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KYRGYZ REPUBLIC

PUBLIC SECTOR RESOURCE MANAGEMENT ADJUSTMENT CREDIT (PSRMAC)

CREDIT SUMMARY

Borrower: The Kyrgyz Republic

Amount: SDR 32 million (US$44 million equivalent)

Terms: IDA terms, with 35-year maturity, including 10 years of grace

Objectives: The proposed PSRMAC supports the Government's efforts to reform public sector
management by: (i) improving fiscal management, i.e. the effectiveness of the
budgetary planning, execution and audit system; (ii) restructuring the fiscal
relationship between the central and local government levels; and (iii) ensuring that
essential public services divested by state-owned enterprises will be provided by the
Government. The reform program will put systems and structures in place to
rationalize expenditure and facilitate the implementation and monitoring of
expenditure programs.

Credit Description: The proposed Credit will be quick-disbursing and will provide support to finance
the Government's budgetary and balance-of-payments needs, linked to Interim Trust
Fund (ITF) Committee presentation and second tranche conditions.

Benefits: The proposed Credit will support the Kyrgyz Republic's efforts to make fiscal
adjustment sustainable. The implementation of the reform program would be a
major contribution toward putting public finances on a sustainable path, without
which the cycle of low savings and investments and low economic growth cannot
be broken. Since reducing macroeconomic instability is a sine qua non for
establishing the conditions for investment and economic growth, the reform
program will ultimately improve the standard of living. More importantly, the
country will benefit from an improved quality of public sector services.

The proposed reform program will streamline the budget process and
intergovernmental relations, and will enhance transparency, efficiency and
accountability. It will provide tools for evaluating expenditure programs and
assessing trade-offs in expenditure allocation. The program will integrate
investment planning into the budget. It will improve expenditure control and thus
enable overall expenditure to remain within the budget. The reform program will
implement a more robust intergovernmental system. By balancing expenditure and
revenue assignments across levels of government ensuring a certain level of
equalization and provision of basic social services across localities. The absorption
into the budget of essential non-production related social assets and the clarification
of the role of subnational governments and their responsibilities versus the role of
the private sector will provide further incentives for completing the privatization
and enterprise reform programs.
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Risks: The Credit faces two major risks. A first risk is that local governments will try to
renegotiate the new intergovernmental arrangements which impose a hard budget
constraint on their activities. This will be addressed by codifying the basic
structure of the new system in a law. Detailed arrangements (equalization formula)
can be modified and refined over time, taking concerns of local governments into
account.

A second risk is that the Government's administrative and institutional capacity will
be insufficient to handle the complexity of the reform process envisaged in the
PSRMAC. The Government is cognizant of this risk, and the program is designed
to minimize complexity by appropriate phasing of the reform measures. In
addition, the Government will employ technical assistance in its core financial
ministries to carry out the program. Certain essential technical assistance activities
have already been financed by a PHRD-grant which have led to substantial progress
in implementing changes in the 1997 budget. The bulk of the technical assistance
requirements would be carried out through a two-year TA program to reinforce and
firmly embed the reforms in budget procedures.

Poverty Category: The Credit would ensure that essential social expenditures are funded especially in
the most impoverished part of the country. The reforms proposed under PSRMAC
will help to ensure the provision of essential social services in health and education
by strengthening the budgetary control mechanism and by establishing a categorical
grant system that would finance health and education expenditures at the local level
and could not be diverted to other purposes. The program proposed under
PSRMAC will also take steps to ensure that essential social services divested by
state-owned enterprises are financed by the Government.

Rate of Return: Not applicable

Map: IBRD 26822R



REPORT AND RECOMMENDATIONS OF THE MANAGING DIRECTOR TO THE
PRESIDENT OF THE INTERNATIONAL DEVELOPMENT ASSOCIATION ON A
PROPOSED INTERIM FUND CREDIT IN AN AMOUNT OF SDR 32 MILLION

TO THE KYRGYZ REPUBLIC
FOR A PROPOSED PUBLIC SECTOR RESOURCE MANAGEMENT ADJUSTMENT

CREDIT (PSRMAC)

1. I submit for your approval the following Report and Recommendations on a proposed Public
Sector Resource Management Adjustment Credit (PSRMAC) to the Kyrgyz Republic for the equivalent
of SDR 32 million (US$44 million equivalent). The proposed PSRMAC is the fourth in a series of
adjustment operations designed to support the Government' s overall program of stabilization and structural
reform. The proposed Credit would continue the support begun by IDA under previous operations and
would underpin the country's fiscal reform program during 1997-98.

2. The proposed PSRMAC builds on the country's achievements in changing the incentive structure
facing the private sector (e.g. liberalization of prices and trade, and privatization of the majority of state
enterprises). A major contraction in the size of government over the past three years has highlighted the
resource constraints facing government finances and the need for changing basic public sector incentives
in order to reduce inefficiency and to improve resource allocation. Budget procedures are still in place
which were developed under a centralized planning system and are no longer appropriate for allocating
resources in a market economy. In order to make fiscal adjustment sustainable, actions are needed to deal
with these structural aspects of public finance. Such actions will help sustain macroeconomic stability,
improve the effectiveness of the social safety net, and foster growth by reducing the fiscal deficit and
increasing credit available to the private sector.

3. The principal objectives of the reform program to be supported by the proposed PSRMAC are:
(i) to improve fiscal management, i.e. the effectiveness of the budgetary planning, execution and audit
system; (ii) to restructure the fiscal relationship between the central and local government levels; and
(iii) to ensure that essential public services divested by state-owned enterprises will be provided by the
Government. The reform program will put systems and structures in place to rationalize expenditure and
to facilitate the implementation and monitoring of expenditure programs. In this respect, it will provide
the tools and systems for assessing which adjustments to make in broad categories of expenditure. The
proposed PSRMAC will be quick disbursing and will provide balance-of-payments and budget support,
linked to the conditionality specified for Interim Trust Fund (ITF) Committee presentation and second
tranche releases.

PART I. MACROECONOMIC PERFORMANCE AND FINANCING REQUIREMENTS

A. Macroeconomic Stabilization and Performance

4. The Kyrgyz Republic, a small, mountainous, landlocked Central Asian country of 200,000 square
kilometers, is one of the fastest reformers among the countries of the former Soviet Union. The country
has limited natural resources, largely hydropower, gold and some base minerals. Roughly 7 percent of
its land is arable. Agricultural production, primarily grain and wool, accounts for 40 percent of GDP.
The industrial sector comprises roughly 20 percent of GDP.

5. Following independence the Government focused on eliminating the distortions of the command
economy and reducing the role of the state. The Government has made significant progress in stabilizing
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the economy and has remained essentially in compliance with the IMF programs approved to date. The
Government is also engaged in a far-reaching program of structural reforms aimed at creating a market
economy and transferring almost all productive assets into private hands. The Kyrgyz Republic has to
cope, however, with severe economic dislocations caused by the breakdown in FSU trade and budget
support arrangements. By 1995, GDP had declined by 45 percent since 1991. GNP per capita in 1995
is estimated at US$690 (World Bank Atlas methodology).

6. The primary policy objectives of the Government over the medium-term are to increase output
and to reduce the fiscal deficit while providing adequate support to the poor. Provided that reforms are
sustained, the economic framework for 1997-99 envisages real GDP growth of about 4-5 percent a year
(excluding the one-time impact of the Kumtor gold mining project, which is expected to come on stream
in 1997), annual inflation at about 15 percent, and significant reductions in the fiscal deficit.

7. Production and Employment. Following three years of sharply declining production, the Kyrgyz
economy grew by 1 percent in 1995, led by modest growth in crop production and by the establishment
of a growing private service sector. Preliminary data suggest that GDP grew by 5.6 percent in 1996, as
a result of good wheather, a turnaround in industrial production and growing public and private
investment.

8. Employment data are highly uncertain, due to the growth of unrecorded activity and net
emigration. The official unemployment rate has remained stable over the past two years at about
5 percent (about 120,000 people are registered as receiving unemployment benefits), but total
unemployment (ILO definition) is estimated at 20 percent. The average real wage has remained stagnant
during the past two years, at about 80 percent of its 1992 level.

9. Money, Credit and Prices. The Kyrgyz Government assumed full control over macroeconomic
policies with the introduction of the national currency, the Som, in May 1993. During 1994, deposit and
credit interest rates were liberalized, directed credits were discontinued, and domestic bank financing of
the budget deficit was sharply curtailed. A tight monetary stance in 1994 succeeded in bringing inflation
down to 32 percent in 1995 and 35 percent in 1996. Interest rates have followed a similar path, with the
National Bank's (NBK) discount rate declining from over 100 percent in January 1995 to 55 percent in
December 1996. Prices for all goods, including bread, have been liberalized, except utility tariffs which
are being increased in a phased manner to attain cost recovery levels.

10. External Transactions. As part of the stabilization program, the Government established a
foreign exchange auction market, a floating exchange rate, and a fully liberalized exchange regime with
no restrictions on current or capital account transactions. The exchange rate remained stable against the
US dollar for over two years until October 1996, when it depreciated by about 50 percent following a
sharp increase in liquidity as a result of the Government paying off wage and pension arrears. The
exchange rate has since stabilized at this lower level. A major liberalization of the trade regime also
occurred over the past three years. Non-tariff barriers were removed and export taxes have been
eliminated on all goods. Both imports and exports expanded rapidly in both 1995 and 1996, with a sharp
increase in exports to the FSU and a large inflow of imports associated with a major gold mining
investment. The current account deficit, including official transfers, rose from 18 to 22 percent of GDP
in 1996, of which imports of goods and services related to the gold project account for 10 percent of
GDP. Gross reserves currently stand at about two months of imports.
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B. Structural Reforms

11. In addition to the above mentioned reforms in the areas of price liberalization, trade and exchange
regimes, the Government has focused on implementing a comprehensive program of privatization and
enterprise restructuring.

12. Privatization. The privatization program began with the transfer of housing stock to occupants
over 1991-93. In December 1993, a privatization law was adopted aimed at divesting all productive and
social assets. Since May 1994, the Government has proceeded with a mass privatization scheme that aims
to ensure wide distribution of share ownership. By end-1996, about 80 percent of enterprises in the
commercial and productive sectors had passed through the coupon stage of the mass privatization
program, and about one-half of these had been fully privatized. Remaining enterprises are included in
the privatization program for 1997.

13. The Government has taken initial steps to ensure that the right to use land is legally safeguarded
and transformed into a property right that can be freely transferred, inherited or used as collateral. A
presidential decree provided 99-year land use rights, and a new land code confirming these rights was
recently submitted to Parliament. Land use shares in agricultural land are being issued throughout the
Republic and have led to the break up of most state farms and collectives. A new land registration law
covering both urban and rural land was recently submitted to Parliament.

14. Enterprise Restructuring. Within the framework of the overall privatization effort, the
Government established a special program to divest 29 of the most seriously indebted enterprises. These
companies were cut off from access to bank credit and put under the control of the Enterprise Reform and
Resolution Agency (ERRA). Following diagnosis of their prospects, five of the enterprises have been
fully liquidated, while the others have undergone massive downsizing and financial restructuring. Sales
of most of the restructured companies have been completed, with the proceeds used for paying off the
creditors of the former enterprises.

15. Financial Sector. In 1996, the NBK adopted a comprehensive two-stage strategy for dealing with
the problems of the banking system. The first stage dealt with assessing the long-term viability of all
commercial banks. Of the nine banks (including the four state banks) with negative net worth, four were
put under direct supervision, while two had their licenses suspended and were subjected to temporary
NBK administration. The second stage now underway involves the restructuring or liquidation of the
former state banks; the establishment of a temporary rural credit agency to replace Agroprombank; the
establishment of a savings and settlement corporation to replace the now-liquidated Savings Bank and to
provide a payments mechanism for rural areas; the recapitalization through private means of the other two
former state banks; the creation of a temporary Debt Resolution Agency to expedite the collection or
write-off of non-performing loans; and the creation of an appropriate regulatory and supervisory
framework for the development of a competitive banking system. Activities in this stage include seeking
legislative approval of the new banking law, and tightening of prudential requirements.

16. Social Protection. The Government has been increasingly concerned about the impact of the
economic transition on the poor. At the outset of the reform program, approximately 35 percent of the
population lived below the Government's official poverty line. Recent data suggest that the situation has
worsened considerably; currently about 45 percent of the population live in poverty, and poverty in rural
areas is particularly problematic. Expenditures for health and education have been cut substantially, and
there are frequent arrears of wages and salaries for teachers and doctors as well as of social benefit
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payments. The Social Funds -- which are off-budget and responsible for pension, unemployment
insurance and social insurance payments -- also encounter periodic large arrears.

17. The Government's strategy centers on accelerating the process of growth and facilitating market
reforms. Nevertheless, given that resumption of growth will be gradual, it is critical that adequate
protective policies be in place. In January 1995, universal family allowances and special cash benefits
were consolidated into a single common monthly subsidy scheme based on the principles of income testing
and self-selection. The scheme aims to raise the per-capita income of the non-working poor to the
minimnum wage level. Periodic poverty assessments are being undertaken to monitor the situation.

C. Financing Requirements

18. Fiscal Outlook. Government expenditures have undergone severe compression during the past
three years, with total expenditure declining from 39 percent of GDP in 1993 to 30 percent in 1995 and
an estimated 23 percent in 19961 (see Figure 1). Given the simultaneous decline in GDP, government
expenditure has declined by almost 50 percent in real terms since 1993. Expenditure reduction was
accomplished through the elimination of consumer subsidies, a reduction in transfers and the phase-out
of direct lending to state enterprises. Government wages and pensions have also fallen in real terms and
there is a growing backlog of unfunded maintenance. Expenditure compression was necessitated by severe
revenue shortfalls which reflected both the continuous decline in industrial output and the weakness in tax
administration and collections. At the same time, the receipt of budgetary support grants -- previously
provided by the Soviet Union -- fell by 8 percent of GDP. Despite the compression in expenditure, the
budget deficit has remained high throughout the period (13.5 percent of GDP in 1995 and 6.4 percent in
1996). Much of the deficit continues to be financed through central bank credit. This remains a source
of concern both for sustaining the stabilization program as well as for improving conditions in the
financial markets.

19. The proposed PSRMAC Credit is intended to smooth out the additional compression of
expenditure that will be required over the next few years. The medium-term outlook is characterized by
the need to reduce the deficit during a period when expenditure has already been severely reduced and
net external resources will continue to shrink. The total amount of gross external financing (new external
loans plus grants) available for general budget support fell from 15 percent of GDP in 1993 to an
estimated 5 percent of GDP in 1996. Net flows are declining as donors scale back initial levels of support
that were available at the outset of the transition period and shift external assistance from balance of
payments support to investment projects. The country must also deal with the amortization of debt
originating from the settlement of correspondent accounts with other former Soviet countries (a
comprehensive restructuring of debt to Russia was recently agreed).

20. The stabilization program aims to reduce the fiscal deficit to 5.3 percent of GDP in 1997 and
2-3 percent of GDP by 1999.2 This would be a level which would eliminate the need to borrow from the
central bank and could be financed by foreign assistance and treasury bills. The resources provided by

I These figures exclude expenditures of the Social Funds (about 8 percent of GDP), as well as externally
financed public investments (about 3 percent of GDP in 1996).

2 These estimates exclude externally financed investment projects which would increase the deficit by
about 4.5 percent of GDP in 1997 and 1998. Public Savings would continue to improve, however.



the PSRMAC operation would help bridge the gap until the time when the expenditure and revenue
reforms supported by the operation are solidly in place and when economic growth yields a more stable
and growing tax base. The contraction in the domestic financing needs of the budget deficit would allow
for an expansion of credit to the private sector which would foster economic growth and help to reduce
poverty.

Figure 1: Fiscal Adjustment
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21. The programmed reduction in the fiscal deficit would be achieved through an increase in revenue
collections supplemented by efforts to rationalize expenditure and to reduce the share of government
spending, while maintaining critical expenditure aimed at providing basic services. Expenditure savings
are envisaged to occur through limitation on the Government's wage bill, reduction in net lending to
agriculture, improvements in targeting the unified cash benefit, and adjustments in pension benefits. Over
the medium term, expenditure would be rationalized through ongoing sector reforms (e.g. health, social
safety net), as well as through the implementation of the budget reforms to be supported by the proposed
PSRMAC (see paragraph 22). Total revenues are expected to remain at 17 percent of GDP in 1997.
Over the medium term, revenues will be bolstered by the coming on stream of royalty and dividend
payments from the Kumtor Gold Mine, which entered production in early 1997 and is estimated to
generate revenues of over 1 percent of GDP annually starting in 1998.

22. The expenditure and revenue reforms to be implemented under PSRMAC would represent an
essential component of the fiscal strategy that aims to achieve a sustainable fiscal position by the end of
the decade. As expenditure has already been severely compressed in real terms, further expenditure
reduction will only be sustainable if the efficiency of expenditure programs is increased and if
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expenditures are rationalized. The current budget system does not encourage efficiency and prioritization,
and it does not ensure that scarce resources are used for their intended purposes. The reform program
under PSRMAC, therefore, aims to implement a public sector resource management process that allocates
resources to the programs of the highest priority, keeps the cost of providing services as low as feasible,
and leads to a more efficient distribution of scarce resources. The proposed reform program would
strengthen the budget process and lead to better expenditure programs of a more appropriate size and
content which would make the fiscal adjustment sustainable. The reform program also includes measures
which should help achieve the revenue targets. The intergovernmental reform program provides
incentives for oblasts to increase their tax efforts and exploit local revenue sources.

23. The decline in output has led to a severe level of poverty in the country which makes it necessary
to ensure that expenditure programs continue to include sizable social assistance programs and adequate
funding of essential social services. The Government is not adequately providing these services at
present, partly as the result of budgetary pressures, but also because of the lack of control mechanisms
to ensure that funds are used for their designated purposes at the central and local levels. The PSRMAC
reform program will help to ensure the provision of essential social services in health and education by
strengthening the budgetary control mechanism and the establishment of a categorical grant system. These
grants would finance minimum expenditure levels in health and education at the oblast level and could not
be diverted to other purposes. Furthermore, some of the vital services which were formerly provided by
state-owned enterprises have been divested as a result of the privatization process. The PSRMAC
program will take the initial steps to ensure that services which are properly regarded as public services
are financed by the Government.

24. Balance of Payments Outlook. The Kyrgyz economy will continue to face balance-of-payments
deficits for some time, although the situation will ease considerably starting in 1997 with the
commencement of gold exports from the Kumtor gold-mine project. The current account deficit
(including official transfers) is expected to decline from 22 percent of GDP in 1996 to 14 percent in 1997,
mainly reflecting the coming on stream of gold exports and the reduction in imports of related investment.
The narrowing of the current account deficit would continue gradually thereafter, assuming further
improvement in the financial position of the Governrnent. Under this scenario, the current account deficit
(including official transfers) is expected to average US$210 million per year during 1997/98. Taking into
account amortization payments of about US$55 million per annum, and increased international reserves,
rising to three months of imports, gross financing requirements would average US$310 million a year.
Of this amount, foreign direct investment is expected to cover about US$35 million a year. Given the
limited access to non-concessional borrowing to date, the balance of the Kyrgyz Republic's external
capital requirements would need to be met mostly from official sources. Existing and expected
commitments are estimated to provide about US$275 million per year in disbursements, including US$75
million of official grants.

PART II. THE PUBLIC SECTOR: KEY ISSUES AND PERFORMANCE

25. Despite the tremendous progress achieved in implementing structural and sectoral reforms, the
fiscal situation in the Kyrgyz Republic remains in structural imbalance. The measures introduced by the
Government to reduce the budget deficit have so far focused on cutting expenditure and increasing tax
collections, but the underlying structural and institutional problems have not been addressed. Many of
the budgetary problems stem from the continuation of procedures, developed in the era of central
planning, that do not serve well in the transition to a market economy. Changes in these budget



procedures and controls will be a prerequisite for implementing effective and efficient expenditure
programs and for achieving an overall reduction of the fiscal deficit.

A. Sector Structure

26. The Kyrgyz Republic has a three-tier intergovernmental structure which consists of: (i) the central
government; (ii) the oblast governments; and (iii) the rayon governments. The system of government in
the Kyrgyz Republic is unitary and subnational governments are not fiscally independent. However, while
the Ministry of Finance (MOF) has direct oversight responsibility for budgets submitted by oblasts, rayon
budgets fall under oblast supervision. The consolidated general government budget covers the Republican,
oblast and Bishkek city budgets. Subnational governments account for about 30-40 percent of total
budgetary outlays and undertake more than 70 percent of expenditure on education, and about 80 percent
of health expenditure. Until 1997, subnational governments have been financed by a negotiated system
of shared taxes and ad hoc transfers. The authority to set the tax base and rates for all major taxes is
currently with the national government. The revenue capacity of oblasts differs significantly; the two
richest oblasts, Bishkek and Chui, have 30 percent of the population yet collect about 70 percent of the
revenues.

27. A national treasury was established in late 1994 and its operation was extended nationwide during
1995. The new system consists of a central treasury in the MOF and 65 regional treasury offices at the
oblast and rayon levels. All public revenues are deposited into a single treasury account, and all sums
drawn from this account must be authorized in the budget of the central or local government. The partial
computerization of the treasury was initiated in early 1996.

B. The Need for Public Sector Reform -- Key Issues and Performance

The Budget Process

28. In recent years, the approved budgets on the central and local level have had very little
resemblance to the actual budget outcome. Real expenditure and revenue programs develop passively
throughout the year; they do not present thoughtful and well-planned responses to the needs of the
country.

29. Budget Plan is Not a Policy Document. The budget process takes place with little consideration
for the overall macroeconomic framework within which the budget is to be executed. The line ministries
base their budget requests on expenditure norms developed under central planning, such as the existing
number of beds in a hospital. This procedure does not force the line ministries: (i) to make choices on
what services can be afforded within the financial resources available; (ii) to analyze what can be
delivered to the people that best meets their needs; and (iii) to decide how they can provide those services
in the most efficient manner. As a result, expenditure requests normally exceed the available resources
by a significant margin. Instead of making the necessary cuts in expenditures on the basis of prioritized
functions, e.g. the priority of primary education versus that of road maintenance, the final choices are
largely made by nature of expenditure (wages, transfers etc.). The outcome is a budget plan which does
not reflect the overall sectoral priorities and needs of the country.

30. Management of Revenue Shortfalls. In the last few years, overestimation of revenues required
regular adjustments to budgeted expenditures. Cuts were made in two ways. First, ministry and oblast
budgets were adjusted downward during the budget year across the board (funds were sequestered).
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Ministries seem to have had very little influence on which expenditures were cut; these choices were made
primarily by the MOF on a more or less ad hoc basis. For the oblasts' budgets, the cuts were made
entirely on the oblast level and decided by the oblasts.

31. Second, because ministries are authorized to spend the amount stated in the approved budget
(smeta system), the expenditure cuts were not always implemented. As a result ministries incurred
expenditure obligations without regard to available resources. The treasury routinely rejected requests
for payments when it lacked money to make the payment. This approach kept the deficit temporarily
under control but created a flood of budgetary arrears which ultimately led to an increase in the deficit.

32. Lack of Controls. The current audit and control mechanisms do not ensure that funds are
appropriately controlled. This is mainly due to institutional weaknesses. The State Financial Inspectorate
(SFI) and the Accounts Chamber are both responsible for external auditing and have overlapping
responsibilities and have not undertaken the audits required. Furthermore, the treasury system has not
yet been audited since there is no internal audit capacity in the MOF.

Intergovernmental Finances

33. The problems in managing the budget are in part also rooted in the intergovernmental system.
The major weaknesses of the system are: (i) revenue sharing arrangements that give subnational
governments few incentives to increase their tax efforts; (ii) a transfer system that provides a soft budget
constraint; (iii) local tax administrations which report to both the local and central levels; (iv) limited
correspondence between expenditure and revenues, forcing local governments to accumulate large payment
arrears; and (v) full expenditure autonomy at the local level, which leads to ad hoc cuts striking especially
social expenditures.

34. Disincentives for Tax Collections. The intergovernmental structure has given the oblasts limited
incentives to increase their tax effort. The tax sharing rates and transfers have been negotiated annually
and even adjusted within the fiscal year. When revenue shortfalls occurred, transfers from the central
government were increased. This created a soft budget constraint for the oblasts. Alternatively, efforts
to increase local revenue collections often resulted in the central government claiming a higher share of
revenues in the following year's tax sharing negotiations. Overall, the result of such adverse incentives
is a reduction in the level of total revenues available at all levels.

35. Dual Subordination. The State Tax Service, which is subordinated to the MOF, is responsible
for all tax collection. However, in practice, the loyalty of local tax officers is spread between the oblast
and central governments, since the oblasts pay for some of the local overhead costs of the officials. The
same argument holds for the local treasury offices. This situation has created conflicting loyalties and
led to the pursuit of local fiscal interests by the tax inspectorate and treasury officials. Some of the richer
oblasts, for instance, retain a larger share of revenues than agreed, or grant tax exemptions for national
taxes.

36. Social Expenditure Cuts. Most of the social expenditures are undertaken by local governments
which have defacto autonomy to reallocate budget allocations. In some cases, local governments have
diverted funds to other purposes. This has often led to ad hoc cuts in social expenditures, and in turn
has caused serious variations and lapses in vital social services especially in very poor localities. Under
this system, the central government cannot ensure that social expenditures are made at nationally
determined minimum levels in accordance with agreed plans.
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37. Increasing Arrears in Local Budgets. In cases where subnational expenditures were not
sufficiently reduced in light of revenue shortfalls, or in instances where local governments diverted funds
designated for one purpose by the central government to other purposes, very large arrears for wages and
social payments have occurred. The problem has been especially severe in the richer oblasts which did
not receive central government transfers and were dependent on tax collections. In the poor oblasts, the
arrears situation has been less severe since their revenues mostly consist of transfers from the central
government and they are less affected by shortfalls in tax collections.

38. A new Presidential Decree, effective July 1, 1996, imposed penalties as well as required inflation
adjustments for unpaid salaries, benefits, and other social payments. Due to the seriousness of the
situation, the Government paid wages and salaries for teachers directly from the Republican budget for
the last four months in 1996 and cleared some of the arrears. The Government is, however, aware that
the measures introduced are only short-term solutions and that broader changes in the intergovernmental
finance and budget system are needed to address these problems.

Divestiture of Non-Production Related Assets.

39. In the FSU, enterprises provided a broad range of "non-production related" services (for example
kindergartens, housing, heating, infrastructure, water and sewage). The Government has agreed that it
will take over the responsibility for maintaining and operating "essential" social assets of enterprises that
have been or will be spun off as a result of the privatization process. Thus far, the divestiture of non-
production-related assets has proceeded very much on an ad hoc basis, and the treatment of these assets
varies among localities and among enterprises. No assessment has been made of who the current
beneficiaries are and consequently what the social burdens of closure or the imposition of charges will
be. Consequently no estimates has been made of the financial implications of the divestiture. An
assessment of this situation is needed, since many of these services are vital to local populations.

III. PROPOSED PUBLIC SECTOR ADJUSTMENT PROGRAM

A. Objectives and Strategy

40. A functioning public sector is essential to support the Kyrgyz Republic's economic and social
development. At the core of the Government's adjustment strategy for 1997-98 is the creation of a public
sector which is suited to a market economy and: (i) can raise and allocate public funds effectively while
limiting the budget deficit; (ii) can delegate authority to subnational governments while maintaining
accurate accounts and fiscal discipline; and (iii) is capable of implementing expenditure programs to
relieve poverty and promote economic growth.

41. The Government is aware that the key to better expenditure and investment planning lies in the
process by which programs are identified, prepared, approved and implemented. If the process can be
strengthened, this will lead to better programs of a more appropriate size and content. The proposed
strategy for public sector reform in the Kyrgyz Republic contains the following three key elements:
(i) transforming budget systems and processes into instruments of economic policy by setting public
finances within an overall macroeconomic framework and making resource allocations based on policy
priorities and resource constraints; (ii) creating a robust and transparent intergovernmental finance system
that is supportive of the Government's overall reform program, provides incentives for revenue collections
and efficient public expenditure management at the local level, and ensures that expenditure programs are
implemented as planned; and (iii) taking steps to ensure that essential public services divested by state-
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owned enterprises will be provided by the Government. The successful implementation of the reform
program to be supported by the proposed PSRMAC would lead to the creation of a process that allocates
government resources to the programs of highest priority and keeps the cost of providing these services
as low as feasible. In this system, the annual budget would be a policy statement of the Government and
would become a vehicle for purposeful resource allocation and economic and fiscal management.

42. In late 1996, the Government also started a civil service reform program which is expected to lead
to a substantial reduction in government employment. As part of this program, several ministries were
merged (for example, the Ministry of Finance (MOF) was merged with the Ministry of Economy (MOE))
to increase efficiency and avoid the duplication of functions. The overall number of ministries was
reduced from 21 to 15.

B. Improving Budget Management

43. The Government's reform program aims to make fundamental changes to the budget process and
system. The current system is based on the "Law on the Principles of the Budget" (LPB) of
January 1994, which is outdated and incomplete. The law will need comprehensive changes to include
the policy reforms proposed under the reform program. The MOF has started to review the LPB and
intends to submit a revised LPB to Parliament by May 1997. The MOF has already reflected some of
the proposed changes in the preparation of the 1997 budget. It intends to apply the full reforms in budget
planning and processing and execution -- which are described in more detail below (paragraphs 46 - 64)
-- in the preparation and execution of the 1998 budget.

44. By second tranche release the "Law on the Principles of the Budget" will have been amended in
a manner satisfactory to the Administrator. Amendments in the LPB would include: (i) specification of
the responsibilities of the budget commission; (ii) extension of the budget calendar; (iii) expansion and
refinement of appropriation classification; (iv) establishment of expenditure ceilings and inclusion of all
revenues and expenditures into the budget (budget comprehensiveness); (v) clarification of the
accountability of government officials for proper execution of the budget; (vi) preparation of a public
investment plan which is incorporated into the budget and includes all externally financed projects; and
(vii) preparation of a three-year medium-term financial plan. The revised intergovernmental system (tax
sharing arrangements, categorical grants, equalization transfers and local taxes and expenditure
assignments) will also be legally codified in the LPB.

45. The Government will prepare the 1998 budget in accordance with the amendments to the LPB.
By second tranche release the Borrower will have provided evidence to the Administrator that the budget
plan forfiscal year 1998: (i) has been prepared on the basis of a medium-term financial plan, satisfactory
to the Administrator, and on expenditure ceilings consistent with such plan; (ii) includes expenditure
appropriations to the spending units; and (iii) covers all investment projects implemented by government
agencies or financed under the budget.

Improving Budget Formulation

46. Using Budgets as Policy Instruments. An important first step in introducing expenditure
programming into the budget preparation process is the establishment of sectoral budget envelopes. Not
only do budget ceilings keep ministries' proposals at levels consistent with financial resource constraints
and avoid excessive and unrealistic demands, but they also force line ministries to choose among program
alternatives within the ceilings and to prioritize expenditures. The MOF established ceilings for the
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preparation of the 1997 budget for all line ministries and issued these ceilings as instructions to the
ministries. However, this happened relatively late in the process and there was limited coordination.
Since the responsibility for planning and budgeting is dispersed among several institutions (i.e. MOF and
line ministries), effective coordination is needed.

47. To institutionalize this coordination process, and as an instrument for guiding overall budget
policy, a high level "Budget Commission" has been established in January 1997. Under the reform
program, decisions on overall budget policy and direction will be made by the Budget Commission. The
main tasks of the commission will be to: (i) undertake budget reviews; and (ii) agree on the framework
of the next year's budget. The budget instructions (agreed upon in the Budget Commission) for the 1998
budget will include: (i) hard ceilings for expenditures by each ministry; and (ii) an indication of policy
and program priorities for the following year. The initial ceilings might need to be adjusted during the
budget preparation process but should not be fundamentally changed. Within the given envelope,
however, ministries should have flexibility to use limited financial resources without being constrained
by norms or rules governing which inputs to use. This will provide incentives to the ministries to
rationalize and to prioritize their expenditures. The ceilings should include capital expenditures which
are externally financed to ensure comprehensiveness. The authority to issue the budget instructions will
be codified in the LPB.

48. Extension of the Budget Calendar. More time for preparation of the budget will be needed if
budgets are to be thoughtful responses to the needs of the country and not just empty exercises in the
application of spending formulas and norms. Currently, budget preparation starts much too late for
meaningful budget decisions to be made by line ministries. The reform program envisages improving and
extending the budget calendar substantially. A proposed schedule will be included in the revisions to the
LPB before second tranche release and the 1988 budget will be developed according to this schedule. The
schedule will include: (i) development of three-year aggregate budget projections by May; (ii) decisions
by the Budget Commission on the principles and policy direction of the next years' budget by end-May;
(iii) issuance of budget instructions by MOF in early June; (iv) preparation and submission of budget
proposals to MOF by August; and (v) final review of budget proposals by October.

49. Setting the Macroeconomic Framework. To make the budget a tool of economic policy it will
need to be integrated within a larger macroeconomic framework and linked to a medium-term financial
plan. Realistic forecasts of macroeconomic activity in the near and medium term are necessary if budgets
are to be realizable, as well as for fiscal deficit control and for developing an efficient allocation of
resources. The LPB (Article 9) currently requires the MOF to prepare economic and financial projections
for two years beyond the current budget year. However, these have been poorly developed thus far; there
is no clear linkage between the budget plan and the macroeconomic framework. The same applies to the
forecasts of government revenues. To address this problem the MOF established a macroeconomic unit
in 1995 and plans to improve its capacity for budgetary analysis through technical assistance (TA).

50. As part of the 1997 budget process, the Government presented to Parliament a summary of the
macroeconomic variables on which the budget projections are based. These were incorporated in a
"Report on Budget Policy and Strategy" which explains the main features of the budget. The report and
the underlying macroeconomic analysis and revenue forecasts will be improved and expanded during
1997. The preparation of this report will become part of the budget preparation process and will be
required in the revised LPB.
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51. Medium-Term Financial Planning. Based on the improvements in macroeconomic and revenue
forecasting, the Government intends to develop a multi-year financial planning process. The Government
has so far only prepared budgets for the current fiscal year and some rough estimates of budget
developments in the medium term. Multi-year planning, however, is important for directing the attention
of decision makers to the continuing financial implications of current policies and for showing the extent
to which available resources are already committed to those policies. Multi-year fiscal plans are also
essential to the design of policies that support the sustainability of the ongoing fiscal adjustment and to
discipline government policies.

52. Under the reform program, the MOF will start developing a three-year budget forecast of total
government expenditures, revenues, and deficits. These forecasts will be revised at least semi-annually,
on the basis of revised macroeconomic forecasts and changes in government policy. Baseline estimates
will also be done for the Social Funds, regardless of whether the funds are fully integrated into the
budget. Each year the projections in the fiscal plan will roll forward by one year. By mid-1997, the
Government will prepare the first three-year rolling fiscal plan which will include: (i) revenue forecasts
at existing rates of taxation consistent with the macroeconomic assumptions; (ii) forecasts of non-tax
revenues (fees, user charges) without any change in policy; (iii) estimation of additional revenues which
may be mobilized by, for example, higher tax rates, a different tax structure, or institutional and
administrative reforms in tax collection; (iv) estimates of resources available from domestic and external
borrowing and grants; (v) a projection of current expenditures by function and sector, including debt
servicing; (vi) capital expenditure with a breakdown of externally financed and local contributions; and
(vii) as a memorandum item, externally financed investments that are implemented by public enterprises
and covered by government guarantees. Provisions for the preparation of the three-year rolling fiscal plan
will be codified in the LPB.

53. Public Investment Planning. The Kyrgyz Republic's first investment program was prepared by
Goskominvest in mid-1995 and was reviewed and up-dated in 1996. However, there has been little or
no link between the investment program and the budget, since the public investment program (PIP) was
prepared outside the MOF. As a result, the externally financed portion of investment expenditure has not
been included in the budget, nor are local budget contributions in these projects clearly identified.

54. In order to ensure efficient public investment programming, the Government wants to establish
a proper institutional framework. It transferred the responsibility for the public investment program from
Goskominvest to the MOE in August 1996. After the MOE was merged with the MOF in
December 1996, this function has been taken over by the MOF. By mid-1997, the MOF will develop
a rolling three-year public investment plan and fully integrate the local and external financing into the
annual budget and the medium-term financial plan. A clear distinction will be made between projects that
are implemented through the budget and those that are implemented by autonomous public enterprises
which will bear the operation costs and debt servicing of the investments. The PIP will include: (i) capital
expenditure that is financed domestically; (ii) capital expenditure financed externally; and (iii) loans and
grants obtained by the government that are on-lent or provided as grants to non-budget public entities.
Public enterprise investments financed with loans that are guaranteed by the Government, but not on-lent
through the budget, will be shown as memorandum items in the PIP. The establishment of this process
will be codified in the revised LPB.

55. Ensuring Full Budget Coverage (Consolidation of Special Funds). The proposed improvements
in budget management can only be effective if the budget provides a comprehensive picture of all
government transactions. In an effort to control extra-budgetary funds and establish a unitary budgetary
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system, the Government issued a resolution (No. 392) in September 1995 which mandated that all extra
budgetary funds should be included in the budget. The process was, however, incomplete. Some off-
budget funds -- called special funds -- remained, especially those that generate revenues and are self-
financing. This applied, for instance, to entities which deliver fee-based services (e.g. in health and
education). Public bodies should be encouraged to seek such sources of funding but within a process that
is transparent and conforms with government policies.

56. In order to provide a comprehensive view of the Government financial operations and a basis for
effective financial management, the MOF has included all these special funds in the 1997 budget. All
revenues have been accounted for in their gross amounts and have not been offset against spending items.
Thus spending organizations have been forced to obtain parliamentary approval of their gross
expenditures, and their revenues have also been subject to parliamentary review. The comprehensiveness
of the budget and the inclusion of all funds will be codified in the LPB.

57. Appropriations Classification. The budget is organized along very broad economic lines --
15 expenditure categories and 14 broad sectoral purposes that do not correspond with ministerial units.
Documents outside the budget (which have not been approved by Parliament) define the distribution of
finances to the ministerial level and below in considerable detail. This fails to give ministries definite and
unambiguous legal responsibility and accountability for financial resources appropriated to them.

58. To ensure full transparency and accountability, the Government will expand and regroup
appropriations to correspond with actual spending units. These ministerial specific budgets will be
submitted to Parliament as part of the annual budget. In order to establish and reinforce the accountability
of spending units, the revised LPB will include a provision that each minister must prepare a year-end
final account and submit it to the Budget Department of the MOF and Accounts Chamber within three
months after the end of the fiscal year. Government officials will be held accountable for their approved
appropriations.

59. Introducing New Expenditure Estimation Instruments. Line ministry and local government
budget proposals are still based on physical norms and input requirements, e.g. facilities and installations
owned by the respective ministries. These expenditure norms, at least as currently used, need to be
eliminated since they divert attention from justifying expenditures on their own merit and do not lead to
a prioritization process. The MOF intends to develop with the assistance of TA new methodologies to
estimate and justify expenditure, and to evaluate expenditure programs. It will apply these new methods
in the preparation of the 1998 budget.

60. The Social Funds. The Social Funds are the agency of the Government responsible for: (i) the
pension fund; (ii) the employment fund and (iii) social insurance. Total expenditures of the Social Funds
are estimated at over 8 percent of GDP in 1996 and are equivalent to about one third of all other
Government expenditures combined. Expenditures of the Social Funds are approved by Parliament, but
are outside the regular budget. This is justified since the nature of these funds is different from regular
fiscal operations and they are financed mostly by mandatory insurance payments. However, the
Government makes large transfers to these funds to cover their operating deficit, and these transfers are
included in the regular budget. The gap between revenues and payments due has been growing over time
leading to an increasing problem of arrears in the payment of benefits. Moreover, a proportion of receipts
are collected in the form of commodities, owing to the general illiquidity of the economy. Even the
Government's transfers to the Social Funds have been in part in the form of commodities. These non-cash
transfers not only make financial control more difficult, due to problems of valuation, but also increase
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the operational costs of the Social Funds. To reduce these costs, the MOF will make all of its budgetary
transfers in cash in 1997.

61. The Government is aware that a clear financial picture of the Social Funds is needed as a
prerequisite to policy reforms for strengthening its long-terrm fiscal sustainability. A number of steps are
being taken in this direction. In late 1996, most of the accounts of the Social Funds were transferred
from a commercial bank to a subsidiary of the NBK which also manages the treasury accounts. The
Government also separated the accounts of the three funds on January 1, 1997. These steps are expected
to increase transparency and control. Second, the Government is currently completing an audit of the
Social Funds by the SFI and will prepare a comprehensive audit report by April 1997. Third, EU-TACIS
has prepared a modern computerized double entry accounting system and will train staff in its use during
the first half of 1997. The TA program for PSRMAC includes an advisor to the Social Funds who will
assist in implementing the new accounting system and provide financial advice. Before second tranche
release, a double-entry accounting system for the Social Funds will have been adopted. Monthlyfinancial
accounts and reports for the last three months and an operational manual will have been prepared.

62. While the operations of the Social Funds may logically be kept separate from the budget, the
Government will nevertheless begin to report its activities in its budget documents and annual financial
statements. This will provide a comprehensive view of government operations and ensure that the funds
are explicitly taken into consideration during budget planning and execution. The budgets of the Social
Funds will continue, however, to be approved separately from the Government's budget by Parliament,
since the Social Funds have their own legal basis.

Budget Execution

63. Ensuring Execution of Approved Budget Policies. Budget execution must be undertaken in a
manner which ensures that the budget, as an official reflection of government expenditure and budget
policies, is executed as planned and approved; that is sectoral programs are implemented as planned, and
the budget deficit is contained. However, budget execution also has to be flexible in cases where revenue
shortfalls occur or where development of macroeconomic variables is different from that expected. In
the current situation, the need for adjustments due to revenue shortfalls has led to huge discrepancies
between the executed and planned budgets. The executed budget in effect does not represent the
government policies stated in the approved annual budget law. Since there is no clear process in place
by which expenditures are adjusted in case of revenue shortfalls, vital expenditures are often severely
reduced.

64. A number of reforms will be implemented to improve this situation. Under the reform program,
a clearer system of adjusting ministerial and oblast budgets when shortfalls occur will be established so
that actual resources get allocated where their return is greatest, with advice from and negotiation with
line ministries, and with full cognizance of overall Government priorities, rather than through ad hoc
adjustments.

65. The MOF has issued instructions to the effect that when revenue shortfalls prevent execution of
the approved budget, the MOF will convene the Budget Commission to develop a program for reducing
expenditures. Line ministries will develop their reduction strategies with the approval of the MOF. In
any event, the quarterly budget reviews will be undertaken to monitor actual expenses against the budget
and to reallocate resources as necessary. Before second tranche, the Borrower will provide satisfactory
evidence to the Administrator that two quarterly reviews of the Borrower's budget have been completed,
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according to criteria agreed with the Administrator. The reviews, and subsequently the reports from the
reviews would include: (i) an evaluation of year-to-date expenditure and revenue execution against the
adopted budget to establish any need to adjust the expenditure program; (ii) an elaboration of formal
Government priorities for use in reducing expenditures; (iii) announcement of expenditure adjustments
assigned to spending units to keep execution within revenue available; and (iv) announcement of
commitment ceilings for the following quarter to spending agencies. The Budget Commission will also
establish and enforce the aggregate expenditure ceilings, priorities, and sectoral and ministerial ceilings
for the 1998 budget.

66. Control of the Deficit. Currently deficit control is more apparent than real, owing to the large
accumulation of arrears. To improve budget execution, the MOF will modify the existing system of
control by issuing expenditure warrants. Until 1997, the MOF issued "smetas", which define the financial
authority given to a budgetary institution in accordance with which it may make applications to the
treasury for payment. The smeta was issued once a year based on the approved budget and was divided
into quarterly amounts. The total of all smetas added up to the total of the budget. Having received a
smeta, a budgetary institution treated it as an entitlement. Warrants, however, will be issued at various
times during the year (preferably on a quarterly basis) allowing the MOF to adjust the budget in case of
revenue shortfalls. Quarterly warrants would be lower than the "smetas" currently issued if revenue
shortfalls occur which would force adjustments in expenditure programs and prevent arrears. Thus
warrant authority can be issued progressively depending on revenue performance and the availability of
cash resources. These will be within the budgetary amounts issued by Parliament. They would establish
an upper limit for the commitment of expenditure for each spending agency. It will be illegal for the
spending agencies to make payments or to enter into commitments above this limit. In January 1997, the
MOF issued instructions making this system mandatory.

67. By second tranche the Borrower will have provided satisfactory evidence to the Administrator that
for at least six months: (i) a system of warrants to spending units has been implemented; and (ii) the
Borrower has complied with fiscal performance indicators agreed with the Administrator. The agreed
fiscal performance indicators will be: (i) that education and health expenditures have not been greater than
the adjusted quarterly ceilings approved by the Budget Commission; and (ii) that the budgetary transfer
to the Social Funds will not be higher than the approved level.

68. Budgeting of Personnel Employees. Wage payments account for a large share of total
expenditures. At present, however, wage payments are not sufficiently controlled. The weakness of the
system is its limited capacity to control number of authorized positions, compensation levels or personnel
hiring within each spending unit. Since there is no personnel database system, organized for example by
personnel identification numbers, it is impossible to validate the calculations made by spending units.
Given this, it is impossible to control illegal activity, unauthorized appointments, "ghost" workers, or
other frauds.

69. As a first step towards strengthening this system the MOF will establish a rational personnel data
base where all civil servants are identified by an "employee code number" and each post is given a
position code. The position classification will be attached as an annex to the annual budget document.
The position classification will also be used by the Budget Commission to decide on changes in
employment in the civil service as well as the distribution of such changes among ministries.
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Budgetary and Financial Control

70. Treasury System. A new treasury system was introduced in 1995. This system, when operating
correctly, should be capable of overseeing the execution of the budget. However, there are indications
that the Treasury does not always operate as envisaged. Funds, especially at the local level, are used for
purposes which have not been approved. The Treasury has carried out a few inspections of the system
and has organized training events for treasury staff. However, the MOF lacks information on the
operation of the treasury system, especially in locations which are remote from Bishkek. Moreover,
neither the Accounts Chamber nor the SFI have audited the treasury.

71. To control the functioning of the treasury system and increase its internal audit capacity, the MOF
has set up an internal audit unit in the MOF which will audit the Treasury. The internal audit unit will
employ 19 staff. Ten staff have already been appointed. In order to carry out this work properly, the
members of the unit are not assigned duties other than auditing. The internal audit unit will be
responsible for the audit of the Treasury. The audit unit's functions could, however, include auditing the
MOF, and/or auditing expenditure control systems in republican ministries and in oblasts.

72. The Government has taken the following additional actions to improve and to ensure the
functioning of the treasury system: (i) finalization of the treasury regulations; and (ii) finalization of the
organizational structure of the treasury and definition of the roles of its units. By mid-1997, annual
financial statements for 1996 will be produced.

73. External Audit. The "Law on the Accounts Chamber" which was passed by Parliament in
October 1996 gives the Accounts Chamber audit jurisdiction over a wide range of public sector entities
at both Republican and local government levels. However, the law does not give the Account Chamber
full independence since the constitution specifies that the Chamber is under the control of the President.
Nevertheless, the Chamber should report its findings in public and certify the correctness of the annual
accounts of the country. In addition, the Chamber should be required to audit at the Republican level
wherever public funds are involved to any significant extent.

74. The SFI is the second agency responsible for external audits. The SFI, which is under the Office
of the Prime Minister, exercises financial control over a wide range of republican and local government
entities including ministries, state committees, enterprises, co-operatives. For budget-funded entities, the
average frequency of audit is estimated at once every two and a half years. Even allowing for the fact
that the number of state enterprises has declined, the audit load of the SFI is very large. Furthermore,
the audit functions of the SFI overlap partly with the functions of the Accounts Chamber. To address this
problem, the Government agreed to establish a clear division of responsibilities for external and internal
audit between the Accounts Chamber, the SFI and the internal audit unit of the MOF by August 1997.
The function of the SFI will be more narrowly defined as auditing of local funds and enterprises, co-
operatives and bodies such as the Social Funds.

75. By second tranche, the Borrower will have provided satisfactory evidence to the Administrator
that: (i) the Borrower has established a clear division of audit responsibility among the Chamber of
Accounts, the State Financial Inspectorate, and the internal audit unit of the Ministry of Finance; (ii) the
Chamber of Accounts has made public, on a quarterly basis, the results of all audits that it has carried
out in the last three quarters; and (iii) the Government has submitted to the Parliament the annual
statements on the execution of the budget for fiscal year 1996, together with the audit report of the
Chamber of Accounts on these statements.
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76. By second tranche, the Government will provide evidence that audits of: (i) the treasury system
in the MOF; and (ii) the budget of all six oblasts and the City of Bishkek, have been undertaken in a
manner satisfactory to the Administrator. The audit of the treasury system will be undertaken by the
newly established internal audit unit in the MOF to ensure proper functioning of the treasury system. The
audit of the treasury system should provide a status report on treasury operation, insights into the system's
weaknesses, and how the system might be improved. The Accounts Chamber or SFI will undertake an
audit of all oblasts' budgets and the budget of Bishkek City. Comprehensive audit reports will be
produced.

Public Procurement Reforms

77. The introduction of a legal and institutional framework to manage and regulate public procurement
is a requirement for greater accountability within the Government and promoting transparency in public
procurement actions. In 1994, at the Government's request, IDA approved an Institutional Development
Fund Grant to support the Government's plan for reform of the public procurement system. Draft
procurement legislation was submitted to Parliament in mid 1996, but it was returned by the Parliament
with comments. The draft law has been revised and has been resubmitted to the Parliament and has
passed the first reading. It is expected that the law will be enacted before the end of April 1997. The
Government is planning to complete the legal and institutional framework to regulate and manage public
procurement, including the establishment of the regulatory agency in 1997.

78. By second tranche the Agency for Public Procurement will be made fully operational and the new
public procurement system will be introduced and enforced. The Borrower will provide satisfactory
evidence to the Administrator that: (i) all the necessary rules and procedures relating to the Agency for
Public Procurement have been adopted and are in force; and (ii) standard bidding documents have been
prepared, in a manner satisfactory to the Administrator.

C. Reformning Intergovernmental Finances

79. Revamping the system of intergovernmental finances will be an important and integral component
in the fiscal reform program. The Government has made substantial progress in this area by restructuring
the intergovernmental fiscal system in the 1997 budget which was approved by Parliament in
December 1996. The Government is implementing reforms in expenditure policy, expenditure
assignments between levels of government, the system of intergovernmental transfers, and local revenue
capacity. However, reforming intergovernmental fiscal relations will not be a smooth or simple process.
It will require time, capacity building, policy reform and human resource development, and will need to
be adjusted over time. The main goal will be to implement a more robust and transparent system of
intergovernmental finances that is: (i) adjustable to the varying degrees of political decentralization that
the country might choose as its institutions progress; and (ii) supportive of the Government reform
process.

80. Current levels of decentralization in the Kyrgyz Republic have placed rayons directly under the
administrative authority of oblasts. The most basic strides in improving budgetary procedures and
intergovernmental relationships must focus on appropriate controls and incentives between the oblast and
central levels. To fully benefit from these reforms, however, oblasts will need to extend similar reforms
to the rayon level. The initial focus on the central government/oblast relationship is a necessary beginning
point in this process.
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Expenditure Assignment.

81. Fiscal stability is enhanced by a stable relationship between levels of government. The current
expenditure assignment between levels of government in the Kyrgyz Republic has been constantly
changing. This has created difficulties in planning and in maintaining accountability for provision of
specific services. In many cases, it is not clear which level of government is ultimately responsible for
the provision of a specific service. This ambiguity creates inconsistencies between financing and
expenditure responsibility when expenditure responsibilities are moved between levels of government, or
when the level providing the service is not given the appropriate financing.

82. The MOF is undertaking a comprehensive review to clearly define the assignment of broad
expenditure responsibilities between levels of government. The MOF has issued guidelines to local
governments which show the expenditure assignment effective in the 1997 budget. These guidelines are
used as a mechanism to identify inconsistencies across oblasts, and prohibit shifts in assignments within
the year without compensation (unfunded mandates). The guidelines identify: (i) central government
functions; (ii) shared functions; (iii) local functions subject to central regulation; and (iv) purely local
functions.

83. Based on this review, expenditure assignments will be clearly defined in the revised LPB. The
assignment of functions among the different levels of government will give responsibility for the service
to the lowest level of government capable of carrying out a particular service. Government expenditures
that pursue macroeconomic stability objectives should be assigned to the central government.
Responsibility for capital expenditure should be at the level of government which has responsibility for
maintaining and operating the capital assets. Capital expenditures which are of particular national
importance should be financed through appropriate grants to oblasts, with similar grants for maintenance.
The current distribution often separates these responsibilities, with the subnational governments
responsible for operations and maintenance, and the central government responsible for the initial capital
investment.

Ensuring the Provision of Basic Services

84. Revenue shortfalls have produced ad hoc cuts in vital social services provided by local
governments, and arrears have accrued in the range of hundreds of millions of som. Previous minimum
service standards have been unattainable and new (and fiscally feasible) standards have not been
established. As a result, serious and indiscriminate cuts in social services have occurred. Uncertainty
also exists with regard to the accountability of subnational governments for making expenditures on
national priority services. Even in situations where the central government has provided the financing
for these services, there are only limited assurances that subnational governments have actually made the
expenditures. Furthermore, with severely limited local revenues, subnational governments have been
seriously hindered in their ability to exercise choice over local expenditures. Consequently, powerful
incentives exist to divert revenues designated for specific expenditures by the central government to other
purposes. The result has been an incentive to underspend in areas of national priority. Service and
financing gaps have occurred and, because of the absence of proper budgetary controls, resources have
been diverted from national service categories toward local or other service categories.

85. In order to protect national social policy objectives, the Government has allocated minimum
expenditures per oblast for health and education in the 1997 budget, and has established a mechanism to
finance these standards (i.e. categorical grants, see paragraph 85). Oblast officials will be held legally
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accountable for ensuring that any resources allocated by the central government for these expenditures are
expended only for these specific purposes.

Financing Local Goverrnents.

86. Until 1997, subnational governments were funded through a mixture of tax sharing and
subventions (transfers) and, to a lesser extent, by local taxes. Tax sharing rates differed by locality in
order to "equalize" resources across oblasts. This financing system was negotiated on an annual basis
and was non-transparent. It created a high level of uncertainty, difficulties in planning, and provided
incentives for budgetary inefficiency and irresponsibility. The reforms in the intergovernmental finance
system will address these deficiencies by making the system relatively fixed, stable and non-negotiated.

87. The 1997 budget, which has been approved by Parliament in December 1996, includes major
changes in the intergovernmental finance system, including important improvements in the
intergovernmental tax sharing and transfer system. Before second tranche release the intergovernmental
finance system, i.e. tax sharing arrangements, categorical grants, equalization transfers and local taxes,
will be legally codified in the LPB which the Government is currently reviewing.

88. Under the new intergovernmental system in the 1997 budget, oblasts will receive the following
types of revenues:

Categorical Grants. To finance minimum service levels in health and education, oblasts
will receive categorical grants from the central government which are dedicated to
salaries/wages, social insurance contributions and stipends. These grants establish a floor
below which resources allocated to the sectors will not fall. Oblasts will not be allowed
to use these funds for other purposes. This will be controlled through the treasury
system. This will prevent the situation of previous years in which local governments did
not make salary payments, but diverted funds to other purposes, running up large arrears.

* Revenues from Shared Taxes. The tax sharing scheme in the 1997 budget establishes a
uniform tax sharing rate of 35 percent for income, corporate profit and excise taxes
collected in all oblasts. The VAT has been eliminated from tax sharing and will accrue
entirely to the central government. Taxes applied to natural resources -- which might
become important in the future when revenues from gold are larger -- will not be shared
since they are properly regarded as a national asset. Other national taxes, such as import
duties, will also accrue entirely to the central government.

* Equalization Transfers. To partially equalize each oblast's ability to provide general local
services, transfers are provided to the poorer oblasts. The equalization transfers, together
with revenues from shared taxes and local taxes, will be used for general oblast
expenditures. The equalization transfers will be refined in the 1998 budget and the
equalization formula will include measures of: (i) revenue raising capacity; (ii) tax effort;
and (iii) expenditure needs. Tax sharing rates (combined with the categorical grants and
local expenditures) will be established at a level just sufficient or below the level
necessary to cover the requirements of the richest oblast while avoiding negative transfers
(i.e. transfers from the oblast to the central government).
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* Local Taxes. To establish the appropriate incentives for oblasts to increase revenue
collections and to promote responsible subnational budgeting, the Government has
substantially increased the scope of local taxes in the 1997 budget. The MOF has
completed a review of local revenue instruments, drafted a new chapter for the Tax Code
on local taxes (currently under consideration by Parliament), and proposed changes to the
land tax. These changes provide for a substantial increase in the local revenue capacity
in the 1997 budget, since they convert the temporary national sales tax to a local tax and
provide local governments the option of adopting several excise taxes and licenses fees.
Provisions are also being made for the taxation of immobile non-agricultural property.
Adoption of a particular tax and the selection of an approved rate structure will be at the
discretion of the oblast. Revenues from the land tax are being assigned to local
governments. However, tax rates will still be set by Parliament.

89. Before second tranche release the MOF will provide satisfactory evidence to the Administrator that
the intergovernmental tax sharing and transfer system, provided for in the budget forfiscal year 1997,
has been implemented and is reflected in the Borrower's budget plan for fiscal year 1998, in a manner
satisfactory to the Administrator. The MOF will provide evidence (actual local budgets for the first three
quarters of 1997) that the intergovernmental system implemented in 1997 has been adhered to in its basic
principles. This implies that the implemented budgets retain the main intergovernmental components, i.e.
the fixed 35 percent tax sharing rates and the categorical grants for health and education, and that the
assignment of expenditure responsibilities has been adhered to in its basic principles. The Government
will continue the system in the 1998 budget, refine it and make the necessary improvements in the
equalization mechanism.

90. In the final intergovernmental structure it might also be desirable to include provisions in the
allocation and transfer formulas to account for the special needs of urban centers. Urban densities and
the scale of urban economic activities require a level of investment in infrastructure and services
significantly greater than that required for rural areas. Provisions should be made for maintaining
flexibility and discretion on the part of urban governments in meeting their unique service provision and
delivery needs, and in maintaining their capacity to provide critical economic functions. To this end, the
Kyrgyz Republic has recognized the special status of the City of Bishkek and should continue to so.

Dual Subordination

91. While the local offices of the tax inspectorate and treasury service are formally subordinated to
the MOF, in some localities they are to some extent dependent on subnational governments which pay part
of their salaries, office space, housing and allowances. This situation has created conflicting loyalties
which have led to the pursuit of local fiscal interest. Some oblasts, for instance have retained a larger
share of taxes than agreed. The problem of dual subordination will be addressed by making the local
treasury and tax inspectorate offices financially independent from the subnational governments, i.e. all
operating funds to be provided from the central government. The subnational offices of treasury and tax
inspectorate are fully financed by the central government in the 1997 budget. Local treasury and tax
inspectorate office staff will be rotated geographically on a regular basis. The MOF has started the
rotations in January 1997. Furthermore, independent and intensive audits will be undertaken.
Appropriate remedial action will be taken as necessary in order to deter illegal acts and improve revenue
performance.
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D. Divestiture of Social Assets

92. To implement a more structured process for the divestiture of non-production-related assets from
state enterprises, the Government intends to take following steps: (i) review of the classification of service
responsibilities; (ii) preparation of a plan for the divestiture of the remaining non-production-related assets
which would include compiling an inventory of assets and assessment of the cost to operate the essential
facilities; and (iii) inclusion of funds for essential social assets in the budget.

Development of a Divestiture Plan

93. The transfer of responsibility for delivery of social services and distribution of other goods and
services from enterprises to either the public or private sector is occurring very rapidly in an environment
in which many of the institutions that might assume these obligations -- including local governments --
are either underfunded or poorly organized. It is important that the central government oversee the
shedding of these functions by state enterprises.

94. The first issue the Government has to decide is which services should continue to be provided by
the public sector. The enterprise sector supplied many services that are provided successfully in other
countries by households, private firms, and governments. For example, residential heating services may
be produced and distributed more efficiently by state-regulated, privately-owned utilities. Local amenities
such as street lighting, solid waste collection, road maintenance and library operations might be provided
more effectively and equitably by subnational governments. Programs that benefit individuals, such as
summer camps and laundries, might be operated best by small private enterprises. In assessing who
should be responsible for the delivery of a service, the Government should focus on both the efficient
production and distribution of the service, and the manner in which costs and benefits will be shared.

95. If the Government decides to take on certain services, it also has to analyze whether programs
previously offered by state enterprises can be supplied at lower cost, either by achieving economies or
reducing standards of service. The supply of services by individual enterprises resulted in some
duplication of programs and the creation of excess capacity. Cost savings might be achieved by
combining programs and closing redundant facilities. Excessive amounts of labor and materials were
employed in many instances. The introduction of strict cost controls might restore the economic
feasibility of some activities. The standards of service provided in some sectors (particularly
kindergartens) far exceed international norms; reducing expenditures on such activities as catering could
result in substantial savings without compromising essential child care and educational objectives.

96. Both the impact on the state budget of operating those programs that are deemed to be essential
and the responsibility of the state, must be carefully assessed. The ability of the Government to finance
additional expenditure is very limited. Costs will have to be broken down into wages and salaries
(including benefits), supplies and materials, utilities, maintenance of facilities, and charges for the
depreciation of structures, equipment and furnishings. To obtain these estimates, an inventory of the
programs provided by enterprises has been prepared. This inventory indicates the service being provided
and the capacity and cost of the program. To finance the services which are the responsibility of the
budget, the central government has included provisions in the 1997 budget.

97. By second tranche the Government will: (i) prepare a plan, satisfactory to the Administrator, for
absorbing the cost of the essential non-production-related services to befinanced by the public sector; and
(ii) include the cost of such services in the Borrower's budget plan for fiscal year 1998. The plan will
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be a medium-term strategy for the transfer of non-production-related assets coherent with sectoral
strategies for the sectors concerned. The Government will also outline which services/activities will be
the responsibility of the public sector and local governments. This activity is closely coordinated with
the review of the division of expenditure responsibilities among levels of government.

PART IV. BANK ASSISTANCE STRATEGY

Background and Objective

98. The proposed PSRMAC is consistent with the high-case scenario of the Country Assistance
Strategy (CAS) discussed by the Board of Directors in June 1995. The World Bank Group Country
Assistance Strategy for the Kyrgyz Republic over the FY1996-98 period is designed to support
continuation of the reform effort. Consistent with the Government's medium term strategy, the Bank
program has four overriding objectives. The Program would support the Government's efforts to: (i)
foster the resumption of growth; (ii) consolidate the structural reform program; (iii) protect those most
vulnerable during the transition; and (iv) strengthen institutional capacity.

Assistance to Date

99. Since the independence of the Kyrgyz Republic, IDA has provided substantial support for
sequenced reforms beginning with a Rehabilitation Credit and followed by three other adjustment
operations. The Rehabilitation Credit provided technical and financial assistance for the design of the
overall reform program. This was followed by the Privatization and Enterprise Sector Adjustment Credit
(PESAC), which developed the framework for the enterprise restructuring and privatization program.
Key agricultural sector policies and the agrarian reform program have been addressed under the
Agricultural Privatization and Enterprise Adjustment Credit (APEAC), which also reinforced the
principles and implementation of the enterprise restructuring and privatization programs. The serious
issues facing the financial sector are currently being addressed under the Financial Sector Adjustment
Credit (FINSAC), which was approved by the Board in June 1996.

100. To ease the impact of transition, the Government's strategy emphasizes well-targeted support to
the poor. Under the Social Safety Net Project, the Government is developing a mechanism for monitoring
the labor market and strengthening the capacity of the employment service to improve benefit delivery,
organize adult retraining, accelerate the redeployment of unemployed workers, and develop programs to
handle mass layoffs. Investment projects have also been approved in telecommunications, power and
health. Bank assistance to the Kyrgyz Republic over the next two to three years will focus on providing
essential services for supporting agricultural growth, continuing financial and technical support for
strengthening of market incentives, and maintaining an effective social safety net and capacity building.

Coordination of External Assistance and Activities

101. The Kyrgyz Republic has benefited from strong international support; the donor community is
very active in the country. IDA has organized four Consultative Group meetings, the most recent held
in October 1996, to provide a forum for discussion of the country's development agenda and external
assistance needs. Local donor meetings have also been held regularly to ensure coordination of policy,
technical and financial assistance. The Resident Mission, established in 1995, plays a key role not only
in facilitating coordination and but also in expanding community outreach.
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102. An initial IMF stand-by arrangement was approved in 1993 and a three-year enhanced structural
adjustment facility (ESAF) program in 1994. The Third Annual Arrangement under the ESAF and an
updated Policy Framework Paper (PFP) are scheduled for discussion at the Executive Board of the IMF
on March 28, 1997. Consultation has taken place with the IMF on the design of the proposed PSRMAC.

PART V. FEATURES OF THE PROPOSED CREDIT

103. Borrower and Credit Amount. The borrower is the Kyrgyz Republic. The Credit amount is
SDR 32 million (US$44 million equivalent). This amount, which is equal to about 6 percent of imports
of goods and services and 11 percent of estimated budgetary expenditures in 1997, is necessary to
maintain the momentum of the stabilization and adjustment programs and, along with other assistance,
to close the financing gap of the balance of payments and the budget until public finances can attain a
stable long-run position. The credit would also cover the additional cost created by including expenditure
for the divestiture of non-production-related assets in the budget. The credit would be on standard IDA
terms, with a 35-year maturity, including a 10-year grace period.

104. Technical Assistance Requirements. The successful implementation of the reform program to
be supported by the PSRMAC will require substantial technical assistance. The Government and the Bank
have taken a comprehensive look at the overall needs of public sector resource management and have
identified key areas where TA is required for restructuring public sector management. The technical
assistance program (Annex E) consists of 10 long-term advisors, including a team leader who would
report to the Minister of Finance and coordinate the work of the other consultants. These long-term
advisors would generally work for 12 to 18 months each, depending on their specific assignments, in
order to guide the areas of the reform program that they are working with through at least one complete
budget cycle. Their assignment would be to assist with the implementation of the reform program, advise
on further refinements of the program, and train their counterparts so that the reforms would continue
after the departure of the advisors. The technical assistance package also includes five short-term
advisors, provision for local experts to assist the advisors and their counterparts with implementation of
the program, and office equipment, including computers, printers, telefax machines, photocopiers and
training of government officials in the use of standard computer software.

105. The total cost of the technical assistance has been estimated at US$3 million for 1997/98. The
Government has secured a US$700,000 grant from the UNDP and an ECU 1 million (about
US$1.3 million) grant from EU-TACIS. The Government will finance the remaining US$1 million cost
of the TA program using its own resources.

106. The timing of the technical assistance is critical, because the work involves implementation of the
1997 budget and preparation of the 1998 budget, both of which will have to proceed along agreed lines
in order for the release of the second tranche of the PSRMAC operation to occur in early 1998, as
currently envisaged. Given the importance of the TA program to the success of the PSRMAC operation,
prior to effectiveness the Government will sign contracts for six key positions: (i) the Principal Advisor
on the PSRMAC Reform Program; (ii) the Advisor on the Medium Term Financial Plan; (iii) the Advisor
on Investment Planning and Budgeting; (iv) the Advisor on Expenditure Control; (v) the Advisor to MOF
on Intergovernmental Finance; and (vi) an Advisor on Expenditure Estimates.

107. Training. The reform program under PSRMAC will bring about significant changes in budgetary
procedures and processes. Substantial training for central and local government staff will therefore be
needed. Part of this training will be provided by the advisors contracted under the TA program. The
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preparation of the PSRMAC operation has involved close cooperation with the work of the Economic
Development Institute (EDI) very early on in project preparation. EDI, in collaboration with the
Government, has developed a program which will educate and train a wide range of government officials,
Parliamentarians and other policy makers in the objectives and implementation of the PSRMAC reform
program. The program intends to: (i) empower the public administration with the needed skills; and (ii)
adapt lessons of experience; and (iii) disseminate best practices.

108. The program consists of two complementary approaches aimed at two different audiences. First,
it provides for training courses for mid-level government officials from the MOF and financial
departments of local governments, provided by EDI-trained local trainers. EDI started this program in
October 1996. It consists of five two-week seminars for government officials and additional courses for
trainers which will allow the program to be multiplied. Several of the participants will take additional
training courses at the Joint Vienna Institute. Second, it contains senior policy seminars and workshops
for higher-level policy makers and parliamentarians, aimed at building consensus and understanding for
the reforms and the legislative changes needed. A study tour and workshop on intergovernmental finance
reform for government officials took place in Warsaw in March 1996. This workshop provided the
opportunity to discuss the proposed reform program and experience in other countries to a wide range of
government officials from the central and local governments in the Kyrgyz Republic. During 1997, two
senior policy seminars for parliamentarians and high-level government officials will take place in Bishkek
on budgetary reform and financing local governments. This learning cycle will be concluded with a
needs-assessment workshop which will focus on the next steps to be taken. These efforts are expected
to enhance the institutional capacity of the Kyrgyz Republic and to support the implementation of the
PSRMAC reform program.

109. Disbursement. The proposed credit would be disbursed in two equal tranches. The first tranche
would be available upon credit effectiveness. The second tranche would be available in early 1998
following a review of the outcome of the 1997 budget and the preparation of the 1998 budget.
Disbursement of the second tranche will depend on satisfactory review by the Administrator of the
implementation of the adjustment program as a whole and the fulfillment of the specific second tranche
conditions set out in paragraph 121. The credit will be disbursed under the new, simplified procedures
for disbursements under adjustment operations. The Government will open a deposit account in the NBK
in dollars on terms and conditions satisfactory to the Administrator.

110. Management, Reporting and Auditing. The MOF will have the responsibility for management
of the program. The PSRMAC working group established in the MOF will continue to monitor the policy
measures. A PSRMAC Monitoring Unit (PMU) will be established in the MOF to facilitate and
coordinate implementation of the reform program, including administration of the technical assistance.
It will submit reports to the Administrator one month after the end of each quarter, reporting progress
in implementation and identifying bottlenecks. The Administrator will have the option to audit the
disbursements, in line with the new simplified procedures for adjustment operations.

111. Environmental Category. The project will have no direct impact on the environment. For
purposes of OD 4.01, it has been placed under Category C; this does not require an environmental
assessment.

112. Monitorable Actions and Tranche Release Conditions. A number of key specific actions have
been completed prior to ITF Conunittee presentation. These are listed below.
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Improvements Budget and Public Resource Management

(i) Government to establish "Budget Commission" by decree.

(ii) MOF to establish internal audit unit for the Treasury with adequate staffing according to
structure satisfactory to the Administrator.

Reform of Intergovermnental Finances

(i) MOF to define the assignment of expenditure responsibilities between levels of
government under separate guidelines to local governments. The guidelines should show
the expenditure assignment effective in the 1997 budget, should be used as a mechanism
to identify inconsistencies across oblasts, and should prohibit shifts in assignments
between levels of government within the year without compensation.

(ii) MOF to reform and implement the basic structure of the intergovernmental tax
sharing/transfer system satisfactory to the Administrator in the 1997 budget.

(iii) MOF to finance the local treasury and tax inspectorate from the central budget and
include adequate provisions in 1997 budget and issue instructions for the rotation of local
officials of the tax inspectorate and treasury starting in 1997.

Divestiture of Non-Production Related Social Assets

(i) Government to include provisions for the divestiture of non-production-related assets in
the 1997 budget and to prepare database/inventory of social assets which may be assumed
by the public sector.

113. Furthermore, prior to effectiveness the Government will sign contracts for six key positions:
(i) the Principal Advisor on the PSRMAC Reform Program; (ii) the Advisor on the Medium-Term
Financial Plan; (iii) the Advisor on Investment Planning and Budgeting; (iv) the Advisor on Expenditure
Control; (v) the Advisor to MOF on Intergovernmental Finance; and (vi) the Advisor on Expenditure
Estimates.

114. Disbursement of the Second Tranche, anticipated eight to ten months after the disbursement of
the first tranche, would be contingent on a review, satisfactory to the Administrator, of: (i) the successful
implementation of the reform program as a whole; (ii) maintenance of satisfactory macroeconomic and
fiscal performance; and (iii) the fulfillment of the specific second tranche conditions (i-ix) listed below:

Improvements Budget and Public Resource Management

(i) Parliament to amend the "Law on the Principles of the Budget" in a manner satisfactory
to the Administrator.

(ii) MOF to provide satisfactory evidence that the budget plan for fiscal year 1998: (i) has
been prepared on the basis of a medium-term financial plan satisfactory to the
Administrator and on expenditure ceilings consistent with such plan; (ii) includes
expenditure appropriations to the spending units; and (iii) covers all investment projects
implemented by government agencies or financed under the budget.
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(iii) Government to adopt a double-entry accounting system for the Social Funds and prepare:
(i) monthly financial accounts and reports for the last three months; and (ii) an operational
manual satisfactory to the Administrator.

(iii) Government to provide satisfactory evidence to the Administrator that two quarterly
reviews of the Borrower's budget have been completed according to criteria agreed with
the Administrator.

(iv) Government to provide satisfactory evidence to the Administrator that for at least six
months: (i) a system of warrants to spending units has been implemented; and (ii) the
Borrower has complied with fiscal performance indicators agreed with the Administrator.

(v) Government to: (i) amend the Law on the Accounts Chamber; (ii) provide for the
Chamber's organizational structure; and (iii) adequately staff the Accounts Chamber in
a manner satisfactory to the Administrator.

(vi) Govermment to provide evidence that audits of (i) the treasury system in the MOF and
(ii) the budget of all six oblasts and the City of Bishkek have been undertaken, in a
manner satisfactory to the Administrator.

(vii) Government to provide satisfactory evidence to the Administrator that: (i) all the
necessary rules and procedures relating to the Agency for Public Procurement have been
adopted and are in force; and (ii) standard bidding documents have been prepared in a
manner satisfactory to the Administrator.

Reform of Intergovernmental Finances

(viii) MOF to provide satisfactory evidence to the Administrator that the intergovernmental tax
sharing and transfer system, provided for in the budget for fiscal year 1997, has been
implemented and reflected in the budget plan for fiscal year 1998 in a manner satisfactory
to the Administrator.

Divestiture of Non-Production Related Social Assets

(ix) Government to: (i) prepare a plan, satisfactory to the Administrator, for absorbing the
cost of the essential non-production-related services to be financed by the public sector;
and (ii) include the cost of such services in the Borrower's budget plan for fiscal year
1998.

PART VI. BENEFITS AND RISKS

115. Benefits. The implementation of the reform program would be a major contribution toward
putting public finances on a sustainable path, without which the cycle of low savings and investments and
low economic growth is not likely to be broken. Since reducing macroeconomic instability is a sine qua
non for establishing the conditions for investment and economic growth, the reform program will
ultimately lead to improvements the standard of living. More importantly, the country will benefit from
an improved quality of public sector services.
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116. The proposed reform program will streamline the budget process and intergovernmental relations,
and will enhance transparency, efficiency and accountability. It will provide tools for evaluating
expenditure programs and assessing trade offs in expenditure allocation. The reform program will
implement a more robust intergovernmental system, supportive of the Government's stabilization efforts
and structural reforms. By clarifying expenditure assignments and improving revenue and expenditure
estimation methods, it will provide the basis for a better match between revenues and expenditures
available to subnational governments. A well-designed, balanced system of expenditure and revenue
assignment will contribute to macroeconomic stability. The proposed reform program will also ensure
a certain level of equalization and provision of basic social services across oblasts by implementing
categorical and equalization grants. The divestiture of non-production related assets as well as
clarification of the role of subnational governments and their responsibilities versus the role of the private
sector will provide further incentives for completing the privatization and enterprise reform programs.

117. Risks. The Credit faces two major risks. The first risk is that oblasts will try to renegotiate the
intergovernmental arrangements after experiencing a hard budget constraint for the first time. This will
be addressed by codifying the basic structure of this system in the "Law on Budgetary Principles".
Detailed arrangements can nevertheless be modified and refined over time, taking into account concerns
of local governments. A second risk is that the Government's administrative and institutional capacity
will be insufficient to handle the complexity of the reform process envisaged in the PSRMAC. The
Government is cognizant of this risk, and its program is designed to minimize complexity by appropriate
phasing of the program. The Government will also employ a considerable amount of technical assistance
to assist with implementation of the program. Certain technical assistance activities have already been
financed by a PHRD grant which have led to substantial progress in implementing changes in the 1997
budget. The bulk of the technical assistance requirements would be carried out through a two-year TA
program to reinforce and firmly implement reforms in budget procedures.

PART VII. RECOMMENDATION

I am satisfied that the proposed Interim Fund Credit would comply with Resolution No. 184,
adopted by the Board of Governors of the Association on June 26, 1996, establishing the Interim Trust
Fund and I recommend that the President approve it.

Caio K. Koch-Weser
Managing Director
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KYRGYZ REPUBLIC - Public Sector Resource Management Adjustment Credit (PSRMAC)

Summary of Government Reform Program

Objectives Measures Already Introduced PSRMAC Action Program

A. IMPROVE BUDGET AND PUBLIC RESOURCE MANAGEMENT

(a) Legal Basis

Establish a comprehensive MOF is preparing amendments to the "Law - Government to submit revisions to the "Law 05/97

legal basis for eflicient on the Principles of the Budget" (LPB). on the Principles of the Budget" (LPB) to

public sector management Parliament.

- Parliament to enact revised LPB. Second Tranche
Condition

Amendments should include:
(1)- the responsibilities of the budget commission

- an extension of the budget calendar.
- expansion and refinement of appropriation

classification.
- the establishment of: (i) expenditure ceilings;

and (ii) budget comprehensiveness.
- clarification of accountability of government

officials for proper execution of the budget.
- preparation of a public investment plan which

is incorporated into the budget and includes
externally financed projects.

- preparation of a medium-term financial plan.
(2) - a clear intergovermmental revenue assignment

(tax sharing, transfers, local taxes).
- a consistent expenditure assignment between

levels of government.
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Objectives Measures Already Introduced PSRMAC Action Program

- The Government to: (i) prepare budget plan for Second Tranche
fiscal year 1998 on the basis of a medium-term Condition
financial plan, satisfactory to the Administrator, and
expenditure ceilings consistent with such plan; (ii)
includes expenditure appropriations to the spending
units in the 1998 budget plan and (iii) cover all
investment project implemented by government
agencies or financed under the budget.

(b) Improve Budget Formulation

1. Make the budget
planning process a tool of
economic policy

- Integrate budget within a MOF has established unit for macroeconomic - MOF to submit a "Report on Budget Policy and Done. Condition
macroeconomic framework forecasting in 1995. MOF is legally required to Strategy" together with 1997 budget. for Negotiation

prepare economic and financial projections two
years beyond the current budget year.

- Start implementing a - MOF to prepare a medium-term fiscal plan. 06/97
medium-term expenditure
planning process

2. Decide on directions and
provide guidance on budget
policy in the budget
planning process

- Institutionalize a - Government to establish a Budget Commission Done. ITF
coordination process which would undertake budget reviews and agree Presentation
between ministries to decide on the framework for next year's budget. Condition
on overall budget policy

- Provide guidance in the Ceilings were established informally in - MOF to issue budget preparation instructions to 06/97
budget instructions on preparation of 1996 budget. Not all ministries ministries (agreed in Budget Commission) with:
policy priorities adhered to those ceilings. MOF has established (i) ceilings for expenditure for each ministry; and

sectoral ceilings for the 1997 budget. (ii) an indication of policy and program priorities.
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Objectives Measures Already Introduced PSRMAC Action Program

3. Introduce new MOF is not using norms anymore and has - MOF to develop new methodologies to estimate 06/97

expenditure estimation switched to incremental budgeting. and justify expenditure for the preparation of the

methods and move to 1998 budget.

program-based budgeting

4. Integrate public Investment plan has been drafted in 1995 and - Government to develop and issue a public 06/97

investment planning into the updated in 1996. Was managed by investment plan consistent with annual medium-

budget process Goskominvest. MOF has set up a unit for term budgets and incorporate the financing and

public investment planning. expenditure for all projects in the budget.

5. Ensure full budget Extrabudgetary funds have been consolidated in - MOF to include all special funds in 1997 budget Done. Condition

coverage 1995. documents. for Appraisal

6. Extend budget Functional classification system (GFS) has been - MOF to develop appropriations system to 06/97

classification system introduced in 1996. spending units.

7. Undertake financial - Government to complete audit (by SFI) of the 04/97

review of the Social Funds 1996 accounts of the Social and Employment Funds
and prepare a comprehensive audit report.

- The Social Funds to adopt a double-entry Second Tranche
accounting system and to prepare: (i) monthly Condition
financial accounts and reports for the last three
months; and (ii) an operational manual.

- Transfer to the Social Funds will be made in cash. 12/97

(c) Strengthen Budget Execution

Establish a process on how - Government to provide satisfactory evidence to Second Tranche

to adjust budgets in case of the Administrator that two quarterly reviews of the Condition

revenue shortfalls Borrower's budget have been completed, according
to criteria agreed with the Administrator.

- MOF to issue financial instructions for the Done.
establishment of commitment ceilings to spending
agencies.
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Objectives Measures Already Introduced PSRMAC Action Program

- Government to provide satisfactory evidence to Second Tranche
the Administrator that for at least six months: (i) a Condition
system of warrants to spending units has been
implemented; and (ii) the Borrower has complied
with fiscal performance indicators agreed with the
Administrator. This will require that education and
health expenditure should not be greater than the
adjusted quarterly sectoral ceilings. Transfer to the
Social Funds will not be higher than approved.

- MOF will establish a post management database 08/97
system.

(d) Budgetary and Financial Control

Improve functions of the Treasury system introduced in 1995. - MOF to establish internal audit unit for the Done. ITF
treasury system Regulations have been drafted and finalized. Treasury with adequate staffing according to a Presentation

structure satisfactory to the Administrator. Condition

- MOF to finalize and make available treasury Done.
regulations.

- MOF to finalize organizational structure of the Done.
treasury.

- MOF to publish annual financial statements for 06/97
1996.

Clarify Audit Responsibility Law on the Accounts Chamber has been - Govermnent to provide satisfactory evidence to Second Tranche
of Accounts Chamber, State approved but needs to be revised, the administrator that: (i) the Government has Condition
Financial Inspectorate and established a clear division of audit responsibility
MOF among the Chamber of Accounts, the State

Financial Inspectorate, and the internal audit unit of
the Ministry of Finance; (ii) the Chamber of
Accounts has made public, on a quarterly basis, the
results of all audits that it has carried out in the last
three quarters; and (iii) the Government has
submitted to the Parliament the annual statements
on the execution of the budget for fiscal year 1996,
together with the audit report of the Chamber of
Accounts on these statements.
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Objectives Measures Already Introduced PSRMAC Action Program

- Government to provide evidence that: (i) the Second Tranche
treasury system in the MOF; and (ii) the budget of Condition
all six oblasts and the City of Bishkek have been
audited, in a manner satisfactory to the
Administrator.

Improve Procurement - Parliament to enact procurement legislation. 05/97
Arrangements

- The Government to provide satisfactory evidence Second Tranche
that: (i) all the necessary rules and procedures Condition
relating to the Agency for Public Procurement have
been adopted and are in force; and (ii) the
Borrower has prepared standard bidding documents
for works and goods, in a manner satisfactory to
the Administrator.

B. REFORM INTERGOVERNMENTAL FINANCES

(a) Expenditure Assignment and Policy

Introduce a clear - MOF to state existing expenditure responsibilities Done. ITF
assignment of expenditure between levels of government in separate Presentation
between levels of instructions which include a request to identify any Condition
government deviations. This should include: (i) central

government functions; (ii) shared functions; and
(iii) purely local functions.

(b) Financing Local Governments

Introduce a stable local - MOF to implement the basic structure of the Done. lTF
financing system that intergovernmental tax sharing/transfer system in the Presentation
provides incentives for 1997 budget acceptable to the Administrator. Condition
revenue collection and
efficient expenditure policy
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Objectives Measures Already Introduced PSRMAC Action Program

- The MOF to provide satisfactory evidence to the Second Tranche
Administrator that the intergovernmental tax sharing Condition
and transfer system, provided for in the budget for
fiscal year 1997, has been implemented and
reflected in the budget plan for fiscal year 1998, in
a manner satisfactory to the Administrator.

- MOF to review current local revenue instruments. Done

- MOF will submit changes in the tax code 06/97
concerning local taxes to Parliament, including a
specification of the tax bases and optional rate
structures.

(c) Dual Subordination and Accountability

1. Eliminate informal dual - MOF to finance local treasury and tax Done. ITF
subordination of tax inspectorate from central budget and issue Presentation
inspectorate and treasury instructions on rotation of local officials starting in Condition

1997.

C. DEVELOP A PLAN FOR DIVESTITURE OF NON-PRODUCTION RELATED ASSETS

1. Implement a divestiture Services have been officially transferred to local - Government to prepare an inventory/database of Done. ITF
strategy governments. social assets which may have to be taken over by Presentation

the public sector and to include provisions for non- Condition
production related social assets in 1997 budget.

- The Government to: (i) prepare a plan, Second Tranche
satisfactory to the Administrator, for assuming the Condition
cost of the essential social and non-production
related services to be financed by the public sector;
and (ii) include the cost of such services in the
Government's budget plan for fiscal year 1998.
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Mr. James D. Wolfensohn
President
International Development Association
1818 H Street, N.W.
Washington, D.C. 20433

a Dear Mr. Wolfensohn:
Or

C< 1. Since independence in 1991, the Government has made significant progress in achieving
macroeconomic stability and transforming the economy into a market-oriented economy. Over the
past three years, the economy has followed a path of sustained stabilization. The rate of inflation has

, been brought down from an annual average over 1000 percent in 1992 to about 30 percent at present
03 In 1994, deposit and credit interest rates were liberalized, direct credits were discontinued, and the

; financing of the budget deficit by the republican banks was sharply curtailed. The National Bank of
= ° the Kyrgyz Republic (NBK) also established a foreign exchange auction market, a floating exchange
o ~: rate, and a fully liberalized exchange regime with no restrictions on current or capital account
C c transactions. Non-tariff barriers were removed, and export taxes have been eliminated on all goods.
>O In addition, the Government is implementing a comprehensive privatization and enterprise

0 adjustment program aimed at passing productive assets into private hands, and liquidating or
= /D restructuring large loss-making enterprises which were a heavy burden on the economy. State farns

^ have been privatized and land rights are being issued to private farmers. The Government is also
g implementing comprehensive reforms in the financial sector. These reforms have been supported by

successive IDA adjustment operations, as well as by successive IMF arrangements, including an
ESAF which is now in the third year.

2. The Government has thus put in place the basic policy framework required for a market-
based economic system. However, the fiscal deficit is still high and threatens to undermine the hard-
won gains in other areas. The Government has agreed with the IMF on a program for 1997 that
includes reducing the fiscal deficit from 6.3 percent of GDP in 1996 to 5.3 percent of GDP in 1997
(excluding externally financed projects). The Government aims to reduce the deficit further to
3-4 percent of GDP in 1998.
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3. At the core of the Govemment's adjustment strategy for 1996-98 is the creation of a public
sector which minimizes the amount of deficit financing and supportive of a market economy. The
Government wants to promote economic growth and equity by supplying the physical infrastructure
needed for private investments and by providing social services to meet the basic needs and improve
the productivity of the population. To attain these goals it will be vital to set priorities and attain
quality in public services through reforms in fiscal planning, budgeting, and execution. The
Government is aware that the key to better expenditure and investment planning lies in the process
by which programs are identified, prepared, approved and implemented. In parallel to the reforms in
the budget system, the Government is undertaking a civil service reform which intends to streamline
the responsibilities and efficiency of govemment institutions.

4. The Government requests continued IDA support, in the form of a Public Sector Resource
Management Adjustment Credit (PSRMAC). This letter sets out the progress already made in
reforming the public sector, as well as measures planned in the near future, with emphasis on those
which will be monitored under PSRMAC.

Budgetary Reform

5. The Government's reform program aims to make fundamental changes to the budget process
and system in order to make the budget a tool of economic policy. In this respect, the Government
has started to integrate the budget within a larger macroeconomic framework and wants to link it to a
medium-term financial plan. The Ministry of Finance (MOF) has already started to improve its
capacity for macroeconomic forecasting. Future budgets will be linked to these forecasts. As a first
step in this direction the MOF issued a "Report on Budget Policy and Strategy" together with the
1997 budget This report shows the linkages between the macroeconomic framework and the
budget. The report and the underlying macroeconomic analysis and revenue forecasts will be
improved during 1997 by: (i) adding a medium-term financial forecast and (ii) stating explicitly the
policy priorities of the Government.

6. The preparation of the medium-term framework will be legally codified as part of a revised
"Law on the Principles of the Budget" (LPB). The Government has developed a plan to integrate
medium-term planning into the budget cycle in late spring of each year. The Forecasting
Department of the MOF will prepare a three year budget baseline forecast of government
expenditures, revenues, and financing. The baseline will use the best estimate of economic
conditions to project govemrnment finances on the assumption of a continuation of current budget
policies. These forecasts will be revised at least semi-annually, on the basis of revised
macroeconomic forecasts and changes in govemment policy since the previous forecast. Baseline
estimates will also be done for the Social Funds. The fiscal plan will include: (i) revenue forecasts at
existing rates of taxation consistent with the macroeconomic assumptions; (ii) forecast of non-tax
revenues (fees, user charges) based on macroeconomic projections but without any change in policy;
(iii) estimates of resources available from domestic and external borrowing and grants; (vi)
projection of current expenditures including wages, operating expenditures, subsidies and transfers,
debt servicing, defense, administration and recurrent expenditures associated with investment
projects; and (v) capital expenditures extemally and locally financed.



Budget Preparation

7. The Government is committed to changing the budget preparation process fundamentally to
make the budget an executable plan which reflects the policy priorities of the Government. To attain
this goal a "Budget Commission" has been established to decide on budgetary priorities. The
purpose of the Budget Commission is to agree on the framework of the budget and to ensure that the
budget is prepared and executed according to overall govermment policy. Furthermore, the
Govemment will take the following steps to inprove budget preparation:

Budget Calendar. In order to ensure that budget plans are thoughlful responses to the
needs of the country, budget preparation will need to start much earlier than in
previous years. The budget preparation process will include: (i) development of
three year financial projections by May; (ii) decisions by the Budget Commission on
the principles and policy direction of the next years budget by end May; (iii) issuance
of budget instructions by the MOF in early June; (iv) submissions of budget proposals
to the MOF by August; and (v) fiinal review of budget proposals by October.

* Budget Instructions. In order to keep budget' proposals at levels consistent with
financial resources and to avoid unrealistic demands the budget preparation
instructions to ministries will include a hard ceiling for total ministry expenditure.
This system will also force ministries to choose among program alternatives and to
prioritize expenditures within the ceilings. The MOF has started to establish these
ceilings in the preparation of the 1997 budget. To improve the system for the
1998 budget, the ceilings will reflect the sectors the Government wants to empathize,
and within these sectors the programs that should be given increased or reduced
importance. The budget instructions will also include: (i) an estimate of price
changes to be used in preparing expenditure estimates; (ii) an indication of program
priorities for funding in the next year; and (iii) a complete outline of categories,
descriptions, and costs to be used in preparing the request. The framework of the
budget preparation instructions, while prepared by the MOF, will be agreed to by the
Budget Commission before the instructions are distributed. Within these ceilings,
however, line ministries will have considerable flexibility in preparing plans for the
delivery of government services.

* Expenditure Estimation. The Government will take measures to ensure that in the
preparation of the 1998 budget requests, ministries and local Governments will start
to move away fTom expenditure estimation based on the existing system of physical
norms. New methodologies will be developed to estimate and justify expenditure
and to evaluate expenditure programs. Ministries will be encouraged to develop
approaches that provide services consistent with the financial resources available to
them, without regard to pre-specified input combinations.



-4-

Budget Coverage

8. The Government wants to ensure that the budget provides a comprehensive picture of all
government transactions, since this is a prerequisite for the improvements in budget management to
be fully effiective. Towards this end the Government has included all special funds - which contain
revenues from fee income and were so far off-budget - in the 1997 budget. Furthermore, the
Governnent will include the financing of all public investment projects in the 1998 budget and in
the medium-tenn budget plans. Capital expenditure will include: (i) capital expenditure financed
domestically; (ii) capital expenditure financed externally; and (iii) loans or grants obtained by the
Government that are lent or provided as grants to non-budget public entities. Loans to public
enterprises that are guaranteed by the Govermnent will be noted as an annex to the budget. The LPB
will be amended to require the inclusion of all funds and sources of financing in the budget.

Budget Classification

9. Since 1995, the national budget has been presented using a classification based on the IMF-
Government Financial Statistics and is organized along broad economic lines. The Govermnent will
expand this classification to derme the distribution of funds to the ministerial level and below. To
achieve full transparency and accountability the MOF will develop an appropriations system for
spending units. The annual budget law approved by Parliament will provide appropriation of the
Republican budget to each ministry and independent spending unit. This will clarify the clear legal
responsibility of each agency for all resources appropriated to them.

Social Funds

10. The Government is committed to ensuring the provision of basic social benefits. Part of
these benefits (pensions, unemployment, insurance) are provided through the Social Funds which
have experienced financial problems. To analyze the financial situation of the Social Funds, the
Govenment is currently completing an audit of the Social Funds accounts by the State Financial
Inspectorate and is preparing an audit report. To improve monitoring and control of revenues and
expenditures a new accounting system is currently being developed with EU-TACIS support. The
Government expects this system to be made operational during 1997. The system will be able to
provide adequate and timely fnancial accounts. An operational manual will also be prepared. In
order to reduce the administrative costs of the Social Fund the Government will make the budgetary
transfer in 1997 fully in cash. The Government will keep the operations of the Social Funds separate
from the budget, but will report them in its budget documents and financial statements to provide a
comprehensive picture of government operations.

Public Investment Program

11. The Government will integrate investment programming within the budget to identify the
recurrent expenditures, and to integrate these expenditures into the overall financial plan. The MOF
will develop and issue a public investment plan which is consistent with annual medium-termn
budgets, taking into account the policy and program priorities of the sectoral ministries, and
incorporate the financing of all projects into the budget.



-5-

Legal Basis

12. The Government has reviewed the "Law on the Principles of the Budget" (LPB) and will
amend it to establish the appropriate legal basis for the above changes in the budget process. The
Government is preparing the amendments and will submit them to Parliament by May 1997.
Amendments will include: (i) a statement on the duties of the Budget Commission; (ii) revisions in
the budget calendar; (iii) the establishment of expenditure ceilings early in the budget process; (vi)
expansion and refinement of the appropriation classification system; (v) budget comprehensiveness;
(vi) inclusion of the annual allocations to all domestically and externally financed investment
projects in the budget; (vii) preparation of a medium-term financial plan; and (viii) clarification of
accountability of government officials for proper execution of the budget. The reforms in the
intergovernmental finance system (discussed below) will also be codified in this law. The
Government will prepare the 1998 budget on the basis of a medium-terrn financial plan and
expenditure ceilings consistent with such plans. The budget will include expenditure appropriations
to the spending units and cover all investment projects implemented by Government agencies or
financed under the budget in accordance with the amnendments to the LPB.

Budget Execution

13. The Government intends to implement a number of reformns to improve budget execution
and to ensure that the budget, as an official reflection of government expenditure and budget
policies, is executed as planned and approved. Furthermore, the Government will put in place a
clear process by which expenditures are adjusted in case of revenue shortfall, to ensure that vital
expenditures can be made and to avoid large arrears for these payments.

14. Comnitment Ceilings. To improve budget execution and to avoid arrears the MOF will
issue instructions on the introduction of a system of commitment ceilings. At the beginning of each
quarter, the MOF will establish commitrnent ceilings for each spending unit for the quarter. The
ceilings will be determined based on the Government's liquid resources, forecasts of revenues for the
next three months and the immediate expenditure needs of the spending units. Commitment ceilings
for any given quarter may thus be less than or greater than one-quarter of the amount approved in the
annual budget. The cumulative commitment ceilings throughout the year will not be greater than the
levels approved by Parliament. Warrants will only be issued if the agency has received suflicient
appropriations to cover the expenditure. This implies that allocations for instance to health and
education will not exceed the adjusted ceilings. Furthermore, the budgetary transfer to the Social
Fund will not exceed the levels approved by the MOF.

15. Budget Reviews. In order to implement the system of commitment ceilings the Government
will establish a system for adjusting ministerial and oblast budgets whenever revenue shortfalls occur
so that available resources are allocated where their return is greatest. Under this system the MOF
will convene the Budget Commnission to develop a program for reducing expenditures whenever
revenue shortfalls prevent execution of the approved budget. The Budget Commission will also
undertake quarterly budget reviews. That will include: (i) an evaluation of year-to-date expenditure
and revenue execution against the adopted budget to establish any need to adjust the expenditure
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program; (ii) an elaboration of fonnal policy priorities; and (iii) a decision on expenditure program
adjustments to keep execution within resources available. The Government has issued a decree on
the establishment of these reviews. The first review of the Budget Commission will be completed
for the second quarter of 1997. Commitment ceilings for the following quarters will be based on the
decisions of the budget commission.

16. Post Managrement System. Since wage payments account for a large share of total
expenditures, the Government considers it very important to be able to validate the budget proposals
and payments made by spending units on wages. For this purpose the MOF will establish a post
management system that will assign a position number to every authorized position. It will show for
all budget agencies the posts which have been authorized and those that are filled. Budget approval
and wage payments will be made only against these positions. This will allow the MOF to control
the number of posts authorized and filled and to estimate personnel costs more accurately.

Budgetary and Financial Control

17. Treasury System. To improve the audit capacity of the treasury, the Governnent has
established an internal audit unit within the MOF reporting to the Minister of Finance. Staff has
been assigned to this unit. In order to carry out the work properly, the members of the unit will not
be assigned duties other than auditing. The unit will have the following duties: (i) plan and organize
an annual audit program covering the treasury system; (ii) carry out audits of the treasury system in
Bishkek and in the oblasts; (iii) report audit findings at regular intervals (not less frequently than
quarterly) on the working of the treasury system to the Minister of Finance; and (iv) recommend on
the basis of audit findings appropriate improvements in the treasury system including, e.g., the
recording and documentation of transactions; the quality of service provided to users of the treasury
system; the design and operation of systems of internal control; the appropriateness of systems,
procedures and forms; the timeliness and accuracy of accounting work; communication of data and
instructions between offices; procedures for consolidating accounts and finalizing financial
statements; and adequacy of staffing. To ensure the functioning of the treasury system the newly
established unit will undertake a full audit of the treasury system in 1997 and prepare a
comprehensive audit report.

18. The Governnent has taken further steps to improve the treasury system. Treasury
regulations have been finalized. The MOF is in the process of finalizing the organizational structure
of the treasury. The process for finalizing the annual statements from the treasury system will be
streamlined. Furthermore, the annual financial statements for 1996 are under preparation and will be
sent to Parliament according to the LPB.

19. External Audit. The Government will review the audit responsibilities of the State Financial
Inspectorate and MOF and establish a clear and non-overlapping division of responsibilities between
the State Financial Inspectorate, Accounts Chamber and MOF. A full audit of all oblast and Bishkek
City budgets will be undertaken during 1997 and comprehensive audit reports will be prepared. The
Accounts Chamber will make available to the mass media on a quarterly basis the results of all
audits carried out. The Government will submit to Parliament the annual statements on budget
execution for 1996 and the audit report of the Accounts Chamber on these statements.
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Procurement Regulations

20. The Government wants to establish a sound legal and institutional fiamework to manage and
regulate public procurement in order to introduce greater accountability within the Government and
to promote transparency in public procurement actions. In 1994, at the Government's request, IDA
approved an Institutional Development Grant (IDF) to support the Govenmment's plan for reform of
the public procurement system. The draft public procurement legislation was submitted to
Parliament and has been resubmitted recently. Follow-up actions to introduce and enforce the public
procurement law are in progress. In the following months, the Government will complete the legal
and institutional framework, including the establishment of the "Agency for Public Procurement"
The Government will take the necessary steps to make the public procurement system operational.
The "Agency for Public Procurement" will be set up and staffed as an independent body, appropriate
operating procedures and regulations will be drafted, and standard bidding documents will be
prepared.

Intergovernmental Finances

21. The Government has initiated ambitious reforms in the intergovernmental finance system in
the 1997 budget. The Government considers revamping the system of intergovernmental finance as
an important and integral component of the fiscal reform program during the next phase of
transition. Without reforming the arrangements governing subnational governments' expenditure
and revenue patterns, and their organizational deficiencies, the necessary improvement in overall
public finances and in the macroeconomic situation will not be possible. The major elements of the
revised intergovernmental fmancing system are: (i) a shared revenue system with fixed tax sharing
rates in all oblasts; (ii) a system of intergovernmental transfers and grants that assures a minimum
level of expenditure on basic health and education services, as well as a modicum of equality across
oblasts; and (iii) an expended scope of subnational revenues. The main components of the system
(tax sharing rates and conditional grants for health and education) are fixed and will not be changed
in the execution of the 1997 budget. The conditional grants will, however, be adjusted when salaries
are increased. For the 1998 budget, the Government will refine this system, but keep the basic
components in place.

22. The Government will take steps to codify this system in the revisions to the "Law on the
Principles of the Budget" and will include a clear intergovertunental revenue and expenditure
assignment in this Law. The amendments will establish the principle of categorical grants.
Similarly, the Law will establish equalizing grants and include the basic components of a mechanism
to allocate equalizing grants to oblasts. Oblasts will be held accountable for executing their budget
within the boundaries of the revenue available through the tax sharing and intergovermmental grant
system, plus revenues available fTom local sources.

23. Expenditure Assignment. The Government intends to establish a clear and formal
assignment of expenditure responsibilities to each level of government. This will include: (i) central
government functions; (ii) shared functions; (iii) local functions subject to central regulation; and (iv)
purely local functions. The Government has composed detailed instructions to local governments on
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expenditure assignments which include a request to identify at the local level any deviations from
these assignments that are in implied by the 1997 budget. The expenditure assignment will be
codified in the revisions to the LPB.

24. Shared Taxes. In the 1997 budget all oblasts receive 35 percent of the corporate profits tax
and personal income tax. Other Central Government revenues, including revenue from natural
resource taxation, will be used as a form of general financing for the Central Government.

25. Intergovernmental Grant/Transfer System. The Government considers it very imnportant to
ensure the provision of minimum health and education services to all citizens in all localities.
Conditional lump-sum categorical grants from the Central Government to oblasts have been
developed to provide basic funding for the minimum levels of these services. Oblast olficials will be
held accountable for ensuring that resources allocated by the Central Government for these purposes
are expended only for those purposes. In addition to the grants for financing minimum service
levels, the Government has introduced a equalization grant to partially equalize resources among
oblasts. Equalization transfers will be used for general oblast expenditures. The equalization grants
will be refined for the 1998 budget and be based on a formula.

26. Local Revenues. To establish the appropriate incentives for revenue collection and promote
responsible budgeting at the local level, the Government wants to ensure that local governments will
rely more on local revenue sources for funding the marginal expenditures within their budgets. The
Government has reviewed current local revenue instruments. Based on this review, the LPB and the
"Tax Code" will be amended to: (a) include an expanded list of taxes and revenue options for
subnational units; (b) expand the land tax; and (c) authorize local jurisdictions to charge fees for
services. Local governments will also be encouraged to increase the use of business fees based on
aggregate business sales. Adoption of a particular instrument and the selection of a rate
structure approved by Parliament will be at the discretion of the oblast and the revenues generated
will be available for general oblast expenditures.

27. Dual Subordination. All responsibility for fmancing and administering the operations of the
subnational offices of treasury and tax inspectorate has been shifted completely and solely to the
Central Government. The MOF has also issued instructions the that local office staff of these units
will be rotated geographically on a regular basis starting in 1997.

Divestiture of Non-Production Related Assets

28. The Government has prepared an inventory of the social and communal services currently
being provided by enterprises. This inventory indicates the service being provided and the capacity
of the program. A review will be undertaken and services will be designated as being either essential
or nonessential, and as being best supplied by the private, voluntary or public sector. The costs of
operating those programs that are deemed to be either essential or the responsibility of local
governments will be assessed. The Government has made a provision for essential non-production
related assets marked for divestiture in the 1997 budget It intends to develop a plan for absorbing
the cost of the remaining non-production related services which have to be financed by the public
sector. It will also include the cost of services which have to be financed by the public sector in the
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1998 budget and in the 1998 oblast budgets. The Government will lay out the economic rationale
for placing an activity in a particular institutional setting - local governments , fee charging
municipal departments or private firms and take decisions about how the trnsfer is going to be
accomplished. The burden of service provision on the public budget will be assessed

Implementation of the Reform Program

29. The Government will need technical assistance to implement the public sector reform
program. The TA-program is estimated at US$3 million. The Govemment has secured a
US$700,000 grant from the UNDP and a ECU I million grant from EU-TACIS. The Govenunent
will finance the remaining US$1 million using its own resources. Given the importance of fte
TA-program the Government will recruit the six main advisors in early 1997, in order to implement
the 1997 budget and develop the 1998 in accordance with the above principles.

Sincerely yours,

Apas Djumagulov
Prime Minister
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Table C-1. KYRGYZ REPUBLIC, Selected Economic Indicators, 1994-1998
(In percent change, unless otherwise indicated)

1994 1995 1996 1997
Act. Act. Est. Proj.

GDP, nominal (in billions of soms) 12.0 16.1 22.5 29.9

Real GDP growth -20.0 1.3 5.6 6.9
GDP deflator 180.9 32.6 31.8 24.4
Consumer price inflation (Dec/Dec) 95.7 31.9 35.0 17.4
Average real wage (1992=100) 76.1 83.2 80.7 80.5

Total revenue (including foreign grants)/GDP 20.8 16.7 17.0 17.0

Tax revenue/GDP 13.6 14.6 13.0 13.2
Total expenditure and net lending/GDP 1/ 28.6 30.2 23.4 22.4
Budget deficit/GDP -7.7 -13.5 -6.4 -5.3

Broad Money 125.3 77.8 22.4 16.6
Net domestic assets of the banking system 2/ 83.5 96.8 31.9 11.2

of which: net credit to Government 45.2 93.4 66.2 8.9
credit to the economy 62.1 5.1 -5.2 2.2

Velocity of broad money (ratio, end-of-period) 11.0 7.8 7.9 7.8
Treasury bill rate (per annum, end-of-period) 73.0 44.0 64.4 --

External current account 3/
(in millions of U.S. dollars) -124.1 -287.7 -414.1 -245.8

External current account/GDP -11.2 -18.0 -22.0 -13.6

Gross international reserves 4/
(in millions of dollars) 96.7 114.5 128.5 186.1
(in months of imports, end-of-period) 2.5 2.5 2.0 2.8

External debt outstanding/GDP 40.5 36.4 42.8 57.0
Debt service

(in millions of U.S. dollars) 18.0 88.9 91.1 91.2
of which: interest 17.4 22.2 32.3 77.6

Total debt service/total exports 5.3 21.7 17.9 10.2

Sources: IMF Staff Report, March 10, 1997.
1/ Excluding social insurance funds and externally financed public investment.
2/ As a percent of beginning period broad money.
3/ Including official transfers.
4/ Including gold.
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Table C-2. KYRGYZ REPUBLIC: Summary of Goverunent Financial Operations,1"3-1997
(In millions of Soms)

1993 1994 1995 1996 1997
Actual Actual Actual Est. Proi.

Total revenue and grants 1,330.0 2,503.1 2,702.7 3,826.0 5,082.7

Total revenue 868.5 2,200.5 2,648.1 3,624.6 4,777.0
Current revenue 859.9 2,147.9 2,598.9 3,215.6 4,575.4
Tax revenue 771.6 1,637.0 2,363.0 2,922.6 3,942.0
Direct Taxes 300.2 653.0 713.5 668.7 716.3
Domestic taxes on goods and services 305.3 744.1 1,276.5 1,864.7 1,982.1
Taxes on international trade 30.9 45.5 134.1 214.0 362.9
Other tax revenue 135.2 194.4 238.9 175.2 880.7
Non-tax revenue 88.4 510.9 235.9 293.0 633.4
Capital revenue 8.6 52.6 49.2 409.0 201.6
Grants 461.5 302.6 54.6 201.4 305.7

Total expenditure 2,091.4 3,431.5 4,877.8 5,261.9 6,680.2
Current expenditure 1,589.1 2,752.2 4,160.8 4,986.5 6,437.9
Wages and salaries (cash) 280.9 1,046.2 1,664.7 1,946.0 2,211.0
Goods and services 1/ 348.9 787.2 1,544.8 1,925.0 2,683.7
Subsidies 2/ 311.6 - - - -

Transfers 3/ 592.5 894.6 883.3 881.2 1,051.7
Extraordinary fund 18.7 - - - -

Interest on public debt 36.5 24.2 68.0 234.3 491.5
Capital expenditure 28.6 116.7 161.0 124.9 160.3
Net lending 473.7 562.6 556.0 150.5 82.0

SURPLUS(+)IDEFICIT(-) -761.4 -928.4 -2,175.1 -4,435.9 -1,597.5

FINANCING 773.3 928.4 2,175.0 1,435.9 1,597.5
Extemal 353.2 515.1 714.5 880.9 1,347.5
New loans 353.2 515.1 1,293.0 885.0 1,537.5
Amortization - - 578.5 188.0 233.0
Domestic 420.1 413.3 1,460.5 555.0 250.0
Net Central Bank credit 373.4 349.1 1,390.9 506.0 123.0
New Loans 421.3 397.6 1,390.9 613.0 123.0
Amortization 47.9 48.5 - - -
Net commercial bank credit 46.7 64.2 69.6 49.0 127.0

Memo:
Grants + new external loans 814.7 817.7 1,347.6 1,163.1 1,843.2
Budget payment arrears (end period) - 346.0 302.0 196.0 -

Extrabudgetary: foreign financed investment projects - 468.0 609.6 754.0 1,395.1
Extrabudgetary: Social Fund (revenues=outlays) - 712.3 1,317.5 1,816.1 2,475.3

Source: IMF Staff Report, March 10, 1997.

I/ Includes payments to clear wage and transfer arrears
2/ Most direct consumer subsidies were eliminated after 1994. The bread compensation is included in overall transfers.
3/ After 1994, includes budgetary transfers for food or medicine, cash transfers, bread compensation, supplemental pensions, social allowances

paid from the budgets, and educational stipends.
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Table C-2. KYRGYZ REPUBLIC: Summary of Goverunent Financial Operations, 1993-1997
(In percent of GDP)

1993 1994 1995 1996 1997
Actual Actual Actual Est. Proj.

Total revenue and grants 24.8 20.8 16.7 17.0 17.0

Total revenue 16.2 18.3 16.4 16.1 16.0
Cufrent revenue 16.1 17.9 16.1 14.3 15.3
Tax revenue 14.4 13.6 14.6 13.0 13.2
Direct Taxes 5.6 5.4 4.4 3.0 2.4
Domestic taxes on goods and services 5.7 6.2 7.9 8.3 6.6
Taxes on international trade 0.6 0.4 0.8 1.0 1.2
Other tax revenue 2.5 1.6 1.5 0.8 2.9
Non-tax revenue 1.7 4.3 1.5 1.3 2.1
Capital revenue 0.2 0.4 0.3 1.8 0.7
Grants 8.6 2.5 0.3 0.9 1.0

Total expenditure 39.1 28.6 30.2 23.4 22.4
Current expenditure 29.7 22.9 25.8 22.2 21.6
Wages and salaries (cash) 5.2 8.7 10.3 8.7 7.4
Goods and services I/ 6.5 6.5 9.6 8.6 9.0
Subsidies 2/ 5.8 - - - -
Transfers 3/ ILl 7.4 5.5 3.9 3.5
Extraordinary fund 0.3 - - - -
Interest on public debt 0.7 0.2 0.4 1.0 1.6
Capital expenditure 0.5 1.0 1.0 0.6 0.5
Net lending 8.8 4.7 3.4 0.7 0.3

SURPLUS(+)/DEFICIT(-) -14.2 -7.7 -13.5 -6.4 -5.3

FINANCING 14.4 7.7 13.5 6.4 5.3
External 6.6 4.3 4.4 3.9 4.5
New loans 6.6 4.3 8.0 3.9 5.1
Amortization - - 3.6 0.8 0.8
Domestic 7.8 3.4 9.0 2.5 0.8
Net Central Bank credit 7.0 2.9 8.6 2.3 0.4
New Loans 7.9 3.3 8.6 2.7 0.4
Amortization 0.9 0.4 - - -

Net commercial bank credit 0.9 0.5 0.4 0.2 0.4

Memo:
Grants + new external loans 15.2 6.8 8.3 5.2 6.2
Budget payment arrears (end period) - 2.9 1.9 0.9 -

Extrabudgetary: foreign financed investment projects - 3.9 3.8 3.4 4.7
Extrabudgetary: Social Fund (revenues=outlays) - 5.9 8.2 8.1 8.3
GDP (million som) 5,354 12,019 16,146 22,468 29,872
Source: IMF Staff Report, March 10, 1997.

I/ Includes payments to clear wage and transfer arrears
2/ Most direct consumer subsidies were eliminated after 1994. The bread compensation is included in overall transfers.
3/ After 1994, includes budgetary transfers for food or medicine, cash transfers, bread compensation, supplemental pensions, social allowances

paid from the budgets, and educational stipends.
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(USS millions at current prices)

Actual Estimate Projection
1994 1995 1996 1997 1998

Total exports of GNFS 339.9 409.0 529.2 713.8 794.5
Merchandise (FOB) 339.9 409.0 529.2 713.8 794.5
Nonfactor services

Total Imports of GNFS 476.1 754.2 989.5 953.9 970.5
Merchandise (FOB) 458.9 672.4 902.1 850.5 922.1
Nonfactor services 17.2 81.8 87.4 103.4 48.4

Resource balance -136.2 -345.2 -460.3 -240.1 -176.0

Net factor income -17.4 -22.2 -32.3 -77.6 -64.7
Factor receipts
Factor payments -17.4 -22.2 -32.3 -77.6 -64.7

Interest (scheduled) -17.4 -22.2 -32.3 -77.6 -64.7
Total interest paid -17.4 -22.2 -32.3 -77.6 -64.7
Interest not paid

Other factor payments

Net private current transfers -46.0 -20.0 -31.0 -11.0 -5.5
Current receipts, of which

Workers' remittances
Current payments 46.0 -20.0 -31.0 -11.0 -5.5

Net official current transfers 75.4 99.8 109.4 83.0 68.0

Current account balance (incl. off. transfers) -124.2 -287.6 -414.2 -245.7 -178.2
Current account balance (excl. off. transfers) -200.6 -390.8 -523.6 -330.7 -248.2

Capital Account 124.2 287.8 414.2 245.9 178.2

Official capital grants

Private investment (net) 44.9 61.0 30.6 53.4 20.0
Direct foreign investment 44.9 61.0 30.6 53.4 20.0
Portfolio investments

Net LT borrowing 113.4 225.6 300.9 213.4 159.4
Disbursements 114.0 292.3 359.7 227.0 234.0
Repayments (scheduled) 0.6 66.7 58.8 13.6 74.6

Total principal repaid (net) I/ 0.6 28.0 -0.3 13.6 74.6
Principal not paid - 38.7 59.1 - -

Net other LT inflows - - 14.5 -

Adjustments to scheduled debt service - 38.7 59.1 -
Debt service not paid - 38.7 59.1 -
Reduction in arrears/prepayments (-)- - - - -

Other capital flows 1.9 -84.4 9.6 0.1 31.3
Net short-term capital (gap) 0.0 0.1 35.2 0.1 31.3
Net capital flows n.e.i. -19.7 -56.2 -24.2 - -

Errors and omissions 21.6 -28.3 -1.4 - -

Change in net intemational reserves ( - increase) -36.0 46.9 -0.5 -21.0 -32.5
Changes in gross reserves ( - increase) -32.1 0.3 -20.1 -57.6 -20.0
IMF (net) 13.8 46.6 19.6 36.6 -12.5
Changes in NBKR liabilities -17.7 - - - -

Memorandum items
Total gross reserves, of which 67.4 67.1 137.7 157.7 177.7

Total reserves minus gold - - - - -
Gold (at year-end London price) - - - - -

Total gross reserves (in months'imports G&S) 2.6 2.4 2.9 3.2 3.3

Current Account Balance as % GDP
Including official transfers -11.2 -18.0 -22.0 -13.6 -10.1
Excluding official transfers -18.1 -23.0 -26.5 -17.8 -13.5

Source: IMF Staff Report, March 10, 1997.
1/ "Total principal repaid (net)" is scheduled repayments plus adjustments to scheduled payments.
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Table D-1. KYRGYZ REPUBLIC: Government Budget, January - June 1996 1/

Plan Actual Republican Local Actual Total Local Level
Total Total Total Total as % of Plan as %of Total

1 REVENUES

Total Reveneues, Transfers and Other Funds 1,837,570 1,660,221 1,071,575 697,593 90 42
Total Revenues 1,697,070 1,397,842 827,083 570,758 82 41

Current Revenues 1,696,136 1,287,020 718,307 568,713 76 44
Direct Taxes 1,195,751 926,466 491,867 434,599 77 47

Income tax 203,240 112,955 46,457 66,499 52 114
Profit tax 236,028 174,509 101,823 72,685 74 42
VAT 496,934 413,461 201,414 212,048 83 51
Sales tax 71,687 89,082 46,444 42,638 124 48
Excise tax 187,862 136,460 95,730 40,730 73 30

Indirect Taxes 583,198 423,988 276,596 147,392 73 35
Confiscations, fines and sanctions 9,929 2,943 1 2,942 30 100
Other non-classified taxes 950 817 35 782 86 96
Tax on shares and securities 950 817 35 782 86 96
Tax on production property of enterprises 2,872 29,970 - 29,970 1,044 100
Tax on services of special nature 3 - - - - -

Licenses for entrepreneurial activity 28,275 11,429 4,436 6,993 40 61
Tax on owners of transport means 49,099 31,500 30,316 1,185 64 4
Othertaxes on goods and services 161,884 102,976 69,784 33,192 64 32
Means for emergency situations 107,016 59,484 59,484 - 56
Fees for development and use of minerals

and natural resources 13,074 9,609 9,609 - 73 -

Land use fees 40,047 33,267 229 33,038 83 99
Water use fees 1,620 462 462 - 29 -

Mineral uses fees 100 135 - 135 135 100
Forest user fee 28 19 - 1 9 69 100
Customs fees 78,207 71,386 71,386 - 91 -

Other taxes, not elsewhere included - 4,408 275 4,133 - 94

Non-Tax Revenues 169,167 105,126 50,209 54,918 62 52
Revenues from entrepreneurial activity 16,394 3,246 2,449 797 20 25
Interest on credits extended by the Govemment 15,162 - - - - -

Payments for leased land 464 - -

Other payments from property 95 2,449 2,449 - 2,578
Other taxes on incomes of non-state enterprises 95 2,330 2,330 - 2,452 -

Administrative fees and payments from non-
commercial sales 84,064 48,116 12,889 35,228 57 73

Fees for licenses and permits 8,953 3,380 3,242 138 38 4
Revenues from other services 72,012 44,649 9,646 35,003 62 78
State Fees 43,227 41,634 7,545 34,089 96 82
Revenues from secondary sales - 87 - 87 - 100
Other non-classified revenues 3,098 - - - - -

Revenues from fines and sanctions 5,093 3,924 1,261 2,663 77 68
Other non-tax revenues 63,616 49,840 33,610 16,230 78 33
Other non-tax revenues 63,616 45,867 33,440 12,427 72 27
Automobile registration 23,679 26,988 26,988 - 114 -

Capital Revenues 934 110,821 108,776 2,045 11,867 2
Revenues from sales of appartments 934 - - - - -

OMcial Transfers 110,500 92,902 92,902 108,947 84 117
Foreign transfers 110,500 92,902 92,902 - 84 -

Transfers from other levels of govemment - - - 108,947 -

Subventions - - - 108,947 -

Balance of funds at beginning of year - -11,058 248 -11,307 - 102
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Table D-1. KYRGYZ REPUBLIC: Government Budget, January - June 1996 1/
(in thousands of som)

Plan Actual Republican Local Actual Total Local Level
Total Total Total Total as % of Plan as /oofTotal

Special funds - total 0 133376 110748.4 22627.6 0 17
Balance of special funds at beginning of year 0 47159.1 40592.4 6566.7 0 14
Balance of funds used to cover expenditures 30,000 - - - - -

11. EXPENDITURES

Total Expenditures 2,395,125 1,958,914 1,378,977 688,884 82 35

Civil order and security 180,282 155,896 149,004 6,893 86 4
Education 573,123 447,660 132,973 314,687 78 70
Healthcare 328,688 273,634 82,227 191,407 83 70
Social welfare and protection 378,952 234,949 212,221 22,728 62 10

Social welfare 312,810 194,117 186,759 7,358 62 4
Social protection 66,141 40,832 25,462 15,370 62 38

Housing and communal services 104,317 94,849 40,239 54,610 91 58
Organization of vacation and cultural-

religious activity 59,345 53,048 30,798 22,250 89 42
Fuel-energy complex 73 78 50 28 107 36
Forestry, water, fisheries and hunting 113,874 94,056 79,262 14,793 83 16
Mining and mineral resources, manufacturing

and construction 22,122 30,400 17,465 12,935 137 43
Expenditures, not elsewhere included 166,597 178,835 289,818 -2,036 107 -I

Expenditures, related to govemment debt 74,774 48,845 48,845 . 65
Interest payments on domestic debt 7,320 7,980 7,980 - 109
Interest payments on extemal debt 67,454 30,826 30,826 - 46

Other expenditures, n.e.i. 91,823 114,452 116,488 -2,036 125 -2
Sale of govemment bonds -64,875 -49,578 -48,289 -1,289 76 3
Grants to enterprises, orgs. and population 99,500 146,498 147,248 -750 147 -I
Extension of credits 168,000 174,228 174,228 - 104 -

Repayment of credits -68,500 -27,730 -26,980 -750 40 3

SURPLUS/DEFICIT -557,556 -298,693 -307,403 8,709 - -

FINANCING 557,556 452,281 452,281 - -

Domestic financing 339,000 268,045 268,045 - - -

Short-term obligations and treasury exchanges - -6,955 -6,955
Receipts - 100,580 100,580
Repayment - -107,534 -107,534

Extemal financing 218,556 184,236 184,236
Credits received 366,056 218,622 218,622

Repayment of credits -147,500 -34,386 -34,386

Source: Central Treasury, Bishkek, 1996.

11 The figures in this six month budget reflect estimates as of August 1,1996, and therefore differ from the IMF figures of July 20, 1996.
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Table D-lc. KYRGYZ REPUBLIC: Tax Sharing Rates, 1994-1996
(in percent)

Osh Djalal- Issyk-Kul Naryn Talas Chui Bishkek Average 1/
Abad

1994
Planned

Income Tax 100 100 100 100 100 50.0 100 89.0
Excise Tax 100 100 100 100 100 100 10.0 38.0
Value Added Tax 100 100 100 100 100 63.0 11.0 47.0
Profit Tax 100 100 100 100 100 50.0 15.0 49.0

Actual
Income Tax n/a n/a n/a n/a n/a n/a n/a n/a
Excise Tax 100 100 100 0.0 0.0 100 10.0 65.0
Value Added Tax 100 100 100 100 100 74.0 13.0 56.0
Profit Tax 100 100 82.0 100 100 57.0 17.0 48.0

1995
Planned

Income Tax 100 100 100 100 100 42.0 22.0 60.9
Excise Tax 100 100 100 100 100 42.0 22.0 54.2
Value Added Tax 100 100 100 100 100 42.0 22.0 58.3
Profit Tax 100 31.8 100 100 100 42.0 22.0 34.8
Sales Tax 100 100 100 100 100 42.0 22.0 55.4

Actual
Income Tax 100 100 100 100 100 48.5 36.5 63.3
Excise Tax 100 100 100 100 100 43.6 30.0 55.6
Value Added Tax 100 100 100 100 100 45.8 26.3 56.2
Profit Tax 100 48.9 100 100 100 48.1 26.7 52.5
Sales Tax 100 100 100 100 100 47.4 22.6 51.4

1996
Planned

Income Tax 100 100 100 100 100 44.3 22.0 70.0
Excise Tax 100 100 100 100 100 44.3 22.0 27.8
Value Added Tax 78.0 100 70.9 100 100 44.3 22.0 34.8
Profit Tax 100 100 100 100 100 44.3 22.0 37.6
Sales Tax 100 100 100 100 100 44.3 22.0 49.2

1997
Planned

Income Tax 35 35 35 35 35 35 35 35
Profit Tax 35 35 35 35 35 35 35 35
Excise Tax 35 35 35 35 35 35 35 35

Source: Ministry of Finance, 1996.

1/ The average sharing rate reflects the ratio of the total shared revenues retained by the oblasts to the
total revenues collected by the oblasts, and not an average of the sharing rates.
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Table D-lb. KYRGYZ REPUBLIC - Categorkal Grants 1997 (Plan)
(thousand som)

Osh Djalal-Abad Issyk-Kul Naryn Talas Chui Bishkek Total

Healthcare, o.w. 88,295 51,370 28,500 28,622 14,830 51,500 49,940 313,057
Wages 65,650 38,190 21,190 21,280 11,030 38,290 37,130 232,760
Payments to Social Fund 22,645 13,180 7,310 7,342 3,800 13,210 12,810 80,297

Education, o.w. 205,922 115,137 54,891 50,064 33,601 91,538 68,744 619,897
Wages 150,829 83,907 39,783 36,370 24,596 66,530 50,664 452,679
Payments to Social Fund 52,036 28,948 13,725 12,548 8,486 22,977 17,479 156,198
Stipends 3,058 2,281 1,383 1,146 520 2,031 600 11,019

Total Categorical Grants 294,217 166,507 83,391 78,686 48,431 143,038 118,684 932,954

Source: Ministry of Finance 1997
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Tabk D-3. KYRGYZ REPUBLIC: Socio-economic Information by Oblast, 1995

Kyrg. Rep. Djadai-Abad Issyk-Kul Naryn Osh Talas Chui Bishkek

1. Territory and Admin. Units
Area ('000 sq. kmn) 199.9 33.7 43.1 45.2 46.2 11.4 20.3 0
Rayons 41 9 5 4 10 4 9 0
Cities 20 5 3 1 5 1 4 1
TownsNillages 29 8 5 2 7 1 5 1
Rural Settlements 417 64 58 54 104 32 105 0

11. Population and Distribution (thousands)
Total 4450.7 820.5 418.5 261.7 1408.5 202.4 745.5 593.6
Urban 1558.2 218.6 132.2 55.5 354.8 30.9 175.7 590.5
Rural 2892.5 601.9 286.3 206.2 1053.7 171.5 569.8 3.1

% Urban 35.0 26.6 31.6 21.2 25.2 15.3 23.6 99.5
% Rural 65.0 73.4 68.4 78.8 74.8 84.7 76.4 0.5

Source: Goskomstat 1996.
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TECHNICAL ASSISTANCE PROGRAM

1. Implementation of the PSRMAC reform program will place considerable demands on the staff of
the Ministry of Finance, the line ministries and local governments. They will have to implement and fine
tune new procedures while carrying out their regular duties. In addition, the reform program calls for
further development of budgetary procedures, for example, introduction of commitment ceilings for
expenditure control and new methods for estimating and evaluating expenditure programs.

2. For these reasons, the Government and IDA have drawn up a program of technical assistance that
would assist with the implementation and further refinement of budgetary procedures during the 1997 and
1998 budget cycles. The program consists of short- and long-term advisors in 13 areas who would assist
with program implementation, bring best international practice to the further development of budgetary
procedures, and train staff in the new systems. The terms of reference for these advisors are summarized
below.

Principal Advisor on PSRMAC Reform Program

* to advise the Minister of Finance on all aspects of the PSRMAC reform program, to ensure its
effective implementation and to coordinate the work of the other advisors. In particular, the
Principal Advisor would help formulate the agenda for the Budget Commission, provide
intellectual leadership for the reform program as a whole, and ensure that the forthcoming
revisions to the Law on Principles of the Budget are consistent with the agreed reforms supported
by the PSRMAC program.

Advisor on Medium Term Financial Plan

* to develop a rolling three-year framework for projecting and monitoring overall government
finances, including all sources of tax and non-tax revenue, recurrent and capital expenditure,
lending operations to public enterprises, and domestic and external financing.

Advisor on Public Sector Investment Planning and Budgeting

* to institutionalize the drawing up of a rolling three-year capital investment program covering all
public investments financed through the budget (i.e., government's own capital expenditures plus
public enterprise investments financed with loans on-lent through the budget), and to integrate the
investment program in the annual budget and planning process.

Advisor on Expenditure Control

* to design and implement a system of commitment controls, including quarterly reviews of actual
and projected expenditures.
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Advisors (2) to Ministries of Education & Health on Budget Developmnent and Estimation

to develop programmatic methods for estimating the expenditure requirements of these ministries
(in lieu of the existing physical input methods) and for monitoring the impact of their expenditure
programs against development objectives.

Advisor to Budget Dept. for Expenditure Estimation and Evaluation

* to develop programmatic methods for estimating the expenditure requirements of ministries other
than education and health and for monitoring the impact of their expenditure programs against
development objectives.

Advisor to MOF on Intergovermnental Finance

* to implement and refine the new intergovernmental finance system (namely, fixed rate revenue
sharing, categorical grants for education and health, equalization transfers and local revenue
generation); and to develop the legal basis for revisions in the intergovernmental framework to
be incorporated in the revised Law on Principles of the Budget.

Advisor to Local Govermnents on Intergovernmental Finance Reforms

* to train local governments in the principles of the new intergovernmental system and to assist
them with its implementation.

Advisor on Government Audit

* to assist with development of regular audit programs and methods in the Treasury, State Financial
Inspectorate and Accounts Chamber.

Advisor on Financial Management and Accounting for the Social Funds

* to assist with the implementation of a new double-entry accounting system, currently under
development, and to improve overall financial management of the Funds.

Advisor on Post Management System

* to develop a personnel post management system that would link personnel with specific positions.

Advisor on the Divestiture of Non-Production Related Assets

* to complete the inventory of non-production related assets, estimate the cost of their continued
operation, and assist with establishing criteria for determining which assets are essential and
should be transferred to the government budget.
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Consultancy Services for Preparation of an Information Systems Strategy Plan (ISSP)

* to determine the operation systems, software and hardware requirements for linking and
integrating the main financial databases of the Ministry of Finance.

3. The timing and length of assignment of each of the above advisors is set out in the attached table.
Six key advisors (marked with an asterisk in the table) are expected to start in the second quarter of 1997.
Two others have already started, while the rest would start in the fourth quarter of 1997. The timing of
the latter is driven by the availability of financing for the TA program (see below).

Cost and Financing Plan

4. The total cost of the TA program is estimated at US$3.0 million, excluding the cost of the two
on-going assignments that are financed by USAID and a PHRD grant. The cost of the remaining TA
program includes the cost of local consultants to work with the advisors and of sufficient computers and
office equipment to implement their assigned tasks. Cost details are also shown in the attached table.

5. The Government has requested two grants--one of US$700,000 from UNDP and one of ECU 1.0
million (about US$1.3 million) from EU-TACIS--both of which are expected to be approved by end-
March 1997. Disbursement and use of these grants would be governed by the respective rules of each
donor agency. The UNDP grant would be available immediately after its approval, and the UNDP's
office in Bishkek has agreed to assist the Government with the recruitment of the six key advisors that
will need to start work in the Spring of 1997. Procurement under the EU-TACIS grant will be carried
out by TACIS Headquarters in Brussels, however, and engagement of the advisors to be financed under
this grant is not expected until September 1997. The Government will use its own resources to finance
the remaining cost of the program (about US$1.0 million).

6. The TA program would be coordinated by the Project Implementation Unit which is being
established in the Ministry of Finance to manage and report on progress of the PSRMAC program.
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___ ~~~TECHINICAL ASSSTANCE REQUIRENMENTS - PSRMAC
-~~~~~~~~~~~~~~~ - ~~~~~~~~~~~~~~~~~~~~~NKumber Cost______) ,urrber of

___ Description 1997 1998 of of Comn- Photo-
____ ___ I II~~~~~~~~~~~1 I11 IV I I II M W Monthis; Services puiters Fax copiers

Principal Advisor on PSRMAC Reform 
Program to implement policy reforms I

and to coordinate the work of the other I2 0,0 

advisors.
-~~~ ___________ ---- *1~ ~ ~ ~ ~ ~ ~ ~~~ vo I0

Advisor on medium-term flnancial plan 
in Macroeconomic Dept. MOF -

Avsron pubic iinvestmsent planning 10 5.01 3 1 I

and budgeting in Investment Department 1 
MOF.I

__________ _______________ _______________________ I ~~~ ~ ~~~~~~~12 180,000 4 1 1

Advisors to Ministries of Health and
Education to develop new 9 l500 

methods of expenditure estimation,
expenditure evaluation, and minimum
service levels per capita per oblast.9 3,0 

Advisor to the Budget Department
MOF to develop new methods of ( tSlon-gong)

expenditure estimation and evaluation in r (ngig

other ministries, inc. administrative.(2) 0 4 3 3

Advisor to Treasury MOF to tighten
expenditure control.I____ 6 9,X 2 0 0

Advisor to MOF to refine and implement
the intergovernmental finance reforms. 

Advisor to local governments to I __ _ _ ___ _ __ _l~ 2000 

implement the intergoverrnmental finance[m u r
reforms. i i 1 225,000 2 7 7

Advisor to MOF to develop a masterplan1 LR rn 

for the divestiture of noni-production (on-glig
related assets. I _____0 0 

Advisor to Accounts Chamber, SF1 and - IPHRD tentatve

Treasury to strengthen government P,R, I3 I
audit. 

(tentative) K~~~~~~~~~~~j-J--} -~~~~~ 61 90,000 4[ 4. 4
Advisor to Budget Dept. MOF to set upj 
personnel post management system. 16 9.0 

Advisor to Social Fund on establishment 7
of new accounting system and to improve
internal audit. 2 800

Consultancy Services for Preparation 1 1 1

of an Information Systems Strategy Plan _ _r __IF{ 6 90.0001 0 0 0

Total International Services I/ ___ __________ 127 1,905.000 5 I 22 22

Local Experts (20 for 18 months @ $80 per month) _ __ ___ ____1288,000 ______

Total Equipement and Trainting [______ __ _ ___ __________325,000 ______

computers (inc. software) @ $3,000. 15__ _I____ _ __ _ I_ _ _ _ _ _ _ _ ___ _ _3,000 __ _ _ _ _

printers (one per two computers) 0 $1,000. 25_ ,F-___ __ ____ 0___ ___

fax machines 0 $1,000, plus one @$2,500. [ T_ __4___--___ ___I23.500 _

photocopiers 0 $3,000, plus one @S$I.000. 73_j __ __ 00 _____ _

computer training r_ _ _ __ _ _ __ _ _ _ _ _ __ __1 _ _ _ -50,0001_ _

Contingency (physical and price) @19% F47_ __ __ __4__ _____

Grand Total (foreign costs) ___ 2,996,420

key advisors to berecnxited before credit effectivenEn ___ UNDP/GVT.! 1,722,32,-
11 FoxignexeeseiicesOS5,~penontbinclusiveof travel, housing, avrem nzd overhead. TCS ,1,274,6 7Mr9

F _ __
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KYRGYZ REPUBLIC
Public Sector Resource Management Adjustment Credit

TIMETABLE OF KEY PROCESSING EVENTS

Time for Preparation: 10 Months

Identification Mission: January 17, 1996

Pre-Appraisal Mission: June 26, 1996

Appraisal Mission: November 13, 1996

Date of Negotiations: February 19, 1997

Interim Trust Fund Committee Presentation: April 17, 1997

Expected Effectiveness: May 1997
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Status of Bank Group Operations in Kyrgyz Republic
IBRD Loans and IDA Credits in the Operations Portfolio

Generated: March 19, 1997

Eifference
Original Amount in USS Millions Botw-en actuai

Loan or Fiscal and expected
Project ID Credit Year Borrower Purpose IBRD IDA Cancellations Undosbursed Disbursements a/

No.

Number of Closed Loans/credits: 3

KG-PE-8518 C26340 1994 THE KYRGYZ REPUBT,IC TELECOMMUNICATIONS 0.00 I8.00 0.00 13-56 1.36
KG-PE-8524 C27170 1995 THE KYRGYZ REPUBLIC PRIV. ENTERP. SUPP. 0.00 15.00 0.00 13.14 3.59
KG-PE-8515 C26430 1995 THE KYRGYZ REPUBLIC SOCIAL SAFETY NET 0.00 17.00 2.00 7.7q 5.74
KG-PE-45631 C28910 1996 THE KYRGYZ REPUBLIC FINANCIAL SEC. TECH. 0.00 3.40 0.00 3.07 -. 28
KG-PE-8519 C28680 1996 THE KYRGYZ REPUBLTC POWER & DIST. HEAT 0.00 20.00 0.00 18.90 0 .00
KG-PE-8513 C28590 1996 THE KYRGYZ REPUBLIC SHEEP & WOOI, IMPROV. 0.00 11.60 0.00 10.69 -.15
KG-PE-8523 C28600 1996 THE KYRGYZ REPUBLIC HEALTH 0.00 18.50 0.00 16.72 -.81
KG-PE-34095 C28900 1996 THE KYRGYZ REPUBLIC FTNANC. SECTOR ADJ. 0.00 4b.00 0.00 21.69 -22.60

Total 0.00 148.50 2.00 105.54

Active Loans Closed Loans Total
Total Disbursed (IBRD and IDA): 36.48 166.85 203.33

of which has beern repaid: 0.00 0.00 0.00
Total now held by IBRD and IDA: 146.50 165.00 311.50
Amount sold : 0.00 0.00 0.00

Of which repaid : 0.00 0.00 0.00
Total Undisbursed : 105.54 1.05 106.59

a. Intended disbursements to date minus actual disbursements to date as projected at appraisal.
b. Rating of 1-4: see OD 13.05. Annex D2. Preparation of Implementation Summary (Form 590). Following the FY94 Annual Review of Portfolio performarnce

(ARPP), a letter based system will be used RHS 3 hiqhly Satisfactory, S = satisfactory, U = unsatisfactory, HU = highly unsatisfactory): see proposed
Improvements in Project and Portfolio Performance Rating Methodology (SecM94-901), August 23, 1994.

c. Following the FY94 ARPP, "Implementation Progress" will be reported here.

Generated by the Operations Information System (OIS)
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Kyrgyz Republic
STATEMENTOF IFC's

Committed and Disbursed Portfolio
As of 01/31/97

In Millions US Dollars

Committed Disbursed
------------ IFC ------------- -- ---- IFC-------------

FY Company Loan Equity Quasi Partic Loan Equity Quasi Partic
Approval

1995 Kumtor Gold 30.00 0.00 10.00 0.00 30.00 0.00 10.00 0.00

1996 Demirbank Kyrgyz 0.00 .30 0.00 0.00 0.00 0.00 0.00 0.00

Pending Commitments
1996 * DEMIRBANK 2.00 0.00 0.00 2.00

KYRGYZ

Generated by the Operations Information System (OIS)
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Kyrgyz Republic at a glance
Europe &

POVERTY and SOCIAL Kyrgyz Central Low-
Republic Asia income Development diamond*

Population mid-1995 (millions) 4.5 488 3,188
GNP per capita 1995 (US$) 690 2,240 460 Life expectancy
GNP 1995 (billions US$ -Atlas prices) 3.1 1,093 1,466

Average annual growth, 1990-95

Population (%) 0.4 0.4 1.8 GNP
Labor force (I%) 2.0 0.6 1.9 NP

per
Most recent estimate (latest year available since 1989) capita

Poverty: headcount index (% of population) .
Urban population (% of total population) 39 65 28
Life expectancy at birth (years) 66 68 63
Infant mortality (per 1,000 live births) 36 23 68 Access to safe water
Child malnutrition (% of children under 5) .. .. 38
Access to safe water (% of population) .. .. 66
Illiteracy (% of population age 15+) 3 .. 35 -Kyrgyz Republic
Gross primary enrollment (% of school-age population) 97 105 Low-income group

Male .. 97 112
Female .. 97 98

KEY ECONOMIC RATIOS and LONG-TERM TRENDS

1975 1985 1994 1995 Economic ratios'

GDP (billions US$ -market prices) .. .. 1.1 1.5
Gross domestic investmentVGDP .. 30.5 20.1 18.4 Openness of economy
Exports of goods and non-factor services/GDP .. .. 33.4 29.8
Gross domestic savings/GDP .. 13.8 14.1 1.3
Gross national savings/GDP .. .. 12.5 -0.9

Current account balance/GDP .. .. -11.2 -18.0 Savings Investment
Interest payments/GDP .. .. 1.6 1.2
Total debUGDP (PPG) .. .. 40.6 36.4
Total debt service/exports 5.3 21.7
Present value of debVGDP .. .. Indebtedness
Present value of debVexports .. .. 122.8 138.4

975484 1985-95 1994 1995 1996-04
(average annual growth) -Kyrgyz Republic
GDP 3.9 -3.7 -20.0 1.3 5.1 Low-income group
GNP per capita .. -4.9
Exports of goods and nfs .. .. -9.2 10.7 11.9 1

STRUCTURE of the ECONOMY
1975 1985 1994 1995 Gnhratesofoutputandinv"tment(%)

(% of GDP)
Agriculture .. 30.7 40.0 40.4 100
Industry .. 23.9 22.1

Manufacturing ..
Services .. . 36.1 37.5

Private consumption 64.1 65.7 78.8 -5
General government consumption .. 22.1 20.2 19.9 GGDI - GDP
Imports of goods and non-factor services .. .. 39.4 46.9

1975-84 1985-95 1994 1995
(average annual growth)
Agrculture . 8.6
Industry .. .. -37.3

Manufactunng .
Services .. .. -17.1

Private consumption .. 0.3
General government consumption .. -1.1 
Gross domestic investment .. 8. 1
Imports of goods and non-factor services .. .. -24.1 19.1
Gross national product .. -3.7 -20.0 1.3

Note: 1995 data are preliminary estimates. Figures in italics are for years other than those specified.
*The diamonds show four key indicators in the country (in bold) compared with its income-group average. If data are missing, the diamond will

be incomplete.
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Kyrgyz Republic

PRICES and GOVERNMENT FINANCE
1975 1985 1994 1995 IntlaUIm (%a

Domestic prices
(% change) I "
Consumer prices 95.7 31.9 ,000 \
Implicit GDP deflator -2.3 -10.3 180.9 32.6 goo

G00

Governmentfinance 1o/

(% of GOP) 200

Current revenue 17.9 16.1 01 ° 9
Current budget balance -5.0 -97 90 91 92 93 u 9s

Overall surplus/deficit - -7.7 -13.5 GDP def. -e-CPI

TRADE
1975 1985 1994 1995 Export and Import levels (mill. US$)

(millions US$)
Total exports (fob) 340 409 700

Agriculture 100 600
Minerals 33 SW0
Manufactures 277 400 _

Total imports (dl) . 459 672
Food .300

Fuel and energy . .. 183" 201 200 F
Capital goods . 100 -

Export price index (1987=100) I2
Import price index (1987=100) .. E ps E Imports
Terms of trade (1987=100) C Exports __Imports

PALANCE of PAYMENTS

1975 1985 1994 1995 CurrentaccountbalancetoGDPratio (%I
(millions US$)
Exports of goods and non-factor services 339 409 0 'E

Imports of goods and non-factor services 476 754 99 90 91 9 93 94 95

Resource balance -137 -345 5

Net factor income -17 -22
Net current transfers -46 -20 -10

Cufrenit account balance,
before official transfers -201 -390 -1|

Financing items (net) 219 437 L A

Changes in net reserves -18 47 -20

Menlo:
Reserves including gold (mill. USS) .. .. 97 115
Conversion rate (IocaVUS$) .. .. 3.9 10.8

EXTERNAL DEBT and RESOURCE FLOWS

1975 1985 1994 1995 Compositlon ototal dobt, 1995(mill.US)
(millions US$) G
Total debt outstanding and disbursed 441 759 21

IBRD 0 B
IDA 60 141 141

Total debt service 16
l8RD 0 / 0
IDA 0 1

Composibon of net resource flows
Offipial grants 75 100
Official creditors 154 176 E
Private creditors 0 135 296
Foreign direct investment 45 61 c
Portfolio equity o0 0 124

World Bank program
Commitments 95 60 A - IBRD D E - Bilateral
Disbursements 36 81 B - IDA D - Other multlaterd

1
F - Private

Principal repayments 0 0 C - IMF G -Short-term

Net fows 36 81
Interest payments 0 1
Net transfers 36 80

Intemnational Economics Department 3/19/97

Note: gstimates for economies of the former Soviet Union are subject to more than the usual range of uncertainty.
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