[image: image3.emf]Exports, Imports, and Current Account Balance

0.0

200.0

400.0

600.0

800.0

1,000.0

1,200.0

1,400.0

2000 2001 2002 2003 2004 2005p

million US$

-6.0

-5.0

-4.0

-3.0

-2.0

-1.0

0.0

% of GDP

Exports GNFS Imports GNFS CAB (% GDP)





KYRGYZ REPUBLIC  

Joint Country Support Strategy
FY 2007-2010
Economic Growth Analysis Working Group
Error! Bookmark not defined.1.
Recent Economic Developments


2.
Medium Term Outlook
4


Recent Economic Developments
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The Kyrgyz Republic has continued to improve the overall macroeconomic performance in the last four years. However, growth remains fragile and sensitive to both domestic and external instabilities. Real GDP grew by 7 percent annually in 2003-2004, following the recession of 2002, which was due to the impact of a landslide at the Kumtor gold mine and a reduction in external demand for power. However growth in 2005 was affected again by a decline in gold production and political uncertainties. Political turmoil and subsequent disruptions in economic activities, in conjunction with 25 percent decline in gold production in 2005, resulted in a sharp contraction of real GDP by 0.6 percent. The political uncertainties throughout the year did not let the new government focus on crucial reforms to improve growth prospects.
Instability of economic growth is largely due to the fact that the economic base remains narrow. On supply side, while recent years saw strong growth of services and signs of recovery in manufacturing, the economy remains heavily concentrated in agriculture, gold and power production and production of essential services such as trade, public food, hotels, and communication. 
The authorities have continued to exercise tight fiscal and monetary policies. A consistent combination of tight fiscal and monetary policies has kept inflation at low levels in 2003 and 2004. Inflation in 2005 increased to 4.9 percent, reflecting price hikes after the spring political events as well as the oil price increase. 
[image: image5.emf]General Government Balance

-15.0

-10.0

-5.0

0.0

5.0

10.0

15.0

20.0

25.0

30.0

35.0

2000 2001 2002 2003 2004 2005p

% of GDP

Total  Revenue and Grants

Total  Expenditure

Fiscal balance

Primary balance (w/o foreing PIP and %)

While substantial progress has been made in fiscal adjustment; further reforms are needed to strengthen macroeconomic stability and improve public service delivery. The general government deficit fell from 5.6 percent of GDP in 2002 to 4.3 percent of GDP in 2005 due to both better performance in revenue collection and reduction in expenditures. Tax collection (including social security contributions) increased from 17.5 percent of GDP in 2002 to 20.1 percent of GDP in 2005. On the expenditure side, capital expenditures were adjusted from 6.0 percent of GDP in 2002 to 4.2 percent of GDP in 2005. Savings from external debt restructuring also positively contributed to fiscal deficit reduction. While the fiscal deficit has been held in check, the quality of public services such as transportation, education and health have suffered from financing shortfalls in maintenance activities. 

The fiscal deficit continues to be exclusively financed through external assistance. There has been some progress in reducing large quasi-fiscal operations (from 12.0 percent of GDP in 2003 to 8.5 percent of GDP in 2005) in the power sector through slightly improved cash collection and appreciation of national currency. However, the cost-recovery ratio in energy remained far from being sustainable at low rate of about 60 percent as energy tariffs have not been adjusted since 2002. 
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Private investment and domestic savings remained below the levels required to stimulate future strong growth. The economy continues to rely heavily on foreign and national savings, including increased remittances and foreign transfers. Meanwhile, domestic savings were on a declining trend reflecting deterioration in the resource balance. Both levels of domestic savings and private investment are below the levels needed for sustainable strong long term growth. Political instability has exerted a temporary negative effect on financial markets and business confidence has weakened despite the success of efforts to keep prices under control. 
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The Kyrgyz export performance remains weak and vulnerable due to high commodity and geographical concentration in the trade patterns. There was a slowdown in gold exports (about 40% of exports) in 2005 which explains most of the decline in total exports of 3 percent despite 5 percent growth in non-gold exports. Power exports have remained stagnant during the last four years, despite some diversification by exporting to Russia in addition to Kazakhstan and Uzbekistan. Export tariffs remained very low. Other exports, also largely primary commodities, are very volatile due to regional restrictions, barriers, and price shocks. Exports of tobacco, mainly directed to Russia, have shrunk by 50 percent over the last four years, while exports of cotton, which had recovered from the lows of 2002, substantially declined again in 2005 due to demand shocks and price declines. 

The unfavorable performance of merchandise trade was partly counterbalanced by the strong flow of remittances. The current account deficit improved from 4.2 percent of GDP in 2003 to about 3.4 percent of GDP in 2004. However, it deteriorated to 3.6 of GDP in 2005 due to external and domestic shocks. The country’s external position has seen a strong negative effect of oil price increase in 2004-2005 with the current account balance deteriorating by 1.3-1.5 percent of GDP in these years. The decline in gold exports and strong increase in imports caused significant increase in the resource balance deficit in 2005, which has been compensated by continued strong growth of remittances. Gross international reserves remained at the equivalent of four months of imports. The real effective exchange rate remained relatively stable during the period 2003-2005, while the nominal exchange rate of Som against US$ appreciated, mainly reflecting US$ weakening on international markets.
Accelerated investment and export diversification are critical to improve growth patterns in KR. For this purpose, it is critical to create a favorable regulatory environment. The anticipated decline in Kumtor gold mine in medium term, which is not expected to be fully compensated by other gold mines, will negatively affect exports and growth trends. The private sector needs to develop further to ensure continued economic growth and export development; therefore, reforms to create a favorable environment for private sector development are most important at this juncture. Official figures suggest that contributions of SMEs and individual entrepreneurs (excluding farmers) to GDP (27-29 percent of GDP) and employment (12-13 percent of total employment) increased only slightly over the last three years, which suggest their development continues to face strong obstacles and, at the same time, may be indicating a growing  share of informal and shadow economy. Although some progress has been made in improving the legislative framework for business regulation and property rights, recent surveys of the business community indicate these important initiatives have not been put in practice. The government has to strengthen ongoing regulatory reforms to ensure implementation of legislative changes, which requires building capacity in public agencies responsible for implementation, introducing mechanisms to monitor the implementation process, and establishing systems of accountability. Although existing gold mines other than Kumtor are not expected to compensate in full the expected decline in Kumtor related gold production, still they have significant potential for economic growth, for which the authorities need to establish a favorable environment for attraction of foreign direct investment.

Public expenditure management reforms needs to be deepened to improve public service delivery and the increase efficiency of public resources. The Kyrgyz authorities have been implementing comprehensive public expenditure management (PEM) reform, which resulted in a considerable progress in achieving fiscal consolidation and in introduction of initial elements for policy based budgeting. Despite these achievements, Kyrgyz PEM suffers from considerable shortcomings. The budget formulation process remains fragmented, with three parallel processes in budget preparation: (a) a deeply entrenched input focused line item budget system; (b) a vigorous but still developing medium term budget framework (MTBF); and (c) a nascent program budgeting system. There is a clear lack of well-defined sectoral policies in budget preparation, with the MTBF prepared in isolation from the annual budget. Moreover, approved annual budgets are not fully respected during budget execution and substantial changes to the budget are made during the fiscal year. This seriously undermines the value of the budgeting process as a tool for effective resource allocation, and predictable service delivery. Monitoring and evaluation of budget execution outcomes are practically nonexistent. The authorities have also initiated fiscal decentralization reform, which is expected to result improving in public service delivery at grassroots level through more efficient and transparent resource allocation to local self-governments from 2007 budget. The Kyrgyz Government recognizes that the prospects for continued reform design and implementation are at risk due to the (1) insufficient political leadership; (2) inappropriate institutional set-up and weak institutional capacity, and (3) weak coordination between donors and stakeholders. The Kyrgyz authorities have to move toward a strengthened PEM reform, which has been developing in close coordination with Bank-led PPER and other donors’ initiatives.
Notwithstanding the fiscal adjustment and progress achieved in debt restructuring, debt sustainability will remain vulnerable to domestic and external shocks and requires policies for strengthening macroeconomic stability. The country’s external debt indicators have improved significantly during recent years. As a result of economic growth and limited external borrowing, the debt/GDP ratio declined from 111 percent in 2002 to about 89 percent in 2005. The Paris Club granted short-term debt service rescheduling in March 2002, and, based on progress in attaining macroeconomic stability, long –term debt service rescheduling in March 2005, which significantly improved debt service indicators. External debt service/ exports ratio declined from 20 percent in 2002 to under 10 percent in 2005. Public debt service as percentage of total government revenues declined from 23 percent in 2002 to 6 percent in 2005. While the Paris Club debt rescheduling improved debt indicators at NPV terms (nominal debt stock has been reduced on very small amount) and provides an increase in flexibility and predictability in public expenditure management, nevertheless, the Kyrgyz Republic's debt sustainability remains stressed and vulnerable to shocks, which might adversely affect exports, fiscal revenues, investment or growth, and debt ratios may deteriorate to unsustainable levels. The net present value of debt-to-fiscal revenue ratio was around 318 percent at end 2004, which is well above the HIPC threshold of 250 percent. Therefore, debt sustainability calls for continued fiscal adjustment and structural reforms. As part of the debt management strategy, the government will continue further reducing debt-financed public investment and pursue grants from the international community. 

Medium Term Outlook

Growth is projected to return to its positive trend from 2006 onwards, barring any unexpected shocks. It is projected that in the medium term annual GDP will grow at an average of about 5.5 percent (Table 1). The growth outlook is based on the assumption that political stability will be maintained and the Government will be able to intensify its track record of structural reforms. Advancing implementation of regulatory and financial sector reforms will facilitate robust development of private sector, which is expected to lead much of the medium-term economic expansion and export growth. The improvement in business environment (including improved governance, setting property rights disputes) will create incentives for legalization of shadow economy. Depletion of Kumtor related gold production will be compensated by commencing gold production in two new large gold mines and growth in other sectors of the economy. In addition, foreign direct investment is projected to surpass 2.5 percent of GDP, including financing of concession of power distribution network. The country will expand economic cooperation, which will allow capitalizing on strong growth in neighboring countries and increasing export potential and its diversification. On the basis of continued structural reforms, domestic private investments will gradually increase from the currently estimated 15 percent of GDP to over 19 percent of GDP in the medium term. 
A continued prudency in monetary and fiscal policies are expected to keep annual inflation at below 4 percent and fiscal deficits within 4 percent of GDP in the medium term. Improving revenue mobilization will remain a major task to finance priority social and infrastructure maintenance expenditures. In this respect, the Government will continue to address deficiencies in the tax and customs administrations, especially in the areas of excisable goods, VAT, personal income, profit, and property taxes. The Government is expected to push ahead with energy sector reforms, which will result in reduction of quasi fiscal deficits and financial sustainability of the sector.
Trade flows are expected to increase at rates higher than GDP, with average non-gold exports and imports growth of 8.4 and 7.3 percent, respectively during 2006-2010. As a result, the current account deficit is projected to remain at about 4 percent of GDP over the medium term. Official grants and FDI inflows will be major sources of financing. International reserves will be kept at least at 4 months of imports. The Government has expressed its interest in HIPC debt restructuring, which will increase its resource base. 
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2002

2003

2004

2005p

2006-2010 

average

Real Sector

  Real GDP growth (%)

0.0

7.0

7.1

-0.6

5.5

  Non-gold real GDP growth rate (%)

3.6

5.4

7.8

1.5

5.3

  GDP per capita (current US$)

322

381

433

473

552

  Investment (% of GDP)

1

20.3

20.5

20.9

20.8

22.9

     Private

14.3

15.7

16.0

16.8

18.1

     Public

6.0

4.9

4.9

4.0

4.7

  Consumption (% of GDP)

83.5

86.0

88.9

93.7

91.2

  Gross Domestic Savings (% of GDP)

16.5

14.0

11.1

6.3

8.8

   Inflation (average)

2.1

3.1

4.1

4.3

4.1

General Government Balance (% of GDP)

  Revenue and grants

22.7

22.9

23.5

24.1

25.1

    Tax revenue (incl. Payroll tax)

18.1

17.7

18.4

19.4

19.8

  Expenditure

27.9

27.6

27.3

28.3

28.6

    PIP credits

4.7

3.7

3.8

2.5

2.0

  Fiscal Balance

-5.2

-4.7

-3.9

-4.2

-3.6

External Sector

  Current Account Balance (% of GDP)

-3.1

-4.2

-3.4

-3.6

-3.1

  Exports (% growth)

3.7

18.1

24.6

-0.8

6.7

  Non-gold exports (% growth)

32.2

-2.0

35.6

4.7

8.4

  Imports (% growth)

25.1

21.4

31.3

14.5

7.3

  External Debt (% of GDP)

111.1

101.2

95.5

88.3

69.1

  Debt service (% of exports)

20.7

22.1

13.7

10.3

5.5

  Public debt service (% of revenues)

23.3

14.6

12.9

6.1

5.7

Source: Kyrgyz authorities, WB staff estimates and projections

1/ Data on total and private investments for 2002-2005 are based on the IMF

assumptions; official statistics suggests significantly lower levels, which are most

probably related to underreporting and do not correspond with GDP growth level
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