade remains limited. 

This report i s  aimed at helping the authorities identify factors explaining the apparent divergence 
between policies and outcomes, with a view to determining priorities for reform in the coming period. 
The main messages o f  the report are: 

0 Kyrgyz policymakers should take advantage o f  the currently favorable nexus o f  a stable 
macro-environment, relatively strong gold production and international prices, and fast- 
growing neighboring markets to address lingering policy and institutional deficiencies that 
limit the efficient restructuring o f  the economy away from i t s  dependence on primary 
agriculture, mining and hydro-power. Action i s  needed to provide for more rapid progress 
with poverty reduction and to mitigate the impact on the economy o f  an expected major 
decline in gold production by the end o f  the decade. Detailed quantitative analysis conducted 
for this study reveals a significant unrealized growth potential in agriculture and livestock 
products, agro processing and light manufacturing based on prevailing inter-sectoral linkages 
in the Kyrgyz economy. Moreover, the potential spillover o f  economic stimulus from these 
sectors to other sectors o f  the economy i s  very high, with important implications for 
expanding employment and income opportunities. The report highlights the critical role o f  a 
supportive service sector in facilitating these changes. 

0 The prospects for successfully changing the growth pattem and trajectory depend 
fundamentally on accelerated investment and export diversification. The contribution o f  FDI 
to non-gold real sector investment has been minuscule over the past decade, l imiting 
opportunities for much needed technology transfer and access to  global value chains. The 
weaknesses o f  the export sector are reflected in the steady erosion o f  the Kyrgyz share o f  
traditional regional markets. Kyrgyz f i r m s  have failed so far to fully capitalize on 
opportunities created by strong growth in import demand in two neighbors-Kazakhstan and 
Russia-ven compared to some CIS competitors that have reformed more slowly. Although 
there was a surge in non-gold exports and in FDI in 2003, this i s  from a very low base and 
much needs to be done to expand and sustain these gains. 

0 The report proposes a strategy for economic-cum-export diversification that requires 
simultaneous actions to address external and domestic trade policy issues. Formal and 
informal transit and transport costs are a major constraint to expansion o f  trade within and 
beyond the Kyrgyz Republic. Poor infrastructure, l imited competitive pressures and low- 
level corruption, however, combine to raise trading costs to often prohibitively high levels. 
Safeguard measures remain a potential problem, and technical barriers to trade are pervasive 
in the CIS countries and elsewhere, although their impact on Kyrgyz exports has apparently 
been modest to date. The Kyrgyz Republic i s  signatory to several regional preferential trade 
agreements and regional cooperation arrangements, some specific provisions o f  which have 
not been agreed with key neighbors or are not respected in practice. The regulatory 
environment, standards regime, customs administration and backbone services such as trade 
finance and telecommunications al l  pose severe challenges for efficiency and 
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competitiveness. The benefits o f  reform will depend to some extent on neighbor policies and 
practices. The most promising route forward on many o f  these issues lies through the WTO. 
For instance, the adoption o f  WTO-consistent disciplines in areas such as transit, 
antidumping, services, customs and standards would significantly reduce transaction costs for 
all f i rms operating in the Eurasian Economic Community (EURASEC), covering Belarus, 
Kazakhstan, the Kyrgyz Republic, the Russian Federation, and Tajikistan. 

0 Over the past few years, the government has adopted a range o f  measures aimed at reducing 
administrative barriers and strengthening the commercial legal system through a highly 
participatory reform process. However, implementation and enforcement have been sorely 
weak. The number one priority for Govemment must be to improve i t s  implementation track 
record. Increased predictability in the investment climate, and reduced instability and 
uncertainty in the rules o f  the game, would address the biggest concems expressed by 
investors. This means greater emphasis on improved governance, which will entail, among 
other things, resolute implementation o f  ongoing public sector reform and capacity-building 
efforts. Equally important i s  faster progress with ongoing reforms in the regulatory regime, 
taxation, and the legal system. 

0 In the end, however, it i s  f i r m s  not countries, that are on the front line o f  international 
competition and business development. Favorable national circumstances, such as supportive 
macroeconomic conditions, friendly investment climates and market-expanding trade 
agreements, contribute to competitiveness, but they do not guarantee success. Individual 
f i rms must, therefore, develop strategies and organizational structures and improve their 
technical capabilities to compete at home and abroad. Growth accounting analysis and the 
industry case studies provide evidence that Kyrgyz companies are already having some 
success on this front in food processing, and in few other manufacturing production lines. 
Both sources also show that in order to expand exports and compete more effectively at 
home, a wider spectrum o f  producers will have to do more to remove vestiges o f  the old 
Soviet system and many new f i r m s  will have to enter. The efficiency o f  investment will, 
however, depend on the learning rate o f  f irms; this, in turn, wil l be largely determined by the 
strength and efficiency o f  technology transfer through foreign private enterprise, capital and 
know-how. The learning process can be assisted in a variety o f  ways, including public- 
private training partnerships, and donor/NGO training and technical advisory services that are 
already available in a limited way and need to be considerably expanded. 

MAIN FINDINGS AND RECOMMENDATIONS 

The Government’s stabilization-cum-structural reform program, launched in 1993 shortly after 
independence, has been broadly successful in securing macroeconomic stability while gradually 
transforming the economy to a market-based system. Despite the disruptions o f  a regional financial crisis 
in 1998-99, the last five years have seen major improvements in fiscal and extemal imbalances, 
reasonable real GDP growth, declining inflation rates, some moderation o f  excessively high interest rates 
and a fairly stable currency. There has also been a significant decline in the poverty headcount, although 
over 40 percent o f  the population i s  s t i l l  below the poverty l ine. While the fiscal reforms are far from 
complete, improvements to date are expected to underpin an extemal debt stock reduction by Paris Club 
Creditors in early 2005, which will increase flexibility and predictability in public expenditure 
management and help further strengthen the country’s fiscal outlook. 

The supply-side response of the Kyrgyz economy to an otherwise stable macroeconomic 
environment and liberal regime o f  foreign trade and investment has, however, been slow. Relatively 
strong recovery in agriculture, backed by land privatization early in transition and by import substitution 
in food consumption, supported the recovery from the severe contraction o f  the early 1990s. In 1997, 
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gold mining emerged as a key export activity, further facilitating the economic recovery through its inter- 
sectoral linkages. By 200 1, gold production comprised the country’s third-largest economic activity, after 
agriculture and livestock, and retail/wholesale trade. The economy has largely concentrated on primary 
goods production and, with the exception o f  gold, i s  s t i l l  in the early stages o f  defining i t s  comparative 
and competitive advantages in the production o f  goods and services. Overall, investments in the economy 
are l ow  and are concentrated in industry (mining and power) and services (transport and communication). 
Donors funding and own-capital from local enterprises (including joint ventures with a large state share) 
constitute the main sources o f  investment financing. Except gold mining, FDI contributes relatively little 
to real sector investment. 

Despite significant emphasis on public investments in infrastructure in the past decade, Kyrgyz 
producers must grapple with difficult mountainous terrain, limiting access to internal markets and 
contributing to high domestic transport/trade margins across various sectors. Similarly, in spite o f  
seemingly abundant endowments o f  hydro-power and water, the prevailing problems with accessibility 
and reliability o f  energy supply reflect the lack o f  a coherent energy policy and poor management. The 
high costs andor poor accessibility/quality o f  key services such as transport and energy make for an 
unattractive climate for both foreign and local investors. Export growth performance has been weak. 
Much  o f  the growth in the Kyrgyz Republic’s export performance has been driven by the r ise o f  gold 
since 1997, which now accounts for close to 40 percent o f  total exports. Data on regional trade patterns 
suggest that Kyrgyz exporters have failed to fully capitalize on a large increase in import demand in both 
Kazakhstan and Russia, major trading partners, over the last f ive years. Wh i le  the value o f  total Russian 
imports doubled between 1999 and 2003, the value o f  Kyrgyz exports to Russia fel l  7 percent. The value 
o f  Kyrgyz exports to Kazakhstan in 2003 stood 24 percent above i t s  1999 level, but Kazakhstan imports 
increased 156 percent over this time. Most o f  the decline in non-gold exports i s  attributable to the overall 
slow recovery in non-gold GDP associated with underdevelopment o f  commercial agriculture, 
manufacturing and services sectors. 

Sluggish export growth i s  also attributable to competitiveness gap vis-a-vis other CIS countries. 
Measured by relative unit labor costs, the competitive gap between the Kyrgyz Republic and CIS 
comparator/competitor countries i s  significant. Concerning the two underlying factors influencing 
competitiveness, i.e. the real exchange rate and the wage-productivity ratio, the former has improved over 
the mid-l990s, signifying an increase in competitiveness, while the latter has deteriorated. The Kyrgyz 
Republic has lower wages than many o f  its CIS comparators/competitors, except Tajikistan, providing a 
competitive advantage. But it has sizable productivity gaps with many countries in the region. A major 
reason for this i s  that the total factor productivity started increasing in CIS-7l countries in 1998, but the 
average growth rate o f  the labor productivity in the following four years was slow, at around 1.4 percent, 
in the Kyrgyz Republic compared wi th  a CIS-7 average o f  4 percent The productivity gaps that resulted 
from these differential rates o f  productivity growth are larger than the wage differentials observed 
between the Kyrgyz Republic and these other countries, suggesting that the Kyrgyz Republic’s l ow  wage 
advantage i s  being eroded by a larger productivity disadvantage. The consequence i s  higher unit labor 
cost and trouble competing at home and abroad. 

These difficulties are compounded by the limited financial intermediation capacity o f  the banking 
sector, with high real interest rates, expensive collateral-based credit, and a very l imited long-term 
financing, even when compared to CIS countries that have reformed more slowly and shown weaker 
macroeconomic performance. Among the factors explaining these weaknesses are a segmented and 
underdeveloped banking system, a small deposit base, and delays in the development o f  a sound 
regulatory framework for financial intermediation. In addition, incentives for f i r m s  to remain in the 
informal economy and operate outside the banking system keep monetary depth low, while both 

’ CIS-7 countries comprise Armenia, Azerbaijan, Georgia, Kyrgyz Republic, Moldova, Tajikistan, Uzbekistan. 
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increasing costs and the r isk  o f  bank lending. Finally, the low disbursement rates o f  existing numerous 
donor-financed credit lines suggest that private credit might have been constrained by the lack of 
bankable projects. 

Overall, growth has not yet led to commensurate increases in the number o f  jobs. Trade and 
agriculture account for a disproportionately high share o f  total employment. Wages in agriculture and 
trade, on the other hand, remain very low, reflecting the presence o f  a large pool o f  jobless and 
discouraged workers. A good deal of activity takes place in the informal sector in services, street trading 
and subsistence farming. Addressing the problem of low formal job creation and promoting job  creation 
outside agriculture are critical not only to furthering poverty reduction but also in successfully alleviating 
high urban poverty in the Kyrgyz Republic. 

This picture highlights the importance o f  not only the level, but also the pattern o f  growth for 
poverty reduction. I t  also suggests that the growth agenda needs to address more carefully the constraints 
to greater supply-side response to ongoing reforms, one that can facilitate a broad based growth o f  
economic activity and exports. Risks to sustainability o f  current growth rates and continued poverty 
reduction wil l otherwise remain high as will the economy’s vulnerability to extemal shocks. This report 
i s  aimed at assisting the authorities in this endeavor by focusing on three key challenges: 

a. Identifying strategic options to strengthen prospects for medium- and long-term growth and 
poverty reduction (Chapter 1); 

b. Assessing ways o f  leveraging domestic trade policy reforms and existing regional and 
multilateral trade agreements for further regional and global integration (Chapter 2); and 

c. Identifying key areas where greater efforts are necessary to facilitate improvements in 
enterprise capability and productivity (Chapter 3). 

Options for Strengthening Medium- and Long-Term Growth Prospects 

In order to understand how different growth patterns will influence employment and poverty, a 
social accounting matrix (SAM)-based model o f  the Kyrgyz economy was developed based on input- 
output data for 200 1. The analysis focused on: (i) the potential o f  the non-gold economy and exports, as 
future drivers o f  growth; (ii) the strength o f  the spillovers from gold production to  the rest o f  the economy 
and, hence, the l ikely implications o f  the expected halving in the gold-production over the next five to 
seven years; and (iii) key underlying reform elements o f  the medium- and long term growth agenda. 

The model indicates that a notable feature o f  production patterns in the Kyrgyz Republic i s  the 
dispersion o f  non-gold economic activity and exports, which entails broad, even if not uniformly strong, 
backward and forward linkages from agriculture and livestock to manufacturing. With the exception o f  a 
few traditional agricultural commodities and power, this basket does not reveal a particular comparative 
advantage. However, i t does suggest natural comparative advantages through i ts  linkages to the country’s 
natural and other economic resources as well as human capital. Most o f  the activities in the basket 
currently have small shares in production and non-gold exports, but their growth potential i s  high on two 
counts: first, value added in production i s  high, particularly so in agriculture and livestock, but also in 
light manufacturing; second, the potential for spillover from growth in any o f  the activities in these 
sectors i s  high. This suggests a large potential payoff to policies that facilitate both raw material and 
higher value added production from the same supply chains, especially in ago-processing and other light 
manufacturing (e.g., cotton, wool, textiles, etc.). Finally, the data show that the share o f  non-gold exports, 
excluding the top three traditional exports, i.e., cotton, tobacco and power, i s  much higher in GDP than 
their contribution to total exports, pointing to the potentially high growth payoff to be derived from a 
broadening o f  the export supply base. 
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The analysis also shows that primary agricultural and livestock activities/exports in principle 
generate relatively more but low-wage jobs, compared to processed agricultural gooddexports, other 
manufacturers, and services, which generate relatively fewer, but high-wage jobs, absorbing relatively 
better educated workers. This confirms that not only i s  higher growth essential for  higher incomes, but 
economic diversification toward higher value added production in manufacturing and services i s  the only 
way to  create relatively higher wage jobs and, hence, to achieve faster poverty reduction in the Kyrgyz 
Republic. 

Finally, the analysis suggests that gold production entails surprisingly high inter-sectoral linkage 
multipliers and induced income multipliers. As a consequence, the growth accounting simulations 
undertaken to estimate’ the growth-dampening impact of  the expected halving o f  gold production point  to 
l ike ly  dismal growth outcomes towards the end o f  the current decade. They also point t o  the l ike ly  
erosion in household incomes, resulting both f rom reduction in incomes generated in the mining-sector, 
which are significantly higher than the average income in the rest o f  the economy, as we l l  as f rom j o b  and 
prof i t  losses in other sectors. This, in tum, could depress the demand for commodities and services 
produced domestically, exacerbating the effect o f  the original shock. 

The objective o f  the S A M  analysis i s  to illustrate possible future growth outcomes assuming the 
prevailing economic structure remains unchanged o n  average, rather then pre-judging future growth 
outcomes or  identifying “winners.” The analysis points to the importance o f  greater efforts to  facilitate 
development of: 

0 Critical agricultural services and high value commercial agricultural commodities by 
diversifying away f rom traditional crops, e.g., grain and potato3 (Chapters 1 and 3); 

Efficient supply o f  critical public inputs such as energy and transport4 (Chapters 1-3); 

Development o f  backbone services, including through regulatory reforms (Chapter 2); 

Facilitating economic re-structuring and re-entry5 (Chapter 3); 

Pol icy and institutional reforms to  deal effectively with a range o f  domestic and extemal 
trade pol icy barriers (Chapter 2), and factors that hinder development o f  enterprise capability 
and productivity (Chapter 3); and 

Human capital through better and higher education and sk i l l s  training (Chapter 3). 

0 

0 

0 

0 

0 

Leveraging Domestic Trade Policy Reforms and Existing Trade Agreements for Further 
Regional and Global Integration. 

For a landlocked small country such as the Ky rgyz  Republic, export-led growth i s  the only option 
for  the long term. What are the barriers to exports and imports? H o w  can they be overcome? The 
analysis o f  the report provides support to three broad conclusions: 

’ A similar analysis to replicate the impact o f  the temporary decline in the gold production in 2002 demonstrates that SAM-based 
model performs reasonably well in accounting for actual growth pattems in 2002. 

See “Kyrgyz Republic Agriculture and Agribusiness: Growth Opportunities and Obstacles.” World Bank, June 2002. See also 

See forthcoming World Bank Study on “Central Asia: Regional Electricity Export Potential,” and “Kyrgyz Republic Public 

This i s  an area that requires further study against the background o f  this report’s findings. See also Volume I1 o f  this Report. 

3 

Volume I1 of this Report. 

Expenditure Review: Fiscal Policy for Growth and Poverty Reduction,” The World Bank, March 2004. 
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0 First, external barriers to  the Kyrgyz Republic’s integration into regional and global markets 
are formidable, but at present they are neither related to tariffs nor to safeguard arrangements 
and technical barriers. The most biting among external barriers are transit and transport 
costs, both formal and informal. Safeguard measures remain a potential problem, and 
technical barriers to trade are pervasive in CIS countries and elsewhere, but so far their 
impact o n  Ky rgyz  exports has remained negligible. In fact, Ky rgyz  exporters face low, i f  
any, duties, in part because o f  preferential CIS-related arrangements, and in part due to the 
l o w  level o f  processing embodied in exports in cases when they are destined to non- 
preferential markets. These issues should be addressed nonetheless. Besides neighbor’s 
policies, however, domestic policies-largely those that go beyond trade issues-have also 
contributed to the Kyrgyz Republic’s weak external performance (e.g., distortions induced by 
the tar i f f  schedule for  some sectors, customs administration, cumbersome standards regime, 
weak regulatory capacity in services administration). There i s  an urgent need to  deal with 
both. 

0 Second, a l iberal foreign trade and investment regime and WTO membership brought benefits 
in several important ways, even though the Kyrgyz Republic has not  realized a l l  o f  the 
benefits o f  accession. This calls for exploring ways to use the WTO as a vehicle for  further 
structural reforms. 

0 Third, the Ky rgyz  Republic has not realized much o f  the benefits f rom participation in 
regional integration arrangements, notably the EURASEC. Since good relations with a 
number o f  EURASEC members and an enabling regional trade environment are crit ical to the 
Ky rgyz  Republic’s economic welfare, there i s  a need to  explore ways o f  tapping the potential 
benefits. 

This report recommends development and implementation o f  a two-pronged strategy for  dealing 
with the domestic and external dimensions o f  the Kyrgyz Republic’s trade challenges set against the 
background o f  the WTO rule-based system. The answers to three questions below provide major 
ingredients o f  the strategy. 

What can be done to maximize future beneJits of the Kyrgyz Republic’s WTO membership? First, 
the government could further leverage i t s  obligations under WTO rules to accelerate reforms in domestic 
trade related pol icy constraints. Al though i t  appears that WTO obligations have helped lock in the 
program o f  trade liberalization initiated in 1994, they failed to motivate accelerated reforms in the 
standards regime, customs administration, and services administration, particularly in 
telecommunications. Combined, these delays weakened the supply response to  the l iberal trade and 
investment regime in the Kyrgyz Republic. In addition, although, the structure o f  Ky rgyz  applied MFN 
tar i f f  rates does not create significant distortions in domestic production and consumption pattems,‘ the 
Kyrgyz tar i f f  schedule, nonetheless, introduces unnecessary differentiation in protection in few sectors, 
which also requires attention o f  policy-makers. The report provides a set o f  technical recommendations 
to assist the ongoing reform efforts. 

0 Inefficiencies in customs administration impose significant costs on exporters and importers 
alike, thereby, further distorting competition in domestic markets and erecting barriers to 
export-oriented business activities. I t  takes at least between three and f ive days to release 
inbound consignment, largely because o f  excessive bureaucratic requirements. This i s  a 

Kyrgyz Republic’s maximum tariff rate of 15 percent i s  low by any standard. So is the dispersion o f  tar i f f  rates. Both the 
levels and the structure of MFN tariff rates in the Kyrgyz Republic are quite close to  the best intemational practice o f  a uniform 
tariff rate. 
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faster release time than in most CIS economies, but it s t i l l  constitutes a major impediment to 
Kyrgyz traders since goods are charged for each day under customs, which further 
exacerbates already high transaction costs. While the well-established (and well-connected) 
f i r m s  seem to be less affected with this problem, it greatly complicates entry into 
international markets o f  small and/or new f i rms.  Other problems imposing significant costs 
on traders include the absence o f  licensed customs brokers, mandatory inspection o f  al l  
shipments, and lack o f  electronic data interchange between traders and the customs 
administration and between the customs administration and other government agencies as 
well as customs bureaus o f  neighboring countries. Combined these factors result in traders 
both spending unnecessarily long times in the clearance process and making unofficial 
payments on top o f  ad valorem customs fee o f  0.15 percent.’ 

The weaknesses in the Kyrgyz customs administration are not unique: similar complaints are 
raised against other customs bureaus in the region and around the world. Yet, altogether they 
create significant barriers to international trade activities. The recently revised customs code 
appears to be largely consistent with international best practices (including WTO rules and 
the revised Kyoto convention). In particular, i t corrects problems in the current customs code 
that has blocked emergence o f  licensed customs brokers. Yet, as will be discussed below, 
without simultaneously addressing bottlenecks in neighboring countries through intensive 
cross-border cooperation, the ‘expected payoffs from this effort might fai l  to materialize. The 
government and the customs administration should intensively promote regional cooperation 
to advance the pace o f  customs reform. 

Finally, both reform and modernization o f  customs administration and an enhanced 
administrative cooperation with neighboring countries are crucial for paving the way for full 
implementation o f  the WTO Agreement on Customs Valuation,8 without opening the door to 
fraud and reduced collections o f  tariffs, excises and VAT. 

0 The standards regime followed in Kyrgyz industries inherited from former Soviet central 
planners, which i s  characterized by mandatory inspections and certifications, unique national 
standards, overlapping agency responsibilities for regulations, and heavy government 
involvement in all dimensions o f  the standards system: standardization, accreditation and 
conformity assessment. The system i s  unnecessarily complex and confusing. I ts  compulsory 
quality significantly increases f i rms ’  production costs through significant payments for tests 
and other procedures. Clearly, streamlining quality testing procedures and removing other 
unnecessary administrative barriers would dramatically increase competitiveness o f  Kyrgyz 
firms.’ The standards regime also places a heavy burden on the state budget as standards 
development, conformity assessment and enforcement i s  costly. 

The government’s recently intensified efforts to streamline the certification and inspection 
requirements and to improve standards and technical regulations are important steps forward 
in addressing these problems. The key recent measures on the institutional front include 
vesting conformity assessment responsibilities o f  the Kyrgyzstandart in a new organization 

’ Incidentally, the ad valorem fee violates the WTO rule o f  charging for actually rendered service. 

The agreement requires that customs inspectors in WTO member countries rely on the transaction value-the price paid or 
payable in the market-when calculating ad valorem duties instead o f  using reference or minimum prices that are set artificially 
by the govemment. This means relying primarily on what traders write down on their invoices. 

For instance, the dairy industry value chain analysis demonstrates that the removal of informal payments promoted by the 
existing standards and the certification regimes could increase net profits o f  small enterprises in the Kyrgyz dairy industry by 
140 percent and those o f  large enterprises by 40 percent. 
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that i s  separate from accreditation and standardization; and on the legislative front include a 
new Law on the Fundamentals o f  Technical Regulations, which explicitly prohibits the 
national standards body from issuing regulations. The critical next steps during the 
implementation o f  these new measures must include the following: 

9 Standardization: Shift the burden o f  standards development out o f  government agencies 
(and other entities under substantial state control or direction) and into the hands o f  
private sector bodies, especially those operating at the regional or international levels. 

9 Accreditation: Promote both accreditation o f  Kyrgyz conformity assessment providers to 
international standards and the acceptance o f  international accreditation o f  conformity 
assessment procedures, accelerate accession o f  Kyrgyz accreditation bodies to the 
International Laboratory Accreditation Cooperation and other multilateral arrangements, 
and accept as valid laboratory results o f  any foreign conformity assessment providers that 
are accredited to international standards. The Kyrgyz national accreditation body should 
also participate in the regional “Central Asian Cooperation on MAS-Q.” 

9 Conformity Assessment: Shift the burden o f  conducting testing out o f  the government to 
the private sector and ensure free trade in conformity assessment services. Accept, to the 
maximum extent, feasible manufacturers’ self-declaration o f  conformity assessment. 
Expand the validity o f  certificates so that fewer tests are required. 

P Recognition: Accept as equivalent foreign governments’ technical regulations that are 
based on international standards, even when those governments have not entered into 
formal mutual recognition treaties with the Kyrgyz Republic. 

I t  should be noted that the above recommendations would not jeopardize access o f  Kyrgyz 
products to CIS markets, simply because CIS members recognize each other’s certificates o f  
conformity. Simultaneously, once conformity assessment providers obtain international 
accreditation, Kyrgyz exports will have easier access to world markets. Furthermore, Kyrgyz 
recognition o f  laboratory results o f  foreign conformity assessment providers that are 
accredited to international standards would not have any regional implications. This should, 
however, not suggest that the government withdraw from playing an active role in the CIS- 
wide Council on Standards, Metrology and Certification to dismantle what remains o f  the 
GOST and cooperate closely wi th  EURASEC countries. 

0 The regulatory environment fostering competition in services sectors i s  important for trade in 
services as well as for trade in goods. The present Kyrgyz regulatory environment 
underpinning such backbone services as telecommunications, transport, financial services 
(banlung, insurance, securities trading), distribution and business services (legal, accounting, 
consulting) fails to enhance competition, both domestic and competition from international 
providers. 

Tackling this problem through further liberalization calls for reforms in a wide range o f  
domestic policies concerning, for instance, ru les  for network access in telecommunication, 
licensing regimes, investment rules, rules on temporary movement o f  workers and 
competition policies. The Kyrgyz Republic’s schedule o f  GATS commitments binds its 
telecommunications market to be open, and the Law on Electric and Postal Communications 
appears to be pro-competitive and up-to-date. Yet, leaving aside deficient infrastructure due 
to the delay in the privatization o f  Kyrgyz Telecom-which postpones the injection o f  
foreign capital and management know-how-the Kyrgyz Republic has yet to meet fully the 
non-binding GATS provisions on regulatory principles as outlined in the GATS 
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Telecommunication “Reference Paper.” For instance, while competitive safeguards against 
cross-subsidization and abuse o f  information by companies appear to be in place in the 
telecom sector, rules on network interconnection, the cost-based charges and the institutional 
separation o f  regulators and regulees raise significant concerns. In addressing these 
problems, one option could be moving to a class licensing (also known as general 
authorizations) system for telecommunications and setting licensing fees to cover the actual 
costs o f  processing license applications, monitoring the market, regulating prices and 
adjudicating disputes on a trial basis in order to observe behavior under such a regime. 

Another important area requiring further attention i s  transport services. Several weaknesses 
stem from the absence o f  enforcement or disciplines on contracting parties resulting in de 
facto exits from obligations under free trade arrangements. First, while the Kyrgyz 
Republic’s CIS partners have committed themselves to l evy  transit fees reflecting the cost o f  
services rendered and while they adhere to the principle o f  national treatment o f  transport 
companies, contracting governments tend to apply these rules only to railroads-not to road 
transport. Th is  does not help most Kyrgyz exporters, as volumes o f  Kyrgyz exports are too 
low to take advantage o f  discounts that would make the railway transport mode competitive. 

Larger use o f  railroad transport may be achieved by promoting alliances o f  local forwarders, 
who offer intimate knowledge o f  their local market, with global forwarders, who hold 
regional and worldwide contacts. By consolidating shipments from various sources and 
coordinating handling and storage, which are major cost factors, freight forwarders would 
help to bring down unit costs thanks to the use o f  cheaper and less i l l i c i t  payments-prone 
railroad transport. Hence, the Kyrgyz Republic needs to create an environment hospitable for 
freight forwarders, domestic and foreign alike. I t  has already bound itself open with respect 
to these services under the GATS. Greater presence o f  foreign-owned service providers 
might have another beneficial consequence, i.e., i t  might create pressures from business 
groups on other EURASEC governments to follow transit rules generally accepted by the 
international community. But this alone probably would not suffice to effect change- 
cooperation among governments i s  urgently needed. 

A second requirement for increasing the future benefits o f  the Kyrgyz Republic’s WTO 
membership i s  to expand efforts and capacity to conduct commercial diplomacy. In Geneva, this will 
require the government to play a more proactive role in accession-working parties, as the government 
should use its WTO membership to insist on liberalization by i ts  neighbors in the process o f  admission. 
Kyrgyz negotiators should focus particularly on issues where existing regional agreements provide few 
avenues for addressing trade problems or where the influence o f  other WTO members can be brought to 
bear. The following actions are worth considering: 

0 

0 

0 

0 

0 

0 

lobby for addressing transit issues-Kyrgyz exports are constrained by high transit costs, but 
so are other countries’ exports that need to pass through the region; 
push for greater national government discipline on ru les set by sub-central governments; 
push for the elimination o f  indirect taxes and other fiscal policies that discriminate against 
imports; 
push for lower access fees to use Kazakhstan’s fiber optic cable; 
lobby for greater disciplines on the use o f  antidumping and other “trade remedies;” and 
ensure that customs and other fees are based solely on actual cost o f  services rendered. 

In contrast, the Kyrgyz Republic has little to gain from multilateral tari f f  liberalization for two 
reasons: first, it already has an almost duty-free access to relevant markets o f  WTO members; second, 
since Kyrgyz tariffs are almost fully WTO-bound and relatively low, proposed tariff-cutting formulas to 
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be used during the Doha Round trade negotiations on non-agricultural goods have no influence on i t s  
MFN tari f f  schedule. 

What can be done to maximize future benefits of the Kyrgyz Republic’s EURASEC membership? 
The Kyrgyz Republic i s  a party to a plethora o f  various agreements under the CIS framework, both 
bilateral and regional, covering on the surface al l  issues pertinent to seemingly close cooperation. On the 
bilateral front, the free trade agreements (FTAs) signed by the Kyrgyz Republic would, in their entirety, 
appear to be a full-fledged free-trade area. Their features are compatible wi th  the WTO rules. There are, 
however, three important caveats: First, discretion enjoyed by customs and local authorities remains an 
important impediment to unfettered movement o f  products, as various border and non-border charges on 
intra-CIS trade are not contractually bound. Second, administrative denials o f  access and antidumping 
actions constitute another impediment to bilateral trade. Last but not least, Belarus and Uzbekistan have 
yet to introduce a market-based foreign trade regime, and-in spite o f  FTAs-they impose various 
charges effectively suppressing imports. Kyrgyz exports have suffered in particular because o f  
Uzbekistan’s protectionist measures violating FTA. In consequence, important benefits o f  a free trade 
area encompassing CIS economies are inadvertently lost. 

The best regional trade strategy for the Kyrgyz Republic would be to focus on EURASEC. This 
i s  because EURASEC goes beyond FTAs, as i t  sets the goal o f  achieving deeper economic integration 
among its members. I t  also offers an institutional venue where issues o f  mutual interest can be more 
effectively addressed than in bilateral negotiations. The Kyrgyz Republic’s weak bargaining power, 
because o f  i t s  small size and geographic location, i s  much less a problem in EURASEC organizational 
context than in bilateral negotiations. Furthermore, many initiatives serving economic interests o f  all 
EURASEC members stand a better chance o f  being implemented on a regional, rather than bilateral, 
basis. 

The WTO rules can be used to provide guidelines for reforming the EURASEC framework for 
regional trade, which could significantly reduce transaction costs for al l  f i rms operating in EURASEC. 
All members o f  the EURASEC face pressures to reform customs administration and reform domestic 
standards regimes, for instance. This calls for lobbying for a well-defined regional agenda. Considering 
the major regional barriers to the Kyrgyz Republic’s external economic interactions, i t s  major items 
should include: 

0 Border and customs procedures: The improvements in Kyrgyz customs procedures, although 
highly desirable, will have limited impact, albeit a clearly positive one, without similar 
improvements in neighboring countries. Hence, there i s  the need for close cooperation, 
including joint border controls, an exchange o f  information between customs authorities, and 
regulatory cooperation regarding transport equipment. These arrangements exist among 
NAFTA members. They also exist between Central European countries on the EU accession 
path. Early stages o f  EU integration provide illustration o f  good practices in that respect. 
South East European countries, which are part o f  the Stability Pact for the Balkans, have been 
also moving in that direction, albeit slowly. 

0 Conditions o f  transit: Although transit has been a subject o f  bilateral and regional 
discussions, the principle o f  national treatment should be extended to al l  service providers 
and enshrined into EURASEC agreements. These arrangements should also allow for 
commercial presence o f  service providers. 

0 Technical standards: The Kyrgyz Republic should move quickly on i t s  own to establish a 
market-based system o f  technical standards and replace GOST with international standards. 
This will yield higher returns i f EURASEC members move in the same direction and 
cooperate closely. The Kyrgyz Republic, as a small economy, can substantially lower costs 
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to domestic producers if for instance, conformity assessment, i s  provided on a regional rather 
than national level. It would thus make sense to establish regional accreditation bodies and 
ensure their membership in the International Laboratory Accreditation Cooperation. 
Similarly, private-sector conformity assessment providers could benefit from economies o f  
scale if allowed to operate in more than one country. 

0 m: The Kyrgyz Republic should seek to, f i rst and foremost, ban the use o f  
antidumping measures in intra-EURASEC; second to replace antidumping provisions in 
EURASEC with safeguard provisions o f  the GATT Article XIX; and, last, i f  not successful in 
the above, convince i t s  EURASEC partners to adopt stringent ru les o f  their use. 

0 Services: Issues pertaining to service sectors should be addressed in their entirety and 
brought under the EURASEC umbrella. As a f i rs t  step, measures restricting market access 
should be listed and bound, i.e., subject to a standstill. This i s  a long-term project, as i t  
involves the regulatory overhaul o f  sectors, wi th  often-powerful vested interests. 

0 Air transport: This i s  an area where ‘going it alone’ i s  not very productive for a small 
country. The Kyrgyz Republic can gain much from regional regulatory cooperation in air 
transport. I t  should lobby for ‘open skies’ among Central Asian countries, fashioned after the 
EU ‘European Civ i l  Aviation Area’ Model. 

What organizational changes are needed to pursue the two-pronged strategy? Successful 
implementation o f  the two-pronged strategy requires enhancing the government’s institutional capacity to 
affect both regional and domestic policy outcomes. Weaknesses in the institutional and administrative 
capacity further exacerbate the paucity o f  internet connections and lack o f  knowledge o f  languages used 
in international business and organizations. These are significant shortcomings, as the various trade 
agreements will need to be pursued as a means o f  helping Kyrgyz businesses integrate into the world 
economy. The organizational arrangements should take into account the need for: 

0 Enhancement o f  the govemment’s capacity concerning i ts  ability to assess tradeoffs and links 
between multilateral and regional environment simultaneously, taking into account the impact 
o f  external policies, which the govemment can influence, on domestic businesses; 

0 Institutional setting that would deal with a full WTO and EURASEC agenda within one 
coordinating unit; 

0 Enhanced capacity o f  the govemment to carry out analysis, policy formulation and strategy, 
negotiations, implementation and monitoring and evaluation. 

The change should not be confined to altering relationships within and across various ministries. 
The issue o f  the government/private sector interface also needs to be addressed. Institutionalization o f  a 
two-way communication between the government and the private sector in trade specific matters would 
provide trade negotiators with knowledge about the problems exporters face in external markets and 
would offer a channel to keep domestic businesses informed about international opportunities. This 
government-business interaction needs to be transparent. I t  needs to counterbalance inevitable efforts by 
import-competing industries to capture the state through outreach to import-using and export interests. 

Facilitating Improvements in Enterprise Capability and Productivity 

A key element o f  the growth strategy should be to put in place the necessary conditions for 
improved enterprise competitiveness and sustained growth, based on the Kyrgyz Republic’s comparative 
advantages and the small country strategy for export success o f  flexible specialization in niche markets. 
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The SAM-based growth accounting analysis, industry case studies, survey findings and observations from 
interviews with private sector representatives collectively point to two critical ingredients for the growth 
strategy: (i) a supportive climate for investors and business managers; and (ii) the ability o f  entrepreneurs 
to “learn” and be fast, flexible, and responsive to changing market conditions. Other key factors for 
competitive success, which are amenable to pro-active support form government and donors, include 
interventions ranging from promoting working capital instruments, and improving trade support services, 
to upgrading infrastructure and supporting high value production in agnculture. 

Improving the Investment Climate. The Kyrgyz Republic has experienced a progressive 
economic recovery-albeit with interruptions due to external shocks to the economy-since the latter ha l f  
o f  the 1990s. Evidence from other transition and developing countries shows, however, that sustaining 
growth i s  more difficult than igniting it, and requires more extensive investment climate reforms to 
develop institutions that maintain productive dynamism and generate resilience to external shocks. This 
report assesses investment climate conditions in the Kyrgyz Republic, focusing on the so-called “second 
generation” policy and institutional reforms. The two central questions are: What has been 
accomplished? What s t i l l  needs to be done? 

The institutional reform process in the Kyrgyz Republic i s  based on “best-practice” mechanisms 
for identifying critical reform areas, giving entrepreneurs, donors and others a voice in the design and 
management o f  reform activities. This process has facilitated an extensive legislative reform aimed at 
improving administrative and the commercial legal system over the recent past. Nevertheless, 
implementation o f  the reforms i s  significantly lagging behind. Hence, the number one priority o f  the 
government must be to improve the implementation track record, which, by increasing the predictability 
o f  the investment climate and by reducing instability in the ru les o f  the game, will address the biggest 
concern o f  the investors. 

This calls for greater emphasis on better governance. An overall governance reform strategy has 
already been laid out, and reform efforts are ongoing. These efforts need to be intensified, notably in the 
areas o f  public finance and administrative reforms. The focus on governance i s  dictated by the fact that 
the diff icult implementation challenge facing the government i s  not simply a question o f  a hangover o f  
over-regulation from the command economy days. I t  i s  a perverse system o f  governance resulting 
broadly from weak public finances, making it difficult to break from the present system o f  legally 
mandated fees (for licenses, permits, inspections, and so on) and the abuse o f  official authority. Any 
institutional reform effort that does not effectively address these public finance and c iv i l  service reform 
issues has little chance o f  tangible success. Institutionalization o f  sanctions against the abuse o f  public 
official position should be an integral element o f  these reforms. Other areas o f  governance for increased 
attention include the judiciary and local government. 

Second, a greater emphasis on capacity-building i s  needed to increase the efficiency and 
effectiveness o f  regulation and delivery o f  public services. This should be facilitated through 
establishing, and making available for public viewing, formal ground rules on functions and 
responsibilities o f  public officials and the rights o f  entrepreneurs. Timely publication and dissemination 
o f  regulatory information to the private sector i s  also critical. Equally important i s  the establishment o f  
feedback mechanisms on progress and problems with implementation o f  policies and regulations. Better 
implementation w i l l  also require attention to the frequency o f  changes in legislation and ru les  o f  the 
game, both o f  which are important for business planning. Many strong economies maintain policies for 
fixed periods o f  at least five years and signal the private sector about upcoming changes in policy and 
legislation. I t  i s  also essential to introduce reforms in a particular area concurrently rather then only 
partially; so that businesses can fully adjust to the changes at the time changes are made. 
Institutionalization o f  the new regulatory impact assessment process should help in streamlining the 
regulatory reform process. I t s  effective operation calls for assignment o f  monitoring and enforcement 
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tasks to a qualified body responsible both for oversight o f  regulations/administrative procedures and 
capacity development for impact assessment in various government institutions. 

In addition, industry case studies as well as recent surveys o f  the business community indicate 
that, despite progress in improving the investment climate, three specific areas remain as an important 
causes of unpredictability in the investment climate, i.e., the regulatory regime, taxation, and the legal 
system, calling for accelerated reforms: 

a The regulatory regime continues to be viewed by investors as overwhelmingly negative, as 
noted above. The lack o f  clarity and consistency o f  regulations, excessive discretion by 
public officials in interpretation, and limited recourse against arbitrary enforcement decisions 
are areas o f  investor complaint. Regulations for business registration, licensing, standards, 
and inspections have been the subject o f  reform over the years but problems continue both 
because reforms are incomplete and because o f  poor implementation. Important priorities in 
the case o f  registration are rationalization o f  time spent in business registration, particularly 
outside major metropolitan areas; elimination o f  duplication among registration agencies by 
increasing information sharing; and establishment o f  a publicly accessible register for all 
licenses, permits, and technical regulations, detailing the rules, procedures, timing and costs. 
An improved licensing system requires completion o f  amendments to all sector-specific 
statutes to cancel licenses that are inconsistent with the Law on Licensing. Extension o f  the 
validity o f  licenses from two to at least five years i s  also necessary. The new Law’s technical 
regulations are a major step toward establishing a market-oriented standards regime. Its 
effective implementation requires complementary actions in accreditation, conformity 
assessment, and mutual recognition discussed in detail in this report. Concerning permits, 
elimination o f  al l  illegal permits and creation o f  a price l i s t  for each legal permit approved by 
the government, registered at the Ministry o f  Justice and available for public viewing, i s  
essential. Finally, concerning the inspections system, broadening the current reform efforts to 
establish and make available for public viewing formal ground ru les  and procedures for 
conducting all official inspections, specifying clearly what constitutes compliance and non- 
compliance and the rights o f  entrepreneurs could help bring much-needed clarity in the rules. 

a Taxation i s  a cause o f  unpredictability, according to investors, because the system i s  often 
changed, tax laws are too open to interpretation, promoting a negotiation mode between the 
taxpayer and the tax inspectorate, and tax administration i s  poor. The ongoing efforts to 
streamline and unify the tax laws in the Tax Code should help address part o f  this problem. 
This should be complemented with proactive measures to reduce incentives for abuse o f  
official authority through investing in information technology as well as organizational 
changes for reducing interaction with the taxpayers, higher salaries, and further capacity 
building in the Tax Inspectorate. A specialized small business tax regime needs to be 
coordinated and harmonized with other relevant elements o f  the tax regime and clarified to 
eliminate the incentives for remaining small or splitting into smaller f irms. Weaknesses in 
the VAT administration need to be addressed by strengthening the procedures for recognizing 
and reimbursing VAT credits. The system itself also needs to be improved by exempting 
imports that are clearly for investment purposes, such as certain types o f  industrial 
machinery, and identifying means for zero-rating the VAT on exported services. The tax 
burden and compliance costs also need to be rationalized through both eliminating cascading 
taxes and streamlining local taxes, in ways that will bring requisite revenues within a simpler 
system with increased compliance, and through strictly l imiting the number o f  tax 
inspections. 

a Lack o f  fairness and consistency in enforcing legal rights i s  another cause o f  unpredictability. 
There i s  much discontent with the alternatives available to entrepreneurs in seekmg recourse 
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against public abuse and private contract enforcement. At the center o f  this problem are the 
courts, which are widely considered slow and unfair. Entrepreneurs have the right to appeal 
regulatory decisions to an altemative administrative justice system, but weaknesses in this 
system have reduced the willingness o f  f i r m s  to bring appeals and to challenge official 
regulatory actions. Alternative methods for resolving disputes, such as private arbitration, are 
just being introduced. Reforming the court system, which should be a priority, will take time 
to implement and mature. In the meantime, increasing effectiveness o f  the administrative 
justice system and developing private arbitration should be priorities. 

Poorly defined property rights, problems with secured transactions that hamper banks in 
using property as collateral, and problems o f  poor corporate governance also continue to 
undermine investor confidence. Property rights are improving for investors, but the property 
register i s  not yet functioning effectively, and the inability o f  foreigners to own land i s  a 
disincentive for foreign investment in sectors where there are high levels o f  sunk costs. 
Lease and concession laws can potentially play an important role in mitigating such 
problems, but there i s  no institutional capacity to support the use o f  these instruments. 
Establishing a twinning arrangement with an organization, such as UK Partnerships, could be 
beneficial. 

A sophisticated registry i s  envisaged to support secured transactions in the Kyrgyz Republic, 
but it continues to be paper based and i s  not yet fully operational. Getting this registry up to 
speed should be high on the near term reform agenda. Furthermore, secured transactions 
laws need to be amended. The pledge and mortgage laws have some conflicts with the Civ i l  
Code and are not sufficiently clear in their definitions o f  assets and creditor rights. Also, 
these laws have no effective provisions for non-judicial foreclosure o f  assets. The  new draft 
Collateral Law wi l l  address both o f  these issues when enacted; but i t should ensure that 
provisions for non-judicial foreclosure are strengthened not weakened. Company, securities, 
and bankruptcy laws, which define corporate governance standards, are also weak. This i s  a 
serious limitation on the ability o f  joint stock companies to attract minority shareholders, 
access debt from the banking sector, and raise finance through securities markets. 

Improving enterprise productivity and competitiveness. In the end, however, favorable national 
circumstances, such as supportive macroeconomic conditions, stimulating investment climates and 
market-expanding trade agreements, contribute to competitive success, but they do not guarantee success. 
I t  i s  firms, not countries, that are on the front line o f  international competition and business development. 
Individual f i r m s  must, therefore, develop strategies and organizational structures and improve their 
technical capabilities to compete at home and abroad. Lacking large home markets, small country 
exporters are compelled to adopt strategies aimed at market niches and organizational structures focused 
on flexible production technologies. Growth accounting analysis, and the industry case studies 
(for agriculture, livestock, and light manufacturing value chains), undertaken as a background analysis for 
this report as well  as by other donors, provide evidence that Kyrgyz companies are already having some 
success with this approach in particular areas such as food processing. They show, however, that to 
expand exports and compete more effectively at home, a wider spectrum o f  producers will have to do 
more to remove vestiges o f  the old Soviet system and many new f i rms will have to enter. Their feedback 
points to  the following six factors as the major causes o f  the Kyrgyz Republic’s productivity problems 
(see pages 99-101 for specific examples): 

0 Limited economies o f  scale: The Kyrgyz Republic’s domestic market i s  small, and incomes 
are low. But the market i s  made even smaller by several factors: First, a large portion o f  the 
rural population i s  isolated from the market because distribution channels, which were 
disrupted after the collapse o f  the Soviet Union, have not been fully re-established. Even in 
urban areas, distribution channels for basic manufactured goods remain underdeveloped. 
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Second, high transport costs (because o f  high fuel costs, old vehicles, poor roads, and bribes 
for road police) and the lack o f  working capital worsen the situation. Inadequate government 
standards (GOSTFwh ich  are now being improved-and inadequate administration o f  the 
standards in industries such as building construction and others also reduce the size o f  the 
market for companies that are manufacturing products such as construction materials and 
durable goods. Wi th small market size, i t  i s  difficult for Kyrgyz manufactures to shift from 
“job-shop’’ production o f  a few units o f  special-order products to batch production, where 
there are economies o f  scale and productivity i s  much higher. Domestic f i rms that become 
exporters in many countries often begin by first producing for the domestic market and then 
enter world markets only after their costs are brought closer in line with international 
competition. Consequently, alleviating some o f  the constraints on the effective size o f  the 
home market can influence the ability to enter into export markets. 

0 L o w  capacitv utilization: All the case studies show that many plants are plagued by excess 
capacity, particularly those plants established in the Soviet era when capacity was installed to 
meet export quotas to other FSU countries. Many large plants operate at 40 percent o f  
capacity or less, which reduces technical efficiency o f  production substantially. They also 
struggle with substantial debts and out-dated equipment. Other problems that exacerbate the 
excess capacity problem are management problems, weak channels o f  distribution, working 
capital shortages, difficulties getting consistent raw materials supplies and infrastructure 
problems. Facilitating speedy progress in unfinished economic restructuring efforts and new 
entry into the formal economy should be at the top o f  the growth agenda. 

0 Oualitv o f  machinery: In many industries, machinery in use i s  vintage Soviet equipment, 
designed for mass production o f  standard products and cheap energy. In many cases, 
equipment i s  inefficient and i s  not suitable for the flexible specialization and differentiated 
product strategy which Kyrgyz f i r m s  must adopt for future competitive success. Vintage 
equipment i s  also responsible for frequent breakdowns, which stop production and result both 
in production delays and in increasing costs due to frequent repair and maintenance as well  as 
expensive importation o f  spare parts. Keeping the cost o f  imported equipment as close to the 
world market price as possible could help enterprises deal with these problems. 

0 Management capabilitv: An important reason for l ow  productivity i s  weak management, 
resulting from two factors: inadequate know-how and pre-independence business 
style/practices that continue to cut initiative and drive. As wil l be discussed below, 
expending opportunities for management and business training for existing managers and 
business owners should be among the priorities o f  the growth agenda. 

0 Worker efficiency: Task-level efficiency o f  workers i s  poor compared to  international 
competitors. This seems to apply even in situations where equipment in use i s  relatively 
modern and up-to-date. A major factor underlying this problem i s  the lack o f  mechanisms for 
worker training. Industry specific training institutions have closed and wi th  them facilities to 
train workers. Companies do not have the resources to develop training programs for basic 
sk i l l  development. There i s  also a “brain drain” o f  educated and talented workers to higher 
wage countries in the region. As will be discussed below, filling the gaps in this area i s  key 
to improved competitiveness. 

0 Lack o f  specialization: Kyrgyz f i rms often produce too many products. The reason for this 
lack o f  focus, particularly in the case o f  exporters, seems to be serving both domestic and 
international markets, and, in those markets, serving too many market segments. Lack of  
specialization can reduce productivity, because it increases shop floor complexity and 
reduces throughput. Companies also find it much more difficult to track just how much profit 
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each individual product provides and they often end up selling products that do not make 
money. 

What steps can be taken to improve enterprise productivity and enhance competitiveness? The 
main competitiveness challenge for the Kyrgyz Republic i s  creating the conditions for rapid and sustained 
productivity improvement. Studies in many transition countries show that a key driver o f  productivity 
improvement i s  enterprise “leaming.” Learning takes place by way o f  the transfer o f  technology- 
defined broadly to include new ideas, new capital equipment, sound management practices, marketing 
strategies, and the like-ffom more advanced countries. The strength and efficiency o f  the mechanisms 
for technology transfer in a transition country determine the enterprise-learning rate. The depth o f  
financial markets, supportiveness of the investment climate, and other factors that influence investment 
rates are important for productivity growth, too, but the efficiency o f  investment wil l depend on the 
technical ability o f  f i r m s  to acquire, adapt, and efficiently use new capital equipment and new ideas. 

The industry case studies illustrate that, as with strategic planning and marketing, private 
technology transfer mechanisms for technical leaming are weak or missing in the Kyrgyz Republic. 
Good public and private technical training resources external to f i rms are also few in number. Donor, 
NGO, and business association training and technical advisory services do exist and are making an 
important contribution, but these programs are limited in scope and resources, concentrated in a few 
places and cannot substitute for al l  the weaknesses in private technology transfer mechanisms, given their 
present makeup. The deficiencies in learning mechanisms in the Kyrgyz Republic need more attention if 
f i r m s  are to upgrade their technical capabilities and productivity to compete internationally. These efforts 
should include government and donor support to continue building up and improving institutions. They 
should be managed by private sector entities and focus on management training and business advisory 
assistance. A key aspect o f  such programs should be to assist f i r m s  to link up with advanced country 
sources o f  expertise and improve their skil ls.” Assistance to develop technical and vocational training 
institutions (public and private) i s  also necessary. These institutions must cooperate closely with the 
private sector in developing and providing innovative programs for worker training. In addition, cost- 
sharing grant schemes are needed to assist f i r m s  in developing their own innovative, in-firm training 
programs, in hiring expert consultants, and in searching for new technologies and markets. 

Strengthening mechanisms for technology transfer depends, critically, on the quality o f  the 
investment climate too, as a sound investment climate increases the likelihood o f  more foreign investment 
and o f  expanding other modes o f  foreign technology transfer. An improved investment climate also 
increases incentives for local f i rms and investors to leam and adopt new technologies. Depth of financial 
markets, better trade support services and adequate investments in strategic infrastructure (particularly 
energy, transport and irrigation) and the maintenance o f  networks are also among the critical factors that 
will influence investment rates and productivity growth in the Kyrgyz Republic. The excellent prospects 
for exports o f  agricultural primary and processed goods suggest scope for rapid progress if government 
and the private sector work together. Finally, keeping the cost o f  imported equipment as close to world 
market prices as possible, including through re-consideration o f  present VAT rules, i s  another relatively 
straightforward way to stimulate the transfer o f  new technology into the country. 

lo Good examples of such institutions are the Center for Enterprise Rehabilitation and Management Assistance in Georgia, and 
the Agency for Restructuring and Assistance in Moldova. 
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CHAPTER 1. 
KYRGYZ ECONOMY: PRESENT STRUCTURE 

AND SOURCES OF GROWTH 

A. INTRODUCTION 

1.1 The Kyrgyz Republic has made major strides in the past decade in i ts transition to a market based 
and globally integrated economy, a complex challenge exacerbated by i ts  small size and landlocked 
nature." Set in the mountains o f  Central Asia, the Kyrgyz Republic was one o f  the lower income 
republics o f  the former Soviet Union (FSU), although i t  had relatively diversified economy and well- 
educated labor force.I2 The emergence o f  state borders within the former Soviet economic space, together 
with both the break down o f  traditional supply chains and the termination o f  substantial transfers from the 
Soviet Union, hit the Kyrgyz economy particularly hard. Output fe l l  by over 50 percent, and inflation 
exploded during the first five years o f  transition. 

1.2 The government's response to these daunting problems was to adopt a bold program o f  
stabilization-cum-transformation reforms, with early emphasis on price and trade liberalization as well  as 
integration into world trading arrangements. Starting in the mid-1 990s, the macroeconomic situation was 
turned around, though external debt has also grown rapidly and has not always been used efficiently. In 
1998, just as the economy was recovering, i t  was hit, first, by a series o f  natural disasters, and then by the 
Russian financial crisis, resulting in a substantial real depreciation (43 percent in 1998) and an increase in 
the external imbalance. These external shocks accentuated the underlying structural and fiscal 
weaknesses o f  the economy, and mandated renewed reform efforts, with a strong emphasis on fiscal 
adjustment, power and banking sector reforms, as well as increasing attention to institutional reforms. 

1.3 The last five years have seen significant improvement in the country's overall macroeconomic 
performance, wi th  real GDP growth averaging at about 4 percent per annum. Despite this progress, the 
Kyrgyz economic recovery remains fragile, hinging critically on agriculture, gold mining and, to a lesser 
extent, the services sector. The external indebtedness i s  a heavy burden for the Kyrgyz economy-even 
considering expected further debt relief by Paris Club creditors in 2005-with future fiscal and debt 
sustainability calling for continued fiscal adjustment and reform. Despite a remarkable 15 percentage 
point reduction in the poverty headcount since 1999, about 41 percent o f  the population i s  s t i l l  below the 
poverty line.13 Severe poverty (at PPP U S 2 . 1 5  per day) affects 10 percent o f  the population. 

1.4 Kyrgyz policymakers have limited options in the growth agenda. There i s  no alternative to 
facilitating the diversification o f  the non-gold economy in the medium-term (next three to four years), if 
the economy i s  to remain on a modest growth path over the long run. Over the medium term, stable 
macro environment, expected relatively strong gold production, and fast-growing neighboring markets, 
offer a window o f  opportunity for policy makers to maneuver away from prevailing dependence on 
primary agriculture, mineral and hydro power dependent growth path towards a more diversified structure 
that i s  grounded in high-value agriculture (including livestock), manufacturing and a service sector, which 
generate positive spillover for the economy through inter-sectoral linkages. The tasks for the policy 
makers are: 

The Kyrgyz Republic i s  small, with an area of approximately 200,000 sq kms, surrounded by Kazakhstan, Uzbekistan, 
Tajikistan and China. 

'' The economic structure was characterized with more than 40 percent o f  industrial share in the output and well developed 
industrial base, encompassing power, mining, machine building, metal processing, construction materials producing, light and 
food processing sectors, diverse agriculture, and tourism sites attracting a large number o f  tourists, mostly from the FSU. 

I3 These figures reflect preliminary results from the 2003 household budget survey. 
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0 first, t o  assess the potential and requirements for  triggering a stronger private sector-led 
supply response to  the ongoing economic reforms and growing regional markets in the 
medium-term; 
second, to  leverage domestic trade pol icy reforms and existing regional and multilateral 
agreements for further regional and global integration; and 
third, to facilitate improvements in enterprise capability and productivity. 

0 

0 

1.5 The purpose o f  this chapter i s  to focus o n  the f i rs t  challenge by taking a snapshot picture o f  the 
existing economic structure o f  the Kyrgyz economy and to identify strategic options for strengthening 
medium and long term growth prospects. The next two chapters focus o n  the remaining two challenges, 
addressing the crit ical underpinnings o f  any future growth strategy. The outline o f  this chapter i s  as 
follows: Section B, br ief ly reviews the outcome o f  the reforms thus far, which l ed  to macro-stability, 
growth and poverty reduction but fe l l  short o f  directing the economy towards generating productive 
dynamism. This discussion highlights why not  only the level, but the pattern o f  growth, matters for 
poverty reduction. Section C outlines the key features o f  the Kyrgyz economic structure by employing a 
Social Accounting Ma t r i x  (SAM)-based model, which reveals a relatively detailed picture o f  the supply 
side o f  the economy. Section D turns to the nature and pattern o f  growth and i ts nexus with employment 
and poverty based o n  the model. The last section analyses the growth, employment and poverty 
implications o f  the diminishing gold production and presents key elements o f  a broad-based growth 
strategy capable o f  leading to economic diversification and generating sufficient employment to reduce 
poverty. 

B. MACROECONOMIC DEVELOPMENTS AND CHALLENGES 

Macro Stabilization and Structural Reforms-An Overview 

1.6 The Government's stabilization-cum-structural reform program, launched in 1993 shortly after 
independence, has been instrumental in improving macroeconomic stability, whi le gradually transforming 
the economy to a market-based system. The main elements o f  the structural re form program, which are 
further discussed in the next two  Chapters, encompass: introduction o f  a new convertible c ~ r r e n c y , ' ~  
liberalization o f  commodity prices, trade and foreign exchange regimes, financial sector reform as wel l  as 
land reform and privatization o f  small scale enterprises. The program also included fiscal adjustment 
through the rationalization o f  budget expenditures and modernization o f  the tax system. Restructuring, 
and privatization o f  large-scale public enterprises were also among the key objectives of the reforms, but 
their implementation remains the weakest element o f  the reform process thus far. M o r e  recently, reform 
efforts have been broadened to cover extensive legislative changes to improve the business and 
investment climate, which proved to be a challenging endeavor, with implementation and enforcement 
lagging behind. 

1.7 Despite the disruptions o f  a regional financial crisis in 1998-99, by 2001, the leading indicators 
signaled the strength o f  the macro-fundamentals by the rapid rebound in, and the return of, a stable 
macroeconomic environment (see Figure 1.1). The last f ive years have seen major improvements in fiscal 
and external imbalances (equivalent to about 7 and 13 percent o f  GDP, respectively), steady real GDP 
growth (4 percent o n  average15 annual terms), and declining inflation rates (3.1 percent in 2003). 
Reflecting the improved confidence in the economy, excessively high nominal and real interest rates have 
declined and the som stabilized after 2001 at an average o f  47 som per US$-after depreciating by almost 
50 percent in 1999, and a further 20 percent in 2000. At present, the fiscal and financial accountability 

l4 The national currency Som was introduced in M a y  1993. 

repressed the overall economic growth in 2002, although the non-gold economy grew. 
Significant disturbances from a landslide at the Kumtor gold mine and the reduced external demand for power in 2002 
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systems are undergoing further reforms to improve the fiscal discipline, transparency and efficiency in 
delivery o f  publ ic services. Whi le  the fiscal reforms are far f rom complete, substantial improvements to  
date are expected to  underpin much needed debt stock reduction by Paris Club Creditors in early 2005. 
This will help further strengthen the countries fiscal outlook. 

Figure 1.1: Features of Recent Economic Outlook 

The recent years have seen improvement in twin imbalances, relatively high real GDP growth and declining inflation. 

7 -  - 4 0  17 - 
6 -  - 35 

- 3 0  i 
- 25 
- 20 
- 15 

5 -  
4 -  I , 3 1  
2 -  10 5 -  

1 -  - 5  
0 0 

3 -  
1 -  

- 1  - 
1999 2000 2001 2002 2003 1999 2000 2001 2002 2003 1 
I I __ ~~~ 

=Real GDP rowth (LHS) I Fiscal Defici t  as share o f  GDP 
-inflation (I?I-IS) 0 Current Account defiat as share o f  GDP I 

Economy i s  largly consumption driven, investments are low and non-gold export performance remains stagnant. 

100 - - 21 

17 
1999 2000 2001 2002 2003 

-Investment as % o f  GDP (RHS) - Consumption as % o f  GDP (LHS) ~ 

__________.__. -~ 

I 1 2 0  
I - 100 

80 
- 60 
1 4 0  
- 20 
- 0  

1999 2000 2001 2002 2003 ________ r= Non-gold merchandise exports in US$ (LHS) 
0 Merchandise imports in US$ (LHS) I 
-Som/US$ RER (99=100: uo=aoureciation\ (RH9 

Source: WB staff estimates based on official data. 

Supply Side Response to Macro Stability and Structural Reforms 

1.8 The supply-side response o f  the Kyrgyz economy to an otherwise stable macroeconomic 
environment and liberal regime o f  foreign trade and investment has, however, been slow. As discussed in 
Chapter 3, despite some improvement, the combination o f  poor business enabling environment and 
deficient tax pol icy and administration are among the factors hindering investment and growth in the 
formal sector o f  the economy. They also contribute to increasing informalization o f  the economy- 
varying between 20 to 40 percent based o n  of f ic ia l  and unofficial sources, respectively. 
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1.9 Since 1995, economic recovery in the 
Ky rgyz  Republic has been driven largely by 
growth in consumption, which has been about 
85 percent o f  GDP in recent years, down f i o m  
much higher levels in the m i d - 1 9 9 0 ~ ' ~  (see Figure 
1.1). Public consumption has been gradually cut 
back, whi le private consumption, after being 
repressed by the regional financial crisis, i s  o n  the 
rise. As a share of  GDP, overall investment at 18 
percent in 2002 was l o w  by a l l  standards, certainly 
with respect t o  comparator transition countries, 
which have grown faster (see Table 1.1). 

1.10 The sectoral structure o f  f ixed investments 
reflects high share o f  industry (mining and power) 
and services (transport and communication). The 
agricultural sector, the largest single contributor to 
GDP, has a modest share in total. This imbalance 
reflects both weakness o f  the private sector as we l l  
as availability/destination o f  donor financing and 

Table 1.1: Gross Domestic Investment in Selected 
Transition Economies, 2002 

Total Public Private 
Azerbaijan 37.1 6.1 31.0 
Baltics (average) 29.0 4.3 '25.0 
Kazakhstan 26.7 3.7 23.0 
Albania 25.0 7 18.0 
Belarus 24.4 3.2 20.4 
Romania 24.1 3.7 20.4 
Ukraine 22.1 2.1 20.3 
Armenia 23.6 5.2 18.4 
S A M  21.5 4.9 16.6 
Bulgaria 20.7 3.7 17.0 
Russian Federation 20.3 2.1 18.1 
Poland 19.2 3.6 15.6 
Georgia 18.4 2 16.4 

Moldova 18.2 2.3 15.9 
Tajikistan 17.8 6.2 11.6 
Source: Official data from World Bank SIMA database 

Kyrgyz Republic 18.4 6.3 12.1 

FDI. Donors and the own-capital f rom the local 
enterprises (including joint ventures with large 
state share) are the main sources o f  investment 
financing. Their  combined contribution was 

households contributed an additional 19 percent to induslrr 5 

Table 1.2: Structure and Sources of Investment in 
Fixed Capital, 1999-2002 

1999 2000 2001 2002 2001-02 
Avg 

63 percent Of the in 2o01 -02' KY%Yz Total Investments in Fixed Assets 100 100 I 0 0  100 100 

percent f i o m  i t s  o w n  budget. FDI contributes Agiculture 4 4 4 5 4  

37 42 17 26 22 

the total, whi le the government contributed 9 Manuracturing industry 5 14 5 11 6 
Pouer Sector 27 22 6 9 6 

2 1 4 5 5  

58 53 75 64 69 
6 7 18 19 19 

catering are the main sectors benefiting f rom FDI Otherserrices 20 14 23 25 24 

100 100 100 100 100 inf lows in recent years (see Table 1.2). Compared Sou~$l;;~;;;ent Financing" 49 48 34 20 27 

Budgetary resources 6 9 8 1 0  9 
t o  have nearly doubled over the past four years. Enterprises & organizalions' own funds 22 20 29 41 36 

14 9 21 17 19 
Nonetheless, an accurate division o f  investments Eyholdsavings 5 13 7 11 9 

across public and private investments i s  difficult 

in an overestimation of the private investment. 17 

4 7 4 6  

relatively little, about 9 percent, t o  real sector 
investment-food processing, mining, trade and 

Ezrl:ev 
~ a ~ ~ ~ ~ ~ ~ . ~ ~ ~ ~ ~ ~ ~ l i o n j  

to the late 1 9 9 0 ~ ~  private investments are estimated Foreign grants 2 1 0 2  1 

Source World Bank siaffesiimatcs bared on official data 
' investment by secmrs represents only pan oftotal grorr fixed investment recorded in GDP. The due to  weaknesses in data, which seems to result 

However, even with this caveat, at 12-13 percent o f  GDP, private investment levels are low.  

sectoral invcrimcnt docs include change in liverlock and stock ofequipmenr apprccialion related lo 
equipment repair. non-tangiblc assets. e~ 

1.1 1 Despite significant emphasis o n  public investments in infrastructure in the past decade, Ky rgyz  
producers must grapple with diff icult mountainous terrain, limiting access to intemal markets and 
contributing to high transpodtrade margins across various sectors-as high as 5 percent o f  GDP in 
agriculture and 14 percent o f  GDP in manufacturing (see Table 1.2 and Volume 11, value chain analysis). 
Similarly, in spite o f  seemingly abundant endowments of  hydro-power and water, the frequent and 

l6 Expenditure on consumption grew in mid-1990s as a result o f  depreciation o f  Som and high import costs following the Russian 
crisis o f  1998. 

Public investment data include only those investments that are financed through the state budget, while private investment are 
calculated as a residual out o f  the total gross investments. Therefore, private investments within the GDP by expenditures are 
quasi-public, as they include a significant amount o f  funds invested by state-owned enterprises (outside of the Public Investment 
Program). 
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lengthy energy supply disruptions, the unpredictable power surges and the l ow  voltage o f  electricity all 
constitutes serious concems in all regions, pointing to a disorganized energy policy and poor 
management.I8 The high costs andor poor accessibility/quality o f  key services, such as transport and 
energy, make for an unattractive investment climate. Combined with other major problems with the 
investment climate, these factors probably explain the slow trickling in o f  FDI and the equally low levels 
o f  private investment. 

‘*12 These are by the Table 1.3: Financial Intermediation by the Banking 
l imited financial intermediation capacity o f  the 
banking sector, with high real interest rates and a 
marginal capacity to provide long-term financing, 
even when compared to CIS countries that have private Real 
reformed more slowly and have shown weaker sectors M2 Spread’’ Lending 

Sector in Selected Transition Economies, 2o02 
Domestic 
credit to 

macroeconomic performance (see Table 1.3). Hungary 35.3 44.1 2.8 -0.5 
Factors responsible for this outcome and their Czech Republic 33.4 73.1 4.0 3.5 
implications in terms o f  firm level development Estonia 29.2 39.9 4.0 2.5 

Poland 28.8 43.3 5.9 10.3 
18.8 7.2 5.0 -6.4 
18.6 17.0 0.1 -0.7 

are discussed in other parts o f  this report.” 
Important points to be emphasized in this section 

Tajikistan 
Kazakhstan 

are that a segmented and underdeveloped banking Bulgaria 18.4 39.6 6.6 5.3 
system and a small deposit base-which limit the Ukraine 18.0 24.8 17.4 21.4 
capacity o f  banks to develop their product base- Russian Federation 17.6 22.9 10.8 0.4 
and delays in the development o f  a sound 17.6 26.3 9.3 14.3 

Lithuania 14.2 27.2 5.1 6.9 framework for intermediation-including Belarus 

supervision, property and creditors’ rights, Romania 8.3 21.3 16.3 20.0 
accounting and auditing-contribute to high Georgia 8.1 10.8 22.0 23.9 
lending risks; they also force banks into expensive Armenia 6.9 13.6 11.5 18.5 
collateral-based credit. In addition, incentives for A k d a  6.8 59.8 6.8 8.7 
firms to remain in the informal economy and Azerbaijan 5.6 12.5 8.7 16.5 

Kyrgyz Republic 4.2 12.8 18.9 22.0 

depth low, while increasing costs and risk of bank Source: Official data from World Bank SIMA database. 

lending, Finally, low disbursement rates of ” Difference between lending and deposit rates. 

9.1 12.7 10.0 -3.6 

operate outside the banking system keep monetary 

existing numerous donor-financed credit lines suggest that private credit might have also been constrained 
by the lack o f  bankable projects. 

1.13 As discussed in detail in the next chapter and the Volume I1 o f  this Report, the export 
performance i s  one o f  overall stagnation and increased concentration o f  non-gold exports. Kyrgyz 
exporters have failed to capitalize on a large increase in import demand in both Kazakhstan and Russia, 
major trading partners, over the last five years (see Chapter 2). Most o f  the decline in non-gold exports i s  
attributable to the overall slow recovery in non-gold GDP associated with underdevelopment of 
commercial agriculture, manufacturing and service sectors. As will be discussed below, this has also 
been exacerbated by competitiveness problems vis-a-vis other CIS countries and major international 
exporters, one o f  the main challenges facing the Kyrgyz Republic today. 

See Kyrgyz Republic Public Expenditure Review: Fiscal Policesfir Growth and Poverty Reduction, World Bank, March 2004, 
and Kyrgyz Republic: Enhancing Pro-Poor Growth, World Bank, September 2003. 

l 9  See Chapter 3 ,  and “Financial Services and Trade Finance” and “Value Chain” analysis o f  selective industries in Volume 11. 
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Wages and Productivity Trends 

1.14 A widely  used measure to assess 
country competitiveness i s  relative unit 
labor cost expressed in a common currency. 
Table 1.4 be low presents estimates o f  
economy-wide average unit labor cost for 
the Kyrgyz Republic and several other CIS 
countries. I t  shows that the Kyrgyz 
Republic has relatively high labor costs 
compared with other CIS countries. The 
observed competitive gap i s  large: the 
Kyrgyz Republic has 66 percent higher unit 
labor cost than comparators/competitors 
such as Armenia, Georgia, and Russia, 2.5 
times higher cost than Tajilustan, and more 
than three times the unit labor cost o f  
Kazakhstan. As such economy-wide 
comparisons o f  unit labor cost can be 
influenced by the economic structure o f  the 
countries:' and data o n  employment and 

Figure 1.2: Relative Unit Labor Cost in Industry, Selected 
C I S  Countries, 2002 
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wages in agriculture can be subject t o  large margins o f  error in these economies, Figure 1.2 presents 
relative unit labor cost focusing only on the industrial sectors o f  these countries. The results show that 
Kyrgyz Republic's relative cost position remains largely unchanged when agriculture i s  excluded.21 

1.15 What explains the Kvrnvz Republic's relativelv hiah unit labor cost? The unit labor cost index 
isolates two major factors influencing competitiveness: the wage-productivity ratio and the exchange 
rate.22 Exchange rates can p lay an important role in generating differences in unit labor cost across 
countries. Independent o f  the productivity o f  the nation's labor force or wages paid, an overvalued 
exchange rate raises costs. In countries where the exchange rate i s  largely market determined, such as the 

*' For instance, the proportion of agriculture in GDP in Russia i s  only about 6 percent, and in Kazakhstan about 8 percent, while 
in the Kyrgyz Republic it i s  37 percent. 

2 '  Economic structure clearly plays some role in these results as, for instance, industrial output in Kazakhstan and Russia i s  
heavily influenced by oil exports. But putting these countries aside, the data st i l l  indicate that the Kyrgyz Republic has a 
competitiveness gap with other countries in the region having similar economic structures (for further detailed analysis see Elena 
Loukoianova and Anna Unigovskaya, 2004, Analysis of Recent Growth in Low-Income CIS Countries, IMF Working Paper 
(WP/04/151). I t  might also be noted that, while the Kyrgyz Republic's relative competitive ranking in the CIS can be a matter o f  
some debate considering the quality o f  the data and issues o f  comparative economic structure, it i s  not the only important factor. 
To improve i t s  export position, the Kyrgyz Republic must also think about i t s  competitiveness in comparison with major 
exporters in other regions producing similar products. As evidence indicates that the CIS i s  a relatively high unit labor cost 
region of the world, the Kyrgyz Republic's competitive position in the CIS i s  a harbinger o f  competitive difficulties with 
important export regions of the world. 

22 Relative unit labor cost i s  measured by the index: RULC = [W/Q/L] x ( l ie )  where (W) i s  the current wage, (Q) i s  a measure o f  
(physical) output, (L) i s  workers employed, and (e) i s  the exchange rate. The measure ignores costs other than labor, such as raw 
materials and finance costs, under the assumption that these costs will generally be more similar across countries than wages and 
labor productivities, given capital mobility and worldwide commodity markets. In the Kyrgyz Republic's case, as discussed in 
the section of this report dealing with financial markets, financing costs are high and access to finance i s  limited because of 
prevailing risks and under-developed financial intermediaries. However, most of the countries in the CIS face similarly high cost 
o f  financing, as they are subject to the same types of institutional weakness and under-developed financial intermediaries found 
in all transition economies. Kyrgyz firms may face somewhat higher raw material costs, however, because the country i s  
landlocked and transportation costs are high. 
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Kyrgyz Republic, the effect o f  the exchange rate on competitiveness is, however, a short run 
phenomena .23 

Table 1.4: The Kyrgyz Republic and Selected CIS Countries: Relative Unit Labor Cost, 2002 

Armenia Georgia Moldova Kyrgyz Kazakhstan Russia Tajikistan 
Republic 

Average nominal monthly 46.1 47.2 44.1 40.3 130.3 140.8 10.3 
wage (US$) 
Relative nominal US$ 1.1 1.2 1.1 1 .o 3.2 3.5 0.3 
monthly wages (KR=l) 
Relative Labor Productivity 2.0 2.0 1.2 1 .o 10.5 5.7 0.7 

Relative Unit Labor Cost 0.6 0.6 0.9 1 .o 0.3 0.6 0.4 

Real average monthly wage 252.1 366.3 123.6 151.8 161.4 154.5 77.8 
(index 1995=100) 
Note: The selected CIS countries in this table are either potential competitors for the Kyrgyz Republic in growing Russian and 
Kazakh markets and/or are markets for Kyrgyz products 
Source: World Bank staff estimates based on the official data. 

(KR=l) 

(KR=1) 

1.16 Figure 1.3 shows that the Kyrgyz 
Republic’s real effective exchange rate 
(REER) has actually improved over the 
period, signifying an increase in 
competitiveness. REER (deflated by the 
CPI) depreciated by more than 30 percent in 
the years 1995-1999 and then remained 
relatively stable.24 Most trade in the Kyrgyz 
Republic i s  conducted in U S  dollars; 
however, a significant amount also takes 
place in Russian rubles and Kazakh tenges. 
The relative stability o f  the REER since 2000 
reflects the compensating effects o f  the 
simultaneous appreciation o f  the som against 
the U S  dollar, along with appreciation o f  the 
Russian ruble and Kazakh tenge against the 
U S  dollar. Thus, the Kyrgyz Republic’s 
comDetitiveness problem does not stem f iom 

Figure 1.3: Real Effective Exchange Rate, 1995-2003 
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an exchange rate issue. A search for the underlying causes o f  high unit labor cost has to focus on the 
wage-productivity ratio. 

1.17 Conceming the wage-productivity ratio, i t should f i rs t  be noted that superior competitive 
performance (i.e., low unit labor cost) can occur in high wagehigh productivity countries as well  as in 
low-wage/low productivity countries. It would be no surprise that Taiwan (high wagehigh productivity) 

23 A lack of competitiveness would mean that a country i s  running a persistent and unwelcome current account deficit, which, in 
due course, would require adjustment by a mixture o f  deflation and depreciation. Competitiveness i s  viewed in this situation as a 
real exchange rate issue and the focus would be on short run macroeconomic management to retum the country to external 
balance. 

24 Real exchange rate = EjkPjVPk, where E i s  the nominal exchange rate, P i s  price of traded goods, and j and k are indexes of 
major trading partners. The real exchange rate measures a country’s competitive position resulting from changes in the nominal 
exchange rate and cost-price relationships relative to trading partners. The price series used as a deflator i s  the CPI. 
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and Kenya (low-wage/low productivity) both can be competitive on world markets in some industries. 
Poor competitive performers will be countries with high wages and low labor productivity-i.e., countries 
with wages too high to be supported by current productivity levels. 

1.18 The Kyrgyz Republic i s  shown in Table 1.4 to have lower wages than a l l  i t s  CIS 
comparatorskompetitors, with the exception o f  Tajikistan-an average Russian and Kazakh worker earn 
a monthly wage that i s  more than 3 times the average wage o f  a Kyrgyz worker; and an average Kyrgyz 
worker i s  paid about 9 percent less than a Moldovan worker, 13 percent less than an Armenian worker 
and 15 percent less than a Georgian worker.25 Only workers in Tajikistan have significantly lower wages 
than Kyrgyz workers. Outside the CIS, evidence also indicates that the Kyrgyz Republic has lower wages 
than formidable trade competitors, such as China and India, where workers in garment factories in the 
export processing zones earn more than 2.3 times the average Kyrgyz wage, and, in advanced countries 
such as Ireland, where wood-processing workers earn as much as 14 times the Kyrgyz wage.26 

1.19 Hence, differences in productivity explain the Kyrgyz Republic’s high unit labor cost. Table 1.4 
shows that Kyrgyz f i r m s  in 2002 had significantly lower output per worker than most other countries in 
the region. Only Tajikistan had lower economy-wide labor productivity. Data for the industrial sector in 
Figure 1.2 and for total factor productivity and labor productivity growth in Table 1.5 provides the same 
evidence-the rates o f  labor productivity growth in the Kyrgyz Republic proceeded at about one-third the 
average for several other comparators in the region, with the exception o f  Moldova. As Table 1.4 
demonstrates, these productivity differentials are larger than the observed wage differentials, suggesting 
that the Kyrgyz Republic’s low wage advantage is being eroded by its larger productivity disadvantage. 
The consequence i s  a higher unit labor cost and trouble competing both at home and abroad. Chapter 3 
discusses some o f  the major reasons for the Kyrgyz Republic’s productivity problems based on evidence 
from various industry case studies. I t  identi f ies steps that should be taken to  improve enterprise 
productivity and enhance competitiveness as part o f  the Kyrgyz Republic’s growth agenda. 

Table 1.5: The Kyrgyz Republic and Selected CIS countries: Total Factor and Labor Productivity Growth, 
1998-2002 

1998-2002 - period average in percent 
Armenia Tajikistan Georgia Moldova Uzbekistan Azerbaijan Kyrgyz R. CIS-7 Avg. 

Total factor productivity 8.0 6.9 6.3 4.1 3.8 1.9 1.3 4.6 
Labor Productivity 8.1 6.3 7.8 0.2 3.5 1.6 1.4 4.1 
Source: Analysis of Growth in Low Income CIS Countries, IMF Working Paper 15 1,2004. 

Growth and Poverty Trends 

1.20 The steady downward trend in poverty over the last several years underscores the importance o f  
high and sustained domestic growth for poverty reduction (see Table 1.6). Growth has not yet lead to 
commensurate increases in the number o f  jobs.27 Agriculture, trade and catering have been the main 
sources o f  job creation-the former mostly in the form o f  subsistence farming and the latter in response to 

’_ 

25 The case study on the cotton industry in the Kyrgyz Republic pointed out that a Kyrgyz technician in a ginnery got paid about 
US$100 a month, but he/she could migrate to Russia and get paid USS300 to US$500 per month in the construction or mining 
industries. This wage differential i s  resulting in a “brain drain” from the Kyrgyz Republic and making i t  difficult for ginneries to 
get qualified technical staff. On the other hand, agricultural workers in the Kyrgyz Republic get paid much less than technicians 
in ginneries. The case study on the dairy industry indicated that the average wage o f  a Kyrgyz animal husbandry worker i s  about 
US$29 per month. 

26 See ILO: Monthly Wage Data for Manufacturing Workers, 2002. 

27 The fall in employment was particularly important in transport, where large-scale privatization was important, and in 
construction, where output declined. In industry, the fall in employment largely reflected the collapse o f  economic output in 
manufacturing. 
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small scale privatization and private ownership (see Table 1.7). The 2003 Kyrgyz Poverty Assessment, 
undertaken joint ly by the Kyrgyz authorities and the World Bank, demonstrates a strong correlation 
between poverty and employment status, with disproportionately high poverty among the unemployed.28 
The Study suggests that the persistence o f  widespread poverty reflects the presence o f  a large pool o f  
jobless and discouraged workers (that i s  imperfectly captured in traditional statistics), as well as the low 
level o f  formal j ob  creation. While accurate estimates o f  the share o f  individuals engaged in the informal 
labor market are diff icult to obtain, a good deal o f  activity takes place in the informal sector in services, 
street trading and subsistence farming.29 Addressing the problem o f  low formal job  creation and 
promoting job creation outside agriculture are, therefore, critical to further poverty reduction (see Section 
D below). 

Table 1.6: Kyrgyz Republic GDP, Consumption and Poverty, 1996-2003 
1996 1997 1998 1999 2000 2001 2002 2003 2000-03 

Average 
Real GDP growth rate (%) 7.1 9.9 2.1 3.7 5.4 5.3 0.0 6.7 4.4 
GDP per capita uss (average ex. rate) 392 374 343 255 279 308 322 383 32.3 
GDP pere capita growth rate (“A) 5.5 8.3 0.6 2.3 4.3 4.5 -0.6 6.1 3.6 
Consumption growth rate (YO) 6.3 -8.1 15.1 0.9 -2.9 1.4 3.7 7.0 2.3 
Consumption per capita growth (“A) 4.7 -9.4 13.4 -0.5 -3.9 0.6 3.1 6.3 1.5 
Consumption per capita index (1996=100) 100 91 103 102 98 99 102 108 102 
Poverty headcount (“A of population) 43.5 43 54.9 55.3 52 47.6 8.6 40.8 46.2 
Officially estimated unemployment 7.8 5.7 5.9 7.4 7.5 7.8 na 8.0 
Source: World Bank staff estimates based on official data. 
Note: Consumption data for 2003 i s  preliminary. I t  i s  projected residually, based on actual data on GDP and foreign savings, and projected 
data on investments, and could, therefore, be subject to overestimation. 

Table 1.7: Output and Labor, 1996-2002 
Employment Structure Relative Wages Average Growth Rate 1999-2002 

1996 2002 (agric. = 1) GDP Wage Employment 

Total 100.0 100.0 2.2 3.6 3.7 1.5 
Agriculture, hunting, fishery, and forestry 47.1 52.7 1 .o 5.3 3.1 3.4 
Industry 14.6 10.3 3.4 0.1 3.3 -4.3 

Mining” 0.6 0.4 2.6 0.9 -3.9 5.1 
Manufacturing” 9.3 6.2 3.7 -2.1 4.1 -6.3 
Productiion and distribution of utilities 1.2 1.2 4.4 4.1 8.4 2.0 
Construction 3.5 2.5 2.6 8.3 0.0 -2.4 

Services 38.3 37.0 2.0 4.3 3.8 0.9 
Trade, repair services, hotels, and restaurants 10.2 12.0 1.9 7.5 3.1 2.8 
Transport and communications 4.9 3.8 2.4 1.7 5.6 -2.2 
Public administration 3.8 3.7 3.1 0.7 6.5 1.3 
Social services 13.8 12.5 1.2 12.9 1.4 0.2 

Source: World Bank staff estimates based on official data. 
” Manufacturing in GDP in 1996-1999 includes mining. From 2000 onwards, manufacturing includes only Kumtor-related gold mini. 

28 See Chapter 4 of the Kyrgyz Republic: Enhancing Pro-Poor Growth, World Bank, September 2003. 

29 An important characteristic o f  the Kyrgyz labor market i s  the large incidence of informal employment. The collapse of 
industrial enterprises, combined with the impossibility to survive in unemployment and the lack of formal job opportunities has 
seen the emergence of a widespread informal sector. The informal sector often acts as a safety valve for the large unemployed 
and discouraged population that i s  imperfectly captured in official statistics. 
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1.21 The distribution o f  wages across economic activities was also uneven (see Table 1.7). Wages 
grew fast in the power sector, transport and communication and to a lesser extent in manufacturing. 
Wages in agriculture and trade-sectors that make the largest contribution to employment-remained the 
lowest. Disproportionately low wages in two most labor-intensive sectors again illustrate the fact that far 
too many people in the Kyrgyz Republic rely on self-subsistence agriculture and informalktreet trade for 
survival. This also suggests that despite average GDP growth o f  4 percent per annum, there i s  significant 
slack in the labor market to keep wages depressed. The official unemployment rates o f  8 percent in 
recent years do not reveal the slack related to significant hidden unemployment in the informal and 
agricultural sectors. 

1.22 These macro relationships between growth, unemployment and poverty underscore the 
importance o f  understanding the linkages between sources o f  economic activity, the labor market and 
poverty, which i s  an outcome o f  household income and consumption. This, in turn, will help in 
identifying options for promoting linkages from growing segments o f  the economy to the rest and 
expanding the number o f  those who benefit from growth. Next section analyses these relationships. 

c. STRUCTURE OF THE KYRGYZ ECONOMY 

Accounting for Sources of  Growth and Employment: Social Accounting Matrix-Based 
Model  

1.23 An analysis of the economy’s underlying structure i s  critical to understanding how different 
growth patterns will influence employment and poverty. In order to achieve this, a social accounting 
matrix (SAM)-based model i s  employed to inform the rest o f  the discussion in this Chapter (see Box  1.1). 
This section discusses the key features o f  the Kyrgyz economic structure based on the model’s feedback. 
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Box 1.1: Basic Features of the Kyrgyz Social Accounting Matrix (SAM) 

The Kyrgyz S A M  i s  built from two Input-Output tables for 1998 and 2001, national accounts, data from the 2001 household 
budget survey, 2002 labor force survey, as well as various other statistics and information provided by the National Statistical 
Office, the National Bank o f  the Kyrgyz Republic and the Customs Department o f  the Revenue Committee under the Ministry of 
Finance of the Kyrgyz Republic for the year 2000 to 2002. The basic purpose of the S A M  was to present, in as consistent a 
manner as possible, a relatively disaggregated supply-side picture of the economy. In  the S A M ,  there are 88 activities and 
86 commodities, trade margins, 9 occupational skill categories for labor, 1 type o f  capital, 2 types of households-rich and 
poor-for each of the 8 oblasts. Detailed tax and expenditure categories as well as trade accounts with the country’s main trading 
partners-Russia, China, Uzbekistan and Kazakhstan-and the rest of the world are also included. 

Pros and cons of the S A M  multiplier model are discussed in detail in Annex 1-A. While the model has limitations in many 
aspects, i t s  simplicity offers certain advantages: 

Q+ First, i t s  underlying assumptions of fixed prices and fixed technology in an economy with ample underutilized capacity such 
as the Kyrgyz Republic seem reasonable in the medium term and possibly also the early phase o f  the longer term. 
Simulations with a simpler model structure are also easier to understand and track. 

Second, the model i s  useful to understand the nature of the backward and forward linkages in the economy, an issue that i s  
in general less well understood, yet critical to assessing the economy’s underlying structure and examining how shocks 
(positive and/or negative) and various development strategies may influence growth, employment, and poverty. 

Third, the purpose of the model i s  not to estimate exactly how much a particular sector can supply if subject to an extemal 
demand shock; rather, it i s  to understand the nature and quantity o f  inputs such as water, electricity, skills, etc. that will be 
required to obtain a certain level of growth. If policy makers have this information, they can focus on the types of 
interventions required to ensure that critical material inputs will be available to meet growth targets. In this, the S A M  model 
simulations provide useful information based on 2001 data, and seem to adequately depict the present economic structure 
(see Section F). 

Fourth, keeping the model simple permits both easy tracking o f  information gaps that need to be filled for improving future 
similar analysis that the govemment authorities are planning to undertake, and easy transfer to them at this stage o f  ongoing 
technical capacity building. 

Q+ 

B 

Key Features of Kyrgyz Economic Structure-Reflections from SAM-based Model 

1.24 Since mid-l990s, the basic structure o f  the economy remained unchanged wi th  one exception: in 
1997, gold mining emerged as a key export activity. By 2001, gold mining, along with gold processing, 
comprised the country’s third major economic activity, after agriculture and livestock, and 
retaiVwholesale trade. Manufacturing, composed o f  hydropower, fuels, and water resources, was small, 
j us t  above the energy sector (see Figure 1.4). Sources o f  employment largely concentrated in agriculture, 
as noted above. The agncultural sector employed more than half o f  the labor force, while services 
accounted for roughly the same proportion as their share in the economy. The mineral and energy sectors 
created only about 3 percent employment compared to their share o f  15 percent in GDP, signaling a clear 
trade-off between growth and employment. The structure o f  the economy, as depicted by the 2001 S A M ,  
remains broadly unchanged, except for marginal variations. 
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Figure 1.4: Structure of  the Economy and Sources of Employment, 2001-SAM 
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1.25 
Republic: 

A number of salient characteristics define the sources and pattern o f  growth in the Kyrgyz 

0 Dispersion o f  economic activities. 
The Kyrgyz economy i s  marked by a 
dispersion o f  production across a 
fairly large number o f  economic 
activities. Most of  these activities 
produce 2 percent o f  GDP or less. In 
agriculture, grain (mostly wheat) 
stands as an exception (share o f  
9 percent o f  GDP), production o f  
which in 2002 was 1.3 times 
(2.8 times for wheat) higher than the 
199 1 levels, occupying about 
60 percent (40 percent for wheat) o f  
the cultivated land. One o f  the main 
reasons behind the remarkable gain in 
grain production has been the shift 
away from traditionally export- 
oriented crops towards import 
substitution both as a subsistence 
farming as well as production for the 
domestic markets. Of  the remaining 
agricultural activities, only four others 
have a critical mass o f  3 or more 
percent o f  GDP-potatoes, vegetables, 
meat and milk, which are produced 
both for subsistence and 
commercially. Even cotton, a 
traditional crop with important 

Table 1.8: Sources of Growth and Employment in 
Agriculture, 2001 

Shares o f  VA Share in 
Share o f  Employment Gross 
GDP (%) in total (%) Production 

Agriculture 25.1 45.4 63.0 
Grain 9.4 13.6 63.3 
Fruits and vegretables 8.6 14.6 84.7 

Potato 2.8 4.0 75.9 
Vegetables 3.8 5.7 75.1 
Fruits and berries 1.9 4.6 91 .O 
Nuts 0.1 0.2 97.0 

Cotton and other cash crops 3.5 9.2 91.4 
Cotton 2.5 7.0 95.6 
Tobacco 0.8 2.1 94.4 
Sugarbeet 0.2 0.2 84.3 

Fodder 2.0 3.2 80.9 

Livestock 10.3 8.0 38.3 
Meat 6.0 4.1 28.8 
Milk 3.2 2.0 29.1 
Other livestock 1 .o 1.9 51.0 

Eggs 0.6 1.3 62.5 
Wool 0.1 0.1 41.4 
Other animals 0.2 0.4 53.8 
Hunting and forestry 0.1 0.2 91.2 
Fishery and fish breeding 0.0 0.0 36.0 

Other crops 1.8 4.8 93.4 

- 

Total 35.4 53.4 66.1 
Source: 2001 Kygyz SAM, The World Bank, 2004 

forward linkages to manufacturing, accounts for no  more than 2.5 percent o f  GDP (Table 1.8). 
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There is greater dispersion in 
manufacturing. For instance, cotton and 
wool manufacturing involve at least 
10 distinct activities from ginning to yam 
to cloth production but jointly account for 
only 1 percent o f  GDP. The processing of  
agricultural commodities, spread across a 
range o f  traditional and emerging 
activities, contributes 3 percent o f  GDP. 
Similarly, broad range o f  production lines 
varying from traditional minerals, metals 
and machinery to emerging rubber and 
plastic, and bulbs and glass sheet are 
evident in heavy manufacturing, although 
their collective contribution i s  small at 
4 percent o f  GDP (see Table 1.9). A high 
degree o f  dispersion makes efforts focused 
on marketing and logistical support to 
enhance agricultural and manufacturing 
production, more challenging, as these 
efforts are l ikely to be stretched thin across 
the large range o f  activities. A high 
degree o f  dispersion across many small 

Table 1.9: Sources of  Growth and Employment in 
Manufacturing, 2001 

Shares of VA Share in 
Share of Employment Gross 
GDP (%) in total (%) Production 

Light Manufacturing 4.0 3.1 45.6 
Cotton and wool manufacturing 1.1 0.6 33.1 

Cotton fabrics 0.1 0.1 56.3 
Cotton ginning and yarn 0.3 0.1 54.4 

Wool yarn and fabrics 0.1 0.0 57.1 
Knitted items and clothings 0.5 0.3 53.7 

Flour milling 1.6 1.5 20.0 

Other textile industry 0.1 0.0 19.8 
Agro-processing 2.9 2.5 27.3 

Sugar refining 0.2 0.2 62.4 
Meat, dairy, and other processing 0.6 0.6 16.1 
Beer. vodka, and mineral water 0.2 0.1 13.5 
Tobacco and other food processing 0.4 0.2 17.4 

Heavy Manufacturing 4.0 1.9 21.3 
Timber, paper, and chemicals 0.2 0.2 32.5 

Metals and machinery 1.1 0.9 40.2 
Bulbs and glass 0.4 0.3 37.6 

Total 8.0 5.0 32.6 
Source: 2001 Kyrgyz SAM, The World Bank, 2004 

Rubber and plastic 0.1 0.0 15.9 

scale-activities might also be impeding a much-needed increase in low productivity rates across the 
board (see Section B above and Chapter 3 for further discussion). 

0 Signs of diversification in production towards high-value products, which are going to be 
increasingly important for sustainability of growth beyond the medium term. Two critical 
souyces of growth in the Kyrgyz economy, agriculture (including livestock) and manufacturing, 
seem to be starting to show much-needed signs of diversijkation towards high-value products, 
albeit, slowly. As will be discussed in the next section, the advantage o f  high-value production in 
either agriculture or manufacturing i s  that i t  generates positive spillovers for the remainder o f  the 
economy through backward and forward linkages. For instance, increasing productiodexports o f  
light-bulb production, if sustained, can lead to the development o f  the glass, metals, cardboard and 
other service activities. Similar promise i s  associated with some other emerging andor restructured 
manufacturing sectors (e.g., rubber and plastic and glass sheet production) and with a g o  processing. 
Traditional activities such as cotton and wool manufacturing, meat and dairy also offer significant 
scope for diversification towards higher value added manufactured products for the domestic and 
export markets, if constraints, resulting both from government-policy and market failures, are 
eliminated.” 

0 Basic elements of critical supply chains are available but government-policy and market 
failure disadvantages constrain an efficient supply response. Kyrgyz producers enjoy the 
advantage o f  having the basic elements of the supply chains o f  a number o f  activities in place. 
Consider the case of cotton and wool. Apart from the production o f  raw material, there i s  installed 
capacity for ginning, production of yam, cloth and garments. Unlike most countries, the Kyrgyz 
Republic enjoys availability o f  water and cheap power. I t  i s  also fortunate to have an educated 
labor force, and reasonable domestic and regional demand for manufactured cottodwool goods. 
However, value chain analysis indicates that constraints to efficient production and marketing o f  
manufactured goods (ranging from difficulties in access to inputs and working capital, 

30 F o r  further discussion, see Chapter 3 and Vo lume 11, Value Cha in  Analysis for cotton, wool, and dai ry  indust ry  
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inconsistencies in raw material, vintage equipment, and high margins in marketing explained by the 
lack o f  formal competition, to those resulting from weaknesses in structural elements o f  investment 
climate, encouraging informalization), frequently lead to prohibitive transactions costs, which 
significantly constrain the scaling up o f  production and diversification towards high-value products. 
The argument i s  similar in the case o f  supply chains in almost al l  other product l ines (see Chapter 3 
and Volume I1 for specific examples for agricultural production, with linkages to light 
manufacturing and agro processing). 

0 Gold mining and refining are an important yet 
“finite” source of  growth and export?’ For 
every 1 mil l ion Som o f  gold output, the 
contribution to GDP i s  about 64 percent from 
mining (see Table 1 .lo). While contribution o f  
gold refining to GDP i s  much smaller, i t  produces 
a critical source o f  export (40 percent o f  total 
exports). Gold production has fairly strong inter- 
sectoral linkages. This creates additional demand 
for production in other sectors, which, in turn, 
generates additional demand for inputs, including 
labor (see Table 1.1 5, showing inter-sectoral 
multipliers o f  2.6). For instance, gold mining 
creates a demand o f  Som 3.7 bil l ion for 
intermediate inputs, such as fuel and gas (7 percent 
o f  gross production), power (3.4 percent), services 
such as transport, real estate, etc. (7 percent). 
Inter-sectoral linkages are weaker in the next 

Table 1.10: Significance of Gold Mining in 
Kyrgyz Republic 

Som Share o f  gross 
Intermediate Inputs million production (%) 

Fuels, gas, and oil 76 0.7 
Gold mining 712 7 
Light manufacturing 355 3.5 
Heavy manufacturing 1,074 10.6 
Power 349 3.4 
Watere 52 0.5 
Roads and other construction 42 0.4 
Wholesale and retail trade 0 0 
Other services 540 5.3 
Transportation 163 1.6 
Public administration 32 0.3 
Education and health 0 0 
Other public services 0 0 
Total intermediate goods 3,749 36.9 

Wages to labor 
Rent to capital 
Taxes 

1,395 13.7 
5,195 51.1 

172 1.7 
stage, i.e., gold processing, where raw gold i s  the Gross “ition 10,157 100 
single major input (82 percent o f  gross emplovment (iobsl 3,000 

production). Soiree: 2001 Kyrgyz S A M ,  The World Bank, 2004 

0 Even though the distribution o f  factor income to labor suggests that the benefits f r o m  gold 
mining accrue largely to relatively more affluent households, the economy-wide spillovers 
from additional demand for intermediate inputs and household expenditures have much 
larger implications for overall growth and poverty reduction in the Kyrgyz economy. 
(see Table 1.10). While gold production does not favor the less skilled, who are mostly poor, it 
makes an indirect, yet considerable contribution to poverty reduction. It displays a relatively high 
induced household income multiplier, showing that the increase in household income and 
expenditure associated with gold i s  second only to that o f  agricultural activity: for every unit- 
increase (Som 1 million) in gold minedhefined, household incomes rise by Som 1.2 (see Table 1.15 
for induced household income multipliers o f  1.2 in gold relative to 1.3 in agriculture). Combined, 
inter-sectoral linkage and induced income multipliers o f  the gold production suggest that the 
expected halving in the gold production beyond the medium term will have considerable economy- 
wide implications. Th is  calls for the implementation o f  a recovery strategy during the medium- 
term, before the economy i s  hit by a “gold-shock;’’ this time, unlike the temporary 2002 shock, a 
permanent one (see Section E for further discussion). 

31  The gold sector’s contribution to state revenue is insignificant, as about 80-90 percent o f  income generated by Kumtor i s  spent 
on extemal debt repayment, while only about 3 percent is paid to the state budget. 
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0 Energy i s  both a critical input to 
production and an important source of 
exports. Overall, with a major value-added 
content, i t i s  also an important contributor to 
growth (see Table 1.1 1 and Table 1.15). 
Besides these factors that augur well for 
developing an efficient energy policy, there i s  
an additional rationale: given that energy 
exports originate f iom hydropower, which i s  
plentiful in the country, energy may have the 
potential o f  partially compensating for the 
diminishing contribution o f  gold to economic 
activity and exports. Preliminary studies 

Table 1.11: Sources of Growth and Employment in 
Mining and Energy, 2001 

Shares of VA Share in 

Activity GDP (%) total (%) Production 
Shares of Employment in Gross 

Mining industry 9.6 0.4 43 9 
Coal mining 0.1 0.0 36.1 
Natural gas 0.0 0.0 38.5 
Crude oil 0.3 0.2 49.9 
Other ores 0.0 0.0 
Other mining 0.0 0.0 13.1 
Gold mining 9.2 0.1 64 9 

Power 4.6 1.8 55.5 
Water 0.9 0.9 34.8 

Steam and hot water supply 0.8 0.6 40.6 
Water intake, treatment. etc 0.2 0.2 29 0 

seem to also suggest that participation in a Fuel (production and distribution) 0 0 0 1  
regional energy pool may enable the Kyrgyz Total 15 2 3 1  29 4 

Republic to access new export markets in Source 2001 QrBz  SAM.  The World Bank3 2004 

Afghanistan and Iran in the future, although this requires relatively large investments and a 
challenging regional policy-malung. 

0 Services play a supporting role in 
production, with significant room for 
further enhancement. As in other 
countries, the service sector in the Kyrgyz 
Republic carries an important supporting 
role for the productive sectors. As discussed 
in Chapter 2, services often make up 10-20 
percent o f  the production costs and all the 
costs o f  trading. The availability o f  high 
quality services lowers transaction costs, 
stimulates trade in goods, and attracts 
foreign as well  as domestic investors to 
engage in production activity. The Kyrgyz 
services sector contributes equally to GDP 
and employment (about 33 percent; see 

Table 1.12: Sources o f  Growth and Employment in 
Services, 2001 

Shares of V A  Share in 

Activity GDP (%) in total (%) Production 
Shares of Employment Gross 

Wholesale and retaail trade 
Transportation 

Agriculture service inputs 
Mail and communication 
Real estate 
Hotel and restaurants 
Lending 
Maintenance and repair of cars 
Insurance 
Public administration 
Education and health 

oiw Road transport 

Education 

12.3 
2.6 
2.3 
0.6 
1.4 
2.8 
0.9 
0.5 
0.3 
0.0 
5.1 
4.6 
3.2 

9.0 
3.2 
2.8 
1.5 
1.4 
1.6 
I .4 
0.8 
0.2 
0.1 
6.0 
6.9 
4.7 

47.2 
26.7 
16.8 
93 2 
59.5 
65.1 
45.0 

40.8 

57.3 
62.0 
59.8 

Table 1.12). Roughly one-third of the Health 1.4 2.2 64.2 
0.5 0.7 57,2 
1.0 1.1 38.6 

32.6 33.8 41.5 
Backbone services such as oiw Backbone services 7.3 7.0 50.4 

services are associated with public Other public services 

administration and social services. Total 

telecommunications, transport, financial Source: 2001 K~~ SAM, The World Bank, 2004 
services (banking, insurance, securities 
trading), distribution and business services (legal, accounting, consulting) are, however, fairly 
underdeveloped (altogether 7 percent of GDP). This stems, in large part, from the present Kyrgyz 
regulatory environment underpinning these services, which fails to enhance competition, both 
domestic and competition from international providers (see Chapter 2). If efficiently supported, 
tourism-as represented by hotels and restaurants accounting for 1 percent o f  GDP-seems to be 
the only source whose growth i s  not directly dependent on the demand for domestic production; i t 
has the potential to generate external demand and respond to it. 

Other services 
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e Trade margins are high, but not entirely due to 
difficult geography. N o t  only the land- GDP32001 
lockedness, but lack o f  internal integration of  In tern ati on a1 
markets penalizes investors by increasing the Sector Total Trade 
transport and trade margins for producers, both for  
domestic and foreign markets by as much as 3-14 
percent o f  GDP3' (see Table 1.13 and Chapter 2). 

Table 1.13: Trade Margins as a Share of Total 

4.8 0.5 
3.3 0.0 

13.7 4.9 

Agriculture 
Livestock 
Manufacturing 

Specific insights f rom the value chain analysis Mining and minerals 3.4 2.0 
suggest that informal internal controls further power and water 0.3 0.1 
increase already high cost of trading and hauling 

Source; 2o01 Kyrgyz SAM, The Bank, 2o04 products across the country. 
renders the production o f  otherwise lucrative products un-competitive for  producers. For  instance, 
extra delivery costs of milk to processors resulting from excessive police checkpoints o n  the roads 
(requiring either payments o f  bribes or extra travel to avoid checkpoints), increase production cost 
o f  each l i ter  o f  milk in the important dairy industry by an average o f  26 percent (35 percent for  
small farms and 18 for large farms).33 

This significantly 

e As i s  the case for overall 
economic activity, there i s  a 
fair degree of non-gold 
export dispersion in the 
Kyrgyz economy, although 
only few products have a 
strong revealed comparative 
advantage (RCA). The 
number o f  items exported- 
currently at about 130 
i t e m ~ ~ ~ - i s  and has historically 

Table 1.14: Patterns of Export and Main  Trading Partners in 2001 

Agricultural Mneral Light Heavy Bulbs and 
Products Fuels water Manufacturing Gdd Manufacturing Glass Power 

612 1 7  0 0  146 0 0  167 4 2 8  0 0  Russia 

Kuakhstan 3 2  0 0  70 9 241 0 0  I9 6 5 9  327 

Uzbelustan 0 2  867 I 7  7 1 2  0 0  II I 7 8  6 4 0  

China 0 1  1 4  0 0  276 0 0  I 4  5 0 0  0 0  

Rea of the World 352 103 114 325 1000 3 8 1  4 3 4  3 2  

Total Exports 1000 1000 1000 1000 1000 1000 1000 1000 

Swrce 2001 K y m z  S A M  The World Bank 2004 
' Includes important regional export partners, in particular Tajikistant and other CIS countries 

been high, compared to other landlocked countries. However only 
20 exceed the value o f  US$1 m i l l i on  (equivalent to less than 0.2 percent o f  total exports). The top 
three non-gold export categories are electric current, cotton and tobacco. These are also the 
commodities with high RCA. Other major exports currently include hideslsluns, metal scrap 
(aluminum and lead), inorganic chemicals, vegetable and f ru i ts  (beans and edible nuts), sugar and 
some manufactured goods, and machinery and transport equipment (such as filament lamps, motor 
vehicle parts and semi-trailer tractors, asbestos and rol led glass sheets, and metal tanks).35 Among  
this later group, the only export i tem with high RCA i s  hideslskins, which are exported main ly  to 
China and which appear to have a strong presence in the informal economy-i.e., i t s  
productionlexports might be much higher than what the available figures indicate.36 The hidelskins 
processing l ine also displays a high inter-sectoral linkage and income multiplier, and, hence, have a 
potential o f  strong growthlpoverty impact, if it were to develop significantly in the future (see Table 
1.15). Nevertheless, as explained in detail in Volume I1 o f  this Report, this would require, f irst and 

32 Trade margins represent a difference between the commodities valued at consumer prices and the final products valued at 
producer prices. Trade margins represent only domestic margins but are split between the three types o f  commodities-goods 
produced in the Kyrgyz Republic for domestic consumption, for exports, and goods imported according to their respective shares 
in GDP. They take into account within the country trade costs per unit of a commodity and depend on the marketing channels 
used. Whi le  assessing the total trade margins on exports and imports, the costs incurred outside the Kyrgyz Republic, which are 
not part o f  domestic trade margins, need also to be taken into account. 

33 For a detailed discussion, see Volume 11, Value Chain Analysis. 

34 These are exports with value>US$ 100,000 according to SITC 4 digit classification. 

35 For a detailed discussion, see Volume 11, Trade Performance. 

36 For further discussion see Volume 11, Value Chain Analysis. 
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foremost, transforming the growing informal activity in this sector into the formal sector. I t  will 
also require addressing constraints to the growth o f  productive activity, without jeopardizing growth 
of other important livestock-based supply chains, particularly the wool-another critical product 
with a high inter-sectoral and income multipliers. The Kyrgyz Republic’s most agricultural and 
manufactured commodities are exported to the larger economies o f  Russia, China and the 
surrounding countries o f  Kazakhstan and Uzbehstan (see Table 1.14). 

D. IMPLICATIONS OF THE EXISTING ECONOMIC STRUCTURE FOR GROWTH 

1.26 This chapter has so far illustrated that, with the exception o f  gold, and to a certain extent power, 
the Kyrgyz economy i s  s t i l l  in the early stages o f  defining i t s  comparative and competitive advantages in 
the production o f  goods and services. This section employs the SAM-based model to explore the 
implications o f  the country’s existing economic structure for sources o f  sustainable growth, especially in 
the context o f  diminishing importance o f  gold production. First, it sets the context by providing an 
overview o f  inter-sectoral linkages depicted by the model. I t  then tums to analyses o f  much-needed 
economic-cum-export diversification for sustainability o f  growth, and i t s  implications for (i) the growth 
of the non-gold economy, and (ii) employment creation and poverty reduction. 

Inter-sectoral Linkages Revealed by  SAM-based Model 

1.27 The most important advantage o f  a SAM-based model i s  that i t  provides useful insights about the 
input and output relationships that exists between goods and services markets, as well as the inter- 
linkages between the demand for labor and capital in the process o f  prod~ct ion.~ ’  The stronger the inter- 
sectoral linkages are, the larger the potential for direct and indirect spillovers and growth. As noted 
earlier, a notable feature o f  production patterns in the Kyrgyz Republic i s  the diversity o f  production, 
which entails broad, even if not uniformly strong, backward and forward linkages from agriculture and 
livestock to ago-processing and manu fac t~ r ing .~~  Policies that nurture the eflcient use o f  the Kyrgyz 
Republic’s natural resources39 (arable land, pastures, water and energy) and facilitate increased entry and 
production in the formal economy can strengthen these linkages. 

1.28 The SAM-based model provides a set o f  comparable direct and indirect inter-sectoral linkage 
multipliers, which can be used to understand the relative importance o f  each economic activity. They 
comprise the following: 

a Value-added in activities: The higher the value added by a factor, labor or capital, the 
greater the contribution of that activity to GDP and growth. The higher the value added by 
labor, the greater the remuneration to labor and the stronger the poverty impact o f  an activity, 
if its share in al l  activities i s  large. The S A M  indicates that on average, value added by labor 
in the Kyrgyz Republic i s  5 1.5 percent and capital 44 percent in GDP. Value added by labor 
i s  the highest in agnculture, livestock and most service activities (70-1 00 percent) reflecting 

37 For instance, the production o f  grain requires intermediate inputs in the form of grain for seed, irrigation water, agricultural 
machinery, pesticides, fertilizer, as well as factor inputs such as workers, who may be skilled or unskilled, and capital. Besides 
making transparent the nature of these linkages, the SAM i s  also useful in showing patterns of domestic demand 
(from government and households) as well as demand from the rest of the world for the commodities produced by economic 
activities. Th is  second loop links wage and capital incomes to household incomes, and household, government and the rest of the 
world’s expenditures (through exports and imports) to the production of goods and services. 

38 Examples include the value chain from (i) fodder to livestock, and from livestock to dairy, meat and wool, and from wool to 
woolen textiles; (ii) grain production to flour milling and from grain to beer and vodka; (iii) fruits to the production ofjuices; and 
(iv) from cotton cultivation to cotton ginning, yam and textiles. 

39 See Annex 1-C. 
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the prevalence o f  relatively labor-intensive production technology (including the use o f  
informal factors) as well as low intermediate input content. All industrial activities-mining, 
energy, manufacturing and construction-have a relatively lower value added content 
associated with labor (30-50 percent). As noted above, the relation between value added by 
labor and i ts  impact on poverty reduction i s  moderated by a sector's contribution to GDP. 
(see Table 1.15 and Annex 1 -D) 

Table 1.15: S A M  Multipliers and Non-Gold Diversification Indicators, 2001 
Share of Share o f  
Export in Value 

Share o f  Value Share of Total Non- Linkage induced HH Employ Added in 
Share o f  Added in Total Exports in Gold O W  with Other Income per mill ion Labor at 

Name o f  Sector GDP ("A) Production GDP Export Multiplier Sectors Multipliers S O M  f,c. 
Agr icul ture 

Vegetables 
Cotton 
Sugar beet 
Fruits, berries 
Feeding stuff 

Livestock 
Meat (live weight) 
Milk 
Wool 
Other animal 

M i n i n g  
Coal 
Crude oi l  
Gold ores 

Manu fac tu r ing  
Light muniifacrirring 

Cotton value chain 
olw Cotton fabric 

Wool value chain 
Clothing 
Hides & skins proc. 

Agroprocessrng 
Sugar refining 
Other food proc. 
Dairy industry 
Juices, fruits & veg proc. 
Tobacco proc & products 
Beverages 
Mineral water 

Heuvy monifiacturing 
Chemical production 
Rubber and plastic prod. 
Glass sheets 
Bulbs 
Other constiuction mat 
Metallurgy & metal fab prod 
Machinery & equipment 
Oil refining 

Power and water 
Power 
Water 

Services 
Agricultural services 
Infrastructure 
Trade 
Hotels & restaurants 
Transport 
M a i l  & communications 
Financial services 

3 8  
2 5  
0 2  
1 9  
2 0  

6 0  
3 2  
0 1  
0 2  

0 1  
0 3  
9 2  

0 4  
0 1  
0 1  
0 5  
0 0  

0 2  
0 8  
0 5  
0 0  
0 1  
0 2  
0 1  

0 0  
0 1  
0 0  
0 4  
0 6  
0 2  
0 7  
0 3  

4 6  
I O  

0 6  
4 0  

12 3 
0 9  
2 6  
1 4  
3 3  

75 
96 
84 
91 
81 

29 
29 
41 
54 

37 
50 
65 

33 
56 
57 
59 
17 

62 
28 
so 
18 
17 
36 
59 

16 
16 
15 
38 
27 
49  
37 
18 

55 
35 

93 
39 
47 
45 
27 
59 
30 

0 1  
2 3  
0 1  
0 1  
0 0  

0 0  
0 0  
0 1  
0 0  

0 0  
0 0  
0 0  

0 1  
0 0  
0 0  
0 0  
0 2  

0 1  
0 2  
0 1  
0 1  
0 1  
0 0  

0 0  

1 3  
0 7  
0 0  
0 8  
0 4  
1 4  
2 6  
o s  

3 0  
0 0  

0 0  
0 3  
0 0  
0 9  
1 3  
0 7  
0 1  

0 4  
10 4 
0 2  
0 6  
0 0  

0 0  
0 0  
0 3  
0 0  

0 1  
0 0  
0 0  

0 5  
0 2  
0 2  
0 2  
0 7  

0 5  
5 0  
0 6  
0 3  
0 3  
0 2  
0 2  

5 7  
3 2  
0 0  
3 5  
1 9  
6 2  

1 1  4 
2 1  

I 3  4 
0 0  

0 0  
1 4  
0 0  
4 2  
6 0  
3 1  
0 2  

1.2 
1 0  
1 .o 
1 . 1  
1.1 

1 6  
1.3 
1 .o 
1 .o 

1 .O 
I O  

1.1 

1 2  
1 1  
1 0  
1 1  
1 .o 

1 .o 
1.1 
1.1 
1 .o 
1.4 
1.1 
1 0  

1 .o 
1 .o 
1 .o 
1 .O 

1.1 
1 .o 
1 .o 
1.1 

1 . 1  
1 .o 

1 .o 
1 0  
1.1 
1 .o 
1 .o 
1.1 
1.3 

2 7  
2 7  
2 8  
2 6  
2 8  

3 3  
3 s  
3 2  
3 2  

0 6  
3 5  
2 6  

3 4  
3 9  
3 6  
3 8  
4 0  

1 8  
3 0  
3 9  
2 3  
1 7  
2 4  
2 6  

0 3  
1 0  

2 2  
3 4  
2 9  
0 6  
1 3  
1 4  

2 1  
2 8  

2 7  
2 7  
2 8  
2 2  
1 9  
2 2  
1 9  

1 3  
1 3  
1 3  
1 3  
1 3  

1 3  
1 3  
1 3  
1 3  

0 2  
1 0  
1 2  

1 1  
1 1  
1 1  
I 1  
1 1  

0 6  
0 8  
1 1  
0 7  
0 7  
0 8  
0 8  

0 1  
0 3  
0 7  
1 0  
0 9  
0 2  
0 4  
0 4  

0 9  
1 0  

1 3  
I O  

1 2  
0 8  
0 7  
I O  

0 8  

83 
103 
93 

101 
88 

48 
48 
67 
98 

38 
36 

2 

42 
40 
40 
39 
41 

40 
42 
39 
40 
54 
44 
40 

42 
40 
42 
40 
40 
40 
40 
40 

48 
46 

103 
38 
52 
51 
47 
40 
46 

54.0 
78.7 
37.4 
72 1 
53.8 

41 8 
38.3 
17.2 
48 4 

36 2 
57.2 
21.2 

28.4 
37.0 
35.4 
48.5 
32.5 

70.8 
61.7 
82 2 
72.3 
12.6 
43 3 
60.5 

56.7 
55.0 
54.1 
63.2 
79.1 
73.3 
62 7 
58.7 

24.4 
66.2 

67.3 
77.6 
49.5 
88.5 
67.5 
70.1 
36.1 

Public services 10 2 60 0 5  2.2 I O  3 0  1 3  51 81.5 
Soiircr: 2001 Kyrgyz S A M ,  The World Bank, 2004 
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0 Various measures of  multipliers: Multipliers in the SAM-based model reflect how much a 
unit-increase in the demand and production o f  a commodity affects the demand for more 
commodities. A higher demand for activities, in turn, lead to higher wage incomes, higher 
profits and, hence, higher household incomes and government taxes, which are, once again, 
expended either on commodities produced domestically or imported. The multipliers in an 
activity are small, if the leakages from an economy are large, which may be due to a large 
proportion of imported inputs, taxes and savings. As noted above, in production, large 
shares of intermediate inputs lead to low value added (to labor and capital) and, hence, small 
multipliers. Unlike most multipliers in some other low-income economies, large proportion 
of multipliers for the Kyrgyz Republic 's production sectors are larger than 1 (often between 2 
and 3). This implies a fairly tight link between changes in the demand for a commodity and 
the magnitude o f  its impact on other relevant sectors o f  the economy. Our analysis focuses 
on four types o f  multipliers (see Table 1.15). 

% Value added direct multipliers-show how much a unit-increase in the demand for a 
commodity directly affects the demand/production o f  the same commodity. 

9 Inter-sectoral linkage multipliers-illustrate how much a unit-increase in the demand for 
a commodity increases the demandhpply o f  commodities produced by other activities. 

9 Induced household income multipliers-show how much a unit-increase in the demand 
for a commodity affects household income. 

% Emulovment multipliers-show how many jobs are ultimately created directly or 
indirectly as a consequence o f  a unit-increase (1 mil l ion Som) in the demand for a 
commodity. 

Sectors with high multipliers would have higher growth impact, but the gains from a large 
multiplier depend on the sector s size. For instance, while the largest inter-sectoral linkage 
multiplier o f  3.9 i s  in the dairy industry, i t s  low share in GDP suggests that i t  presently has 
much lower impact on growth and poverty than i t  potentially could have, i f  it were to develop 
significantly in the future. This would require, as explained in detail in the value chain 
analysis o f  the dairy industry, addressing many constraints to the growth o f  productive 
activities in this sector-including heavy administrative barriers, market failure constraints, 
severe lack o f  scale economies in various stages o f  production, weak mechanisms o f  learning 
and technology transfer (see Volume I1 and Chapter 3). Other similar examples include the 
wool value chain and light bulb production. In general, agricultural activities create the most 
employment if one counts only the number o f  jobs per 1 mil l ion Som. However, as will be 
discussed below, most o f  these are low wage jobs closer to subsistence or informal wages. In 
contrast, livestock sector, mining, most manufacturing activities and even services generate 
about 40 to 50 jobs per mil l ion Som, but, as the quality o f  these jobs are superior; so too i s  
the skill requirement. 

Need for Export Diversification for Growth, Employment and Poverty Reduction 

1.29 For the Kyrgyz economy, export-led growth i s  the only vehicle for the long term, given i t s  small 
domestic market. With the expected sharp decline in gold production, which i s  projected to be halved 
between 2009-2011, and to be marginalized in another four years (i.e., beyond 2015), the scope for 
export-led growth wil l be determined by the potential o f  the non-gold economy and by exports. This 
section employs the above-described measures to assess the implications o f  economic-cum-export 
diversification in terms o f  growth, employment creation and poverty reduction. 
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High Growth Potential 

1.30 Economic activities that produce non-gold exports, except the top three traditional exports, i.e., 
cotton, tobacco, and power, presently account for about 40 percent o f  GDP relative to their contribution 
of about 30 percent to total exports, indicating that an export diversiJication strategy has a high payofffor 
growth. The growth potential o f  these activities i s  even more impressive. The value added in the total 
production o f  non-gold exports i s  the highest in agricultural commodities at over 75 percent. This share 
drops in light manufacturing and i s  the lowest in heavy manufacturing, as the latter uses a large 
proportion o f  raw materials and intermediate inputs. The potential for spillovers from growth in any of 
the non-gold export activities is, however, considerably high in agriculture and livestock products, agro 
processing and light manufacturing, but lower in heavy manufacturing, as reflected by high inter-sectoral 
linkage multipliers in the range o f  2-4 (see Table 1.15 above and Annex 1-D). 

1.31 Section C noted that, despite apparent diversification o f  non-gold export basket, very few- 
mostly primary-exports reveal a comparative advantage and even fewer export items show signs o f  
emerging competitiveness in the regional markets (dairy industry and heavy manufacturing provides few 
 example^).^' The present export basket, however, reflects strong backward linkages to country7s natural 
resource  endowment^.^^ As reflected by the presence o f  supply chains in several sectors, there are also 
clear forward linkages, especially with respect to agro-processing, and light manufacturing, although 
these linkages are weak, particularly towards the upper end o f  the supply chain. A diversified export 
basket that takes advantage of the presence of these supply chains will facilitate not only the production 
and export o f  raw materials from agriculture (including livestock), and industry, but also higher value 
added processed and manufactured products from the same supply chains. 

1.32 Table 1.15 provides examples to the above-discussed case for export-diversification. For 
instance, raw cotton i s  presently an important export, but cotton yarn, fabric, clothing and other textiles 
are also exported, albeit with miniscule shares. This signals ample scope for graduating from hitherto low 
value commodities to higher value-added commodities within the same supply chain, i.e., the scope for 
moving away from exports of raw cotton to higher value added cloth and fabrics. This could also work as 
a risk mitigation strategy to protect the cotton sector from terms o f  trade and weather shocks. The same 
goes for wool value chain.42 Another example i s  that o f  high value agncultural products. Industrial 
surveys and trade data show that crops such as vegetables, fruits and berries, which presently have a 
relatively high share of GDP, but miniscule share o f  non-gold exports, have both significant growth 
potential-evident from their high value added shares in total production (in the range o f  75- 
97 percent)-and export potential especially in fast-growing neighbors Kazakhstan and Russia.43 
Existing forward linkages of these commodities to agro processing suggest that if their supply i s  
sufficiently expanded, they can generate even higher value in the form o f  processed food. The same case 
studies and surveys, however, also point to a range o f  domestic barriers to development o f  higher end o f  
these supply chains, which are beyond the quantitative analysis o f  this chapter, but are addressed in other 
chapters o f  this Report (see also Annex 1-D). 

1.33 The presence o f  an established heavy manufacturing sector i s  further likely to aid the goal o f  
higher growth through export diversification, by malung locally available machinery and equipment, 
packaging/canning and other construction materials required for the expansion o f  the agro and light 
manufacturing sectors. For instance, the availability o f  glass and other raw materials as well as 
machinery/machine tools production lines presumably played a role in the increasing production o f  light 
bulbs, which have a share o f  less than 0.5 percent in GDP but account for 3.5 percent o f  total non-gold 

40 See Chapter 2 and Volume 11, Trade Performance Analysis. 
4' See Annex 1-C. 
42 See Volume I, Value Chain Analysis. 
43 See Chapters 2 and 3. 
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exports and are being exported widely across the CIS market as wel l  as to Europe (e.g., Romania). The 
share o f  most heavy manufacturers ranges between 3 4  percent in non-gold exports, altogether 
accounting for about 35 percent of non-gold export basket (see Annex 1-D). There has only been l imi ted 
restructuring o f  the medium and large industrial enterprises in the sector to date, and o f  the remaining 
structures, not a l l  are l ike ly  to  be feasible for r e ~ i t a l i z a t i o n . ~ ~  I t  i s  important that greater attention i s  given 
to  restructuringAiquidating the medium and large sate enterprises. Foreign investment can potentially 
p lay a key role here. 

1.34 Finally, in the services category, hotels and restaurants, which are largely associated with 
tourism, account for  about 4 percent o f  the total non-gold export (goods and services) basket. 
International experience shows that the growth o f  tourism depends critically o n  the availability o f  crucial 
public inputs such as transport, roads, telecommunications, power and the like. But the spillovers for 
export growth from the efficient development o f  these critical public inputs apply more widely to non- 
service exports as well. This i s  confirmed by their high inter-sectoral linkage multipliers (in the order o f  
2-3) in Table 1.16. 

Table 1.16: Critical Inputs o f  Economy, 2001 

Share of 
Share of Share of Exports/ Total Linkage Induced HH Share of Value 

Share o f  GDPKotal Exports/ Total Non-Gold with Other Income Employment per Added in Labor 
Name o f  Sector GDP (%) Production Exports Exports Sectors Multipliers million SOM a t f c  

Irrigation water supply 0 2  93 4 0 0  0 0  2 8  1 3  101 8 61 7 
Chemicalization service 0 2  88 9 0 0  0 0  2 8  1 3  101 7 60 4 
Other agricultural services 0 2  97 2 0 0  0 0  2 7  1 3  IO4 9 79 9 

Natural gas 0 0  38 5 0 0  0 0  0 2  0 1  40 0 39 8 

gaseous fuels 0 0  -7 6 0 5  0 9  2 5  0 6  44 6 -210 2 

Coal 0 1  36 7 0 1  0 1  0 6  0 2  38 2 36 2 

Production & distribution of 

Steam &hot water supply 0 8  40 6 0 0  0 0  2 7  0 9  46 2 46 3 

Water intake, treatment, & 
distribution 

Roads 
Irrigation network 
Wholesale trade 

Retail trade 
Operations, maintenance & repair 
services 

Road transport 

Rail transport 
Air  transport 
Auxiliary transport activities 

Ma i l  & communications 

Public administration 
Education 

0 2  
1 2  
0 1  
0 9  

1 1  3 

0 3  
0 9  
2 3  
0 1  
0 1  
1 4  
5 1  
3 2  

29 0 

39 0 
39 0 
36 7 
57 7 

40 8 
45 0 

47 8 
16 8 
12 3 
59 5 
57 3 
59 8 

0.0 

0 0  
0 0  
0 0  

0 0  

0 0  

2 5  
0 3  
1 5  
1 7  
1 8  
1 3  
0 0  

0 0  2 9  
0 0  2 8  
0 0  2 8  
0 0  2 9  
0 0  2 6  

0 0  2 7  
4 2  2 2  
0 6  2 1  
2 5  1 1  

2 9  1 5  
3 1  2 2  
2 2  3 0  
0 0  3 0  

I O  

I O  
I O  

1.1 
1.3 

I O  
0 8  
0 8  
0 4  
0 5  

I O  

1 2  
1 3  

45 3 
38 3 
38 9 
50 6 
53.2 

50 0 
50 9 
39 9 
48 8 
57 1 
40 0 
53 6 
52 0 

86.1 
77.3 
77.4 
59.6 
39.5 

52 8 
88 5 
91 4 
59 1 

38 8 
70 1 

64 9 
81 9 

Health care 1 4  64 2 0 0  0 0  3 0  1 3  5 1  8 91 2 
Social services 0 5  57 2 0 0  0 0  3 0  1 3  47 5 88 2 
Other services I O  38 6 2 6  4 3  2 3  0 9  52 9 61 5 
Power 4 6  55 5 7 9  13 4 2 1  0 9  48 0 24 4 
Source 2001 Kyrgyz SAM, The World Bank, 2004 

44 Litt le enterprise restructuring has taken place, even among privatized firms, presenting one o f  the most challenging parts o f  
economic reform. Some o f  the privatized enterprises were restructured or closed, and this led to the massive lay-off and reduced 
working schedules observed in the early years o f  the transition. Other privatized enterprises, however, are sti l l  awaiting 
restructuring or liquidation, despite the presence o f  new owners and the hoped-for results o f  their efforts to revive these 
companies. T h e  number o f  industrial enterprises has declined substantially in the earlier years o f  transition, but in 2002, the 
number of industrial enterprises s t i l l  operating stood at about 56 percent o f  i t s  1991 level (for further discussion see the Bank’s 
Poverty Report). 
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High Employment Creation Potential 

1.35 In countries with a significant proportion o f  the population below the poverty line, the 
development debate often centers on the choice o f  employment potential as the criterion for promoting 
pro-poor patterns o f  growth. The choice o f  a development strategy wi th  export diversification at i t s  core 
presumes that export growth i s  the key driver o f  quality employment and poverty reduction. Assessing 
the extent to which this could be realized in the Kyrgyz economy requires understanding better both the 
nature o f  demand for labor (i.e., the relationship between the pattern o f  growth, the potential for higher 
growth and i t s  implications for sk i l ls  and high-paying employment), and labor supply (i.e., the 
relationship between the availability o f  ski l ls, the types o f  jobs they fetch, the associated wages and their 
implication for poverty). 

1.36 In the Kyrgyz economy, the demand for labor reflects a direct mapping from high-value 
production to the quantity of employment. High-value commercial crops such as vegetables and h i t s  
contribute almost 9 percent o f  GDP, but as much as 15 percent o f  total employment. The corresponding 
figures for cotton are 2.5 percent o f  GDP, and 7 percent o f  employment. But there is a clear trade-off 
between the number and quality of jobs created. In general, agricultural activities create the most 
employment if one counts only the number o f  jobs per 1 mil l ion Som. Grain, potatoes, and vegetables 
generate about 80 jobs, while nuts and berries generate over 100 jobs per mil l ion Som. However, as wil l 
be discussed below, most o f  these are l ow  wage jobs closer to subsistence or informal wages, and unlikely 
to continue to reduce poverty significantly. In contrast, livestock sectors, mining, most manufacturing 
activities and even services generate about 40 to 50 jobs per mil l ion Som, but, as the quality o f  these jobs 
are superior; so too i s  their sk i l l  requirement (see Table 1.15 and Annex 1-D). 

1.37 Against this background, i t  should be noted that, reflecting a combination o f  the FSU-legacy o f  
high literacy rates and a technically qualified labor force, and the collapse o f  employment in most 
productive sectors in the post-independence production in the Kyrgyz economy appears to favor 
higher skills, even in rural activities, which typically employ unskilled or elementary workers in 
developing countries. For instance, o f  the total value added by labor in the economy, the share 
contributed by highly and medium skilled workers (all except plant and machine operators and 
assemblers, elementary laborers and subsistence farmers) exceeds 50 percent in dairy and cattle, poultry, 
forestry, agriculture, manufacturing and service sectors.46 Similarly, in clothing and textiles, for instance, 
30 percent o f  the value added comes from less skilled plant and machine operators, and 20 percent from 
craftsmen and tradesmen (high skilled), while the remainder comes from highly skilled technicians, 
professionals, managers, supervisors, etc. Subsistence agriculture and informal activities are the only 
sectors that use mostly less slulled labor. 

1.38 The quality of employment is determined by the demand for occupational skills, supply of skills 
and the corresponding wages (Table 1.17). In 2001, legslators and senior officials, accounting for 
4 percent o f  total employment, earned the highest wages. Other high-skilled workers represented 
professionals and technical employees, earning, on average, less than hal f  o f  the highest wages and 
comprising about 16 percent o f  total employment. Medium-skilled workers, skilled in agricultural 
production, clerks and servicemen, represented about 64 percent o f  a l l  employed. Of  these, workers in 
industry and construction were the highest paid, followed by clerks and other servicemen, while those in 

45 T h e  labor market experienced large sectoral re-allocation o f  labor during the init ial phase o f  transition process. Employment in 
the most productive sectors has collapsed and there was a shift towards agriculture where labor productivity is the lowest. To a 
large extent, employment growth in agriculture resulted f rom the relative improvement in this sector and from the success o f  land 
redistribution. Employment growth in agriculture has also acted as a safety valve for many o f  the unemployed. For further 
discussion, see Kyrgyz Republic: Enhancing Pro-Poor Growth, Wor ld  Bank, September 2003. 

46 Occupational categories are legislators and senior managers, professionals, technical and associate professionals, clerks, 
service workers, shop and market salesmen, skilled agriculture and fishery workers, craft and related trade workers, plant and 
machine operators and assemblers, elementary laborers and subsistence farmers. 
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agriculture earned on average the lowest wages. Clearly, compared to the rural sectors, medium ski l ls  in 
industry, manufacturing and services fetched higher wages. The remaining 16 percent o f  the employed 
labor force was low-skilled and engaged mostly in elementary occupations, including subsistence farming 
or informal activity. 

Table 1.17: Relationship Between Occupational Skills, Employment, and Income from Labor 

Wages Share o f  Employment 
(value in wages in Average as a share of 

mln. Som) GDP wage” Employment ’ total (%) 
High Skill 11,313 15.8 419,132 19.9 

Professionals 3,803 5.3 19,764 183,724 8.7 
Technical & associate professionals 2,861 4.0 18,096 152,s 15 7.2 

Medium Skill 19,550 27.3 1,347,046 63.8 
Clerks 626 0.9 14,916 39,755 1.9 

Legislators, senior officials & managers 4,649 6.5 41,148 82,892 3.9 

Service workers, shop & market sales workers 6,704 9.4 18,816 335,518 15.9 
Skilled agriculture & f ishery workers 7,47 1 10.4 9,348 799,183 37.9 
Skilled industry, construction, transport2’ 4,749 6.6 25,176 172,589 8.2 

Low Skill 6,031 8.4 343,551 16.3 
Plant & machine operators & assemblers 3,580 5.0 24,708 144,905 6.9 
Elementary occupations 2,450 3.4 12,336 198,646 9.4 

Source; 2001 Kyrgyz SAM, the World Bank, 2004 and National Statistical Office. 
Note: “ Excludes gold-mining, 21 Includes communication, geology, and craft workers. 

1.39 As noted above, higher skills, especially professional and technical, were remunerated more than 
low-level skil ls; but for the same level of skill, employment in manufacturing, industiy, government and 
services, paid far more than employment in the agricultural sectors. Hence, the prevailing concentration 
of employment (53 percent o f  the jobs) and poverty in the latter has a direct and compelling implication 
for growth: not only is higher growth essential for higher incomes, but economic diversiJication towards 
high-valueproduction in manufacturing and services is the only way to create relatively higher wage jobs 
and hence to achieve a higher poverty reduction. 

1.40 In sum, insights from the S A M  suggests that, first, an export diversijkation strategy that wi l l  
strengthen the non-gold economy wi l l  also have-a positive impact on employment creation, but with a 
trade-ofl As noted above primary agricultural and livestock exports in principle generate relatively more 
but low-wage jobs when compared to processed agricultural exports, and to  manufacturing, which 
generate relatively fewer, but high-wage jobs, absorbing medium and high-skilled workers. Hence, the 
higher the transition of exports from raw material to manufacturedproducts within a supply chain, the 
larger the demand for and contribution to better quality employment creation (see Table 1.15 and Annex 
1 -D) . 

1.41 Second, the diversification of exports away from gold wi l l  affect poverty differentially. Two 
factors matter. First, as described in Box 1.2 below, household incomes are comprised almost equally o f  
wages and profits?’ Growth of export commodities that generate primarily low-wage jobs (such as those 
created by the production of primary agricultural and livestock products) w i l l  reduce poverty less 
compared to export of commodities that employ medium and high skilled workers, who earn higher 
wages (such as in manufacturing). Second, exports of commodities that generate a relatively high share 
of value added by labor are likely to be more pro-poor, provided their share in GDP is also high. For 

47 See Annex I-B for more detailed presentation. 
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instance, most agricultural activities and light manufacturers, as opposed to some heavy manufacturers, 
account for relatively larger share in GDP and display higher induced household income multipliers than 
the latter (see Table 1.15 and Annex 1 -D). 

Box 1.2: From Growth to Household Incomes-A Closer Look 

Of the total national income, wage income accounts for approximately 5 1 percent, profits 44 percent-these accrue to capital 
owners in domestic and foreign f i r m s  as well as government-owned enterprises-the share of income earned by labor i s  slightly 
higher than official statistics, as it has been adjusted to include income from subsistence agriculture. Of  this total, which 
accounts for approximately 90 percent o f  GDP: about 74 percent accrues to rich households while the poor households getting 
about 26 percent. This picture suggests that (i) higher growth has a direct and positive impact on household incomes, as at least 
90 percent of it flows to households; (ii) both capital and labor-intensive activities increase household incomes; and (iii) rich and 
poor households do not benefit uniformly. 

Broad Distribution of Household Income, 2001 
Value Share (YO) o f  total 

income 
Rich households 48,198 74.3 
Poor Households 16,642 25.7 
Total household income 64,840 100.0 
Source: 2001 Kyrgyz S A M ,  World Bank 2004 

The distribution of household income i s  not only uneven between rich and poor households but it also reflects sharp inter-oblast 
disparities: About 87 percent of total household income is  concentrated in four oblasts (Bishkek, Jalal-Abad, Osh and Chui), and 
within them, in rich households (see Annex 1-B for details). This i s  explained, to a large extent, by the concentration of 
occupational skills. For instance, the bulk of labor income in Bishkek households i s  associated with relatively high wage 
employment across all occupational skills, except median skilled agricultural jobs and elementary occupations, both o f  which 
fetch wages below the poverty line. In contrast, in the poorest oblast, Talas, the bulk o f  wage income i s  generated by the lowest 
paying occupations. The economic implications o f  this distribution are clear. Faster poverty reduction in  the poorest oblasts 
requires economic diversijkation towards high-value agricultural and livestock production and development of high-value 
manufacturing and services i n  the countiy, i. e., towards activities that pay higher wages. But these j o i n t  growth-diversification 
and poverty-reduction objectives also require more and better skilled workers, reinforcing the positive policy implications oj 
increased efforts towards the accumulation of human capital (see Chapter 3). 

E. GROWTH OUTLOOK-MEDIUM TERM VERSUS LONG-TERM CHALLENGES 

1.42 The expected decline in the contribution o f  gold production to the Kyrgyz economy, starting 
around 2009, suggests contrasting prospects for growth in the medium term (2004-2008) vs. the long te rm 
(2009 onwards). In the medium term, favorable gold prices along with a planned start-up o f  extraction in 
a new gold mine are expected to keep production around the 2003 level. In the long term, on the other 
hand, expected depletion of gold reserves i s  projected to halve the gold production compared to its 2003 
level. This will have implications in terms o f  long-term growth prospects, as witnessed by the growth- 
dampening impact o f  a temporary decline in gold production in 2002, a question, which this section 
explores. The section first considers the suitability o f  the SAM-based model for this exercise by 
examining its ability to predict the recent past. I t  will then turn to the analysis o f  the impact o f  a decline 
in gold production starting around 2009. I t  will conclude by exploring the basic elements o f  a growth 
strategy to keep the economy growing in the post-gold shock era. 

Growth Accounting and Simulation for 2002 

1.43 Growth accounting simulations in Table 1.18 show that the SAM-based model performs 
reasonably well in accounting for growth patterns in 2002, when the non-gold GDP grew at about 
3.6 percent, but gold production was depressed during part o f  the year due to a landslide in the country’s 
main gold mine (Kumtor). The non-gold industry also grew more slowly in 2002, as demand for power 
exports was depressed because o f  abundant rainfall in neighboring countries, which import power from 
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the Kyrgyz Republic. Overall, GDP growth was zero as the dampening effects o f  the shocks in gold and 
energy were offset by modest growth in non-gold production. Table 1.18, shows (i) the impact o f  the 
temporary gold shock to the economy in 2002 (Scenario 1); (ii) cumulative impact o f  key non-gold 
sectors to the growth in 2002 (Scenarios 2-5); and (iii) overall economic growth driven by the actual 
performance o f  gold and non-gold sectors o f  the economy in 2002 (Scenario 6). 

Table 1.18: Growth Accounting for 2002: Negative Shock in Gold and Energy and Normal  Growth in the 
Other Sectors 

Cumulative Effects of  Sectoral Growth Pattersn in 2002 
Actual 11% Fall in 3% 7 yo 4% 

Scenarios 

Total GDP 
Gold mining & 
refining 
Agriculture 
Power & fuels 
Manufaturing 
Construction 

Economy 20% Gold Power Agricultural Manufacturing Services Other SAM Indicators 
in 2001 Shock Production Growth Growth Growth for 2002 

1 2 3 4 5 6 
Share of  Contribution 

Share of  GDP at to Growth 
GDP at f.c. GDP Growth (%) f.c. (%I 

100 -4.6 -6.1 -5.5 -2.9 0.0 100.0 0.0 

11.5 -20.3 -20.3 -20.3 -20.3 -20.3 9.2 -2.3 
37 -2.8 -3.7 -2.4 0.6 2.9 38.1 1.1 

6.2 -2.9 -15.7 -15.4 -13 -10.9 5.5 -0.7 
6.5 -3.2 -4.2 -3.8 5.0 7.2 6.9 0.5 
4.8 -0.5 -0.7 -0.6 0.8 1.4 4.8 0.1 

Services 34.1 -2.5 -3.3 -3.0 -1.1 4.1 35.5 1.4 
Estimated incremental effects of sectoral growth rates in 2002 

Mln. Soms % YO YO 
Total HH income 64,840 1.3 1.7 2.0 
Rich HH 48,198 1.3 1.7 2.0 

1.44 The table indicates that a decline on the scale o f  the decline in the gold production in 2002 
(20 percent), depresses the overall growth significantly (by about 4.6 percent), including through i t s  
spillover effects on the rest o f  the economy, which are highest in the industry.48 Clearly, the lower 
demand for power exports in 2002 exacerbated the negative impact o f  the gold production on industry, 
further dampening its growth significantly. Other sectors o f  the economy grew by between over 1 percent 
(construction) to over 7 percent (manufacturing), bringing the overall growth o f  the non-gold economy to 
over 3.5 percent. The marginal contribution to growth from the non-gold sectoral sources was above 
1 percent each, from agnculture and services, and 0.5 percent from manufacturing. All in all, the growth 
accounting exercise confirms that, when actual 2002 growth performance o f  the economy i s  replicated, 
simulation results from the SAM-based model (Scenario 6)  are similar to the official estimates. 

1.45 Nevertheless, the crux o f  this analysis lies in understanding how each source o f  growth affects the 
overall growth potential o f  the economy, rather than how much i t  contributed to growth in 2002, a year 
for which official estimates are available. For instance, as the contribution o f  gross production to GDP i s  
the highest in agricultural activities (60-100 percent), and the sector has a large share in GDP (about 
35 percent), i t stimulated the growth significantly, both directly and through its forward linkages with the 
other sectors o f  the economy. Wi th  i t s  higher induced household income multipliers than most other 
sectors, its poverty impact was also significant, despite i t s  relatively l ow  growth performance in 2002. 
This i s  reflected by changes in household incomes, which grew overall by about 1.3 percent, and were 
pro-poor, favoring poor households, whose incomes grew more than those o f  r ich households. High 

48 I t  should be noted that marginal demand shocks to each sector have spillovers for all other sectors in the economy. 
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growth rates in manufacturing and services contributed both to growth and poverty reduction in 2002; 
their transmission’ mechanisms were different from those in agncultural production. 

Growth Prospects in Medium to Long Term 

1.46 The 2002 growth accounting exercise presented above i s  also helpful in demonstrating expected 
growth trends in the medium term, when gold production i s  projected to remain fairly strong-n average 
at around i t s  2003 level-according to the official estimates. Wh i le  the Kumtor gold mine, the leading 
gold producer, enters into a diminishing production track in the medium term, the expected start-up o f  
extraction in another, smaller mine (Jerui) in 2005 accounts for overall favorable outlook. Another factor 
i s  the optimism related with higher gold prices, which are expected to hold in the medium term. Barring 
any major or prolonged external shocks, how much economic growth i s  to be expected in the medium 
te rm depends on the realization o f  these projections as well as the strength o f  the non-gold economy. 

1.47 If the non-gold economy maintains i ts last f ive year’s average growth rate o f  about 4 percent, and 
the authorities’ gold projections hold then the overall economy i s  likely to experience growth rates o f  over 
4 percent. The inter-sectoral linkages and transmission mechanism, which in recent years enabled modest 
economic growth to f i l ter down to households through higher incomes, are also l ikely to prevail in the 
medium term. Stronger growth in the non-gold economy, driven by shift towards higher value added 
production, would clearly bring higher overall GDP growth in the medium term. But, more importantly, 
such a shift wil l be instrumental in preparing the economy for facing the difficult challenge o f  
maintaining modest growth rates in the post-gold period. 

1.48 The SAM-based model results in Table 1.19 above i s  illustrative o f  the economy, when i t  i s  hit, 
on average, by 50 percent decline in gold production over the long term. The present gold production 
projections suggest that this scale o f  decline i s  likely to be realized during 2009-20 1 1, with the extraction 
in the country’s main gold-mine (Kumtor) i s  largely terminating by 2010.49 The simulation results 
suggest that the likely growth-dampening impact o f  this decline on the economy i s  substantial (on average 
about 11 percent) eroding household incomes by similar magnitude (Scenario 1). The main driver behind 
this dismal growth outcome will be the non-gold economy in which agriculture, industry and 
manufacturing and services are all likely to decline (on average by about 7-9 percent). The dismal 
performance o f  the non-gold economy will ensue partially from depressed direct demand for key 
industrial and service activities such as energy, fuels and water that are inputs into mining and refining, 
machinery and equipment, as well as transport, construction, and other general services. The spillovers 
from these would occur economy wide. The decline in incomes will result both from reduction in 
incomes generated in the mining-sector, which are significantly higher than the average income in the rest 
of the economy, as well as from any job  and profit losses in other sectors-altogether hurting richer 
households slightly more than the poor. The shrinking household incomes would, in turn, depress the 
demand for commodities and services produced domestically, causing second and third round multiplier 
effect to wave through the economy, exacerbating the effect o f  the original shock. 

49 The other smaller mine, in which the extraction activity i s  expected to start in 2005, i s  likely to operate through 2015, but with 
a much lower scale o f  production compared to Kumtor. 
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Table 1.19: Implications o f  Gold-Shock for the Kyrgyz  Economy - An Il lustration 

50% Decline 2% Post-Gold 
in Gold Shock Ex-Post Shock 

Scenarios Economy in 200 1 Production Recovery Economy 
Share o f  GDP at 

f.c. Scenario 1 Scenario 2 f.c. 

Tota l  GDP 100.0 -11.8 2.0 100.0 
Gold mining & refining 11.5 -49.9 -49.8 5.6 

Share of GDP at 

Agriculture 
Power & fuels 
Manufaturing 
Construction 
Services 

Employment 

37.0 -7.2 12.1 40.6 
6.2 -9.1 6.3 6.5 
6.5 -8.2 10.9 7.0 
4.8 -1.2 5.4 4.9 

34.1 -6.7 5.7 35.3 

No. employed Growth in employment (%) No. employed 
2.109.729 -5.5 6.8 2.253.44 1 

Household Income 
Rich H H s  
Poor H H s  
Total HH income 

Pre-requisites 
Agricultural inputs 
Power and other fuels 
Transport 
Other services 

Skills required 

High 
Medium 

Mln. Som Growth in HH income (%) Mln. Som 
48,198 -10.6 1.8 49,086 
16,642 -9.1 3.9 17,286 
64,840 -10 2 66373 

Mln. Som Growth in inputs needed (%) Mln. Som 
489 -7.7 8.2 529 

8,592 -11.6 7.8 9,262 
4,773 -8.8 7.7 5,14 1 

20,522 -4.3 7.1 2 1,972 
No. of skilled 

Growth in sk i l l s  needed (%) workers required 

419,132 -2.2 0.1 422,990 
1,347,046 -6.0 7.5 1,447,989 

No. o f  skilled 
workers employed 

Low 343,551 -7.6 11.3 382,462 

Source: 2001 Kyrgyz SAM, The World Bank, 2004 

Towards Non-Gold Economic-cum-Export Diversification Strategy in Long T e r m  

1.49 The above picture shows that successful diversification o f  the Kyrgyz non-gold economy i s  l ikely 
to be critical to maintaining a reasonable growth momentum in the medium to long-term. It also shows 
that there are neither easy solutions, nor quick fixes in this endeavor. As earlier sections o f  this chapter 
indicated, the Kyrgyz economy presently has a fairly dispersed but relatively small non-gold 
productiodexport basket, if the activities with tangible contribution are counted. With the exception o f  
few traditional commodities and power, this basket does not reveal comparative advantage in any 
particular commodity. However, i t does suggest natural comparative advantage through i t s  linkages to 
the country’s natural and other economic resources as well as human capital. The challenge for 
policymakers i s  not to try “pick winners” that fit this profile, but to provide the general policy and 
institutional underpinnings for faster development o f  formal private sector activities in the Kyrgyz 
Republic, which (i) tap into higher value elements o f  this basket that can create high wage employment; 
and (ii) meet the scale and quality requirements o f  regional demand. 
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1 S O  This calls for greater efforts to facilitate development of: 

9 processing and manufacturing value chains; 
P efficient supply o f  critical inputs such as energy and infrastructure; 
P tourism-a small industry compared to favorable environment providing considerable 

potential-development o f  which require much better capacity in backbone services as does 
the other sectors; and 

P human capital through better and higher education and sk i l ls  training. 

1.5 1 Clearly, progress on these fi-onts will place considerable demand on policy-makers administrative 
and decision-making capacity, an issue that i s  vital for successful diversification, but which cannot be 
made explicit in the SAM-based model. I t  is, however, a subject matter o f  the next two chapters. The 
intention in this chapter i s  highlighting important underlying elements o f  an export-led development 
strategy, rather than providing a fully detailed reform blueprint. Yet an important point to be emphasized 
i s  that the measures needed to strengthen the domestic private sector are congruent with those measures 
that will make the Kyrgyz Republic a more favorable destination for foreign investment for exports to 
regional markets and beyond. 

1.52 The modeling approach o f  this section takes as i t s  starting point Table 1.19, which displays the 
results o f  a 50 percent negative gold shock. Simulations seek a supply ignition in various productive 
sectors consistent with both productiodexport diversification and poverty reduction along the l ines 
emphasized thus far. They are also aimed at demonstrating what it takes to keep the economy on a 
growing path, even if modest. The results (Scenario 2) suggest the following three-prong approach: 

0 First, a relatively rapid development o f  manufacturing combined with high growth in 
agriculture. The underlying elements o f  this shift are diversifying away from traditional grain 
and potato crops towards high-value commercial products. The growth rates suggested by 
the simulations are high; but the existing base o f  activities in agriculture and manufacturing i s  
presently miniscule, suggesting that the simulated growth performance i s  attainable. This is, 
however, unlikely to happen without policy-response to  range o f  factors hindering 
investments in these sectors as well  as measures to propel technological change, which alone 
can raise prod~ct iv i ty .~ ’  Finally, there i s  a need to adopt an efficient strategy to support the 
production o f  critical inputs that can facilitate the growth o f  agriculture sector at simulated 
high rates. Sans these efforts, the country’s limited arable land will act as a binding 
constraint. 

0 Second, concerted efforts at expanding the supply o f  critical industrial activities, such as 
hydro-energy. Insights from the model show that without expansion in supply o f  particularly 
the energy, diversification in the remainder o f  the non-gold economy will be diff icult to 
achieve. This wil l firstly require a faster progress in the ongoing energy reforms, which are 
critical to efficient operation and financial viability o f  the sector; secondly consideration o f  
whether necessary higher growth rates can be supported by existing investments in the sector 
and, if not, what should be the medium-term strategy to allow for adequate investments and 
gestation lags. Given the fact that hydro-energy i s  not just a critical input for production in 
the country, but it i s  also one o f  the few leading exports, any energy sector reform strategy 
should also have a vision o f  how to capitalize on future demand in existing markets as well  
potential ones. These issues are discussed in a forthcoming Wor ld  Bank Study on “Central 
Asia: Regional Electricity Export Potential.” The objective o f  analysis in this Report i s  to 

50 For detailed discussion on these aspects see Chapter 3 and Volume 11, Value Chain Analysis. 
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highlight the critical importance o f  energy sector in facing the growth challenges over the 
medium to long term. 

0 Third, support for development o f  services as they play an important facilitating role for  the 
productive sectors. This includes both publicly provided services such as education and 
health, and strategic support for  increasing the enterprises’ “learning rate”-which will be 
crit ical to maintain the regular supply o f  skilled workers-as we l l  as the development o f  
transport, telecommunications and other critical backbone services-which can rapidly 
become hurdles to private sector growth at the required scale. As revealed by the earlier 
discussion, the prevalence o f  relatively high domestic trade margins suggests that an efficient 
transport pol icy i s  a necessary ingredient for  successful diversification strategy. Mos t  
importantly, availability o f  critical agricultural inputs (such as fertilizers, chemicals, 
machinery and equipment, irrigation, etc.) i s  essential t o  scaling-up high-value crops and 
livestock activities. Last but not least, tourism exports wil l need to be facilitated bo th  through 
a stronger services sector and an investment-friendly environment. 

1.53 Simulations highlight that the diversification strategy has a high payof f  f o r  employment creation. 
I t  i s  also pro-poor, with incomes o f  poor households growing at rates twice as high as incomes o f  r i ch  
households. 

Summary 

1.54 In sum insights f rom the S A M  based model in this chapter conf i rm that Ky rgyz  policymakers 
have l imi ted options in the growth agenda. The prospects for  higher and productive investments, and 
growth will be enhanced through growth o f  high-value commodities. This, in tum, among other things, 
depends on growth and diversification o f  non-gold exports, given that gold i s  increasingly becoming a 
temporary export. The prospects for  high wage employment, as a source o f  pro-poor growth, hinge o n  the 
same factors. Success o n  these fronts will be determined by the abil ity o f  the Ky rgyz  economy to 
capitalize much more actively o n  opportunities created by strong growth in import  demand in i t s  crit ical 
trade partners as wel l  as in other markets. As will be discussed in the next two  chapters, this, in turn, 
requires dealing proactively with a range o f  domestic and external trade pol icy barriers and factors that 
hinder development of enterprise capability and productivity. The above analysis highlights the crit ical 
importance o f  fast and smooth progress in this endeavor to keep the economy o n  a growing path. 
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CHAPTER 2. 
EXTERNAL AND DOMESTIC TRADE BARRIERS TO 

KYRGYZ REGIONAL AND GLOBAL INTEGRATION 
INTEGRATION: ‘WTO RULES AND BEYOND’ AS VEHICLE OF 

2.1 The Kyrgyz Republic i s  widely considered to have adopted the most liberal trade and investment 
policies among the member countries o f  Commonwealth o f  Independent States (CIS). I t  was the first to 
adopt a convertible currency, i t abolished the state monopoly on international trade and investment early 
in the transition, and it was the f i rs t  to jo in  the World Trade Organization (WTO). Yet, the puzzle 
remains that, despite these open policies, the Kyrgyz economy has not achieved greater integration into 
the world economy. 

2.2 What explains this apparent gap between policies and outcomes? What can policy-makers do to 
close the gap? Where should the government devote its commercial diplomacy? In an attempt to respond 
these questions, this Chapter o f  the report briefly describes the current situation and identifies the main 
policy problems that trade policy can solve. Section A provides an overview o f  the trade regime, 
highlights developments in foreign trade and identifies obstacles to integration that are rooted in 
government policies, whether foreign or domestic. Opportunities for addressing these at the multilateral 
level are presented in Section B. The report then discusses the regional dimensions o f  the trade regime in 
Section C, focusing on options for using the Eurasian Economic Community (EURASEC) to increase 
integration into the world e~onomy. ’~ Finally, Section D outlines elements o f  a strategy, using WTO- 
membership to bind regional and domestic prongs, as well as institutional changes to improve 
effectiveness in conducting external commercial diplomacy. 

A. TRADE REGIME ASSESSMENT AND A SNAPSHOT 
PICTURE OF DEVELOPMENTS IN TRADE 

2.3 In contrast to other Central Asian countries, the Kyrgyz Republic has pursued a two-track policy 
of simultaneous regional and multilateral liberalization. As for the latter, i t  began accession process to  the 
WTO in February 1996 and became a WTO member on 20 December 1998. Kyrgyz Republic remains 
the only WTO member among i ts  Central Asian neighbors. Likewise, not a single major trading partner 
among CIS countries i s  a WTO member,’* which has, as will be discussed in below sections, important 
implications for the Kyrgyz Republic’s foreign economic policy. 

2.4 The creation o f  the CIS was part o f  a broader package o f  agreements and arrangements to ensure 
a smooth and conflict-free break up o f  the Soviet Union, on the one hand, and subsequent economic 
cooperation, on the ~ther.’~ While the Kyrgyz Republic’s decision to accede to the WTO was conceived 
as a component o f  the government’s effort to establish a viable market economy, the mixture o f  political 
and economic considerations have driven i ts  pursuit o f  regional integration within the CIS framework. 
Today, it i s  tied into CIS through a complex architecture o f  agreements, including both a network o f  
bilateral free trade agreements (FTAs) and a regional integration agreement, the EURASEC. The latter i s  

5‘ EURASEC members include Belarus, Kazakhstan, the Kyrgyz Republic, the Russian Federation, and Tajikistan. Moldova and 
Ukraine presently have observer status. 

52 Trade with other CIS countries that are WTO members-Armenia, Georgia and Moldova-has been minuscule. 

53 M. Brill Olcott, A. Aslund, and Sh. W. Gamett, 1999, Getting It Wrong. Regional Cooperation and the Commonwealth of 
Independent States, Camegie Endowment for International Peace, Washington, D.C. 
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the most prominent among the CIS arrangements and, as discussed in Section 111, important for the 
Ky rgyz  Republic for the fol lowing reasons. First, EURASEC envisages deeper integration than other CIS 
arrangements. Second, the EURASEC members are the Kyrgyz Republic’s major trading partners. 
Third, Ky rgyz  exports and imports using land transport f rom the EU and Central Europe transit through 
EURASEC members’ t e r r i t ~ r i e s . ~ ~  Fourth, i t s  immediate neighbors, except China and Uzbekistan, are 
EURASEC members. 

2.5 A s  noted above, the Kyrgyz Republic i s  a WTO member surrounded by countries that are not 
WTO members, with the exception o f  China since late 2001. By the same token, it does not benefit from 
the degree o f  protection (i.e., ru le o f  law) that WTO disciplines might help to  impose when Ky rgyz  f i r m s  
are conducting trade or transiting their goods through neighboring countries. Likewise, neighboring 
countries do not bring the WTO rules to bear o n  trade policies o f  the Kyrgyz government and ways that 
f i r m s  conduct their business, thus reducing pressures that could have been otherwise effective in 
achieving higher standards in economic governance and lower transaction costs. Last but not  least, even 
had a l l  CIS members been WTO members, only a portion o f  Ky rgyz  trade would have fallen under the 
WTO rules, simply because the WTO does not have any disciplines o n  trade in Kyrgyz  major exports- 
electricity and water. 

2.6 In consequence, the Kyrgyz Republic operates in a dual trade pol icy environment, i.e., regional 
and multilateral, although the two are neither mutually exclusive nor fully overlapping, albeit the 
fundamental difference i s  that the latter i s  fully rule-based, whereas the former i s  yet to fully move in that 
direction. 

Policies and Outcomes-An overview 

2.7 The Kyrgyz Republic has a formally liberal trade regime. In 1994 the government abolished the 
state monopoly o n  international trade, introduced a l o w  and uni form tar i f f  schedule, and adopted policies 
eliminating restrictions o n  foreign direct i n ~ e s t m e n t . ~ ~  By virtue o f  i t s  preferential trade agreements with 
other CIS countries, i t  imposes n o  customs duties or  quantitative restrictions o n  imports from those 
countries-amounting to approximately ha l f  the country’s total imports. I ts  nondiscriminatory tar i f f  
rates-also called the “most favored nation” (MFN) duties-are relatively low compared to countries at 
similar levels o f  development and, perhaps more importantly, compared to the MFN rates imposed by 
other countries in the region. In comparison to the other EURASEC members (excluding Kazakhstan for 
which n o  recent tar i f f  data were reported to UN agencies), i t s  structure o f  tariffs i s  the least distortionary 
(see Table 2.1). Moreover, the share o f  specific tariffs, usually hiding high levels o f  protection, i s  
remarkably low and a l l  tariffs are “WTO bound.”56 

2.8 Furthermore, the Ky rgyz  Republic’s WTO membership includes extensive commitments made 
under the General Agreement o n  Trade in Services (GATS) to  maintain open borders to  cross-border 
trade and foreign investment in services. Vir tual ly a l l  sectors are included in i t s  schedule o f  
commitments, covering liberalization in al l  modes o f  delivery o f  services. In most sectors there are no 
limits o n  foreigners’ share o f  equity. These policies are also “bound,” i.e., irreversible in most cases. A 
Liberal  L a w  on Foreign Investment implements WTOIGATS commitments allowing for  commercial 

54 I t  i s  estimated that transit costs in developing countries are normally 2-4 times those in developed countries. But, in fact, as we 
will discuss later that may be even higher for Kyrgyz traders. 

55 See Kyrgyz Republic External Trade Policy. Report No. 12410-KG. 1994, World Bank, Washington, DC, for details on the pre- 
reform regime and a brief summary o f  the reforms. 

56 That is, if applied tariff rates are raised above bound levels, an affected WTO-member country may seek compensation. The 
Kyrgyz Republic’s ‘bounds’ are at low levels by the standards o f  even more developed economies. 
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presence o f  foreign f irms to provide services (e.g., establishing bank branches) and for the presence o f  
natural persons (temporary labor mobility). 

Table 2.1: C I S  Countries' MFN Tariff  Schedules, 2001-2002 

Weighted Coefficient o f  Share o f  duty free Share o f  specific 
Country Year Simple Average Average Variation tariff lines (x) tariffs (%) 
Armenia 2001 3.0 2.2 154 70 0 
Azerbaijan 2002 8.7 6.2 75 1 8 
Belarus 2002 11.0 8.8 55 0 I 
Georgia I999 10.6 10.1 27 0 0 
Kyrgyz Republic 2002 5.4 90 42 I 
Moldova 2001 4.9 2.8 110 46 1 
Russian Federation 2002 9.8 50 0 19 
Tajikistan 2002 8.3 7.0 68 I 2 
Turkmenistan 2002 5.1 2.9 326 80 2 
Ukraine 2002 7.0 3.9 1 I O  16 16 
Uzbekistan 200 1 11.0 6.1 106 40 0 

Note: Coefficient o f  variation is a measure o f  tar i f f  dispersion as a percentage o f  the average tariff. Lower values reflect smaller 
distortions. 
Sources: Tar i f f  schedules of Kyrgyz Republic and Russia were obtained from official data; other calculations are based on tariff 
and trade data reported by  those govemments to UN agencies. Kazakhstan has not reported its recent tar i f f  schedule. 

2.9 Nevertheless, GATS/WTO commitments, as important as they are to avoid policy reversals, do 
not automatically assure the existence o f  regulatory environment supporting efficient provision o f  
services, such as transport, financial, telecommunications, distribution, and business ~ervices.~' In fact, 
the regulatory environment in the Kyrgyz Republic falls well short o f  creating a business climate friendly 
to domestic and foreign investors alike. This i s  despite the fact that some o f  i t s  important ingredients 
represent good practice. For instance, the Law on Foreign Investments i s  liberal allowing for the 
commercial presence o f  foreign f i r m s  in both industries and services. So are conditions for business start- 
ups, which appear to be the best not only among Central Asian countries, but also among CIS economies 
according to the findings o f  a recent survey covering 110 c~untr ies.~' But conditions o f  entry matter little 
if the entrance does not lead to operation in a sound environment. As Chapter 3 o f  this Report suggests, 
the Kyrgyz business climate remains far from conducive to private economic activity. 

2.10 Reflecting in part these homemade policy barriers, the Kyrgyz Republic's integration into the 
world economy remains less than expected, despite i t s  liberal regime o f  foreign trade and investment. As 
shown in Table 2.2 below, which contrasts various measures o f  international economic integration across 
CIS countries, the Kyrgyz Republic ranks in the middle o f  the CIS comparators, when integration i s  
measured as the share o f  merchandise trade in output. I t  ranks at the bottom in terms o f  services and FDI 
flows. On both the export and import side, the levels achieved in 2003 in terms o f  the GDP were well 
below those in 1999-2000, and both declined in 2003 over 2002. 

2.1 1 Developments in Kyrgyz foreign trade have displayed features common to other CIS countries: 
there have been similar changes in composition, direction o f  trade and dynamics following the collapse o f  

57  These are crucial to trade in both goods and services. In contrast to  the former, the latter are non-storable involving flows o f  
people, capital, information and intellectual property rights between different jurisdictions. Poor quality o f  backbone services 
acts as a deterrent to investment and trade in goods. Increasing their efficiency offers huge payoffs in terms o f  greater product 
differentiation, lower prices and higher quality 

58 See S. Djankov, R. L a  Porta, F. Lopez-de-Silanes, and A. Shleifer, 2000, The Regulation of Entv," Working Paper 7892, 
National Bureau o f  Economic Research, Cambridge, Mass., September, and the 2002 update published in the World Bank 
website Doing Business. 
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central planning. As in other CIS exporters o f  non-renewable natural resources, Kyrgyz export basket, 
especially CIS-oriented, shifted away from manufactures towards agricultural and industrial raw 
materials. 

Table 2.2: C I S  Countries' Exposure to the International Economy, 2000-2002 

Goods trade as share of Goods trade as share Services flows as share o f  Net FDI inflows as 
Country goods GDP, 2000" of GDP, 2002 GDP, 2002 share o f  GDP, 2002 
Armenia n ld  59 17 4 
Azerbaijan 92 68 27 17 
Belarus 216 126 13 2 
Georgia 32 31 17 4 
Kazakhstan 78 72 21 9 
Kyrgyz Republic 77 66 18 0.3 
Moldova 177 104 28 7 
Russian Federation 112 47 11 0.1 
Tajikistan 29 1 127 14 3 
Turkmenistan 77 83 35 3 
Ukraine 154 88 20 2 
Uzbekistan 72 55 nld 0.8 

*I998 for Turkmenistan. 
Note: Services trade was only about 5 percent o f  GDP in 2001 in the Kyrgyz Republic, wi th the increase in 2002 largely 
reflecting re-exports to US military base. 
Source; World Development Indicators 2003. All statistics are measured in U.S. dollars. 

2.12 Similarly, the share o f  CIS trade in its total trade has been on the decline. In contrast to other CIS 
economies, except Belarus and Uzbekistan, exports and imports o f  goods did not recover by 2002 to their 
1997 levels. In 2002, exports, in terms o f  value, were 7 percent and imports were 15 percent below their 
respective peak values in 1997. The irony i s  that, in contrast to the Kyrgyz Republic, both Belarus and 
Uzbekistan have the least reformed economic regimes among CIS countries. 

Table 2.3: Gross Domestic Product, Foreign Direct Investment, Exports and Imports of Goods ,and Services 
in 1996-2003 

1996 1997 1998 1999 2000 2001 2002 2003 

(in million of current U S  dollars) 

Gross Domestic Product 1,828 1,768 1,646 1,249 1,370 1,525 1,606 1,909 

Exports o f  goods and services 562 676 598 528 573 561 637 732 
Imports o f  goods and services 1,032 817 931 706 656 566 698 806 

Foreign Direct Investment 47 83 87 38 -7 -1 5 20 

(in percent of GDP) 

Exports o f  goods and services 3 1 38 36 42 42 37 40 39 

Foreign Direct Investment 2.7 2.5 5.3 3.1 -0.5 -0.1 0.3 1 .O 
Imports o f  goods and services 56 46 57 57 48 37 43 42 

Source: Staff calculations based on the official data. 
Note: I/ Net inf low o f  investment to acquire a lasting management interest ( I O  percent or more) in an enterprise operating in an 
economy other than that o f  the investor (IFS 78bd). 

2.13 Had it not been for exports of gold, which began in 1997, the contraction in total exports would 
have been enormous (Figure 2.1). In 1997, exports o f  gold accounted for 27 percent o f  total exports o f  
goods and services, with their share growing in subsequent years to reach 40 percent in 2001. Yet, 
despite a 28 percent decline in the value o f  gold exports in 2002 (their share fe l l  to 26 percent o f  the 
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total exports o f  goods and services, driven by non-gold components, increased by 12 percent in 
terms o f  value. 

2.14 The driving force behind this strong increase 

increase in the value o f  total non-CIS exports o f  
services and goods in 2002-which were otherwise 
stagnant during 1995-200 1. This i s  explained mainly 
by re-exports to the Coalition o f  International Military 
Base present in the Kyrgyz Republic since 2001. For 
instance, the share o f  the U S  in total exports o f  goods 

in non-gold exports was, in turn, an almost two-fold 

soared from 1.5 percent in 2001 to 7.7 percent in 2002. 
Exports o f  petroleum oils alone (or re-exports, 
although they are not classified as such in official 
statistic) amounted to US$35.3 mil l ion or 27 percent 
o f  the total increase in the value o f  total exports in 
2002 over 2001 .60 

2.15 The Kyrgyz Republic has yet to take 
advantage o f  a strong growth in import demand o f  its 
EURASEC neighbors, Kazakhstan and Russia, which 

2.1: Exports of Goods and Services with 

v 
and w/out Gold in 1995-2003 (in million of us$) 
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-X-Export o f  goods and services 
-Exports o f  goods gold excluded 

CIS onented exports - - .. Non-CIS oriented exports gold excluded 

Source: World Bank Staff calculations based on the 
official data. 

! 

2.16 Table 2.4 sheds light on this observation, although one must read behind the figures. In the post- 
Russian crisis period 1999-2002, the value of Kazakh and Russian total imports increased 50 and 
70 percent, respectively, indicating strong import growth. The major beneficiaries o f  this growth were 
not other CIS economies, albeit with some exceptions. CIS countries slightly increased (1 percentage 
point) their presence in Kazakhstan, but they lost their share in much larger total Russian imports 
(5 percentage points). Armenia and Georgia were among top CIS performers in both Kazakh and Russian 
markets-the value o f  their sales in Kazakhstan increased 15 1 percent and 164 percent, respectively, and 
in Russian markets 105 percent and 27 percent.6' Ukraine saw i t s  sales almost tripling in Kazakhstan and 
recorded a 28 percent increase in Russian markets. Kazakhstan was the most dynamic exporter among 
Central Asian countries in Russian markets-its exports increased 40 percent, and Russian sales in 
Kazakhstan went up 89 percent. With the 36 percent increase, Tajikistan recorded the largest growth 
among Central Asian economies in exports to Kazakhstan, followed by the Kyrgyz Republic (2 percent). 
Except Kazakhstan, no other Central Asian country increased exports to Russia between 1999 and 2002. 
However, the Kyrgyz Republic had the smallest loss (22 percent), followed by Uzbekistan (28 percent), 

59 Th is  sharp decline, which was recovered since 2003, i s  explained by landslide in the Kumtor gold mine. 

6o Another source of improvement came in exports to China, which grew from US$19 million in 2001 to US$41 million in 2002. 
T h i s  was still, however, less than the value o f  China-oriented exports in 2000 (US$44 million+not to mention USS69 million 
worth of exports back in 1995. 

Contrary to what one might expect, they did not increase from a very low base and did not display significant volatility. 
Armenia's exports to Russia grew at an average rate o f  20 percent over 1999-03, and increased from U S 2 5  million in 1998 to 
US$56 million in 2002 and USS70 million in 2003. Georgia had a 10 percent annual growth over this period, and i ts  exports rose 
from U S 6 3  million in 1998 to USS68 million in 2002 and U S S 8 l  million in 2003. Exports from the Kyrgyz Republic to Russia 
grew at a negative growth rate o f  1 percent, falling from USS129 million to US74  million in 2002 and increasing to 
US$90 million in 2003. T h e  contraction in Kazakh markets was less dramatic, and there was a strong rebound in 2003, with the 
value of Kyrgyz exports increasing 21 percent to US$39 million. Th is  is, however, s t i l l  well below the 1998 level o f  
USS53 million. 
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Tajikistan (42 percent). The share o f  the Kyrgyz Republic in Russian imports from Central Asia in 2002 
was well below i t s  peak level in 1998, although i t  rebounded in 2002. Kyrgyz performance relative to 
other Central Asian economies was not better in Kazakhstan: its share in Kazakhstan’s imports from 
Central Asia fell from 47 percent in 1997 to 25 percent in 1999, and then increased only to fal l  down back 
to 26 percent in 2002. 

Table 2.4: Kyrgyz Comparative Export Performance in Kazakhstan and Russian Markets in 1996-2002 
~~ 

Index,ZOOZ 
Kazakhstan 1996 1997 1998 1999 2000 2001 2002 1999=100 

Total imports (in million of US dollars) 4,247 4,302 4,373 3,686 5,048 6,478 6,584 
Share of ROW (%) 35 47 53 57 47 50 55 
Share of Central Asia in imports from CIS (“3) 7.1 5.9 7.5 7.6 3.9 3.6 4.1 
Kyrgyz share in total imports (%) 2.14 1.48 1.21 0.84 0.60 0.52 0.48 
Kyrgyz share in imports from Central Asia (%) 46.0 46.8 34.5 25.9 28.6 28.6 26.2 

Russia 1996 1997 1998 1999 2000 2001 2002 
Total imports (in million of US dollars) 44,504 52,400 42,939 30,286 33,853 36,889 45,507 
Share o f  ROW (%) 69 73 74 73 67 81 78 
Share of Central Asia in imports from CIS (%) 28 29 23 25 28 38 24 
Kyrgyz share in total imports (“3) 1.03 1.07 1.16 1.15 0.79 0.88 0.72 

179 
96 
54 
57 
101 

150 
107 
96 
63 

Kyrgyz share in imports from Central Asia (%) 3.66 3.71 4.98 4.60 2.77 2.36 3.05 66 
Note: ROW stands for rest of the world. 
Source: Staff calculations derived from import data submitted by Kazakhstan to IMF, Direction of Trade database. 

2.17 Furthermore, the Kyrgyz export offer has become increasingly concentrated over time, even 
excluding gold, although a few new exports have emerged. Gold, electricity, cotton and tobacco account 
for the bulk o f  Kyrgyz exports. Other significant export items include metal scrap, hides and skins, 
vegetables and fruits, and dairy products, with the first two items being relatively strong performers in 
exports to China. Kyrgyz exporters have failed to capitalize on a huge increase in import demand in both 
Kazakhstan and Russia for fruits and vegetables, but as described in Box 2.1, they have made significant 
strides into these markets for dairy products (see Volume I1 o f  this Report for detailed analyses o f  the 
trade performance). 

2.18 In sum, clearly, the Kyrgyz Republic’s relatively free trade regime and preferential market access 
to most o f  its major trading partners have thus far not elicited supply response. Drawing on the 
international experience, liberal trade policies per se cannot be held responsible. Liberalization o f  trade i s  
necessary though not sufficient condition for export-led growth. Other policy areas, going beyond the 
structure o f  tariffs and/or external trading environment, appear to constrain trade in and out o f  the Kyrgyz 
economy. Sections B and C below discuss external and homemade barriers. 
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Box 2.1: How Kyrgyz Exports Responded to Growing External Demand from Neighboring Russia and 
Kazakhstan? 

Neither location nor market access fully explain the fal l  in Kyrgyz presence in two rapidly expanding markets for imports-in 
neighboring Kazakhstan and Russia. Both experienced fairly high GDP (6 percent and 8 percent, respectively) and import 
growth (17 percent and 15 percent) since late 1990s. Kyrgyz exports did not keep pace with the import growth. I t s  firms have 
lost market share to firms not only from the region but also from other parts o f  the world (e.g., EU, LAC, EA, SA, and Africa). 
But not all o f  them. Against the rather bleak overall picture, one sector (dairy) has made impressive gains, with the potentially 
strong spill-over effects on the Kyrgyz exports, and hence. the supply-side of the Kyrgyz economy, provided that trends 
continue into future (for formidable challenges on this see Volume 11, Value Chain Analyses for Dairy Industry). In other 
important sectors, the performance-not unlike that of most CIS economies-has been mixed. 

Dairy products and eggs: Dairy products and egg imports increased by more than 60 percent in both Russia and Kazakhstan, 
with imports from the EU, Ukraine, and New Zealand accounting for most of this increase. Yet, the Kyrgyz Republic has 
shown considerable improvement in this highly competitive market with i ts  exports quadrupling to both countries. Kyrgyz 
exports of dairy products now capture about 5 percent of Kazakh dairy imports market. Other CIS countries (excluding Russia 
and Ukraine) have performed poorly in Kazak and Russian markets. 

Vegetables andfruits: Vegetable and fruit imports increased around 45 percent in Russia and 15 percent in Kazakhstan. They 
also showed growing geographical diversification (e.g., Ecuador, Uzbekistan, EU, China, Morocco). Kyrgyz exports have lost 
their market share in both countries, while many other CIS countries have succeeded in expanding their presence in both 
countries. 

Textile yarn: Imports of textile yarn and fabrics grew by about 30 percent in Russia and 40 percent in Kazakhstan. Kyrgyz 
exports to Russia fell precipitously by over 60 percent, as the highly competitive growing exporters such as China, Korea and 
Turkey-which also export to Kazakhstan-penetrate into Russian market. Kyrgyz exports to Kazakhstan, however, almost 
doubled, resulting in aggregate gain in Kyrgyz market share for this product. Other CIS countries lost their respective market 
shares in both Russia and Kazakhstan. 

External Policy Barriers 

2.19 To what extent are Kyrgyz exports, in particular, limited by external policies? This section 
begins with an assessment of conditions in access to foreign markets, followed by contingent protectionist 
measures and technical standards affecting Kyrgyz exports and transit issues. 

Market Access Barriers: Targfs 

2.20 The most salient fact i s  that the bulk o f  Kyrgyz exports enter foreign markets unrestrained by 
tariffs or quotas. This i s  the result of preferential arrangements with major foreign trading partners as 
well as the composition of the Kyrgyz export basket, which i s  heavily tilted towards low-processed 
industrial and agricultural materials and gold (see Table 2.7 further below). As shown in Table 2.5 
below, 36percent of total Kyrgyz exports went to FTA partners in 2002. Excluding gold (which i s  
exported to Europe and Middle East), FTA partners took 55 percent o f  Kyrgyz exports in 2002. 

Table 2.5: Share of Kyrgyz Trade with FTA Partners, 1996-2002 
Exports Imports Total Turnover 

1996 1999 2002 1996 1999 2002 1996 1999 2002 
Partner 

Total EURASEC 52 29 28 39 32 42 44 30 36 
Uzbekistan 23 I O  6 16 8 I O  18 9 8 
Other CIS* 3 1 2 2 2 2 2 1 2 

Total FTAs 77 40 36 56 42 54 64 41 46 
China 7 6 9 1 6 10 3 6 10 
Rest of World 16 55 55 43 52 36 33 53 44 

* “Other CIS” excludes Georgia with whom trade i s  negligible. 
Source; Data reported by the Kyrgyz Republic to UN COMTRADE database. 

36 



2.2 1 The Kyrgyz Republic also enjoys nonreciprocal, preferential access to major industrial country 
markets through the Generalized System o f  Preferences (GSP). It gained quota-free access to the EU at 
MFN tariff rates in 1994 through i t s  Partnership and Cooperation Agreement.62 Unlike many other low- 
income countries, Kyrgyz textile and apparel exports are not subject to quantitative restrictions in either 
the United States or EU.63 On other goods not covered by GSP, major industrial countries began offering 
MFN to Kyrgyz products even before the country joined the WTO. This i s  not to state that no barriers 
exist. Table 2.6 shows that Kyrgyz exports do in fact face non-zero tariffs on some exports (excluding 
gold) to major non-FTA partners. In most cases, however, these are relatively low. In addition, most 
Kyrgyz exports to  China, which i s  the only neighboring country not party to an FTA as well as an 
increasingly important trade partner, are products on which China levies no duties.64 

Table 2.6: MFN Tariffs of Major  Non-FTA Partners, 2001 

Weighted Average Weighted Average Coefficient of 
Partner Simple Average (Kyrgyz Imports) (World Trade) Variation 
China 15.89 5.03 14.1 1 75 
European Union* 5.40 0.11 3.15 115 
Iran, Islamic Rep. 7.34 5.5 1 3.07 90 
Japan 5.14 0.71 2.43 215 
Pakistan 20.37 0 19.36 80 
United States 4.53 3.65 3.10 294 

* Turkish tariffs on Kyrgyz imports are the same as EU tariffs on Kyrgyz imports. 
Source: WITS. 

2.22 As noted above and as demonstrated in Table 2.7, with the current structure o f  exports almost 
completely dominated by low-processed materials and gold, Kyrgyz exporters would have mostly duty- 
free or low-tariff access to most markets with or without preferential status. Almost 40 percent o f  Kyrgyz 
exports are made up o f  non-monetary gold, which enters foreign markets free o f  duties. Among the top 
12 six-digit Harmonized System items-which accounted for almost three-fourths o f  total exports in 
2002-there are only two manufactures-filament lamps accounting for 2.4 percent o f  total exports and 
motor vehicles contributing 1.6 percent to total exports. 

2.23 In all, access in terms o f  tariffs does not appear to be the barrier to Kyrgyz export expansion. 
Neither i s  i t  a barrier to the Kyrgyz Republic’s moving up the value added chain towards exporting more 
processed goods, with the possible exception o f  processed foods that are usually subject to health and 
safety regulations in world markets. In preferential markets, either under GSP or FTAs, likely export 
manufacture-candidates-such as buttons, woven carpets or residential light fixtures, just to name a few 
labor intensive products-would not face tariffs or quotas. They may, however, face contingent 
protection measures (e.g., antidumping). 

62 Exports to Turkey are governed by the same market access policies as exports to the EU, due to Turkey’s customs union 
agreement with the EU. 

63 The EU subjects Kyrgyz exports of textiles and apparel (like those from other countries) to prior surveillance, however. 
(see the EC’s DG-Trade database at sigl.cec.eu.int.) T h e  persistent absence o f  quotas in the Kyrgyz case more likely reflects the 
small volume of Kyrgyz exports rather than European or American benevolence. With the termination of quantitative restrictions 
on textiles and clothing under the WTO Agreement on Textiles and Clothing as of January 1, 2005, quotas will no longer offer 
protection from the most efficient producers in the world. 

64 Chinese authorities report that over half o f  imports from the Kyrgyz Republic in 2002 were scrap metals (UN COMTRADE). 
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Table 2.7: Principal  Exports to the Wor ld ,  2002 

Value Share of Exports Product (6-digit level of HS) (millions of U S  dollars) (percent) 
7 1081 2 Non-monetary gold 
520100 Cotton, not carded or combed 

Petroleum oils 
27 1000 
271 600 Electrical energy 
2401 10 Tobacco, not stemmedlstripped 
410121 
853922 Other filament lamps 
870290 
071333 
681 1 10 Corrugated sheets 
1701 99 
760200 Aluminum waste and scrap 

Other hides and skins o f  bovine animals 

Other motor vehicles carrying I O  or more passengers 
Beans (Vigna spp., Phaseolus spp.) 

Other cane or beet sugar 

Source: 2002 trade data reported by the Kyrgyz Government to UN COMTRADE. 

162.8 
43.7 

35.4 
9.5 

35.3 7.7 
22.0 
19.6 
15.5 
11.2 
7.2 
6.5 
5.6 
5.3 
4.3 

4.8 
4.3 
3.4 
2.4 
1.6 
1.4 
1.2 
1.1 
0.9 

Antidumping, Safeguards and Contingent Protection 

2.24 WTO agreements allow for the use o f  safeguards to suppress imports, i.e., contingent protection, 
but subject to well-defined rules. Provisions in FTAs may further limit the possibility o f  resorting to 
protectionist measures (e.g., some FTAs do not allow the use o f  antidumping procedures). The problem 
i s  that EURASEC Agreements are subject to much less restrictive rules than those stipulated under the 
WTO (see paras. 2.108-2.1 19). Disciplines over the use o f  contingent protection among EURASEC 
countries are weak and constitute potential barriers to export expansion. The Kyrgyz Republic had been 
subject to Kazakh safeguard measures in a variety o f  sectors (including cement) after the 1998 Russia 
crisis, which was lifted in 2001. However, Kazakhstan introduced the same year antidumping tariff o f  
67.3 percent on Kyrgyz cement, leading to a sharp decline in cement exports-in 2002 they reached only 
17 percent o f  their value in 1998. In 2003, Ukraine introduced antidumping measures in filament 
equipment, targeting Russia and the Kyrgyz Republic since the targeted producer o f  electric bulbs i s  a 
joint Russian-Kyrgyz enterprise. Uzbekistan also has a history o f  introducing tari f f  and non-tariff 
measures against Kyrgyz exports. In violation o f  the FTA, Uzbekistan uses excise taxes as trade 
measures discriminating against imports by subjecting them to higher excise rates than on domestically 
produced products. Strategies for addressing contingent protection problems are discussed below in 
Section C. 

Transit problems 

2.25 The transportation profile o f  Kyrgyz trade i s  asymmetrical: on the export side it i s  the reverse o f  
what i t  i s  on the import side. While 87 percent o f  all shipment originating in the Kyrgyz Republic go 
through road transport, only 25 percent o f  incoming shipments enter the Kyrgyz Republic using this 
mode. Railroads dominate on the import side accounting for 75 percent o f  the total as compared to 
13 percent for exports.65 A major reason for this transport mode duality i s  the difference in respective 
compositions o f  imports and exports-with imports dominated in terms o f  tonnage by such bulk products 
as coal and grains, compared to small quantities o f  products exported in single shipments, making the use 
o f  railroad transport very expensive.66 Furthermore, delivery times with conventional rai l  transport are 

65 Trade and Transport Facilitation in Central Asia: Reducing the Economic Distance to Markets, World Bank, 2004. “Trade 
and Transport Facilitation: Kyrgyzstan,” Mimeo, World Bank, March 2003, pp. 7-8. 

The lack of well-developed network o f  freight forwarders, discussed in paras. 2.48 and 2.110-2.113, might have also 
contributed to it. 
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rather long. In consequence, road transport i s  the main vehicle for moving goods out o f  the Kyrgyz 
Republic. 

2.26 But the problem i s  that road transport i s  much more expensive than railroad transport, even more 
so than freight rates alone would suggest. The most significant barriers to Kyrgyz trade involve 
restrictions on transportation o f  goods in and out o f  the country through neighboring countries, mainly 
Kazakhstan. These transit barriers are well documented elsewhere,67 although-as a result o f  a transit 
agreement signed wi th  Kazakhstan in December 2003-some are currently being removed. Barriers that 
the Agreement on  Transit have removed include customs escort,68 discriminatory requirements 
conceming special insurance and guarantees by Kazakh banks on transit, and transport quotas.69 
However, some measures defying the principle o f  national treatment-i.e., they are not applied on 
domestic carriers-are s t i l l  in place. The remaining official policy barriers include various road taxes and 
fees levied by local authorities (oblasts) on foreign carriers. 

2.27 In addition, informal barriers add to the cost o f  transportation even more than the official barriers. 
These are related to  harassment by local police and other officials, bureaucratic delays created to extract 
bribes, and simply weak capacity in customs administration. A recent study on transportation and trade 
facilitation in the CIS countries indicates that truck drivers must pay an average o f  US$1,500 for transit 
through Kazakhstan to Siberia-in addition to official transport and insurance costs amounting to 
15 percent o f  the value o f   shipment^.^' Wh i le  the recently introduced measures noted above (see 
para. 2.26) are l ikely to reduce official transport cost, payments to government officials either in the form 
of bribes or other official fees account for around 70 percent o f  the total costs.71 The recent trade and 
transit review o f  Central Asian countries estimated that the full cost o f  transporting agricultural goods to 
Russia via Kazakh roads reached as much as 5 0  percent o f  the goods’ value, mainly because o f  i l l ic i t  
payments in K a ~ a k h s t a n . ~ ~  Taken together, they far exceed MFN tariff rates levied by non-FTA partners. 

2.28 Since officials in transit countries “do not discriminate” between exports and imports, transport 
costs affect trade by raising the cost o f  Kyrgyz imports and, hence, by reducing competitiveness o f  
exports that would have to use imported inputs.73 Transport added 9 percent to the value of imports from 
Russia and China in 2002 (Table 2.8). Simple average cost for imports from the EU stood at 14 percent. 
Similar costs were incurred in the case o f  imports from NAFTA-Canada, Mexico and the U.S. Simple 
average transportation cost on total imports was 12.6 percent. In contrast,. shipping and freight costs 

67 For recent quantitative assessments o f  transit barriers see: (i) “Trade and Transport Facilitation: Kyrgyzstan,” (mimeo), World 
Bank, March 2003; (ii) Molnar, Eva, and Lauri Ojala, “Transportation and Trade Facilitation Issues in the CIS-7, Kazakhstan and 
Turkmenistan,” paper presented at the Luceme Conference o f  the CIS-7 Initiative, Luceme Switzerland, January 2003; and 
(iii) Pragma Corporation: “Regional Cross-Border Trade between Kazakhstan, Kyrgyzstan and Russia,” (mimeo), commissioned 
by USAID, July 2002. 

Carriers had to pay customs escort fees of around US260 for transit through Kazakhstan’s territory. 

69 Until the Agreement went into effect in early 2004, Kazakhstan set limits on the number o f  transit permits issued to Kyrgyz 
truckers. If a Kyrgyz carrier was not able to obtain such a permit, the fee o f  US$150 had to be paid at the boarder. According to 
the Kazakh legislation for carriers from countries without permits for transit, the carrier had to pay an extra transit fee o f  USS60. 
Th is  was on top o f  other fees (including customs escort fee) and i l l i c i t  payments. The latter are st i l l  in place. 

’O Molnar and Ojala, 2003, “Transportation and Trade Facilitation Issues in the CIS-7, Kazakhstan and Turkmenistan.” 

7’ Pragma Corporation, 2002, “Regional Cross-Border Trade between Kazakhstan, Kyrgyzstan and Russia.” 

72 “Trade and Transport Facilitation: Kyrgyzstan,” (mimeo), World Bank, March 2003. 

73 These costs are huge amounting, for instance, to 34 percent o f  the value o f  imports from Australia or 25 percent o f  imports 
from Ireland in 2002. Thus, it comes as no surprise that imports from these countries are negligible. The IMF’s Direction of 
Trade Statistics show that 0.004 percent o f  Kyrgyz imports in 2002 came from Ireland. The same figure applies to trade with 
Australia. 
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average less than 3.5 percent o f  the value o f  goods entering the US. from all sources.74 Since imported 
inputs are, more ojien than not, indispensable for exports, transport costs create a signiJicant barrier to 
exports through this channel as well (for industry specific examples see the Value Chain Analysis in 
Volume I1 o f  this Report). 

Table 2.8: Transportation's Contribution to the Cost of  Kyrgyz Imports 
(in % of the value of  imports in 2002) 

Average transportation costs in 
percent of Imports Highest Lowest Partner 

EURASEC 6.1 9.6 2.4 
olw Belarus 9.6 
olw Kazakhstan 2.4 
o/w Russia 8.8 
o/w Tajikistan 3.8 

o/w: Uzbekistan 5.5 
Average other CIS 9.8 19.1 5.5 

EU 14.2 25.3 8.0 
CEFTA 13.0 23.8 8.1 
NAFTA 13.5 15.4 11.6 
Total imports 12.6 33.7 2.4 

Source: Staff estimates based on Kyrgyz official statistics. 

2.29 While some portion o f  transportation costs stems from poor transportation infrastructure, a 
significant portion i s  policy-induced. Section C below address this problem, suggesting that Kyrgyz 
authorities need to address these policy-induced transit barriers on al l  fronts, i.e., multilateral, regional 
and bilateral, and do so more intensively. The recent agreement on transit with Kazakhstan offers hope 
that such efforts wil l pay o f f  also in other areas. 

Technical Regulations on Food and Other Exports 

2.30 Virtually al l  processed food products traded internationally are subject to some sort o f  regulation 
governing health and safety, labeling, packaging, or purity. These become more stringent with the 
increase in the level of processing, as there are fewer technical restrictions on bulk commodities than on 
packaged products ready to be sold to consumers. This often applies to non-food products as well. For 
instance, European governments impose fewer technical regulations on raw wool and cotton than on more 
highly processed fabrics and garments, which are subject to standards governing fire-resistance and 
toxicity o f  dyes. 

2.31 At the present time, high-processed products do not figure strongly in Kyrgyz trade with WTO 
countries. But the emphasis should be that this i s  true only at the present time. The Kyrgyz Republic 
exports very little o f  these goods for reasons discussed elsewhere in this Once Kyrgyz companies 
overcome marketing, packaging, quality control, and scale economy problems, they will need to concern 
themselves with these foreign regulatory barriers. As with transit barriers, Kyrgyz policy makers must 
address regulatory barriers on a variety o f  fronts, which are discussed below.76 

74 Th is  was computed as difference between c i f .  and customs values o f  all U.S. imports, divided by the total customs value, for 
1996-2002. (Data were obtained from the USITC's database accessible on Internet). 
75 See Chapter 4 and the Value Chain Analyses in Volume I1 o f  this Report. 

76 See paras. 2.44-2.46,2.68-809, and 2.124-2.126 o f  this Report. 
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Summary 

2.32 External barriers to the Kyrgyz Republic’s integration into regional and global markets are 
formidable. However, they are not related to tariffs as Kyrgyz exporters face l o w  duties, if any, partly 
because o f  preferential arrangements and partly because o f  the character o f  Kyrgyz exports. Neither are 
they related to safeguard measures, although these do remain a potential problem. Technical barriers to 
trade are pervasive in CIS countries and elsewhere, but their impact o n  Kyrgyz exports has thus far 
remained negligible. 

2.33 Concerning the non-tariff costs in the external trading environment, these are found in transit and 
transport costs, both formal and informal, which in turn choke o f f  the Kyrgyz Republic’s expansion o f  
foreign trade. The combination o f  bribes, harassment by local officials and inefficient customs, both 
domestic and in neighboring countries, exacerbates the impact o f  mere geography in suppressing both 
imports and exports and in erecting huge barrier to the development o f  higher value added commodities, 
requiring imported inputs. 

Home-Made Trade-Related Policy Issues 

2.34 Trade, and trade policy, i s  a two-way street: a country’s own trade policies can constrain both 
imports and exports j us t  as much as other countries’ policies. Unl ike foreign countries’ policies, one’s 
own are more easily adjusted. 

2.35 Despite the Ky rgyz  Republic’s liberal trade regime and open foreign investment regime, i ts 
policies are not entirely foreign trade-friendly due in particular t o  two  factors: the customs administration 
and distortions induced by the tar i f f  schedule for some sectors. B o t h  distort investment and consumption 
patterns and impede specialization in l ine with Kyrgyz comparative advantage. 

Inefficient Customs A dm in istration 

2.36 Inefficient customs administration fo l lowing out-of-date customs procedures dramatically 
increases the transaction costs to  exporters and importers alike, thereby, further distorting competition in 
domestic markets and erecting barriers to export-oriented business activities. I t  takes at least between 
three and five days to release inbound consignment, largely because o f  excessive bureaucratic 
requirements. This i s  a faster release time than in most CIS economies, but i t  s t i l l  constitutes a major 
impediment to Kyrgyz traders since goods are charged for each day under customs, which further 
exacerbates already high transaction costs.” Whi le  the well-established (and well-connected) f i r m s  seem 
to  be less affected with this problem, i t  greatly complicates entry into international markets o f  small 
and/or new firms. Further complication arises f rom the fact that documents needed for customs clearance 
are only available in Bishkek and some o f  them in Karakol.’* 

2.37 Other problems abound imposing significant costs o n  traders. These include the absence o f  
licensed customs brokers, mandatory inspection o f  a l l  shipments, and lack of  electronic data interchange 
between traders and the Ky rgyz  customs administration (KCA), between the KCA and other government 
agencies, and between KCA and customs bureaus o f  neighboring countries. These factors result in 

” “Trade and Transport Facilitation: Kyrgyzstan,” (mimeo), World Bank, March 2003.” In comparison, transportation audits in 
Southeastem Europe measure clearance times in Balkan countries in terms o f  minutes or a few hours, not days. See 
www.seerecon.org. 

’* “Trade and Transport Facilitation: Kyrgyzstan,” (mimeo), World Bank, March 2003. 
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traders making high unofficial payments o n  top o f  ad valorem customs fee of  0.15 per~ent , ’~  along with 
spending unnecessarily long times in the clearance process. 

2.38 These factors contribute to a general perception among business people that the KCA needs to be 
streamlined.80 The weaknesses in the KCA are not unique: similar complaints are levied on other customs 
bureaus in the region and around the world. Yet, altogether they create significant barriers to  
international trade activities. Measures that can be considered to  cut down  foreign trade transaction costs 
will be discussed below.81 

Distortions Triggered by Tariff Structure: Its Extent and Targets 

2.39 Distortions in export incentives comes f rom imposing higher tar i f f  rates o n  successive stages o f  
processing, i.e., charging relatively lower tariffs on raw materials, somewhat higher tariffs o n  semi- 
finished goods using those r a w  materials, and much higher tariffs o n  the f inal  outputs o f  an industry. 
Ta r i f f  escalation increases effective rates o f  protection o n  f inal  stages o f  production.82 I ts effects are 
clearly negative: the price incentives that could make those activities more competitive in wor ld  markets 
are attenuated. Furthermore, tar i f f  escalation diverts resources in the economy away f rom other stages o f  
production in which the country may otherwise have a comparative cost advantage. 

2.40 How does the Kyrgyz Republic’s tariffschedule fare on these counts? Overall, the structure o f  
Ky rgyz  applied MFN tar i f f  rates does not  create significant distortions in domestic production and 
consumption pattems. I ts  maximum tar i f f  rate o f  15 percent i s  l o w  by any standard. So i s  the dispersion 
o f  tar i f f  rates. Both the levels and the structure o f  MEN tar i f f  rates in the Ky rgyz  Republic are quite close 
to  the best international practice o f  a uni form tar i f f  rate. 

2.41 Yet, the Kyrgyz tariff schedule is biased against some exports-both fully finished and primaly. 
An example o f  the former i s  the leather and textile sector; some other double-digit IS IC  sectors, 
especially basic metal industries, are examples o f  the latter. In leather and textiles, the tar i f f  structure 
escalates considerably, with the average tar i f f  rate o f  4.2 percent o n  the f i rs t  stage o f  processing, 
5.6 percent for  semi-finished goods, and 11.1 percent o n  fully processed textile and leather goods (Table 
2.9). In other sectors, the Kyrgyz authorities offered higher levels o f  tar i f f  protection to producers o f  
primary and semi-processed goods. 

79 Incidentally, the ad valorem fee violates the WTO rule of charging for actually rendered service. 

This i s  one of the most widely shared views expressed in a recent enterprise survey about how the govemment can improve 
export opportunities. See “National Business Opinion Survey of the Kyrgyz Republic,” (mimeo), Project Management Agency, 
2002. 

82 The effective rate o f  protection i s  defined as the protection on the value-added of a particular activity rather than sales o f  a 
product. 

See paras. 2.81; 2.92; 2.119; and 2.127-131. 
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Table 2.9: Tariff  Escalation in Manufacturing Industries in 2002 

Semi- Fullv Maximum SimDle Coefficient of 
Manufacturing Industry (2-digit ISIC) 

Food, Beverages and Tobacco 
Textiles and Leather 
Wood and Furniture 
Paper, Printing and Publishing 
Chemicals, Petroleum and Rubber 
Non-metallic Mineral Products 
Basic Metal Industries 
Fabricated Metals and Machinery 

Primary Processed Finished 
8.48 8.68 9.97 
4.23 5.60 1 1.08 

0.00 2.98 

2.27 2.99 1.70 
10.00 7.90 9.24 
5.00 0.96 0.38 

0.00 0.00 0.00 

5.33 4.34 

tariff average 
15 9.77 
15 8.34 
10 1.42 
0 0.00 

10 2.62 
10 9.01 
10 1.05 
10 4.36 

variation 
0.33 
0.64 
2.46 
0.00 
1.07 
0.32 
2.76 
1.13 

Other Manufacturing 10.00 10.00 6.88 10 6.98 0.62 
Notes: Industries are defined at the 2-digit level of the ISIC (Rev. 2) nomenclature; the stage of processing i s  defined according 
to the GATT/WTO’s classification system used in the Uruguay Round negotiations. 
Source: Staff calculations, using the 2002 tariff schedule supplied by the Kyrgyz Custom Administration. 

2.42 The differentiation o f  protection across sectors serves no economic purpose. First, around hal f  o f  
Kyrgyz imports (55 percent in 2002) originate in CIS countries and are not subject to duties. Protecting 
selected industries or agricultural products, which happen to be produced in CIS countries, by affording 
them high MFN tari f f  rates, would only raise price o f  imports from CIS, as CIS producers would take 
advantage of weaker competition from MFN suppliers. Second, a significant portion o f  MFN imports 
enters Kyrgyz markets duty-free-ither because 42 percent o f  all tariff items are duty-free or some 
dutiable MFN imports enjoy tariff exemptions. Consideration o f  the duty collection rates provides further 
insights: 2.8 percent duty collection on MFN imports in 2002 was lower than the simple average tariff 
rate of 5.5 percent in 2002 and, more importantly, than the average tariff rate, weighted by MFN imports, 
of 5 per~ent . ’~  This indicates that (i) higher tariffs do not keep imports and (ii) customs were not 
collected on a significant portion of MFN imports, either because o f  applied zero tari f f  rates or 
exemptions. In short, tariffs do not protect, but-as discussed earlier-transit barriers do. 

2.43 Since, as shown above, MFN tariffs serve only as a government revenue raiser, the dispersion in 
tariff rates only complicates customs procedures and may breed corruption by offering incentives to 
misclassify dutiable items. 

Recommendation: Review the tariff schedule and average tariff rates across stages of 
processing including sector in which tariff rates are lower for fully finished products than 
earlier stages of production. 

Cumbersome Standards Regime 

2.44 The Kyrgyz Republic inherited the Soviet System o f  Standards (GOST) o f  technical 
specifications and mandatory inspections-which was not recognized in the rest o f  the world-when it 
gained independence, as did other CIS economies. Although there has been some effort at both the 
national and regional level to introduce new standards in l ine with dominant international practice 
(e.g., adopting I S 0  standards or European Norms), the progress so far has been slow. The Kyrgyz 
standards regime remains therefore quite different from those o f  other developing countries. Th is  has two 

83 NEA Transport Research and Training (2003), “Central Asia Trade and Transport Facilitation Audit, National Report: 
Kyrgyzstan,” p. 1 1. 

84 That would have been the case had the weighted (by MFN imports) average tariff rate been much lower than the simple tariff 
rate, as the share of imports subject to high tariffs would have to be much lower. In other words, there would be little, if any 
imports subject to high tariffs captured in a simple average. With the difference of 10 percent or 0.5 percentage points, this does 
not appear to be the case. 
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important implications: first, the standards followed in Kyrgyz industries were written outside o f  the 
international standards organizations that develop standards followed in advanced market economies, and 
they are not considered to be va l id  by regulatory authorities in those countries. This puts Kyrgyz firms at 
a competitive disadvantage in supplying processed foods (which are increasingly subject t o  both purity 
and packaging rules) and technologically sophisticated products (e.g., electronics). Second, and more 
significant in the short run, regulations requiring f i r m s  to demonstrate compliance with GOST standards 
through mandatory inspections and certifications, as opposed to market-oriented methods, significantly 
increase f i rms ’  production costs as they require significant payments for  tests and other p r o c e d ~ r e s . ~ ~  
This compulsory quality o f  the standards regime reduces competitiveness no matter which standards local 
businesses follow. 

2.45 Clearly, streamlining quality testing procedures and removing other unnecessary administrative 
barriers would dramatically increase competitiveness o f  Kyrgyz f i rms.  For  instance, a recent Bank 
competitiveness study demonstrates that the removal o f  red tape barriers, promoted by the existing 
standards and the certification regimes, would increase net profits o f  small enterprises in the Kyrgyz dairy 
industry by 140 percent and those o f  large enterprises by 40 percentg6 

2.46 The Kyrgyz government has recently intensified i ts efforts to address these problems both 
through streamlining the certification and inspection requirements and through improving standards and 
technical regulations. This Report argues in favor o f  a strategy o f  pursuing regional and multilateral 
cooperation to supplement unilateral measures for introducing an effective market-oriented standards 
regime. Section I1 and I11 below discuss issues involved in more detail. 

Weak Regulatory Capacity in Services Administration 

2.47 The regulatory environment fostering competition in service sectors i s  important for  trade in 
services as wel l  as for  trade in goods. Services make up 10-20 percent o f  the production costs and a l l  the 
costs o f  trading.87 Availabil ity o f  high quality services lowers transaction costs, stimulates trade in goods 
and attracts foreign as wel l  as domestic investors to engage in production activity. In contrast to trade in 
goods, most barriers to  trade in services stem from non-tariff measures taking the fo rm o f  regulatory 
restrictions or exclusivity rights. Liberalization o f  trade in services requires the lowering or  the removal 
o f  regulatory barriers. 

2.48 The present Kyrgyz regulatory environment underpinning such backbone services as 
telecommunications, transport, financial services (banking, insurance, securities trading), distribution and 
business services (legal, accounting, consulting) fails to enhance competition, both domestic and 
competition f rom intemational providers. The financial sector i s  weak, telecommunication expensive and 
poor ly developed, and third-party logistics industry barely in statu nascendi. Kyrgyz  Telecom i s  s t i l l  
owned and controlled by the government, and interconnection rules keep out potential service providers 
of  mobile telecommunications. As a result, costs to users are very high. There i s  a paucity o f  freight 
forwarders, while express carriers, integrators, and logistics-related banking and insurance services are 

~ 

85 These procedures in place as recently as 2000-02 required businesses to obtain, on average, 12 certificates per year, each o f  
which took an average o f  26 days to obtain, and collectively cost 3,600 soms (around USS 80, or equivalent o f  almost 25 percent 
o f  the GNI per capita). See ARDIChecchi (2001), “The Regulatory and Business Environment Survey: November 2000,” 
(mimeo), Bishkek: ARDiChechhi. 

86 See (i) “Barriers to Competitiveness: An Analysis o f  the Principal Factors Inhibiting Competitiveness o f  Kyrgyz Dairy 
Industry,” (mimeo), World Bank, July 2002; and (ii) Volume I1 o f  this Report, Value Chain Analyses, Dairy Industry. 

*’ The costs of trading include payments for such services as transport, communications, distribution services, and trade finance 
and insurance. See James Hodge, 2002, “Liberalization o f  Trade in Services in Developing Countries,” in B. Hoekman, A. 
Mattoo, and Ph. English, eds., Development, Trade, and the WTO: A Handbook, World Bank, Washington, D.C. 

44 



practically non-existent. 
(see Volume 11, Value chain Analysis for examples f rom several industries). 

Without their presence, trade in goods i s  severely negatively affected 

2.49 The lack o f  high quality intermediate services not only depresses investments and trade in goods 
but it also hurts exports o f  services. A clear example is, tourism, which i s  the Ky rgyz  Republic’s best 
potential service export. Foreign currency revenues f rom tourism, as reported in Kyrgyz  balance-of- 
payments statistics, amounted to  2.5 per cent o f  the Kyrgyz GDP.88 This i s  rather l o w  for  a country, with 
unique scenic beauty along with a stable government and n o  violent domestic conflicts. The reasons stem 
from two major policy-induced barriers. First, it appears that G A T S  ‘commercial presence’ o f  foreign 
f irms i s  not  observed. Fo r  instance, there i s  perception that Uzbek and Kazakh tour operators face 
difficulties in doing business in the Issyk-Kul area.89 Second, the Kyrgyz Republic’s service environment 
supporting tourism i s  weak. Fo r  instance, there are n o  financial services geared to the needs o f  foreign 
tourists. These include automatic banking machines that permit withdrawals directly f rom foreign 
accounts, greater acceptance o f  traveler’s checks and credit cards, and micro-credits for  start-up capital t o  
permit small entrepreneurs in the sector to start businesses (e.g., mountain guides). In this context, i t  
should be noted that the government’s program to modernize the banking system needs to be ful f i l led o n  
s~hedule. ’~  

2.50 As the example o f  tourism clearly illustrates, various areas are critically l inked with positive spill 
over effects. Improvements in financial services, telecommunication, and the l ike may not  only increase 
tourism but also remove important barriers to trade in goods. 

2.51 In short, the Ky rgyz  Republic badly needs a regulatory environment that will enhance 
competition and foster growth in services and, by the same token, in trade. Poor enforcement o f  
frequently good laws combined with corruption inhibits trade and commerce. This, in tum, deters 
investment in everything f rom infrastructure to  food processing to  tourism. 

Other Domestic Policy Distortions: VAT Refund and the Organization of Domestic Markets 

2.52 A number o f  domestic policies tend to raise the costs o f  international trade, thereby limiting 
international integration. These are largely discussed in Chapter 3 o f  this report, with Volume I1 o f  the 
Report providing many firm level examples (see value Chain Analysis). What follows touches upon a 
small sub-set o f  problems: a dysfunctional VAT scheme, and the broader issue o f  supply-side constraints. 

2.53 As in most countries, the Kyrgyz Republic levies value-added tax (VAT) o n  imports and, in 
principle, reimburses companies for VAT paid o n  imported inputs used to make exported products. As in 
many other developing countries, these VAT reimbursements do no t  occur quickly enough in the v iew  o f  
the exporters, clearly not within the 30 days timeline o f  the existing legislation. The reasons and 
solutions are we l l  known, so this Chapter simply notes that exporters frequently cite problems with VAT 
reimbursements as one o f  their most significant obstacles to  gain strength to  meet foreign market demand. 
The elimination o f  VAT exemption for imported capital inputs in 2002 has further exacerbated this 
problem.” The strong emphasis on the problem by the Ky rgyz  businesses i s  not  surprising: delays in 
VAT reimbursements amount to f i r m s  being compelled to  provide interest-free loans to  the govemment. 
This practice raises the cost t o  businesses, which are mostly short o f  liquidity given high interest rates and 
difficulties in access to financing in Kyrgyz financial market. 

*’ See Annex 2-B on the Kyrgyz Republic’s Trade in Services. 
89 This  would be incompatible with GATS if Uzbekistan and Kazakhstan were WTO members. 

90 See World Bank, Trade and Transport Facilitation in Central Asia: Reducing the Economic Distance to Markets (2004); and 
Payment System and Bank Modernization Project, (2004). 
91 This issue i s  expected to be addressed through the new amendments to the Tax Code, which are under preparation. 
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2.54 In addition to this formal pol icy barrier, poor organization o f  domestic markets constrains Ky rgyz  
integration into the wor ld economy. These supply-side deficiencies limit the abil ity o f  local f i r m s  to  
respond to foreign market opportunities and render the Kyrgyz market unattractive to foreign investors. 
This Chapter identifies these, but leaves their discussion to  Chapter 3 o f  this Report, as their solutions do 
not l i e  fully in the hands o f  trade pol icy makers. These deficiencies stem f rom among other things, the 
lack of institutions that channel market information, few organized wholesale markets, absence o f  
competitive market intermediaries and, as discussed above, l o w  quality o f  backbone services. Measures 
that would enhance competition, transparency and supply o f  backbone services would go a long way to  
improve business climate. 

Conclusion: Need For Convergence in Attacking Problems at Multilateral, 
Regional and Domestic Levels 

2.55 The discussion above offers strong support to the conclusion that neighbors’ policies alone cannot 
be blamed for the Kyrgyz Republic’s dismal extemal performance. Whi le  i t  has contributed, domestic 
policies are also responsible. 

2.56 The extemal pol icy implication i s  that the Kyrgyz Republic needs to attack the problems 
simultaneously at a regional and domestic level. Furthermore, in both a regional and domestic level, i t  
should take advantage o f  opportunities offered by its WTO membership. Domestically, the push towards 
meeting remaining WTO commitments provides both a polit ical shield and an anchor for  undertahng 
challenging domestic measures. Regional and multilateral agreements are not mutually exclusive. T o  the 
contrary, the Ky rgyz  Republic should push for greater convergence between the two, which would benefit 
a l l  parties o f  regional agreements. For  instance, it should argue in regional fora in favor of adopting 
WTO-consistent disciplines in such areas as transit, antidumping, services, and customs and standards. 
Furthermore, since i t s  EURASEC and other CIS trading partners seek WTO accession, the Ky rgyz  
Republic could use opportunities offered by i t s  WTO membership to address trade and transit barriers 
that, for  instance Kazakhstan, has been creating for Kyrgyz exporters and importers. 

2.57 In brief, the development and implementation o f  a two-pronged strategy that involves the use of  
WTO membership to address domestic and regional problems i s  the key  to reversing the Ky rgyz  
Republic’s unsatisfactory export performance. The remainder of  this Chapter elaborates key elements of  
such a strategy. 

B. TURNING WTO MEMBERSHIP INTO A SPRINGBOARD 
FOR REGIONAL AND GLOBAL INTEGRATION 

2.58 Many  complain that WTO membership (December 1998) has yielded few tangible benefits for  
the country over the past f ive years: This section o f  the Chapter br ief ly takes stock o f  the country’s 
membership in the WTO. More  importantly, i t  outlines ways o f  using WTO membership more 
strategically in the future. Finally, i t  makes some specific pol icy recommendations, indicating where 
technical assistance i s  needed to  implement those recommendations. One of  the points these discussions 
highlight i s  that the WTO membership has, in fact, yielded tangible benefits to the Kyrgyz Republic, even 
if i t s  particular circumstances have prevented i t  f rom realizing many o f  the gains that developing 
countries commonly expect when they j o i n  the WTO. 

W h a t  Does Kyrgyz Republic Get Out of WTO Membership? 

2.59 
Trade (GATT), have historically expected to  benefit in four major areas f rom their membership: 

Countries seeking to j o i n  the WTO or its predecessor, the General Agreement o n  Tariffs and 
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2.60 

Improved and predictable market access: WTO members grant each other binding, non- 
discriminatory most-favored nation access to their markets. This reduces uncertainty and 
transaction costs. 

Access to binding dispute settlement: members can present a trade dispute before an impartial 
panel o f  experts, which decides if the pol icy in question ‘null if ied or impaired’ WTO trade 
benefits for the complaining country. 

External policy anchor: membership provides discipline to  implement trade liberalization and 
domestic po l icy  reforms. WTO commitments make it polit ically possible for  the government to 
resist protectionist pressures and act in the broader interest o f  national economic welfare. 

A seat at the table: Since the WTO i s  an international institution based o n  consensus without 
independent enforcement powers, WTO members negotiate rules that govern much o f  wor ld  
trade.92 

Kyrgyz benefits in the f i rst  two areas have been minimal t o  date. For  reasons discussed below, 
there i s  l i t k p o l i c y  makers can do at the present time to take greater advantage o f  what the WTO offers in 
these areas. Therefore, what follows will br ief ly address them and focus o n  the last two areas. 

Improved and Predictable Market Access 

2.61 Non-discrimination i s  the core principle o f  the WTO, as members commit to giving each other 
MFN tar i f f  treatment-i.e., they apply the same tariffs to imports f rom each WTO member.93 Even 
before signing the GATT, the Kyrgyz Republic had already enjoyed MFN tar i f f  access or better for  most 
of i t s  exports, including markets o f  non-WTO members. Moreover, i t  had already entered into F T A s  with 
principal CIS trade partners, and the major advanced market economies began granting non-reciprocal 
tariff preferences through the GSP in the early to  mid 1990s. Even o n  products not covered by the GSP, 
industrial countries had given MFN treatment to the Ky rgyz  Republic even before accession to the WTO. 
Nevertheless, they did so as a gesture o f  goodwill, not  as a binding commitment as under the WTO, and 
could have had withdrawn MFN access at any time. As a result, the r i s k  to  Ky rgyz  exporters that WTO- 
member governments can arbitrarily close or restrict access to  their markets for Ky rgyz  products has been 
significantly reduced. 

Dispute Settlement 

2.62 A second area where countries traditionally expect to benefit f rom WTO membership i s  in 
binding dispute settlement. The Kyrgyz Republic has never used the WTO dispute settlement process.94 
I t  appears that there are n o  questionable trade restrictions imposed o n  Ky rgyz  exports by WTO 
members.95 The absence o f  Kyrgyz use o f  WTO dispute settlement mechanisms reflects the country’s 
present export offer, which i s  l imi ted to goods facing relatively few protectionist barriers. 

2.63 As the country moves up the processing-ladder, however, the government will need to  develop 
mechanisms, expertise and information channels to help it make use o f  international dispute settlement 

92 N o  single country, no matter how large it is, can change the content o f  WTO Agreements. Any amendment changing rights or 
obligations requires approval by a two-thirds majority of al l  members. 

93 The GATT contains certain exemptions for preferential agreements creating free trade areas and customs unions. 

94 The same holds true for the vast majority o f  WTO members. Only 37 of the 146 WTO members (24 developing and 
13 developed) are responsible for launching the 295 cases initiated to date. 

95 The only promising candidate i s  a Chinese ban on trucks driving beyond Kashgar, which might be interpreted as contrary to 
GATT Article V compelling members to grant others transit rights. But Kyrgyz transportation officials point out that Kyrgyz 
exporters have no economic incentive to use Kyrgyz trucks past Kashgar-or Chinese trucks for that matter, since Kashgar i s  
where goods are transshipped to from trucks to trains, and rail i s  cheaper than road transport. 

47 



procedures-both in the WTO and, as available, under the regional agreements. The Ministry o f  External 
Trade and Industry will not be able to take disputes to Geneva without reliable information from the 
private sector about foreign market barriers. In turn, private businesses and civil society cannot provide 
such input without reliable information from the government about other countries’ WTO obligations. 
Information must f low in both directions. Therefore, the Ministry wil l need to pursue a policy o f  public 
engagement, establishing outreach and training programs to educate the private sector and creating a 
consultative mechanism to solicit information. 

Recommendation: Develop public engagement program in the Ministry of External 
Trade and Industry to enhance the government’s ability to address foreign trade barriers. 

External Policy Anchor: Using Multilateral Disciplines to Effect Regulatory Reforms 

2.64 In general, the economic benefits o f  WTO membership are determined by the extent o f  one’s own 
multilateral trade liberalization. Many developing countries look to WTO membership to provide an 
external anchor for domestic reforms that open the economy to competition from imports. During 
accession negotiations, existing members pressure candidate countries to reduce tariffs and liberalize 
trade-related domestic policies. After accession, membership raises the costs o f  reversing trade policy 
commitments. WTO membership helps policy makers resist domestic protectionist pressures, thereby 
helping them implement welfare-enhancing policies that benefit the economy as a whole. Moreover, i t  
might provide an extra stimulus to justify further liberalizing measures. 

2.65 Tariff uolicv: WTO membership has been serving as a policy anchor for avoiding creation o f  
barriers to trade that would go against the broader interests o f  national economic welfare. Although when 
the Kyrgyz Republic joined the WTO, i t  had already liberalized i ts trade regime, WTO accession greatly 
improved the predictability o f  Kyrgyz trade policy, as applied MFN tariff rates are now bound. 
Furthermore, while the GATT does not specifically prohibit export tariffs, the Kyrgyz government has 
refrained from introducing export taxes. For instance, the government resisted effectively recent calls 
from wool fabric makers to use an export tax to depress the domestic price o f  wool. Such a measure 
would have helped fabric makers at the expense o f  wool producers and the economy as a whole. 

2.66 Rezulatow uolicies: By far the greatest effect the WTO can generate as an external policy 
anchor, however, i s  on Kyrgyz regulatory policies rather than on i t s  tariff policies. During the Uruguay 
Round, which ended in 1994, GATT disciplines were extended to many trade-related domestic policies, 
such as intellectual property rights, technical regulations, and food safety standards. The Uruguay Round 
also expanded previous GATT rules on customs valuation, making them mandatory for all members 
rather than optional. WTO members, who do not implement these new rules, can be taken to binding 
dispute settlement in Geneva.96 

2.67 As such, an important question to be asked in the Kyrgyz case is: Has WTO membership acted as 
an external anchor for regulatory reforms in the Kyrgyz Republic? What follows reviews implementation 
o f  three WTO agreements deemed to have the greatest welfare-enhancing potential for a developing 
country: Technical Barriers to  Trade (TBT); Sanitary and Phytosanitary Measures (SPS); and Customs 
Valuation (ACV).97 

96 A large number o f  the dispute settlement cases brought since 1995 involve alleged violations o f  TRIPS and other regulatory 
agreements. 

97 The discussion does not include Trade Related Intellectual Property Rights (TRIPS) or Govemment Procurement Agreement 
(GPA). Whi le  important, they are of lesser importance for a least-developed country (LDC). In  fact, many argue that TRIP 
simply redistribute economic rents from poor to rich countries (e.g., Global Economic Prospects and the Developing Countries 
2002: Making Trade Work for the World’s Poor, World Bank, Washington, D.C. 2001). As for GPA, it i s  probably better for an 
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2.68 Standards: Among the regulatory codes, the Kyrgyz Republic faces the greatest challenges-but 
also greatest opportunities-by implementing the WTO TBT and SPS agreements: The administrative 
costs o f  implementing these agreements effectively are the largest, both financially and politically, but the 
economic payoffs should also be the largest. These agreements require WTO members to apply 
regulations transparently and fairly. Furthermore, regulations must restrict trade as little as possible 
through both the use o f  sound procedures and international standards. International standards-codified 
by the International Organization for Standards (ISO), the joint FAO/WHO Codex Alimentarius, 
International Plant Protection Convention, and a few other institutions-are treated as de facto compliant 
with provisions o f  WTO TBT and SPS agreements. Governments basing their technical regulations on 
other sources o f  standards face the burden o f  proving that theirs are WTO-compliant. 

2.69 As noted earlier, the Kyrgyz Republic inherited a standards regime from former Soviet central 
planners, which i s  characterized by mandatory inspections and certifications, unique national standards, 
overlapping agency responsibilities for regulations, and heavy government involvement in al l  dimensions 
of the standards system: standardization, accreditation and conformity assessment. The system i s  
unnecessarily complex and confusing. For instance, Kyrgyzstandart and Sanitary and Epidemiological 
Services have overlapping mandates: both write standards or have a hand in regulation o f  testing o f  food 
imports. The excess burden on the private sector has already been noted. The current regime also places 
a heavy burden on the state budget as standards development, conformity assessment and enforcement i s  
costly. A recent analysis o f  Kyrgyz and Kazakh standards regimes argues that “. . . no  nation, no  matter 
how prosperous, has sufficient resources to administer the kind o f  regulatoqdcompliance regime called 
for by the current standardization systems o f  Kazakhstan and the Kyrgyz Republic-even if i t  were 
desirable to do ~ 0 . ” ~ ’  One cannot overemphasize the point that the current regime-with neither 
transparent nor least trade restrictive attributes+onstrains Kyrgyz trade with all countries, not just with 
WTO members. 

2.70 In a more desirable market-oriented standards regime, standards are voluntary; they are 
developed and enforced by private sector bodies. In addition, government regulations make use o f  
existing international standards and are limited to essential public health and safety requirements. The 
government i s  taking steps to move in this direction. On the institutional front, conformity assessment 
responsibilities o f  the Kyrgyzstandart have been vested in a new organization that i s  separate from 
accreditation and standardization. On the legislative front, a new Law on the Fundamentals o f  Technical 
Regulations has been adopted, which: 

0 

0 

0 

permits manufacturer’s self-declaration o f  conformity assessment; 
introduces provisions to eliminate duplicate regulations; and 
eliminates terminological confusion in the use o f  “standard” and “ reg~ la t i on ”~~  

2.71 Early drafts o f  the law called for heavy state involvement in the process o f  standardization, which 
in most market economies i s  relegated to the private sector (often non-profit organizations) or government 
bodies that act as service providers rather than regulatory authorities. The final Law eliminates most o f  
these provisions-Article 17 explicitly prohibits the national standards body from issuing regulations. 
These changes should go a long way towards preventing the reemergence o f  standards as mandatory 
government requirements. 

LDC to reform the rules goveming government procurement along the GPA recommendation and opening it to external 
competition in selected areas without joining the plurilateral GPA. 
98 See Jane Schweiker, “A Review of Documentary Standards and the Standardization Infrastructure in the Republics o f  
Kazakhstan and Kyrgyzstan,” Mimeo. Pragma Corporation, March 2002. 

99 In conventional usage (including in the TBT agreement), “standard” refers to a document issued by a consensus body, which 
specifies desirable characteristics o f  a product or process, compliance with which i s  voluntary. A “regulation” i s  a set o f  
mandatory requirements issued by a government. What are called “standards” in many CIS countries are govemment-issued 
mandatory requirements. 
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2.72 First, the Law on 
Technical Regulations could have included language requiring the standards and regulatory bodies to 
notify these changes not only to the WTO, but also to the Eurasian Interstate Council for Standards, 
Certification and Metrology, and to other important standardization bodies to which the Kyrgyz Republic 
i s  a member. Although the WTO TBT and SPS agreements obligate the Kyrgyz Republic to notify other 
WTO members o f  changes in technical regulations, conformity assessment procedures, and other such 
measures that are potentially o f  interest to other WTO members, the government has not always lived up 
to these commitments. Furthermore, new clauses on veterinary and sanitary inspections that were added 
to Article 8 (“Content o f  Technical Regulations”) o f  the law run counter to  the SPS Agreement: they fail 
to take into account disease- and pest-free areas in exporting countries; paragraph 6 explicitly calls on the 
government to ignore safety methods employed by manufacturers; paragraph 7 follows the SPS 
Agreement on introducing measures that are not based on sound science but omits the important proviso 
that such measures must be temporary. 

The legislation or i t s  regulatory framework should go further, however. 

2.73 Second, the government should expand the scope o f  recognition o f  tests conducted in foreign 
laboratories. The current Law (Article 30) permits recognition o f  conformity assessment certificates 
issued under intergovernmental agreements and allows the govemment to establish alternative procedures 
when mutual recognition agreements are absent. But the TBT Agreement calls on WTO members to do 
more: members are to accept certificates whenever they are issued to comply with regulations that are 
equivalent to the domestic ones, and members are explicitly discouraged from relying solely on mutual 
recognition agreements. 

2.74 The government should also redouble efforts to jo in  international accreditation bodies. The 
Kyrgyz national accreditation body should participate in the regional “Central Asian Cooperation on 
MAS-Q” and strive to become a signatory o f  the “Mutual Recognition Arrangement o f  the International 
Laboratory Accreditation Cooperation (ILAC)” and the “Multilateral Recognition Arrangement o f  the 
International Accreditation Forum (IAF).” This w i l l  permit Kyrgyz exporters to test their products locally 
and have the certificates accepted in other countries. Under the current regime, imported products, even 
though they have already been certified, as meeting international standards, must undergo additional 
testing when they are imported into the Kyrgyz Republic.loO 

2.75 Finally, while the govemment works on implementation o f  legislation to reform the system o f  
technical regulations, i t should refrain from passing new rules that substantially increases duplication and 
introduces many new testing and certification requirements.’” To  the contrary, every effort should be 
made to strike down mandatory technical regulations, as a way o f  dealing with one the legacies o f  the 
Soviet system o f  technical standards. 

Recommendations: 

0 Standardization: Sh$t the burden of standards development out of government 
agencies (and other entities under substantial state control or  direction) and into the 
hands of private sector bodies, especially those operating at the regional or 
international levels. 

0 Accreditation: The government should promote both accreditation of Kyrgyz 
conformity assessment providers to international standards and the acceptance of 

loo For example, the Sanitary and Epidemiological Services (SES) subjects imported electronics equipment to testing for harmful 
electromagnetic emissions even when they have already been certified to intemational standards in Japan and Westem Europe. 

lo’ For example, in June 2003 the govemment adopted Resolution No. 329, “On sanitary and epidemiological inspection 
providing the sanitary and epidemiological well-being o f  the population from the agencies and departments of the sanitary and 
epidemiological service of the Kyrgyz Republic” (June 6, 2003), which substantially increases the number ofproducts that 
require mandatory inspection or certijkation, and which undermines efforts to eliminate overlapping agency authority. 
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international accreditation of conformity assessment procedures, accelerate 
accession of Kyrgyz accreditation bodies to the International Laboratory 
Accreditation Cooperation and other multilateral arrangements, and accept as valid 
laboratory results of any foreign conformity assessment providers that are accredited 
to international standards. 

Conformitv Assessment: Shijt the burden of conducting testing out of the government 
to the private sector and ensure free trade in conformity assessment services. Accept 
to the maximum extent feasible manufacturers' self-declaration of conformity 
assessment. Expand the validity of certificates so that fewer tests are required. 

Recopnition: Accept as equivalent foreign governments ' technical regulations that 
are based on international standards, even when those governments have not entered 
into formal mutual recognition treaties with the Kyrgyz Republic. 

e 

e 

2.76 Whereas returns from regional cooperation in standards are raised in paras. 124-125 the germane 
question here i s  whether 'going alone' in reforms outlined above may negatively affect existing and 
potential Kyrgyz exports. A short answer i s  that the implementation o f  the above recommendations 
would not jeopardize access o f  Kyrgyz products to CIS markets, simply because CIS members recognize 
each other's certificates o f  conformity. Simultaneously, once conformity assessment providers obtain 
international accreditation, Kyrgyz exports wil l have easier access to world markets. Furthermore, 
Kyrgyz recognition of laboratory results of any foreign conformity assessment providers that are 
accredited to  international standards would not have any regional implications. This should, however, not 
suggest that the government withdraw from playing an active role in the CIS-wide Council on Standards, 
Metrology and Certification to dismantle what remains o f  the GOST and cooperate closely with 
EURASEC countries (see Section C). 

2.77 Substantial technical and financial assistance wil l be required to reform technical regulations and 
institutions for accreditation and conformity assessment areas as well as to design a legal fi-amework for a 
market-based standards system.lo2 As noted earlier, USAID, TACIS and other donors have already been 
working with the government on reform o f  the law on technical regulation, activities o f  the FDI 
Secretariat, and reform o f  Kyrgyzstandart, which has already begun the process o f  reorganization. The 
fiscally more challenging reforms l ie ahead. Several government agencies (e.g., Sanitary and 
Epidemiological Service and the Ministry o f  Architecture and Construction) rely on testing fees to meet 
substantial parts o f  their budget. Shedding these current state functions to the private sector will, 
therefore, require both fiscal and institutional adjustments and i s  likely to encounter bureaucratic 
resi~tance.''~ 

2.78 An equally important issue in ongoing reform efforts i s  leveraging multilateral commitments in 
the context o f  regional cooperation. Both are critical elements o f  a single strategy to introduce a market- 
oriented standards regime. To  this end, the Kyrgyz Republic f i rst  needs to make fuller use o f  the enquiry 
point mechanism.'04 I t  has to use i t  not only as a source o f  information for foreign companies-the TBT 
and SPS agreements only require the Kyrgyz Republic to notify i t s  own regulations to other WTO 
members-but also as the enquiry point agency to disseminate information internally about foreign 

lo' The market-based system o f  technical standards i s  based on decoupling standard setting from conformity assessment and on 
producers' self-declaration of conformity assessment provided by private, accredited organizations. 

I O 3  Some agencies involved (e.g., the Ministry o f  Architecture and Construction) reportedly depend heavily on testing fees. They 
appear to be blocking attempts to scale back mandatory standards. 

IO4 Enquiry points mandated by WTO agreements to help local exporters sell their goods in markets o f  WTO members and enlist 
involvement o f  local exporters in identifying in technical barriers in foreign countries. Kyrgyzstandart has been designated the 
WTO enquiry point for both the TBT and SPS agreements. 
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regulations and to help potential exporters comply with foreign  requirement^."^ The challenge i s  not 
trivial: in the twelve months from July 2002 through June 2003, WTO members submitted over 
950 notifications o f  new technical regulations governed by the TBT agreement alone.lo6 The Kyrgyz 
enquiry point needs the capacity to sort through those notifications, identifying which hold the greatest 
interest to Kyrgyz traders, and then help those businesses gather the information they need to comply with 
new regulations. 

2.79 In a parallel fashion, the Kyrgyz government should work to build this enquilypoint mechanism 
into regional standards arrangements, most notably the CIS Agreement on the Uniform Policy on 
Standardization, Metrology and Certi3cation. I t  should do so both to help coordinate technical 
regulations at the regional level-as development o f  independent national standards i s  eroding the 
uniformity o f  standards across CIS countries since the collapse o f  the Soviet Union-but also because al l  
CIS members face the common problem o f  adopting international standards. The two tasks, ie., the 
WTO enquiry point enriched with regional standards arrangements are not contradictory. To  the contrary, 
they complement each other provided that both are addressed comprehensively. 

2.80 What can be done to build a strong enquity point mechanism combining WTO requirements and 
regional standards arrangements? The f i rst  step i s  to engage Kyrgyz companies, to educate them in the 
advantages o f  producing to international standards, and to solicit their involvement in identifying foreign 
technical barriers to trade that should be brought to WTO dispute settlement or to the attention o f  
government officials in charge o f  managing the Kyrgyz Republic's bilateral and regional arrangements. 
Second, the principle o f  transparency enshrined in WTO agreements must be extended to informing 
domestic companies about domestic regulations. Last but not least, i t would be necessary to expand 
linguistic capacity in the Kyrgyz government, as notifications are published only in official WTO 
languages (English, French and Spanish) with member country governments distributing texts o f  their 
regulations in their own national languages. This suggests a role for a regional translation and 
dissemination facility, as the Kyrgyz Republic and other CIS countries face a common linguistic barrier 
and can economize by sharing costs.'07 

Recommendations: (0 Increase the capacity of the Kyrgyz TBT and SPS Enquily Point; 
(ii) train more officials in @TO languages; (iii) work with other CIS countries (EURASEC 
in particular) to establish a regional information dissemination facility; (iv) work with 
other CIS countries (EURASEC in particular) to simultaneously replace old Soviet 
standards with new international ones; and (v) establish public engagement mechanisms. 

2.81 Customs: The Agreement on Customs Valuation i s  a second important WTO agreement for the 
Kyrgyz Republic. The agreement requires that customs inspectors in WTO member countries rely on  the 
transaction value-the price paid or payable in the market-when calculating ad valorem duties instead o f  
using reference or minimum prices that are set artificially by the government. This means relying 
primarily on what traders write down on their invoices.'08 Applying this valuation method in the Kyrgyz 
Republic, if i t  i s  not accompanied by reform and modernization o f  the customs administration, only opens 
the door to fraud and reduced collections o f  tariffs, excises and VAT. To prevent such fraud, the K C A  
will need to allocate resources on increased training in valuation methods and enforcement, and share 
information about product valuation with other customs bureaus in the region. 

I O 5  Note that this does not mean that the government should subsidize exporters' compliance with foreign regulations; that i s  the 
responsibility o f  the companies' themselves! 

See http:lldocsoline.wto.org for these notifications. 

lo' Whether or not they are members o f  the WTO, al l  share a common interest in adopting international standards. 

'Os The agreement spells out procedures to follow when customs inspectors suspect that traders are misreporting. 
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2.82 Valuation i s  only one dimension o f  customs procedures, and it may not be the dimension that 
most influences international trade flows. The govemment and the K C A  should intensively promote 
regional cooperation to advance the pace o f  customs reform. In this endeavor, streamlining o f  customs 
procedures or border controls should be complemented by administrative cooperation with neighboring 
countries including joint border controls, an exchange o f  information between customs authorities, and 
regulatory cooperation regarding transport equipment. A number o f  foreign donors, notably USAID and 
the ADB, have been working with the K C A  to rewrite the current customs code and improve customs 
administration. The revised customs code, now before the legislature, appears to be largely consistent 
with international best practices (including WTO ru les and the revised Kyoto convention). In particular, 
i t corrects problems in the current customs code that has blocked emergence o f  licensed customs brokers. 

2.83 
cross-border cooperation, the expected payoffs from this effort might fail to materialize. 

Yet, without simultaneously addressing bottlenecks in neighboring countries through intensive 

Recommendation: Use the legal obligation to comply with WTO rules to leverage 
comprehensive reform of customs administration, including computerization, 
harmonization of customs procedures among EURASEC customs union members, and 
promotion of entry of licensed customs brokers. 

2.84 Services: The main restrictions to trade in services are ‘behind-the-border’ laws, regulations and 
red tape. Thus, the task o f  creating a regulatory environment that encourages the development o f  services 
begins at home. Liberalization calls for reforms in a wide range o f  domestic policies concerning, for 
instance, ru les  for network access in telecommunication, licensing regimes, investment rules, ru les on 
temporary movement o f  workers and competition policies. Despite the fact that the GATS/WTO 
commitments do not automatically provide for the regulatory environment supporting efficient provision 
o f  backbone services, WTO membership may help in the reform process,1o9 as i t  offers a valuable 
mechanism to make credible commitments to reforms and shield them from domestic vested interests. 

2.85 Nevertheless, worldwide, the use o f  GATS by WTO member as a credibility enhancing 
mechanism has been rather limited, with one important exception-the telecommunications sector.”’ In 
this sector, the Kyrgyz Republic’s reforms appear to fall within the pattern. The Kyrgyz Republic’s 
schedule o f  GATS commitments binds i t s  telecommunications market to be open, and the Law on Electric 
and Postal Communications appears to be pro-competitive and up-to-date. Already several foreign- 
owned operators o f  cellular and paging services exist and the f i rs t  foreign ISP (Intemet Service Provider) 
from South Korea was licensed in early 2003. Yet, leaving aside deficient infrastructure due to the delay 
in the privatization o f  Kyrgyz Telecom-which postpones the injection o f  foreign capital and 
management know-how” ‘-the Kyrgyz Republic has yet to meet fully the non-binding GATS provisions 
on regulatory principles as outlined in the GATS Telecommunication “Reference Paper.” 

2.86 While competitive safeguards against cross-subsidization and abuse o f  information by companies 
appear to be in place in the telecom sector, rules on network interconnection,”* the cost-based charges 
and the institutional separation o f  regulators and regulees raise significant concerns. Instead o f  being 
financed by cost-based fees from licensing, the State Communications Agency collects the 0.25 percent 

IO9 Hoekman, Bemard, and A. Mattoo, 2000, “Services, Economic Development and the Next Round o f  Negotiations on 
Services,” Journal of International Development, #12 (283-296), p. 292. 

‘lo Aaditya Mattoo, 2000, “Shaping Future GATS Rules for Trade in Services,” paper presented at an NBER Conference on 
Trade in Service, Seoul, June, p. 1 1. 

‘I’ Consequently, digital infrastructure, which users (including other telecom service providers and ISPs) would use to offer more 
services, which in tum would benefit other sectors of the economy, such as transportation, finance and tourism i s  not there. 

‘I2 Rules on network interconnection provide for non-discrimination, transparency, and the cost-base o f  charges. 

53 



charge on operators’ revenues, which should be more appropriately collected by the State Budget.’I3 As a 
consequence, the institutional separation between regulators and service providers, a recommendation o f  
the WTO “Reference Paper,” has not been implemented. State ownership o f  Kyrgyz Telecom appears to 
be the main barrier in terms o f  independent regulation. Given the state’s direct involvement, potential 
competitors may rightly suspect that Kyrgyz Telecom wil l be given preferential treatment because o f  state 
interest in it. 

2.87 Class licensing (also known as general authorizations) would permit companies that fulfill the 
requirements to operate without waiting for a specific decision. This i s  an expeditious form o f  licensing 
that would eliminate the time required to process applications and to reduce the cost o f  such processing, 
while removing an opportunity for unofficial payments. If such a system worked in telecommunications, 
i t could then be tried out in other sectors (e.g., road transportation). 

Recommendation: The Kyrgyz Republic should consider moving to a class licensing 
system for telecommunications and to set licensing fees to cover the actual costs of 
processing license applications, monitoring the market, regulating prices and 
adjudicating disputes on a trial basis in order to observe behavior under such a regime, 

2.88 Despite an all-encompassing schedule o f  GATS commitments, there has been very limited 
progress in the development o f  third party logistics industry (e.g., freight forwarders), logistics-related 
banking and insurance services. The Kyrgyz Republic badly needs local service providers operating in 
alliance with global service providers in these areas. I t  seems that weaknesses in the regulatory 
environment, combined with formal and informal barriers to entry for f i r m s  interested in establishing 
commercial presence in the Kyrgyz Republic, may have contributed to the present outcome (see paras. 
2.121-2.123). 

A Seat at the Table: How to Maximize Benefits from It? 

2.89 Another major benefit that countries expect when they jo in  the WTO i s  a seat at the ‘multilateral’ 
table, both during infrequent, multi-year, multilateral trade negotiating rounds (such as the current Doha 
Round) and in the WTO’s day-to-day operations in Geneva. T h i s  includes participation or monitoring o f  
accession negotiations o f  important trading  partner^."^ The Kyrgyz Republic has much to gain from 
participation in accession negotiation, though not much from multilateral trade negotiations, as explained 
below. 

‘I3 State Communication Agency should be financed from fees covering the cost o f  applications and monitoring rather than from 
the percentage o f  a carrier’s revenue. 

‘I4 But this does not apply to cases where no  current or potential future trade is  at stake (e.g., Vanuatu, Seychelles, Jordan, 
Algeria and Oman). The Kyrgyz Republic w i l l  see little, if any, retum from any investment o f  its scarce time and staff resources 
serving on those working parties, which are mostly attended b y  countries having a stake in access to markets o f  an acceding 
country. 
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2.90 Selective participation in WTO Accession 
Work ing Parties may yield direct benefits t o  the 
Ky rgyz  Republic, although it has yet to take full 
advantage o f  it. Table 2.10 shows that the Kyrgyz 
Republic was, and currently is, a member o f  several 
accession working parties. I t s  participation in the 
accession working parties established to consider 
membership o f  other CIS countries, given both their 
proximity and economic relationships with the 
Kyrgyz Republic and the fact that accession process 
influences rules that wil l affect trade in the future, i s  
important.li5 

Table 2.10: Kyrgyz Membership in WTO 
Accession Working Parties 

Countries in the accession process 

Algeria Azerbaijan Belarus 
Kazakhstan Russian Federation Saudi Arabia 
Seychelles Taj i ki Stan Ukraine 
Uzbekistan Vanuatu Viet Nam 

Countries that have concluded accession 

Albania Armenia China 
Croatia Estonia Georgia 

2.9 1 Nevertheless, participation in working Jordan Lithuania Moldova 
parties should be exploited fully to effectively use Oman Taiwan 
the accession process for achieving trade pol icy 
goals. The accession process i s  one o f  the most 
important opportunities for the Kyrgyz Republic to influence the trade policies o f  i t s  trade partners. This 
should be pursued in tandem with efforts at the regional level, as discussed in the Section C below. If 
nothing else, the WTO accession forum presents the Kyrgyz Republic with the chance to solicit the 
participation o f  China and European countries in addressing regional trade barriers, since those countries 
are affected by the same protectionist barriers as the Kyrgyz Republic, although they are not parties to 
Kyrgyz regional trade agreements.II6 

Source: WTO documents, 1999-2003. 

2.92 Kyrgyz  negotiators should focus particularly o n  issues where existing regional agreements 
provide few avenues for addressing trade problems or  where the influence o f  other WTO members can be 
brought to bear. The fol lowing actions are worth considering: 

0 

0 

0 

0 

0 

0 

push for addressing transit issues-Kyrgyz exports are constrained by high transit costs, but 
so are other countries’ exports that need to pass through the region; 
push for greater national govemment discipline o n  rules set by sub-central govemment; 
press for  the elimination o f  indirect taxes and other fiscal policies that discriminate against 
imports; 
push for lower access fees to use Kazakhstan’s fiber optic cable; 
push for greater disciplines o n  the use o f  antidumping and other “trade remedies;” and 
ensure that customs and other fees are based solely o n  actual cost o f  services rendered. 

2.93 In contrast, the Kyrgyz Republic has l i t t le to gain from multilateral t a r i f f  liberalization for  two 
reasons: First, it already has an almost duty-free access to  relevant markets of  WTO members. Second, 
since Kyrgyz tariffs are almost fully WTO-bound and relatively low, proposed tariff-cutting formulas to 
be used during the Doha Round trade negotiations o n  non-agricultural goods have n o  influence on the i ts 
MFN tar i f f  schedule. ’ 

The possible exception i s  access to China’s markets, the only WTO member that shares a border with the Kyrgyz Republic. 
But even in this particular case, there i s  not much to gain. The trade-weighted average tariff rate o f  3.7 percent i s  very low, 
relative to both the simple average (12.3 percent) and the trade-weighted average on imports into China from all sources 
(1 1.6 percent). Exports are highly concentrated, with the top ten products (at the four-digit level o f  the Harmonized System) 
accounting for 89 percent o f  the total to China. Raw hides and skins of bovine or equine animals alone contributed 38 percent of 
the total, followed by aluminum waste and scrap contributing another 10 percent to the total in 2002. 

I“ See Annex 2-A for a discussion on market access negotiations in the Doha Round. 

’ I 7  As some observe, “...most of these (CIS) states have found the reality o f  the CIS to be that it hampers and constraints their 
actions without providing them with the security or assistance they require.” (Olcott, Martha Brill, Anders Aslund, and Sherman 
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Conclusion 

2.94 The Kyrgyz Republic has benefited from accession in several important ways, even i f i t  has not 
realized al l  o f  the benefits that countries often expect when they jo in  the WTO. The Kyrgyz Republic's 
WTO obligations have helped lock in the program o f  trade liberalization initiated in 1994. WTO 
membership has prevented backsliding in the application o f  tariffs (on trade with members and non- 
members alike) and other traditional trade barriers. More importantly, membership has given guidance 
and additional impetus to launch or continue reforms o f  domestic policies, customs reform, and overhaul 
o f  the standards regime. Unlike market access agreements (i.e., tariff liberalization), these regulatory 
reforms reduce barriers to the Kyrgyz Republic's trade with all counties, not just with WTO members. 

2.95 What can be done to maximize future benefits of the Kyrgyz Republic's WTO membership? First 
o f  all, the government should leverage its obligations under WTO rules to accelerate reforms o f  the 
domestic standards regime, customs administration, and telecommunications. Enterprise surveys point 
particularly to the first two areas as sources o f  substantial extra costs o f  doing business (see Chapter 3). 
Second, the Kyrgyz Republic should make greater use o f  regional bodies to economize on the costs o f  
implementing WTO rules. All members o f  the EURASEC face pressures to reform customs 
administration and reform domestic standards regimes, for instance. Seeking regional cooperation in 
customs administration and in the dissemination o f  information about international standards and foreign 
governments' technical regulations will therefore bring gains to regional partners. The same applies for 
taking/supporting an initiative within EURASEC and in the agenda o f  the CIS Interstate Council on 
Standards, Metrology and Certification to move away from GOST standards. Finally, the Kyrgyz 
government should expand i ts  capacity to conduct commercial diplomacy. In Geneva, this w i l l  require 
the government to play a greater role in accession working parties, as the government should use i t s  WTO 
membership to insist on liberalization by i t s  neighbors in the process o f  admission. At home, this wil l 
require the Ministry of External Trade to actively solicit cooperation from exporters and coordinate i t s  
activities with other government agencies. 

c. INTEGRATION IN A REGIONAL SETTING TRANSFORMING WEAKNESSES INTO STRENGTHS 

2.96 Given i ts  location, the Kyrgyz Republic's economic performance, including international trade 
and investment, depends critically on relations with former Soviet republics, mainly members o f  
EURASEC-in addition to  domestic reforms including inter alia bringing various policy areas further in 
l ine with the WTO commitments. The plethora o f  bilateral and regional agreements governing Kyrgyz 
relations with former Soviet republics can be divided into two groups: CIS-wide agreements and other 
agreements with CIS members, either arranged on a bilateral or regional-CIS basis. Among the latter, the 
most important to the Kyrgyz Republic, in terms o f  economic policy dialogue, i s  EURASEC. 

2.97 The charter of the CIS, which came into effect in January 1994, i s  broad in coverage. I t  contains 
provisions concerning both the development o f  a common economic space wi th  a common customs 
policy, and issues related to protection o f  human rights and fundamental freedoms as well  as the 
coordination o f  defense policy and border protection. Nevertheless, while the CIS legal and institutional 
infrastructure would appear to address all issues pertinent to deep regional integration, this i s  not so much 
the case. The desire to establish sovereign statehood, especially strong among smaller CIS states, and to 
prevent the re-emergence o f  the Soviet Union under a different guise, has been in conflict with 
enforcement o f  CIS Agreements. Some counties would opt for deeper integration, while others would 
not."' 

W. Gamett, 1999, Getting I t  Wrong. Regional Cooperation and the Commonwealth of Independent States, Camegie Endowment 
for Intemational Peace, Washington, DC, p. 224). 

'I8 For details, see Table 2.5 above for the top exports by value in 2002. 
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2.98 Varying national interests and the weak support for implementation o f  the CIS charter have led to 
the emergence o f  a second dimension o f  regional integration limited to agreements among two or more 
CIS countries. These are not in conflict with the CIS charter. To  the contrary, they represent efforts to 
implement i t s  provisions on a selective basis. The CIS s t i l l  exists providing an umbrella for more limited 
integration efforts. I t  appears that the CIS has ceased to be a constraint on economic decisions o f  
individual countries, but, it has not yet become a stimulant. 

2.99 While CIS countries have a poor record o f  observing commitments made under different 
agreements, agreements belonging to the second dimension noted above appear to have been more 
binding than provisions o f  the CIS charter. They have played an important role in providing framework 
for economic interaction between the Kyrgyz Republic and i ts  neighbors. Furthermore, as discussed in 
what follows, they can be used to improve the business environment in the Kyrgyz Republic and to 
address issues hampering access to other markets. This section reviews the context o f  regional trade 
flows and then concentrates on the problem o f  transforming the weaknesses o f  current agreements into a 
more effective instrument o f  the Kyrgyz Republic's integration into global markets. 

Trade Flows: Implications for Kyrgyz Foreign Economic Policy 

2.100 As discussed earlier, the Kyrgyz Republic presently conducts around half o f  i t s  trade with FTA 
partners, o f  which EURASEC members form the largest share (see Table 2.5). However, these figures 
underestimate the importance o f  EURASEC countries for Kyrgyz employment and poverty alleviation. 
This i s  because, gold, which i s  presently the country's single largest export product, accounting for the 
bulk o f  Kyrgyz exports outside o f  the region, generates l imited spillover into local ec~nomy. "~  

2.101 This underscores the importance of other export items, and on this count EURASEC stands tall. 
Excluding gold, the share o f  EURASEC and other CIS countries in total exports increases from 
36 percent to 56 percent, although i t  s t i l l  displays the declining trend-the share o f  CIS countries declined 
from 77 percent in 1996 to 66 percent in 1999 and 56 percent in 2002. Excluding electrical energy, which 
i s  traded outside o f  the market through intergovernmental barter arrangements, natural resource intensive 
and simple low-processed industrial products dominate Kyrgyz exports to the CIS (Table 2.1 1). Within 
this group, EURASEC members Kazakhstan and Russia provide not only important outlets for Kyrgyz 
products but are also both the source o f  foreign investment, although not a dominant one, and trade routes 
leading to other markets. 

Table 2.11: Principal Exports to the CIS, 2002 

Product (4-digit level of HS) Value ($millions) Share of CIS (YO) 

Cotton, not carded or combed 
Electrical energy 
Un-manufactured tobacco; tobacco refuse 
Electric filament or discharge lamp 
Petroleum oils 
Dried leguminous vegetables 
Articles o f  asbestos-cement 
Cane or beet sugar 
Articles for the conveyance or packing o f  goods 

27.17 
22.02 
19.0 1 
11.1 1 
5.62 
5.26 
5.13 
4.64 
4.07 

68 
55 
47 
28 
14 
13 
13 
12 
10 

Parts and accessories o f  motor vehicles 3.68 9 
Source: 2002 trade data reported b y  the Kyrgyz govemment to UN COMTRADE database. 

These include, among others, agreements on road and rai l  transport. Telecommunication is subject to bilateral agreements. 
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2.102 Thus, CIS economies, or more specifically EURASEC, remain by far the most important outlet 
for Kyrgyz exports. Nevertheless, the Kyrgyz Republic’s economic growth performance depends not 
only on import demand growth in EURASEC, but also on the ways that EURASEC unfolds as a project 
for deeper regional integration. As a member o f  the WTO, the Kyrgyz Republic i s  committed to pursuing 
multilateral liberalization, though it has a significant stake in seeking to actively influence the pace and 
scope o f  regional integration and liberalization. 

Regional Ramification of  External Economic Interaction 

2.103 The Kyrgyz Republic i s  a party to a plethora o f  various agreements under the CIS framework, 
both bilateral and regional,”’ covering on the surface al l  issues pertinent to seemingly close cooperation. 
Nonetheless, the focus o f  i t s  regional strategy should be on EURASEC. This i s  because EURASEC goes 
beyond FTAs, as it sets the goal of achieving deeper economic integration among i t s  members. I t  also 
offers an institutional venue where issues o f  mutual interest can be more effectively addressed than in 
bilateral negotiations. The Kyrgyz Republic’s weak bargaining power, because o f  i t s  small size and 
geographic location, i s  much less a problem in EURASEC organizational context than in bilateral 
negotiations. Furthermore, many initiatives serving economic interests o f  all EURASEC members stand 
a better chance o f  being implemented on a regional, rather than bilateral, basis. The inclusion o f  critical 
provisions omitted from FTA andor assuring their compatibility with the WTO disciplines would not 
only strongly serve economic interests o f  the Kyrgyz Republic, but also other CIS economies. 

2.104 The main questions addressed in this section concern the depth and scope o f  regional integration 
that would best serve the Kyrgyz Republic’s economic interests without jeopardizing interests o f  other 
EURASEC members. These questions are as follows: What is the Kyrgyz Republic’s participation in 
regional arrangements and what are their major features? How can the Kyrgyz Republic seek to address 
weaknesses of regional arrangements in which it participates? What areas should be addressed and 
encouraged in regional cooperation? I s  a customs union (CU) an option worthJighting for or resisting? 

Free Trade Agreements: CIS Free Trade Area 

2.105 Except Azerbaijan and Georgia, the Kyrgyz Republic has either signed or concluded negotiations 
to s i g n  FTA (see Table 2.12). The negotiations o f  FTA with Azerbaijan were concluded, and the FTA i s  
l ikely to go into effect in 2O04.l2l 

I 2 O  According to the govemment of Kyrgyz Republic’s notification to the WTO Committee on Regional Trade Agreements 
(WTiREG82/3, 27 September 2000), the FTA (signed on April 15, 1994) with Turkmenistan has been “provisionally applied” 
since December 18, 1996. Since it was an agreement among several CIS countries, it was subject to separate bilateral 
negotiations. 
I*’ This i s  an important feature allowing for the development o f  the division o f  labor going beyond dyads o f  bilateral FTAs. 
Inputs can be processed and enriched in any CIS countries without imperiling their ‘local’ status. Without diagonal cumulation, 
Russian inputs into a product imported into the Kygyz Republic from Kazakhstan would be treated as foreign content, which 
might jeopardize preferential duty-free access for this product. 
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Table 2.12: Kyrgyz Participation in Regional Trade Integration 

Parties 
Russian Federation 

Kazakhstan 

Ukraine 

Armenia 
Moldova 
Uzbekistan 

CIS members except 
Ukraine 
Belarus, Russia 

Agreement on 
ree Trade Area (signed 8 October 1992, 
'fective as o f  24 March 1993), 

Basic Features 
FTA with exceptions and provisions allowing to levy 
seasonal duties and quantitative restrictions. (Added 
a Protocol of Exceptions from Free Trade Regime on 
711211994). Goods subject to export tariffs and 
licensing (mainly alcoholic beverages) are excluded 
A number of protocols o f  exceptions until 2000. 

FTA on all products 

FTA on all products 

FTA with exceptions and provisions allowing to levy 
seasonal duties and quantitative restrictions. (Added 
a Protocol of Exceptions from Free Trade Regime on 
12/24/1996). Goods subject to export tariffs, export 
and import licensing, and quotas are excluded. 
Intention to establish economic union with FTA 
negotiated on a bilateral basis as a f irst step. 
Intention to establish CET 

ree Trade Area (22 June 1995, effective as of 
1 November 1995) 
ree Trade Area (signed on 26 May 1995, 
rfective as of 19 January 1998) 
ree Trade Agreement (signed on 4 July 1994 
ree Trade Agreement 
ree Trade Area (24 December 1996, effective 
j of 20 March 1998) 

As above plus Tajikistan 

Belarus, Kazakhstan, 
Kyrgyz Republic, Russia, 
Tajikistan 
As above 

As above 

conomic Union of CIS countries 
!4 September 1993) 
ustoms Union (6 January 1995) 
'ustoms Union (20 January 1995) 

ustoms Union (signed 28 March 1996, 
itified by KR on 21 July 1997) 
'ustoms Union (26 February 1999) 

'ustoms Union and Common Economic Area 
;igned on 26 February 1999) 

'ommon Customs Tariff of the Customs 
inion (1 7 February 2000) 

As above 

Pledge to set the time framework for introducing 
CET. 

CET (except for sensitive products as determined by 
each Part) established within five years from the date 
o f  entry into force of the Agreement. 
08/3l/OO for Belarus, Kyrgyz Republic and Russian 
Federation 

Establishing international organization to administer 
customs union and foster 'deeper' integration 

stablishing Eurasian Economic Community 
I O  October 2000) 

As above plus Kazakhstan As above I 
As above plus Kyrgyz 
Republic 

As above 

2.106 The only neighboring country wi th  which the Kyrgyz Republic has no FTA i s  China. Although 
China offered to begin FTA negotiations, this i s  not an attractive option to pursue. An FTA with China, 
that would open the doors for the latter to larger Russian and Kazakh markets could facilitate Russia and 
Kazakhstan-concerned wi th  trade deflection andor flood o f  cheap Chinese import, partly processed in 
the Kyrgyz Republic-to introduce much tougher rules o f  origin then currently in place in CIS. This 
would l ikely hurt the Kyrgyz Republic more than free access to China could help. 

Recommendation: Do not sign new FTAs with a potential-to complicate relations with 
other CISpartners and that bring little, ifany, benefit to the Kyrgyz economy. 

2.107 In their entirety, the existing CIS-FTA arrangements to which the Kyrgyz Republic i s  a party 
would appear to be a full-fledged free-trade area. Customs duties, taxes and charges with equivalent 
effect, as well as quantitative restrictions on substantially all the trade between CIS countries have been 
abolished. The same rules o f  origin, i.e., rules specifying whether a product qualifies for a duty-free 
entry, appear in all agreements. Furthermore, as rules o f  origins allow for diagonal cumulation across 
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CIS countries,”’ the present arrangements amount to a free trade area for agricultural and industrial 
goods. There are, however, three important caveats discussed in detail below. First, discretion enjoyed by 
customs and local authorities remains an important impediment to unfettered movement o f  products, as 
various border and non-border charges on intra-CIS trade are not contractually bound.’23 Second, 
administrative denials o f  access and antidumping actions constitute another impediment to bilateral trade. 
Last but not least, Belarus and Uzbekistan have yet to introduce a market-based foreign trade regime, 
and-in spite o f  FTAs-they impose various charges effectively suppressing imports. Kyrgyz exports 
have suffered in particular. In consequence, important benefits o f  a free trade area encompassing CIS 
economies are inadvertently lost. As argued below, the best strategy would be to bring WTO disciplines 
to bear on CIS FTAs. 

CIS FTAs’ Main Weaknesses: Bringing WTO Rules to the Rescue 

2.108 The FTAs signed by the Kyrgyz Republic have the same structure, commitments, coverage and 
escape clauses. Their features are compatible with the WTO rules, although-as discussed below-they 
do not always provide similarly strong disciplines. A major weakness they share i s  the absence o f  strong 
contractual and credible commitments to keep markets open to preferential trading partners. In 
consequence, they are not rule-oriented, they lack enforcement mechanisms, and, therefore, exits are 
relatively easy. The most important features shared by Kyrgyz CIS-FTAs include the following: 

They cover both agncultural and industrial goods, even if some FTAs contain protocols o f  
exemption to tariff-free entry, which are subject to annual review. A t  present, Kyrgyz 
exports enjoy a mostly free trade regime throughout the CIS.’24 Most importantly, Russia 
does not impose an exemption from free trade regime on Kyrgyz imports, although i t  does so 
for other CIS members. Reciprocally, there are no exemptions to duty-free access to Kyrgyz 
markets. However, the provisions o f  the FTAs do not contractually guarantee this situation to 
last. 

They al l  declare adherence to the principle o f  national treatment and non-discrimination, 
which guarantees the same treatment o f  domestic f i r m s  and those registered in other CIS 
countries; 

They all ban the use o f  quantitative restrictions or measures with similar effect, but they also 
specify special conditions under which these measures can be used as safeguards; 

They commit their signatories to assure cooperation and exchange o f  information between 
respective customs administrations; 

They all have provisions concerning unfair competition, but they lack provisions limiting 
state subsidies; 

They all provide for free transit through respective territories, as discussed earlier, the 
implementation o f  these provisions i s  doubtful at best and ineffective at worst; 

‘22 Economic Survey of Europe 2003, UN Economic Commission for Europe, United Nations, New York and Geneva, 2003, 
p. 180. See also Trade Performance and Regional Integration of the CIS Countries, (mimeo), PREM Sector Unit, Europe and 
Central Asia Region, World Bank, 2003, p. 43. 

‘23 Uzbekistan had imposed some exemptions from free trade regime on Kyrgyz exports since 1996, in accordance with the 
bilateral FTA and the protocol on exemptions singed in that year. However, the exemptions have been gradually removed since 
then. 

124 These commitments are enshrined not only in FTAs but are also stipulated under a plethora of other Agreements on: Transit 
through Territories of CIS members (1997); Common Transport Policies in the CIS (1997); Transport Tariffs in the CIS (1997); 
and the Agreement on Common Railway Tariffs in EURASEC (2002). Road Transport Union of EURASEC (1998), an 
important agreement reaffirming the principle of national treatment to both modes of transport, rail and road, awaits ratification 
by the government of Belarus, which i s  the only remaining EURASEC-member not to do so as o f  February 2004. 
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They all allow for the use o f  antidumping measures; 

They all provide for bilateral settlement o f  trade disputes. 

2.109 Several weaknesses stem from the absence o f  enforcement or disciplines on contracting parties 
resulting in de facto exits from obligations under free trade arrangements. First, while the Kyrgyz 
Republic’s CIS partners have committed themselves to levy  transit fees reflecting the cost o f  services 
rendered and while they adhere to the principle o f  national treatment o f  transport companie~,’~’ 
contracting governments tend to apply these rules only to railroads-not to road transport. This does not 
help most Kyrgyz exporters, as volumes o f  Kyrgyz exports are too low to take advantage o f  discounts that 
would make the railway transport mode competitive. 

2.110 Larger use o f  railroad transport may be achieved by promoting alliances o f  local forwarders, who 
offer intimate knowledge o f  their local market, with global forwarders, who hold regional and worldwide 
contacts. By consolidating shipments from various sources and coordinating handling and storage, which 
are major cost factors, freight forwarders would help to bring down unit costs thanks to the use o f  cheaper 
and less i l l ic i t  payments-prone railroad transport. Hence, the Kyrgyz Republic needs to create an 
environment hospitable for freight forwarders, domestic and foreign alike. I t  has already bound itself 
open with respect to these services under the GATS. However, a key issue will be to reduce red tape 
preventing commercial presence o f  foreign service providers in the Kyrgyz Republic. 

2.1 1 1 Greater presence o f  foreign-owned service providers might have another beneficial consequence, 
i.e., i t  might create pressures from business groups on other EURASEC governments to follow transit 
rules generally accepted by the international community. Some f i r m s  that would start operating in the 
Kyrgyz Republic are l ikely to come from EURASEC countries. Since these f i r m s  have a stake in 
minimizing ‘harassment’ from officials, they may push their governments to address transit issues. But 
this alone probably would not suffice to effect change+ooperation among governments i s  badly needed. 

2.1 12 As for eliciting cooperation on transit issues from neighboring countries, the Kyrgyz Republic 
should take advantage o f  i t s  membership in the WTO to make its neighbor’s arrangements similarly open 
as it has done under GATS, i.e., allow for commercial presence o f  service providers and national 
treatment o f  transport companies. The Agreement on Road Transport Union o f  EURASEC, once it goes 
into effect, provides for national treatment, although not for commercial presence.’26 

Recommendation: Make freight forwarding a matter for requests during WTO accession 
negotiations (or in the case of China, requests in the Doha Round). Work with neighbors 
to reduce the corruption, as well as the unofficial fees and arbitrary fines extracted by 
respective officials. 

2.113 A second weakness o f  CIS trade-related arrangements i s  that even the more detailed bilateral 
agreements often defy the letter and spirit o f  broader regional  agreement^.'^' A good example i s  the 
Transit Agreement with Kazakhstan, which i s  about to be replaced by a new Transit Agreement 
addressing at least some, if not most issues discussed below (see paras. 2.26-2.27). 

As soon as the Agreement goes into effect, Kyrgyz carriers will be subject to the same fees and charges as local ones. This 
means, for instance, that the current charge of around USS60 will be completely removed. 

126 The Kyrgyz Republic concluded bilateral agreements on transit and road transport with i t s  neighbors-Kazakhstan (1993) and 
Uzbekistan ( 1  996). But Uzbekistan has subsequently withdrawn from the bilateral agreement 

.I2’ I t  should be borne in mind that anti-dumping i s  not a WTO commitment, but an option with GATT disciplines applying only 
insofar as the option i s  resorted to. 
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Recommendations: 
0 The Kyrgyz Republic should lobby for the adherence of its neighbors to the free 

transit regime, in accordance with the EURASEC and other CIS FTA agreements. I n  
addition to bilateral efforts, the issue should be pursued in the EURASEC Integration 
Committee and the CIS Executive Committee. 

The Kyrgyz Republic should sponsor amending the EURASEC transit agreement by 
introducing a plurilateral institutional framework for resolving transit disputes. I t  is 
critical to form alliances with CIS countries to bring additional impetus to resolve 
the issue. 

The Kyrgvz Republic should use more aggressively opportunities offered by its WTO 
membership to raise practices that are in defiance of WTO disciplines on transit at 
the Kazakh accession negotiations with the WTO. 

0 

0 

2.1 14 Third, while WTO rules allow, although not encourage,128 the use o f  antidumping measures and 
countervailing duties, the CIS FTAs provide for weaker disciplines than those under WTO.I2' The 
Kyrgyz Republic has been on the receiving end o f  antidumping duties imposed by CIS countries and 
knows first-hand how damaging these can be (see para. 2.24). At various regional fora, CIS governments 
have pledged to refrain from the use o f  safeguard actions, countervailing and antidumping measures on 
imports from FTA partner countries, but results are mixed. 

2.115 Antidumping legislation i s  a bad idea from the viewpoint o f  national economic interests. The 
alternative-a safeguard option-is a better approach to follow but it should be administered pr0per1y.l~' 
International trade economists almost universally condemn antidumping policies as an especially 
pernicious form o f  protectionism on a wide range o f  theoretical and practical grounds.I3' Box  2.2 
summarizes the fundamental reasons why antidumping rules should be removed from both national 
legislation and regional trade agreements. 

12' The Protocol on the Mechanism of Applications o f  Safeguards and Antidumping Measure in the Customs UniodEURASEC 
(2000), albeit largely compatible with the WTO rules, does not envision establishment of an autonomous EURASEC-wide 
institutional infrastructure to enforce those principles. Instead, i t  merely calls for bilateral consultations as the main means to 
resolve disputes. 

129 In case o f  serious injury caused by imports, GATT Article XIX allows for safeguard actions. If protectionist measures are 
necessary to prevent injury to domestic producers, they should be price-based (i.e., expressed in terms of tariffs), precisely 
defined, temporary, nondiscriminatory and introduced after appropriate procedures consistent with WTO rules are followed, and 
taking into account the costs to consumers and users. The agency responsible for conducting the injury investigation should 
comprehensively address costs to users o f  investigated imports and benefits to an industry seeking contemporary protection. 

I 3 O  Anti-dumping rules are not transparent, discriminatory (not only by country but by firm), lacking in economic foundation, and 
highly distortionary. See for example, contributions in Finger, J. Michael, ed., 1993, Antidumping: How it Works and Who Gets 
Hurt, University o f  Michigan Press, Ann Arbor. 
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Box 2.2: Three Reasons Why There Should be No Place for Antidumping in F T A  and National 
Legislation 
First, the existence o f  an antidumping legislation alone increases the leverage of protectionist interests over the government. 
It breeds lobbying, corruption, rent seeking, and diverts scarce entrepreneurial talent into the political process. I t  creates 
temptation to resort to antidumping to cover whatever sort of import restrictions seems politically expedient; 

Second, the standards o f  antidumping do not make economic sense-they do not guide government to deciding where an 
import restriction would harm or serve the national economic interest, while allowing for an easy exit from a liberal foreign 
trade regime once it i s  in place; 

Third, they reduce import competition in domestic markets and raise prices as a mere opening of the investigation causes 
imports to fall and prices paid by users to increase; and they rarely, if at all, address cases which present a real threat to 
Competition. 

2.116 As the first-best policy option, the Kyrgyz Republic should seek the removal o f  antidumping 
provisions from EURASEC agreements on the grounds that a safeguard option i s  a better course to 
follow. Strengthening competition rules, already included in EURASEC FTAs, could provide an extra 
bite to the use o f  the WTO safeguard norms. Instead o f  building the case on the basis o f  alleged sales 
below production cost, the focus i s  on the assessment o f  its impact on competition. In other words, the 
same rules are applied to domestic and other EURASEC f i rms .  This would not only be in line with a 
professed goal o f  establishing single EURASEC market in the future, but i t  would also subject al l  f i rms,  
domestic and other EURASEC, to the same competition rules. This would require harmonization in Laws 
on Protection o f  Competition among EURASEC members, which could be modeled after the EU 
competition rules. I t  would also require disciplining the use o f  subsidies in order to avoid unfair 
competition. Since the CIS FTAs do not fully control export subsidies (outlawed by the WTO), this may 
lead to the pressures for levying countervailing duties. 

2.1 17 Banning antidumping entirely may, nevertheless, meet resistance among EURASEC partners, as 
antidumping i s  an attractive protectionist tool used worldwide. An alternative option would be to push 
EURASEC to adopt clear rules and strong disciplines on the use o f  antidumping policies going beyond 
the current WTO agreements. A good candidate for sound rules in this area are proposals submitted 
during the current Doha round o f  multilateral trade negotiations by “Friends o f  Antidumping 
Negotiations”-a group o f  both developed and developing countries championing reforms o f  WTO ru les  
on antidumping. In a nutshell, these proposals seek to eliminate significant arbitrariness by national 
authorities allowed under the current WTO rules. For instance, there i s  significant degree o f  freedom in 
choosing a comparator (i.e., company) to assess whether a firm under antidumping investigation sells 
below costs. 

2.1 18 Adopting these ru les at the EURASEC-level combined with setting a regional agency responsible 
for antidumping investigations in accordance wi th  these ru les  will yield significant benefits to EURASEC 
countries. First, it would vastly improve stability and predictability o f  intra-EURASEC trade by 
subjecting i t  to more transparent rules-the fear o f  protectionist measures kills trade. Second, i t would 
send a strong signal to the international community o f  their commitment to a sound rule-based system. 
Finally, it might also help in changing EURASEC members’ official status in highly developed countries 
particularly in case o f  antidumping  investigation^.'^^ 

’32 CIS exporters, including those from the Kyrgyz Republic, since they are former centrally planned economies, are particularly 
vulnerable to antidumping actions brought by other importing countries. For example, the U.S. Department o f  Commerce 
continues to classify many former Soviet republics, including Kyrgyz Republic, as a non-market economy for purposes of  
assessing dumping margins. U.S. examiners are given greater flexibility to disregard the prices prevailing in non-market 
economies in anti-dumping investigations. By default they then rely on cost information provided by companies bringing the 
anti-dumping investigation. Kazakhstan recently succeeded in changing its status to “market economy.” 
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Recommendations: 
0 Put the issue of safeguards and antidumping on the agenda of bilateral and regional 

negotiation. Recommend the introduction of WTO, if not stronger, disciplines on the 
use of safeguards. 

I n  the meantime, do not use safeguards and do not retaliate against such measures 
taken by Kyrgyz FTA partners. Engaging in trade wars with largerpartners would be 
prohibitively costly to the Kyrgyz economy. 

Start lobbying for the introduction of a provision that would ban the resort to 
antidumping actions in intra-CIS trade. 

0 

0 

2.119 Another area where a combination o f  WTO rules with regional cooperation might yield 
significant benefit to participating countries i s  that o f  customs. As was argued in Section A and 
paras. 2.81-2.83, full implementation o f  the WTO Agreement on Customs Valuation requires reform and 
modernization o f  customs administration, including in other EURASEC countries in order to lower the 
transaction costs for Kyrgyz exporters and importers alike. I t  would also require establishing 
arrangements that will foster intensive information-sharing about product valuation and other relevant 
issues with customs authorities in the region as well as applying modem techniques o f  customs clearance 
(e.g., random inspections). Streamlining customs procedures or border controls should be complemented 
by administrative cooperation with neighboring countries in such areas as establishing joint border 
controls, regulatory cooperation regarding transport equipment, etc. These arrangements exist among 
NAFTA members. They also exist between Central European countries on the EU accession path. Early 
stages o f  EU integration provide illustration o f  good practices in that respect. South East European 
countries, which are part o f  the Stability Pact for the Balkans, have been also moving in that direction, 
albeit slowly. 

Unexplored Opportunities for Regional Cooperation 

2.120 One o f  the major weaknesses o f  CIS FTA and EURASEC arrangements i s  the exclusion o f  
provisions for trade in services and the outdated approach to technical standards. Since services account 
for a growing share o f  GDP and, more importantly, are critical to trade in goods, this i s  a major omission. 
The existing CIS agreements related to services include-in addition to several agreements on transit, 
energy and transport p~ l ic ies ’~~- the Agreement on Common Education Space (1997) and the Agreement 
on Cooperation in Cellular Mobile Communications (1 997). Concerning the agreements on education 
and communication, they are mostly technical agreements with limited relevance for trade in goods and 
services. Finally, there are also some bilateral agreements covering electricity and telecommunications. 
Overall, however, these agreements are outside o f  CIS FTAs and EURASEC regional integration 
arrangements. 

2.121 The absence o f  services in EURASEC agreements defies the trend observed in FTAs worldwide 
since the mid-1990s. Every major FTA now has both a service and goods dimension. Two different 
approaches have been taken.’34 The f irst may be called an integrative approach, as some FTAs have 
integrated both dimensions into a full set o f  disciplines for trade in both goods and services. This stands 
in contrast to the WTO umbrella agreements that distinguish among three parts, with different rules 
applying to goods (GATT), services (GATS), and intellectual property rights (TRIPS). The second 
approach may be called “GATS-plus,” as i t  reproduces the same approach adopted during the Uruguay 
Round o f  multilateral trade negotiation that led to the GATS (see Box 2.3). 

133 As discussed earlier, deficiencies in transport and logistic arrangements significantly lower competitiveness o f  Kyrgyz 
products in international markets. 
134 See Sherry M. Stephenson, 2002, “Regional versus Multilateral Liberalization o f  Services,” World Trade Review, Vol. 1 (2): 
187-209. 
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2.122 Following through with these norms by addressing services in their entirety and by bringing them 
under the EURASEC umbrella would be a major improvement. To infuse transparency, stability and 
predictability, the least controversial step would be to begin with establishing an inventory o f  measures 
restricting market access and binding them at existing levels. Nevertheless, ‘stand-still bindings’ do not 
enlarge access for new providers. Hence, the next logical step would be liberalization. The Kyrgyz 
Republic should make the case for liberalization along its national commitments submitted under GATS. 
Since other EURASEC members strive to accede the WTO, and at least in the case o f  Russia, the WTO- 
members wil l press for a radical reform program, as they did successfully in the case o f  China’s 
acces~ion, ’~~ this would appear to be a feasible strategy. But GATS does not have to be an end-point as 
many regional agreements not only go beyond the GATS but, “. . .they also rate more favorably on the 
objective o f  achieving relatively greater liberalization o f  services trade.”136 Gains-from improvement in 
‘behind-the-border’ laws and regulations, and limitation o f  red tape-would be broad based and be 
significant to al l  EURASEC members. 

Recommendation: The government should start lobbying for the inclusion of services in 
EURASEC agreements and push for adopting GATS-plus approach (See Box 2.3) to 
liberalization of market access across service sectors. 

2.123 While non-preferential liberalization usually yields larger gains, as it affords consumers access to 
the most competitive source, regional regulatory cooperation may be more desirable in some areas. A 
good example i s  air transport. In the case of air transport, while demand for i t  among Kyrgyz exporters 
may not be significant at present,13’ tourism would certainly benefit from improved regional transport. 
For instance, there are no  direct air connections between Bishkek and Almaty. Passengers using non- 
regional airlines (such as KLM or Lufthansa) must terminate in Almaty and then travel overland to 
destinations in the Kyrgyz Republic. I t  appears that there have been requests to permit flights to continue 
from Almaty to Bishkek, but that Kazakhstan has declined them. The Kyrgyz Republic should not only 
press Kazakhstan to allow for these flights but i t  should push for ‘open skies’ among Central Asian 
countries fashioned after the EU ‘European Civ i l  Aviation Area’ M0de1.I~’ This has the following 
features: i t makes no distinction between international and domestic services; i t  bans bilateral Air Service 
Agreements; i t abolishes cross-border ownership restrictions; and it establishes a common regulatory 
framework for ground-handling and slot allocation. A less ambitious alternative would be the 
liberalization o f  bilateralhegional air service agreements and the insertion o f  ‘open skies’ provisions so 
that airlines could serve the region more efficiently and tourists could travel more freely. 

13’ China’s GATS commitments made upon accession to the WTO in 2001 are regarded as “the most radical services reform 
program negotiated in the WTO.” (Aaditya Mattoo, 2003, “China’s Accession to the WTO: The Services Dimension.” Journal 
oflnternational Economic Law, Vol. 6, (2): 299-339, p. 299. 

’36 Sherry M. Stephenson.,2002, “Regional versus Multilateral Liberalization o f  Services,” World Trade Review, Vol 1 (2): 187- 
209, p. 193. 

13’ But this may be a question of airfreight fees. Measures to reduce their costs in the Kyrgyz Republic (e.g., airport and traffic 
controls fees) through competition enhancing regulatory framework could help reduce cost and trigger demand. 

The option of following the WTO track i s  not available as yet. Air transport services were virtually carved out of the WTO by 
the Uruguay Round GATS annex on air transport. I t  would, therefore, be difficult to press Kazakhstan to open i ts  civil air market 
during i ts  WTO accession negotiations. However, given the recent decision of the European Court of Justice granting the EU 
Commission authority to negotiate for all EU member states with the United States, there i s  a prospect o f  serious WTO 
negotiations on air transport in the future. But this may st i l l  l i e  far away. 
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n 
Trade in services i s  defined in GATS (General Agreement on Trade in Services) as the supply of a service through any 

of the four ways, known as "modes of supply": Mode 1: services supplied from one country to another (e.g., international 
telephone calls). officially known as "cross-border supply"; Mode 2: consumers from one country making use of a service in 
another country (e.g., tourism), officially known as "consumption abroad; Mode 3: a company from one country setting up 
subsidiaries or branches to provide services in another country (e.g. a bank from one country setting up operations in another 
country), officially known as "commercial presence"; and Mode 4: individuals traveling from their own country to supply 
services in another (e.g., an actress or construction worker), officially known as "movement o f  natural persons." (for the 
assessment o f  importance of various modes in the Kyrgyz Republic, see Annex 2-B on Trade in Services) 

Services entered the agenda of the Uruguay Round of multilateral trade negotiations for two reasons. First, with on- 
going transition from industrial to service economy, trade in services has been one of the most rapidly expanding areas of 
international trade growing much faster than merchandise trade. Highly developed, increasingly service-based economies 
sought to extend rule-based regime of international trade to services. Second, electronic revolution has made the links between 
services and liberalization in their trade and overall economic performance more pertinent. Liberalization of trade in services 
may improve the quality and availability of services through competition, economies of scale and, last but not least, incentives to 
policy makers to improve regulatory environment. Benefits o f  services liberalization are not limited to services sectors 
themselves: they impact all other economic activities. 

GATS framework and liberalization: GATS was deemed a success of the Uruguay Round not because of the progress 
in liberalization o f  trade in services but simply because it has locked countries into a standstill against backsliding, and to further 
rounds of progressive liberalization. The GATS has failed to introduce similar disciplines in scope and depth as under the 1994 
GATT. First, while it commits WTO members to meet two general obligations: transparency and the most-favored-nation 
(MFN) principle across-the-board, the Agreement allows for temporary exemptions to MFN. Second, unlike the 1994 GATT, 
the principle of national treatment (i.e., no less favorable than afforded to domestic one) and market access applies only to 
sectors specified in national schedules of GATS commitments. 

As a consequence, the GATS i s  weaker than the GATT in meeting the fundamental objectives of multilateral trading 
environment, that is: the promotion of transparency, stability and liberalization of trade.' The 1994 GATT scores higher on 
liberalization of trade. GATS Art icle 111 to notify changes in laws, regulations, and administrative procedures apply to all 
sectors thus assuring information availability, albeit with a caveat. Namely, since the barriers to market access are not price- 
based barriers such as tariffs but NTBs taking the form o f  discriminatory treatment embedded in laws, regulations and 
administrative acts and procedures. these tend to be less easy to navigate than rules related to trade in goods. In a similar vein, 
standstill ru le  assures stability in access, but less so than under the 1994 GATT. The problem i s  that GATS contains some 
unfinished rules on emergency safeguard measures and subsidies and with respect to domestic regulations. B'' The extent o f  
liberalization depends on the sector-specific commitments, which except for financial services and telecommunication, i s  much 
more limited than that in trade in goods. For this reason alone, 'rewards' in terms of preferential access may be larger for trade 
in services than those for goods, simply because the extent of discrimination against non-preferential suppliers i s  larger. 

Approaches to services in FTAs: Two approaches to addressing services trade in FTA have emerged: one can be 
described as 'GATS-plus' another as an integrated approach. The former consists in adopting the same procedure for 
liberalization in trade in services, i.e., in the form of national schedules, as in GATS. The ASEAN Framework Agreement on 
Services provides an example of the 'GATS-plus' approach. 

The integrated approach, inspired by the NAFTA and followed in practically all RTAs in the Westem Hemisphere, 
incorporates disciplines on investment, government procurement, the movement of natural persons, competition, intellectual 
property rights, and technical barriers to trade in both goods and services.' 

Both approaches produce the same result: they lead to faster liberalization in services trade on a regional than 
multilateral basis. 

What does regional liberalization in trade in services entail? I t  entails relaxation of restrictions on the movement o f  
labor and capital as well as variety of domestic regulations including foreign ownership, standards, licensing and qualification 
requirements on a regional basis.' The scope and depth depends on the level of economic integration sought by participating 
countries and the instruments o f  protection in place. Full integration o f  product and factor markets, as i s  the case of the EU after 
the 1986 Single Market Act, i s  based on four freedoms of movement of goods, capital, persons and services and on very 
extensive regulatory harmonization. But it i s  complex and takes time; even 18 years after the Single Market Act. the task i s  yet 
to be fully completed. 

2.124 The last area where regional cooperation might bring quick payoffs to a l l  participating countries 
i s  standards discussed in the context o f  the Kyrgyz Republic's obligations under the WTO TBT and SPS 
agreements. As discussed earlier, a standards regime inherited f rom the central planning era defies 
internationally accepted standards and procedures relevant for  a market economy. On the other hand, 
maintaining an independent national standards regime i s  costly, especially for a small developing country 
l ike the Kyrgyz Republic. Conformity assessment procedures are expensive and significantly increase 
transaction costs o f  imports. Maintaining and upgrading the capacity to conduct testing and issue 
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certificates, which are necessary for voluntary or regulatory standards mandated by a govemment, 
absorbs resources. In fact, the fixed costs associated with direct outlays for staff, training, equipment and 
facilities can be quite substantial, which suggests the existence o f  significant economies o f  scale. The 
opportunity costs o f  retaining the necessary highly sophisticated equipment and technical expertise on an 
individual basis i s  quite high. There are certainly more productive alternative uses in other sectors o f  the 
Kyrgyz economy. 

2.125 The unilateral (national) and multilateral dimensions o f  a strategy to establish a market-oriented 
standards regime were discussed in paras. 67-79.13’ The case for adding the regional dimension i s  a 
straightforward one. First, the countries in the region all need the same standards to  keep their mutual 
trade free o f  technical barriers, and these standards should be harmonized with international standards in 
order to expand their commercial presence in global markets. Independent development o f  national 
standards, occurring since the collapse of the Soviet Union, has eroded the uniformity o f  standards across 
CIS countries and erected extra barriers to trade, CIS and non-CIS alike. Despite the fact that al l  CIS 
countries have signed the Agreement on the Uniform Policy on Standardization, Metrology and 
Certification, CIS members face the common problem o f  adopting international standards. 

Recommendation: Instead of developing technical standards on itshheir own, the 
Kyrgyz Republic should move jointly with its other CIS major trading partners in 
continuing the process of harmonizing standards with international standards within 
either the CIS Agreement on the Uniform Policy on Standardization, Metrology and 
CertiJcation or, if this is too burdensome, EURASEC. I t  should also push for acceptance 
of foreign governments’ technical regulations that are based on international standards, 
even when those governments have no formal mutual recognition treaties with Kyrgyz 
Republic and other CIS countries. 

2.126 Second, as mentioned above, the development o f  institutional and technical infrastructure i s  
expensive. Services rendered by conformity assessment providers may be supplied more cheaply at a 
regional, rather than on a small national, level. I t  would thus make sense to establish regional 
accreditation bodies and ensure their membership in the International Laboratory Accreditation 
Cooperation. Similarly, private-sector conformity assessment providers could benefit from economies o f  
scale if allowed to operate in more than one country. 

Recommendation: Establish market-based institutional and laboratory infrastructure 
jointly with its EURASEC partners-especially with Kazakhstan and Russia. 

Customs Union Option: I s  it Worth Pursuing? 

2.127 Should the Kyrgyz Republic actively participate in fulJilling one of the major objectives of 
EURASEC integration, that is, establishing a Customs Union (CU) and eschewing its autonomy in MFN 
tariffpolicy? Before addressing this question, i t  i s  necessary to reiterate an earlier discussion on the fact 
that issues related to transit and deficient transportation infrastructure in the region, rather than tariffs, 
constitute the major external barrier to expansion o f  Kyrgyz foreign trade. Transit costs add much more 
than duties to the cost o f  traded goods. This has an important policy implication: 

‘39 In a market-oriented standards regime, standards are voluntary, they are developed and enforced by private sector bodies; 
govemment regulations make use of existing intemational standards and are limited to essential public health and safety 
requirements. 
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0 As long as the EURASEC integration scheme does not address issues related to the cost o f  
transit, the Kyrgyz Republic does not stand to gain from moving from an FTA framework to 
a higher stage o f  regional trade integration, i.e., customs union. But entering the CU, 
entailing the adoption o f  a common external tariff (CET), may be a price worth paying, i f  
transit and customs issues are addressed. 

2.128 What is the price of a CU, i.e., of eschewing national autonomy over setting MFN rates? The 
answer depends on the level and structure o f  CET, the Kyrgyz Republic’s WTO commitments and 
organizational arrangements concerning CU’s internal economic borders. The benchmarks are as 
follows: (i) if common external tariffs on industrial products are set at high levels, the Kyrgyz Republic 
may become a dumping ground for industrial products manufactured in much more developed EURASEC 
countries-Russia and, to a lesser extent, Belarus-and face the prospect o f  complete de-industrialization; 
(ii) if CET are significantly higher than the Kyrgyz Republic’s WTO ‘bounds’, WTO members may 
retaliate;14’ (iii) if customs duties and other charges are collected at national borders, i.e., transit costs 
remain unaffected, Kyrgyz producers would not benefit from a higher stage o f  regional trade integration; 
(iv) but, Kyrgyz producers and consumers would loose if EURASEC members raise border charges and 
other transit fees as a penalty for not joining the C U  arrangements. 

2.129 Assuming that tariff schedules o f  EURASEC member countries converge to Russia’s, the C U  
option (limited solely to  CET, with the border arrangements remaining intact) would not be very 
attractive for the Kyrgyz Republic (see benchmark (i) above). During i t s  almost decade-long WTO 
accession negotiations, Russia’s tariff schedule has become more uniform, international peaks removed 
and tariff rates lowered. But they are on average higher than those in the Kyrgyz Republic, as shown in 
Table 2.13. The calculations below abstract from specific  tariff^,'^' which account for 19 percent o f  tariff 
l ines o f  the Russian full schedule. Their ‘tarification’, however, i s  l ikely to increase both the variation 
and tariff levels. Without a more detailed analysis, i t would be impossible to put a quantitative estimate 
on the potential shift in Kyrgyz imports to less cost-efficient suppliers in EURASEC, yet i t may be quite 
high for some products (e.g., capital and transport equipment). For instance, higher Russian tariffs for 
industrial products would lead, on average, to a 5 percent higher tariff on industrial products imported 
into the Kyrgyz Republic, thus contributing to a similar increase in their prices for Kyrgyz users o f  
industrial imports. 142 

2.130 Customs Union i s  not an attractive option for the Kyrgyz Republic as long as CET rates are 
higher than those in the Kyrgyz Republic. But there i s  one exception: if the CET involves also the 
removal of economic borders among Customs Union members, benefits from the transport-and-trade 
facilitation effect might exceed the cost associated with trade diversion-provided that CET i s  not too 
protectionist. Tariffs, taxes and other border charges would then be collected at the point o f  entry into the 
customs territory o f  EURASEC. After the Eastern Enlargement o f  EU in May  2004, shipments between 
the Kyrgyz Republic and the EU would then face only two customshorder controls. Nevertheless, on 
political economy grounds, this option i s  unlikely for two reasons: first, the removal o f  borders would 
represent an even higher level o f  economic integration under EURASEC, requiring a major push towards 

140 If CET rates exceed the Kyrgyz Republic’s WTO ‘bounds, WTO members might choose to seek compensation by levying 
higher tariff rates on imports from the Kyrgyz Republic. Given the Kyrgyz Republic’s small markets for imports from WTO 
countries, this does not strike one as a certain outcome. But this possibility cannot be completely dismissed. 

14’ In contrast to the usual practice o f  limiting them to agricultural products including cigarettes, specific tariffs linking charges, 
for instance, to the weight of a product, are also used on imports of transportation equipment. In  the Kyrgyz Republic’s schedule 
there are no specific tariffs. All tariffs are ad valorem. 

‘42 Benefits from CU, especially among developing countries, are problematic, especially if not accompanied by liberalization in 
CET. The empirical evidence provides strong support to the finding that integration among developing countries exacerbates 
divergence in economic performance at the expense of least developed participants. For an extensive discussion, see Schiff, 
Maurice, and L. Alan Winters, 2003, Regional Integration and Development, World Bank and Oxford University Press, 
Washington, DC. 
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establishing a single market for goods entailing among others, harmonization o f  excise and other tax 
rates, Second, mutual suspicions about customs revenue fraud exacerbated by weak governance in 
member countries would prevent an agreement to remove border contr~ ls ’~~-an example i s  that even 
though the Russian-Belarus Union has a common (i.e., Russian) customs service and joint border 
committees, customs points still exist at the Russian-Belarus border.’44 

Table 2.13: Characteristics of Structure of Tariffs in the Kyrgyz Republic and Russia 

Kyrgyz Republic” Russia 

Agricultural Products (HS Chapters 0 through 24) 

Simple Average 8.9 10.7 
Standard Deviation 4.0 4.7 
Dispersion (coefficient o f  variation) 0.4 0.4 
Maximum tariff rate 15.0 20.0 
Percent o f  tariffs above the level o f  a simple average 
Percent o f  tariffs above twice the level o f  a simple average 

0 
0 

27 
0 

Percent o f  specific tariffs2’ 5.5 35 
Industrial Products (HS Chapters 25 through 97) 

Simple Average 
Standard Deviation 
Dispersion (coefficient o f  variation) 
Maximum tariff rate 
Percent o f  tariffs above the level o f  a simple average 

4.4 
4.9 
1.1 

15 
49.0 

9.6 
5.3 
0.5 

20 
29.8 

Percent o f  tariffs twice above the level o f  a simple average 34.4 8.2 
Percent o f  specific tariffs 0 10.1 

AN Products (HS Chapters 0 through 97) 

Simple Average 5.4 9.8 
Standard Deviation 5.1 5.1 
Dispersion (coefficient o f  variation) 0.9 0.5 
Maximum tariff rate 65 20 
Percent o f  tariffs above the level o f  a simple average 25.4 
Percent o f  tariffs above twice the level o f  a simple average 7.2 

44.1 
5.7 

Percent o f  specific tariffs 1.4 19.0 
Number o f  lines 10,552 1 1,265 
Number o f  zero-tariff lines 4,474 50 
Notes: 
tariffs were not converted into their ad valorem equivalents. 
Source: Official 2002 schedules from Russian and Kyrgyz Customs Administrations. 

”Averages do not include ad valorem statistical fee raising their values by 1.5 percent. ’’ Specific 

2.13 1 All in all, establishing a customs union should not be at the top o f  the Kyrgyz Republic’s foreign 
economic policy agenda. External barriers hindering Kyrgyz ability relate to border and customs 
procedures and conditions o f  transit in countries separating the Kyrgyz Republic from non-CIS markets. 
The potential for welfare gains for the Kyrgyz Republic and other EURASEC members lies in addressing 
weaknesses in the current structure and coverage o f  CIS FTAs. i.e., earlier discussed dimensions o f  
regional integration, as the greatest gains have nothing to do wi th  tariffs. 

143 These problems are by no means limited to CIS countries. For instance, most recently, lack o f  agreement among Gulf 
Cooperation Council countries on the distribution formula o f  customs revenue delayed plans for the implementation o f  customs 
from the planned January 1,2003 until 2005. 

144 Economic Survey ofEurope 2003, UN Economic Commission for Europe, p. 18 1. 
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Conclusions and Summary o f  Policy Recommendations 

2.132 The Kyrgyz Republic’s economic performance will remain closely tied to developments in 
EURASEC economies, the most important outlets for Kyrgyz exports. Good relations with EURASEC, as 
well as promoting a regional trade environment, are critical to the Kyrgyz Republic’s economic welfare. 

2.133 For this reason alone, the Kyrgyz Republic cannot watch from the sidelines as the EURASEC 
unfolds as a project for deeper integration. To the contrary, i t should actively seek to influence the pace 
and areas of  EURASEC integration. In other words, the Kyrgyz Republic needs to have a regional 
agenda addressing major regional barriers to i t s  extemal economic interaction. Both the framework and 
practice o f  regional cooperation suffer from serious weaknesses. Since they also harm other EURASEC 
member-economies, the Kyrgyz Republic will not necessarily be alone in i ts push for tuming regional 
trade into vehicle for prosperity. 

2.134 The analysis in this section offers insights into regional agenda that will maximize welfare o f  the 
Kyrgyz Republic and other EURASEC members. I t s  major items include: 

0 Border and customs procedures: The improvements in Kyrgyz customs procedures, although 
highly desirable, will not do much without similar improvements in neighboring countries. 
Hence, there i s  a need for close cooperation. The same applies to transits. 

0 Conditions of transit: Although transit has been a subject o f  bilateral and regional 
discussions, the principle o f  national treatment should be extended to al l  service providers 
and enshrined into EURASEC agreements. 

Technical standards: The Kyrgyz Republic should move quickly on i ts  own to establish a 
market-based system o f  technical standards and to replace GOST wi th  intemational 
standards. This will yield higher retums if other EURASEC members move in step and 
cooperate closely. The Kyrgyz Republic, as a small economy, can substantially lower costs 
to domestic producers if for instance, conformity assessment, i s  provided on a regional rather 
than national level. 

Antidumping: The Kyrgyz Republic should seek to replace antidumping provisions in 
EURASEC with safeguard provisions o f  the GATT Article XIX or, if not successful, 
convince its EURASEC partners to adopt stringent rules o f  their use. 

Services: Issues pertaining to service sectors should be addressed in their entirety and 
brought under the EURASEC umbrella. As a first step, measures restricting market access 
should be listed and bound, i.e., subject to  a standstill. This i s  a long-term project, as it 
involves regulatory overhaul o f  sectors, with often-powerful vested interests (see Box 2.3). 

Ai r  transport: This i s  an area in which ‘going alone’ i s  not very productive for a small 
country. The Kyrgyz Republic can gain much from regional regulatory cooperation in air 
transport. The Kyrgyz Republic should not only press Kazakhstan to allow for continuation 
o f  intemational flights into the Kyrgyz Republic, but i t should push for ‘open shes’ among 
Central Asian countries fashioned after the EU ‘European Civ i l  Aviation Area’ Model. 

2.135 In all, since EURASEC members are the Kyrgyz Republic’s most important trading partners, the 
Kyrgyz Republic has a huge stake in making sure that the pace and scope o f  regional integration improve 
i t s  extemal environment and remove barriers to the country’s integration into intemational markets, 
regional and global alike. 

0 

0 
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D. THE ROAD AHEAD: THE NEED FOR A TWO-PRONGED STRATEGY 
AND ITS ORGANIZATIONAL UNDERPINNINGS 

2.136 The discussion in this chapter provides an answer to the puzzle why seemingly liberal foreign 
trade policies have failed to expand the Kyrgyz Republic’s integration into regional and global economy. 
I t  shows that: (i) the Kyrgyz Republic’s poor external performance cannot be blamed solely on adverse 
external conditions; and (ii) reasons for unimpressive foreign trade performance are also deeply rooted in 
domestic policies. They relate to domestic regulatory environment and foreign trade institutions. 

2.137 While it would seem that the government could address only the domestic dimension o f  the 
Kyrgyz economic malaise, this i s  not necessarily the case. External environment i s  an important barrier, 
but steps can be taken to change it. In fact, the government i s  well positioned to deal with both domestic 
and external conditions, thanks to its membership in both multilateral (WTO) and regional (EURASEC) 
arrangements. WTO membership provides a powerful tool, if a government i s  willing to use it, to 
leverage both domestic and regional reforms. The aspiration o f  other EURASEC members to accede to 
the WTO further augments the Kyrgyz Republic’s bargaining power in influencing the course o f  
EURASEC integration. 

2.138 Domestically, the need to comply with WTO commitments provides political shield and anchor 
for undertaking challenging domestic measures. Regionally, WTO rules can be used to provide 
guidelines for reforming the EURASEC framework for regional trade. Closing the gap between 
EURASEC current practices and those allowed under WTO ru les  in this way would go a long way to 
improve the Kyrgyz Republic’s external trading environment. The adoption o f  WTO-consistent 
disciplines in such areas as transit, antidumping, services, and customs and standards would significantly 
reduce transaction costs for all f i r m s  operating in EURASEC. Hence, the crux o f  a recommended 
strategy i s  simultaneous focus on regional and domestic dimension set against the background o f  the 
WTO rule-based system. 

2.139 The implementation o f  two-pronged strategy successfully requires changes that would enhance 
the government’s institutional capacity to affect both regional and domestic policy outcomes. It also 
requires coordinated activities o f  donors. The weak institutional and administrative capacity i s  further 
exacerbated the paucity o f  internet connections and lack o f  knowledge o f  languages used in international 
business and organizations. These are significant shortcomings as the various trade agreements wil l need 
to be pursued as means o f  helping Kyrgyz businesses integrate into the world economy. While a more 
detailed analysis o f  indispensable organizational change i s  beyond the scope o f  this study, the 
organizational arrangements should take into account the need for: 

0 Enhancement o f  the government’s capacity concerning i t s  ability to assess tradeoffs and links 
between multilateral and regional environment simultaneously, taking into account the impact 
o f  external policies, which the government can influence, on domestic businesses; 

Institutional setting that would deal with a full WTO agenda within one coordinating unit; 
and 

Enhanced capacity o f  the government to carry out analysis, policy formulation and strategy, 
negotiations, implementation and monitoring and evaluation. 

0 

0 

2.140 The change should not be confined to altering relationships within and across various ministries. 
The issue o f  the government/private sector interface also needs to be addressed. Institutionalization o f  a 
two-way communication between the government and the private sector would provide trade negotiators 
with the knowledge about problems exporters face in external markets and would offer a channel to keep 
domestic businesses informed about international opportunities (e.g., the benefits o f  using I S 0  standards 
as well as marketing opportunities). This government-business interaction needs to be transparent. I t  
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needs to  counterbalance inevitable efforts by import-competing industries to  capture the state through 
outreach to import  using and export interests. 

2.141 The pol icy  matrix below summarizes major challenges and recommended pol icy actions 
discussed extensively in this Chapter. Nonetheless, the reforms at the intersection o f  multilateral 
commitments and well-designed deeper regional integration will not  produce supply response without far- 
reaching reforms improving the investment climate and reducing the hassle cost o f  conducting business 
activity. The next Chapter elaborates o n  the status o f  reforms o n  this front and the key  issues that need to 
be addressed. 

Policy Matrix: Challenges and Responses 

Barrier or Opportunib 

Redundant 
differentiation of tariff 
protection in textiles 
and leather. 

Outdated standard 
system 

Lack of information 
easily available to 
Kyrgyz f i rms  about 
sanitary and technical 
standards abroad 

Deficiencies in Kyrgyz 
customs procedures 

Poorly developed 
telecommunication 
services 

New Free Trade 
Agreements with non- 
CIS countries 

Domestic Actions 

Review the tariff schedule and average tariff 
rates across stages o f  processing towards 
streamlining. 

Establish modem market-based system; 

Replace old Soviet standards with new 
intemational ones; 

Accept foreign govemments’ technical 
regulations that are based on intemational 
standards; 

Do not introduce new mandatory technical 
regulations. 

Increase the capacity of the TBT and SPS 
Enquiry Point 

Train more officials in WTO languages; 

Establish public engagement mechanisms. 

Use the legal obligation to comply with 
WTO rules to leverage comprehensive 
reform of customs administration, 
including computerization, and 
promotion o f  entry of licensed customs 
brokers. 

Move to a class licensing system for 
telecommunications; 

Set licensing fees as to cover the actual 
costs of overview. 

Separate regulators from service 
providers, a recommendation of the WTO 
“Telecommunication Services” Reference 
Paper (April 25, 1996). 

Do not sign new FTAs with a potential-to 
complicate relations with other CIS 
partners and that bring little, if any, 
benefit to the Kyrgyz economy 

Regional Actions 

Work with other CIS (EURASEC in particular) to 
simultaneously replace old Soviet standards with 
new intemational ones. 

Establish market-based institutional and 
laboratory infrastructure jointly with i ts  
EURASEC partners-especially with Kazakhstan 
and Russia 

Work with EURASEC to establish a regional 
dissemination facility 

Use the legal obligation to comply with WTO 
rules to leverage harmonization of customs 
procedures among EURASEC customs union 
members 
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11 Barrier or Opportunity 

Excessive transit cost 

Discretionary use o f  
antidumping 

Barriers to trade in 
services, with the 
negative impact on 
regulatory 
environment 

Poorly developed 
regional air transport, 
with negative impact 
on trade and tourism 

Weak administrative 
capacity to deal with 
foreign economic 
policy 

Domestic Actions 

Create environment hospitable for freight 
forwarders, domestic and foreign alike. 

Refrain from using safeguards and do not 
retaliate against such measures taken by 
Kyrgyz FTA partners. 

Implement fully Kyrgyz commitments 
under GATS and improve market access 
independently o f  actions taken by 
EURASEC partner 

(i) reorganization to effectively dealing 
with regional integration, with full agenda 
within one coordinating unit; (ii) request 
donor assistance to improve internet 
connection and knowledge of advisors 
involved in foreign economic policy. 

Regional Actions 

Work with neighbors to reduce the corruption, as 
well as the unofficial fees and arbitrary fines 
extracted by respective officials; 

Lobby for the free transit regime in the 
EURASEC Integration Committee; 

Sponsor amending the EURASEC transit 
agreement by introducing plurilateral 
institutional framework for resolving transit 
disputes. 

Continue using more aggressively opportunities 
offered by i ts  WTO membership to raise transit 
issues at the Kazakh accession negotiations with 
the WTO. I t  should point to Kazakhstan’s 
practices that are in defiance of WTO disciplines 
on transit 

Put the issue o f  safeguards and antidumping on 
the agenda of bilateral and regional negotiations. 

Recommend (a) a provision that would ban the 
resort to antidumping actions in intra EURASEC 
trade or (b) recommend the introduction of 
WTO, if not stronger, disciplines on the use o f  
safeguards. 

Lobby for the inclusion of services in EURASEC 
agreements and push for adopting GATTS rules 
on transparency, national treatment and market 
access. 

Lobby for ‘open skies’ among Central Asian 
countries fashioned after the EU ‘European Civil 
Aviation Area’ Model. 
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CHAPTER 3. 
CROSS-CUTTING ISSUES FOR BUSINESS DEVELOPMENT 

AND IMPROVED COMPETITIVENESS 

A. STRATEGY FOR BUILDING COMPETITIVENESS 

3.1 Chapters 1 and 2 highlighted the need for economic diversification and advantages that the 
Kyrgyz Republic has for providing opportunities for exports and future growth. The Kyrgyz Republic 
has relatively favorable endowments o f  natural resources and a relatively well-educated, low-cost labor 
force. It also possesses substantial hydro resources and has relatively inexpensive electricity. Although 
landlocked, i t i s  in close enough proximity to important and fast-growing regional markets. It also s t i l l  
has some usable equipment and facilities inherited from former Soviet era that can be put into service for 
export or import-substitution activities, albeit with greater attention to facilitate technology transfer. 
These factors augur well for the Kyrgyz Republic’s active involvement in trade and future growth 
prospects. 

3.2 Notwithstanding these advantages, however, success in stimulating and sustaining growth wil l 
depend critically on two factors: a supportive climate for investors and business managers; and ability o f  
entrepreneurs to “learn” and be fast, flexible, and responsive to changing market conditions. These are 
particularly important factors for small county success in international trade. Other key factors for 
competitive success, which are amenable to pro-active support form government and donors, include a 
range o f  interventions from promoting working capital instruments, and improving trade support services, 
to upgrading infrastructure and supporting higher-value production in agriculture and manufacturing. 
These key elements o f  growth strategy are the subject matter o f  this Chapter. 

3.3 The first section looks at investment climate 
conditions in the Kyrgyz Republic, focusing on the so-called “second generation” policy and institutional 
reforms and assessing what has been accomplished, and what s t i l l  needs to be done. The Chapter then 
turns to the findings from a series o f  industry studies that were conducted to assess the government and 
market failure constraints facing f i rms .  These studies included interviews with companies up and down 
the chain o f  production from upstream agricultural activities to downstream processing and final goods. 
They assess how enterprise capabilities, industry structures, and various aspects o f  the business 
environment influence enterprise costs and competitive positions in domestic and international markets. 
Three such studies are undertaken as part o f  the background analysis under this Report, focusing on 
cotton, wool, and dairy value chain.’45 In addition, the discussion draws from the recent, in-depth 
analysis o f  the Kyrgyz h i t s  and vegetables processing industry.’46 Finally, observations from 
discussions with businesses held during the preparation o f  this Report, other firm-level donor studies, and 

The Chapter i s  divided into three sections. 

‘45 See Volume I1 of this Report for details. 

146 “Fruit and Vegetable Processing Industry Analysis,” the Kyrgyz Republic, November 2002-March 2003, prepared by SENTI 
FC and commissioned by Helvetas with assistance from Swiss Agency for Development Corporation. 
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findings from a recent survey o n  Kyrgyz business development  service^'^' are included where applicable. 
The final section o f  the Chapter looks at the road ahead for future reform efforts. 

B. IMPROVING THE INVESTMENT CLIMATE 

Investment Climate-Why i s  it so Important? 

3.4 A prerequisite for improved competitiveness and increased entry and growth o f  f irms is a 
supportive climate for investors. The term investment climate, broadly defined, includes a country’s 
unique attributes, or  “ g e ~ g r a p h y ’ ~ ~ ”  as wel l  as the state o f  i t s  infrastructure, economic and social policies, 
institutions, and governance stability. M a n y  definitions, however, take a narrower v iew that focuses o n  
the endogenous determinants o f  investment, including the economic incentives-shaped by 
macroeconomic policies, regulations, and public administration procedures-and the incentives embodied 
in institutional arrangements-such as security o f  property rights and rule o f  law, and governance 
stability. Institutional arrangements are considered to influence private investment decisions by shaping 
the “rules o f  the game.” These rules affect investment risk and uncertainty as we l l  as investment 
 safeguard^.'^' Hence, defined narrowly, the investment climate refers to  the costs and r isks o f  doing 
business. As such, i t  determines the returns, and thus wealth creation, offered by different lines o f  
economic activity. 

3.5 What is the evidence for the importance of these variables in determining investment? The 
influence o f  economic incentives and institutional arrangements o n  investment and innovation have been 
subjects o f  interest to researchers in recent years. The regulatory environment and administrative barriers 
have been demonstrated to have a significant impact o n  business investment. For instance, a recent study 
shows that various measures o f  product market regulation can influence investment in several ways:’50 
First, changes in regulations can influence the markup o f  prices over marginal costs-this i s  because o f  
their affect on, e.g., entry barriers and the number o f  firms in the market.I5’ Second, regulations can 
influence the costs that f i r m s  face when expanding their productive capacity-e.g., red tape and other 
forms o f  regulatory burden can increase f i r m s ’  costs o f  adjusting the capital stock and hamper their 
capacity to  react to changes in economic or  market fundamentals. Third, for sectors where regulations 
impose a ceil ing o n  the rate o f  return o n  capital that f i r m s  are allowed to  eam (such as in some uti l i t ies 
businesses), regulation affects the demand for capital relative to labor-e.g., the study presents empirical 
evidence that tight regulation o f  product markets over the years in Europe (Germany, Italy, France) in the 
transport, communications, and utilities industries has had a large negative effect o n  business investment 
with the component o f  recent regulatory reforms that has played the most important role in spurring 
investment in these sectors i s  entry 1 ibe ra l i~a t i on . l~~  

14’ Ulrike Roesler and Eugene Ryazanov, “Business Development Services in Kyrgyzstan: A Study to Asses the Market for BDS 
Among 500 Small and Medium Enterprises in the Kyrgyz Republic,” December 2002, export and investment project of GTZ and 
support to private initiatives project o f  Helvetas. 

14’ Encompassing climate, endowments o f  natural resources, distance from important markets, and the like. 

149 Investment safeguards broadly refer to protection of property rights, enforcement o f  contracts, and maintenance o f  integrity of 
monetary standards. 

Is’ Alberto Alesenia, Silvia Ardayna, Giuseppe Nicoletti, and Fabio Schiantaretti, 2003, Regulation and Investment, NBER 
Working Paper 9560. 

Entry barriers are any obstructions that stop would be competitors from entering the market. Such barriers to competition 
generally mean higher prices for consumers. 

Is2 The study shows that reductions in entry barriers have led to a reduction o f  markups and thus of the penalty o f  expanding 
production in terms of monopoly profits. This in tum has led to greater investment. 
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3.6 Another recent study demonstrates that trade liberalization does not stimulate growth in 
developing countries with excessive regulations-the effect o f  increased trade on growth i s  reduced by 
more than h a l f  in economies with excessive  regulation^.'^^ Excessive regulations restrict growth because 
resources are prevented f rom moving into the most productive sectors and to the most efficient f i r m s  
fo l lowing liberalization. Finally, two other related studies-one in a panel o f  OECD countries and the 
other using the US. data-indicate that the size o f  government itself, measured by spending over GDP 
and taxation, influences investment. A reduction in government size increases private capital 
accumulation mostly v ia i t s  effects o n  reducing crowding out in financial  market^.''^ 

3.7 Al though theories and models o f  business investment behavior do  not incorporate institutional 
variables, there i s  a substantial body o f  literature in the new institutional economics, which has 
established the importance o f  polit ical and economic institutions for  economic p e r f o m ~ a n c e . ’ ~ ~  
Econometric efforts in this f ie ld make a strong empirical case for the relevance o f  institutions. They 
demonstrate that: 

0 Security o f  property rights, credibility o f  govemment commitments, ru le o f  law, c iv i l  liberty, 
and democracy matter for economic performance;’56 

Poor countries with good policies and institutions (property rights and rule of law) grow faster 0 

than r ich countries (i.e., they “converge”) n o  matter what their init ial income levels happen to 
be;’” 

0 The institutional environment (sometimes called “social infkastructure”) explains a large 
fraction o f  the differences in productivity (output per worker) across countries;’” 

Endowments and policies affect development directly only through  institution^;'^^ 
Corruption has negative effects on economic growth and investment;I6’ 

Six features o f  the governance structure of  a country “matter a great deal” for economic 
outcomes-voice and accountability, political instability and violence, government 
effectiveness and regulatory burden, rule o f  law, and grafi’61-a one-standard deviation 
increase (decrease) in any one o f  these governance indicators causes between a 2.5- and 4-fold 

0 

0 

0 

‘53 Bineswaree Bolaky and Caroline Freund, Trade, Regulations and Growth, World Bank, December 2003 

15‘ Alesina, Ardayna, Perotti, and Schiantarelli, “Fiscal Policy, Profits, and Investment,” American Economic Review, 2002, 
Vol. 92 (3); and Oliver Blanchard and R. Perotti, “An Empirical Investigation o f  the Dynamic Effects o f  Changes in Govemment 
Spending and revenues on Output,” Quarterly Journal ofEconomics, 2002. 

155 These body o f  studies are pioneered, among others, by Olson Mancur Olson, 1982, The Rise and Decline ofNations, Yale 
University Press; and Douglas North, 1990, Institutions, Institutional Change and Economic PerSormance, Cambridge University 
Press. 

15‘ Steven Knack and Philip Keefer, “Institutions and Economic Performance: Cross-country Tests Using Alternative Institutional 
Measures,” Economics and Politics #7 (1995); Steven Knack and Philip Keefer, “Why Don’t Poor Countries Catch Up? A 
Cross-National test of an Institutional Explanation,” Economic Inquiry #35 (1997). 

15’ Jeffrey Sacks and Andrew Wamer, Economic Convergence and Economic Policies, 1995, NBER Working Paper Series No. 
5039. 

Robert Hall and Charles Jones, “Why Do Some Countries Produce So Much More Output Per Worker than Others?,” 1999, 
Quarterly Journal of Economics, Vol 1 14 (1). 

15’ William Easterly and Ross Levine, “Tropics, Germs, and Crops: How Endowments Influence Economic Development,” 2002, 
Center for Global Development and Institute for Intemational Economics, (mimeo). 

I6O Pablo Mauro, “Corruption and Growth,” 1995, Quarterly Journal of Economics, I I O  (3). 

Paper 2196. 
Daniel Kaufmann, Aart Kyrgyz Republicaay, and Pablo Zoido-Lobaton, “Governance Matters,” 1999, World Bank Working 
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increase (decrease) in per capita incomes (or infant mortality) and a 15 to 25 percent increase in 
literacy. 

3.8 The remainder o f  this section looks at investment climate conditions in the Kyrgyz Republic. I t  
f irst focuses on the so-called “second generation” policy and institutional reforms the Government has 
introduced, assessing what has been accomplished. I t  then examines what s t i l l  needs to be done to 
provide a better climate for investment and innovation. 

Much Has Been Done Over the Decade to Improve the Investment Climate 

3.9 The Kyrgyz Government has made considerable progress in the last ten years in initiating reforms 
to improve the investment climate. According to a “liberalization index” developed by the World Bank 
and the European Bank for Reconstruction and Development to measure the extent o f  economic policy 
reform in transition countries, the Kyrgyz Republic has made more progress reforming i t s  economy 
during the 1990s than the rest o f  the CIS.I6* Policy changes have encompassed a set o f  “first-generation” 
reforms, needed to make markets the main mechanism for allocating resources and to stabilize the 
economy, and a set o f  “sec~nd-generation~~ reforms, needed to ensure the efficient functioning o f  markets 
and spur investment. These achievements are briefly reviewed below. 

‘&First-Generation ” Macroeconomic Reforms 

3.10 Macro Stabilization: As discussed in Chapter 1 o f  this Report, significant progress has been 
made in improving macroeconomic stability since inception o f  the Government’s structural reform 
program in 1993, despite several rounds o f  adverse external shocks to the economy. Nevertheless, 
economic recovery remains fragile, with slow supply-side response to otherwise stable and sound 
macroeconomic environment. All in all, much needs to done to develop institutions that maintain 
productive dynamism and generate resilience to external shocks. 

3.1 1 Trade liberalization: As discussed in Chapter 2 o f  this report, the Kyrgyz Republic has been the 
most aggressive reformer in the Central Asian region in liberalizing i ts  trade regime. I t  was the first 
country in the CIS to j o in  WTO, while at the same time actively participating in efforts to create a 
conducive regional environment for trade. 

3.12 Foreign Investment: Following WTO accession in 1998, the “Law on Foreign Investments” was 
amended to make the country more “investor friendly.” Measures adopted included streamlining o f  the 
registration process for joint ventures; allowing foreign insurance f i r m s  to offer brokerage and other 
services; and terminating the 49 percent ceiling on foreign ownership in aviation services and insurance. 
The Law also guarantees foreigners with protection against events such as expropriation and 
nationalization. Four Free Economic Zones were set up to attract FDI and investors in these areas were 
exempted from several taxes and duties, although, at present, only one o f  them (the Bishkek FEZ) 
operates ef fe~t ive1y. l~~ In 2003, a new “Law On Investments” was adopted, which establishes 
supplementary principles o f  investment policy aimed at improving the investment climate in the country 
and promoting attraction o f  domestic and foreign investments by providing a fair, equal legal regime to 
all investors and a guarantee o f  protection o f  their investments. The State Property and Direct Investment 
agency has also begun the process o f  establishing a “one stop shop” to help facilitate foreign investment 
and the Govemment has identified strengthening o f  the Investment Promotion Agency as a priority. 

‘62 Transition: The First 10 Years: Analysis and Lessomfir Eastern Europe and the Former Soviet Union, 2002, World Bank, 
Washington, DC; Figure 2.1. 

See para. 3.50 for further discussion. 
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3.13 Financial Sector Reforms: The National Bank o f  Kyrgyz Republic (NBKR) was established in 
1992193, together with the two-tier banking system. The Government has worked over the decade to 
strengthen the n e w  financial system through bank consolidation and privatization, enhancement o f  the 
supervision functions o f  the NBKR and development o f  the legal and regulatory framework supporting 
intermediation (see B o x  3.1 for highlights). The Government’s reform efforts over the years have begun 
to pay off as evidenced by a recent IMF Financial System Stability Assessment,’@ which concluded that 
the practices o f  the NBKR in the areas o f  monetary policy, banking supervision, and bank payment 
supervision were good in most respects. Moreover, the financial system i s  beginning to show s igns o f  
stability with bo th  banking sector capital adequacy and profitabil ity i s  o n  an improving track. 

Box 3.1: Highlights o f  Financial Sector Reforms 

In  2001, the Government and the NBKR initiated a payments system reform program to upgrade the existing paper-based 
payments system, which i s  a serious impediment to development of private banking-these efforts are currently supported 
under the World Bank’s Payments and Banking System Modernization Project. A comprehensive banking sector reform 
program was developed in 2002 to further develop the financial system, aimed at restoring depositors confidence in the 
financial system, deepening bank intermediation and strengthening the culture of corporate governance in the banking sector. 
Amendments to the Law on Banking and the Law on the NBKR were adopted in 2003 to introduce new bank reporting 
standards, improve bank inspections, change regulations goveming credit activity of banks, introduce additional requirements 
for bank governors and shareholders and increase awareness of banking sector reform in civil society. The Government has 
also taken steps to expand credit to the poor by enacting a Law on Micro-finance in 2002. A Law on Leasing was also 
enacted in 2002, together with changes to the tax code in 2003: to stimulate the development of leasing to improve lending to 
SMEs. 

3.14 Privatization: The Kyrgyz Republic’s privatization program, initiated in 1991, has also made 
considerable progress, albeit less so concerning large enterprises (see B o x  3.2 for highlights). The 
Government made rapid progress o n  the divestment o f  medium enterprises until the late 1990s when the 
privatization program stalled. T o  date almost 70 percent o f  state-owned enterprises (SOE) have been 
privatized, but the number o f  large enterprises divested i s  small, and the state continues to o w n  in excess 
of 200 medium and large enterprises, including SOEs in the energy, gas, communication, and aviation 
sectors. The Government i s  now seeking to  revitalize the privatization program and i t  has approved a 
state property privatization pol icy to the year 2005 based on a new Law on Privatization. 

/ /  Box 3.2: Highlights of  Privatization Program 

The stage-one of the privatization processes encompassed mass privatization of small enterprises in the retail trade, food 
processing, catering, and service sectors. In  1994, in stage two, the Government began to “corporatize,” restructure, and 
divest a mixture o f  shares and coupons in medium and large businesses in other sectors of the economy, such as industry, 
transport and construction. Privatization consisted of transferring up to 5 percent of the shares to employees at no charge; 
25 percent was auctioned to the public in exchange for coupons; and the remaining 70 percent was sold for cash, typically 
through auction. In most cases, the shares were purchased by management due to factors such as lack of cash available to the 
investing public and high minimum prices. In  1996, the third stage o f  the privatization program was initiated, and the 
Government began to divest strategic businesses in sectors such as mining and power engineering on a case-by-case basis to 
strategic investors. Progress has been slow since late 1990s. 

“Second- Gen eration ” Reforms: A dm inistrative Barriers and Commercial Legal Institutions 

3.15 Foreign and domestic investments in the Ky rgyz  Republic have been plagued by bureaucracy, 
administrative barriers and weak legal institutions. In the last few years, the Government has made 

Kyrgyz Republic, Financial System Stability Assessment: including reports on the observance o f  standards and codes on the 
following topics-monetary and financial policy transparency, banking supervision and payment systems,” February 2003, 
International Monetary Fund, Washington, DC. 
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reform in these areas a priority to improve the investment climate.16’ Of  particular importance was the 
troublesome issue o f  inefficient, opaque, and unnecessary regulation. Some progress has been made in 
improving the quality of  regulatory acts proposed by government, through reviewing their necessity and 
implications as we l l  as evaluating their consistency with the existing legislation. Furthermore, in 2002, a 
moratorium was decreed by the President on a l l  new regulatory acts until a system of  review and impact 
assessment i s  institutionalized. Government also took steps to remove important administrative barriers 
to  entry and operation o f  businesses and made improvements to  the commercial legal framework for 
business investment. Nevertheless, weaknesses in implementation and enforcement o f  otherwise good 
legislative measures remain to be the weakest element in the reform process, reducing i t s  benefits 
considerably-for instance, despite the above mentioned moratorium, legislation and regulations are 
being introduced and/or changed frequently. 

3.16 One o f  the most important mechanisms set up to promote these reforms i s  an annual investment 
summit initiated by the President to elicit suggestions o n  needed reforms from investors and the donor 
community (see B o x  3.3 for  details). What follows presents the major achievements to  date in improving 
administrative barriers and commercial legal institutions. 

// Box 3.3: Kyrgyz Republic’s Consultative Approach to Strengthen the Investment Climate 

The Govemment, for the past several years, has established a “best practice” mechanism to elicit input from the investors, the 
private sector, the central and local govemment representatives and the donor organizations to strengthen the Kyrgyz 
investment and business climate. The mechanism operates through the yearly investment summits, culminating in an 
“investment matrix” of action-oriented items for the Government to tackle. The items in the matrix are in line with priority 
reform areas identified in the National Poverty Reduction Strategy and the Comprehensive Development Framework in 
stimulating investment in the private sector. 

Each summit and iteration of the Matrix i s  expected to build upon the previous year’s effort, with further areas of proposed 
activity added based on feedback from Summit participants. For each targeted item in the Matrix (e.g., administrative barriers, 
legal issues, financial sector issues. and the like) a Working Group is  assigned to further the reform process and to draft 
necessary legislative documents. Before drafts of new normative acts or laws are submitted by a Working Group to the 
Government, the proposed new act must be reviewed by the International Business Council. Implementation of the Matrix 
reform agenda i s  managed by the Government of the Kyrgyz Republic under the direction of the Prime Minister. A body 
called Investment Round Table (IRT-an NGO), i s  responsible for forming action-oriented Working Groups and for 
monitoring implementation progress. The IRT reports on implementation progress to the Consultative Council on Foreign 
Investment (a group of donors and investors who meet with the President o f  the Kyrgyz Republic annually on investment 

This consultative approach clearly has become a key instrument in soliciting and facilitating critical reforms over the last 
several years, progress on which i s  also being monitored through donor-administrated business opinion surveys. As revealed 
by the latter and observations of participants to the reform process, however, implementation track record of the reforms have 
remained weak to date. A main factor behind this seems to be the emphasis the process puts on legislative changes, which i s  
normally considered the “easiest fix” to a complex reform initiative. What remains largely missing in the process are the 
institutional changes to accommodate new legal instruments. and the mechanisms to monitor how public officials are 
implementing the laws, as the current rapid-pace of legal development places great stress on government mechanisms to 
coordinate and track new policies and practices. Limited attention to pass the supporting implementing regulations to the new 
laws and rules further diminishes returns to legislative reforms. Action on these fronts would greatly increase the tangible 
benefits o f  otherwise rather comprehensive effort to strengthen the Kyrgyz investment and business climate. 

/I issues). 

Administrative Barriers 

3.1 7 Regulations, Licenses, Certificates, and Inspections: Significant improvements have been made 
in simplifying the business registration process in the Ky rgyz  Republic, such that today businesses can 
be started more easily and cheaply. The registration requirements for individual entrepreneurs have been 
streamlined to include registration at the State Statistics Committee (at a cost o f  about 220 som or 

See Annex 3 for a l is t  o f  5 1 legislative changes of which 35 i s  adopted just in the year 2003. 
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approximately US$5), the State Tax Inspectorate (free o f  charge) and the Social Fund (free o f  charge). 
The registration process for legal entities, such as corporations, i s  much the same, but f i rs t  requires 
registration at the Ministry o f  Justice-registration i s  considered a legal process in the Kyrgyz Republic, 
governed by the 1997 L a w  o n  Corporate Registration, rather than an administrative process. Ministry o f  
Justice i s  n o w  legally required to  accelerate the process by providing a registration certificate within ten 
days o f  receipt o f  a l l  required documents. The introduction o f  the patent system has also simplif ied the 
registration and payment o f  taxes for a variety o f  occupations. The growth o f  intermediaries to  assist in 
the business startup process has also helped simplify the process for  many firms. 

3.18 Improvements in registration and other areas have made Kyrgyz entry conditions the best among 
Central Asian countries and among the CIS economies. As shown in Table 3.1, the number o f  procedures 
required to start a business and the number o f  days needed for a new business to become operational are 
the lowest in the Kyrgyz Republic, although the cost as a fraction of  GDP i s  st i l l  above Russia and 
Armenia, and substantially higher than costs incurred in countries such as Canada or N e w  Zealand. 

Table 3.1: Conditions in Entry to Private Business Activity in 1997 and 2002 

Number o f  procedures Time to become operational 
in business days 

Cost (as a fraction o f  GDP 
per capita in 1997) 

1997 2002 1997 2002 1997 2002 

Armenia n.a. 11 ma. 79 n.a. 11.9% 
Azerbaijan 
Belarus 
Georgia 
Kazakhstan 
Kyrgvz Republic 
Russia 
Ukraine 
Canada 
New Zealand 
Total sample average 

n.a. 
n.a. 

12 
12 
9 

16 
11 
2 
3 

10 

15 
20 
12 
12 
9 

19 
13 
2 
2 

I O  

n.a. 
n.a. 

70 
31 
23 
69 
20 

2 
17 
63 

104 
143 
62 
54 
26 
50 
42 

2 
2 

57 

n.a. 
n.a. 

28.0% 
12.5% 
20.0% 
37.8% 
19.7% 

1% 
0% 

34% 

20.8% 
35.6% 
38.6% 
38.4% 
12.9% 
6.9% 

22.1% 
1% 
0% 

55% 
(110 countries covered) 
Source: S. Djankov, R. La Porta, F. Lopez-de-Silanes, and A. Shleifer, The Regulation of Entry, Working Paper 7892, 
National Bureau o f  Economic Research, Cambridge, Mass., September 2000; and the World Bank website. 

3.19 Before legally commencing their operations many businesses are required to obtain a license to 
engage in chosen activities, as listed in the L a w  o n  Licensing, which came into force in 1997. T o  
streamline the licensing system the L a w  was amended by the Government in 200 1, reducing the number 
of  activities subject to licensing f rom 64 to 29-since then this number has increased to 32 with some 
additional licenses expected as new private customs brokers are allowed to  open businesses. A 
Government decree was also issued setting up a single procedure for issuing licenses and incorporating a l l  
licensing requirements into a single normative act. As a result, a l l  ministerial acts regulating licensing 
were abolished. In essence, a l l  this means that sub-licenses have been legally eliminated, however, some 
sti l l  exist in the areas o f  telecoms, internet providers, and construction. The L a w  o n  Licensing was also 
amended to  incorporate tighter procedures for issuing new licenses. Finally, he Commission o f  
Entrepreneurship was assigned the responsibility for  monitoring licenses. Unfortunately, in the three 
years since these new procedures were adopted, there have been new types o f  licenses proposed by the 
government violating these very procedures. This shows a lack o f  awareness o f  the new procedures 
among licensing agencies and a disregard for  them in supervising legal departments and the Ministry o f  
Justice. 
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3.20 In addition to the L a w  o n  Licensing, a host o f  other laws also contain licensing provisions that 
may  contradict or violate the L a w  o n  Licensing. Amendments to  about 50 sector-specific laws have been 
enacted by the Government to cancel licenses not covered in the L a w  o n  Licensing or  t o  introduce 
provisions in the statutes ensuring that licenses can only be imposed according to the L a w  o n  Licensing 
and not  under any other legislative act. To date, approximately 35 o f  these amendments have been 
adopted by Parliament in one form or  another, with the remainder either s t i l l  pending or returned to  the 
Government. Hence, there are s t i l l  some laws violating the L a w  o n  Licensing by containing additional 
types of licenses or  provisions inconsistent with those in the Law. 

3.2 1 Product cert i f icat ion for ensuring health and safety, and compliance with government standards 
i s  a requirement for  doing business in the Ky rgyz  Republic. Certification requirements cover a host o f  
goods and services and are required for domestically produced products, as wel l  as imports and exports. 
In 2001, a resolution o f  the govemment reduced the number o f  products subject t o  mandatory certification 
and eliminated a l l  services that were previously subject to certification. However, there are s t i l l  more 
than 300 product groups requiring certification today.166 

3.22 Recognizing the problems created by a cumbersome standards regime, the government has taken 
steps to reorganize Kyrgyzstandard and reform legislation related to technical regulations and standards. 
In 200 1 Kyrgyzstandard issued an internal order intended to move i t s  certification and testing functions to  
a new-and ultimately pr ivate-ent i ty,  the "State Enterprise for  Testing and Certification," although the 
functional separation has not yet taken place. In February 2004, the president issued a decree call ing for  
the removal o f  regulatory oversight f rom Kyrgyzstandard. Finally, the recently passed L a w  o n  Technical 
Regulations-which defines "standards" and ''technical regulation'' consistent with international norms, 
i.e., the former are voluntary whi le the latter are mandatory-prevents the national standards body from 
issuing regulations, separates accreditation f rom certification, and provides for more flexible means of 
conformity assessment. The challenge n o w  i s  t o  implement these measures in a consistent manner. To 
eliminate conflicts o f  interest, the assets, people, and management devoted to different functions o f  the 
standards regime must be placed in different institutions; the State Enterprise should be privatized, as 
called for  in the 2001 order; the national standards body must be separated completely from agencies with 
executive power; and the national accreditation body must be fully independent f rom entities that conduct 
certification and testing. 

3.23 Besides licenses and certificates, there exist a variety o f  other government permitdrequirements 
that must be met to  do business in the Kyrgyz Republic. These include health and sanitary permits, f ire 
permits, architecture and construction permits, land use permits and a host o f  other registration 
requirements (svidetelstvo, experts' opinions, attestations, accreditations, signatures, and unoff ic ia l  
permits). These permits, unlike licenses and certificates, are often not  included in the published 
normative acts and are not controlled in any meaningful way. Ministries and agencies o f  both the national 
and local governments have broad powers when it comes to permits and could create them without any 
rigorous study or  approval process. 

3.24 Many  o f  these permits are under review by the Government. With Government Decree # l o 0  a 
pol icy shift has occurred and a l l  permits n o w  need to b e  included in laws and cannot be created by 
normative acts. As part o f  this ongoing work, a number o f  ministries and agencies were required to make 
the permits they issue compatible with the law. Despite significant resistance, several o f  them have 
followed the new requirements: In 2002 Ministry o f  Ecology cancelled the issuance o f  96 permits, 
Ministry o f  Health cancelled 41 permits, Ministry o f  Agriculture cancelled 54 permits, State Forestry 
9 cancelled permits and State Commission o n  Architecture and Construction cancelled 40 permits. In 
2003 permits in another f ive ministries were revised in a similar fashion: Ministries o f  Interior, Education, 

Products are defined at the 4-digit level o f  the Harmonized System. 
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and External Affairs, and State Commissions on Drug Control and Financial Reporting and Auditing 
Standards. Nevertheless, resistance to these changes remains strong and some ministries/agencies have 
already succeeded in reversing the earlier reform measures by having their permits reinstated. A register 
o f  al l  types o f  charges imposed on business i s  now being prepared to guide a comprehensive approach to 
reform o f  the permits system in the future. 

3.25 Virtually every business in the Kyrgyz Republic i s  subject to some form o f  government 
inspection and the frequency and costs o f  these inspections are often cited as a major obstacle to growth 
and development o f  business. Inspections serve to protect the public when conducted properly. But over- 
regulation and the abuse o f  public authority by inspection agencies have caused many businesses to 
complain that inspections are a significant administrative barrier.I6’ The government has recognized this 
problem and taken steps to address it. In 2002, it introduced a new inspection regulation, which contains 
a l i s t  o f  al l  agencies with inspection authorities. In each case, inspections are to be approved by the State 
Commission for Business Development, which then issues an inspection permit. Inspecting bodies were 
also forbidden to conduct more than one inspection per year on a single business. This rule was to be 
enforced by the introduction o f  an inspection logbook for all businesses-which each inspecting agency i s  
required to complete after each inspection-but the implementation to date has generally been rather 
irregular. In the most recent Investment Matrix, the Government has proposed a new law on “Protection 
o f  Rights o f  Businesses during Inspections and Auditing by Authorized Organs” to further reduce the 
problems and cost o f  official inspections. 

Commercial Legal Institutions 

3.26 Property rights and investor legal protections are at the heart o f  a supportive investment climate. 
The Kyrgyz government has worked over the decade to complete a re-formulation o f  all laws that govem 
commercial relations, creating the foundation for improved property rights and investor protection. The 
most important change in the commercial legal framework was adoption o f  a new Civi l  Code in 1996, 
which was later modified in 1998 and currently being further modified. The Kyrgyz Civ i l  Code 
adequately encompasses virtually every form o f  economic relat ionshipproperty rights, rules o f  agency 
and classifications of contracts. I t  provides the groundwork for good contracts practice. The Code i s  
based on the continental legal system, which uses legislative norms rather than precedent law, as in the 
British common law system. In the context o f  legal hierarchy o f  law in the Kyrgyz system, the Code 
takes precedence over all law that i s  directly inconsistent with it. 

3.27 Property Laws: The Civ i l  Code governs the use o f  property in the Kyrgyz Republic. Under the 
Code a proprietor has a right to process and dispose o f  property at his or her discretion. This provides a 
sound legal basis for tradable property rights, but realization o f  this potential i s  circumscribed by other 
changes in the law, such as the Land Code (adopted in 1999 and amended in 2001). The Land Code 
prevents agricultural land from being transferred to foreign ownership. I t  stipulates that foreign persons 
and foreign legal entities may receive interests in land parcels within urban land areas (cities, villages, 
rural localities) for up to 50 years. Also, foreign investors can lease land from Kyrgyz entities for 
99 years. All transactions involving land rights are recorded under a new land registration system, which 
i s  just in its early stages o f  development and will not be fully operational until a survey and notarization 
o f  land titles can be implemented. 

3.28 Intellectual property rights are an important part o f  the Kyrgyz Republic’s WTO accession 
program and crucial for investments in areas such as the information industry. The Government 
established the State Agency for Science and Intellectual Property (Kyrgyzpatent) in 1993 to administer 
intellectual property rights, such as patents, trademarks and other intellectual property. T h e  Law on 

16’ For specific examples see Box 3.4, Section C and Volume 11, Value Chain Analysis. 
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Patents (enacted in 1998) provides protection for  inventions and industrial designs. Trademark 
protection i s  controlled by the Law on Trademarks, Service Marks and Appellations of  Places of 
Origin of Goods (enacted in 1998). The Law of the Kyrgyz Republic on Commercial Secrets 
(enacted in 1998) provides legal protection for commercial secrets. The Law on Copyright and Related 
Rights (enacted in 1998 and amended in 2001), as we l l  as provisions o f  the Civil Code govem the 
protection o f  copynghtable works, such as computer programs and sound recordings. These new 
intellectual property laws are compliant with the WTO Agreement o n  Trade Related Intellectual Property 
Rights. 

3.29 Concessions can potentially play an important role in the Ky rgyz  Republic, particularly in the 
areas o f  infrastructure development and extraction o f  mineral resources, given the constraints o n  foreign 
investors’ abil ity to own land as wel l  as diff icult global environment for  utilities privatization. A Law on 
Concessions and Foreign Concessionaires was enacted in 1992, covering foreign private financing o f  
state assets, land, and mineral resources. In addition, sector specific laws have been enacted, such as the 
Mining Code in 1997, the Oil and Gas Law in 1998, and the Law on Water 1994. The State Property 
and Direct Investment Fund i s  responsible for regulating tender offers and concessions with foreign 
investors. The term o f  a concession can be f rom f ive to  50 years, with the Government retaining 
ownership o f  the land, and the concessionaire gaining the right to use the asset and having tit le over the 
output and income derived f rom the concession. All concessions should be subject to a public tender, 
although direct negotiation i s  permitted for concessions in the natural resources sector. Disputes can be 
resolved in the courts or through local or international arbitration. Concessions can be assigned to a third 
party, or used as security to collateralize finance. 

3.30 Investor Protections: Corporate governance and i t s  enforcement are crucial t o  providing investor 
protection and an improved investment climate. Legislation needs to specify the rights o f  outside 
investors and the obligations o f  corporate insiders, pr imari ly the board o f  directors and management, and 
provide a set o f  explicit mechanisms through which outside investors and lenders can protect themselves 
against expropriation by insiders. Without secure transactions and corporate governance laws and 
procedures, insiders can expropriate company property through mechanisms such as asset stripping, 
below cost transfer pricing, installing unqualified family members or friends in managerial positions, and 
overpaying executives. 

3.3 1 The Ky rgyz  govemment has enacted a number o f  laws over the decade to  protect investors f rom 
such problems. The Law on Pledge (enacted in 1997) as the pr imary legislation governing security over 
moveable assets, i s  one of  the f irst secured transactions laws in the CIS to  provide for such modem 
concepts as “perfection” o f  a security interest, “constructive notice” o f  f i led documents, and a single 
centralized system o f  registration o f  security interests. The L a w  o n  Pledge, the Civil Code and the Law 
on Mortgages also determine security over immovable assets. These legislative pieces, which are 
currently further being strengthened as discussed in the next section, provide key elements for  secured 
transactions in the Ky rgyz  Republic and moveable assets can be used to  secure debt. 

3.32 Company and securities laws are the primary legislation used to  define minimum standards o f  
corporate governance arrangements. Shareholders can introduce higher standards through company 
charters approved by shareholders. In the Kyrgyz Republic, company legislation consists o f  provisions in 
the Civil Code and the Law on Joint Stock Companies (enacted in 2003). In addition, the Law on the 
Securities Market (enacted in 1998) defines the regulations for the issuance and trading of  shares, and 
the scope and procedures for disclosing information on a company to investors. The State Commission 
o n  the Securities Market was set up with responsibility for  regulating the securities markets, and the 
Kyrgyz Stock Exchange was established in 1994. Publ ic ly listed companies with more than 
50 shareholders are required to register shares with an independent registrar licensed by the State 
Commission o n  the Securities Market. The most fundamental shareholder rights that must be protected 
under company law relate to  the abil ity o f  the board and management to  amend the company charter, 
transfer assets out o f  the company or dilute existing shareholdings. In the Ky rgyz  Republic, the l a w  
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requires that a super majority o f  shareholders must be present to amend these provisions, as in most 
developed countries. 

3.33 The development o f  a bankruptcy l aw  i s  a critical component o f  any good financial 
intermediation system, as it supports lending by creating incentives for  improved enterprise efficiency and 
financial management. A new Law on Bankruptcy came into force in 1997 and was amended in 2002. 
The L a w  defines the status o f  bankruptcy and identifies the grounds, terms, and procedures for  the 
bankruptcy o f  commercial legal entities and individual entrepreneurs. I t  also establishes related 
procedures for special administration, sanctions, rehabilitation, preservation, and amicable agreement. 
Nevertheless, i t continues to contain number o f  deficiencies, which are the subject matter o f  the next 
section. 

3.34 One o f  the most important foundations for effective corporate governance and functioning o f  
financial markets i s  the abil ity of shareholders to  obtain timely and accurate financial information o n  
firms. The Ky rgyz  Republic began introducing a market based accounting system in 1997 and enacted a 
n e w  Law on Accounting in 2002, which i s  based o n  International Accounting Standards, and provides a 
legal basis for  private sector accounting and financial reporting. The Law on Auditing (also enacted in 
2002) provides the legal basis for  audits. Private sector audits must be prepared in accordance with 
International Standards o f  Auditing. Beginning in 2007, a l l  enterprises, with the exception o f  budgetary 
bodies and individuals, will be required to account and report in accordance with International 
Accounting Standards and International Auditing Standards o n  an annual basis. In 2003, a l l  banks wil l 
have prepared International Auditing standards accounts, and in 2004 a l l  listed j o in t  stock companies and 
large enterprises with capital o f  greater than 500,000 som wil l be reporting in accordance with 
International Accounting Standards accounts. 

What Areas Still Need to be Improved? 

3.35 Although the Kyrgyz Republic has clearly made a great deal o f  progress in improving the 
investment climate over the decade, industry case studies as we l l  as recent surveys o f  the business 
community observed that signiJicant obstacles remain in the areas of governance, regulation, taxes, 
administrative barriers, and commercial law that continue to raise business costs and increase business 
risk, reducing incentives to invest. B o x  3.4 below provides examples o f  the actual costs imposed o n  firms 
by investment climate problems based o n  findings f rom the dairy industry case study, which provides a 
cogent example (for details see Volume 11, Value Chain Analysis). 

3.36 One factor that explains the persistence o f  obstacles i s  poor implementation. Too  often important 
reforms have been put into operation ineptly. In many cases, new laws and regulations have no t  been 
sufficiently explicit, providing officials in the executive and the judiciary with a high degree o f  latitude in 
interpretation and discretion in implementation. These problems are complicated by the fact that laws and 
changes in laws are often not widely available to the public because o f  a lack o f  budgeted funds to publish 
laws and regulations. Further complications arise because some officials simply disregard changes in 
laws and regulations or choose to supplant t h e m i . e . ,  of f ic ia l  corruption has become a serious issue. 
Collectively, these weaknesses make implementation and enforcement o f  laws and regulations highly 
unpredictable and fraught with corruption. 

3.37 Obstacles also remain in the investment climate because the reform process i s  on ly  partially 
completed. Additional reforms are required in each o f  the four areas highlighted above, wh ich  i s  
recognized by the Government’s most recent Investment Matr ix .  The case for  these reforms i s  reviewed 
in this section. 
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/ /  Box 3.4: Costs Imposed on Firms by Investment Climate Problems: Dairy Industry Value Chain Analysis 

Beginning with the f irst stage in the value-chain, Le., farming and delivery o f  milk to processors. farmers complain that bribes to 
traffic police, who stop them many times on the road to the processing facility in Bishkek, and/or extra fuel costs to evade police 
checkpoints to avoid paying bribes, raise delivery costs to processors. Extra delivery costs due to these problems increase 
production cost per liter of milk by an average o f  26 percent (35 percent for small farms and 18 for large farms). In  the second 
stage of the value chain, Le., milk processing. frequent visits by the State Sanitary Epidemiological Service, the Veterinary 
Inspectorate, Kyrgyz Standard, and the Tax Inspectorate add another 4 percent on average to the cost per liter of milk (7 percent 
for large firms and 1 percent for small firms). 

The problem i s  not that these government agencies stop vehicles or inspect firms, inspections are normally required to assure 
health and safety o f  products. It i s  that inspections are too frequent, take too much time, and often require bribes. In  most 
instances, the laws and regulations underpinning inspections and certifications are broadly specified and allow for liberal 
interpretation by the implementing agency. For instance, in the case o f  inspections by the State Sanitary Epidemiological 
Service, the frequency and timing of inspections are supposed to be reflected in the inspection plan that i s  required to be 
submitted to the State Commission on Antimonopoly. However, the number of inspections actually conducted by this agency 
generally does not correspond with the plan. They are far more frequent than planned. 

Another uncertainty i s  the cost of each inspection and certification. The case study found a wide variation across companies in 
frequency and cost o f  dealing with the govemment agencies. Although costs associated with inspections and certifications are 
defined by the Commission, it i s  not evident that these guidelines are followed by inspection and certification agencies. Also, 
interviews with enterprises suggest that there i s  l i t t le up-to-date information available to the private sector on laws and 
regulations related to state inspections and certifications. Hence, enterprises have no reliable source of information to check on 
the validity o f  rules goveming the scope, frequency, and costs of inspections and certifications in any industry. 

In  the third stage of the value-chain, Le., distribution of final products to retailers. s t i l l  more extra costs are imposed by tax 
administration problems, traffic police again, and ‘-sponsorship payments” to local, regional and national organizations. 
Conceming the former, the recent introduction o f  an invoicing system to better administer VAT is  viewed as an indirect tax. 
Conceming the problems created by the traffic police, one distributor, who distributes goods to supermarkets and retail outlets 
within Bishkek, observed that he must pay as much as 100 som per truck each time he i s  stopped by a traffic police officer. 
These stops occur frequently each day, resulting in delays an extra costs, which can be problematic, as distributors of milk 
products carry time-sensitive goods, requiring refrigeration. Finally, most medium and large enterprises operating in the Kyrgyz 
Republic are compelled to make “sponsorship payments” to local, regional, and national organizations and groups, such as the 
f ire department and other government service agencies. Distributors in the dairy industry complain that these sponsorship 
payments can amount to as much as 5 to 7 percent of net profit. 

Many entrepreneurs interviewed for the case studies indicated that these added costs and hassles from administrative barriers 
and corruption are an important reason for not expanding their businesses or making investments in new ventures. They also 
note that moving their companies to a more *‘transparent mode of operation,” in terms of accounting and financial management 
to attract bank loans or foreign investors, would only increase the risk o f  having to put up with “unwanted pressures from state 
administrative bodies.” 

Governance 

3.38 In the area of governance, a 2002 Wor ld  Bank survey shows that less than 50 percent o f  f i r m s  
give a satisfactory rating to the performance o f  govemment organizations dealing with business.’68 
Police, courts, and prosecutor services, and customs, tax, and inspection agencies o f  various levels o f  
govemment continue to come in for the strongest criticism. H a l f  o f  the f i r m s  said that they had paid 
bribes to officials in the last 12 months. Firms reported paying bribes to  25 different govemment or  
quasi-government agencies, with customs, tax and State licensing and permitting agencies cited as the 
most corrupt. 

3.39 A 2003 U N D O  survey of direct foreign investors echoes these sentiments about g0~emance . l~ ’  
Almost 90 percent o f  foreign investors are dissatisfied with the transparency of  decision making within 

Governance and Service Delivery in the Kyrgyz Republic, 2002, World Bank, Washington, DC; and Surveys of Corruption 

Analysis of the Foreign Direct Investment Situation In  Kyrgyzstan, United Nations Industrial Development Organization 

and Public Performance in Kyrgyzstan, 2001, World Bank, Washington, DC. 

(UNIDO) 2002. 
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government. They reported that they felt the Government lacked clarity in i t s  objectives. They were 
negative about the pace o f  the reform process and fe l t  that reform had stalled in the last few years. And 
they were dissatisfied with the government’s progress in reducing corruption. In addition, foreign 
investors were crit ical o f  the number o f  ministries involved in promoting foreign direct investment and 
their performance. There i s  unanimous support for  the need to set up a single investment promotion 
organization in the Kyrgyz Republic. 

3.40 A comparative periodic survey o f  f i r m s  in Central Asia, conducted by U S A I D  in each year f rom 
2000 to 2003, suggests that some o f  these negative aspects of  governance in the Kyrgyz Republic might 
be getting worse, despite increasing attention to addressing them. Off ic ia l  corruption appears to have 
increased and effectiveness o f  government agencies has declined somewhat since 2000. The study also 
shows that compared with other countries in Central Asia, which are also shown to  have high off ic ia l  
corruption, f irms in the Kyrgyz Republic pay significantly more bribes to government agen~ies. ’~ ’  This 
finding i s  corroborated by the jo in t  EBRD/World Bank (BEEPS) survey in transition c~untr ies, ’~ ’  
indicating that the fiequency of  official bribery in the Kyrgyz Republic and the share o f  f i r m s  engaged in 
“state capture” are significantly higher than in the rest o f  the CIS.’72 Finally, a 2002 World Bank Study, 
which evaluated six aspects of governance in the Kyrgyz Republic for the years 1996-2002-i.e., voice 
and accountability, political stability, government effectiveness, regulatory quality, rule of law and 
control of corruption-shows that values for al l  these variables, with the exception of regulatory quality, 
declined since 1996. 173 Considering that these measures did not  begin the study-period with high values, 
the finding indicates that serious institutional weaknesses remain in the Ky rgyz  investment climate. 

3.41 The quality o f  governance in the Kyrgyz Republic today, however, should, to some extent, be 
viewed in perspective o f  the Central Asian region-where both major trade and investment partners and 
competition for  foreign investment originates. The Kyrgyz Republic’s governance, as measured by the 
above noted six variables, i s  shown to be not  very different f rom governance in other parts o f  Central 
Asia (see 

3.42 Table 3.2). In some areas, the Kyrgyz Republic seems to has made faster progress than i ts 
neighbors in establishing market-based institutions (e.g., regulatory quality and control o f  corruption) and 
in others i t  has lagged (e.g., polit ical stability). Yet  putting things in Central Asian perspective does no t  
diminish the severity o f  the problem compared with the rest o f  the world. The EBRD’s “Transition 
Report” index ranks the Central Asian region rather l o w  in comparison with other countries. In terms of 
governance quality, about 75 percent o f  a l l  countries in the wor ld  have more attractive business 
 environment^."^ 

170 “Longitudinal Study of the Business Environment in Central Asia 2000/03,” Center for Study of Policy Opinion, 2003. 

17’ Business Environment and Enterprise Performance Survey (BEEPS), EBRDiWorld Bank, 2002 

172 “State Capture” refers to the extent businesses are directly affected by private payments to influence the decisions of 
government institutions. 

173 D. Kaufmann, A Kyrgyz Republicaay and M. Mastruzzi, 2003, Governance Matters III: Governance Indicatorsfor 1 9 9 6  
2002 (http://www.worldbank.orglwbi/govemance/pubs/govmatters3 .html). 

Transition Report, EBRD, 2002. 
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Table 3.2: Central Asia Governance Indicators, 2002 

Govemance Indicator Percentile Rank Estimate Standard Number of Regional Kyrgyz R. as 
(0-IOO), in % (-2.5 to + 2.5) Deviation surveysipolls Average, % of region 

Percentile average 

Voice and Accountability 19.7 -0.96 0.16 6 22.7 87 
Political Stability 16.2 -1.21 0.28 4 31.1 52 
Govemment Effectiveness 20.6 -0.81 0.17 6 21.7 95 
Regulatory Quality 37.6 -0.46 0.22 6 25.4 148 
Rule of Law 22.2 -0.83 0.16 9 20.4 109 
Control of Corruption 23.7 -0.84 0.16 7 16.8 141 

Source: D. Kaufmann, A. Kraay, and M. Mastruzzi, 2003, Governance Matters 111: Governance Indicators for 1996-2002, 
World Bank, Washington, DC. 

3.43 Recommendations: 
0 Develop effective procedures/sanctions to reduce official corruption and improve 

implementation and enforcement o f  existing anti-corruption reforms; 

Clarify functions and responsibilities o f  public agencies, in particular those o f  inspection 
agencies and regulatory bodies, to avoid duplication, to economize, and to improve 
efficiency; and separate policy and regulation functions; 

Undertake a review o f  the weaknesses and the strengths o f  the administrative justice system 
and develop a results-oriented reform strategy; 

Phase-in a program to rationalize public administration and improve standards o f  pay with 
measurable benchmarks in the context o f  the ongoing civi l  service reform; 

Eliminate off-budget funding sources o f  public agencies and enforce the principle that all 
public funds (including regulatory and user fees) are channeled through the budget; 

Improve public accounting, auditing, and reporting procedures for principal public agencies; 
and strengthen Chamber o f  Accounts to perform efficiency and effectiveness audits in the 
context o f  the ongoing audit/accounting reforms; 

Develop systemic capacity-building program o f  training and visits for public officials to 
improve policy formulation, regulatory capacity, administrative reforms, and service delivery. 

0 

0 

0 

0 

0 

0 

Taxes 

3.44 The Tax Code of 1996 provided a major reform in the Kyrgyz tax system, bringing it 
significantly closer to meeting the requirements o f  a market-oriented economy. The new system was 
largely perceived to be capable o f  serving the evolving Kyrgyz economy for many years. Nevertheless, 
i t s  effective implementation required similarly strong reform efforts to strengthen the tax administration 
along with the overall governance system, areas where reform efforts are receiving increasing attention 
only recently. Effective implementation of the Tax Code has been further hampered by numerous and 
frequent changes to i t  over the years, making it diff icult for f i r m s  to stay current wi th  the latest tax 
structure. In addition, the fragmented structure o f  the tax legislation, with tax provisions in several other 
parts o f  legislation, raises not only compliance costs-as the f i r m s  need to examine and understand 
multiple pieces o f  legislation to determine their tax liabilities-but also creates room for disputes between 
taxpayers and tax collectors-both because o f  inconsistencies between the laws and unclear guidance on 
which legislation takes priority. The Govemment has recently embarked on harmonizing and 
streamlining the Tax Code to address some of these issues. What follows f i rs t  summarizes business’s 
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perception o f  the Kyrgyz tax regime and then provides a snapshot analysis o f  i t s  major weaknesses 
constraining the business activity. 

3.45 The European Commission’s Technical Assistance program for the CIS (TACIS) and the Center 
for  Social and Economic Research (CASE-Kyrgyzstan) conducted a survey in 2003, to collect 
information about business’s problems with the tax regime.’75 Respondents in the survey complained 
about the high tax burden, with those in the services sector reporting the highest tax burden. Specific 
reported tax problems included the high rates levied by the VAT and the Social Fund and the Tax 
Inspectorate’s administrative procedures. Similar findings are consistently revealed by the recent 
business opinion surveys cited elsewhere in this chapter, whereby majority o f  the respondents felt that 
combined, these problems create significant disincentives to  trade and investment. 

As for  problems with tax administration, businesses cited corruption, unprofessional behavior o f  tax 
officials, lack o f  adequate knowledge o n  the part o f  tax inspectors (concerning particularly accounting 
and tax laws), difficulties in resolving tax disputes, and inabil ity to obtain VAT refunds and credits. 
Corruption i s  reported to be an ever-present problem with underpaid tax officials frequently exerting 
pressure o n  f i r m s  to  pay bribes. Tax inspections are reported to  be too frequent and to take too much 
valuable time. Further, conflicts in interpretation between normative and legal acts, and the Tax Code are 
reported to be a frequent problem, which, in tum, seems to promoting a negotiation mode between the 
taxpayer and the tax inspectorate. This i s  in part explained by lack o f  a single organization responsible 
for  managing the process of  clarification in case o f  tax disputes. Numerous bureaucratic procedures are 
also reported to hamper getting VAT refunds for imports reasonably soon after the completion o f  the 
proper documentation-a problem, which appears to particularly hurt the re-exporters. Firms also report 
that using credits for VAT paid earlier in the production chain i s  a problem. Tax inspectors are reported 
to  disallow credits for  many purchased inputs based on claims for improper invoices. In too many o f  these 
cases, honest taxpayers are forced to pay the price for dishonest taxpayers. An additional problem that 
many respondents noted was the diff iculty o f  offsetting excess payments accumulated o n  some taxes 
against other tax arrears. 

3.46 Against this background, what major constraints on businesses does the Kyrgyz tax system 
create? Depending o n  their structure and the markets they serve, business f i r m s  in the formal sector o f  
the Kyrgyz economy pay many taxes, including the profits tax, VAT, road and emergency taxes, land tax, 
excise taxes, retail sales tax, real  property tax, and vehicle taxes. Whi le  the specific tax burden varies by 
type o f  firm,176 the VAT, retail sales tax, and road and emergency taxes each impose fairly high burdens 
o n  many f i r m s  and, usually impose larger liabilities than the profits tax. The last three among these set of  
taxes, are both somewhat uncommon and cascading taxes, increasing not  only tax burden but also 
creating distortion.’” Nevertheless, they generate significant revenues bo th  for  local and state  budget^,"^ 
which makes their revenue-neutral elimination a challenge. In addition to  these tax liabilities, high social 

175 “The Tax System of the Kyrgyz Republic: Analysis and Recommendations,” 2003, TACIS, Kyrgyzstan SME Development 
Program. 

176 Th is  discussion abstracts from the incidence of the taxes. Nevertheless, respondent f i rms  to the TACISKSER survey report 
the combined burden of taxes to average around 30 to 50 percent of business gross income, depending on the sector of activity. 
The upper range o f  total payments, even though they may not be as high as 50 percent in most cases, may be above what many 
f i r m s  actually bear in the Kyrgyz Republic. The feedback from a recent business opinion survey (administered by TACIS), 
whereby only 33 percent of businesses indicated that they believe they can pay all taxes and still develop their businesses, 
supports this perception. 

177 The road and emergency taxes are levied on nearly every transaction, and will cascade when production goes through more 
than one level in the processing chain. Conceming the retail sales tax, the intent i s  to levy i t  on final sales, which limits the 
extent of cascading. Nonetheless, it i s  administratively difficult to identify when a transaction i s  a final sale, so there tends to be 
some cascading of the sales tax. 

17’ Retail sales tax revenues are directed to the local budgets and road and emergency tax revenues to the state budget. 
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insurance payments further increase costs, particularly for labor-intensive businesses. Furthermore, each 
one of these taxes i s  levied o n  a different base,179 requiring separate calculations by businesses. This 
combined with the much-emphasized difficulties o f  dealing with tax officials, creates not only significant 
compliance burdens, but are also l ikely to  discourage productive, formal sector activity. 

3.47 The compliance costs that come with a high number o f  taxes, weak discipline in the revenue 
collection agencies, the cash-flow problems businesses face, and high combined tax rates in the Ky rgyz  
system encourage firms to find legal means to avoid taxes or to remain in the underground economy. 
There are three channels in the Kyrgyz tax system, which, whi le aiming at broadening the tax base and 
easing administrative difficulties, allow f i r m s  to reduce their tax l iabi l i ty  by remaining small or  splitting 
into smaller firms. First channel i s  the fixed patent tax"' which i s  levied in l ieu o f  most other taxes to  
both s impl i fy and ensure compliance for certain types o f  firms."' Second channel i s  the simplif ied small 
business tax, an instrument similar to the patent tax.'82 Third channel i s  the VAT threshold (currently 
som 500,000), which, combined with other small business tax options, provides strong incentives for 
many f i rms to remain small (see para. 3.52 for further discussion). These tax-induced incentives are, at 
least partly, reflected in the growing number o f  individual (micro) entrepreneurs (in terms o f  number o f  
f irms, employees, and contribution to value added) whi le exactly the opposite i s  true for small and 
medium sized f i r m s  since the late 1990s (see Table 3.3). These behavioral responses to the tax system 
can come at a very real cost in loss in the efficient operation o f  business in the Ky rgyz  economy. 

Table 3.3: Number and Employment of  SMEs and Individual 

1999 2000 2001 2002 

Number of active entities (thousand units) 
N u m b e r  o f  ac t ive  SEs 
N u m b e r  o f  ac t ive  M E s  
Individual entrepreneurs 

Share in total employment (YO) 
N u m b e r  o f  peop le  working in SEs 
N u m b e r  o f  peop le  working in M E s  

Ind i v idua l  entrepreneurs 

Value added (as YO of GDP) 
Smal l  enterprises 
M e d i u m  enterprises 

103.8 
8.0 
1 .o 

94.8 
12.0 
2.6 
4.0 
5.4 

27.4 
10.1 
6.8 

110.0 
7.6 
1 .o 

101.4 
12.0 
2.6 
3.7 
5.7 

26.6 
9.2 
6.7 

119.9 
7.6 
1 .o 

111.3 
12.6 
2.7 
3.7 
6.2 

27.7 
8.1 
6.2 

130.3 
6.9 
0.9 

122.5 
11.8 
2.3 
2.7 
6.8 

27.2 
7.7 
6.9 

Ind i v idua l  entrepreneurs 10.5 10.7 13.4 12.6 
Source: The National Statistics. 

For instance V A T  i s  levied at 20 percent on value added, the retail sales tax at 4 percent on sales to  final consumers, the road 
and emergency taxes at 2.3 percent o f  total revenue, and the profits tax at 20 percent on profits. Social insurance fees, levied on 
labor costs at 33 percent, are also a significant cost. 

I 8 O  Firms are allowed or required to be in the patent system based on  their type o f  business, not their size. But, the selected types 
of business are ones often conducive to being small. Also, the patent fee can vary with factors such as the size o f  a business 
establishment and the number o f  employees. Unfortunately, determinations o f  when simplified tax provisions apply are not 
coordinated with other features o f  the tax law such as the V A T  compliance threshold. 

18' Revenues-to-date from the patent tax have been small, suggesting that the simplifications introduced b y  this tax may not be  as 
attractive as presumed for small business and that many firms remain in the informal sector rather than pay any taxes. 

18' The system is introduced in 2002. A single tax i s  charged in the range o f  5 to 10 percent o f  gross revenues and this charge 
replaces such taxes as the tax on profits, tumover taxes, the tax on  commercial services to consumers and the retail sales tax. T h e  
right to simplified taxation i s  granted to persons with gross annual revenues o f  up to  Som 3 mill ion. The persons granted this 
right are required to  keep simplified accounting records. 
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3.48 Another common approach to avoid not  only the taxes but also regulatory burdens all-together in 
the Ky rgyz  economy i s  to operate informally as demonstrated by the estimated size o f  the informal 
economy-varying between 20 to  40 percent based on official and unofficial sources, respectively. The 
propensity for tax evasion i s  costly in many ways, but perhaps i t s  highest costs are incurred through the 
higher tax rates i t  promotes to raise the desired tax revenues. This i s  clearly the case in the Ky rgyz  
economy where rates for several important taxes as wel l  as for  the social insurance contributions remain 
fa i r ly inflexible downwards, with fiscally-affordable tax reductions fall ing short o f  generating the 
expected outcomes. For  instance, the profits tax rate was recently reduced from 30 to 20 percent to limit 
evasion, with n o  tangible improvements in revenue collection to  date. In practice, i t continues to  be paid 
by only a few  large enterprises that are unable to hide their profits. 

3.49 The tax advantages o f  operating in the 
Free Economic Zones (FEZ),lE3 combined with 
l imi ted regulatory burdens, facilitate production 
efficiency for  external markets, but create 
significant disadvantages for domestic producers, 
unless sales from FEZ into the domestic market 
are subject t o  a l l  required taxes. T h i s  i s  because 
firms operating in the FEZs maintain their tax 
advantages, when producing for local markets, 
bo th  implicitly-payment o f  some taxes may be 
delayed until goods are “imported into the 
Ky rgyz  Republic”-and explicitly-some taxes 
(such as the profits tax) are not  paid. Despite 
improvements over the last several years, leakage 
from FEZs into domestic market continues to be a 
problem (see Figure 3.1). 

3.50 The VAT, with a 20 percent rate, accounts 
for about 45 percent o f  government tax receipts. The 
VAT rate i s  significantly higher than that imposed in 
emerging market economies, whi le it i s  similar to 
that imposed in Central As ia -excep t  Kazakhstan. 
On the other hand, as shown in Table 3.4, VAT 
collection at 5.5 percent o f  GDP i s  not  only l o w  
compared to most other countries in the region, but 
also compared to collection performance that 
international norms suggest for  the Ky rgyz  VAT 
rate, i.e., equivalent to about 8 percent of  GDP.Is4 
The l o w  collection efficiency indicates that 
compliance with the Kyrgyz VAT i s  very weak. 
There are a combination o f  factors accounting for  the 
VAT’s failure to achieve i ts revenue potential, 
including i ts high rate, somewhat broader 
exemptions than are allowed elsewhere, and weak 
tax administration. 

Figure 3.1: Production, Exports, and Domestic Sale 
of Goods Produced in FEZ (mil. US$) 

40 

30 

g 20 

35  

2 2s 

: ;; 
5 
n 

2000 2001 , 2002 2003 

Domestic sale I m o n s  --Production 
~~ ~ . ___ 

Source. State Committee on State Property and Foreign 
Investments. 

Table 3.4: Cross-country Comparison of VAT and 
Collection Rates, 1999-2002 

Country Average VAT 1999- Rate 2002 
CIS 

Kazakhstan 16.0 4.7 
Kyrgyz Republic 20.0 5.4 
Moldova 5,8,20 8.5 
Russia 10,20 6.5 
Tajikistan 20.0 2.2 
Uzbekistan 20.0 8.1 

OECD 17.8 6.6 
EU 19.4 7.1 

Source: IMF country data; H. Lorie, Priorities for 
Further Fiscal Reforms in CIS, IMF Working Paper, 
October 2003. 

Emerging Market Countries 14.5 4.7 

Firms operating in the Free Economic Zones are profits tax exempt and are exempt f rom most other taxes including the VAT, 
emergency and road funds, and retail sales taxes when they export their products. Individual income tax is collected f rom the 
employees and a fee equal to two percent o f  revenues i s  collected from the firms. The fee is  used for operation o f  the FEZ. 

Generally, collections equal to 0.4 percent o f  GDP for each 1 percent VAT rate is regarded as an international norm. 
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3.5 1 Furthermore, implementation o f  the VAT distorts business practices in a number o f  ways: 

0 The VAT structure encourages f i r m s  to keep their size below the compliance threshold in 
order to avoid a VAT, thereby creating an incentive for Ky rgyz  f i r m s  to remain small. These 
disincentives would have been modest if the VAT were collected higher in the production 
chain, such as at retail, enabling VAT-payers to pass their credits o n  a l l  o f  their inputs to their 
purchasers. However, in some sectors, such as the agriculture, where many retailers are 
either too small to be required to collect VAT or are largely operating in the informal market, 
the tax remains largely uncollected at higher levels as well. Therefore, the tax incidence falls 
pr imari ly o n  f i rms that have become large enough to  become a VAT taxpayer.'85 The 
incentives for staying small, o n  the other hand, make it harder for  Ky rgyz  business to  produce 
to scale, quality and standards that are becoming increasingly crit ical in determining their 
market access.186 

The inabil ity o f  f i r m s  higher up in the production chain to obtain credits for  VAT paid 
earlier-due to above noted breaks in the VAT chain-implies that VAT liabilities for many 
products often exceed the legislated 20 percent. Clearly, the l o w  collection efficiency 
indicates that, on average, actual VAT burdens may not  be as heavy as i t  seems. But, a more 
l ike ly  outcome i s  widely different effective VAT tax burdens across businesses and sectors, 
which results in significant distortions in resource allocations across sectors and various 
production lines. 

Despite improvements over the last two years, the delays and payment-failures for VAT 
rebates o n  exported  product^'^' raise costs and de-capitalize firms-which are often cash- 
strapped to start with, given the shallow financial markets.'" Such bureaucratic hassles 
appear to p lay a significant role in discouraging the development o f  export-oriented firms in 
the Kyrgyz Republic. 

The structure o f  the VAT influences the way businesses are organized by providing an 
impl ic i t  tax subsidy. For  instance, the formerly existing VAT exemption for a p c u l t u r a l  
production was being applied to companies that processed their own agricultural production, 
thereby encouraging vertical integration o f  agricultural production and processing. lg9 

Agricultural production was brought under the VAT last year, eliminating this incentive, but 
the forces n o w  are l ike ly  to  work  in the opposite direction. The above-described incentives to 

0 

0 

0 

For instance, the extension of the VAT to agricultural production, as of April, 2003, appeared to have generated disincentives 
for farm consolidation and formation o f  agricultural cooperatives, with some large farms/cooperatives already dissolving to 
remain below the VAT compliance threshold. 

See Section C, for discussion on firm level business climate issues. 

'" Clearly the concem in the tax administration i s  to avoid fraudulent or overstated refund claims, which i s  perceived to be high. 
In 2002, out of the total claims o f  444.7 million soms from zero-rated suppliers, 63.2 million soms remained outstanding at the 
end o f  the year-although s t i l l  large, this amount suggested a considerable improvement compared to the previous year when the 
outstanding claims were twice as much. The total outstanding claims in 2003 appear to remain at about 69 million som. The 
level o f  the outstanding claims suggests that the difficulties st i l l  persist in paying refunds within the 30 day period provided for in 
the Tax Code. The govemment i s  committed to further improve the timeliness o f  refunds and reduce existing arrears under the 
ongoing IMF program (PRGF).. 

See Section C and Volume 11, Trade Finance, for further discussion on accessibility of financing. 

lS9 Under the previous system, agricultural producers that engaged in agricultural processing were not only exempt for their 
agricultural production but were also exempt for agricultural processing or other steps in the food processing chain. On the other 
hand, firms that engaged in agricultural processing but not production were required to pay the VAT. Similarly, 
produceriprocessors were required to pay VAT on processing associated with any purchased agricultural inputs over and above 
their own-produce. The  VAT was also being collected on purchased agricultural production at the processing level since there 
was no credit for tax paid by the producers (except for a presumed 3 percent credit for purchased production inputs). 
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remain small could very wel l  discourage vertical integration, a factor that can be an important 
force in certain industries, such as agricultural processing. 

The VAT exemption for imported capital goods was eliminated in 2002. Under the new 
system, credits for  the VAT paid on imported capital goods are being allowed later in the 
production process.’90 Nevertheless, suppliers whose excess credit position does not  result 
f rom zero-rated supplies, and whose tax arrears to  the budget f rom other tax liabilities are 
insufficient t o  absorb the excess, are not allowed to receive refunds. This, combined with 
usual delays in processing o f  VAT credits, clearly puts a major burden o n  the businesses, 
wh ich  needs to make large investment expenditures. Considering the formidable difficulties 
in access to  financing, this approach clearly imposes an unbearable constraint o n  private 
investments and i s  akm to providing interest-free loans to the government. 

The Tax Code does not treat exports of services on a destination basis’” l i ke  it does products; 
hence exporters o f  services, such as the communications industry, must pay VAT, which 
potentially cuts their competitiveness. 

3.52 Local  taxes add to the problems created by national taxes. There are 15 local taxes, which 
expand the compliance burden arising f i o m  the many taxes and increase the tax costs o f  being in the 
formal versus the informal sector”*. Thus, local taxes compound the reasons for f i r m s  to  remain small 
and in the informal sector. Fo r  instance, the retail sales tax i s  levied at a rate o f  approximately 4 percent 
(the rate can vary by city) o n  a l l  sales to final purchasers (defined as buyers that are not registered VAT 
taxpayers). Given sizable informal activity, this translates into higher costs for formal sector f irms 
(increased by 4 percent o f  revenues) relative to f i r m s  in the informal sector, with the tax burdens varying 
across industries and firms. In addition, as noted earlier, although the sales tax i s  supposed to  be levied 
on final sales, limiting the extent of cascading, i t i s  administratively diff icult to identify when a 
transaction i s  a f inal  sale, leading to some cascading. 

0 

0 

3.53 Recommendations: 
0 Integrate a l l  the tax legislation into the Tax Code along with streamlining the Code, whi le 

intensifying efforts to strengthen the tax administration for  proper implementation-among 
the priorities for  the latter are strengthening information technology, providing more training, 
and raising wages, combined with effective sanctions for abusing of f ic ia l  a ~ t h o r i t y . ’ ~ ~  
(Authorities have recently embarked on an initiative to streamline and integrate a l l  the tax 
legislation into the Tax Code by spring, 2005). 

Clar i fy the authority for interpreting tax laws and assign a single agency, such as MOF, for 
managing the process o f  clarification, including in cases o f  ambiguity, and contradictory 
application o f  the l a w  by the tax payers andlor tax administration; 

Reduce the tax burden and compliance costs by (i) eliminating cascading taxes and 
streamlining the local taxes in a way that generates the requisite revenues with l o w  
administrative and compliance costs; and (ii) strictly limiting the number o f  tax inspections 
and shortening the duration o f  audits; 

0 

0 

Expenditures for investment are often lumpy and can be very large relative to the annual revenues o f  a company, putting a 
heavy burden on some firms that need to wait long to receive their credits fully. VAT exemption for imported capital goods i s  
expected to be reintroduced under the new Tax Code, which i s  being developed. 

19’ Treatment on a destination basis means that the tax i s  rebated on exports (exports are zero-rated) and imposed on imports. 
Services in Kyrgyzstan are mostly taxed on an origination basis, which means the sales by all Kyrgyz service providers are taxed, 
even when the purchaser i s  outside Kyrgyzstan. 

192 The local taxes are expected to be significantly streamlined under the new Tax Code, which i s  currently being drafted. 

193 For further discussion see Kyrgyz Republic Public Expenditure Review: Fiscal Policy for Growth and Poverty Reduction, 
Vol. 11, pp.10-16, World Bank, March 2004. 
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0 Review the specialized small business tax regime (including the patent and the new 
simplif ied business taxes) to: (i) coordinate and harmonize i t  with corporate taxes, and VAT 
threshold for consistent tax treatment for  small firms; (ii) clearly articulate exactly which 
taxpayers are covered by the patent system and the simplif ied small business tax system, 
respectively, whi le eliminating the voluntary patent system; and (iii) clearly articulate what 
taxes are replaced with the specialized small business tax regimes;’94 

Improve VAT system by (i) expediting efforts to meet the legislated time-frame for the VAT 
rebates; (ii) undertaking a costbenefit analysis o f  the new invoicing mechanism for providing 
VAT credits; (iii) exempting imports that are clearly for investment purposes, such as certain 
types o f  industrial machinery; and (iv) identifying means for zero-rating the VAT o n  exported 
services; 

Eliminate excise tax exemptions for  f i r m s  operating in the FEZ and rationalize the profits tax 
exemptions while subjecting the sales into domestic market a l l  the taxes that apply; 

0 Establish a telephone hot l ine for allowing for unanimous reporting for  (i) tax 
evasiodavoidance; and (ii) misuse o f  of f ic ia l  authority by customs and tax administrators. 
Ensure proper follow-up and media coverage for proven il legal activities for  transparency. 

0 

0 

Administrative Barriers 

3.54 Despite improvements over the last several years, administrative barriers to investment also 
continue to  constrain investment. The BEEPS survey in 2002 shows that administrative barriers are s t i l l  a 
major obstacle to business activity. Among  other things, they are shown to  levy a significant “time tax” 
o n  enterprise managers-about 7 percent of manager’s time i s  taken up by dealings with a ~ t h o r i t i e s . ’ ~ ~  

3.55 Looking more closely at indiv idual  administrative barriers, an enterprise survey by U S A I D  
indicates that problems persist in business registration, even though substantial improvements have been 
achieved.’96 Registration costs in time and money are shown to exceed legal l imi ts  and officials continue 
to demand side-payments for services rendered. Registration outside major metropolitan areas can also 
take much longer than mandated by law, indicating that more attention needs to be paid to 
implementation o f  national reforms outside ci ty centers. And there i s  st i l l  a great deal o f  duplication 
among registration agencies that could be eliminated if they would agree to share information. 

3.56 The U S A I D  survey also shows that, although the number o f  required business licenses has 
declined, many licenses s t i l l  remain in force and the average number o f  days it takes to  get a license 
increased considerably f rom about 10 days in 1999 to 21 days in 2001-02. Whi le  the most current 
information o n  today’s practices i s  not  available, poor implementation track record o f  the new licensing 
regulations discussed earlier (see paras 15-1 6), reduces expectations for a tangible improvement. 
Nevertheless, the number of licenses i s  not  the most important issue. The complexity and non- 
transparency o f  the licensing process and validity o f  licenses are much more problematic. Currently, the 
validity o f  licenses i s  only two years, which i s  much too short. The rules and procedures governing 
licenses also need to be more transparent. The L a w  o n  Licensing should b e  the only legislation regulating 
business activity. Today there are s t i l l  other laws that al low licensing. 

194 As  a matter of principal, the simplified small business tax system and the patent system should be substitutes for business 
taxes (and specifically the corporate income tax) but not for personal taxes (such as the personal income tax and the social 
insurance taxes). Also, the simplified business tax and patent tax should not substitute for excises or customs duties. 

19’ See Section C, for firm level examples. 

“Regulatory and Business Environment Survey,” 200 I, USAID-ARDiChecchi, Regulatory Reform Project in the Kyrgyz 
Republic. Observes on the ground report that survey results continue to mimic present weaknesses. 
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3.57 In addition, certification requirements have not improved much and in some cases have gotten 
worse. The procedures and requirements for obtaining certification and the ever-increasing number o f  
required certificates are the subject o f  many business complaints. The cost and time involved in obtaining 
certification i s  particularly large in transport, construction and manufacturing, but wholesale and retail 
trade also has problems. Certificates are often issued for short periods o f  t ime and require businesses to 
continually re-certify their goods or production processes. The l i s t  o f  products requiring mandatory 
certification also continues to be long. A new draft L a w  o n  the Fundamentals o f  Technical Regulations 
attempts to rectify many o f  the problems in existing laws o n  standardization, accreditation and 
certification, t o  reduce these regulatory burdens imposed by the present regime, to ensure legal 
compliance with both international obligations and good pra~t ices. ’ ’~ A s  discussed in detail in Chapter 2, 
however, the legislative framework can go further in overhauling the present system. 

3.58 The majority o f  businesses in the Kyrgyz Republic are required to obtain additional permits to 
start up and to continue their operations. The U S A I D  survey shows that in some cases (n 2001-02) 
businesses needed more than 30 additional permits in a six-month period to  legally conduct their 
operations. Particularly troublesome i s  that many o f  these businesses could not obtain information about 
these permits, could not  understand their requirements, and often were not  aware o f  their existence. The 
average time to obtain a single permit took more than two  weeks, and even longer outside major 
metropolitan centers. The agencies singled out as the most problematic were the Sanitary and 
Epidemiological Stations, and organizations issuing similar permits, Kyrgyzstandard, the Ministry o f  
Internal Affairs and the Architecture and Construction Inspectorate. When businesses were asked to rank 
the most disruptive forms of govemment administrative barriers, permits ranked second after taxes. 
Considering that Decree # 00 has mandated a l l  permits to  be enacted in laws and a registry o f  legal and 
il legal permits has been completed, as noted in paras 18-19 above, the govemment i s  in a position to 
address the permits problem. An effective approach will be to cancel a l l  the i l legal permits and develop a 
posted price l i s t  for  the remaining legal permits along with ensuring that these enforcement measures will 
be wel l  communicated to the public. 

3.59 The number o f  inspections and the costs they impose o n  business continue to  be a significant 
business problem. This i s  the case despite introduction o f  an approval process by the State Commission 
for Business Development for  both planned an unplanned inspections and o f  an Inspection Logbook. 
According to  USAID survey findings, more than 65 percent o f  a l l  respondents indicated that the number 
of inspections had either increased or stayed the same over the six months pr ior  t o  the survey; the average 
number o f  inspections over this six-month period was two, and there were certain sectors where f i r m s  
were inspected up to six times; the average length o f  these inspections was four days. There was also 
l itt le awareness among f i r m s  o f  the new inspection procedures and even less awareness o f  the role of the 
Commission in controlling inspections and monitoring the activity o f  inspecting bodies. The recent 
anecdotal feedback f rom businesses suggests that despite some improvement in frequency o f  inspections, 
f i r m s  continue to have n o  effective means o f  preventing unjustif ied inspections or appealing the decision 
o f  inspecting bodies. There i s  l i tt le t rust  in courts and most f irms fear they will suffer negative 
consequences i f they appeal against an inspecting agency. 

j9’ See Chapter 2 for more detailed discussion. 
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3.60 To address some o f  these problems, the government included among the objectives o f  the current 
round o f  “investment matrix” reforms, a law on “Protection o f  the Rights o f  Businesses during 
Inspections and Auditing by Authorized Organs.” This effort should also include complementary set o f  
measures to institutionalize sanctions against public official’s abuse o f  their position. In addition, there i s  
a need to develop and make available for public-viewing a set o f  rules both spelling out what constitutes a 
legal inspection and establishing the rights o f  business during an inspection-i.e., rules on what 
constitutes compliance and non-compliance with the inspection regime. This wil l also help the judiciary, 
which has no formal ru les  to guide i t  when a firm complains about inspections. 

3.61 Labor  regulations in the Kyrgyz Republic are assessed by a recent World Bank study, “Doing 
Business in 2004,” as among the most inflexible in the The study looks at three dimensions o f  
possible rigidity in employment regulation - hiring, conditions o f  employment and firing. The flexibility 
o f  hiring index-which measures flexibility through availability o f  part-time and fixed-term contracts- 
indicates how attractive i t  i s  for businesses to hire part-time workers. The Kyrgyz index, at 36, ranks i t  
among the world’s ten least flexible countries in hiring. The conditions o f  employment index-which 
measures the legal provisions for flexibility in working time requirements, mandatory payment for 
nonworking days, and minimum wage legislation-similarly ranks the Kyrgyz Republic among the ten 
least flexible with an index o f  .88. The flexibility o f  firing index-which measures grounds for dismissal, 
procedures for dismissal, notice periods, and severance payments-places the Kyrgyz Republic in the 
middle rank o f  countries with an index o f  36. Finally, the country’s employment regulation index, an 
average o f  the three previous indexes, puts i t  among the most regulated and inflexible labor markets in the 
world. These weaknesses are expected to be addressed under the government’s ongoing initiative to 
improve several provisions of the Labor Code in consultation with the key stakeholders. Among the 
major changes to be introduced are higher flexibility in hiring and firing, rationalization o f  social 
compensation and guarantees, and better conflict management procedures. 

3.62 Recommendations: 
0 Registration: (i) Rationalize time spent in business registration, particularly outside major 

metropolitan areas; (ii) eliminate duplication among registration agencies by increasing 
information sharing; and (iii) establish a publicly accessible register for all licenses, permits, 
and technical regulations, detailing the rules, procedures, timing and costs; 

Licensing: (i) complete amendments to al l  sector-specific statutes to cancel licenses that are 
inconsistent with the Law on Licensing and to ensure that the Law i s  the only legislation 
regulating business licensing activity; (ii) enforce rules and procedures for issuing new 
licenses in official agencies; and (iii) extend the validity o f  licenses from two to at least five 
years; 

0 CertiJication: See Chapter 2, paras. 2 .66231,  for recommendations on standards, 
accreditation, conformity assessment and mutual recognition; 

Permits: Cancel al l  illegal permits and create a price l i s t  for each legal permit approved by 
the government, registered at the Ministry o f  Justice and available for public viewing. Prices 
should be based on the actual cost to administer; 

Inspections: Broaden the current reform efforts to (i) institutionalize sanctions against abuse 
o f  public official position; and (ii) establish and make available for public viewing formal 
ground rules and procedures for conducting al l  official inspections, specifying clearly what 
constitutes compliance and non-compliance and the rights o f  entrepreneurs; 

0 

0 

0 

Doing Business in 2004: Understanding Regulation, 2003, World Bank, Washington D.C. 
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0 Regulatoly Reform Process: Institutionalize the new regulatory impact assessment process 
by assigning monitoring and enforcement tasks to a qualified body responsible both for  sound 
oversight o f  regulations/administrative procedures, and capacity development for  impact 
assessment in various government institutions; 

Labor Regulations: Align employment regulations with good international practices; 0 

Commercial Legal Framework 

Investor Protections 

3.63 High o n  the l i s t  o f  continuing business obstacles in the Kyrgyz Republic in the 2002 BEEPS 
survey are rule o f  l a w  and a poor ly performing judiciary. Trust in the Kyrgyz court system i s  shown to 
be lower than average for the CIS (which i s  already low), as i s  the security o f  contract rights. The 
fo l lowing highlights from the survey signal problems well: BEEPS asked firm managers the fol lowing 
question, “to what extent do you agree with the statement, I a m  confident that the legal system will 
uphold my contract and property rights in business disputes”; more than 65 percent o f  respondents said 
they disagreed with this statement. When asked, “to what extent do you agree that interpretations o f  the 
l a w  and regulations affecting your firm are consistent and predictable?” only 13 percent o f  managers 
answered that they agreed or  strongly agreed that interpretations were consistent and predictable. Finally, 
when asked, “how often do you associate the description honestluncormpted with the court system in 
resolving business disputes?;” 33 percent o f  managers indicated “never,” 3 1 percent “ seldom,” and 
26 percent “sometimes,” only 3 percent answered “always.” These perceptions are also shared by other 
stakeholders, for instance the International Business Council argues that the central problem facing 
business in the Kyrgyz Republic today i s  unpredictability and inconsistency, stemming pr imari ly f rom the 
judic ia l  system and other institutions involved in the enforcement o f  legal rights-a v iew confirmed by 
the UNIDO survey o f  foreign investors, cited above, which found a high degree o f  condemnation for 
fairness and consistency in enforcing legal rights in the Kyrgyz Republic. 

3.64 According to the Wor ld  Bank’s Do ing  Business in 2004 study, there are 44 procedures involved 
in enforcing a business contract in the Ky rgyz  Republic and working through these procedures takes an 
average o f  365 days. This compares to an average o f  14 procedures and 54  days in “best practice” 
countries. The study shows that a lower number o f  procedures i s  associated with more fairness and 
impartiality in the legal system. I t  i s  also associated with more honesty, more consistency, and more 
confidence. The Do ing  Business study also lists the Kyrgyz Republic as among the ten most expensive 
countries in the wor ld  in terms o f  the cost of  dispute resolution-the cost o f  proceedings i s  shown to be 
more than two and a ha l f  times the c la im amount. 

3.65 One area o f  the l aw  where the Ky rgyz  Republic gets relatively high marks in the Do ing  Business 
in 2004 report i s  property rights for creditors and debtors. The L a w  o n  Pledge and the Civil Code 
provide an ample legal foundation for  creditor rights in secured transactions-the Ky rgyz  Republic gets a 
score o f  three out of a possible four for  the report’s creditor rights index. This index, however, rates the 
quality o f  the legal framework only, it leaves aside the question o f  h o w  we l l  these laws are implemented 
in practice. The key elements of a secured transaction framework are present in the Kyrgyz Republic for 
both possessory and non-possessory charges against most types o f  assets, and moveable assets can be 
used to  secure debt. Registration of  the charges i s  reasonably quick and inexpensive, and non-possessory 
charges can be publicized as they are registered in a single State Registry o f  Pledge Transactions 
administered by the Ministry of Justice. The system also allows for mult ip le charges against property, 
including a fluctuating pool  o f  assets such as inventory. Moreover, the assets can secure future 
fluctuating pools o f  debt, and a third party can ascertain these charges. 

3.66 Nevertheless, despite the sophistication of the registry system, it does not  appear to  be 
functioning properly. The registry system i s  paper based, and the centralized computer system provided 
for  in the l a w  has not been established. Currently there i s  n o  sign that such a system i s  being established. 

96 



There are also some difficulties with the Law on Pledge. Legal professionals complain about conflicting 
provisions, lack o f  clarity in the definition o f  assets, and the priority o f  creditors’ rights. Implementation 
i s  somewhat problematic too. In practice, assets cannot be repossessed without working through the 
courts, which are slow and sometimes corrupt. These problems and others are now being addressed in the 
new draft Collateral Law, which merges the Pledge Law and the Mortgage Law. Legal professionals in 
the Kyrgyz Republic observe, however, that the provisions for non-judicial foreclosure in the new draft 
Collateral Law are still weak to impossible to employ, with the new draft Law having a subtle, but 
nevertheless damaging, impact on the ability o f  creditors to realize secured property after default other 
than through the courts. 

3.67 Closely associated with the creditor rights legal framework i s  bankruptcy law. As noted earlier, 
the Kyrgyz Law on Bankruptcy was recently amended in 2002, however, i t continues to contain a 
number o f  deficiencies in the areas o f  clearly defining creditor priorities and providing creditors with fair 
and predictable treatment, maximizing the value o f  debtors’ assets, and facilitating opportunities for 
reorganization as an altemative to liquidation. EBRD recently described the law as “barely adequate” in 
i ts  European Restructuring and Insolvency Guide 2002-03. And the Doing Business in 2004 study ranks 
the Kyrgyz Republic’s legal framework for insolvency as good in some areas and not so good in others. 
The study shows that i t  takes as long as four years to complete bankruptcy procedures, but the cost o f  the 
bankruptcy process i s  relatively low. I t  i s  also shown that secured creditors will be paid in the Kyrgyz 
Republic, according to the law, before court costs, labor claims and tax claims, preserving absolute 
priority. However, the insolvency process in the Kyrgyz Republic seldom results in an economically 
efficient outcome in terms of either foreclosure or liquidation with a going-concern sale; or in a successful 
rehabilitation maintaining the business but hiring new management. The study’s overall index, measuring 
the degree o f  success in achieving the four goals o f  insolvency-cost, time, observance o f  absolute 
priority o f  claims and efficiency o f  outcomes achieved-places the Kyrgyz Republic in the middle 
category o f  countries ranked. 

3.68 An important problem wi th  the current bankruptcy law i s  that i t i s  based on the Russian 
Bankruptcy Law o f  1992, which provides for five separate types o f  bankruptcy proceedings. Most o f  
these proceedings are redundant, unnecessarily complicate the process and make it time consuming for 
creditors. There are thirteen instances when court decisions can be appealed, providing opportunities for 
frivolous appeals that can unnecessarily delay the restructuring process. There i s  a need to review Article 
67 o f  the law as it allows for transactions with a creditor to be rescinded if the transactions were incurred 
within one year o f  banlu-uptcy. This leads to preferential treatment o f  the creditor relative to other 
creditors. Similarly, Article 75 provides that secured credit can be invalidated within one year o f  
bankruptcy. Both o f  these provisions reduce the level o f  certainty and predictability for creditors and 
undermine the rationale for having a system o f  secured credit. There are also problems with the test for 
bankruptcy, which i s  based on the “ability” o f  a debtor to pay, rather than failing to meet the “demands” 
o f  a creditor to pay. The latter test i s  much more straightforward to apply, making it easier to initiate 
legitimate bankruptcy proceedings and to put in place an administrator to  protect creditor interests 
through either restructuring or liquidation. 

3.69 Company and securities law also needs further improvement. There are a number o f  provisions 
in the new Law on Joint Stock Companies where shareholders and board members are given 
inappropriate rights that confuse the roles and responsibilities o f  shareholders, the board o f  directors, and 
management. For example, shareholders have the right to dismiss directors without good cause, and 
operate without a board if there are less than 50 shareholders. Similarly, the board o f  directors i s  made 
responsible for management, rather than overseeing management, but at the same time i t  i s  prevented 
from giving instructions to management. The degree o f  liability o f  directors and managers i s  not clearly 
defined, and could lead to ultra-conservative behavior that does not promote the interests o f  the company. 
Liabil ity should be formally evaluated in terms o f  whether they have acted in good faith on the basis o f  
the information that was available. The legislation fails to provide a clear definition o f  the responsibilities 
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o f  the audit committee, which should be comprised o f  independent directors, and it i s  not clear what 
minimum level o f  information the board should provide to i t s  shareholders. 

3.70 The new L a w  on Joint Stock Companies also creates restrictions limiting the payment o f  ordinary 
dividends to  current year profits, which does not take into account the possibility o f  paying dividends 
from reserves. Further, a company must pay out at least 25 percent o f  profits as dividends, which 
precludes opportunities for companies to reinvest profits. The law allows for subscribers o f  equity to pay 
in kind, rather than cash, which creates r isks in terms o f  inappropriate transfer prices. Shareholders also 
have the ability to  only partially pay for shares for up to one year from subscription, and this makes i t  
difficult for creditors to ascertain the true financial condition o f  a company. There are also a number o f  
amendments to the Civ i l  Code (Article 147(3) and Article 151(3)) that place restrictions on the level o f  
dividends and number o f  shares that can be issued by certain types o f  joint stock companies. 

3.71 Accurate financial reporting continues to be a problem, notwithstanding initiatives to improve the 
situation. In part, the absence o f  reliable financial information has been a function o f  the lack o f  
International Accounting Standards qualified accountants and International Accounting Standards 
qualified auditors. This situation i s  now beginning to change. As o f  2003, there were 42 accounting and 
auditing f i rms operating in the Kyrgyz Republic, including Deloitte Touche Tohmatsu based in Bishkek 
and PricewaterhouseCoopers based in Almaty. Further difficulties are caused by the difficult 
environment within which auditors work. Typically, SMEs maintain two sets o f  accounts, many 
transactions are cash based, and i t  i s  difficult to get debtors to confirm transactions. These problems stem 
from the heavy burden imposed by the tax system, and the high levels o f  negotiation required with tax 
officials, discussed above. 

3.72 There are also legislative issues that need to be addressed in the financial reporting area. The 
State Committee on Standards o f  Financial Reporting and Auditing has prepared draft legislation to make 
the Tax Code consistent with the Accounting Law. The Civ i l  Code also needs to be amended to make it 
consistent wi th  the Audit Law to remove the requirement for professional indemnity insurance, as it i s  not 
feasible at this stage. In addition, the Government should consider the introduction o f  differential 
accounting requirements for SMEs, based on a simplified system o f  International Accounting Standards, 
to reduce compliance costs. 

Property Laws 

3.73 Land laws continue to be problematic in the Kyrgyz Republic, as they refrain foreigners from 
owning land, which, in turn, creates constraint to foreign investment in the Kyrgyz Republic. In 
comparison, the property laws for local investors present few problems. Some difficulties arise in 
enforcing property rights for local investors, however, because o f  the lack o f  a properly functioning 
property register. Registration o f  ownership i s  needed to protect investments and enable assets to be used 
for purposes o f  securing external sources o f  finance. 

3.74 Despite having intellectual property laws that comply with WTO regulations, enforcement o f  
intellectual property laws by government agencies, such as customs and police, i s  not adequate and the 
judicial system i s  s t i l l  unable to address intellectual property right disputes effectively. As a result, illegal 
copying, reproduction, and broadcasting o f  intellectual property are wide spread in the Kyrgyz Republic. 

3.75 For the ten years the Concessions Law has been in effect, there has been only one concession 
agreement concluded, the Kumtor mine. Reasons for limited use o f  concessions revolve around the type 
of economic activity now underway in the Kyrgyz Republic and existence o f  competing laws and 
regulations. In the mining industry, it i s  useful, and technically correct, to distinguish between 
concessions, which are sometimes publicly bid but not always, and a normal licensing system. 
Concessions are generally granted for very large deposits, l ike Kumtor, and are normally subject to deal- 
specific negotiations between the government and the operator. Governments are usually advised to 
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avoid concessions on hard-rock mineral deposits, as they can open the door to corrupt practices. The 
more common practice in the mining industry i s  a system o f  licenses (mining titles)--exploration leading 
directly to exploitation-which i s  provided for under the Kyrgyz Mineral Resources Act. As a result, 
most foreign investors in the mining sector have used licenses rather than concessions to govern their 
investments. 

3.76 Nevertheless, as a rule it i s  better to minimize the case-by-case negotiations o f  concessions and 
conform to generally accepted tax and other laws in order to minimize the possibility o f  improper 
dealings. The Kyrgyz Republic’s Mining law is, however, provides for an unworkable mining title and 
license system; the tax, surface rents, bonus payments, and other fees for holding land i s  also unworkable 
in practice, all requiring modifications. 

3.77 A final reason why concessions have not been used i s  lack o f  a pipeline o f  projects open for 
private sector biding. In addition to mining, there are a wide range o f  opportunities for added use o f  
concessions, such as roads, water, and power. The ongoing efforts to establish private participation in 
electricity distribution companies through the concession route may pave the way for more such 
arrangements in the future. But, this requires amending the concessions law to enable the government to 
give a concession o f  assets o f  joint stock companies (i.e., majority but not fully state-owned) to private 
investors, a work currently in progress. A further step in this direction would be establishment o f  a Public 
Private Partnership Unit in the government that can define guidelines for the use o f  concessions and work 
wi th  l ine ministries in power, roads and water to develop projects. Standard guidelines are also 
important, as concession agreements for public services need to be harmonized wi th  economic regulations 
in the uti l i ty sectors, where typically the projects are large, and the contractual arrangements are complex 
and relatively inflexible. 

3.78 Recommendations: 

Contract Enforcement: (i) reduce the time and costs to enforce business contracts through 
judicial reforms; (ii) develop alternative, private dispute resolution mechanisms; and (iii) 
develop training program for judges and other members o f  the judiciary in commercial law 
(a third party arbitrage court has recently been established, which if works effectively could 
address the point (ii); 

Property Rights for Creditors and Debtors: Improve the Law on Pledge and Mortgage Law 
by clarifying definition o f  assets and creditor rights and making provisions for non-judicial 
foreclosure; (ii) computerize the registry system for secured transactions (the new draft 
Collateral Law wi l l  address both of these issues when enacted; but it should ensure that 
provisions for nonjudicial foreclosure are strengthened not weakened); 

Bankruptcy: Improve the Bankruptcy Law by (i) clearing up creditor rights; (ii) simplifying 
procedures; (iii) eliminating potential for frivolous stays on procedures; (iv) revising the test 
for bankruptcy; and (v) reviewing Articles 67 and 75 to strengthen the level o f  certainty and 
predictability for creditors; 

Company and Securities Legislation: (i) improve the Law on Joint Stock Companies in the 
areas o f  rights, responsibilities, and liabilities o f  shareholders, directors, and managers; 
(ii) information disclosure; and (iii) rights to externally audited accounts; 

Financial Reporting: (i) as part o f  the ongoing work on the Tax Code, make i t  consistent 
with Accounting Law; (ii) amend Civ i l  Code to make it consistent with the Audit Law; and 
(iii) consider different accounting requirements for SMEs, based on simplified system o f  
International Accounting Standards; 

Property Legislation: (i) consider allowing for the foreign ownership o f  the land; 
(ii) computerize land registry and complete process o f  recording land titles; (iii) strengthen 
capacity o f  customs, police, and other official agencies and elicit cooperation o f  private sector 
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to enhance protect intellectual property rights; (iv) develop training program for judges and 
other members o f  the judiciary in intellectual property law; and (v) strengthen the concession 
l a w  and i t s  consistency with other relevant legislation and establish a Public-Private 
Partnership body to start benefiting f rom the potential o f  concessions in bringing-in foreign 
investors in mining and utilities sectors. 

c. CHALLENGES FOR IMPROVED COMPETITIVENESS 

3.79 A key element o f  growth strategy should be to  put in place the necessary conditions for  improved 
enterprise competitiveness and sustained growth, based o n  the Ky rgyz  Republic’s comparative 
advantages and the small country strategy for export success (flexible specialization in niche markets). 
The earlier analysis o n  the SAM-based sources of growth and trade barriers, the industry case studies, and 
the survey findings and observations f rom interviews with private sector representatives, collectively, 
reveal f ive broad areas, amenable to govemment and donor initiatives that require pro-active support: 

0 Strengthening enterprise capability with a focus o n  business strategy-making, marketing, and 
production efficiency; 

0 Deepening financial markets and promote working capital instruments; 
e Improving efficiency o f  trade support services; 
0 Upgrading infrastructure; 
e Building institutions and training programs to  support agriculture and meeting standards in 

international markets. 

Strengthening Enterprise Capability and Increasing Productivity 

3.80 One o f  the main challenges facing the Kyrgyz Republic i s  enterprise competitiveness. A widely 
used measure to assess enterprise competitiveness across countries i s  relative unit labor cost expressed in 
a common currency. Chapter 1 assessed Kyrgyz unit labor cost vis-a-vis CIS comparators/competitors, 
which revealed that the Kyrgyz Republic’s low wage advantage is being eroded by its larger productivity 
disadvantage with al l  the comparator countries. The consequence i s  higher unit labor cost and trouble 
competing at home and abroad. The industry case studies conf i rm a substantial competitive gap between 
Kyrgyz firms and their international rivals. T o  address this problem, measures to improve enterprise 
capability and productivity must be an important part o f  the development agenda. 

3.81 
studies point to six factors that are mainly responsible: 

What are the major causes of the Kvrmz Republic’s uroductivity problems? The industry case 

e Low capacity utilization: All the case studies show that many plants are plagued by excess 
capacity, particularly those plants established in the Soviet era when capacity was installed to  
meet export quotas to other FSU countries. A lo t  o f  large plants operate at 40 percent o f  
capacity or  less, which reduces technical efficiency o f  production substantially. Firms also 
struggle with substantial debt burden and vintage equipment. Other problems that exacerbate 
the excess capacity problem are management problems, disrupted and weak channels of  
distribution, workmg capital shortages, difficulties getting consistent r a w  materials supplies 
and infrastructure problems, which are discussed elsewhere in this chapter. Some examples 
are as follows: 

> In the cotton industrv, production capacity in ginneries, o n  average, i s  as much as three 
times available r a w  material supplies. Small ginneries often operate at excess capacity 
because o f  lack o f  working capital t o  obtain raw  materials; y a m  manufactures operate at 
15 to 20 percent o f  capacity; one large producer o f  f inal  products, terry cloth for furniture 
and towels, operates at just 6 percent o f  installed capacity for lack o f  working capital to 
purchase critical raw  materials and for lack o f  markets for i t s  current product range. 
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9 In the f ru i ts  and vegetable industry, about ha l f  the processing companies average at 
50  percent capacity uti l ization and the rest operate at much lower levels depending on 
regional location. Use o f  available capacity i s  l o w  because o f  poor product planning, 
inconsistency in r a w  material supplies, inabil ity to get enough glass containers at critical 
times because o f  import  difficulties and working capital problems, and electricity and 
water problems in some places. 

9 In the wool processing industrv, the three privatized processing plants operate at less than 
25 percent capacity uti l ization because o f  dwindling raw material supplies, o l d  and id le 
equipment, and dried up former markets at home and internationally. 

9 In the dairv industry, installed capacity o f  an average processing facil i ty i s  about enough 
to produce 300 tons o f  milk per day, but i t  operates at only 100 tons per day during the 
summer peak season because of  difficulties and costs o f  getting r a w  materials, lack o f  
working capital and transport problems. 

Quality of machinery: In many industries, machinery in use i s  vintage Soviet equipment, 
designed for mass production o f  standard products and cheap energy. In many cases, 
equipment i s  inefficient and i s  not suitable for the flexible specialization and differentiated 
product strategy, which Kyrgyz f i rms must adopt for  future competitive success. Vintage 
equipment i s  also responsible for frequent breakdowns, which stop production and result both 
in production delays and in increasing costs due to frequent repair and maintenance as we l l  as 
expensive importation o f  spare parts. Some examples are as follows: 

9 In the f ru i ts  and vegetable industw, the average age o f  equipment i s  about 15 to  20 years 
o l d  and most o f  i t  was purchased f rom Russia. Sixty percent o f  the equipment i s  assessed 
as in “good serviceability or better,” but experts estimate that 70 percent o f  the equipment 
o f  processing companies wi l l  have to be replaced in the future to successfully compete in 
target markets. Equipment investments wil l require new processing technologies and 
introduction o f  information technology. 

P In the cotton industrv, nearly a l l  ginneries operate with 1960s equipment-both local  and 
foreign investors have done l i t t le upgrading as processors in the region are currently 
demanding only medium grade cotton. This o l d  equipment in ginneries results in l o w  
conversion ratios o f  raw  cotton to lint cotton-on the order o f  35 to  45 percent, about the 
same productivity as inefficient plants in Kenya and Cambodia. 

9 In the wool  industry, the o ld  equipment in processing facilities produces a woo l  t o  yarn 
ratio o f  just 1.54 (1.54 kg o f  woo l  to 1 kg o f  worsted yarn), comparable to the 
productivity o f  some o f  the world’s most inefficient producers in A f i i ca  and Central Asia. 

e Management capability: An important reason for l o w  productivity i s  weak management. 
Kyrgyz managers are not  wel l  trained and often no t  fully engaged in the business. Thus, poor 
management results f rom two  factors: inadequate know-how and pre-independency business 
style/practices that continues to cut initiative and drive about what effort, innovation, and 
cooperation can do. Some examples are as follows: 

9 In the h i t s  and vegetable industrv, 80 percent o f  managers have a higher education and 
46 percent have technical training. But many o f  these managers got their training in 
Soviet management schools and got their experience as managers in the Soviet era. As a 
result, they put most o f  their emphasis o n  the production process rather than o n  product 
quality and marketing and look to the government for  help rather than their own 
initiatives. Planning and long-term development strategies are inadequate. Financial 

101 



management i s  poor. Few f i r m s  engage in quality management. Decision making in 
f i r m s  i s  highly centralized. Top managers make the decisions and key technical 
personnel are generally not involved. For instance, managers often argue that they need 
financing in order to produce more profits, with limited attention to finding ways to 
accelerate profits to obtain retained earnings for financing. Ninety-seven percent o f  
managers cite current management practices as adequate, but blame their business 
problems on the external environment-administrative barriers, government’s failure to 
help, lack o f  credit, energy prices and the like. 

0 Worker efficiency: Task-level efficiency o f  workers i s  poor compared to intemational 
competitors. This seems to apply even in situations where equipment in use i s  relatively 
modem and up-to-date. In some instances, workers have good skil ls, but their initiative, work 
intensity and consistency are comparatively inadequate. Another part o f  the problem i s  
worker training. Industry specific training institutions have closed and with them facilities to 
train workers. Companies do not have the resources to develop training programs for basic 
sk i l l  development. There i s  also a “brain drain” o f  educated and talented workers to higher 
wage countries in the region. For instance, one o f  the principal problems raised by ginneries 
in the cotton industry i s  the lack o f  trained mechanics and engineers for operations and 
maintenance. Many technically trained workers are seeking jobs in higher wage countries 
l ike Northern Russia where wages in the construction or mining industry can be four to five 
times higher than the Kyrgyz Republic. 

0 Lack. of specialization: Kyrgyz f i rms often produce too many products. The reason for this 
lack o f  focus, particularly in the case o f  exporters, seems to be serving both domestic and 
international markets, and, in those markets, serving too many market segments. Lack o f  
specialization can reduce productivity, because it increases shop floor complexity and 
reduces throughput. Companies also find it much more difficult to track just how much profit 
each individual product provides and they often end up selling products that do not make 
money. Some examples are as follows: 

P In the f ru i ts  and vegetable industrv, a specialized juice exporter have eight times higher 
productivity than an unspecialized exporter o f  mixed products. Specialization in the food 
processing industry i s  made more difficult by the fact that producers do not have enough 
information to plan for future production. Farmers do not provide harvest forecasts or 
any other information, consequently, processors do not know exactly where particular 
crops will be grown, what will be grown, or who will grow them. Good information on 
domestic and external consumer markets i s  also lacking. Better cooperation between 
farmers and processors and better market information will be needed to focus on 
particular market segments and plan production. 

0 Limited economies of scale: The Kyrgyz Republic’s domestic market i s  small, as does its 
population, and incomes are low. But the market i s  made even smaller by several other 
factors: First, a large portion o f  the rural population i s  isolated from the market because 
distribution channels, which were disrupted after the collapse o f  the Soviet Union, have not 
been fully re-established4ven in urban areas distribution channels for basic manufactured 
goods remain underdeveloped. Second, high transport costs (because o f  high fuel costs, old 
vehicles, poor roads, and bribes for road police) and lack o f  working capital worsen the 
situation. As noted in Section B and Chapter 2, inadequate government standards (GOST)-- 
which are now being improved-and inadequate administration o f  the standards in industries 
such as building construction and others also reduce the size o f  the market for companies 
manufacturing products l ike construction materials and durable goods. With small market 
size, i t i s  difficult for Kyrgyz manufactures to shift from “job-shop’’ production o f  a few units 
o f  special-order products to batch production, where there are economies o f  scale and 
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productivity i s  much higher. Domestic f i r m s  that become exporters in many countries often 
begin by f i rs t  producing for the domestic market and then enter world markets only after their 
costs are brought closer in l ine with international competition. Consequently, removing non- 
natural constraints on the size o f  the home market can influence the ability to enter into 
export markets. Some examples are as follows: 

9 In the cotton industry, because o f  lack o f  worlung capital ginneries are unable to purchase 
large volumes o f  raw cotton fi-om farmers. Ginneries are forced to do contract processing 
and to make barter arrangements in small lots. The whole process o f  consolidating 
purchases, producing cotton lint, and transferring it to the next stage o f  value added 
processing o f  cotton yam i s  weakened. Farmers often must sel l  small volumes o f  lint 
directly to cloth and yam makers or use lint cotton to barter for other goods. And, as yarn 
and fabric manufactures must purchase from individual farmers or through brokers, 
transaction costs are higher. 

9 In the fruits and vegetable industry, a very small group o f  f i r m s  have economies o f  scale 
for similar reasons-Le., lack o f  working capital, raw material supply inconsistencies, 
transport problems. Also, the market for raw material i s  poorly organized and highly 
dependent on the weather because o f  l imited imgation. 

9 In the wood processing industry, door manufacturers and producers o f  other types o f  
construction materials, and furniture manufactures, are hampered in producing standard 
products, using batch production processes, because construction standards are not wel l  
defined or properly enforced. 

3.82 What stem can be taken to improve enterprise productiviv and enhance competitiveness? In the 
long run, the real exchange rate i s  expected to converge on i t s  equilibrium value and competitiveness 
becomes virtually synonymous with trend productivity growth. So the main competitive challenge for the 
Kyrgyz Republic in the longer term i s  how to create the conditions for rapid and sustained productivity 
improvement. This will require firstly the support o f  a sound investment climate, as the investment 
climate creates the potential for improving productivity growth. But a sound investment climate alone 
does not generate productivity improvement. Productivity i s  created at the microeconomic level-in the 
ability o f  f i r m s  to design and produce valuable goods and services, using efficient production methods, 
and to take advantage o f  market opportunities. The foundations for productivity improvement rest mainly 
on: (i) the capability o f  f i r m s  and the strength o f  technology transfer mechanisms; (ii) the quality o f  factor 
markets; and (iii) robust competitive pressure. 

3.83 Several o f  these elements are discussed elsewhere in this Chapter and the Report itself, what has 
not been emphasized enough so far i s  the importance o f  developing more efficient mechanisms for 
technology transfer to improve the environment for enterprise learning. 

3.84 Studies in many transition countries show that a key driver o f  productivity improvement i s  
enterprise “learning.” Learning takes place by way o f  the transfer o f  technology4efined broadly to 
include new ideas, equipment, management practices, marketing strategies, and the like-fi-om more 
advanced countries. The strength and efficiency o f  the mechanisms for technology transfer in a transition 
country determine the enterprise-leaming rate. Depth o f  financial markets, supportiveness o f  the 
investment climate, and other factors that influence investment rates are important for productivity growth 
too, but the efficiency o f  investment wil l depend on the technical ability o f  f i r m s  to acquire, adapt, and 
efficiently use new capital equipment and new ideas. 

3.85 The leading source o f  technical leaming in f i rms i s  by private learning mechanisms. These 
operate via the intemal efforts o f  private f i r m s  to leam through interactions with foreign buyers and 
suppliers, interactions wi th  other foreign and domestic f i rms in the same industry, hiring expert 
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consultants and expert foreign employees, and intemal and external training programs for managers and 
workers. When f i r m s  cannot meet all their leaming needs through their own efforts, there i s  a demand for 
technical support services from govemment, NGOs, and donors. 

3.86 T o  improve productivity in the Kyrgyz Republic, f i r m s  wil l need updated production 
technologies, technical advice to improve factory organization and product quality, and worker training 
programs. Productivity improvement w i l l  also require better strategy and marketing. Kyrgyz f i rms must 
do what they are doing more efficiently, but also develop new strategic approaches that make improved 
efficiency profitable. The latter will involve the capability to make an assessment o f  the strategic 
positioning o f  the firm. This entails making choices about: (i) what products to produce, (ii) what market 
segments products should be produced for and how they will be marketed, and (iii) what technology wil l 
be used to produce the chosen product line. 

3.87 The principal elements in building a successful strategy are to invest heavily in understanding 
what product attributes the buyer values, and to invest heavily in enterprise technical leaming. These, in 
tum, are areas where companies require govemment and donor assistance. I t  i s  observed in the industry 
case studies that Kyrgyz companies too often get the strategic decision process backward-firms begin 
with a product they think can be produced and then try to find ways to sel l  it, rather than starting with the 
market and the product attributes the market wants. 

3.88 Part o f  the reason for this perverse approach i s  that Kyrgyz f i r m s  are isolated from the market. 
Most o f  the mechanisms firms normally rely on to gather information about buyer’s preferences are 
absent. Buyers are not visiting the Kyrgyz Republic in large numbers and companies often do not have 
the resources or do not understand how to go about visiting buyers in other countries. The attitudes o f  
Kyrgyz producers about how to approach the market have also been shaped by pre-independency notions 
in many respects. Firms are jus t  beginning to understand a customer driven approach. Managers need 
training and they need local role models, such as direct foreign investors and joint venture partners, to 
leam from. They also need the advice of marketing consultants and assistance to visit foreign markets. 
Assistance wil l also be required for related and supporting industries, such as packaging, as this i s  a key 
element in marketing and new product development. As one food-processing entrepreneur put it, 
“packaging i s  one of the weakest points of Kyrgyz export infrastructure.” Exporters in jus t  about every 
industry have difficulties with packaging-it i s  expensive and time-consuming to import, and local 
packaging does not meet exporter’s needs in design, strength, and suitability as well as foreign health and 
safety standards. 

3.89 The industry case studies illustrate that, as with strategic planning and marketing, private 
technology transfer mechanisms for technical leaming are also weak or missing in the Kyrgyz Republic. 
Firms find it difficult to upgrade their production processes. In-firm training programs are few, so does 
interactions with buyers and suppliers, reducing the f low o f  technical information; the availability o f  
expert technical consultants i s  insufficient; and there are few foreign investors or experienced local f i rms 
to  serve as role models and channels for technology transfer. Good public and private technical training 
resources external to the firm are also few in number. Industry-specific worker training programs 
collapsed with the Soviet system. Similarly, technical training in higher education institutions has 
deteriorated for lack o f  resources. Donor, NGO, and business association training and technical advisory 
services do exist and are mahng an important contribution, but these programs are limited in scope and 
resources and cannot substitute for al l  the weaknesses in private technology transfer mechanisms, given 
their present makeup. Also, business support organizations and projects are spread unevenly across the 
country-the majority are concentrated in Bishkek and Osh, many rural areas receive only l imited 
attention, if any. The deficiencies in leaming mechanisms in the Kyrgyz Republic need more attention i f 
firms are going to upgrade their technical capabilities and productivity to compete internationally. 

3.90 Strengthening mechanisms for technology transfer depends, critically, on the quality o f  the 
investment climate, as a sound investment climate increases the likelihood o f  more foreign investment 
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and of expanding other modes o f  foreign technology transfer. Clearly, FDI and the number o f  buyers and 
suppliers traveling to the Ky rgyz  Republic will not increase significantly without improvements in 
regulatory and administrative barriers, legal institutions, and corruption. An improved investment climate 
also increases incentives for local f i r m s  and investors to learn and adopt new technologies. In addition, 
there will also be a need for direct interventions to expand and build up mechanisms for technology 
transfer. 

3.91 The Free Economic Zones (FEZ), with their improved investment climates, have in principle 
been an important intervention to  increase foreign investment and technology transfer. The analysis o f  
the FEZ production data suggests that f i r m s  in the FEZ in Bishkek have f ive to  seven times higher 
productivity than the average Ky rgyz  firm because o f  the improved business environment and because o f  
the use o f  superior technology (better machines, management practices, worker training schemes, market 
information, and so on). The technology transfer “spillover” effects f rom these FEZ f i r m s  to the local 
economy should, however, be substantiated, by way o f  the abil ity o f  local f i r m s  to  “benchmark” their 
operations against these higher productivity companies and by way o f  Ky rgyz  workers gaining experience 
in these FEZ firms. Some of these workers will leave over time to w o r k  for  local companies or  to start 
their own firms, taking the new technological ideas with them. Further efforts to increase FDI in the FEZ 
and to increase links between FEZ firms and the local economy can help to increase these beneficial 
spillover effects. 

3.92 Interventions to continue building up and improving institutions for management training and 
business advisory assistance are also needed to improve the transfer o f  t e ~ h n o l o g y . ’ ~ ~  These institutions 
should be l inked to  advanced country sources o f  expertise, and managed by the private sector entities. 
They wil l need the assistance o f  government and donors until business activity grows enough to widen 
the market for  private business development services. Helping to build up existing private business 
service providers, such as private business consulting firms, by assisting them to link up with foreign 
business consulting f i r m s  in joint-ventures and improving their skil ls i s  another way to  improve the 
learning environment and increase technology transfer.200 

3.93 Assistance to develop technical and vocational training institutions (public and private) i s  needed, 
too. These training institutions must cooperate closely with the private sector in developing and 
providing innovative programs for worker training. In addition, cost-sharing grant schemes are needed to  
assist f i r m s  in developing their own innovative, in-firm training programs, in hiring expert consultants, 
and in searching for new technologies and markets. Finally, as discussed in Section B above, reducing 
import  duty and VAT o n  capital equipment not  produced in the Ky rgyz  Republic could provide another 
important incentive for technology transfer and upgrading o f  equipment in firms. The Kyrgyz Republic’s 
pol icy should be to make a supreme effort to stimulate the transfer o f  new technology into the country by 
keeping the cost o f  imported equipment as close to wor ld market price as possible. 

199 A good example of such institutions are Center for Enterprise Rehabilitation and Management Assistance (CERMA; 
www.CERMA.ge) in Georgia and the Agency for Enterprise Restructuring and Assistance (ARIA; www.ARIA.md) in Moldova. 
Founded in 1997 to implement the post-privatization assistance to the Georgian industrial enterprises under a World Bank 
Project, CERMA i s  the largest management consulting company today, providing enterprise transformation services in Georgia. 
It focuses on accelerating the adjustment of the enterprises to the new, market environment, improving competitiveness and 
financial performance of post-soviet era firms; and supplying the labor market with the qualified business consultants and 
incumbent managers. ARIA has been established in Moldova in 1995. I t  i s  active in management consulting, training, and 
investment & new business development. Companies working with ARIA have demonstrated a positive trend o f  financial 
performance, sales positions and reduction in the level of barter. 

2oo A study, “Business Development Services in the Kyrgyz Republic,” carried out by GTZ in 2002, shows that expansion of 
local business development services, such as management consulting, accounting, advertising, product development and so on, i s  
constrained by the extent of the market, which i s  currently quite small, and by an unfavorable business environment. The quality 
o f  these services, their future development, and their ability to assist in the transfer o f  technology are also limited by lack o f  
contact with ideas and service providers in more advanced countries. Th is  isolation needs to be addressed. 
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Developing M o r e  Robust Financial Systems 

3.94 The industry cases studies show that access to finance i s  a considerable impediment to enterprise 
competitiveness. Consistent with the overview in Chapter 1 o f  this report, the main constraints are cited 
to be high interest rates, high collateral requirements, and lack o f  access to  working capital. These 
conditions are a reflection o f  the underdeveloped financial system; although stable, a fragile 
macroeconomic environment; and a nascent and struggling private sector. Volume I1 o f  this Report 
discusses these challenges in more detail and summarizes current initiatives to  strengthen the sector. 
What follows, will outline some o f  the financial problems firms are facing as portrayed in the industry 
case studies. 

3.95 In a l l  o f  the industry case studies lack o f  working capital i s  shown to be an important constraint 
o n  productivity improvement and industry development. Inadequate working capital i s  constraining 
capacity utilization, reducing economies o f  scale in production, and limiting the development o f  forward 
and backward linkages. 

3.96 The cotton industrv provides a typical example. Each stage o f  value added production faces 
working capital constraints. Farmers cannot buy enough fertilizers, pesticides and other inputs to  increase 
productivity. I t  i s  estimated that they are able to acquire only 40 to  50 percent o f  pesticides and 
insecticides needed. Fertilizers often must be bought v ia  a barter system, which means they pay a markup 
equivalent to a 62 percent price increase. A few medium to large farms with enough working capital buy 
plastic sheets to  cover fields during the early phase o f  planting. This technology has advantages o f  
shortening the growing season substantially, increasing yields by as much as 85 percent, and reducing 
labor costs for weeding and costs o f  pesticide and insecticide use. In the next stage o f  production, 
ginneries do not  have enough working capital t o  buy r a w  material f rom farmers in large lots. M a n y  
transactions are done on an inefficient small-lot barter basis. This cuts capacity uti l ization and economies 
o f  scale in distribution, reducing productivity. Y a m  and cloth producers are constrained by working 
capital too. They often are constrained in buying enough r a w  material f rom ginneries or  must by small- 
lots directly from small farmers-who have usually contracted o n  a barter basis with ginneries to process 
their cotton in to  lint). At the higher stages o f  the value chain, f inal  goods producers are similarly 
constrained in buying needed inputs to upgrade the quality o f  their products for  export, reducing their 
competitiveness and market potential. 

3.97 Poor access to fixed asset financing also reduces competitiveness. Trade liberalization i s  putting 
pressure o n  firms to reduce costs and upgrade their technological capabilities, but lack o f  credit i s  
restricting their abil ity t o  adjust. Firms are forced to  continue to use vintage, inefficient equipment, 
which, as noted above, constrains their abil ity to meet export quality standards, and raises production 
costs because o f  increased maintenance and repair and higher energy use. The h i t s  and vepetables 
industrv i s  a good example. As noted above, experts estimate that 70 percent o f  the equipment o f  
processing companies will have to be replaced in the future to successfully compete in target markets. 
Interviews with firms in the industry revealed that more than 80 percent want to  begin the upgrading 
process but most o f  the companies cannot find the resources to  fund these investments. Managers 
observe that access to credit, particularly t o  much-needed longer-term credit, i s  limited. They also note 
that high interest rates and collateral requirements undercut the return to  borrowed funds. Therefore, 
f i r m s  are reluctant to make investments unless profits f rom the project are high and assured. On the other 
side o f  the equation, financial intermediaries face significant difficulties lending to processing firms. 
M a n y  older f i r m s  s t i l l  have substantial debt lef t  f r om the transition era. Managers often lack the 
information and experience in preparing feasibility studies and business plans required by lenders. 
Finally, as discussed earlier, many firms have non-transparent financial statements, unstable financial 
status and poor financial and operational management. 
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Improving Efficiency of Trade Facilitation Services 

3.98 Competitiveness requires that producers get imported inputs at world prices, on time, and final 
goods transported to destination markets in a timely fashion at low cost. Supply-chain costs and outward 
transport costs depend heavily on the efficiency o f  trade support services o f  customs and other agencies, 
and the adequacy o f  infrastructure. Chapter 2 o f  th is study details problems with trade support services in 
the Kyrgyz Republic2” and recommends improvements in border agencies dealing with foreign trade and 
transit. In this section, we detail some o f  the problems raised by  f i r m s  in the industry case studies. 

3.99 Firms in all the 
industries point to problems o f  corruption, heavy burden o f  documentation required, and processing 
delays. Customs notes that in principle goods can be cleared when all documentation i s  in order in three 
to four hours. According to importers, however, in practice it takes in the order o f  three to f ive days to 
get consignments released, largely because o f  bureaucratic requirements, such as translation o f  documents 
for Customs, required certificates o f  quality that entail numerous and lengthy administrative steps, a 
requirement that importers provide a company bank certificate and a certificate o f  tax registration for each 
transaction. In addition, if payments are made through a bank-compulsory for sums exceeding 
US$400-at least three days are required before Customs i s  advised o f  the payment and can release 
goods. Furthermore, productivity o f  Customs administration i s  significantly reduced due to procedures 
they follow: too many consignments are inspected when a few should be randomly selected and there i s  
duplication in inspections, which cause delays. Customs officials also have too much discretion in 
determining valuations and use i t  to extract bribes. Delays also occur because numerous transit shipments 
are subjected to  a time-consuming convoy escort system, which i s  unnecessary in most cases. 

The most problematic trade facilitation service for business i s  Customs. 

3.100 Because o f  inefficiencies in i ts  procedures, organizational problems, and poor communications, 
Customs has difficulties in dealing effectively with problems o f  smuggling, which are large, particularly 
along the Kazakh and Uzbek borders. Smuggling i s  having a significant affect on the ability o f  local 
f i r m s  to grow and develop by undercutting their competitiveness. 

3.101 Transportation i s  cited by many f i r m s  as a costly problem, particularly in industries where 
agricultural raw materials are important. Equipment, fuel costs and road conditions figure in the 
complaints, but, as noted earlier, road police bribes and delays are part o f  the problem too. In terms o f  
infrastructure development, poor rural roads are cited as the most important problem. 

3.102 Transit through Uzbekistan i s  difficult for Kyrgyz transporters. Same applies for transit through 
Kazakhstan-reportedly due to delays at police checkpoints, waiting for escorted convoys, and official 
corruption. These transit problems are particularly important in industries with perishable products, such 
as the dairy industry, an important export product-group to Kazakhstan.*02 Prior to 1998, trade 
regulations allowed Kyrgyz dairy processors to deliver products to markets in southem Kazakhstan. 
However, trade regulations and customs procedures imposed by the Kazakh government later on have 
increased delivery time to as much as 15 days.203 According to firms, there is  constant negotiation 
between the dairy processor and the importer regarding, who i s  responsible for costs incurred as a result. 
In most cases, as product delivery has not taken place, added costs must be absorbed by the dairy 

20’ The discussion, in addition to background work undertaken in the context of this Report, draws from a recent World Bank 
Study on “Trade and Transport Facilitation: Kyrgyzstan,” (mimeo), World Bank, March 2003; and on Trade and Transport 
Facilitation in Central Asia: Reducing the Economic Distance to Markets,” World Bank, 2004. 

202 See Box 2.1 in Chapter 2 and Volume 11, trade performance analysis. 

*03 Several days are required to process a passport for delivery o f  goods, an additional three to four days are required before funds 
arrive to the Customs office for a 16 percent VAT payment (paid by Kazakh import agents), and as many as seven to eight days 
are required to clear export documentation. During this period, dairy processors must pay for hotel accommodation for the driver 
and security personnel, and more important, the cargo must be kept refrigerated. 
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processor. As a consequence of these delays and added costs, Kyrgyz dairy processors have come under 
increasing pressure from Kazakh importers regarding delivery times and costs, are losing markets in 
southern Kazakhstan. As noted in Chapter 2, some o f  these transit/administrative barriers are currently 
being removed, as a result o f  a transit agreement signed with Kazakhstan in December 2003. 
Nevertheless, among the remaining official policy barriers, various road taxes and fees levied by local 
authorities (oblasts) on foreign carriers, which will continue to create difficult challenges for the Kyrgyz 
traders. 

Upgrading Infrastructure 

3.103 
efficiency and raise distribution costs. 

Firms in the industry case studies report that infrastructure deficiencies reduce operating 

3.104 Costs o f  water and electricity in the Kyrgyz Republic are l ow  by regional and international 
standards-water tariffs are half the average for OECD countries and electricity charges are much less 
than the regional average-but f i rms in the case studies report that deficiencies in water and electricity 
supply are reducing productivity in some industries. Electricity i s  reported to be the biggest problem. 
This, in turn i s  explained, among other factors, by significantly below cost-recovery charges for these 
services, hampering adequate maintenance and upgrade o f  the infrastructure. Frequent power outages and 
power fluctuations stop production and increase set up costs on production lines, waste raw material, 
damage equipment, and lower product quality. Firms note that electricity and water problems are uneven 
across the country and some areas are much worse than others. 

3.105 Another infrastructure problem i s  roads, which raise transport costs, cause distribution delays and 
limit access to some markets. The classified inter-city road network i s  9,834 kilometers long and includes 
4,156 kilometers o f  national roads and 5,678 hlometers o f  regional roads. Only 40 percent (including 
local roads) o f  the total network i s  paved. Approximately 
60 percent o f  the network requires urgent rehabilitation. Because o f  a lack o f  funding, local roads, in 
particular, have received little maintenance. Deteriorated roads, together with bad weather conditions, 
make Kazakhstan-where al l  major international road arteries pass through-barely accessible for transit 
for many months o f  the year. Given how crucial these connections are to the Kyrgyz economy, especially 
when shipping out agricultural products to Russia, this i s  a significant problem for Kyrgyz traders. For 
the same reasons, Chinese cargo enters the Kyrgyz Republic directly only in summer and must make a 
detour through Kazakhstan.204 

At all levels roads have deteriorated. 

3.106 Access to irrigation along with the access to roads and markets i s  among the determinants o f  
tradable crops production and agricultural growth in general. A large part o f  the irrigation infrastructure 
has fallen into despair due to a poor operation and maintenance, though the essential parts are being 
rehabilitated with donor support. The irrigation fees remain low at about US$0.6 per 1,000 m3 (som 30) 
against cost-reflective fees estimated at above US$15 per 1,000 m3. An increasing attention i s  needed to 
develop a comprehensive rehabilitation and maintenance plan for imgation and a sound regulatory 
framework for water management and irrigation fees. 

Building Institutions and Training Programs to Support Agriculture and Meet 
International Product Standards 

3.107 The Kyrgyz Republic has excellent prospects for exports o f  agncultural commodities and 
processed apcultural goods. For instance, a market study in the fruits and vegetable industry indicate 
that markets in the region and in Europe are growing fast-in Russia only consumer demand i s  predicted 

’04 See “Trade and Transport Facilitation: Kyrgyzstan,” (mimeo), World Bank, March 2003. 
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to grow US$30-50 m i l l i on  annually.*05 
government wil l need to  work together to meet several key challenges in the agriculture sector. 

T o  take advantage o f  this opportunity, the industry and 

3,108 First challenge i s  t o  address weaknesses in agriculture pol icy and land distribution system, which 
have resulted in a fragmented farming community with a l imi ted ability to respond efficiently to 
downstream market demands. This together with deficiencies in the tax system encourage a proliferation 
o f  small plots with l i t t le or  n o  incentive to consolidate these plots into larger more economically viable 
commercial farms. Fo r  instance, in the cotton industry, land acquired under the land redistribution 
scheme i s  not  large enough to make cotton farming financially viable to support a minimum l ivel ihood for 
farmers. In the area of  animal husbandry, uncertain land tenure laws constrain free movement o f  animals 
for  grazing. 

3.109 Second, the long-term sustainability o f  tree crops needs to be assured. Older orchards need to be 
replanted and any impediments to farmers getting the best plant materials f rom domestic or international 
sources must be removed. Usually, farmers buy seedlings f rom large growers, who produce trees and 
grow nursery stock. These seedling producers should be organized into an association or  some other 
working group so that they can be trained and have access to  improved genetic materials. Industry and 
government need to  create a transparent information system that will accurately track the trends in the 
industry, including area planted, bearing and non-bearing area, mean plant populations, production by 
region and so on. Ideally, this system could also track prices at several levels in the market. 

3.1 10 Third, market access to basic farm inputs and to new international technologies that are embodied 
in seeds, fertilizers, tools, and many other agricultural inputs need to be improved. In some cases 
(e.g.,’seeds) the state regulates production and trade in a way that suppresses the introduction of new 
technology and the development o f  potential, whi le in other cases (e.g., farm machinery) the state-with 
foreign aid-has been the dominant if not the only formal importer and wholesaler, albeit an inefficient 
one. There i s  also need for efficient market mechanisms to connect farmers with domestic and foreign 
consumers and industrial users o f  agricultural products. Only a small part o f  agricultural production in 
the Kyrgyz Republic i s  formally traded or processed. 

3.1 1 1 Fourth, to  increase consistency in the supply o f  high quality r a w  material, the agricultural 
processing industries need to develop a model by which they can deliver technical assistance to  farmers. 
Donors and government may play a facilitating ro le  in this, but in the end, i t i s  in the interest o f  the 
industry that i t  succeeds; therefore, i t should take the lead in designing and implementing the activity. 
For instance, to upgrade quality in the fruits and vegetable industry, drying facilities and similar 
technologies need to  be created in areas where the crop i s  produced. M u c h  o f  the drying takes place at 
processing sites and by the time the crop arrives, mould growth has started. The necessary investments 
would not be complex or  expensive; only buildings with a r o o f  and n o  sides are needed to a l low good 
airf low. Drying facilities are just one example o f  ways that quality can be improved. Another example i s  
developing post-harvest moisture monitoring capabilities in the rural  areas. This wil l add to  the crop 
quality and al low more accurate payment for  the crop by processors to farmers. 

3.112 Fifth, the Ky rgyz  Republic could also potentially increase i t s  export sales if a l l  i ts  tree crops were 
certified organic. This i s  not l ikely to  happen in a l l  the Ky rgyz  Republic’s growing areas in the near or  
medium-term, but there are opportunities for groups o f  growers, in specific geographical areas, to work  
with an exporter to get the organic label. 

3.1 13 Fresh vegetable products present an excellent opportunity. I t  i s  l ikely that in the long run, i t  i s  the 
vegetable sector that will be the fastest growing horticultural export. There are several areas that need to 

205 “Fruit and Vegetable Processing Industry Analysis: the Kyrgyz Republic,” November 2002-March 2003, prepared by SENTI 
FC and commissioned by Helvetas with assistance from Swiss Agency for Development and Corporation. 
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be addressed, however, to realize these increased exports. Farm level technical assistance and technology 
transfer must be improved. The government has neither the budget nor the institutions to  deliver cost 
effective technical assistance to farmers. The farming sector’s growth, to a large degree, depends o n  the 
abil ity o f  farmers to  increase their knowledge and skills. The government and donors need to identify 
ways to help and encourage private business to  increase technology transfer and learning in the 
agricultural sector.*06 In addition, donors could help further in developing industry-specific activities that 
wil l raise the specialized skills o f  farmers, domestic traders and processor/exporters. 

3.1 14 Sixth, high cost of  credit and a lack o f  technical and market knowledge have contributed to l o w  
investments in new equipment, as noted above. Many  farmers and processors are operating with 
antiquated technology, resulting in l o w  product quality, high energy costs, and, ultimately, lower sales 
value in the market. I t  i s  getting to the point in many food processing plants where the equipment 
inherited f rom the former Soviet Un ion  i s  n o  longer serviceable and does not  produce a product with 
quality sufficient for  markets outside the country. As noted earlier, eliminating import  duty and VAT o n  
capital equipment not produced in the Kyrgyz Republic could provide an important incentive for  
technology transfer and upgrading o f  equipment in f i rms.  

D. ROADMAP FOR FUTURE REFORM 

3.1 15 The Kyrgyz Republic has experienced a growth acceleration-albeit with interruptions due to  
external shocks to the economy-since the latter h a l f  o f  the 199Os, fo l lowing the introduction o f  a series 
of  “first-generation’’ macro reforms and an in i t ia l  set o f  institutional reforms that have begun to  build the 
foundations o f  markets. Evidence f rom transition and developing countries shows, however, that 
sustaining this growth will be more di f f icul t  than igniting it, and will require more extensive investment 
climate reform. Mos t  growth accelerations across the wor ld  are shown not to be durable. Growth in the 
short-term does not guarantee success in the long-term. In the case o f  the Ky rgyz  Republic, sustaining 
growth in the long run is a particularly challenging task given the narrowly-based economy, which i s  
highly exposed to external shocks, and the expected sharp decline in the contribution of  the gold sector to 
the economy over the medium term. In i t ia l  reforms need to be deepened overtime with efforts aimed at 
both strengthening the institutional underpinning o f  markets and facilitating productive dynamism which, 
together, will generate resilience to  external shocks. 

3.116 I t  i s  clear f rom Section B that much remains to  be done in the Ky rgyz  investment climate to 
develop an environment for  sustainable growth. At this point in the transition, the focus should be o n  the 
investment climate reforms necessary to begin diversifying and deepening growth: reforms that will help 
to ignite investment and entrepreneurial activity in new sectors and deepen growth in others. Faster 
progress with ongoing reforms in the regulatory regime, taxation, and the legal system i s  important in this 
regard. 

3.1 17 In tandem with these efforts, pr ior i ty for  Government today must be to improve predictability of 
the investment climate, reducing instability in the rules o f  the game. The biggest complaint o f  investors i s  
lack o f  “consistency and unpredictability,” stemming from deficiencies in local institutions. Attention to 
implementation means, first, greater emphasis on better governance. An overall governance reform 
strategy has already been la id  out and reform efforts are ongoing. These efforts need to be intensified, 
notably in the areas o f  public finance and administrative reforms. The focus o n  governance i s  dictated by 
the fact that the diff icult implementation challenge that the government faces today i s  not  simply a 
question o f  a hangover o f  over-regulation from the command economy days. I t  i s  a perverse system of 

206 There are several pilot donor initiatives providing selective assistance in this area, but a systematic government support has 
been limited so far. A new World Bank project on Agribusiness and Marketing, which i s  currently under preparation, i s  expected 
to facilitate a more focused approach. 
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governance resulting broadly f rom weak public finances, making i t  d i f f icul t  to break f rom the present 
system o f  legally mandated fees (for licenses, permits, inspections, and so on) and the abuse o f  of f ic ia l  
authority. Any institutional reform effort that does not effectively address these public finance and c i v i l  
service reform issues has l itt le chance o f  tangible success. Institutionalization o f  sanctions against abuse 
o f  public of f ic ia l  position should be an integral element o f  these reforms. Other areas of  governance for 
increased attention include the judiciary and local government. 

3.118 In addition, a greater emphasis o n  capacity-building i s  needed to  increase the efficiency and 
effectiveness o f  regulation and delivery o f  public services. Clear rules o n  the behavior o f  public officials 
and the rights o f  entrepreneurs are also necessary. T imely  publication and dissemination o f  
documentation about regulations to  the private sector are critical too. And mechanisms need to be 
established to monitor and evaluate implementation o f  policies and regulations. This i s  crucial in order to 
get feedback o n  progress and problems with implementation. Better implementation wil l also require 
attention to  frequency o f  changes in legislation and rules o f  the game both o f  which are important for 
business planning. M a n y  strong economies maintain policies for  f ixed periods o f  at least f ive years and 
signal the private sector about upcoming changes in pol icy and legislation. I t  i s  also essential t o  introduce 
reforms in a particular area concurrently rather then only partially; so that businesses can fully adjust to 
the changes at the time changes are made. Institutionalization o f  the new regulatory impact assessment 
process should help in streamlining the regulatory reform process. 

3.1 19 In the end, however, favorable national circumstances, such as supportive macroeconomic 
conditions, stimulating investment climates and market-expanding trade agreements, contribute to 
competitive success, but they do not  guarantee success. I t  i s  f i r m s  not countries that are o n  the front l ine 
of  international competition and business development. Individual f i r m s  must, therefore, develop 
strategies and organizational structures and improve their technical capabilities to  compete at home and 
abroad. 

3.120 Lacking large home markets, small country exporters are compelled to  adopt strategies aimed at 
market niches and organizational structures focused o n  flexible production technologies rather than trying 
to be cost leaders in mass-produced, standardized products. Sources o f  growth analysis in Chapter 1 and 
the industry case studies, which this report draws from, provide evidence that Kyrgyz companies are 
already having some success with this approach in particular areas such as food processing. T o  expand 
exports and compete more effectively at home, however, the case studies show that a wider spectrum o f  
producers wil l have to do more to remove vestiges o f  the o ld  Soviet system and many new firms will have 
to enter. The efficiency o f  investment will, however, depend o n  the technical abil ity o f  f i r m s  to acquire, 
adapt, and efficiently use new capital equipment, new ideas, sound management practices, marketing 
strategies, and the like, i.e. their leaming rate. This in turn will largely be determined by the strength and 
efficiency of the mechanisms for technology transfer. 

3.121 The industry case studies illustrate that, as with strategic planning and marketing, private 
technology transfer mechanisms for technical leaming are weak or  missing in the Kyrgyz Republic. Good 
public and private technical training resources external to the firm are also few  in number. Donor, NGO, 
and business association training and technical advisory services do exist and are malung an important 
contribution, but these programs are l imi ted in scope and resources, relatively concentrated in few places 
and cannot substitute for a l l  the weaknesses in private technology transfer mechanisms, given their 
present makeup. The deficiencies in leaming mechanisms in the Kyrgyz Republic need more attention i f 
f irms are going to upgrade their technical capabilities and productivity to compete intemationally. These 
efforts should include government and donor support t o  continue building up and improving institutions. 
They should be managed by private sector entities and focused o n  management training and business 
advisory assistance. A key aspect o f  such programs should be to  assist f i r m s  to  link up with advanced 
country sources o f  expertise and improve their s lu l ls .  Assistance to develop technical and vocational 
training institutions (public and private) i s  also necessary. These training institutions must cooperate 
closely with the private sector in developing and providing innovative programs for worker training. In 
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addition, cost-sharing grant schemes are needed to assist firms in developing their own innovative, in-firm 
training programs, in hiring expert consultants, and in searching for new technologies and markets. 

3.122 Strengthening mechanisms for technology transfer depends, critically, o n  the quality o f  the 
investment climate too, as a sound investment climate increases the l ikelihood o f  more foreign investment 
and o f  expanding other modes o f  foreign technology transfer. Clearly, FDI and the number o f  buyers and 
suppliers traveling to the Kyrgyz Republic wil l not  increase significantly without improvements in 
regulatory and administrative barriers, legal institutions, and corruption. An improved investment climate 
also increases incentives for  local f i r m s  and investors to  learn and adopt new technologies. Depth o f  
financial markets, better trade support services and adequate investments in strategic infrastructure and 
maintenance o f  networks are also among the critical factors that influence investment rates and 
productivity growth in the Kyrgyz Republic, requiring a more systemic approach for  their improvement. 
Finally, the Ky rgyz  Republic’s pol icy should be to make a supreme effort to stimulate the transfer o f  new 
technology into the country by keeping the cost o f  imported equipment as close to wor ld  market price as 
possible. 
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Agenda for Business Development and Improved Competitiveness 

I 

I Constraints 
Investment 
Climate 

Markets 

Trade 
Support 

and Training 
to Support 
Agriculture 

Short-Term Recommendations 
Strengthen both legislative and institutional 
framework-see Sections B for details 

0 

Promote FDI and increase l i nks  to economy; 
Develop cost-sharing grant programs to assist 
f i rms  in hiring consultants, developing in-firm 
training, and searching for new technologies and 
markets; 
Assist technical and vocational institutions to 
improve programs and to cooperate with private 
sector in developing innovative training schemes; 
Assist private business development service 
providers to upgrade ski l ls  and link up with 
foreign service providers in joint-ventures; 
Eliminate Duties and VAT on imported 
equipment not produced in the Kyrgyz Republic. 
Improve access to working capital-see Volume 
11, Financial Services and Trade Finance, for 
details. 

0 

Focus on  regional and domestic dimension o f  
reforms-see Chapter 2 for details. 

Continue the Medium Term Tar i f f  Framework 
implementation in Power and Gas Sector t i l l  the 
tariffs reach the cost-recovery levels; 
Focus public expenditure in transport on 
Operation and Maintenance o f  a core set o f  the 
road infrastructure by considering the 
maintenance needs for the core network; 
Develop a comprehensive rehabilitation and 
maintenance plan for irrigation and a sound 
regulatory framework for water management and 
irrigation fees. 
Identify ways to encourage private businesses to 
increase transfer o f  new technology to farmers; 
Increase incentives for replanting tree crops; 
Assist farmers and processors to upgrade 
standards to meet world market demands, and, in 
some cases, obtain organic labels; 
Assist in building specialized infrastructure to 
improve quality (e.g. cold chain, local drying 
facilities, etc); 
Develop property rights for range land 
Amend Land Law to permit foreigners to own 
land for agro-processing. 

0 

0 

Longer-Term Strategies 
Eliminate institutional 
impediments to enforcement 
through close monitoring and 
evaluation. 
Promote Technology Transfer 
through: 
9 seeking donor support for 

training and business advisory 
institutions; 

vocational and technical 
training; 

private business service 
providers. 

9 developing innovative 

9 assisting development o f  

Further reform o f  the financial 
and banking sector focusing on: 
9 enhancing the technical and 

legal infrastructure for 
intermediation; 

> capacity building, 
9 consolidation. 
Focus on  regional and domestic 
dimension o f  reforms. 

0 

Improve resource mobilization, 
continue investments in strategic 
infrastructure and adequate 
maintenance o f  networks. 

Further improve Land 
Distribution and Promote 
Technology Transfer. 
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ANNEX 1-A. PROS AND CONS OF THE SAM-BASED MODEL 

1. The S A M  based model i s  a fixed price general equilibrium model that traces the response o f  a 
shock across various activities, thus capturing the direct and indirect effects on the production side. I t  i s  a 
demand driven model in which government, public and private investment, exports and imports to and 
from the rest o f  the world are exogenous. A change in the demand for a good or service causes the 
dependent variables such as one or more o f  the activities, commodities, factors, and households to 
respond by supplying more or less. When demand increases, i t  i s  assumed that the economy can supply 
more without any change in prices, wages or interest rates. This implies that there are enough unused 
factors o f  production such as labor and capital in the economy to satisfy additional demand. Given the 
high unemployment rates, excess capacity, l ow  use o f  capital in production, and the fact that relative 
prices in the Kyrgyz Republic-exchange rate and wages-have been relatively stable, these are 
reasonable assumptions at least for the medium term. But this feature o f  the model can also lead to a 
strong supply response especially in a sector l ike subsistence farming where, in the absence o f  
technological change, it may be difficult to increase supply because o f  the scarcity o f  arable land. In this 
type o f  a situation, one would expect supply to remain fixed and imports to adjust to the change in 
demand. These finer details are not captured by the model used for this report. However, to avoid 
erroneous conclusions from being drawn, whenever increases in subsistence farming lead to large 
increases in the number o f  jobs in the agricultural sector, i t i s  noted that these jobs are l ikely to be low- 
paying and would not dent poverty. The growth impact o f  shocks to agriculture are quite low, despite the 
strong responsiveness of subsistence farming. Because o f  these limitations, the report does not 
recommend a growth strategy focused on grain production. 

2. The model also assumes that the technology being used in the various economic activities i s  not 
changed when a shock i s  applied, i.e., various inputs are always combined in the same proportion in 
production and there i s  no substitution between inputs. The model cannot te l l  u s  how certain changes in 
supply can be brought about; i t  can only indicate the types o f  and the quantities o f  the material inputs 
such as goods, services and factors such as labor skills, capital, etc. required to produce a certain output or 
achieve a specific growth rate. As an example, the model cannot tell us how policy reforms to improve 
agricultural production should occur, but it can tell us  the magnitude o f  the increase in roads, water for 
irrigation, electricity, and labor sk i l ls  inputs which wil l be required for agricultural growth. Similarly, as 
the economic behavior o f  agents i s  not modeled, the model cannot show how specific micro reforms such 
as reducing bureaucratic hassles and setting up a one stop shop, or improving tenure security, property 
rights and so on, which are central to encouraging the private sector, can affect growth. For instance, the 
model has nothing to say on how participation in secondary education can be raised but it can provide 
estimates o f  the number o f  skilled professionals in various occupational categories required to increase 
growth in a sector. From the model’s output, the reader should conclude that if raising growth in a sector 
i s  an objective, and if there i s  also a shortage o f  skil led professionals, then government needs to do 
something to increase their supply. 

3. 
However, i t s  simplicity offers certain advantages: 

As noted in the preceding paragraph, in many aspects, the S A M  multiplier model i s  quite limited. 

0 First, its underlying assumptions o f  fixed prices and fixed technology in an economy with 
ample underutilized capacity l ike the Kyrgyz Republic seem reasonable in the medium term 
and possibly also the early phase o f  the longer term. Simulations wi th  a simpler model 
structure are also easier to understand and track. 

0 Second, the model i s  useful to understand the nature o f  the backward and forward linkages in 
the economy, an issue that i s  in general less well understood, yet critical to understanding the 
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economy’s underlying structure and examining how shocks (positive andor  negative) and 
various development strategies may influence growth, employment poverty. 

0 Third, the purpose o f  the model i s  not to estimate exactly h o w  much a particular sector can 
supply if subject t o  an external demand shock; rather, i t i s  t o  understand the nature and 
quantity of inputs such as water, electricity, sk i l ls  etc. that wil l be required to obtain a certain 
level of  growth. If policy makers have this information, they can focus o n  the types of 
interventions required to ensure that critical material inputs wil l be available to meet growth 
targets. In this, the S A M  model simulations provide useful information based o n  2001 data, 
and seem to adequately depict the present economic structure. 

0 Fourth, keeping the model simple permits both easy tracking o f  information gaps that need to 
be f i l led for improving future similar analysis that the government authorities are planning to 
undertake and easy transfer to them at this stage o f  ongoing technical capacity building. 
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ANNEX 1-B. FROM GROWTH TO HOUSEHOLD INCOMES-A CLOSER LOOK 

1. Of  the total national income, wage 
income accounts for approximately 5 1 percent, Table 1: Broad Distribution of  Household Income, 2001 

profits 44 percent-these accrue to capital Meals a Value Share in Total 
owners in domestic and foreign f i r m s  as well 

The share o f  income eamed by labor i s  slightly Poor Households 16642.2 25.7 

income 

as government-owned enterprises (Table 1). Rich Households 48198.0 74.3 

higher than official statistics as it has been Total household income 64840.2 100.0 
adjusted to include income from subsistence 
agriculture. The economy generated about 2.1 mil l ion jobs (inclusive o f  some informal employment from 
subsistence agriculture) in 2001 at an average annual wage o f  approximately Som 15720. The absolute 
poverty line in 2001 was defined by a per capita expenditure o f  about Som 7500. This implies that a four 
person household o f  two working adults and two children with an average annual income o f  about 
Som 3 1,000 would be placed just above the absolute poverty l ine (requiring an expenditure o f  about 
Som 30,000). Together wage and profit income eamed by 

2. The households account for approximately 90 percent o f  GDP. About 74 percent o f  the p ie  
accrues to r ich households while the poor households get about 26 percent. T h i s  picture suggests that 
(i) higher growth has a direct and positive impact on household incomes, as at least 90 percent o f  i t  flows 
to households; (ii) both capital and labor-intensive activities increase household incomes; and (iii) rich 
and poor households do not benefit uniformly. 

3. The distribution o f  household income i s  not only uneven between r ich and poor households but it 
also reflects sharp inter-oblast disparities: About 87 percent o f  total household income i s  concentrated in 
four oblasts: Bishkek, Jalal-Abad, Osh and Chui (Table 2). Between these four, r ich households eam 
between two to six times the share o f  total household income, relative to the poor. The sources o f  
household income are also concentrated: almost 50 percent o f  the total income in r ich households in the 
richer oblasts i s  associated with labor or wage income. Profits, rents or dividends from capital assets 
explain the bulk o f  the remainder with the exception o f  transfers from government, which are significant 
in the case o f  r ich households (Table 3). Disparities between oblasts appear to be more significant than 
disparities associated wi th  the relative importance o f  income shares from labor and capital either between 
rich and poor households or within an oblast. So, if both r ich and poor households earn income from both 
labor and capital, what explains the regional disparities? This i s  explained better by the distribution o f  
sk i l ls  and jobs. 

Table 2: Distribution of  Household Income by Oblast, 2001 
Region Value Share in Total Income (YO) 

Bishkek 23875.2 36.8 
Rich 20247 31.2 
Poor 3629 5.6 

Issyk-kul 3645.6 5.6 
Rich 2266 3.5 
Poor 1379 2.1 

Jalal-Abad 8152.2 12.6 
Rich 5289 8.2 
Poor 2863 4.4 

Naryn 1606.1 2.5 
Rich 696 1.1 
Poor 910 1.4 
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Region Value Share in Total Income (YO) 

Batken 2510.4 3.9 
Rich 1689 2.6 
Poor 82 1 1.3 

Osh 11548.0 17.8 
Rich 7142 11.0 
Poor 4406 6.8 

Talas 1028.7 1.6 
Rich 403 0.6 
Poor 626 1 .o 

Chui 12474.1 19.2 
Rich 10466 16.1 
Poor 2008 3.1 

Total Household Income . 64840.2 100.0 
Source: 2001 Kyrgyz SAM, World Bank, 2004. 

Table 3: Sources of  Household Income, 2001 
Households Labor Income Income from Government Private Share o f  oblast’s income in 

Capital Transfers Transfers country’s total HH Income 

Bishkek 21.8 12.4 2.3 0.3 36.8 
Rich 18.5 10.6 1.9 0.2 31.2 
Poor 3.3 1.8 0.4 0.0 5.6 

Issyk-kul 3.0 1.8 0.7 0.1 5.6 
Rich 1.8 1.1 0.4 0.1 3.5 
Poor 1.2 0.7 0.2 0.0 2.1 

Jalal-Abad 7.3 4.2 0.9 0.2 12.6 
Rich 4.8 2.7 0.5 0.1 8.2 
Poor 2.5 1.5 0.3 0.1 4.4 

Naryn 1.1 0.7 0.7 0.1 2.5 
Rich 0.5 0.3 0.3 0.0 1.1 
Poor 0.6 0.4 0.4 0.0 1.4 

Batken 2.0 1.3 0.4 0.1 3.9 
Rich 1.4 0.9 0.3 0.1 2.6 
Poor 0.7 0.4 0.1 0.0 1.3 

Osh 10.1 5.9 1.6 0.3 17.8 
Rich 6.3 3.7 0.8 0.2 11.0 
Poor 3.8 2.2 0.8 0.1 6.8 

Talas 0.8 0.5 0.3 0.1 1.6 
Rich 0.3 0.2 0.2 0.0 0.6 
Poor 0.5 0.3 0.1 0.0 1 .O 

Chui 10.9 6.4 1.7 0.3 19.2 
Rich 9.1 5.3 1.4 0.3 16.1 
Poor 1.8 1.0 0.3 0.0 3.1 

Source: 2001 Kyrgyz SAM, World Bank, 2004. 

4. The concentration o f  household income from wage employment in four oblasts, and within them, 
in r i ch  households, i s  explained to a large extent by the concentration o f  occupational ski l ls  (Table 4). 
For instance, the bulk o f  labor income in Bishkek households i s  associated wi th  relatively high wage 
employment across al l  occupational skills, except median skilled agricultural jobs and elementary 
occupations, both o f  which fetch wages below the poverty line. In contrast, in the poorest oblast, Talas, 
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the bulk o f  wage income i s  generated by the lowest paying occupations. The economic implications o f  
this distribution are clear. Faster poverty reduction in the poorest oblasts requires economic 
diversification towards high-value agricultural and livestock production and development of high-value 
manufacturing and services, i.e. towards activities that pay higher wages. But these joint growth 
diversification and poverty reduction objectives also require more and better skilled workers, reinforcing 
the policy implications for continued efforts towards the accumulation of human capital. 

Table 4: Distribution of Household Income from Employment by Skills 
(row sums represent share of total oblast income from Table 1, by rich and poor households, %), 2001 

Legislators” Professionals Technical Clerks Service Skilled Skilled Machine Elementary Total 

f rom 
labor 

workers 2’ Agriculture Industry 3’ operators income 

Bishkek 
Rich 
Poor 

Rich 
Poor 
Jalal-Abad 
Rich 
Poor 
Naryn 
Rich 
Poor 
Batken 
Rich 
Poor 
Osh 
Rich 
Poor 
Talas 
Rich 
Poor 
Chui 
Rich 
Poor 

Issyk-kul 

4.0 
4.0 
0.0 
0.2 
0.2 
0.0 
0.5 
0.5 
0.0 
0.1 
0.1 
0.0 
0.3 
0.3 
0.0 
0.9 
0.9 
0.0 
0.0 
0.0 
0.0 
1.2 
1.2 
0.0 

2.7 
2.3 
0.4 
0.3 
0.2 
0.1 
0.7 
0.5 
0.2 
0.1 
0.1 
0.1 
0.2 
0.2 
0.0 
1 .o 
0.7 
0.3 
0.1 
0.0 
0.0 
0.7 
0.7 
0.1 

1.9 
1.6 
0.3 
0.2 
0.2 
0.1 
0.5 
0.3 
0.3 
0.1 
0.0 
0.0 
0.2 
0.1 
0.0 
0.9 
0.4 
0.4 
0.1 
0.0 
0.0 
0.6 
0.5 
0.1 

0.5 
0.4 
0.1 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.2 
0.1 
0.1 
0.0 
0.0 
0.0 
0.1 
0.1 
0.0 

5.6 
4.5 
1.1 
0.5 
0.4 
0.1 
0.8 
0.5 
0.3 
0.1 
0.0 
0.1 
0.2 
0.2 
0.0 
1.7 
1 .o 
0.7 
0.1 
0.0 
0.0 
1.4 
1.2 
0.1 

0.1 
0.1 
0.1 
1 .o 
0.3 
0.7 
3.3 
2.2 
1.1 
0.5 
0.1 
0.4 
0.3 
0.1 
0.2 
3.0 
2.1 
0.9 
0.4 
0.1 
0.3 
3.0 
2.5 
0.4 

3.8 
3.4 
0.4 
0.3 
0.2 
0.1 
0.5 
0.3 
0.1 
0.1 
0.0 
0.0 
0.2 
0.2 
0.0 
0.9 
0.5 
0.4 
0.0 
0.0 
0.0 
1.6 
1.4 

2.3 
1.8 
0.5 
0.3 
0.2 
0.1 
0.5 
0.3 
0.1 
0.1 
0.1 
0.0 
0.2 
0.1 
0.0 
0.6 
0.3 
0.4 
0.0 
0.0 
0.0 
1.5 
1.2 
0.3 

0.9 
0.4 
0.4 
0.2 
0.0 
0.1 
0.5 
0.2 
0.4 
0.0 
0.0 
0.0 
0.5 
0.1 
0.3 
0.8 
0.2 
0.6 
0.0 
0.0 
0.0 
0.9 
0.3 

21.8 
18.5 
3.3 
3.0 
1.8 
1.2 
7.3 
4.8 
2.5 
1.1 
0.5 
0.6 
2.0 
1.4 
0.7 

10.1 
6.3 
3.8 
0.8 
0.3 
0.5 

10.9 
9.1 

0.2 0.6 1.8 
l i  Includes senior officials and managers. 
21 Includes shops and market sales workers. 
31 Includes construction. 
Source: 2001 Kyrgyz SAM, Wor ld  Bank, 2004. 
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ANNEX l-C. KYRGYZ REPUBLIC’S NATURAL RESOURCE ENDOWMENTS 

Land and W a t e r  

1. Ky rgyz  territory i s  mostly mountainous. About 7 percent o f  land i s  arable and suitable for crop 
production, which in per capita terms i s  comparable to the EU average. Potential yields are high, thanks 
to extensive irrigation infrastructure, long hours o f  sunlight, and clear slues. The past decade has seen 
substantial structural reforms that have created a positive environment for  ut i l iz ing this potential, 
including the emergence o f  private farms, a partial government withdrawal f rom price setting and 
procurement and, input market liberalization. Nevertheless, productive resources are underutilized, as 
shown by:207 

0 

0 

0 

0 

0 

existence o f  arable and even irrigated land that i s  not cropped; 
average rates o f  fertilizer use per hectare that are 80 percent below the 1980s levels and far 
below the levels o f  use in EU countries; 
yields for  most crops that are far below EU yields; 
highly qualif ied labor that i s  hardly remunerated; and 
farm profitabil ity and revenues that are extremely low. 

2. About 48 percent o f  the land i s  comprised of  permanent pastures with r i c h  potential for  livestock 
farming and related industries such as milk, meat and dairy and processed products. The prevailing 
tradition o f  carting goods pr imari ly over land routes raises the cost o f  shipping, thereby making logistics 
and transportation integral t o  growth o f  the very important livestock sector. Equal ly crit ical i s  sustainable 
pasture management for  preventing degradation o f  pastures, which requires improving the division o f  
responsibility for pasture management among different levels o f  government.208 

3. The Kyrgyz Republic i s  fortunate to have substantial hydro resources, which were developed 
during the Soviet era, making it a large hydroelectricity provider to the Central Asian grid. Water in the 
Ky rgyz  Republic has competing uses: efficient irrigation can lead to higher agricultural yields, whi le a 
reliable supply o f  water i s  an essential ingredient for  energy that i s  needed in industry and demanded in 
the region. At present, partially due to the poor management o f  water resources, the Ky rgyz  Republic i s  
locked in an inefficient trading arrangement o f  electricity with coal and gas supplies f rom Kazakhstan and 
Uzbekistan. The poor state o f  the power supply infrastructure, l o w  domestic electricity tariffs and the fact 
that the main customers-Kazakhstan and Uzbekistan-settle the payment for  electricity and water in the 
form o f  energy swaps a l l  hinder the effective use o f  the country’s water resources for industrial, 
agricultural and domestic uses. 

Minerals and Precious Metals 

4. Gold, antimony and coal production dominated the Ky rgyz  Republic’s mining sector before 
independence. The country also has some deposits o f  mercury, tin, tungsten and polymetallic ores. 
Currently, nearly a l l  growth in the mining sector i s  associated with gold, which, together with the 
processing, accounts for  about 10 percent o f  GDP. Ant imony output has been depressed as a result o f  
large supplies f rom China, the world’s main producer o f  antimony since 1998. Coal  output too has 

207 See Kyrgvz Republic Agriculture and Agribusiness: Growth Opportunities and Obstacles,” World Bank, June 2002, and 
Volume I1 of this Report, “Value Chain Analysis,” for cotton, wool and dairy industry. 

208 For instance, at the local governments level with Aiyl Okmotus responsible only for the close-in pastures, these areas are 
increasingly overused and degraded because local herders cannot easily obtain grazing permits for more distant summer pastures. 
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dropped to less than 25 percent o f  pre-independence levels in the absence o f  new  investment^.'^^ Over 
the medium term, with the depletion o f  gold reserves, the potential contribution o f  the mining sector t o  
the economy i s  expected to fa l l  substantially. Development o f  the mining sector in the Kyrgyz Republic 
i s  also impeded by natural disadvantages such as the location o f  most of  the mineral deposits at high 
altitude in rough terrain, the poor condition o f  the domestic road network and the landlocked nature o f  the 
country. Collectively, this raises the costs of transporting bulk minerals, as we l l  as critical mining 
equipment and consumables for mining operations. 

People 

5. The Ky rgyz  Republic i s  also fortunate to have a relatively young population. Today, 91 percent 
o f  the total population i s  comprised o f  worlung age adults and children. According to the Ky rgyz  Living 
Standards Survey (KPMS), the unemployment rate was estimated to be over 20 percent compared to 
of f ic ia l  estimates o f  8.6 percent in 2002. Notwithstanding the FSU-legacy o f  high literacy rates and a 
technically qualif ied labor force, the Kyrgyz Republic's human capital r isks depletion with the decline in 
education expenditures since independence. However, higher spending in education may do l i t t le t o  
enhance human capital of the Kyrgyz population, unless structural issues are addressed. The public 
education system-which largely maintains pre-independence structure and remains oriented towards 
narrowly specialized occupations and programs-has not adapted to  current labor market needs, resulting 
in a considerable s k i l l  gap. Employer surveys that could in form the pol icy makers o n  the ski l l  
requirements and possible vacancies o f  the employers are weak in the Kyrgyz Republic. M a n y  
individuals are not adequately equipped with sk i l l s  demanded by the labor market, and the vocational 
education programs are not able to provide relevant training and retraining to match workers to labor 
market needs.*" 

209 Kyrgyz coal mines are too small and lacking requisite infrastructure to be competitive internationally. For further discussion, 
see Kyrgyz Repub1ic:Update on the Mining Sector, World Bank, September 2002. 

See Kyrgyz Republic: Enhancing Pro-Poor Growth, World Bank, September 2003, and Chapter 111 o f  this Report. 
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ANNEX 1-D. NON-GOLD EXPORTS - DIVERSIFICATION INDICATORS 

Share o f  

Name of Sector m. per 1 Added in 
mln. Som Labor a t  

Share o f  Linkage Induced 

GDP Product, GDP Exports Non-Gold other income 

Share in Share o f  Exports Share in Employ Value 
in share in Exports i n  w i th  household 

Exports Sectors multipliers f r  

Grain 
Pot at o s 

Vegetables 
Cotton 
Tobacco 
Sugar beet 
Fruits, berries 
Nuts 
Feeding stuff 
Other crops 
Meat (live weight) 
M i l k  

Eggs 
Wool 
Other animal 
Coal 
Crude Oi l  
Gold ores 
Flour mill ing 
Sugar refining 
Meat processing 
Dairy industry 
Juices, fruits& veg. Proces&canning 
Beer and Vodka production 
Miniral water 
Other food industly 
Tobacco proc. & products 
Cotton ginning 
Cotton yarn 
Cotton fabric 
Wool yam 
Wool facric 
Knitted items production 
Clothing 
Hides and skins processing 
Final leather cloths 
Other textile industry 
Timber proces. & woodwork 
Paper, cardboard. publish.& printing 
O i l  refining 
Other chemicals 
Rubber and plastic prod. 
Glass sheets 
Other construction materials 
Gold 
Other metallurgy 
Metal fabrics production 
Machinery and equipment 
Bulbs 
Other machinery and equipment 
Power 
Hotels and restaurants 
Total 

ITotal non-gold 
Total non-gold non-power 

9.4 
2.8 
3.8 
2.5 
0.8 
0.2 
1.9 
0. I 
2.0 
1.8 
6.0 
3.2 
0.6 
0.1 
0.2 
0.1 
0.3 
9.2 
1.6 
0.2 
0.0 
0.5 
0.0 
0.1 
0.1 
0.3 
0. I 
0.3 
0.0 
0.1 
0.0 
0.0 
0.0 
0.5 
0.0 
0.0 
0.1 
0.0 
0.2 
0.3 
0.0 
0.1 
0.0 
0.6 
1.8 
0.1 
0.1 
0.2 
0.4 
0.5 
4.6 
0.9 

58.8 
47.8 
43.2 

63.3 
75.9 
75.1 
95.6 
94.4 
84 3 
91.0 
97.0 
80.9 
93.4 
28.8 
29.1 
62.5 
41.4 
53.8 
36.7 
49.9 
64.9 
20.0 
62.4 
16.1 
49.8 
18.2 
13 5 
58.9 
6.2 
17.4 
10.2 
32.8 
56.3 
48.8 
65.7 
48.5 
59.0 
17.3 
72.5 
19.8 
32.5 
34.4 
18.4 
15.6 
15.9 
15.2 
27.4 
11.5 
57.3 
40.2 
37.0 
37.6 
36.6 
55.5 
45.0 

0. I 
0.0 
0. I 
2.3 
1.2 
0.1 
0.1 
0.0 
0.0 
0.5 
0.0 
0.0 
0.0 
0.1 
0.0 
0.0 
0.0 
0.0 
0.0 
0.1 
0.0 
0. I 
0.1 
0.0 
0.0 
0.9 
0. I 
0.0 
0.0 
0.0 
0.0 
0.0 
0.1 
0.0 
0.2 
0.0 
0.2 
0.2 
0.1 
0.5 
I .3 
0.7 
0.0 
0.4 
15.5 
0.5 
0.9 
0.7 
0.8 
1.8 
3.0 
0.9 

33.8 
18.3 
15.3 

0.2 
0.0 
0.2 
6.2 
3.0 
0.1 
0.4 
0.0 
0.0 
1.3 
0.0 
0.0 
0.0 
0.2 
0.0 
0. I 
0.0 
0.0 
0.1 
0.3 
0.0 
0.3 
0.2 
0.0 
0.1 
2.4 
0.2 
0.1 
0.1 
0.1 
0.1 
0.0 
0. I 
0. I 
0.4 
0.0 
0.5 
0.6 
0.2 
1.3 
3.3 
1.9 
0.0 
1.1 

40.8 
1.4 
2 3  
1.9 
2.1 
4.9 
7.9 
2.5 

89.1 
48.3 
40.4 
31.2 

0.3 
0. i 
0.4 
10.4 
5. I 
0.2 
0.6 
0 0  
0.0 
2. I 
0.0 
0.0 
0.0 
0.3 
0.0 
0.1 
0 0  
0.0 
0. I 
0.5 
0.0 
0.6 
0.3 
0.0 
0.2 
4.1 
0.3 
0.2 
0. I 
0.2 
0. I 
0.0 
0.2 
0.2 
0.7 
0.0 
0.9 
1.1 
0.4 
2 1  
5.6 
3.2 
0.0 
1.9 

2.4 
3.8 
3.2 
3.5 
8.2 
13.4 
4.2 
81.6 

2.5 
2.8 
2.7 
2 7  
2.2 
2.8 
2 6  
2.6 
2.8 
2.0 
3.3 
3.5 
3. I 
3.2 
3.2 
0.6 
3.5 
2.6 
3.8 
1.8 
2.8 
3.9 
2.3 
2.2 
2.6 
2.7 
1 7  
3.3 
3. I 
3.9 
3.4 
3.8 
0.5 
3.8 
4.0 
3.3 
2.2 
1.2 
0.9 
1.4 
0. i 
1.0 
2.2 
2.9 
3.5 
0.6 
0.6 
1.2 
3.4 
I .4 
2.1 
2.2 

~ 

1.3 
I .3 
1.3 
I .3 
1.1 
I .3 
1.3 
1.3 
1.3 
1 .o 
1.3 
I .3 
1 3  
1.3 
1.3 
0.2 
1 .o 
I .2 
I .2 
0.6 
0.8 
1.1 
0.7 
0.8 
0.8 
0.8 
0.7 
1.2 
0.9 
1.1 
1.1 
1.1 
0.1 
1.1 
1 . 1  
0.9 
0.7 
0.3 
0.3 
0.4 
0.0 
0.3 
0.7 
0.9 
1.2 
0.3 
0.2 
0.3 
1.0 
0.4 
0.9 
0.8 

78.9 54.1 
81.7 
83.1 
103.0 
104.0 
93. I 
101.1 
105.4 
88.5 
103.0 
47.8 
48.3 
101.0 
67. I 
97.5 
38.2 
36 5 
2.2 

39.6 
39.6 
40.0 
39.2 
40.2 
47.4 
40.0 
46.9 
54.5 
44.6 
42.4 
39.7 
40. I 
40.5 
40.8 
39.2 
40.6 
41.6 
40.1 
39.8 
39.8 
39 8 
41.7 
39.9 
42.3 
39.8 
1 .o 

39.7 
39.8 
39.8 
39.8 
39.8 
48.4 
50.9 

50.9 
54.0 
78.7 
77.0 
37.4 
72. I 
83.9 
53.8 
77.0 
41.8 
38.3 
63.9 
17.2 
48.4 
36.2 
57 2 
21.2 
71.9 
70.8 
61.4 
82.2 
72.3 
26.1 
60.5 
30.9 
I 2  6 
17.0 
31.1 
37.0 
32.6 
38.3 
38.4 
48.5 
32.5 
41.8 
31.8 
52.0 
84.5 
58.7 
56 3 
55.0 
54.1 
79 1 
82. I 
84.2 
62.3 
62.2 
63.2 
63. I 
24.4 
88.5 

7 9  9 Total (exc. gold, power, colton&tobacco) _ll.l 11.8 
Source: 2001 Kyrgyz SAM, The World Bank, 2004. 
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ANNEX 2-A. THE KYRGYZ REPUBLIC AND MARKET ACCESS NEGOTIATIONS 
IN THE DOHA ROUND 

1. A number of WTO members have proposed tar i f f  cutting formulas to be used during the Doha 
Round trade negotiations on non-agricultural goods.*" All attempt to eliminate tar i f f  peaks (tariff lines 
extremely high rates) and lower average tar i f f  rates. In addition to the particular formulas, these 
proposals differ in two other important dimensions: the choice o f  base tar i f f  (current bound rate, applied 
rate in a given year, mix o f  the two, etc.), and the degree o f  reciprocity expected o f  developing 
countries.*'* At one extreme, India and China propose requiring smaller cuts by developing countries 
than developed. Korea and India propose using base tar i f f  rates that often lead to smaller reductions. The 
U.S. proposal calls for the most aggressive tar i f f  reductions, including eliminating a l l  "nuisance rates" 
(those below 5 percent). The Chairman of the WTO Trade Negotiating Committee (TNC) has introduced 
a proposal that aims for middle ground between country proposals. 

2. How would these different formulas change Kyrgyzstan 's tarifstructure? Which  makes the most 
sense for the Kyrgyz Republic? Table 1 below contrasts the effects o f  different tar i f f  cutting formulas o n  
bound tar i f f  rates for  non-agricultural products. The choice o f  proposal makes l itt le difference along most 
dimensions: the share o f  tar i f f  lines with bound rates remains the same (1 00 percent), as do the share that 
are not  ad valorem and the prevalence o f  tar i f f  peaks. These remain the same because o f  the tariff 
reductions the Kyrgyz Republic already made in the past decade. With the exception o f  the U.S. 
proposal, none o f  the proposals makes significant changes to tar i f f  dispersion (measured by the 
coefficient o f  variation)213 or  the share of duty-free lines, and these proposals leave Kyrgyzstan with an 
average bound rate o n  manufactured goods o f  between 2.5 and 5.5 percent. 

3. WTO members negotiate the levels o f  tar i f f  bindings, but what influences trade f lows directly i s  
the level o f  applied tariffs. In some cases these are the same. Mos t  developing countries have bound 
their tar i f f  rates substantially above their statutory, applied rates, but the Ky rgyz  Republic and other 
recently acceding countries came under pressure to bind at, or close to, their applied rates. Table 2 
contrasts the effects o f  different tar i f f  cutting formulas o n  applied MFN tar i f f  rates214 (the applied rates 
change only if the negotiations result in a bound rate lower than the current applied rate). There i s  
virtually n o  difference across tariff cutting formulas in the share o f  duty-free lines, tar i f f  dispersion, 
prevalence o f  tariff peaks, and share of tar i f f  lines subject t o  compound o r  specific tariffs. Differences in 
average tariffs (simple or  trade-weighted) are small across the various proposals: simple averages range 
f rom 1.7 to 3.4 per cent; trade-weighted averages range f rom 2.0 to 3.9 percent. Bo th  Table 1 and Table 2 
suggest that the competing proposals therefore would have litt le effect o n  the Kyrgyz Republic's own 
tar i f f  schedule. 

*I1 During the first several rounds of the GATT, countries made requests and offers on individual tariff lines. T h i s  proved too 
cumbersome in recent rounds, so countries switched to cutting tariffs across the board using a formula, initially a simple linear 
formula (i.e., cut all tariff rates by a predetermined percentage), and subsequently using more complex formulas. 

212  The WTO Secretariat presents formulas proposed as of March 2003 in TNIMNS3IRev. 2 (April 1 1,2003). For an analysis o f  
how tariff formulas work in general see Francois, Joseph, and William J. Martin, Formula Approaches for Market Access 
Negotiations, CEPR Discussion Paper 3720, January 2003. 

This  i s  measured here by the coefficient of variation, which i s  computed by dividing the standard deviation by the mean and 
multiplying by 100. 

*I4 The table uses the 2001 tariff code submitted by the Kyrgyz govemment to the WTO, which i s  presently the most recent 
information the govemment has provided the WTO Secretariat (GIMNTAW3IRev.8, March 17, 2003). As noted earlier, the 
government has subsequently reduced maximum tar i f f  rates. 
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Table 1: Doha Tariff Cutting Formulas: Effect on Kyrgyz Bound Rates 
Pre-Doha Chairman's 

Bound Tariffs (2001) Proposal EC India Korea PRC us 
Binding Coverage 99.91 100.00 100.00 100.00 100.00 100.00 100.00 
Share not ad valorem 0.29 0.29 0.29 0.29 0.29 0.29 0.29 
Simple average tari f f  6.68 2.86 3.56 4.47 5.34 2.48 1.78 
Coefficient o f  variation 62.90 56.30 60.70 63.30 62.90 62.50 123.00 
Min 0.00 0.00 0.00 0.00 0.00 0.00 0.00 
Max 20.00 5.60 8.60 13.40 12.00 5.30 5.50 
Share o f  l ines where 
tari f f  = 0% 22.50 22.50 22.80 22.50 22.70 21.70 60.20 
Share o f  l ines > 15% 0.02 0.00 0.00 0.00 0.00 0.00 0.00 
Share o f  l ines > triple 
the national average 0.00 0.00 0.00 0.27 0.00 0.00 0.02 
Note: Data are aggregated from the tariff line to the 6-digit level of the Harmonized System before cuts are applied. 
Source: Calculations made with WITS using official Kyrgyz tariff data supplied to the WTO. 

Share not ad valorem 0.05 
Simple average tari f f  4.62 
Coefficient o f  variation (unweighted) 13 1 .OO 
Trade-weighted average ta r i f f  5.66 
Coefficient o f  variation (weighted) 139.00 
Min 0.00 
Max 20.00 
Share o f  l ines where tari f f  = 0% 56.70 
Share o f  l ines > 15% 4.76 
Share o f  l ines > tr ip le the national 

0.05 0.05 
1.69 2.23 

118.00 119.00 
1.97 2.59 

102.00 103.00 
0.00 0.00 
5.60 8.60 

57.70 57.70 
0.00 0.00 

0.05 
2.84 

119.00 
3.29 

104.00 
0.00 

13.40 
57.70 
0.00 

Table 2: Doha Tariff Cutting Formulas: Effects on Kyrgyz Applied MFN Rates 

Applied MFN Tariffs (2001) Proposal EC India Korea PRC U S  
Pre-Doha Chairman's 

0.05 0.05 
1.70 1.69 

16.00 118.00 
1.97 1.97 

02.00 102.00 
0.00 0.00 
5.30 5.60 

56.80 57.70 
0.00 0.00 

0.05 
3.39 

19.00 
3.94 

04.00 
0.00 

11.10 
57.70 
0.00 

average 4.78 0.02 0.50 0.54 0.02 0.18 0.02 
Note: All calculations are made using tariff and trade information at the 6-digit level of the Harmonized System rather than 
tariff line level 
Source: Calculations made with WITS using official Kyrgyz tariff and trade data supplied to the WTO. 

4. How might the Doha Round affect tariffs imposed on Kyrgvz exports? It goes without saying that 
they will have n o  effect o n  exports to  other CIS countries: those countries already grant duty-free access. 
The principal export t o  WTO members i s  gold, which also enters duty-fiee. Mos t  other exports to WTO 
members are constrained by high transportation costs rather than border tariffs. The notable exception i s  
China, the only WTO members that shares a border with the Kyrgyz Republic. Table 3 profi les China's 
2001 tar i f f  schedule and contrasts the effects o f  different proposals on Chinese applied duties (which, 
unlike bound rates, are the ones faced by traders).*I5 

215 One should be aware that the simulations are conducted on 2001 data and that China has subsequently lowered some of i t s  
tariffs to comply with commitments made at accession. The maximum rate in 2002 was 71 percent (on wheat and other field 
grains), for example. 
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Table 3. Doha Tariff Cutting Formulas: Effect on Chinese Applied MFN Rates 
Pre-Doha Chairman’s 

Applied MFN Tariffs (2001) Proposal EC India Korea PRC us 
Share not ad valorem 
Simple average tar i f f  
Coefficient o f  variation 
(unweighted) 
Trade-weighted average tar i f f  
Coefficient o f  variation 
(weighted) 
Min 
Max 
Share o f  lines where tariff = 
0% 
Share o f  lines > 15% 
Share o f  lines > triple the 

0.54 
14.53 

167.00 
11.62 

131.00 
0.00 

90.00 

2.06 
39.67 

0.54 
12.40 

239.00 
10.32 

206.00 
0.00 

25.10 

2.06 
39.58 

0.54 
6.50 

243.00 
5.42 

2 10.00 
0.00 

15.00 

2.45 
0.00 

0.54 
9.58 

179.00 
7.54 

159.00 
0.00 

29.00 

2.06 
17.37 

0.54 
11.33 

190.00 
8.89 

174.00 
0.00 

26.50 

2.06 
28.01 

0.54 
6.89 

298.00 
5.87 

253.00 
0.00 

13.10 

2.06 
0.00 

0.54 
4.57 

275.00 

3.97 

232.00 
0.00 
7.30 

9.13 
0.00 

national average 0.72 0.00 0.00 0.72 0.00 0.00 0.00 
Note: Data for simulations are first aggregated to the 6-digit level o f  the HS. 
Source: Calculations made with WITS using official Chinese 2001 tariff data supplied to the WTO. 

5.  Which proposals are best for Kyrgyz exporters? The Korean, Indian and TNC Chairman’s 
proposals do the least to cut high tariff rates and remove tariff peaks (as measured by the share o f  lines 
with tariff rates greater than 15 percent), which i s  the main feature o f  the tariff schedule that deters 
imports from the Kyrgyz Republic, and their resulting average tari f f  rates are higher than under the 
European, Chinese and American proposals. Interestingly, the Chinese proposal manages to cut tariff 
peaks and reduce the overall average rate while at the same time increasing the dispersion o f  tariffs, 
suggesting that the Chinese formula was designed with an eye towards preserving protection o f  certain 
sensitive industries. None o f  the proposals generates a serious increase in the share o f  duty-free tariff 
lines. 

6. This simulation shows results o f  cuts applied to all non-agricultural tariff lines. Kyrgyz exporters 
do not trade in al l  l ines o f  China’s full tariff schedule, however, but rather only a very small subset o f  
tariff lines. Table 4 examines the portion o f  China’s 2002 tariff schedule applied to imports from the 
Kyrgyz Republic. What do these data te l l  us? The striking feature o f  Table 4 i s  the exceptionally l ow  
trade-weighted average tariff rate (3.70 percent), relative to the simple average (12.25 percent) and the 
trade-weighted average on imports into China from al l  sources (1 1.62 percent). What this reveals i s  that 
the Kyrgyz Republic presently concentrates i t s  exports to China in those product l ines that enjoy 
exceptionally low protection from the Chinese government: scrap metals account for over ha l f  o f  all 
imports from the Kyrgyz Republic in 2002, as reported by Chinese authorities. What this statistic 
obscures, by definition, i s  information on tariffs affecting goods that the Kyrgyz Republic does not export 
at this time. China continues to impose very high tariffs on certain goods (though some o f  these are 
falling as a consequence o f  liberalization commitments made at accession). Some o f  these fall on goods 
that Kyrgyz might be able to export in the future.216 

2’6 One informant reported that a Russian investor had expressed interest in establishing motor vehicle assembly operations in the 
Kyrgyz Republic, intending to export vehicles to China-until he discovered the high levels o f  Chinese protection. Customs 
duties on motor vehicles are among the highest in China’s tar i f f  schedule. In addition there are extensive licensing, inspection 
and other non-tariff barriers. 

127 



Recommendation: Support tariffcutting proposals that most reduce tariffpeak. At this 
time these are the proposals made by the European Commission, China, and the United 
States. 

Table 4. Chinese Tariffs Applied to Imports from Kyrgyzstan 
Number o f  tariff lines with imports 
Simple average tariff rate 
Trade-weighted average tariff 3.70 much lower than in full schedule 

48.00 
12.25 

There are over 7,300 tariff lines in the full schedule 
slightly lower than in full schedule 

Coefficient o f  variation 
Minimum rate 
Maximum rate 
Share of lines that are duty-free 

82.00 
0.00 

less dispersion than full schedule 

38.00 on shom wool 
8.30 higher than full schedule 

Share of lines with rates > 15% 
Source: Staff calculations using 2002 data supplied by China to the WTO. 

33.00 high, though lower than in the full schedule 
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ANNEX 2-B. GATS AND KYRGYZSTAN'S TRADE I N  SERVICES" 

1. The Kyrgyz Republic's WTO membership includes extensive commitments made under the 
General Agreement on Trade in Services (GATS) to maintain open borders to cross-border trade and 
foreign investment in services. Vir tual ly a l l  sectors are included in i t s  schedule o f  commitments, covering 
liberalization in al l  modes o f  delivery o f  services. In most sectors there are n o  l imi ts  o n  foreigners' share 
of  equity. These policies are also "bound," i.e., irreversible, in most cases. A Liberal  L a w  o n  Foreign 
Investment implements WTO/GATS commitments allowing for commercial presence o f  foreign firms to 
provide services (e.g., establishing bank branches) and for presence o f  natural persons (temporary labor 
mobil ity). 

A. GATS Regime: Salient Features and their Relevance for Regional Agreements 

2. Trade in services i s  defined in G A T S  (General Agreement o n  Trade in Services) as the supply o f  
a service through any o f  the four ways, known as "modes o f  supply": Mode  1: services supplied f rom one 
country to another (e.g., international telephone calls), officially known as "cross-border supply"; Mode  
2: consumers f rom one country making use o f  a service in another country (e.g. tourism), officially 
known as "consumption abroad"; M o d e  3: a company from one country setting up subsidiaries or 
branches to provide services in another country (e.g., a bank f rom one country setting up operations in 
another country), officially known as "commercial presence"; and Mode  4: individuals traveling f rom 
their own country to  supply services in another (e.g., an actress or construction worker), of f ic ia l ly  known 
as "movement o f  natural persons." 

3. Services entered the agenda o f  the Uruguay Round o f  multilateral trade negotiations for  two  
reasons. First, with on-going transition f rom industrial to service economy, trade in services has been one 
of  the most rapidly expanding areas o f  international trade growing much faster than merchandise trade. 
Highly developed, increasingly service-based economies sought to  extend rule-based regime o f  
international trade to services. Second, electronic revolution has made the l inks between services and 
liberalization in their trade and overall economic performance more pertinent. Liberalization of  trade in 
services may improve the quality and availability o f  services through competition, economies o f  scale 
and, last but not least, incentives to  po l icy  makers to  improve regulatory environment. Benefits o f  
services liberalization are not l imi ted to services sectors themselves: they impact a l l  other economic 
activities. 

4. G A T S  was deemed a success o f  the Uruguay Round not because of  the progress in liberalization 
o f  trade in services but simply because i t  has locked countries into a standstill against backsliding, i.e., 
erecting new protectionist measures and to further rounds o f  progressive liberalization. The G A T S  has 
failed to introduce similar disciplines in scope and depth as under the 1994 GATT. First, whi le i t 
commits WTO members to  meet two  general obligations: transparency and the most-favored-nation 
(MFN) principle across-the-board, the Agreement allows for temporary exemptions to MFN. Second, 
unlike the 1994 GATT, the principle o f  national treatment (i.e., no less favorable than afforded to 
domestic one) and market access applies only to sectors specified in national schedules o f  G A T S  
commitments. 

5 .  In consequence, the G A T S  i s  weaker than the GATT in meeting the fundamental objectives o f  
multilateral trading environment, that is, the promotion o f  transparency, stability and liberalization o f  
trade. The 1994 GATT scores higher on liberalization o f  trade. G A T S  Art ic le 111 to  not i fy  changes in 
laws, regulations, and administrative procedures apply to a l l  sectors thus assuring information 
availability, albeit with a caveat. Namely, since the barriers to market access are not price-based barriers 
such as tariffs but NTBs taking the form o f  discriminatory treatment embedded in laws, regulations and 
administrative acts and procedures, these tend to be less easy to navigate than rules related to trade in 
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goods. In a similar vein, standstill rule assures stability in access, but less so than under the 1994 GATT. 
The problem i s  that G A T S  contains some unfinished rules o n  emergency safeguard measures and 
subsidies and with respect t o  domestic regulations. The extent o f  liberalization depends o n  the sector- 
specific commitments, which except for financial services and telecommunication, i s  much more l imi ted 
than that in trade in goods. Fo r  this reason alone, ‘rewards’ in terms o f  preferential access may be larger 
for trade in services than those for goods, simply because the extent o f  discrimination against non- 
preferential suppliers i s  larger. 

6. Two approaches to addressing services trade in FTA have emerged: one can be described as 
‘GATS-plus’ another as an integrated approach. The former consists in adopting the same procedure for 
liberalization in trade in services, i.e., in the form o f  national schedules, as in GATS. The A S E A N  
Framework Agreement o n  Services provides an example o f  the ‘GATS-plus’ approach. 

7. The integrated approach, inspired by the NAFTA and followed in practically a l l  R T A s  in the 
Western Hemisphere, incorporates disciplines o n  investment, government procurement, the movement o f  
natural persons, competition, intellectual property rights, and technical barriers to  trade in both goods and 
services. 

8. 
regional than multilateral basis. 

B o t h  approaches produce the same result: they lead to faster liberalization in services trade o n  a 

9. What does regional liberalization in trade in services entail? I t  entails relaxation o f  restrictions on 
the movement o f  labor and capital as wel l  as variety o f  domestic regulations including foreign ownership, 
standards, licensing and qualification requirements o n  a regional basis. The scope and depth depends on 
the level o f  economic integration sought by participating countries and the instruments o f  protection in 
place. Full integration o f  product and factor markets, as i s  the case o f  the EU after the 1986 Single 
Market Act, i s  based o n  four freedoms o f  movement o f  goods, capital, persons and services and o n  very 
extensive regulatory harmonization. But it i s  complex and takes time, as even 18 years after the Single 
Market Ac t  the task i s  yet to be fully completed. 

B. Performance of  Trade in Services 

10. Services play an increasingly important role not  only in the domestic economy but also in 
Kyrgyzstan’s foreign trade. Trade in services in terms o f  the GDP amounted to 18 percent in 2003, up 
from 14 percent in 1998. Among Central Asian members o f  the Commonwealth o f  Independent States 
(CIS), only Kazakhstan had a higher share o f  21 percent in 2003, but almost exclusively due to the 
dramatic expansion in imports o f  services (Table 1). Whi le  imports have driven Kazakh trade in services, 
a spectacular increase in exports in 2000-03, with the average annual growth rate o f  3 8 percent over 200 1 - 
03, has been behind the growth in significance o f  this trade for  the Ky rgyz  economy. The share o f  
services in total exports o f  goods and services doubled between 1998-2000 and 2003 f rom 11 percent to 
22 percent, which i s  the highest among Central Asian economies. Al though the share o f  imports o f  
services in total imports increased, this was only the result of  a one-time surge o f  18 percent in 2001, In 
other years, imports o f  services were either stagnant or  falling. 
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Table 1: Significance of Trade in Services in Central Asian CIS, 1998-2003 
Share o f  services Index, Share o f  Index, Trade in Index, 
in total exports 2002 services in 2003 services in 2003 

imports GDP 

1998 2003 1998=100 1998 2003 1998=100 1998 2003 1998=100 

Kazakhstan 13 14 103 15 32 218 9 21 230 

Republic 
KYWYZ 11 22 207 19 21 111 14 18 122 

Taj i kistan 8 1 16 4 5 126 6 4 73 
Uzbekistan 10 16 166 14 20 140 7 13 170 
Source: Nat iona l  balance-of-payments statistics. 

11. The bulk o f  the increase in exports o f  commercial services occurred in 2002, with the value o f  
exports growing f rom US$80 m i l l i on  in 2001 (up f rom the average o f  around US$60 million in 1998-00) 
to US$140 million and U S 1 5 7  mi l l ion in 2002 and 2003 respectively. This spectacular increase 
coincided with the establishment o f  a NATO mil i tary base fol lowing the US-led invasion of  Afghanistan 
in the Fal l  o f  2001. 

12. But not the whole increase in receipts (or exports) from the sale o f  commercial services can be 
explained by the ‘mil itary base-induced’ surge in demand for locally provided services. In fact, Ky rgyz  
commercial service providers have also increased their sales to customers in CIS economies, albeit-not 
surprisingly-their growth was weaker. Although the share o f  CIS countries fe l l  f rom 59 percent in 2000 
to  41 percent o f  total exports o f  commercial services, the value o f  sales in current prices increased US$25 
mill ion, from US$35 m i l l i on  in 2000 to  US$60 m i l l i on  in 2003 (Table 2). The difference accounted for 
32 percent o f  the increase in the value o f  total exports o f  commercial services o f  US$79 m i l l i on  between 
2000 and 2003. Hence, the ‘mil itary base’ has overall contributed up to o f  68 percent o f  the total increase 
over this period-potentially a huge chunk, but no t  a l l  the increa~e.’’~ 

13. Against the background o f  a strong overall performance, three developments are wor th noting. 
The first concerns the growth in tourism from bo th  CIS and other countries. The ‘travel’ balance-of- 
payments category registered the largest absolute increase over 2000-03 for both total and CIS countries 
indicating that Kyrgyzstan has succeeded in both retaining i ts o ld  clientele and adding a new one, albeit 
some of this new one may be associated with travel related to  presence at the mi l i tary base. 

14. Second, there has been hefty increase in sales o f  transport-related services, mainly air  and 
railways. Kyrgyzstan’s receipts f rom the provision o f  railroad services doubled in 2000-03, mainly thanks 
to receipts f rom CIS customers. The increase in exports o f  air transport services has been even more 
impressive, with 75 percent related to non-CIS customers. The sources, including a significant 
contraction in 1999-01, o f  this growth in 2002-03 are not  clear. 

15. Third, the balance-of-payments statistics do not  al low ident i fy sources o f  the strong increase in 
receipts by Ky rgyz  firms f rom provision o f  other business services.’” This may b e  due to  merchanting, 
i.e., resale o f  goods imported by Ky rgyz  firms to foreign entities in Kyrgyz Republic (the difference 

217 Without more detailed data, it is impossible to distinguish between base-related services and services sold to other 
nonresidents. Since there are no reasons to suspect that there has been a decline in exports to other than CIS and ‘base-related’ 
customers, 68 percent o f  the total would seem to be a maximum estimate. 
*Is One should emphasize that this is not the statistical weakness peculiar to Kyrgyz balance-of-payments statistics, which 
follows the IMF-set format. The task o f  designing a system o f  monitoring service activities in line wi th definitions used in GATS 
is yet to be completed. 

131 



between respective prices i s  a merchanting service), but other explanations are possible. Since most o f  the 
increase occurred in CIS exports, the crux o f  the matter i s  that that this i s  not  related to leasing services 
associated with the ‘base.’ 

Table 2: Exports o f  Total and to C IS  of  Commercial Services in 1998-2003, the change between 
2000 and 2003 (both in million of  U S  dollars) and the share of C I S  in change (in percent) 

Change Change 
(in million 

Total (in million o f  U S  dollars) o f  US$) Exports to CIS of US$) CIS in 
(in million Share o f  

2003 over 2003 over 
1998 1999 2000 2001 2002 2003 2000 2000 2003 2000 change 

Exports of commercial 
services 58 60 57 73 118 136 79 35 60 25 32% 
Transport, o f  which 19 20 17 20 37 42 25 10 19 10 37% 

Railway 2 3 5 7 9 1 0  6 4 8 4 72% 
Air 15 9 8 9 23 26 18 2 7 5 25% 

Travel 8 14 15 24 36 48 32 9 28 19 59% 
Other business 4 4 5 7 1 8 1 8  13 2 9 7 59% 
Power sector services 2 3 3 4 6 8 4 3 8 4 100% 
Memorandum: 

Source; Derived from Kyrgyzstan’s official balance o f  payments statistics. 
Government services 5 5 5 7 2 2 2 1  16 25 20 -5 -29% 

C. Provision o f  Commercial Services and Modes of  Supply 

16. Although specific commitments under G A T S  are defined in terms o f  the four standard modes o f  
supply (mode I :  trans-border supply, mode 2: consumption abroad, mode 3: commercial presence, and 
mode 4; presence o f  natural persons), the available services trade statistics are not reported according to a 
mode o f  supply and do not al low to take full account of  trade in services.219 Even if some transactions 
can be captured in the IMF format o f  the balance o f  payments statistics, the latter suffer f rom two  major 
deficiencies: 

0 They do not distinguish between various modes o f  supply as defined in GATS. As a result, i t  
i s  impossible to allocate balance-of-payments categories to  mode 1 or  4 without extra detailed 
information. For instance, information o n  transactions in computer and information, personal, 
cultural and recreational services, and other business services do not  say h o w  a service has 
been delivered;220 

Bo th  the definition o f  a resident and non-resident and the breakdown o f  services in GATS 
and the balance o f  payments statistics differ. In the balance o f  payments, non-resident 
becomes a resident after more than 12 months o f  residency and, as such disappears f rom the 
balance o f  payments statistics as transactions are n o  longer before a resident and a non- 
resident. 

0 

2’9  For  details, see Manual on Statistic of International Trade in Services, Statistical Papers Series M No. 68, Department o f  
Economic and Social Affairs, Statistics Department, Uni ted Nations, Geneva, Luxembourg, N e w  York, Paris, Washington, D.C., 
2002. 

220 This is due to the fact that a supplier o f  these services may actually go to the territory o f  the consumer. 
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17. In consequence, balance-of-payments statistics, not only in the Kyrgyz Republic but also in al l  
other countries, provide only proxies for allocating services to different modes o f  delivery. Hence, the 
data tabulated in Table 3 only approximates real flows and testify to the difficulty in allocating services 
between cross border supply (mode 1) and presence o f  natural persons (mode4). In order to avoid 
guessing, we have simply allocated computer and information and other business services to mode 1. 

18. The composition o f  both exported and imported commercial services according to mode o f  
delivery does not diverge significantly from the average for developing countries.22’ Cross-border supply 
i s  a dominant mode there accounting for 60 percent o f  total trade in services. The most important 
“service” on both receipts (export) and expenditure to a foreign provider (import) relates to transportation. 
Exports o f  transport services doubled over 2001-03, while the value o f  payments to foreign providers 
slightly contracted during that period. I t  i s  not clear whether this was due to the improved 
competitiveness o f  services offered or the shift towards cheaper mode o f  transportation by rai l  on the 
import side. Whatever the reasons are this sector i s  no longer such a drain on foreign exchange revenues 
as it was in the past. On the import side, this share i s  higher for Kyrgyz imports reflecting i t s  land-locked 
location. Transportation accounted for 40 percent of total expenditures for commercial services, albeit i t s  
share was falling from 70 percent in 1998. 

Table 3: Modes of Supply of Services in 1998-2003 (in million of  U S  dollars and percent) 

Cross-bordersupply(mode1) 1998 1999 2000 2001 2002 2003 1998 1999 2000 2001 2002 2003 
fin million o f  US dollars) (share in Dement) 

Total Exports, of  which 
Transport 
Communication 
Computer and information 
Other business 
Insurance 
Financial (other than insurance) 

Transport 
Communication 
Computer and information 
Other business 
Insurance 

Total Imports, of  which 

35 35 33 37 69 72 67.7 62.5 60.0 53.4 59.7 54.0 
19.1 19.9 16.6 20.4 37.5 42.1 36.6 35.1 30.6 29.1 32.3 31.7 
9.8 10.3 9.3 8.7 8.9 8.7 18.8 18.2 17.0 12.4 7.6 6.5 
0.2 0.2 0.5 0.5 0.7 1.5 0.3 0.3 0.9 0.7 0.6 1.1 
3.9 4.0 4.8 7.1 18.4 17.6 7.5 7.0 8.7 10.1 15.9 13.3 
0.9 0.7 0.5 0.2 0.3 1.3 1.8 1.3 0.9 0.3 0.2 0.9 
1.4 0.3 1.0 0.6 3.6 0.6 2.7 0.6 1.9 0.8 3.1 0.5 

134 110 99 78 104 97 87.3 83.0 78.8 77.2 82.4 80.4 
93.2 77.7 69.9 49.8 55.9 47.8 69.5 58.5 55.8 49.2 44.4 39.6 

8.3 8.2 7.0 7.9 7.0 8.2 6.2 6.1 5.5 7.9 5.5 6.8 
2.4 0.7 0.9 1.0 1.8 3.5 1.8 0.5 0.7 1.0 1.5 2.9 

11.9 8.3 8.8 8.7 17.7 18.7 8.9 6.3 7.1 8.6 14.1 15.5 
11.6 10.1 8.0 7.4 8.9 14.4 8.6 7.6 6.4 7.3 7.0 12.0 

Financial(0therthaninsurance) 6.8 5.2 4.2 3.2 12.5 4.4 5.1 3.9 3.3 3.2 9.9 3.7 
Consumptionabroad(mode2) 1998 1999 2000 2001 2002 2003 1998 1999 2000 2001 2002 2003 
Exports (travel) 8.4 14.1 15.3 24.4 35.7 47.8 16.0 24.9 28.0 34.9 30.7 36.0 
Imports (travel) 3.5 10.7 15.6 11.9 9.9 16.6 2.3 8.1 12.5 11.8 7.8 13.7 
Commercialpresence(mode3) 1998 1999 2000 2001 2002 2003 1998 1999 2000 2001 2002 2003 
Exports 8.5 7.1 6.5 8.2 11.2 13.3 16.2 12.6 12.0 11.8 9.6 10.0 

Construction 6.7 3.9 3.1 4.5 4.9 5.7 12.8 6.9 5.8 6.5 4.2 4.3 
Power sector services 1.8 3.2 3.4 3.7 6.3 7.6 3.4 5.7 6.2 5.3 5.4 5.7 

Imports 10.8 5.9 7.0 7.8 8.8 4.5 20.7 10.4 12.9 11.1 7.6 3.4 
Construction 9.7 3.2 6.0 6.7 8.5 4.0 6.3 2.4 4.7 6.6 6.8 3.3 
Power sector services 1.1 2.7 1.1 1.1 0.3 0.5 0.7 2.1 0.9 1.1 0.2 0.5 

Source: Derived from Kyrgyzstan’s official balance o f  payments statistics. 

22’ Maurer, A,, and P. Chauvet, 2002, “The Magnitude o f  Flows o f  Global Trade in Services,” in B. Haekman, A. Mattoo, and 
Ph. English, eds., Development, Trade, and the WTO: A Handbook, World Bank, Washington, DC. 
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19. The service i tem that suddenly emerged as a very important i tem o f  trade in the cross-border o f  
delivery i s  “other business services.” The value o f  their exports increased 2.6 times in 2002 over 2001. 
Since this balance of payment statistics category covers a wide range o f  various services, without 
additional information it i s  impossible to identify the source or sources o f  this growth. 

20. Another noteworthy development i s  growing significance o f  the mode 2 o f  delivery o f  services, 
almost exclusively related to tourism and business visits. Receipts f rom travel (tourism) have more than 
tripled over 2000-03, and their share in total commercial services increased 30 percent to 36 percent o f  
total receipts from commercial services. By intemational standards, these are respectable levels. For 
instance, this share was also 36 percent in Armenian exports o f  services. 

2 1. The development in trade in services under mode 3, commercial presence, point to the relative 
increase o f  Ky rgyz  f irms rendering services outside o f  Kyrgyzstan and absolute decrease o f  the 
significance o f  foreign f irms providing services in the territory o f  the Kyrgyz Republic. The supply o f  
construction and energy-related services to  customers abroad has significantly expanded. 
Simultaneously, the provision o f  construction services to Kyrgyz residents in Kyrgyzstan varied over time 
but was lower in 2003 than in any other year over 1998-2003. 

D. Concluding Comments 

22. A s  mentioned earlier, intemational transactions as defined in the national accounts and balance o f  
payments statistics diverge from the G A T S  definit ion o f  services. Factors of  production staying longer 
than a year in a country are treated as having acquired the status o f  resident. By the same token, local 
sales of foreign entities are n o  longer treated as transactions between resident and non-residents, and as 
such captured by balance o f  payments statistics. In consequence, transactions fall ing into such modes o f  
supply as commercial presence and movement o f  natural persons are not reported in these statistics. 
Balance o f  payments statistics do not distinguish between modes o f  supply, i.e., cross-border supply, 
consumption abroad, commercial presence or  presence o f  natural persons for less than a year. 
Furthermore, within WTO definitions, a l l  services except transport and travel are identif ied as “other 
commercial services” and services exercised by governments are excluded. 

23. Hence, as long as a new reference framework for  measuring trade in services according to G A T S  
i s  not  in place, proxies derived from the balance o f  payments statistics and information f rom other sources 
are the only way to  estimate services trade. The current practice i s  to use balance o f  payments statistics 
categories other than “travel” as a proxy for  cross-border supply (mode 1);222 “travel” as an indicator of 
consumption abroad of a service (mode 2); and “compensation o f  employees” together with balance o f  
payments labor-related statistics as a proxy for  presence o f  natural persons (mode 4). The balance o f  
payments statistics do not allow capture activities fall ing under commercial with the 
exception o f  construction services (mode 3). Some estimates o f  the mode 3 can be derived f rom FAT 
(foreign affiliate transfers) statistics, if available, data o n  FDI stocks together with production statistics 
such as value added (share o f  foreign firms in the total in a market) or turnover o f  foreign f i r m s  with their 
share in respective markets for  services. 

24. Proxies are what they are-nly surrogates for  the absence o f  statistical concepts and 
methodologies that would al low to gauge trade in l ine with the G A T S  classification. The major problems 
stem f rom the two fol lowing weaknesses o f  balance o f  payments statistics from the point  o f  v iew  o f  the 

222 Balance o f  payments categories, such as transportation, communication services, computer and information services, other 
business services, personal, cultural, and recreational services, insurance services, financial services, royalties and license fees 
belong to mode 1. 

223 The presence exceeding one year leads to the change o f  status from that o f  a non-resident to  that o f  a resident. 

134 



task at hand: First, the balance o f  payments category “travel” tends to  overestimate trade in mode 1, as it 
includes also consumption o f  goods. The statistics do not provide one with information allowing for 
distinguishing what tourists and business travelers spend on hotels, transportation, service in restaurants 
and o n  foods and other goods.224 Second, some balance o f  payments components may fa l l  to more than 
one mode o f  delivery, that is, i t  i s  impossible to  assess how a service has been provided. For  instance, the 
transaction between a resident and nonresident o f  a country concerning the provision of a computer- 
related service may take place over Internet (cross-border, mode 1) or  o n  site o f  a resident-firm by an 
expert dispatched by a foreign firm (commercial presence, mode 4). 

25. Although much remains to  be done in establishing a reliable system o f  monitoring international 
trade in services, the improvement in terms of details covered in Kyrgyz balance o f  payments statistics 
should be addressed now. For  instance, there i s  a clear need to distinguish between various types o f  travel 
in order to understand patterns in movement o f  goods and services. This i s  also important for any pol icy 
discussion o n  the choice o f  transportation issues to be addressed in bilateral and regional negotiations. 

224 Although it would be tempting to draw the conclusion that services trade i s  overestimated vis-&vis trade in goods, this i s  not 
necessarily so as the inclusion o f  re-exports inflates the latter. 
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ANNEX 3. KYRGYZ REPUBLIC’S 2003 LEGISLATIVE REFORMS TO IMPROVE INVESTMENT AND 
BUSINESS CLIMATE 

# 
1. 

2 

3 

4. 

5. 

6. 
7. 

I O .  
11. 

12. 
13. 

14. 

15. 

16. 

17. 

18. 

19. 
20. 

21. 

Laws amended 
On amending the Law On 
Protection of Atmospheric Air 
On amending the Law On Drugs 

On amending the Law On 
Environment Protection 
On amending the Law On Tax 
Consultants 
On amending the Law On 
Population Employment 
Facilitating 
On amending the Tax Code 
On amending the Law On Fire 
Security 
On amending the Law On Initial 
Vocational Education 

On amending the Law On 
Transport 

On amending the Land Code 
On amending the Labor Code 

On amending the Air Code 
On amending the Law On 
Mandatory Copy of documents 
On amending the Law On Basis 
of Social Services 
On amending the law On Oil and 
Gas 
On amending the Law On 
Medical 
Insurance 
On amending the Law On 
Weapons 
On amending the Law On Power 
Industry 
On amending the Wildlife Law 
On amending the Law On Taxes 
from enterprises and 
organizations 
On amending the Law On 
Notary Activity 

Status 
Passed, June 24,2003 

The Govemment Resolution # 414 
approving the amendments. 
Withdrawn by the Govemment 
Resolution # 668 of October 20, 
2003 

Passed, June 1 1,2003 

Passed, July 15,2003 

Passed, April 12,2003 

Passed, July 28,2003 
Passed, February 28,2003 

The Govemment Resolution #420 
approving the amendments. 
Withdrawn by the Govemment 
Resolution # 668 o f  October 20, 
2003. The Law has not been 
amended 
Passed, August 01,2003 

Passed, December 05,2003 
The Govemment Resolution #423 
approving the amendments. 
Withdrawn by the Govemment 
Resolution # 668 of October 20, 
2003. 

Passed, June 24, 2003 
Passed, March 06,2003 

Passed, April 12,2003 

Passed, March 09,2004 

Passed, April 2 1,2003 

Passed, March 06,2003 

Passed February 26,2003 

Passed June 24.2003 
Passed July 28, 2003 

The govemment Resolution #433 
approving the amendments. 
Pending. 

Comments 

Amendments were withdrawn as a new 
law On drugs was drafted. 
The Law “On drugs” was Passed o f  
April 30,2003. 
Note: it i s  not in full compliance with 
the Law On Licensing. 

The Code has not been amended. The 
new Labor Code i s  begin drafted. 
Note: Expected to be in full 
compliance with the Law on 
Licensing. 
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# 
22. 

23. 
24. 

25. 

26. 

27. 

28. 

29. 
30. 

31. 

32. 

33. 

34. 
35. 

36. 

37. 

38. 

39. 

40. 

41. 

42. 

Laws amended 
On amending the Law On 
Protection and Use of Plants 
On amending the Forest Code 
On amending the Law On 
Reproductive Rights of Citizens 
On amending the Law On 
Commodity Exchange and 
Commodity Exchange Business 
On amending the Law On 
Ecological Expertise 
On amending the Law On Basis 
o f  Town Building Legislation 
On amending the Law On 
Traffic 
On precious metals and stones 
On amending the Law On 
Radiation Security 
On amending the Law On State 
Registration of Rights On 
Immovable Property 
On amending the Custom Code 

On amending the Law On Water 

On amending the Law On seeds 
On amending the law On 
Livestock Breeding 

On amending the Law On 
Potable (Drinking) Water 

On amending the Law On 
veterinary 

On amending the Law On 
Tourism 
On amending the Law On unity 
o f  Measurement System 
On amending the Law On 
Informatization 

On amending the Law On 
Insurance Arrangement 

On amending the Law On 
Sanitary and Epidemiological 
Well-being of Population 
On amending the Law On 
Chemicalixation and Plants 
Protection 

Status 
Passed June 24,2003 

Passed June 28,2003 
Passed April 21,2003 

Passed, April 09,2003 

Passed June 1 1,2003 

Passed June 1 I, 2003 

Passed 24,2003 

Passed April 09,2003 
Passed August 01,2003 

Passed, March 06,2003 

The Government Resolution #444 
approving the amendments. These 
amendments were no longer 
relevant as a new Custom Code had 
been drafted. 

The Govemment Resolution #450 
approving the amendments. The 
law has not been amended 
Passed, March 05,2004 
The Government Resolution #452 
approving the amendments. The 
law has not been amended 
The Government Resolution #453 
approving the amendments. The 
law has not been amended yet. 
The Govemment Resolution #752 
approving the amendments. The 
law has not been amended yet. 
Passed, October 21,2003 

Passed, of November 18,2003 

Passed, June 24,2003 

The Government Resolution #768 
approving the amendments. The 
law has not been amended 
Passed, July 15,2003 

Passed, June 28,2003 

Comments 

Legislative Assembly adopted the new 
Custom Code (CC) of April 13,2004 
and now it i s  waiting for Peoples’ 
Representative Assembly and 
President approval. Along with CC, 
Amendments to the Law on Licensing 
were drafted in order to bring CC in 
compliance with the Law on 
Licensing. The Parliament declined 
these Amendments; therefore Custom 
Code contradicts the Law on 
Licensing. 
Note: Reportedly, amendments were 
declined by the L A  of the Parliament. 

Note: A new law On Veterinary i s  
drafting by the Ministry o f  
Agriculture. 
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~~ 

# Laws amended Status Comments 
44. On amending the Law On Passed, June 1 1,2003 

45. On amending the Law On Passed, November 18, 2003 
Electrical and Postal Service 

Certification of Goods and 
Services 

Natural Healing Resources and 
Health Resorts 
On amending the Law on Coal 

On withdrawal of Draft Law on 
amending the Law on Licensing. Govemment. 197 approving the amendments 
This Draft withdrawn by the 
Govemment Resolution # 197 

46. On amending the Law On The Government Resolution #SO6 
approving the amendments. The 
law has not been amended yet. 
To be approved by the 
Government. 
To be approved by the 

47. 

48. The Govemment Resolution # 

on new types of Licenses, which 
contradicted the Moratorium. 

49. On amending the Law on Passed, March 10,2003 
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50. 

5 I. 

Source: 

Education 
On amending the Law on 
Investment Funds Government. 
On amending the Law On 
System of Scientific Technical Government. 
Information 

To be approved by the 

To be approved by the 

USAID Trade Facilitation and Investment Project, Pragma Corporation. 
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