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1.
Context and Main Challenges for Private Sector Development 

Background: 

Despite earlier encouraging signs towards macroeconomic and price stability, private sector investment and growth in the Kyrgyz Republic continue to face significant challenges. 
The country lacks natural resources, with the exception of gold and water, and is hampered by its geographical isolation.  The economy is mostly based on agricultural production (where subsistence agriculture continues to provide a livelihood for a significant share of the population), hydropower generation and a declining gold production. Although the economy has grown since recovering from the 1998 Russian financial crisis, domestic and foreign investments to the non-gold sector have been negligible.  Perhaps more important, the Kyrgyz Republic’s trading gap with other CIS countries has widened despite growing demand in Russia and Kazakhstan. 
Private sector growth has also been further dampened by the recent political developments, which created a heightened climate of uncertainty resulting in turn in a 0.6 % GDP decline in 2005. 
Going forward, Kyrgyz policymakers face the challenge of accelerating private sector investment, promoting export and economic diversification to ensure sustainable economic growth.  
This will require sustained efforts to create a more conducive business environment and eliminate key governance shortcomings hampering private sector growth. These include high administrative barriers, corruption, a weak judiciary, an inadequate framework for property and creditors’ rights and lack of transparency.  All of these issues, together with shortcomings in banking reform, are part of the reasons why banks and other financial institutions, continue to play a limited role in the economy.  

Recent assessments by donors highlighted priority measures, including
:
· lowering administrative barriers (notably in the areas of taxation and inspections);
· enhancing enforcement of property and creditors’ rights;

· modernizing and streamlining the customs regime and cross-border environment (making trade policy more transparent, reducing customs clearance and other border delays); 
· targeting investment in infrastructure which supports trade and investment;

· streamlining and aligning domestic standards and certification regime on international standards 
In particular, it has been estimated that lowering trade barriers and trade costs by 50% would increase GDP in the Kyrgyz Republic by an estimated 55% over 10 years
. 
Key sector issues:
(i) Inadequate business environment: 
Overregulation, inconsistency and unpredictability of laws and regulations: The Government should conduct a house-cleaning of the regulations which have emanated from different ministries and agencies. Compliance with these multiple layers of regulations increase the cost of doing business. In addition, in many instances, new regulations contradict existing legislation without specifically stating the hierarchy of legal and normative acts. While such weaknesses are observed throughout the regulatory framework, weaknesses in taxation, standards/licensing and customs administration impose the highest burden on private sector. These administrative barriers have tended to drive economic activity outside of the formal sector. As a result, official statistics do not capture actual trade flows.  It is worth noting that the reportedly high proportion of trade which goes unreported (ie, falls into the shadow economy) could be reduced via streamlining of the customs regime.  Such improvements would also have significant positive impact on the government revenue. 
Lack of transparency and weak enforcement of contract and property rights: Contract enforcement is difficult if not impossible, limiting interest for businesses and banks to work with each other.  One study found that as many as 46 procedures and 492 days are required to enforce a contract and can cost a bank or lender about 48 percent of the value of the debt
.  

(ii) Low level of enterprise competitiveness: Beyond administrative burdens, enterprise competitiveness is constrained due to limited and remote market access (the domestic market is small and the country is geographically isolated), inadequate logistical and physical infrastructure, shortage of inputs and raw materials (notably in agro-business) and shortage of finance. In order to export, companies also need to meet higher product standards and develop business skills necessary for international competition.  
(iii) Limited financial intermediation: Banks do not yet provide sufficient services to the corporate sector, despite growth in microfinance, particularly for retail trade or services.  There is very little potential to raise term funds from the securities, loan or bond markets.  (For a detailed analysis of financial sector shortcomings, see the relevant paper on financial sector reform).  For their part, companies can increase transparency of financial and operational information. For its part, government can remove administrative barriers which make the loan application process lengthy and costly.  These include streamlining the registration process for pledging assets and ensuring effective foreclosure procedures via enforcement of court decisions. 
(iv) Limited access to labor and business advisory services:  Availability of qualified personnel is a growing concern, noted in business surveys.
  Similarly, domestic firms have limited access to reliable advisory/consulting services which could help improve performance and competitiveness.  This includes business planning and marketing, supply chain management, introduction of quality production and management systems, as well as accounting and legal services.  
(v) Under-developed international and regional trade cooperation: 
Limited access to new markets and low level of FDI: Despite early WTO accession, Technical Barriers to Trade (TBTs) continue to hamper access to export markets and FDI.  The Kyrgyz Republic has made limited progress since 1998 in aligning its trade regime to international standards.  Kyrgyz businesses have thus not benefited from the country’s WTO membership and have had limited access to new markets due to remaining significant regulatory differences with trading partners. 
Underdeveloped regional trade cooperation and access to regional markets: The Kyrgyz Republic trade position with neighboring CIS markets has deteriorated. For example, while imports from Russia have doubled since 1999, exports to Russia declined by 7%.  Exports to Kazakhstan increased by 24% while imports increased 156%.  As noted above, this is in part due to shortages of raw materials and other inputs, inadequate infrastructure, poor marketing capabilities, not to mention regulatory and institutional constraints.  It is also important that Kyrgyz companies meet international standards in order to retain and consolidate markets, even with CIS partners who are progressively moving towards international standards.
(vi) Inadequate physical infrastructure: The relatively efficient pre-independence network of infrastructure has suffered from inadequate maintenance investments and has not been upgraded to support proper enterprise development.  Overtime, the lack of investment for maintenance or new infrastructure has led to high transaction costs, added costs from border delays, poor transport and transit conditions. 
2.
Major Areas of Intervention and Potential Activities

(i) Support Business Environment Reform and Improve Enforcement 

In the areas of deregulation and governance, donor assistance could be provided in the following areas: 

· Building capacity to conduct Regulatory Impact Assessment and introduce a systematic cost-benefit analysis approach to regulation;
· Legal and judicial reform for better contract enforcement and institutional strengthening of agencies and professional services to ensure predictability, efficiency and transparency of law enforcement: 

- Improving court infrastructure

- Improving court management and court administration

- Facilitating timely disclosure and publication of court decisions

- Building capacity of judges and legal profession, supporting enforcement services, i.e. police, tax and customs administration   

(ii) Promote enterprise competitiveness and access to markets  
· Enterprise level TA to develop business strategies, promote innovation and quality and identify market opportunities: 

- Promoting untapped sectors with high growth potential and where the Kyrgyz Republic may have a comparative advantage, such as tourism, value-added agribusiness, textiles, etc.
- Maximizing the Kyrgyz Republic’s role as a regional trade hub: the Kyrgyz Republic is a natural transit point for North-South and East-West trade flows.  With a better logistical and higher value added service infrastructure (financial services, processing, packaging, accreditation and certification), the country could generate higher revenues out of the current and future trade transit flows.  

(iii) Expand Access to finance

- Continued improvements to the lending environment: addressing remaining regulatory and infrastructure weaknesses in the area of Credit Information Bureau, out-of-court foreclosure procedures, enforcement of court decisions, etc 
- Addressing the issue of shortage of collateral: mitigation mechanisms such as well designed loan portfolio guarantee schemes may be established to supplement shortage of collateral by potential good borrowers.  In designing these types of schemes, special care should be given in particular to risk sharing with lenders so as to avoid imprudent lending behavior. 
- Improving the legal environment for leasing to stimulate the development of a domestic leasing industry and facilitate access to capital investment for enterprises. 

(iv) Upgrade labor skills and improve availability of business services 

· Education programs, in particular relating to business, should be designed in closer consultation with the business community;
· Promote effective business advisory services and SME support infrastructure: 

· Training of entrepreneurs and managers to increase awareness of the value of support services in the business cycle (optimizing capacity utilization, marketing, quality management, etc);
· TA for local business advisory providers.
(v) Support physical and logistical infrastructure development 
- Direct investment support to key infrastructure projects in strategic areas notably critical for trade facilitation (transport, energy, etc.)

- Promotion of Private Participation in infrastructure where feasible: Capitalizing on its water endowment and proximity to large and fast developing neighboring markets with high energy needs (i.e. China and Central Asian neighboring countries), Kyrgyzstan could become a major energy exporter. Hydropower infrastructure could be developed with private sector involvement through Public-Private Partnership models – possibly with the use of IFI participation (co-financing and/or guarantees).
(vi) Listen to the voice of businesses 

Involvement of the private sector and the business community are critical to ensure that the administrative and deregulation reform processes work for the benefit of entrepreneurs. Thus, it is important to empower business associations which play an important advocacy role for the private sector.  For example, IBC along with other business associations have been proactive in serving as a broker between the business community and the Government. IBC has developed priority recommendations in a number of areas ranging from financial sector development to mining, tourism, industry, export, deregulation and FDI. These should be given due consideration and discussed with the Government. 
3.
Diagnostic Gaps and Next Steps

Donors have recently released various diagnostic studies and reports assessing the business environment and barriers to private sector development. There is a wealth of literature providing a reliable and useful basis to design future activities.  At the same time, given the innovative nature of some of the proposed potential activities, some diagnostic work may need to be conducted in several areas such as:  

· Private Participation in infrastructure: assess and remove legal, regulatory and economic bottlenecks preventing implementation
· Informal economy assessment: expand understanding of the structure, volume and dynamics of the shadow economy to help develop incentives to formalize the economy. 

· Enterprise Competitiveness Assessment: a comprehensive framework analysis of firm level competitiveness (beyond more traditional Investment Climate assessments) assessing: productivity, value chain, innovation and competitiveness of domestic SMEs. Focus beyond the business environment on firms’ TFP, determinants of growth, technology absorption, etc. 
· Identify key infrastructure and logistical services required for the Kyrgyz Republic to increase income from trade transit flows. 

· Interface between state-owned enterprises and private sector and/or SOE reforms and PSD.

· Build on and advertise success.  There are numerous examples of companies which are successfully investing and growing in the Kyrgyz republic. These include Interglass (Tokmok glass factory), Wimm Bill Dan milk factory, Limatex textile plant.  There are also success stories in the banking system, examples of companies which have benefited from micro finance and have grown into medium size companies. Government and business community should use these examples to demonstrate the benefits which accrue to all parties when the obstacles mentioned above are overcome – i.e. the benefits of transparency, reduced regulatory burden, access to finance and markets, clear business strategies.

· Economic diversification: in conjunction with enterprise competitiveness, sector specific assessment could be conducted to identify potential untapped growth areas.    

· PPP and outsourcing: follow up on preliminary Outsourcing Survey to assess the feasibility of PPP in the Kyrgyz market, design mechanisms that would ensure transparency in the procurement process, define strategies to offset potential negative impact of outsourcing (i.e. layoffs from public sector, transition from public to private provision of social services, etc.)

4. Current CAS Lessons Learned

Lessons learned from the previous Country Assistance Strategy highlights the following lessons for future consideration in PSD interventions:
· Need for more coordinated cross-sectoral approach: In view of the cross-cutting issues that impact private sector development, better designed cross sectoral diagnostics are needed to widen the scope of potential interventions. PSD depends as much on contract enforcement (i.e, effective judiciary) as enterprise access to reliable physical infrastructure (roads, affordable and efficient energy supply), transparent and efficient administrative services (efficient customs and border administration).    
· Ownership and commitment: need for strong reform champions within Government and implementing agencies to (i) ensure policy consistency, (ii) mitigate potential conflicts based on vested interests/agendas, and (iii) make ad-hoc decisions to address bottlenecks and changing environment

· Need for broader involvement of Parliament, private sector and civil society to ensure ownership of reform
· Proper reform implementation needs a clearly formulated strategy with (binding) timeline and activities as well as clearly defined functions and responsibilities.
· Start small and gradually scale reform process: overambitious goals and strategies may undermine reform programs. 
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� World Bank, Kyrgyz Republic, Country Economic Memorandum, An Integrated Strategy for Growth and Trade, June 1, 2004 


� UNDP, Central Asia Human Development Report 2005, Bringing down barriers. Regional cooperation for human development and human security.


� Cost of Doing Business 2005


� In a recent IBC survey, this issue ranked second as an issue for consideration when planning investments in the country, after “Predictability of rules, laws and regulations” and before “Tax Administration”.
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