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	=
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	=
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NOTE
In this report, "$" refers to US dollars.
I. INTRODUCTION
 AUTONUM 
Since its independence, the Kyrgyz Republic has undertaken significant reforms in the financial sector. The Government has gradually shifted the financial sector toward market orientation supported by, among others, the enactment of modern central and commercial banking laws, encouraging entry of private banks, liquidation and restructuring of problem banks, strengthening of banking regulation, and improving banking system and securities markets infrastructure. However, the financial sector still does not play a significant role in financing private sector led growth. Its development remains constrained by policy, legal and institutional impediments. The Kyrgyz Republic’s Comprehensive Development Framework and National Poverty Reduction Strategy recognize the important role of the financial sector in promoting economic growth and poverty alleviation.

I. The SECTOR: PERFORMANCE, Problems, and OppoRtunities
 AUTONUM 
The Kyrgyz financial sector comprises 20 commercial banks and a large number of nonbank financial institutions (NBFI). This includes 3 private trade organizers;
 2 depositories;
 and a variety of financial intermediaries, including 42 broker and dealer firms, 5 investment funds, 1 private pension fund, and 12 insurance companies. There are also about 800 credit unions, microfinance organizations, exchange offices, and pawnshops. A financial sector profile is in Table 1. 

Table 1: Financial Sector Profile

	Item
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004

	Stock Exchanges
	1
	1
	1
	1
	1
	2
	2
	2
	2
	2

	Commercial Banksa
	18
	18
	20
	24
	23
	22
	20
	20
	20
	19a

	Insurance Companies
	
	
	
	35
	36
	29
	24
	23
	15
	12

	Investment Funds
	15
	18
	15
	16
	14
	10
	8
	11
	5
	5

	Pension Funds 
	
	
	
	2
	2
	2
	2
	2
	2
	2

	     State
	
	
	
	1
	1
	1
	1
	1
	1
	1

	     Private
	
	
	
	1
	1
	1
	1
	1
	1
	1

	Depositaries 
	0
	3
	3
	1
	1
	2
	2
	2
	2
	2

	Broker Companies
	27
	43
	28
	29
	30
	25
	23
	21
	22
	21

	Dealer Companies
	3
	6
	6
	13
	16
	16
	20
	20
	21
	21

	Independent Registrars
	7
	18
	21
	20
	23
	19
	15
	16
	15
	15

	Managing Companies
	0
	1
	0
	4
	6
	10
	9
	9
	10
	8

	Credit Unions
	
	
	
	83
	169
	191
	279
	303
	303
	306

	Microfinance Organizations
	0
	0
	0
	56
	68
	55
	53
	72
	72
	100

	Specialized Credit Institutionsb
	
	
	
	4
	4
	4
	10
	10
	2
	2

	Pawnshops
	
	
	
	55
	49
	57
	64
	85
	108
	113

	Exchange Offices
	
	
	
	340
	267
	290
	271
	234
	261
	278


a Includes commercial banks with a license at the end of the respective year. In 2004, one bank’s license was revoked; an appeal against this decision is pending. A new bank applied for a banking license but was not yet given it at end-2004.

b Includes specialized financial institutions for which crediting is a major business area, including Kyrgyz Agricultural Finance Corporation, Financial Company for the Support of Credit Unions, State Small and Medium-Size Business Support Fund under the Government of the Kyrgyz Republic, Mercy Corps International, Finance Fund Bai-Tushum, Foundation for International Community Assistance (FINCA) Kyrgyzstan, Central Asian and American Fund of Support of Small and Medium Business, and others.

Sources: Ministry of Finance, National Bank of the Kyrgyz Republic, State Commission for Securities Markets.

 AUTONUM 
With broad money equivalent to 17.8% of gross domestic product (GDP), and assets of the banking sector equivalent to 19% of GDP, financial intermediation is still at a very low level from an international perspective. The small formal financial sector is dominated by banking; securities markets play only a negligible role in finance. Other financial instruments are also underdeveloped, including, for example, the insurance business. Informal finance still plays an important role in the country. Selected financial sector indicators are in Table 2.

Table 2: Financial Sector Indicators

	 Item
	1999
	2000
	2001
	2002
	2003
	2004

	A.  Sector Outcomes
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 

	Increased financial intermediation
	 
	 
	 
	 
	 
	 

	      1.  Broad money (M2) as percent of GDP
	11.8
	10.6
	10.0
	12.5
	15.1
	17.8

	      2.  Banking sector assets as percent of GDP
	8.6
	7.1
	6.7
	10.4
	13.5
	19.0

	3.  Capitalization of stock market as percent of GDPa
	—
	0.5
	0.3
	0.3
	0.3
	1.5

	      4.  Outstanding corporate bonds as percent of GDP
	0.0
	0.0
	0.0
	0.0
	0.2
	0.3

	 
	 
	 
	 
	 
	 
	 

	B.  Sector Outputs
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 

	Improved financial sector 
	 
	 
	 
	 
	 
	 

	   1. Soundness and stability
	 
	 
	 
	 
	 
	 

	       a.  Total capital of banks as percent of total assets     

            (CAR)
	16.8
	16.8
	16.8
	16.8
	16.8
	13.7

	       b.  Nonperforming bank loans as percent of  gross 
            loans 
	24.4
	10.7
	9.3
	13.3
	11.2
	6.4

	c.   Foreign-owned banking sector assets as percent 
      of total
	—
	—
	—
	—
	50.5
	57.4

	       d.  Total number of commercial banks
	23
	22
	20
	20
	20
	19

	 
	 
	 
	 
	 
	 
	 

	  2.   Efficiency
	 
	 
	 
	 
	 
	 

	        a.  Private-owned banking sector assets as percent   

             of total
	 —
	—
	—
	—
	96.0
	96.0

	        b.  Interest rate spread (12-month lending – deposit 
             rate)
	25.3
	33.5
	24.8
	18.9
	16.7
	22.6

	        c.  Money outside banks as percent of deposits
	119.0
	126.0
	158.0
	167.0
	118.6
	140.1

	        d.  Annual stock market turnover as percent of 
             capitalization
	—
	—
	92.4
	585.8
	404.7
	146.2

	        e.  Longest available bond maturity (in years)
	1 
	1
	1
	1
	1
	1

	        f.   Longest available loan maturity for prime 
             borrowers (in years)
	3
	3
	3
	4
	4
	5

	        g.  Population per bank branch
	32,400
	32,500
	35,000
	33,800
	32,700
	31,600

	 
	 
	 
	 
	 
	 
	 

	   3.   Access
	 
	 
	 
	 
	 
	 

	         a.  Credit to the private sector as percent of GDP
	5.1
	4.2
	3.8
	4.2
	4.8
	6.7

	         b.  Bank deposits as percent of GDP
	5.4
	4.4
	3.6
	4.8
	9.4
	8.6

	         c.  Number of companies listed at stock exchange
	63
	69
	24
	22
	18
	12

	d.  Number of initial public offerings of stocks 
     (equity)c
	80
	75
	61
	45
	—
	—

	         e.  Number of corporate bond issues
	0
	2
	5
	4
	2
	2


CAR = capital adequacy ratio, GDP = gross domestic product.
a Calculated as the total capitalization of the most actively traded companies listed at the stock exchange.

b Until 2001 non-performing assets as non-performing loans are not available.
c Without privatization through the stock exchange.

Sources: Asian Development Bank, International Monetary Fund, Kyrgyz Stock Exchange, National Bank of the Kyrgyz Republic, and State Commission for Securities Markets.

 AUTONUM 
While financial sector development in the Kyrgyz Republic is clearly lagging behind its neighbors–for example, Kazakhstan and Mongolia–credit unions and other microfinance organizations play a much larger role than in most other countries in the region. A cross-country comparison of selected financial sector indicators is in Table 3. 

Table 3: Summary Statistics for Selected Transition Economiesa

	Country
	No. of Banks
	Interest Spreadb
	NPLsc
(% of total loan)
	No. of Credit Unions
	Broad Money
	Bank Assets
	Bank Deposits
	Insurance Premium
	Equity Market Capitali-zation d

	
	
	
	
	
	% of GDP

	Kyrgyz Republic
	19
	22.6
	7.0
	306
	18
	19
	8.6
	0.2
	1.5

	
	
	
	
	
	
	
	
	
	

	Armenia
	20
	14.0
	7.2
	—
	15
	19
	6.0
	0.4
	0.8

	Azerbaijan
	42
	8.9
	8.2
	28
	18
	18
	12.0
	0.8
	0.1

	Kazakhstan
	35
	9.0
	13.1
	52
	21
	49
	30.0
	0.7
	7.5

	Mongolia
	17
	11.2
	11.0
	570
	47
	61
	39.0
	0.5
	1.4

	Uzbekistan
	33
	3.5
	1.5
	—
	9.3
	37.8
	2.1
	0.3
	4.4


GDP = gross domestic product, No. = number, NPL = nonperforming loan.

a Data are for 2003 or 2004, depending on availability.

b Difference between average lending rate and average deposit rate, as published in International Financial Statistics. 
c Official figures provided by national banking sector supervisory bodies. Independent estimates for Uzbekistan are much higher.
d Calculated as the total capitalization of the most actively traded companies listed at the stock exchange.

Sources: National Authorities, International Monetary Fund (IMF) International Financial Statistics, Financial Sector Stability Assessments, Article IV Consultation Reports, and European Bank for Reconstruction and Development (EBRD) Transition Report 2004.

A.
Banking Sector

1. 
Sector Description and Performance

 AUTONUM 
The Kyrgyz banking sector is dominated by private banks, which accounted for 96% of banking sector assets at end-2004. The sector has significant investment by foreign investors (particularly from Kazakhstan), which hold majority shares in 10 banks. At end-2004, 57% of the capital and 60% of the assets of the system were foreign-owned.  The sector is not overly concentrated – at end-2004, the five largest banks accounted for about 50% of the capital, 60% of the deposits, and 66% of the loans. A list of commercial banks is in Table 4.

 AUTONUM 
The total capital of commercial banks increased from the equivalent of 1.3% of GDP at end-1999 to 2.6% of GDP in December 2004 ($56 million), mainly due to higher capital requirements and increasing FDI (Table 2). Banking sector assets increased from 8.6% of GDP at end-1999 to 19% of GDP at end-2004. This compares to banking sector assets equivalent to 48.5% of GDP in Kazakhstan (Table 3). The share of nonperforming loans in the Kyrgyz banking sector declined from 24.9% in October 1999 to 7.0% in June 2005, mainly as a result of closure of a number of banks, successful bank restructuring (with external support in 2000–2002), combined with more prudent lending practices. 
At the same time, recent rapid growth in lending needs to be monitored to avoid deteriorating loan quality. Private sector credit growth accelerated from 11% in 2002 to 27% in 2003 and 70% in 2004, mainly due to a more conducive macroeconomic environment, introduction of new lending products and growing competition.  
Table 4: List of Commercial Banks
	Name of the Bank
	Branches
	Assets
	Loans
	Deposits
	Paid-in Capital 
	
	Foreign owned

	
	Number
	% of Total
	% of Total
	% of Total
	Som million
	% of Total
	
	%
	Origin

	Asia Universal Bank
	2
	37.0
	10.1
	24.3
	300
	12.4
	
	79.0
	RUS, US

	Ineximbank
	4
	9.7
	17.3
	8.8
	230
	9.5
	
	71.0
	KAZ, EBRD, IFC

	Bank Kyrgyzstan
	28
	7.1
	13.1
	6.9
	121
	5.0
	
	0.0
	 

	Demir Kyrgyz International Bank
	1
	6.3
	1.8
	11.4
	133
	5.5
	
	100.0
	TUR, EBRD, IFC

	Kazkommertsbank Kyrgyzstan
	3
	6.0
	14.7
	2.6
	100
	4.1
	
	74.0
	KAZ (EBRD)

	Energobank
	7
	5.9
	9.5
	8.9
	109
	4.5
	
	34.0
	KAZ, ITA, LUX

	Kyrgyz Credit Investment Bank
	1
	5.1
	10.5
	3.9
	291
	12.0
	
	90.0
	EBRD, IFC, KfW, Agha Khan F.

	Kyrgyzpromstroybank
	29
	4.4
	6.2
	6.9
	100
	4.1
	
	0.0
	 

	Savings and Settlement Company
	48
	4.1
	0.0
	5.2
	100
	4.1
	
	0.0
	 

	Branch of Pakistan National Bank
	1
	2.8
	0.0
	4.3
	105
	4.3
	
	100.0
	PAK

	Bakay Bank
	4
	2.4
	3.2
	4.1
	60
	2.5
	
	0.0
	 

	Ekobank
	7
	2.2
	3.8
	2.7
	100
	4.1
	
	6.0
	KAZ, EBRD, IFC

	Khalik Bank Kyrgyzstan (former Kairat Bank)
	5
	1.8
	0.0
	3.2
	170
	7.0
	
	100.0
	KAZ

	Tolubay
	1
	1.2
	2.5
	1.7
	36
	1.5
	
	2.0
	RUS

	Amanbank
	5
	0.9
	1.4
	1.0
	55
	2.3
	
	24.0
	RUS

	Bank of Asia
	0
	0.9
	1.5
	0.9
	63
	2.6
	
	100.0
	KOR

	Dos Credobank
	7
	0.8
	1.6
	1.2
	77
	3.2
	
	0.0
	 

	Issyk-kul
	6
	0.8
	1.2
	1.2
	35
	1.4
	
	14.0
	KOR

	Kyrgyzkredit
	0
	0.8
	1.6
	0.9
	40
	1.6
	
	89.0
	ITA

	AK Bank (licence revoked)
	0
	 
	 
	 
	200
	8.2
	
	44.0
	CAN RUS (KAZ)

	 
	 
	 
	 
	 
	 
	 
	
	 
	 

	Total
	159
	100.0
	100.0
	100.0
	2425
	91.8
	
	57.4
	 

	Memorandum Item:
	
	
	
	
	
	
	
	
	

	Kyrgyz Agricultural Finance Corporation
	11
	9.9
	26.3
	0.0
	300
	12.4
	
	0.0
	


CAN = Canada, EBRD = European Bank for Reconstruction and Development, IFC = International Finance Corporation, ITA = Italy, KAZ = Kazakhstan, KfW = Kreditanstalt für Wiederaufbau, KOR = Korea, LUX = Luxemburg, PAK = Pakistan, RUS = Russia, TUR = Turkey, US= United States of America. 
a Indirect shareholding through Kazkommertsbank (Kazakhstan).

Sources: National Bank of the Kyrgyz Republic and Asian Development Bank.

 AUTONUM 
There is significant room to enhance public confidence in banks.  This is most evident in the low level of deposits relative to GDP (just 8.6% in 2004).
 Further, the differential between deposit and lending rates remains very high. The range and quality of banking services, such as simple deposit and payment services are below customers’ expectations. Cash in circulation is still significantly greater than money on commercial bank accounts. Checks are scarcely used and credit and bank cards are just being introduced.

 AUTONUM 
In terms of access to and outreach of banks, three commercial banks have a well-developed countrywide branch network and six other banks have five to seven branches each (Table 4). Based on the number of bank branches, it is estimated that there is one branch per 32,000 people. However, only 1 in 40 Kyrgyz residents actually has a bank account. Half of these accounts are with the state-owned Settlement and Savings Company (SSC), which mainly provides payment, transfer, and savings services, but also will begin micro-credit lending in 2006. Further, the largest nonbank financial institution, the state-owned Kyrgyz Agricultural Finance Corporation (KAFC), also has a countrywide branch network. KAFC is expected to be issued a banking license in conjunction with its privatization, which is scheduled for 2006.


2. 
Problems and Opportunities
 AUTONUM 
With regard to low deposit mobilization, the key issue seems poor quality in deposit and payment services, possibly in combination with concerns as to whether commercial banks are adequately supervised. Surveys
 have found that requirements to open a bank account are not onerous or time consuming, with low minimum balance requirements and small fees. Banks also offer reasonable interest rates; term deposits can earn as much as 11-15% p.a.. There are, however, costs such as charges for withdrawal of funds, even from current accounts. Moreover, transfers from one branch to another require opening an entirely new account at the other branch and waiting another day or two for the actual transfer. Thus, for deposit mobilization, the major advantage of numerous and widespread bank branches appears to be at least partly offset by inadequacies in deposit services.
 Poor deposit and payment services are, thus, identified as the key constraint to deposit mobilization rather than the lack of a formal insurance system.
 This view seems to be confirmed by the fact that SSC, which provides as a state owned bank an implicit deposit insurance, does not attract (relatively) more deposits than private banks (Table 4).
 AUTONUM 
Sector consolidation is recommended and should be supported both by entry of stronger banks and continuing increases in minimum capital requirements. Smaller banks absorb significant supervisory resources, and lack funds to invest in systems, controls and products. Smaller banks tend to seek high margins and/or non-interest revenue to remain in business, leading them to pursue more risky investments.  Consolidation has started – the number commercial banks decreased from 24 to 19 over the past five years.
 However, the average size of a bank is equivalent to less than $20 million in assets and less than $3 million in capital. Seven banks had paid-in capital of less then Som100 million ($2.5 million) in December 2004. Two are expected to face difficulty increasing capital to KGS 60 million, i.e. the new capital requirement for existing banks starting January 2006. The capital requirement for newly established banks is currently at Som300 million.

 AUTONUM 
While the legal and regulatory framework for banking is satisfactory, enforcement remains uncertain. Commercial banks are supervised by the National Bank of the Kyrgyz Republic (NBKR), which has established a regulatory response policy to address weaknesses in banks, and a licensing mechanism to facilitate the exit of weak banks. The Law on the NBKR and the Law on Banks and Banking Activity (LBBA), both enacted in 1997, and subsequent amendments, provide the mandate for NBKR to supervise the banking sector. Recent amendments to LBBA have provided a sound basis for NBKR to substantially strengthen its regulatory activities in the area of governance and disclosure of banks, and strengthened the rights of NBKR to approve and request additional information from auditors of banks. The Law on Insolvency and Bankruptcy of Banks (2004) has improved the institutional and procedural framework for bank resolution. A new Law on Pledge (2005) has substantially strengthened creditor rights by allowing the pledge to foreclose collateral in a simplified manner without court intervention. This is expected to lower the risk and, therefore, the cost of collateral-based bank lending, especially for consumer durables, cars, and housing. A Law on Deposit Insurance (2005) was passed to strengthen depositor confidence, but has not been implemented. To strengthen NBKR’s enforcement authority, however, these laws have to be harmonized with other legislation to ensure consistency and eliminate overlaps.  A commercial credit bureau exists, but not even all its members take advantage of its full potential.  
 AUTONUM 
An assessment undertaken in 2002 by the International Monetary Fund (IMF) and the World Bank against the Basel Core Principles for Effective Banking Supervision
 found that the Kyrgyz Republic had a sound base of prudential requirements for banks, methods of ongoing supervision, and accounting standards. Among the 25 Basel Core Principles, 15 had been either complied or largely complied with but those relating to enforcement of legislation and regulation, adoption of adequate policies and procedures for a comprehensive risk management process, and cross-border banking, had yet to be complied with. Despite progress made since the 2002 assessment, key areas of weakness remain largely the same (paras. 12-15).  

 AUTONUM 
The remaining inconsistencies and overlaps in the legal and regulatory framework for the banking sector present uncertainty regarding the enforcement authority of the NBKR, which prevents it from effectively enforcing legislation and regulation over sector participants. As a result, problems in banks are frequently addressed too late and weak banks continue to operate. This poses significant risks to financial sector stability and dampens depositors’ confidence, thus impeding development of the banking sector, which could effectively channel resources to finance investment and employment creation.

 AUTONUM 
With regard to legislation, the Civil Code, Civil Procedure Code, and Labor Code have yet to fully acknowledge that banking business is governed by specialized banking legislation such as LBBA and the law on bankruptcy of banks. This gives ample opportunity for banks to challenge decisions of NBKR, including the decision to remove or suspend bank managers or revoke a banking license. In cases where banks appeal regulatory actions, courts often find it difficult to understand whether a particular enforcement action is consistent with legislation. Courts also frequently do not rely on facts established by NBKR. Hence, it is frequently courts, rather than NBKR, that take decisions with respect to banking supervision. On several occasions, courts have cancelled NBKR’s decisions to revoke licenses, despite serious and continuous violations of prudential norms, including capital requirements. Further, the Administrative Liability Code and the Criminal Code establish upper limits of monetary fines for violation of banking legislation and regulation that are far too low to be effective.  To address these legal weaknesses, NBKR submitted to Parliament amendments to the noted laws in 2004 to establish that the specialized banking laws supersede other legislation, and that monetary fines for violation of banking laws and regulations be increased. The proposed amendments to the Civil Code, the Civil Procedure Code, the Labor Code and the Administrative Responsibility Code have yet to be approved by the Parliament.

 AUTONUM 
To mitigate systemic risk to the financial system policies and procedures for risk management process have to be in place. However, management of risks in the Kyrgyz banking system is almost nonexistent. While many banks have started to enter into new business, most banks have neither adequate understanding nor capacity to manage risks associated with lending and other banking activities, which poses significant risk to the financial system. NBKR is establishing regulatory guidelines in the area of managing credit, market, interest rate, operational, country, and transfer risks, but has still limited capacity to assess, evaluate, and monitor risk management in banks. 
 AUTONUM 
Weaknesses in the area of risk management in general, and credit risk management in particular, are partly responsible for low private sector lending (together with low deposit mobilization). Banks tend to avoid risks, provided that these risks have been identified, rather than mitigating or offsetting risks. Banks also tend to insist in physical collateral to secure their lending and show little knowledge of lending based on cash flow and character. Given remaining weaknesses in the legal and institutional framework for secured transactions and/or asset foreclosure, this is a major constraint to lending to the private sector.

 AUTONUM 
Given the increasing presence of foreign banks, establishing formal working relationships with the home country supervisors of foreign controlled banks has become increasingly important. NBKR has actually started to improve access to information to enable comprehensive assessment of foreign branches and subsidiaries. 

 AUTONUM 
The payment system of the Kyrgyz Republic consists of a gross interbank settlement system and a net clearing system. The former processes financial market transactions and large interbank funds transfers, and handles an average of 80 payments a day, representing 4 percent of the volume and 67 percent of the value of interbank payments, respectively. As such, it is a constraint to further financial sector development. The net clearing system, which is operated by an affiliate of the NBKR, handles all other interbank payments. This system has made some progress toward purely electronic clearing. However, card payment services are in their infancy. The main deficiencies of the current payment system are (i) heavy reliance on paper documents; (ii) lack of affordable, convenient payment services; (iii) inconsistencies in the legal framework that may be confusing to banks and the judiciary; and (iv) lack of documented plans and backup facilities for either system.

3. 
Reform Priorities

 AUTONUM 
Despite the extensive unfinished agenda for banking sector reform in the Kyrgyz Republic, it is important not to lose sight of the progress that has been made. A number of weak banks have left the system, and the recent growth in deposits is evidence that efforts to strengthen the regulator framework and effectiveness of supervision are bearing fruit, with consumer confidence in banks slowly starting to build. Further, the Kyrgyz banking system includes a relatively large number of banks with country-wide outreach, including rural areas.
 AUTONUM 
Much of the measurable progress has been with the legal framework for banking supervision. While problems remain—the legislation and regulations in force are far from perfect—significant strides have been taken, most notably with the introduction of a specialized bank insolvency law, revisions to the law on banking, nonjudicial dispute resolution, and new or improved regulations on risk management. The introduction of the new law on pledge is a major step forward in improving the legal foundation for banking and commercial transactions more generally. Further legislative reforms are required and, as in the past, it will likely be difficult to convince Parliament of the necessity and value of some of the fundamental elements of a sound legal framework for the financial sector. Concerns remain about the quality and integrity of the judicial system, which will take time to remedy. 

 AUTONUM 
Reform priorities include: 
· facilitating competition and helping improve the range and quality of banking services available;
· enhancing confidence by strengthening depositor protection and reducing risks; this means further strengthening banking sector legislation and regulatory policies and procedures;
· continuation of ongoing judicial reforms, including measures to strengthen the transparency of court decisions and training specialized judges;
· once the enforcement of banking sector legislation and regulation is strengthened, introduction of a formal deposit insurance system;
· improvement of risk management in commercial banks and NBKR and making use of the potential benefits of a credit information bureau;
· ensuring adequate capitalization of banks
.  
B.
Microfinance, Rural Finance, and Informal Finance

1. 
Sector Description and Performance
 AUTONUM 
About two thirds of the Kyrgyz Republic’s population live in rural areas.
 The incidence of poverty is especially high in rural areas, with over half of the rural population considered poor and almost 25% extremely poor. Rural and poor residents of the Kyrgyz Republic are served by a larger number and wider range of financial services providers than usual, including credit unions, microfinance organizations and commercial banks. This is the result of a broader effort to deal with the challenges of land reform, liberalization of commodity prices, privatization, and the collapse of some banks which had been the major providers of financial services in rural areas. 
 AUTONUM 
Three specific initiatives were undertaken to address the dearth of credit and absence of savings mobilization in rural areas in addition to the ongoing reform of the banking sector and the introduction of NGO-funded microfinance activities: 

(i) The legal foundation for credit unions was introduced by Presidential Decree in November 1995. Since then a large number of credit unions have been established throughout the country, more than 300 of which were operational in 2005.
 These credit unions have more than 27,000 members. Credits extended by the sector has been mainly sourced by an ADB credit line provided through the Financial Company for the Support and Development of Credit Unions (FCCU), which is a subsidiary of NBKR, and—to a lesser degree—through membership shares.
(ii) SSC was established by NBKR to provide transfer and savings services throughout the country. SSC began operations in July 1996 from a network of branches formerly belonging to collapsed state-owned banks. SSC has a branch in every district and a regional office in each oblast, and a network of agencies operating in about 1000 post office branches. The World Bank is assisting with planned restructuring of SSC in preparation for its privatization. SSC was licensed to engage in microfinance in 2005. 

(iii) KAFC was established in 1996 as a state-owned JSC and began lending operations in 1997. Aided by considerable TA and funding, KAFC quickly grew into the largest single provider of credit in the country. Total credit extended by KAFC at end-2004 was equivalent to more than one-quarter of the credit extended by the banking system, which was supported by capital equivalent to about 12 percent of total capital in the banking system. There is an expectation that KAFC will be privatized in 2006.

 AUTONUM 
These key initiatives, combined with the provision of microfinance by five commercial banks through 44 lending outlets supported by the European Bank for Reconstruction and Development (EBRD) Micro and Small Enterprise Finance Facility (MSFF) and an additional lending facility provided by ADB, and the emergence of over one hundred additional licensed microfinance entities
, have resulted in a larger number and variety of sources of microfinance, and a higher volume of microfinance lending per capita than is found elsewhere in Central Asia.
 AUTONUM 
The total of microfinance credit extended in the Kyrgyz Republic is equivalent to two-thirds of the conventional bank credit outstanding (Table 5), in sharp contrast to the usual situation of microfinance amounting to only a small portion of formal credit in the economy. In part this is due to the nascent state of bank development, but it is in part also due to efforts to stimulate rapid growth in microfinance. Many of the credit unions and microfinance organizations are very small, and a shakeout or consolidation is inevitable, as these organizations will have to grow to more sustainable sizes, or wither when financial incentives and technical assistance are reduced. 

Table 5: Formal Providers of Deposit and Credit Services, end-2004
	
	Credit Unions
	MCO
	KAFC
	SSC
	      Banks                 (MSSF)1
	Banks2

	Number
	305
	104
	1
	1
	5
	19

	Service locations
	305
	1203
	54
	484
	44
	112

	Borrowers
	21,650
	41,900
	36,300
	0
	8,707
	17,542

	Loans (som millions)
	440
	785
	1,528
	0
	470
	4,813

	Average loan size (som 000s)
	20
	19
	42
	--
	54
	274

	Deposits (som millions)
	3
	0
	0
	414
	0
	7,569


1  EBRD Micro and Small Enterprise Finance Facility

2   Commercial banks excluding Savings and Settlement Company (SSC), exclusive of MSSF program.

3  Estimate: Most microfinance organizations have only one location. The four largest (FINCA, Bai-Tushm, Kompanion  and Leasing-Mortgage Company) account for 85 percent of loan volume. 

4  Excludes agency offices in 1,000 post offices, which accounts for about 3 percent of SSC deposits. 

Sources:  NBKR, SSC. 
 AUTONUM 
There is evident segmentation in the microfinance market, with credit unions and microfinance organizations having an average loan size of about half that of KAFC. This reflects KAFC support for relatively larger farmers, with credit unions and microfinance organization targeting smaller agricultural enterprises as well as activity outside the agricultural sector. Commercial bank microfinance loans are slightly larger again, with the average loan size of $1,300 moving towards small business lending rather than microfinance. It is worth noting that the average loan size for commercial banks (excluding the EBRD MSSF) is equivalent to about $6,600, so large loans in the Kyrgyz Republic tend to be quite small by international standards, which is quite consistent with an average bank size of about $20 million total assets and $3 million capital. 

 AUTONUM 
With regard to informal finance, and beyond funds provided by money-lenders, credit channels involving (agricultural) processors, input suppliers and marketing agents deserve special attention. Even though they may be in a monopolistic position vis-à-vis their borrowers, they can still be the dominant and preferred source of financing.
 Surveys undertaken in selected Kyrgyz regions confirm the important role played by providers of informal finance.
 Credits provided by suppliers to agricultural enterprises generally involve in-kind inputs with payment delayed to the harvest. The security is then a claim to the harvest, and never rural land (!). Credit transaction involving marketing agents and traders are also common in the Kyrgyz Republic, but credit my run into either direction, i.e from agent to producer or vice versa. Particularly widespread are consignments form wholesalers to retailers in city markets.
2. Problems and Opportunities

 AUTONUM 
A key issue that needs to be addressed in the Kyrgyz financial sector in general, and the sector of microfinance organizations (including credit unions) in particular is mobilizing savings for sustainable provision of credit. Total loans extended by the formal financial sector at end-2004 were over Som8 billion, which were, however, funded by less than Som8 billion total deposits (Table 5). This indicates reliance on donor funds and wholesale financing. This reliance is particularly significant with regard to NBFIs, which provided credits in the amount of almost Som2.5 billion with virtually no deposit base. Such a financing structure may be useful to stimulate development in the short- to medium-term. However, it raises serious concerns with regard to long term sustainability. The credit union model of mobilizing savings is viewed by microfinance practitioners as particularly well suited to address this concern, although practical implementation in the Kyrgyz Republic remains an open question.
 AUTONUM 
With regard to informal finance, the key issues are access of the borrowers to formal finance. A broader access would not only help to enhance informal finance, which can well be the most efficient source of financing, given low transaction cost. It would also facilitate competition between providers of informal finance, which would mitigate the risk involved in monopolistic structures. 
3. Reform Priorities
 AUTONUM 
The emphasis of future reforms should be to strengthen the competitiveness and sustainability of microfinance organizations, including credit unions. Given the large number of comparatively small microfinance organizations and credit unions, a consolidation of the sector is unavoidable.  
C.
Capital Markets

1. 
Description and Performance

 AUTONUM 
Over 1990–2004, 1,596 companies issued corporate stocks and/or bonds in the Kyrgyz Republic, amounting to Som31.9 billion ($4.6 billion).
 However, most issues do not represent capital raised by enterprises, as they were allocated to individuals as a result of privatization of state-owned enterprises (SOEs). Given that large enterprises were initially privatized to their workforce and the population overall, ownership in most joint stock companies (JSCs) is fragmented. There are currently about 1,200 JSCs in the Kyrgyz Republic, of which about 300 have more than 500 shareholders. 

 AUTONUM 
Shares of about 400 JSCs are traded at the various stock exchanges, although only six JSCs are actually listed at a stock exchange.
 All trading at the Stock Exchange Trading System (SETS) and about 85% of trading at the Kyrgyz Stock Exchange (KSE) is in securities of unlisted companies. Trading volume averaged only $22 million equivalent in 2000–2003, but increased to $59 million equivalent in 2004, mainly due to the privatization of three SOEs through KSE. 

 AUTONUM 
Although trading of corporate securities is required by law to take place through exchanges, most securities transactions are negotiated and closed outside the exchanges, and are thereafter merely registered at the exchanges. Market price quotations are mostly absent. Further, the market is highly fragmented, since broker-dealers are not allowed to operate on different exchanges simultaneously. As such, shares of the same JSC change ownership at greatly diverging prices at different exchanges, or even at the same exchange. One major issuer of securities, JSC Renton Group, defaulted in 2003. The incident has further undermined public confidence in securities markets and their regulatory oversight. The number of investors affected was significant and included the more vulnerable groups of the population.
 AUTONUM 
While a market for government securities exists, primary issues remain small. Because budget deficits have been largely financed by external funding agencies, there has been little issuance of government debt. Participation in the market is limited mainly to commercial banks. Commercial banks hold about 95% of total government securities outstanding. The secondary market (operated by NBKR) is negligible. 


2. 
Problems and Opportunities

 AUTONUM 
Securities market regulation and supervision is particularly weak in the Kyrgyz Republic, which has the 30 principles set by the International Organization of Securities Commissions (IOSCO) to ensure that investors are protected and systemic risks are mitigated. 

 AUTONUM 
Serious weaknesses in the current Law on Securities Markets (1998) are commonly acknowledged among market participants as one of key constraints for further market development. The law does not give the regulatory body sufficient authority to effectively supervise the market and enforce securities market laws and regulations. Further, the law does not establish clear accounting and auditing principles for the issuer of securities, which would enable investors to make informed investment decisions, nor does it distinguish between private placements and public issues. Public issues should be subject to stricter corporate governance and disclosure standards to protect investors.
 This is a particular concern in light of the large number of public companies in the country (para. 33). While current requirements are too loose for public offers, they are too strict and costly for private offers. Furthermore, the law does not require the issuer and the underwriter to conduct proper due diligence, nor does it provide a clear basis for regulating clearance and settlement of securities traded in the secondary market.

 AUTONUM 
Current securities market regulation does not provide adequate entry standards for market intermediaries. Stock exchanges are not required to function as self-regulatory organizations, establish and enforce listing standards, and monitor and enforce quality standards with respect to the execution of customers’ orders. There are no rules governing the conduct of market participants. In practice, nearly all transactions are arranged in the office of a broker without exposure of the customer’s order to a market-wide bid or offer price. Subsequently, these transactions are merely registered at an exchange. Further, there are no linkages between the different exchanges, as brokers are prohibited from being an owner-member of more than one exchange. This is not only anticompetitive, but also undermines the development of unified prices for shares of the same company across different exchanges.

 AUTONUM 
There are also significant weaknesses related to the institutional framework of sector supervision. Until September 2005, the State Commission on Securities Markets (SCSM) was in charge of securities markets and investment funds. SCSM had limited operational autonomy; insufficient financial resources; weak technical and professional capacity; insufficient inspection, investigation, and surveillance powers; and few remedial measures at its disposal to regulate and supervise market participants, investment funds, and JSCs with traded shares. The ability of the SCSM to effectively supervise the securities markets was restricted by a number of presidential decrees and administrative procedures that limit its ability to act quickly and decisively in pursuing suspected violations by issuers of securities under the Law on Securites Markets (1998) and the Law on JSCs (2004). If the SCSM wanted to do an on-site inspection of a JSC, for example, it needed to get the approval of the former Ministry of Economic Development, Industry, and Trade.

 AUTONUM 
As SCSM was transformed from a national commission into a state commission in 2001, the authority and funding of SCMS was below those of line ministries, including the MOF, and significantly lower than the authority of NBKR or national commissions, which are outside the Government and under the President. Currently, SCSM can prepare regulations for adoption by the Government for the purpose of regulating and supervising the securities market and its participants. These regulations, which apply to all persons in the country, must go through a government and public consultation process that is more complicated for a state commission like the SCSM than a national commission or the NBKR. Further, while NBKR has authority to establish and enforce suitable accounting and auditing requirements for financial institutions that it licenses, SCSM had no such authority. An issuer was required to have their accounts for inclusion in a prospectus audited by an independent auditor, though the auditor was not required to be approved by the SCSM. There are no clear accounting and auditing principles for the issuer of securities that would enable investors to make informed investment decisions.

 AUTONUM 
As a response to these issues, the Government has merged SCSM into the newly established a State Agency for Financial Supervision and Accounting (SAFSA) in September 2005, together with an agency within the Ministry of Finance in charge for development and regulation of insurance and private pension, and the former State Agency for Financial Accounting and Auditing. This step provided the opportunity to overcome the fragmentation of supervision and regulation of NBFIs, and to strengthen the effectiveness of sector oversight by establishing a nonbank financial services agency (NBFSA) in line with international best practice.    
 AUTONUM 
In addition to legal and institutional constraints to sector development, there are policy issues, particularly in the area of taxation and privatization.
The current taxation of income (in the form of interest, dividends, and capital gains) from investment in corporate securities discriminates against particular types of investors and investments, leads to market distortions, and prevents investments. While any interest paid to individuals is tax exempt, interest paid to legal entities such as JSCs or limited-liability companies is subject to a 10% withholding tax. However, interest earned by resident banks on government securities is exempt from this withholding tax. This not only favors banks over other participants in the government debt market but also provides strong incentives for banks to invest in government securities rather than in interest-bearing corporate bonds, thus effectively favoring public sector investment and impeding resource mobilization through the capital market for productive investment by the private sector. Dividends paid to individuals and legal entities are exempt from income tax or any other taxation. Given that interest payments to legal entities are subject to withholding tax, this provides an incentive for legal entities to invest in corporate shares (which bear dividends) rather than corporate bonds (which bear interest). Further, since capital gains realized from the sale of corporate securities (both shares and bonds) are taxed as ordinary income, while dividends are tax exempt, JSCs have the incentive to disburse corporate profits through dividends rather than retain such profits to finance investments, thereby significantly undermining capital formation.

 AUTONUM 
The Government, which has majority or controlling shareholding in about 120 medium-sized or large companies, is planning to privatize them. Privatization of SOEs through the stock exchange is not explicitly prohibited in the Kyrgyz Republic. In practice, however, privatization has mostly taken place outside the stock market
 due to the view that the sale of SOEs outside the stock exchange maximizes privatization revenues. However, the sale of blocks of SOE shares to the public can increase the transparency of privatization, strengthen governance and performance of SOEs, and therefore could maximize the price of the sale of state assets over the medium and long term. Privatization through a stock exchange can also foster capital market development, as it would significantly increase the supply of shares while introducing market discipline to firms previously owned by the Government. 

 AUTONUM 
While the auction for new issues of government securities is open to nonbanks and individual participation, only banks are authorized to become primary dealers. There has been considerable concern among securities market participants about their inability to access or participate in the government securities market. It would be desirable if a revised law would allow government securities to be quoted and traded on licensed securities markets, and for investment funds to be allowed to invest in government securities.

3. 
Reform Priorities

 AUTONUM 
Reform priorities for capital market development relate to strengthening the regulation and supervision of NBFIs, particularly in the area of securities markets, as well as in the area of insurance. Policy, legal, regulatory, and institutional reforms in this area will help improve investor protection, enhance market efficiency, and widen the scope of financial products and services available to the population and enterprises. Securities market development will help ensure a balanced development of the Kyrgyz financial sector and, thereby, facilitate sustainable development of the economy and reduce macroeconomic risks. Furthermore, a unified framework of regulation and supervision for NFBIs under a single regulator can result in significant efficiency gains. Having a strong regulator with sufficient powers and mandate to promote the sector would greatly improve accountability and enhance investor protection. 

 AUTONUM 
Legal and institutional reforms have to be complemented by changes to the current tax policies to ensure that distortions in the tax system do not discourage investors from taking the risk of private sector investment through the capital market, which might otherwise serve as the engine for private sector led growth. 

 AUTONUM 
Further, there is an obvious need to strengthen privatization policies and their implementation. The sale of blocks of state-owned enterprises to the public can increase the transparency of privatization, strengthen governance and performance of SOEs, and therefore could maximize the price of the sale of state assets over the medium and long term. Privatization through a stock exchange can also foster capital market development, as it would significantly increase the supply of shares while introducing market discipline to firms previously owned by the Government. All transition economies that have managed to successfully develop domestic capital markets have used privatization policies to achieve this outcome. 
D.
Insurance Companies and Pension Funds
 AUTONUM 
The insurance sector is at an early stage of development with premium collected equivalent to 0.2% of GDP. Companies are undercapitalized and most of the risk is reinsured abroad. The only life insurer went bankrupt in 2003. The State Social Insurance Fund is the only government-owned pension fund; it covers contributions to both pension payments and other social security benefits. The sole private pension fund services about 600 individuals.

 AUTONUM 
To date, the Kyrgyz Republic does not comply with any of the 30 principles set by the International Organization of Securities Commissions (IOSCO) to ensure that investors are protected and systemic risks are mitigated, nor does it meet the principles and standards of the International Association of Insurance Supervisors, which were established to promote insurance markets and maintain efficient, fair, safe, and stable insurance markets for the benefit and protection of policy holders. The agency under MOF in-charge of insurance and private pensions faced even more serious constraints in terms of human and financial resources as well as authority then SCSM (paras. 41-42). As such, it was not in the position to effectively carry out its supervision responsibilities. The establishment of SAFSR provides an opportunity to address this issue over time.

 AUTONUM 
Further, the cumulative tax burden on insurance premiums (7.5%) discriminates insurance against other financial services. Lack of progress with pension system reforms, which is at least partly attributable to fiscal constraints for establishing a fully funded pension system, hampers the development of private pension funds.
II. GOVERNMENT STRATEGY
 AUTONUM 
The Government has defined the broader development framework for financial sector reforms, as outlined in two policy documents: Main Directions for the Medium-Term Development of the Banking Sector (February 2004) and Comprehensive Program for Securities Markets Reforms in 2004–2006 (July 2004). Both documents reflect the Government’s strong commitment to further develop the financial infrastructure for private sector-led growth. The financial sector reforms as outlined in the policy documents are also explicitly linked to the Kyrgyz Republic’s Comprehensive Development Framework and Poverty Reduction Strategy. 

 AUTONUM 
The Main Directions for the Medium-Term Development of the Banking Sector foresee, among other measures: (i) an increase in capital requirements for banks; (ii) further developing the legal and regulatory basis for banking; (iii) strengthening corporate governance, risk management, and internal controls in banks; (iv) facilitating competition between banks and widening the scope of banking products and services; (v) privatization of the remaining state-owned banks; (vi) payment system reforms; (vii) introduction of anti-money laundering and financing terrorism legislation; and (viii) further development of microfinance organizations and schemes. 

 AUTONUM 
NBKR is currently updating the Main Directions, and also developing a detailed medium-term strategy for microfinance development with support from the Financial Sector Reform and Strengthening Initiative (FIRST) and Asian Development Bank (ADB). Credit unions have a central position in the current draft, because credit unions collectively provide the largest number of delivery points of any type of microfinance organization, and are especially well suited to delivery in villages.

 AUTONUM 
The Comprehensive Program for Securities Markets Reforms foresees, among other things: (i) increasing securities market transparency; (ii) stronger regulatory requirements for public offers, compared with private placements; (iii) establishment of a market segment for high-quality shares; (iv) unified standards for securities trading; (v) introduction of new types of securities; (vi) development of institutional investors; (vii) building regulatory capacity; and (viii) integration of the Kyrgyz securities market with markets of other Central Asian countries. Securities market development will remain part of the Government's main policy directions, according to the Prime Minister’s Economic Program.
III. External Assistance To the Sector
A. Past and Ongoing Assistance

 AUTONUM 
An overview over financial sector development assistance provided to the Kyrgyz Republic by various development partners is in Attachment 1.
 AUTONUM 
ADB has been supporting financial sector development in the Kyrgyz Republic since 1999 when the Financial Intermediation and Resource Mobilization Program (FIRM)
 was approved, together with a TA loan for Commercial Bank Audits.
 As the first financial sector program, FIRM focused on restructuring and consolidating the banking sector after the Russian crisis through resolution of problem banks, strengthened regulatory norms and improved supervisory capacity, and enhanced public confidence in the banking system. Further, FIRM supported legal and policy reforms to develop the Government’s securities market. Furthermore, FIRM supported the development of the equity market through, among others, mandating that all trading be carried out through organized stock exchanges and licensed brokers, accelerating equity market activity through the sale of shares in SOEs through the stock exchange, and indirectly promoting trading by lowering the tax burden.

 AUTONUM 
FIRM built—in part—on the achievements of the Corporate Governance and Enterprise Reform Program (CGERP),
 which was approved in 1997.
Likewise, the Second Phase of the Corporate Governance and Enterprise Reform Program (CGERP-II),
 which was approved in 2001, built—in part—on the achievements of FIRM. The components of CGERP_II directly supporting financial sector were related to (i) strengthening corporate governance and disclosure of commercial banks and public companies, and (ii) facilitating the enforcement of financial sector legislation by establishing out-of-court commercial dispute resolution, streamlining the appellate court procedures, and providing analytical and logistical support for judicial reforms.

 AUTONUM 
ADB provided assistance for the development of microfinance services through the Rural Financial Institutions Project
, which was approved in 1997, and a microfinance credit line for KAFC.
 AUTONUM 
In addition to loans, ADB provided a number of technical assistance (TA) grants in support of financial sector development.
 The TAs assisted in, among others, (i) the effective implementation of the financial sector reform strategy, (ii) strengthening the legal and regulatory framework for commercial banks, securities markets, and selected NBFIs, (iii) strengthening governance and disclosure of commercial banks and public companies, and (iv) supporting regional financial sector development initiatives.

 AUTONUM 
In 2006-2008, ADB will support financial sector reforms in the Kyrgyz Republic through the Banking Sector and Capital Market Development Program, which is designed to advance the unfinished agenda of FIRM. It will also build on key achievements made under CGERP-II. In particular, the Program will (i) facilitate the enforcement of banking legislation and regulation, close banking sector regulatory gaps, and promote competition; (ii) strengthen supervision of securities markets to improve market transparency, and protect investors; and (iii) remove policy distortions that undermine the development of capital markets. To achieve these objectives, the Program will seek to (i) increase the transparency and consistency of enforcement policies and procedures in the area of banking, (ii) strengthen risk management regulation and cross-border supervision, (iii) facilitate coordination and cooperation between supervisory bodies, (iv) consolidate the institutional framework for regulation and supervision of NBFIs, (v) strengthen the legal and regulatory basis for securities markets, (vi) strengthen the governance of market intermediaries, (vii) rationalize the tax treatment of government and corporate securities, and (viii) strengthen privatization policies. An accompanying TA will support the Government in achieving the program objectives.

 AUTONUM 
IMF supported the Kyrgyz Republic through TA and two credit arrangement under the Poverty Reduction and Growth Facility (PRGF), which were successfully implemented since 1998 (Appendix 7). A third 3-year program started in March 2005. The first and second PRGF programs supported the Government in the area of monetary stabilization and fiscal consolidation. The programs also included structural performance criteria related to the financial sector, such as launching payment system reforms and privatizing of Kairat Bank, which was achieved with technical assistance provided by the Financial Sector Reform and Strengthening Initiative (FIRST). In compliance with another PRGF benchmark for 2004, NBKR submitted to Parliament amendments to a large number of laws to (i) establish that specialized banking laws supersede other legislation, (ii) increase monetary fines for violation of banking legislation, (iii) strengthen legal protection of NBKR staff, and (iv) give NBKR the right to exchange information with other regulators. The third PRGF program includes structural benchmarks to (i) increase capital requirements for banks, (ii) establish a framework for credit and operational risk management in banks, (iii) simplify registration and collection of collateral, and (iv) restructure government bonds held by NBKR to make them available to commercial banks. IMF is planning to provide TA to train judges dealing with banking legislation.

 AUTONUM 
The World Bank helped to establish KAFC as one of the main providers of rural finance in the Kyrgyz Republic. Privatization of KAFC is envisioned in 2006. In 2004, the World Bank also started to support payment system reforms and the restructuring and modernization of SSC under the Payment System and Bank Modernization Project.
 This project includes measures to expand the use of banks for payroll disbursements and payment of utility bills. FIRST provides advisory TA to SSC. The International Finance Corporation (IFC) has undertaken equity investments in three Kyrgyz banks and in a major microfinance organization. The European Bank for Reconstruction and Development (EBRD) has shares in four Kyrgyz banks. Both IFC and EBRD have provided credit lines for microfinance and small and medium-sized enterprises, and supported complementary capacity building in banks. EBRD is also working to establish a credit information agency. The European Union has supported capacity building for insurance and pension supervision and helped draft new laws for the insurance business and pension funds. The German Corporation for Technical Cooperation (Gesellschaft fuer Technische Zusammenarbeit, GTZ) supported capacity building in credit unions and for supervision of credit unions. The German Kreditanstalt fuer Wiederaufbau (KfW) has provided several Kyrgyz banks with TA and credit lines for long-term loans to local small and medium-sized enterprises (SMEs). Further, KfW has participated in establishing a commercial bank. The US Agency for International Development (USAID) has provided TA for accounting and judicial reforms. Further, USAID has started to provide TA to further strengthen the supervisory capacity of NBKR through training in the area of accounting, auditing, and risk-management. 

B. Lessons Learnt

 AUTONUM 
A key lesson learnt from past assistance is that to foster the development of a financial sector, particularly in a transitional economy, it is essential that a series of interventions (including loans and technical assistance) is provided to support the developing member country concerned. Financial sector reforms require a long-term commitment by development partners for continuous support to the developing member country to undertake difficult and costly reforms. A multitude of conducive policy, legal, regulatory, and institutional framework has to be gradually established over a long time in many rounds of reforms. Every new round has to advance the unfinished agenda while making necessary adjustments to past reforms to conform to changing economic and political developments. Further, for transitional economies, the timing of financial sector reforms has to be well coordinated with enterprise sector and judicial reforms, as these are interlinked and can support or disrupt each other. 

 AUTONUM 
Another lesson learned is that legislation needs to be enforced to become effective.  Since 1992, substantial legal work has taken place in the areas of central and commercial banking, corporate governance and disclosure, and bankruptcy. Legal work has been complemented by capacity building in regulatory bodies and, more recently, by judicial reforms to facilitate enforcement. Beyond further capacity building in regulatory bodies and a continuation of judicial reform, political will is required to enforce financial sector legislation. 

 AUTONUM 
Another important lesson is that delayed passage of key legislation can considerable hamper the progress of financial sector reforms, notwithstanding the Government’s overall commitment for these reforms. While strong commitment of the executive branch of government to the legal reforms supported under various donor funded projects and programs was helpful in maintaining the Parliament’s focus on the proposed legal reforms, it could not ensure the timely passage of legislation—such as the LBBA, the Law on JSCs, or the Law on Pledge—by Parliament, because it is an independent branch of government. Financial sector legislation frequently involves complex technical issues as well as a range of vested interests. The result was a protracted deliberation period, during which draft laws were—in part—substantially changed. Therefore, difficult policy conditions and politically sensitive legal reforms should by front-loaded whenever possibly when designing new projects and programs. As importantly, benefits of reforms have to be disseminated through seminars and workshops for policymakers and members of Parliament and other stakeholders. What is more, stakeholder discussions have to be sustained throughout the entire legal process until enactment of legislation.

 AUTONUM 
Further, while improved regulation and transparency of securities markets are necessary conditions for significantly increasing their role in resource mobilization, they are not sufficient ones. As far as a transition economy is concerned, meaningful equity markets cannot be developed rapidly without the massive sale of state shares in companies through the stock exchanges. This link between privatization and the development of local equity markets should be considered in the design of future privatization policies and programs. In turn, the nonconformance of SOE's with listing requirements and corporate governance standards acts as a deterrent to their entry into the capital market. Still, the expectation of privatizing poorly performing enterprises without prior restructuring through the stock exchange is unrealistic. Technical compliance with a condition to offer shares in companies that cannot be sold is a meaningless exercise that contributes nothing to developing equity markets.

 AUTONUM 
With regards to financial sector development in general, and capital market development in particular, the small size of the Kyrgyz economy has to be taken into account when designing projects. Only if regional cooperation complements domestic initiatives can the critical mass of activities be generated that is needed for many financial sector activities. Consequently, financial sector development in the Kyrgyz Republic should increasingly be placed into a regional development context. Of particular importance is the harmonization of legislation and regulation.
C. Overall Assistance Priorities

 AUTONUM 
The most efficient approach to further enhancing confidence in the banking system is to strengthen depositor protection and reduce risks. For that purpose, there is a need for limited TA to facilitate the enforcement of banking sector legislation and regulation by further strengthening banking sector legislation and regulatory policies and procedures. However, this needs to be complemented by assistance in support of judicial reforms, including measures to strengthen the transparency of court decisions and training specialized judges. 

 AUTONUM 
Given the recent rapid credit growth in Kyrgyz banks and initiatives of banks to enter into new business areas, there is a need to support know how transfer and capacity building in the area of risk management in commercial banks, and also to support supervisory capacity building in this area. Given the significant presence of foreign banks in the country, the capacity of NBKR in the area of cross border supervision also needs strengthening, which requires access to know how which is not available in the country.
 AUTONUM 
Another focus area of banking sector reforms will be measures to facilitate competition and improve the range and quality of banking services available to businesses and the population. This requires, among other things, difficult policy reforms, including a gradual increase in capital requirements. These will be difficult to implement without policy support from external funding agencies.
 AUTONUM 
Given that the development of microfinance organizations, including credit unions, has largely been driven by external assistance, donor organizations carry a particular responsibility in achieving reform objectives. The assistance focus should increasingly be on measures that help to strengthen the competitiveness and sustainability of the system. For that purpose, a consolidation of the sector is unavoidable and should not be delayed much further. 

 AUTONUM 
With regard to securities markets and the insurance industry, a key constraint for further development is the weak legal and regulatory framework. This issue cannot be addressed without substantial further TA. To ensure efficiency and sustainability of capacity building, the assistance focus should be on a regulatory body with sufficient authority and funding. 
DEVELOPMENT COORDINATION MATRIX

	Development Partner
	Activity

	Asian Development Bank (ADB)
	· ADB has been supporting Kyrgyz financial sector development since 1999 when the Financial Intermediation and Resource Mobilization Program (FIRM) was approved in the amount of $33 million. FIRM focused on restructuring and consolidating the banking sector after the Russian crisis through resolution of problem banks, strengthening regulatory norms and improving supervisory capacity, and enhancing public confidence in the banking system. Outside the banking sector, FIRM helped develop the Government’s securities market through legal reforms, including the adoption of the Law on State and Non-State Debt (2001). Further, FIRM supported the development of the equity market through, among others, mandating that all trading be carried out through organized stock exchanges and licensed brokers, accelerating equity market activity through the sale of shares in SOEs through the stock exchange, and indirectly promoting trading by lowering the tax burden.
· Together with FIRM, a TA loan for Commercial Bank Audits was approved in 1999 in the amount of $913,000.
· Likewise, a TA grant for Institutional Strengthening of the Financial Sector was approved in 1999 in the amount of $600,000 to support the Government and National Bank of the Kyrgyz Republic (NBKR) in implementing FIRM.

· ADB also provided assistance for the development of a sector of credit unions through the Rural Financial Institutions Project, approved in 1997 in the amount of $12.32 million (subsequently reduced to $10 million).

· ADB further supported the development of microfinance through a credit line for KAFC.
· The Second Phase of the Corporate Governance and Enterprise Reform Program (CGERP-II),  which was approved in 2001 in the amount of $35 million, included components in support  directly supporting financial sector reforms, namely (i) strengthening the legal and regulatory framework for corporate governance in listed (and other large) joint stock companies (JSC); (iii) providing a sound legal and regulatory basis for financial disclosure and adopting international accounting and auditing standards, and introducing modern standards of asset valuation to promote transparency; (iii) strengthening governance of commercial banks and the legal framework to enhance creditor rights; and (v) launching legal and judicial reforms to enhance judicial governance.
· A TA grant for Strengthening Corporate Governance and Judicial Reforms was approved in 2001 in the amount of $850,000 to support the Government and National Bank of the Kyrgyz Republic (NBKR) in implementing CGERP-II. 

· A grant TA for Capacity Building in Savings and Credit Unions and Microfinancial Systems was approved in 2002 in the amount of $550,000.
· A TA grant for Financial Sector Reforms was approved in 2002 in the amount of $600,000 to further strengthen the regulatory and supervisory framework for the financial sector, and prepare a second round of financial sector reforms.

· A TA grant for Regional Financial Sector Development was approved in 2003 in the amount of $800,000 to support regional reform initiatives in the area of (i) banking sector risk management, (ii) introduction of International Accounting Standards, and (iii) corporate governance in public companies.

· A follow-up TA in the amount of $500,000 was approved in 2005 to continue regional financial sector cooperation in the area of financial disclosure of public companies. 

· The Banking Sector and Capital Market Program, proposed for approval in the amount of $15.5 million, aims to (i) facilitate the enforcement of banking legislation and regulation, close banking sector regulatory gaps, and promote competition; (ii) strengthen supervision of securities markets to improve market transparency, and protect investors; and (iii) remove policy distortions that undermine the development of capital markets. To achieve these objectives, the Program will seek to (i) increase the transparency and consistency of enforcement policies and procedures in the area of banking, (ii) strengthen risk management regulation and cross-border supervision, (iii) facilitate coordination and cooperation between supervisory bodies, (iv) consolidate the institutional framework for regulation and supervision of NBFIs, (v) strengthen the legal and regulatory basis for securities markets, (vi) strengthen the governance of market intermediaries, (vii) rationalize the tax treatment of government and corporate securities, and (viii) strengthen privatization policies.
· A TA grant for Financial Sector Governance in the amount of $600,000 will be attached to the Program to support the Government and NBKR in achieving the objectives of the Program.

	International Monetary Fund (IMF)
	· The IMF supported the Kyrgyz Republic through TA and three arrangements under the Poverty Reduction and Growth Facility (PRGF) since 1998. The first PRGF arrangement (SDR73.38 million) was approved in June 1998, the second (SDR73.4 million) in December 2001, and the third (SDR 8.88 million) in February 2005. 

· The first and second PRGF programs supported the Government in the area of monetary stabilization and fiscal consolidation. The programs also included structural performance criteria related to the financial sector, such as privatization of Kairat Bank (accomplished with support from the Financial Sector Reform and Strengthening Initiative [FIRST] in 2004) and launching payment system reforms. In compliance with another PRGF benchmark for 2004, the National Bank of the Kyrgyz Republic (NBKR) submitted to Parliament amendments to a large number of laws to establish that specialized banking laws supersede other Kyrgyz legislation, increase monetary fines for violation of banking legislation, strengthen legal protection of NBKR staff, and give NBKR the right to exchange information with other regulators on a confidential basis. The amendments to the Law on Banks and Banking Activity were enacted in October 2005. The other amendments are still pending in the Parliament.

· The third arrangement under the PRGF includes structural benchmarks to (i) increase minimum capital requirements for banks, (ii) establish a framework for credit and operational risk management in banks, (iii) allow out of court procedures in collecting collateral and simplify procedures for collateral registration, and (iv) restructure long-term government bonds held by NBKR to make them available to commercial banks. IMF is planning to provide TA to organize seminars and training for judges dealing with banking legislation. A strategy for the future development of microfinance in the Kyrgyz Republic has been developed under the IMF program with support from Financial Sector Reform and Strengthening Initiative.

	World Bank
	· Helped to establish Kyrgyz Agricultural Finance Corporation (KAFC) as one of main providers of rural finance. Privatization of KAFC is envisioned with FIRST support in 2006 (a $345,000 grant TA was approved in January 2006 for that purpose).
· Started to support payment system reforms and restructuring and modernization of the Settlement and Savings Company (SSC) in 2004 under its Payment System and Bank Modernization Project. This project includes measures to expand the use of the banking system for payroll disbursements and payment of utility bills. FIRST provides advisory services to SSC to modernize its management approach and banking products and to provide for sustainable and competitively priced payment services.

	International Finance Corporation (IFC)
	· Undertook equity investments in three Kyrgyz banks and the Foundation for International Community Assistance (FINCA) Kyrgyzstan, a major microfinance organization in the Kyrgyz Republic.

· Provided credit lines for microfinance and small and medium-sized enterprises (SMEs), and supported complementary capacity building in commercial banks. 

	European Bank for Reconstruction and Development (EBRD)
	· Undertook equity investment in three Kyrgyz banks (Ineximbank, Demir Kyrgyz International Bank, Kyrgyz Credit Investment Bank) and, through Kazkommertsbank, indirectly in a fourth Kyrgyz bank (Kazkommertsbank Kyrgyzstan) 

· Working to establish a credit information agency.
· Provided credit lines for microfinance and SMEs, and supported complementary capacity building in commercial banks.

	European Union
	· Has supported capacity building for insurance and pension supervision from mid-2004 until December 2005, and helped to draft new laws for insurance business and private pension funds.

	Germany (through Corporation for Technical Cooperation “GTZ”)
	· Has provided substantial TA (until December 2005) in the total amount of $3.5 million to build capacity in credit unions and their roof (apex) organization, which is the Financial Company for the Support and Development of Credit Unions, and in NBKR to regulate and supervise credit unions.

	Germany (through Kreditanstalt fuer Wiederaufbau “KfW”)
	· Has provided credit lines for SME lending in the total amount of EUR22.2 million and attached TA.  

· Supported the establishment of Kyrgyz Credit Investment Bank

	United States of America (through US Agency for International Development “USAID”)
	· Aims to improve the environment for the growth of small and medium-sized enterprises through training and TA to increase opportunities to acquire business information, knowledge, and skills; support for more responsive financial institutions, instruments, and markets; and assistance to improve the implementation of laws and regulations. 

· The (outgoing) Commercial Law Project helps to strengthen civil and commercial laws and build capacity to implement laws, primarily through judicial reforms and training.

· The Enterprise Development Project provides expanded opportunities for businesses to start up, grow, and become more competitive. 

· The Trade Facilitation and Investment Project will develop trade and transit facilitation mechanisms to reduce high trade and transit costs and improve access of businesses to trade-related regulations of Kyrgyzstan and its Central Asian neighbors.

· The regional Economic Policy Reform Project in Central Asian Republics, which was launched in March 2005, includes a component to support NBKR in increasing compliance with the Basel Core Principles, train NBKR staff in the area of international accounting standards, and provide training to microfinance institutions.


Sources: Asian Development Bank, European Bank for Reconstruction and Development, European Union, International Monetary Fund, United States Agency for International Development, World Bank
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� The Kyrgyz Stock Exchange (KSE), the Stock Exchange Trading System (SETS), and the Central Asian Stock Exchange (CASE).


� Two legal entities, closed joint stock company (JSC) Central Depository and closed JSC Stock Exchange Trading System, have licenses to carry out depository activity, providing services on accounting and keeping securities, and clearing securities operations between participants of the stock markets and international investors. 


� This ratio is very low, both in light of deposit ratios in other countries in the region (Table 2) and in light of a savings rate of 19% of GDP in the Kyrgyz Republic. Similarly, bank loans to customers are still below the level prior to the 1998 Russian crisis (6.3% of GDP at end-December 2004).


�  These surveys were undertaken in 2003 and 2004 in three commercial banks with country-wide branch network under a regional technical assistance on rural financial sector development funded by Asian Development Bank (ADB). 


� 	This is particularly the case in rural areas.


�  A formal deposit protection system can, however, make an important contribution too, if properly designed and implemented.


� 	The license of AK Bank was revoked in September 2004. The bank successfully appealed against this decision, and the license had to be returned in 2005, only to be revoked again thereafter. An appeal against this decision is pending. The bank is currently under conservatorship.


� 	The 1997 Basel Core Principles comprise 25 basic principles that need to be in place for a supervisory system to be effective. The Basel Core Principles are minimum requirements and intended to serve as a basic reference for supervisory authorities in all countries worldwide.


� 	This is particularly the case with loans to agricultural enterprises, given constraints to foreclose and trade agricultural land. The constraint is somewhat mitigated by banks willingness to accept urban property even as a collateral for rural loans. However, survey results confirm collateral requirements as a major barrier to increased bank lending for agriculture. 


� NBKR is actually planning to further gradually raise capital requirements, which were increased from Som30 million to Som60 million in January 2006, to Som100 million in 2008. Som100 million is still a low capital requirement by international standards – Kazakhstan requires 2 billion tenge ($15.4 million).


�	Agriculture is still a main sector of the Kyrgyz economy, accounting for more than one third of gross domestic product (GDP) and employing about half of the labor force. However, in rural areas only about one third of income is generated by selling agricultural output, suggesting substantial self-consumption of agricultural output bus also significant diversification of income away from agricultural production. Rural finance is, thus, necessarily broader than agricultural finance.   


� 	The sector of credit unions, and the Financial Company for the Support and Development of Credit Unions in particular, benefited substantially from a loan and credit line provided by ADB, and TA provided by Germany (through GTZ) and ADB.


� 	Only three of them have, however, sufficient size to play a significant role in rural finance. The Foundation of International Community Assistance (FINCA) Kyrgyzstan, since 1996 developed with assistance provided by USAID, has a loan portfolio of more than $6 million and 21,000 active clients (2003). FINCA is already self sustaining. Bai Tushum, created and supported by a non-profit organization from the United States of America and funded primarily from USAID, is much smaller than FINCA with fewer branches, a larger average loan size and clear focus on agricultural enterprises. Mercy Corps functions primarily as a wholesaler providing funds to affiliated microfinance organizations for on-lending. 


� 	While (implicit) interest rates may be high, transaction costs can be especially low because the parties involved are already in contact with each other and the lender will already have key information about the cash-flow of the borrower and the borrowers’ reliability.


� 	See footnote 3. The regions (oblast’) were Osh, Jalal-Abad, and Chu.  


�  Most corporate securities were issues in the form of equity. The total volume of the 14 corporate bond issues, which took place in 1999–2004, was Som263 million ($6 million).


� The number of companies listed at the KSE peaked at 69 in 2000 and subsequently declined to 6 (February 2005). SETS and CASE do not have listing boards.


� Public companies have access to public funds through security issues just as banks have access to public funds through deposit taking. It is in the public interest to protect investors and depositors, among other things, through strict governance and disclosure requirements for companies that make public offers of securities as for banks that take deposits.


� In some cases, SOEs were privatized through open tender outside the stock exchange with subsequent registration of the sale at an exchange. However, the stock exchange did not play any substantive role in attracting investors and finding a fair price. 


� ADB. 1999. Report and Recommendation of the President to the Board of Directors on a Proposed Loan and Technical Assistance Grant to the Kyrgyz Republic for the Financial Intermediation and Resource Mobilization Program. Manila (Loan 1723-KGZ[SF], approved on 17 December 1999, for $33 million).


�	ADB. 1999. Technical Assistance to the Kyrgyz Republic for Commercial Bank Audits. Manila (TA Loan 1724-KGZ[SF], approved on 17 December 1999, for $913,000).


� ADB. 1997. Report and Recommendation of the President to the Board of Directors on a Proposed Loan and Technical Assistance Grant to the Kyrgyz Republic for the Corporate Governance and Enterprise Reform Program. Manila (Loan 1546-KGZ[SF], approved on 25 September 1997, for $40 million). 


� ADB. 2001. Report and Recommendation of the President to the Board of Directors on a Proposed Loan and Technical Assistance Grant to the Kyrgyz Republic for the Second Phase of the Corporate Governance and Enterprise Reform Program. Manila (Loan 1860-KGZ [SF], approved on 22 November 2001, for $35 million).


� ADB. 1997. Report and Recommendation to the President to the Board of Directors on a Proposed Loan to the Kyrgyz Republic for the Rural Financial Institutions Project. Manila (Loan 1529-KGZ[SF], approved on 21 August 2007, for $12.35 million.


� ADB. 1999. Technical Assistance for Kyrgyz Republic for Institutional Strengthening of the Financial Sector. Manila (TA 3239, approved on 13 August 1999, for $600,000); ADB. 2001. Technical Assistance for the Kyrgyz Republic for Strengthening Corporate Governance and Judicial Reforms forms. Manila (TA 3779, approved on 22 November 2001, for $850,000); ADB. 2002. Technical Assistance for Kyrgyz Republic for Capacity Building in Savings and Credit Unions and Microfinancial Systems. Manila (TA 4068, approved on 16 December 2002, for $550,000). ADB. 2002. Technical Assistance for Kyrgyz Republic for Financial Sector Reforms. Manila (TA 4069, approved on 19 December 2002, for $600,000); ADB. 2003. Regional Technical Assistance for Regional Financial Sector Development. Manila (TA-6137-REG, approved on 13 November 2003, for $800,000).


� World Bank. Project Appraisal Document on a Proposed Credit in the Amount of SDR 6.1 Million (USD9 Million Equivalent) for the Kyrgyz Republic for a Payments and Banking System Modernization Project. 2004. Washington.
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