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Preface

- In response to a request from the Government of the Kyrgyz Republic, the
Government of Japan decided to conduct a Study on Improvement of Payment
System in the Kyrgyz Republic and entrusted the study to the Japan International
Cooperation Agency (JICA).

JICA sent to Kyrgyz a study team headed by Mr. Nobuo Aihara, UNICO
International Corporation, and composed of members of UNICO. International
Corporation and SAKURA Institute of Research three times between January 1994
and November 1994,

The team held discussions with the officials concerned of the Government of
Kyrgyz, and conducted field surveys at the study area. After the team returned to
Japan, further studies were made and the present report was prepared.

I hopc that this rcport will contribute to the promotion of the. program and the
enhancement of friendly relations between our two countries.

I wish to express my sincere appreciation to the officials concemned of the

Government of the Kyrgyz Republic for their close cooperation extended to the
team,

February 1995

Kimio Fujita
President
Japan Intemmational Cooperation Agency



_ - February 1995
Mr. Kimio Fuj' ita . '
President - _
Japan International Cooperation Agency
Tokyo, Japan

Dear Mr. Kimio Fujita

Letier of Transmittal

We are pleased 10 submit t0 you the study report on Improvement of Payment System
in the Kyrgyz Republic.

The report presents the development strategies for improvement of financial and
payment system in the Kyrgyz Republic upon our scrutinized analysis on its present
status.  With regard to the payment system, in particular, the rcport contains the
preliminary design for the construction of payment system with computerized network
throughout the country as well as plan of installation, maintenance and management of
the projected system. Proposals for realization of the project !obcthcr with its overall
cvaluation are also prcscntcd

In view of the urgency of the improvement of payment system in-the Kyrgyz Republic
and of its the resultant extensive contribution to socio-economic development of
Kyrgyz as a whole, we recommend that the esteemed government of the Kyrgyz
Republic implement this Project as a top priority.

We wish to take this opportunity to express our sincere gratitude to your Agency, the
Ministry of Forcign Affairs. We also wish 10 cxpress our deep gratitude to the National

Bank of Kyrgyzstan and other authorities concerned of the Government of the Kyrgyz
Republic for the close cooperation and assistance cxtended to us during our

investigations and study.

Very truly yours, S e
\

NOBUOQO AIHARA, Leader
Study Team on Improvement of Payment Syst
in the Kyrgyz Republic
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Study on lmprovamont of Payment System In the Kyrgyz Republic '
: Study Period: Nov ember, 1993 - December, 1994
Countcrparl Natlonal Bank of Kyrgyzstan

EXECUTIVE SUMMARY
‘- 1. Background

1) Smco 1ts mdepcndence in 1991 lhc Kyrgyz chubhc has been trying to re~

" construct its economy by transiting from the planned economic system of the
Soviet era to a market economy. Due to the disorder of the transition period,

o ‘however, the economy hu_s_unavoidably undergone a serious retrogression;

(2) One of the 1€asons. that the Changeover to a market economy is not going

o smoothly is the madcquacy of the financial system. One art of this system, the

o payment systcm, lS pamcularly backwards ‘As a result, funds transfcrs and

- -'paymcnts rcquarc a long time, and the economy as a whole is adversely affected.

| (3)' Improvmg the pc_lyrncnt system is thus a matter of urgent importance. . '

R 2 ’ Ob;e'cti'ves'

Thc Study has thrcc major objcctlvcs whach are based on the goal of mtroducmg a
, new payment systcm by the year 2000.
) "To establish a strategy for bulldlng an effective financial system. -
_(2) "To formulate a plan for nnprovmg and developmg the current bank payment
: .systcm based on computcr nctwork '

_: (3) To conduct icchmcal transfcrs to Kyrgy7 through carrying out the Study activitics.

3 'omnne of the Plan

b (1) Estabhshmcnt and nnprovement of the Financial System ' :
_ .'I_Thc task hcrc is to rap:d!y rcorgamzc and improve the financial system by, among
= '_ - other thmgs, puttmg commcrcmi bank management on a sound footing (above all,
: ‘-_-'cnhancmg dcposns), n:organlzmg and dcvelopmg the various financial markets,
 and d:vcrs;fymg the: financlal systcm (promotmg loans to small and medium-
sized. compamcs as wcll as medium- and long—tcrm loans). Improving the
- backwards payment system is an cspecmlly urgent task.



(2) Prcpos:tlons for thc plan of Improvmg thc paymcnt Systcm :

1) . Enablmg to proccss customcr rcmltlances qulck]y and safcly g o
| 2) :_ - Enablmg to transfer paymcnts in- rcal hmc between the currcnt accounts of'_‘ ) oL iR
. the commercial banks in NBK That 1s, to construct a paymcnt system wnh' S

~the finality of NBK. e T

: 3)' Improve thc systcms foundatlons for bank opcratlons and cxpand bank
. services such as CDs, salary transfer, automatic. tmnsfcrs ctc and conncct e
each bank's internal proccssmg systern '
(3) Contents of the Plan . : _
Y Thc structurc of the new paymcnt systcm is as shown m Fxg 1

2 thwork Structure _ : : T

' The head and- branch officcs of commcrmal banks, NBK head and branch o
- offices, and the Regional Cicanng Ccntcr w1ll be oonnectcd 10 each other as |
o shown bclow ' : e

Sending Rccclvmg
Bank Branch NBK Branc

:,"'Scn_dtoRCC' S .S(:ri'dto:'. SR
" | (NBK Branch) ' |~ | Bank Branch |-~




_' Figure 1 Structure of the New Payment System
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Computcrstobcmsta]lcd(umts) e T e T
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_Small to—medmm——smcd comps o 11 (Blshkck 6, rchons 5) S
_ ;:' ~Personal computcrs 7 (B:shkek44 rcglons 18)_,:'; e
"'Penphcrals S B 19 (Blshkck 14, rcglons 5) R
o -'Tcnnmal systcrn (Personal cornputcrs) 300 Lo “300 0 o

‘Total T AETE RS | § BN SR

: Systems Installation Plan and Management Organization o

: ;Installahon Pohcy . _ : - T .
' 1_) Since the scale of the planncd systcm w:ll bc large, it w:ll bc dcvc]opcd andi
: mtroduccd by d1v1d1ng mto two phascs for Wthh an ordcr of pnonty w1ll R

be establlshcd

2) The s:x regions witl bc d:v:ded mto threc groups, and thc systcm wxll bc;_. o

installed into the groups one at a time.

| 3)  As it would currcntly be dlfficuit to- dcvclop thc software m Kyrgyz, 1ts__' |

_ dcve]opmcnt will be commissioned abroad.

| 4) | As the hardware is unavallablc in Kyrgyz, lt will be unportcd from ovcrseas I

Implementation Plan
1)  Systems dcvclopmcnt pcnod 5 years (1995 2000)
© - Startof dcvelopmcnt : :
(installation of cqmpmcnt and start of dcvc]opmcnt) . _
Start of operation: Phase I ......coviviiivnsieriiisiosenns ] 998
Stait of operation: Phase II BN L

“and completion of development .....ccvuvcuineeeieniceiieniieserenss 2000 1

2)  Implementation processes plan




o 'From the stanclpomt of the system's pubhc nature, safcty, and efficiency, it is

Development Stage

Phase 1

Phase II

- 1995

- 1996

1997

1998

1999

2000

lmg equxpmem

and clrcuns_

o T“‘"'g "“‘e"’“’es

'I‘ransmon preparahon : ) o _

|Installation'of deve- - - . - b
' ]"P"‘e“‘ equipment, | - wm IR

. Stan of operauon

_-Managcmcnt Organlzauan

consndered that in the pro;ect‘s devclopmcnt stage and in the initial stage of its

: :unplemcntanon NBK would be the most approprlate organization to act as its
_ -:managmg body (an mdcpcndent profit making entity within NBK). The Stucly _

s Tcam c_xpect_s___that the matter of the managing body be reviewed after the

- management of ‘the- project” gets on track or at the time of procuring the

i :rcmvcstmcnt cap:tal that is, in 2007, when the project wﬂl face the ending period

' of the ﬁrst prolcct hfc




B _Pro]ect COm
| 5 ;_(Note)All oosts expensﬁ have been alculaled and expmed in U S dolla!s accordmg to the "
B followmgexchange rates: US$1 _10 Som,lOSom IDyen C e

@ =_Systém"l'):evicldphicnt’ Costs o o .'_(Un'i't_: -U‘.',S;$ fnill_idﬁ)":: T :
__Hardwarc (mciudmg aux1hary costs) e 5 78 |
Software (mcludmg tcstmg and transmon costs) ©15.3 e ' -
. _'_Other expenses (mcludmg contmgcnc1cs) - 56 AR L
| CTotal . L ;'ﬁ:_.28.'j'_‘_"'
@ Opcratngxpcnscs T e e
) :Dcprcclanon Mcthod : S : .
- For the 1nvcstmem capltal 10-ycar fixcd mstallment dcprcc:atlon lS used
" 2) .'_'Fmancmg o S ' o ET .
- Two poss:b]c mcthods of financmg for the projcct werc studlcd and
-analyzed. - - SR : S
~ Case I: All:of the developmcnt and mvcstrncnt capntal U s. $28 7 mxihon
s obtamcd through either equity or government contnbutmns
Case Ii Th:rty percent of - the dcvclopment and - lnvcsimcnt capltal is
obtained through cqulty, and 70% long-tcrm soft loan from )
_ overseas. i A e
3) Balance on Operation - _ R (Unit"$1=00())
o . Casel - . CasciI
| . | 1998 1999 2000 1998 1999 2000 S
Income (commissions, efc.) 3,535 3,796 4016 3,535 3,79 4016
Outgo (maintenance, management) 2,706 2,706 3,020 2,706 2,706 3,020 .
Profit before depreciation 819 1,090 ©99 - 819 1,090 996 S
Depreciation _ 2,281_ 2,281 2,281 _,2,429, 2,429 2429
Profit/loss after depreciation . -1,462 -1,191 -1,285 -1,610 -1 339 1433
Long—term loan interest R o '489'___-. 489 489
Cumulative Joss  —1,462 —2,653 -3,938 -2,099 ~3,927 -5849

6. Project Evaluation

(1) Economic Effects
1)  Direct Effects




3 :_The followmg are du‘ect effects that can be grasped quantltatlvely _
- -_'a) - With the new payment system, there will be same—day’ payment This

- owill make it possnble 10 promptly use almost all of the uncoliected
- funds (f]oatmg funds) that, under the current system, are held at the
- bank fora lengthy period of time. Accordingly, the opportunity cost |
_'of the floanng funds w1ll be saved the amount saved bemg the benefit
_of thns prolect : : :

o by _ Payment by computer network w1ll reduce costs (For example, it

g ‘wilk ellmmate "Avnzo (payment clas&ficatmn tables) and lessen the
5 work involved in confirming remitted payments )
Indnrect Effects (Qualltatwe Analysts)

- By makmg payments faster, more certain and more nsk free, the system

_."_wnll facnhtate the flow of money, the improving of corporate management

' _' ‘and the growth of financial markets thus helping the economy recover. In -

i addmon it w1ll contrlbute to strengthemng savings, diversifying financial
' serv1ces acceleratmg computenzatlon “expanding and supporting: the
"*fserv1ce and mformatlon industries, fostering computer-related mdustnes,

L and other w;de——rangmg unprovements in the national economy.

(2) Economlc and Fmancnal Analysns

L a) Consulermg the obsolescenoe of the systems hardwarc and software

Preposmons i

~ that technical mnovahons are sure to bring about, and the limits of the
o system's capacxty for handling what will be an increasing volume of
- payments, it is est:mated that the life of the system (the life of the .

. project) will be 10 yedrs (1993 2007)

i b')' The pro_|ect will be managed by an independent; proﬁt-makmg enhty :

Bt ':_Takmg the "Direct ‘Economic Effects" of aforcmentioned 1) as the

inside the organization of NBK
Results. of Economic Analysis - .

'economxc benefits of the project, and the development and investment.

e capltal requlred for the pro;ect as its economic cost, the rate of return from

& ~ the project. durmg its 10-year life (1998 2007) was calculated to be an
_' : _-;extremely hlgh 32% It is thus beheved that the pmJect will be one with

aF -'::'E::enonnous cconomic effects. '
3)

: Results of Fmancml Analys1s

In the mstance of Case 1, where the amount of the mmal mvestment is



)

- procurcd through cqulty, itis: cxpcctcd that before deprec:atlon proﬁt '
 will be recorded throughout the pcnod of the projcct (1998—2007), ey
‘_.that thcrc will bc no cash-flow problems thh regard to ﬁnanc1al" SR

e _,_proﬁtab:hty at the end: of 20(}7 thc non—dcprccmted assets wﬂl be no-

 greater than 6% of the total dcprcc1ablc assets, the accumulated Joss o
“will remam 42% of equtty, and net assets will amount to $16 mll]lon._; ) '
o Morcovcr if, at the end of the pro;cct pcnod Kyrgyz can dcvc!op the: L
o softwarc unassisted, it will be poss:blc, it is bchcvcd to rcducc thc ' _
amount of the remvcstmcnt nccessary for renewmg ‘the project to half O
or lcss of the - ongmal mvestmcnt, ) that aftcr 2007 it wnll bc' SR
- possﬂJle 10" contmue ‘the - pl‘chct ncarly w1thout any addltlonal L

ey '_mvestment B o : _
~ . b) - In Case II, where 30% of the mmal investment is procurcd through |
R 'equlty and 70% through long-—tcnn loans from abroad it is- forccast '

that maintaining financial profitability ‘will be. dlfﬁcult cvcn witha =
' _'favorable loan interest rate (3%). Accordmgly, 1t was necessary to -

- study overall profitablhty that is, to take into account the scoond and

third investments, whosc loan pcnods will cxtend from 2007 through .
2027, When this was done, it is cxpcotcd that, star!mg from the -

_ sccond investment, profitablllty can be expected to lmprove, prov1ded :

that commission income contmucs to mcrease and Kyrgyz can

- develop the software unaSSlStcd
Overall Analysis

The new payment system wall produce w1dc rangmg bcncfits 1n tcrms of the - '

growth of the national economy. Its EIRR during its 10-year life under the first_f :
investment will be an extremely. high 32%, 50 that, together thh its mdu'cct"'

effects, it will contribute greatly. 1o the economic growth resulting from the--ﬂ_:‘
changeover to a market economy. Financially, in Case-1, where all of the initial -
investment is procured through cither equity or govcmtncnt contnbutions, lt w1l] co s
~ be possible to provide the reinvestment capital in 2007, after the- pl’U]t:Ct 154-

completed, provided Kyrgyz can dcvc]op the software by 1tsclf

In Case II, where part of the mvcstmcnt (70%) is procured throu gh lOﬂg-—tcrm'_ - R

loans, the 10 year first mvcstmcnt will prove 1o be the most difﬁcult one m-"' '
financial term. ‘However, if the entire 30-—ycar loan pcnod is taken mto account,

profitability can be expcctcd to 1mprove, and it should bc possnble to. rencw thc o

system with sccond and thlrd mvestments




o
. (3) :
)

(6)

'Proposals for Constructlon of a New Payment System through ‘_
' jCOmputer Networks and its Materializatlon '

(1) Necessnty of cooperatlon by mcludmg both Govemment and the Ccntral Bank to
L ‘_-';.-prcvall pﬁl‘Cﬁpthl‘l that the prcparanon of an improved system is a subjcct of
““national” economy and should persuade and appeal all {he persons concerned

‘sharlng such awareness w1th all of thcm ' '

_. Preparatmn of tclcmmmumcahon circuits and prcfercntia] use

Legal preparatlon relevant to elcctromc documents

‘Positive pamCIpanon in paymcnt systcm by the Central Bank

Estabhshmcnt of promotion orgamzahon in the Central Bank

:Orgamzatlon of the "Improved Payment Systcm Committee" (Part1c1patlon of the

e EE T 7.-_commer01al banks in some formation dcsnrcd)
» o | _

L but have mtcrfacc w1th cach bank during the nnplcmcntatlon)

e

R (9)

Coopcratlon from cornmcrc:al banks (not only in the systcms devciopment stage |

Operatlon through sclf—help efforts by charging fees to the beneficiaries
. Efforts on procurcmcnt of mtroductlon funds (Funds ralsmg to overseas due to the

.+ limited domcstlc funds ralsmg) .
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Chapter1  Introduction

JICA Study Team commenced their research work for the Study on Improvement of
Payment System in the Kyrgyz Republic at the cnd of November, 1993, in accordance
with the Scope of Work signed on August 3, 1993 at Bishkck between National Bank of
Kyrgyzstan (NBK) and Japan International Co_operatidn Agency (JIICA). |

The Team has conducted the First Field Survey from January 6, until March 6 and the
Second. Field Survey from June 26 to August 25, and the Third Field Survey from
November 6, 1994 for the period of 15 days.- Progress Report, Interim Report and Draft
Final Report have been lodged with NBK and JICA by the Study Team in February, .
August and November 1994 respectively. '_Bctwecn the periods of these Field Surveys, the
Team has continued their analytical study work.in Japan, '

This Report represents the Final Report for the Study on Improvement of Payment
System in the Kyrgyz Republic, the Major Components of which are summarized as
follows:

(1) The present situation of the macro economy, the financial system and the payment
system in Kyrgyz arc reviewed and its main problems and policy issues are
subsequently taken up and analyzed respectively.

(2) The social and economic framework which would be built up in the target year of
2000 is designed.

(3} On the basis of the results of the above analysis, the fuiure volumes of the payment
transactions up to the years of 2000 are forecasted according to the diversification of
types and means of transactions.

(4) Coincidentally, the development strategies of the financial system in the Kyrgyz
Republic are formulated together with the forecast of the financial framework which

is expected to be built up in the year of 2000.

o) F'ina'lly, the computer network payment system to be developed up to the year of
2000 is formulated, together with

11



~ Formulation of plans and implementation prograims. for the dcvclopmcnt strategy for
the payment system usmg a computer network ' _

— Preliminary dcs1gn of the proposed hardwarc, softwa.re and network of computcr
“plan ' : ' _ ' '

— Plan for introduction, operahon and mamtcnancc etc.

—  Prcllmmary cost esfimation

— Economic & financial analysis on the Study -

- Overall cvaluatron and proposrtro_n as mcn_tloncd above

Three Seminars were hicld durmg the pcnod of three Ficld Suerys by having lectures -
on "Financia! and Payment System and’ Introductory Process of Systems Development in
Major Countries”, "The Present Conditions and Future Imageé of the Financial and
Payment Systcm in. Kyrgyz",' and "Realization of the Payment System Improvement
Program", Upon the Third Field Survey, pcn,onal computer-—bascd demionstration on -
payment system was prcscntcd during the Scminar. '



Chapter 2 Background and Objectives of the Study






Chapter 2. Backgijound and Objectives of the Study
1. Background of the Study

Kyrgyz is presently exerting their uttermost cfforts to promote structural reform of
the cconomy in order to effect a smooth transition from the central planning used
during the Soviet Union era to a market cconomy, invigorating economic activitics in
the course of that process. The improvement of the cavironment to enable adoption of
a market economy system is the most pressing task for Kyrgyz at present, | N

It is understood that since attaining independence, the government of the Kyrgyz
Republic, by such mcans as establishment of the central bank, proclamation of the
Banking Law and .intr(')ducing a national cutrency, is seeking to invigorate and
reconstruct the national economy by shifting to a market economy regime, and strongly
wishes 't:o both build a modern-financial system and improve the efficiency of the
payment system through computerized network system.

In this country at the present time, the insufficient provision of financial system is a
major obstacle to invigorate the national economy and has caused a negative effect on
economic activity resulting in the economic stagnation in this country. -

No doubt, the financial system constitutes the most essential so-called software
infrasttucture in the free market economy syster.

In particular, the retarded development of the payment systern had lengthened the
duration of time needed to transfer money and accomplish payments, and because
emphasis is placed on payment in cash, the turnover (velocity) of funds is low; and the
problem- of hindrance to money flow to production, distribution and the consumer
market has arisen. It is believed that by building a efficient, high-productivity bank
payment system, it will be possible to facilitate the supply of Cdpltal to arcas where it is
" needed through improving the flow of funds in addition to contrlbutlng to more
cffectwe control of money supply

_ It is not too much 1o say that the success in the shift to the market economy and
subsequent vitalization of the Kyrgyz national economy should inevitably rely upon the
improvement of the Financial System including Bank Payment System.



Under the circumstances, in response to the official request of the Kyrgyz Republic,
Japan International C.oo'péra_tio'n‘ Agéncy '(JI'CA). ‘nominated "UNICO International
Corporation (UNICO) and Sakura Institute of Research (SIR) to ﬁndcrlake "The Study
on. Improvement of Payment System in the Kyrgyz chubhc“ (the Study). The
objectives and scope of the Study are followings.

2. | The ng_talgl Objet:tiv_es of the 'Studj: )
The ovdrall'objcciivcé of the Study aréz :

(1) firstly to formuldtc a dcvelopmcnt stmlegy to estabhsh a more modem and
cfficient financial system by the year 2000, o
(2) _sccondly to formulate the subsequent 1mprovcmcnt plan of the payment
* system by use of a computer network system and,
(3) thirdly to ‘accomplish a’ transfér of the fcchnology to the Kyrgyz
o counterparts throughout our joint Study Work and seiminars to be ‘otganized -
in Bishkck_thrcc times in total. § o ' o

3. - Methodology of Carrying Out the Study

(1) Current macroeconomic situation in Kyrgyz were studied. In -addition, the Study ..
Team cstablished the contours of the social economic situation in Kyrg'.yz in the
year 2000. These contours will be derived from approximations of Kyrgyz's
population, industrial structure, GDP, balance of payments structure, the number,
size and managerial methods of its cnrporzitions, its employment situation, etc., in
the year 2000. Bascd on this predicted social economic situation, the number of

- financial transactions and payments in the year 2000 were estimated for cach type
of transaction. At the same time, the computer payment system which is the most -
appmpriatc for Kyrgyz will be established,

(2) In collecting lowl data, the Study Team did not stop with not only collcctmg |
official statistics, but also visited relevant ministries and agencnes - prlmanly
NBK, also thc Ministry of Finance, the Ministry of Industry, Mlmstry of
Communication, Goskomstat, Go“.kommvcst ete. - as well as all the commercial
banks and various local corporations, and had thcm all fill out qucstlonnalres



(3) Three seminars that included sfudy and training regarding payment systems were

(4)

held. In so doing, the Study Team were able to survey the opinions of people

involved with local financial and 'pay'mcnt systems. In addition, the Team

conducted technical transfers by means of a demo model of a paymcnt system that

1)

2

3)

used pcrsonal computers
. The study was undertaken by the following approaches:
Work in Japan

~ Analysis of existing materials and collection of related information
.= Preparation for the first workshop

First Field Study

Obtalmng an undcrstandmg of the social & culture aspects of the
background

Dbtammg an understanding of prcqcnt condmons of the economy,
industry & trade '

Obtaining an understanding of regional characteristics & relation of
region

Survey of present conditions of the financial system

Analysis of results of efforts at development of the financial system
Review of development strategy for the financial system

Holding of the first workshop |

First Phase of Analytic Work in Japan

Detcnnmahon of key problems of the financial system

Analysis of constraints & priorities in development of the financial
system

Forecast of the number & scale of financml transactions & settlements
Drafting of a scenario for development strategy for a bank payment
system _ '

Preparation for the First Seminar
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5)

6)

7

Second Field Study

Formulatlon of thc soc10 _cconomic framework L _
Fonnulahon of dcvclopment strategy | for the f‘manc:al systcm -

Formulation of the frdmcwork for the financial system

Formulation of development stratcgy & planning for the bank payment
system N :
Ho]dmg of the First Seminar

Second Phés;: of Analytic Work in Japan

— Formulation of development sirategy & implementation program for the
financial system ' .
— Formulation of the basic program for improvement of the payment
_systcm
- Formulahon of plans & 1mplcmcntat10n programs for thc development
strategy for the financial system, and devclopmcm stratcgy for a payment
systemn using a computer network -

- Prcparation' for the Second Seminar

Third Ficld Study

~ Explanation of & discussion on the draft final report
~ Holding of the Second Seminar -

Third Phase of Analytic Work in Japan

~ Preparation of the Final Report
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Third phase of analytic

Figure 1 _Outline of the Study Work Flow
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ChapterS Present Situation of Kyrgyz Economy and
Establishment of Soclomeconomic Framework
‘with Year 2000

1. Preéént Situation of Kyrgyz Scoﬁomy

~ Inastate of shock incurred by drastic changes in both political and economic sides,
namely "indepcndcﬁct_:"' and "transition to market economy," Kyfgyz economy is
treading the path of deterioration. One major reason of the failure of the "transition to -
market éconorﬁ'y" to produce anticipated effects so far scems to have stemmed largely
from the failure to prowdc the financxai sector’ and system in step with the progrcss of
the market cconomy ' _ '
~Financial sector and system are the kcy infrastructure of the market economy.
Without the provision of the financial sector and system, not only it is not possible to
draw upon the vitality of the market economy, but negative impacts associated with the
market economy may at times be magnified. Price liberalization policy adopted
without adcquate financial infrastructure led to surgmg inflation rates becausc of the
inability to exercise. effective monetary policics. Privatization policy demands -
individual private _cnterpnsc_s to manage their operations by their own responsibility and
at their own risks. Thesc enferprises are expected to procure funds and avoid risk of
insblvency on their own, but in reality they find themselves in a situation where they
cannot hope to conduct adequate business activities due to the lack of liquidity and
uncerfainty of payments associated with the non-provision of the financial sector and
system, This secms to represent one of the major causes of economic deterioration.

2. Future Prospects of Kyrgyz Economy

'Although Kyrgyz economy is facing difficultics at present as mentioned above,
with the pursuit of the strategy for the provision of the financial system which will be
discussed in subsequent chapters, and the construction of reliable and cfficient payment
system-togt:_:ther with the positive effects of other reform policics, there is a good.
possibility: for the republic to overcome present difficulties and achieve high rate of.
cconomic ‘growth unparalleled at any time during the socialist regime.. It is also
possible that the republic will achieve economy of: good quality. There are many
reasons -other than those related directly to cconomic factors for such assessment

including high standards of education. of the people of the répub]ic. Speaking of
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‘economic factors a]onc, we can 1dcnt1fy a largc numbcr of reasons for thc abovc.
positive cxpcctatlons as follows ' ' S '
First rcason is the commltment ()f the Kyrgyz govcmmcnt on transmon to market
economy. Price control and subsidics for most commodities have already been
climinated, allowing market mechanisms to adjust supply and demand. Enterprises arc
permitted to engage in domestic business activities- frccly International trade and
capital transfer are also deregulated. A large numb_cr_ of government enterprises are
being privatized. , . Basic lcgislations essential for_'marl_cet__ é;on‘drny‘ such. as the .
Bankruptcy Law are being promulgated. | o ' _
Secondly, inflation s subsiding, and cxchangc rate of thc Som agamst thc U S. )
dollar is strengthening thanks to an extremely hght monetary policy 1nst1tuted by the
National Bank of Kyrgyzstan (NBK). Monetary stability including that of pnccs and

exchange rates is the key and essential foundation for the sustainable growth of the -

cconomy. Strcngthcnmg of these fOUl]ddthI‘lS is an extremely encouraging factor for_‘ .
Kyrgyz cconomy. : : '
Thirdly, reepondmg favombly to Kyrgyz govemmcnt's aggrcssm: cfforts and |
commitment to reforms, and NBK's prudent monetary policies; international financral_ _
orgamzatlons such as IMF as well as foreign governments, bcgan cxtcndmg dwcrsc.
assistance and aid to the rcpubhc Such support docs not stop at mere financial ald but
includes provision of know-how to spccnﬁc pmjccts also.. :
Fourthly, reflecting the government's and NBK's policics as outlmed abovc and
foreign support, bright signs have begun surfacing in the private sector. Freedom of |
business activitics permitted by "transition to market economy” snmulaicd business
mind among the people of the Kyrgyz Republic. They began to aspirc to make profits
by sclling quality products at reasonable prices. The budding cntrcprcncurshlp among'.
its people is particularly promising for the future of the economy of the republic.
Numerous small- and medium-sized enterprises were established for the pufpoéc of
realizing their aspiration, ‘These enterprises and their activities have not yet been fully
captured by stalisli(‘s, but they have indeed been playing increasingly larger roles in the
cconomy of the republic. Rather than concentrating in a particular industrial sector, the
spheres of activities of these small businesses encompass a wide rang_é ‘of industries
including agricultural products processing. In addition, the services. industry: such as. -

tourism and banking-which were given only an extremely small role in.the socialist ...

cconomy are also devclbp_ing thanks to the "transition to the market economy”. . La:g’é- %
enterprises dating back to the old regime began managing their operations by their own.
responsibility and at their own risks as a result of privatization, :Both managers and -
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employees of these cntcrpriécs are cxpected to make more serious endcavors to supply
quality pi'oducts-at low prices. _

' Finally, implementation of the strategy for the provision of the financial system and
improvement of the payment system which will be discussed ‘in details in subsequent
chapters are expected to have market economy demonstrate its cxcellent mechanisms as -
the most important infrastructure of the Kyrgyz economy during the transition period
toward full-fledged markei economy. Fully provided financial sector will be able to

supply sufficient funds to promising enterprises. Because enhanced payment systém co

will greatly reduce risks of suffering from non-payment for products sold; business
enterprises will be able to market commodities and products to a broad range of
customers including those abroad. In addition, because NBK will be able to utilize
market mechanisms to its advantage in fully provided financial market even when it is
forced to adopt stringent monetary policies to prevent inflation, it will be able to
achieve its objcc'tive of monetary stability without imposing as heavy costs as it had to
©in the past on economic activitics of business enterprises. Needless to say, to
materialize the above—meritioned potential of Kyrgyz ‘economy for development,
diverse reforms which will be described later in the main text will have to be
implemented in addition to the provision of the financial sector. Execution of reforms
will inevitably accompany pain and hardship, but the people of the Kyrgyz Republic
who have a high standard of education and the vigorous spirit of independence will
certainly overcome such difficulties and construct democratic and prosperous economic
socicty. - ' ' '

3. Establishment of Socio-economic Framework with Year 2000 as its
Target Year

We compiled forecasts on the following items which are relevant to the provision
of basic data enabling forecast of iypcs and volume of financial transactions and
payments in the year 2000: ' o

1). Forecast of populatibn and employment, in particular forecast of the number
of people in employment and unemployment rate;
2) Forecast of real and nominal GDP;
3)  Forecast of industrial structure; '
4)  Forecast of the number of busincss: enterprises; and
5)  Forecast of import and export, and the balance of payments.
Forecasts were made by dividing assumptions into Plans A and B. Plan A is



premised on -conservative assumption of potential growth of Kyrgyz economy,.and

foreéaéts that "present economic stégnaﬁon will contimie for some time, and thereafter -

“the cconomy- will head toward- slow recovery.” ~The resultant ﬁgurcs are extremely.

close to :those of the -forecast for the year- 2000 pubhshcd by thc Statc Economlc'
Commitiee in July 1994. : .

~In contrast, Plan B is prcmlscd on the assumptlon that possible economic growth of

thc republic will be translated into reality very smoothly, and forecasts that "Kyrgyz :

economy. will regain its momentum sharply, and the republic-will stage. rapld economic -

growth." Under the Jatter assumption, it is forecasted that in the year 2000 the economy -
will recover to the level of all-time hlgh recorded in- 1990. _ . ‘

See table of companson of socio—economic framework in 1993 and that ‘in 2000
(includmg both _Plans A and B, and the government forecast) as follows.

- Table of Comparison of Socio—¢conomic Framework in 1993 and that in 2000 - |

Unit 1993 _ 2000 _
o PlanA PlanB Government
_ ‘ ' forecast

Population S Thousand = 4,450 4,419 ~ 4,652 . 4,181 -

Working population ~ Thousand = 2,303 - 2,438 . .2,454.- 2,591

Rate of uncmployment % 63 . 100 00 41

Real GDP (at 1992 prices) Mil. som 6767 6904 ~ 1,092.4 780

Nominal GDP . Mil.som 5,720 42,779 70,555 48,680

Industrial structure
Primary indusiry % 211 30-35 30 n.a.
(agriculture) ' S
Secondary industry % 433 30-35 35-40 n.a.
(mining and manufacturing) ' _ :

Tertiary industry . % 29.6 30-40. 30-35 'na,
(services) . - -

Number of enterprises Thousand 322 B4.0 96.3 na.
Agriculiure Thousand 134 345 390  na.

Other than agmuitun, Thousand 189 496 57.3 na..

Total foreign trade Mil. som 4,026 29,945 52,916 36,614 -
Exports Mil.som 1,821 13,475 - 25,047 18,307
Imports Mil. som 2,205 = 16,470 27,869 18,307
Balance of trade Mil.som -384 -2,995 -2,822 0 :

Balance of payments ML $ -132  -224 =725 na.

34



(xopu]) [ (00T = 0661) Xopul 3 21 WimaID 4D [F9Y —0— (%)

0 . §T-
or | N
N 1 oz-
0z Y
¢ o q
\| 1 st
o |
05 + | 1 ot-
o
oL o I
i . N
0 L i €661 2661 1661 0661
................. S R YRS PUUUUOURIG) FOUURPRE IS, NFRFYRY RPN PP URPS S
06 | \

001 L _ 4

3-5

utga [, Aprig A Aq pae[nalea d1e JC16) [RIY] JO XIPUL PUR SIIGRIAN ‘SOSTIRIS U0 DINLUUINT MRS 190In0S

LIS 1L 108 956 001 {001 = D6GT) Xapu]

86t 969 TLL €76 ¥96 - woS N {2661 958G} dAD [PAY

0'€T~ T I ) R A A % Ay PMAID JUO [P
PGET €661 | 7661 T66T 0661

AfeUHIST ~ [emoy

(aouaisjay) OINGNdIH ZADYAM FHL NI SANTHL FLVH HIMOYD ddD Tv3y |-9jgel



Chapter 4 Present Sltuatlon of Fmanclal' System and
Development Strategy L



1.

Chapter 4 Present Situation of Financial Systém
and Development Strategy

Historical Background of Financial Structure

Under the former Sovict Union's financial system, Gosbank was only phc central
‘bank. The Kyrgyz Republic did not have its own central bank, and Gosbank
' opéféted its branch office. Gosbank was solely responsible for curréncy issue’and
' monetary policy in the Soviet Union. In addition, it dlSO dssumcd the function of
' crcdlt allocatlon to all the mdustncs

-~ In Kyrgyz, commercial banks were cstablished in September 1989 and the central

bdnk in Dcccmbcr 1990, to create the original form of the currcnt financial system.
Then through the collapse of the Soviet Union and the mdependcncc of the

'Kyrgyz Republic in August 1991, the Law on the National Bank of Kyrgyzstan

and the Law on the Banks and Banking Activities were enacted in December 1992,
marking the establishment of the current two-tier banking system,

‘Current State of the Financial Management System

The financial management organization of the Kyrgyz Republic consists NBK
that serves as the central bank and Ministry of Finance. NBK takes leadership in
monetary policy and administration.

The Law on National Bank of the Republic of Kyrgyz was enacted and enforced

* on December 12, 1992. Consisting of 7 éhaptcrs and 27 articlcs, the law vests the

central bank with the legal authdri_ty to perform its dutics, and grants it fairly
broad—based' and powerful authority including independence from the bank and
the fields of 'monctary .policy and supervision of commercial banks. While its
institutional framework can be considered to be reasonable in line with the basic
policy related to transition to the market economy, its actual operation and
management are facing and will face many obstacles.
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Current State of Financial Institutions

Commercial banks

As of January 12, 1994, there are 21 commercial banks (179 branches) registered

in the Kyrgyz Republic. 2 banks went out of business thereafter, and 19 banks are
in operation as of August 1, 1994. In-terms of background related to ownership,
 they are classified into 3 major banks that have been privatized from government

financial institutions in the former Soviet Union,'mcdiu'm— and small—s_iz’_cd banks
cstablished after the independence of the republic, and a savings bank which

served as an a national organization to absorb savings in the former Soviet Union.

Thc_ Law on Banks and B_ainking‘ Activities in the "Ky.rgyz Republic was cnact_e,d. on

December 11, 1992, and took cffect on December 12. It consists of 6,éhapters
and 34 _ar.ticlés and stipulates regulations related to the brganization and aétivity_of
domestic banks in é(jnsider_ation to ha_nhony with banking laws in other countries.
While the law grants indcpendcncé to banks, licensing, "Opefatioh and
management under close supervision of NBK. Also, the law clearly endorses
freedom of choice for bank customers and protects their interest, while clearly
defining accountability of banks for their customers. - " |

Insurance companics

Insurance companies are ficensed by National Insurance Supervision Committee.
At present, 20 - 30 of them are operating and most of them are very smali in size.
They arc allowed to scll a varicty of products includihg life insurance, non-life
insurance, and credit insurance, but life and non-Jife insurance businesses are
virtually nonexistence due to little interest in insurance among citizens.

Present Situation and Proble'ms |
Relationship between Financial and Industrial Capitals

In the Kyrgyz Republic, privatization of statc enterprises progresses in the process
of transforming itself to the market cconomy, and many private enterpriscs are
cstablished. Banks are often required to invest in these privatized enterpriscs or
new enterprises because of scrious shortage of domestic savings. At the same
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time, enterprises have incentive to become sharcholders of banks in order to
obtain favorable treatment in loan and credit service. Mutual share holding

between corporations and banks is widely observed, and it is often the case that

major sharcholders of commercial banks are major bank customers.

Banks collect large funds from many cconomic units and invest in diversified
assets. This way, they are expcctéd to improve a level of safety per lending unit.
However, the wide spread mutual share holding of enterprises and banks seen in
Kyrgyz results in insufficient risk spreading in loans, lowering the risk bearing
capacity of banks, The limited risk bearing capacity may limit the choice of
projects financed by banks and thus impede the development of much needed
industries. Thus, the not—at—anns—lcngth relationship between industrial capital
and financial capital and other risk factors should be gradually removed. N

Issues Related to Long-Term Finance

.The country has 19 banks operated under the Bank Law, which are called
. commercial banks. Commercial finance forms a central part of fund operation

business, following the principle of commercial banking. The current state of

banks in Kyrgyz, facing a high liquidity risk, makes it desirable to avoid long~

term funds operation in a fixed form until the banking system reaches a maturing
stage. Thus, the current policy direction to foster the banking system under the
principle of commercial banking matches the current situation of financial and

economic systems.

Clearly, the current banking syétcm following the principle of commercial
banking does not supply sufficient long—term funds that arc indispensable in
building industrial infrastructure,

" Issues Related to Public Fihance :

Previously, guidanée policy finance has been made through refinance loans by
NBK to commercial banks (special purpose credit), but it causes a serious
financial problem as discussed in 4-5 "Current Monetary Policy and Major
Issues” and has been discontinued. Now that government financial institutions are

- all privatized and the refinance loan program is not available, development of an

appropriate instrument to provide guidance policy finance becomes a major issue.
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Issues Rclatcd t_oSmall Business Finance

In the country whcrc funds are in dbsolutc shortagc, pnvatc funds tcnd to ﬂo“ to

- (1) large corporations with a relatlvcly low credit risk, and (2) short-term foans in
-order to avoid the tying- up of funds. Obviously, it is dlfﬁcult fo cxpect smooth’
 fund flow to the development of small businesses.

Current State of Fina_ﬁéi_al,l Capital and Foréign_Exﬁhangc Markets

Since there is no cstablished financial market in Kyrgyz, there in no benchmark
interest rate to determine loan and deposit rates for commermal banks. At present

" NBK's crcdlt auctlon ratcs are used as rcfcrcncc ratcs

Securities Market

The issuance of public bond on a regular basis is limited to 3-month TBs that are
sold through the auction, and no corporate bond is issued. As a result, there is no-
medium- and long-term public and corporate bond market. Similarly, there is no
qccunucs market since sharcs of pnvatlzed state cntcrpnscs has been sold through

prwatc offcrmg

Generally speaking, in any country where private saﬁngs’ remain at a very low
level, savings principally flow into financial assets offering high safety and
liquidity, making it difficult to foster the capital market. Thus, growth of the
capital market in Kyrgyz is not expected in the near future.

Foreign Exchange Markct

Foreign cxchange transactions in Kyrgyz are primarily made through foreign
exchange auctions (Table 4--3), which are hold by NBK to sell foreign current to
cormercial banks and money changers in the form of competitive bidding,

Although intcr-bank trading of foreign currencn:s has been staﬂcd thc volumc of
trade scems fo be less than the auction. ' '
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(8) * Overdraft .

In principie, NBK does not accept oﬁcrdraft for depdsit accounts of comrnc.r_cial
banks. In préctice, however, many banks have accumulated deficits at their NBK
deposits up to the reform in April 1994, which was generally referred to as
overdraft in the country..

- NBK, having recognizing the increasingly deteriorating condition that reaches a
critical stage, adopted at its board of directors' meeting on April 1, 1994, a reform
‘proposal entitled "Restructuring of Overdraft by Commercial Banks" that was
prepared on the basis of IMF's recommendations. "

~ Since the reform plan envisages that the overdraft problem is officially dealt with
by transferring the existing overdrafts to an adjustment account, the following
benefifs to the financial market are expected:

1}  Eliminating the overdrafts helps the price mechanism in the financial -
system o regain its normal funchomng, which has becn distorted by the

penal interest rate.

2)  Effectiveness of NBK's monetary policy measures to control credit supply
through the credit auction will be boosted.

3)  Increased participation by commercial banks in T/B and forcign currency
auctions, previously excluded if they have overdrafts, will revitalize and
unleash these ma_i‘k_ets to full-fledged growth.

4)  Banks will be encouraged to operate in strict accordance with the self-
accountability principle.

" Yet, scveral problems will still remain unsolved. First of all, while the reform

~ plan has'c]imina:tcd the overdraft problem, commercial banks' debt still remain in
thc form of 3- -year loans. For commercial banks which are expected to supply
surpius funds to the moncy. market in the future, repayment requirements should
be taken into consideration as to how they limit fund supply.

Secondly, the present reform cnvisages that NBK's credit supply to commercial
banks will be made solcly through the credit auctions, which cannot be used as an



O

effective means of providing guidance policy finance. - As a result, monetary - -
policy may be intertwined with fiscal policy in a countcrproductlvc way. Further

: c0n51dcrat10n is nccdcd 10 f’ r:d a workablc solutlon for thc potcntlal problcm -

Credit A'u'(':'t'ion. :

Credit auction is used to control the volume of currency or credit in circulation to

. stabilize the local currency and to allocate credit resources to banks. in healthy

- financial  condition. At present, credit: auction is positioned as a temporary

currency. control instrument until open market operation using securities becomes
full-fledged. In reality, it serves as the primary monetary instrument. 2

While credit auction plays a critical role in the. country's monctary- policy. T

' ensure -its effective functioning, a major issue remains; scparation of monetary

(10)

(1)

policy and fiscal policy.

~TB Auction .

“TB auction is conducted by NBK, on the bchalf of the govcmmen‘t to sell

trcasury bills to the public.

The secondary market for TBs is expected to play a leading role in fostering the
short~term money market in the country. At the same time, it is expected to grow

- 1o the sufficient size allowing NBK's open market operation, with TB rates

becoming benchmark rates. Thus, the dcvclopmcnt of TB auction into thc future
TB market is very important from the viewpoint of monetary pollcy

Other NBK Loan and Crcdif

'NBK extended loans called special purposc credit which were discontinued after

January 1994 to commercial banks. ‘This was refinance loans to supply crcdlt to
commercial banks by specifying a borrower for thc purpose of provndmg policy
gmdance finance, estimated 1o account for around 80% of NBK loans.

Commercial banks lent the loan amount to pnvatc enterprises with a 3% margin.
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-Special purposc credit is the remnant of traditional credit allocation to enterprises
under the Gosbank system, and has been criticized- as inflationary by supply a
large amount of credit. -

~IMF recommends that NBK loans should be-extended through credit auction.. If
‘this is done, it is difficult to provide policy guidance finance.

Current State of the Currency System and Major Issues

Although the yalue. of Som has been relatively stabilized in 1994, after the rapid

- fall in 1993, currency stability requires structural adjustments toward the market
economy and to establish and rnain_tai_n_ macrocconomic balance. In particular, the

following fundamental issues _r'clatt_:d to macrocconomic policy - needs to be
addressed and dealt with.

First of all, the government has to control inflation. The rapid increase in the
moncy supply has deteriorated purchasing power of the currency appreciably. ‘In
the short term, the devaluation of Som following the theory of purchasing powar

'parlty seems o cnntrlbute greatly

Secondly, the country has to improve its current account balance by achieving

~macroeconomic stability through the increase in domestic savings and export

promotion. Economic development driven by a combination of excess investment
in the private sector and budget deficits must be balanced by current account
deficits. - It is important to move out of absolute shortage of savings through
economic managcmcnt based on ‘market mechanism and initiatives of the private

' SCCtOr

Current State of Banking Service and Major issues

Deposit Service

| D.eposits form the core of fund raising means of commercial banks. Commercial
- banks in Kyrgyz are handlcappcd by their very weak ability to absorb dcposnts
- from the public, particularly in rural rcglons
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If the bank lacks the ability to absorb deposits cffcctivcly,'and timely, therefore,
- its: capability- of long-term function operation will be deteriorated or liquid risk
rises significantly. - In the former case, investment funds required to construction
or improve industrial infrastructure a're__n'ot supplied to the 'i_ndustri_al community.
~In the latter case, funds saved by individuals flow to liquid assets such as precious
metals, thus used for nonproductive purposes. In a macroeconomic sense, - this
means that the smooth supply of _savings funds to investment opportunities is
impeded, thus preventing sound economic development.

" The apparent Wé’aﬁnesﬁ in depository. function of Kyrgyz banks, in addition to the
' fact that banks have not considered pcrsonal deposits to be an 1mporlant clement
of their business, seems to come from the fact that peoplc have lost mtcrest in
deposits and financial assets duc to the following factors: o

1) Hypcrinflation generates strong preference for physical assets.

2) The personal income level is low enough to keeps personal savings rate in
macroeconomic terms at a very low level.

3)  Most of payment made in daily life is done in césh, so that there is little
- demand for transaction through deposits.

4)  Financial institutions often restrict customers from drawmg their dcposns
duc to the shortage of cash reserves. -

5)  Financial institutions are not trusted by the general public.

Under these bircumétanccs, macroccononiic faétors such aé'inﬂati_on and
income level seem to play a critical role in overcoming the problem at this
stage. Mecanwhile, it is important 1o devise a financial system to attract-
personal deposits when the above factors are gradually impfovcd.

Lending Service

The lack of ability to raise funds results in the chronic shortage of loanable funds.
In addition, most of banks have non=performing funds due to the increase in bad
loans and are not able to meet new loan demand. o



At present, new credit supply has been terminated to stop further increase in bad
loans. Nevertheless, commercial banks arc facing difficulty in meeting demand
for long-term funds because of liquidity risk, so that overdue loans may increase
again in the future, Also, the shortage of loanable funds should be dealt with by
reinforcing the depository function of banks.

Payment Service

Payment service is one of major services provided by banks. At present, payment
transaction service offered by banks in Kyrgyz is limited to fund transfer,
Payment by bills and checks, credit cards, and automatic transfer is rarely

performed. Moreover, fund transfer service seems to remain at a very low level
as seen from frequent occurrence of "vzaimazachet".

The most basic method of payment is cash. In a modem economy, however, it is
increasingly impoitant to allow people to make their payment through his bank
dcposit by using a variety of means, including bills, checks, credit cards,
remittance; and transfer, for smooth paymcnf. To ensure smooth payment
through bank deposits, the following conditions need to be met before hand:

First of all, éonvenibility of bank deposits to currency (legal tender) with
- circulating power grantcd' by law must be accepted by the economic circle and the
society at large. For instance, commercial banks in Kyrgyz are often unable to
meet the request for drawing by their customers due to the shortage of cash
reserves. - Clearly, deposits at these banks are not fully convertible to cash
currcnéy. ‘Furthermore, "vzaimazachet" practiced by commercial banks
significantly damage public confidence. Banks must make efforts to overcome
the problem. '

Secondly, Banks should form an infer-bank transaction network such as a
clearinghouse and a cable remittance system, which serves as infrastructure to
ensure simple and secured transfcr'of deposits. Such infrastructure, together with
" public confidence by meeting . the first condition, creates a social norm that
transfer of deposits is commonly accepted as completion of payment transaction
between the debtor and the creditor (Note). Again, reality is opposite. Delay in

payment seems to be a familiar scene due to physical or technical problems in the



payment transaction system. Thus, the basic and reliable inter-bank transaction
system is called for. R

Credit Creation Capability

Developing the inter~bank transaction system or enbancing’ fund transaction
service through deposits, without relying on cash, is cssential in not only
streamlining payincnt transactions, but also strcngthcning the credit creation
power.of banks dnd promoting investment that is'a primary engine for economlc
growth. . R

The role of banks is by no means limited to the transfer of savings held by surplus
units to investment by deficit units. Rather it creates credit on the basis of savings
by surplus units and multiplies investment funds in the process. To spur
cconomic'dcvclopment in Kyrgyz where savings are in absolute shortage, it is
important to utilize credit creation capability of banks to convergc present as well
as future savings into investment projects.

To xmprovc the credit creation power of banks, first of all, to reinforce the
liquidity creation capability of banks $0 as to ensure that savings of surplus units
“with a high degree of liquidity prcfcrcncc_ are retaincd by the banking industry as
deposits, without diverting to precious metals and other fluidity assets.
Secondly, to improve the setflement system to cnsure that settlement is done by
using deposit currency and funds for scttlement stay in the banking industry in the
form of deposit. Through these measures, credit creation causes the rise in
dcp{)slt yield (&) and the decline in cash holding ratio (c), thus to 1mprove credit
creation power.

Geographical Distribution of Branches

It is now clear that the rise in deposit yicld is directly related to the improved
credit creation power of banks, as much as credit creation aécclcratcs economic
growth. At the same tirﬁc, developing branch networks is an ifnport_ant mg:éns of
achieving the purpose, as important as developing the intcr_~bank_trans;§c_tion
system, because accessibility of cconomic units to the banking system is
proportional to availability of cash currency. o -
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Savings banks and their presence in rural regions seem to be uscful when
considering ‘a desirable way of fostcring a nationwidc nctwork of financial
- institutions in the country. Characteristically, each branch of the savings banks
supervises and incorporates several local units. As of July 1, 1994, there are 379
local units under 55 branches. Local units approved deposit and transter services
only, not handling loans, but they can be used .as basic units to provide
standardized fund transactions by using deposit cdrrcncy. It should be noted,
however, that the savings banks coritract out fund transfer service to other banks,
suggesting that they do not have sufficient transaction systemns. “This should be
carefully checked and taken into consideration in the future plan. "

Future Targets and thé Development Strategy of Financial System

With improvement of the scttlement system, considerable improvement should be

possible regarding many of the problems presently occurring in the financial system.

M)

(2)

Effcct of Backing Up the Transition to a Market Economy

Because of the undeveloped state of the settlement systemn in the Kyrgyz Republic
up to now, it is difficult to have a clear-idea of when fund settlement resulting

- from economic transactions is scheduled to be completed or when it has been
completed, and that has even resulted in vagueness in the sense of responsibility
to meet payment obligations. However, fair competition, the mainstay of the
market economy, is possible only on the basis of trust between the parties to the
transactions that the contracts will be faithfully performed. That being the case,
should the settlement system be improved, thereby lowering the risk of
transactions by making the state of settlement clear and making it possible to
firmly establish business operations based on the concept of responsibility for
one's actions, that should considu_::rably invigorate business activity in the market
economy and stimulate economic recovery.

Making Bank Management Sound

Irﬁprovgment of the settlement systemn will have the effect of disposing of arrears
in settlement and cstéb]ishing a sense of responsibility for one's actions in
‘business management. - In the course of imprbvemcnt-of the settlement sysiem the
former vagueness of failure to meet payment obligations will be dispelled,
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possibly initially resulting in bankrupicies and in "surfacing": of "latent" bad debts

~on the hands of banks. But if that enhances the transparency of bank  assets,

thereby dispelling unnecessary doubts about the soundness of bank management,
it is reasonable to expect that the result will be recovery of trust in banks.

Improvement and Expansion of the Financial Market

Improvcmcni of the financial market and imprdv_cmcr_ﬂ of the settlement system

affect one another. That is to say, not only is__im?roVér_hént of the settiement

_system $0 as 10 make it possible to process a largc:'volu'mc_: of scﬂl¢mcnt

transactions in a short period of time something indispensable as infrastructure for
development of the financial market, but improvement of short-term financial
markets and particularly the inter-bank market accomplishes the function of

- facilitating the day-to—day .fund raising of financial institutions and lowering

liquidity risk, which is an extremely important element in stable operation of the
settlernent system.

Improvement of Deposit Transfer Function

Presently in the Kyrgyz Republic because of lack of development of a commercial
bank scttlement network promissory notes, checks, bank transfers, credit caids
and other means of settlement using bank deposits have not been adequately
developed. As a result the cash/deposit ratio (ratio of cash to deposité) of the

- population is high, and there is an extremely high degree of outflow of funds from

the banking sector, and, as we have scen, that is seriously braking the credit
creating function of banks and hindering expansion of investment. A -basic
condition for economic development is creation of an cnvironment in which the
population can accomplish fund settlement without using cash by urgently

improving the settlement system and enhancing the deposit transfer function of
banks.

Effect of Development of Network of Bank Branches

At the present time the branches of commercial banks in the Kyrgyz chhblic are
located mainly in the provinces of Chui and Osh, and the provincial branches
cover very considerable geographic areas. It is therefore to bc-suppbséd that in
such areas deposit and savings, loan transaction and settlement transaction
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opportunities of the people are probably not at a satisfactory level. Hence the
need to reinforce the network of bank branches, including invigoration of savings
bank branch networks, and booster the deposit transfer function.

6. The Framework of the Financial System to be Established by the
Year 2000 _ '

1) Typcs and Sizes of Financial Institutions
Commercial Banks

In the period of a little more than two years since thc.Kyrgyz Republic became
independent of the former Soviet Union twenty—one commercial banks have been
established there (presently nineteen). - In this chapter saving bank is also included
in'a'commcrc'ia_l bank category, because it has pot_éntia]itics to develop into a large
commercial bank based on accumulation of personal savings in the balance sheet,
which is relatively large, alihough saving bank has not yet becn given a license
upon Banking Law in 1992 as of August 1, 1994, It is reasonable to conclude,
considering the size of the country's cconomy and the volume of its financial
transactions or its statc of market competition, that is alrecady an appmp'riatc
number of banks. Although it also depends on the stance that the NBK takes as
the entity with the power to grant bank licenses, it is safc to assume, considering
. market capacity and other féctors, that the pace of establishmcnf of new banks
will slaékc_n _éonsidcfably in the months and ycars to come.

~ Furthermore, in the future some banks will no doubt choose to merge in order to
enhance their capital power, and it is possible that some will also convert to
financial institutions with the Kinds of roles that are discussed further on,
Accordingly, the present number of about twenty banks can be expected to remain
substantially unchanged considering also the trend with respect to ésiablishmcnt
of new banks. The branches of these banks are projected to be numbered about
500 in year 2000, including local units under the branches of saving bank.

Loﬁ_g—Térm‘ Fiflancing Institutions

Since banks playing a central role‘in the settlement system are expected to operate
on the basis of the principle of commercial banking, besides commercial banks it



is necessary. to consider creation of a financial institution the main business of
which is supply of long-term investment funds. It can be newly established or
result from future specnallzallon of an cxlshng bank or existing banks in long-
term financing opcrauons

Developmeht Bank

In principle, private savings should be channéled to investment by private
financial institutions. However, considering the present state of the economy of
the Kyrgyz Republic, "policy” investment of government funds and foreign aid
funds in industrial areas forming thc basis of economic t_lcvelopmcnt and
industrial arcas in wh_ich_ investment has a relatively. strong multip_]ic_r‘cfféct is of
great impbrtanca. There are too many problems in ha_iving that écc0mp1i5hed in
the form of supply of é_rcdit to the private scctor by the NBK, partiéularly
considering past experience with "Spccialmpurposé" crqd'it, and he_née the nc'cd to
establish: a public financial institution that can function as a g(_)ycrnr.ﬁcnt _ﬂnan.cc
policy institution. | D

System for Supplementatmn of Credit F‘umished by Financlal Institutions
Catering to Small and Medium-Size Enterprises

Although it is desirable that the private small and medium-=size 'entcrpriscs that
have started to be established with transition to a market cconomy receive
financial support, it is very likely that in actual practice the available funds will
go mostly to former State enterprises and other large firms characterized by
 relatively small credit risk. That being the case, it would appear to be necessary
to devisc institutional means of encouraging some pn'%ite financial institutions to
actively engage in financing of small and mediumi-size cnterprises such‘.as |
providing them with some kind of incentives to do so.

Consideration should be given to a system for supplemeéntation of credit to small
and medium-sized cnterprises as such an incentive to provide them with
financing. Such a system should, in pr'inciplc, be established by a public
institution, but it might be a good idea for the users of t'hé"sj"stct'n too, .'ie._
industry and private financial institutions, to contribute their share of funds to the
system from the viewpoint of avmdmg occurrence of "moral hazard."
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- Deposit Insurance System

_ Déposit attraction ca;llelci_ty_'of banks in the Kyrgyz Republic is extremely weak,

one of the reasons being the fact that confidence in financial institutions there is
low. That being the case, from the viewpoint of fostering greater confidence in

~ financial institutions and deposit transactions on the part of ‘the population it is

necessary to consider crcatlon of a dcposn insurance system. In that connection
the country has alrcady itself started studies with a view to establishment of such
a system. However, in establishment and operation of such a system one must

' always bear in mind the difficult problem of occurrence of "moral hazard” in

connection w_ith deposit insurance, as is clear from the example of the United

_ States in recent years.

Fin_anéial, Capital and Foreign Ekchangc Markets and Their Size

i lnter—bank Market

In order to promote formation and development of an inter-bank market it is

advisable to improve the environment for providers of funds.

It is necessary to abate inflation in order for providers of funds on the inter-bank

systemn not to suffer prejudice.

Secondly, it is desirable that there be a situation in which it is possible for
financial institutions that are normally (or net) takers of funds to be providers of

“funds in the case of temporary fund raising. If borrowing from the NBK is

reduced as a result of implementation of reforms such as transfer of policy

financing to government financial institutions, there will be leeway for

commercial banks to be providers of funds at times depending on day—to-day
change in their fund positions in order to put temporarily spare funds to use.

Thirdly and more basicaily, it is desirable for the sake of development of the
intcrébank- market that financial institutions be fostered that arc capable of
cffectwcly absorbing and accumulating funds of individuals dnd that therefore can
act as stable fund prov:dcrs on the mter-bank market.
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The main function of the inter—bank market is to adjust temporary fund surp_luscs
and shortages and make it possible for the banking sector as a whole to make
efficient use of funds. It is necessary that facilitation of adjustment of fund
'surpluscs and shortagcs be accomplished in the form of ﬁnahty of paymcnt with
minimum time lag in settlement between banks.  In this conncctlon plans will be
‘formulated for improvement of the inter—bank fund transactlon seftlement system
" as the main task of the planmng by lhlS Study Tcam for 1mprovcmcnt of the
| scttiemcni systcm ' : : o

' 'Lct us conSIdcr how. the scale of the inter—bank matket can bc cxpccted 0 change
in the cummg years taking into account the factors mentionied above. ‘First of all,
the inter—bank fund transaction market is expected to get started in 1995. After
1995 the fund transactions market is cxpcctcd to gradually expand u to the turn of
the ccntury Specifically, its scale on’ a balance base is expected to be about 1% =
of the anticipated lending balance of banks in the period 1995-- 1997 and about
2% in the period 1998-2000, when greater progrcss is made in unprovemcnt of
the financial and settiement systems. In terms of percentage of nominal GDP it is
expected to be about 0.2% in 1995-1997 and 0.5-0.6% in 1998--20(). -

T/B Negotiation Market

It would scem that it will be necessary to improve the T/B issue and trading
markets from the following viewpoints:

1) In order to facilitate issue of T/B's for the purpose of covering government
spending deficits.

2)  In order to make it posslb]c to carry out open market opcrahons on thc T/B
market as a mcans of financial adjustment by the NBK '

3) Increase of T/B necds, for cxample as sccurity in case of recognition of
NBK corrcspondcnt account overdrafts in the settlement system. -

The T/B trading mdrkct is expected to undergo full- ﬁedged formatlon stdrtmg in
1995 because with a widening deficit in the gcncral balance of govemment
spending and income and progress in 1mprovcmcnt of the issue market by the



- government, the volume of T/B issues is expected to increase, bringing the issued
balance to a level that will make formation of a trading market possible.

It is expected to increase to a scale of about (1.70% of nominal DGP by 1997 and

1.43% by the year 2000 on a balance basis. The volume of trading is also

- expected to trend upward as the trading turnover rate gradually rises during that
period. ' -

" Foreign Exchange Market

Both the market balance and the volume of trade of the foreign exchange market
are expected to gradually increase u to the year 2000 on account of the following
factors and increase in the volume of transactions on the inter-bank market as a
result thereof. - '

1)  Rise.in the percentage of total trade volume represented by trade with non—
CIS countries.

2)  Start in earnest of provision of assistance by non~ CIS countries in the form
of funds and technology beginning in 1994,

3) _. Gradual increase in direct investment from abroad starting in 1996.
Stock Trading Market

"Prcscht.-Situat_ion and Their Effect of Economic Stabilization and Structural
Reform Poiiciéé,-" ‘the State Property Fund (SPF),.lhc committee in charge of
privatization, is consideririg commencement of allocation of pr_ivatization
vouchers 1o the population.

Since stock trading needs are expected to rise sharply as a large number of people
come to acquire stock of privatized former State enterprises through voucher
auctions, it will become necessary to organize a stock trading market.
Consideration is already being given to establishment of a securities exchange,
but in that connection it will be necessary to overcome cerfain difficulties,
including the need to determine whether or not such a securities exchange will be
able to pay its own way. It will also be important to establish rules for it to ensure

transparency of price formation and publication of necessary information as well
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"as establishment of the principle of . responsibility of investors: for their own
actions on the basis of such transparency and publication. Smcc the country ‘is
still in transition toward a market economy, it will be necessary to pay particular
: attentmn to that so as not to give rise to trouble in securities trading, '

. Monetary - Policy and  Governmeni Administrative . Supervision Over.
Financial Institutions

Let us now take a general look at what the statc of monctary pollcy and
govcmmcnt admlmstrat:vc supervision over financial 1nshtut10ns can be cxpected
to be by the year 2000. In monetary policy the NBK will be maintaining its tight
stance, 'and broad money supply will continue to take place at a ratc somewhat
lower than the rate of growth in nominal GDP. The reserve rate required of banks
will be being lowered in steps under the policy of cnhancing their capécity to
create credit.,  Furthermore, in connection with lowering of the bank
reserves/deposits ratio because of fall the ratio of cash on hand of enterprises and
households to deposits, the credit creating capacity of banks will have recovered
to about the level that it was at in 1992, |

Credit auctions will still be the main tool of monetary policy, but since policy
financing . ("special-purpose” credits) of large enterprises by the NBK and
commercial banks will have been improved by. having it accomplished by
government financial institutions instcad, credit auctions, which are a monetary
policy tool uti]izing NBK loans, will have become more effective. Furthermore,
since the scale of the T/B trading market will have cxpdndcd although only

gradudlly, the possibility of mrrymg out opcn markct opcrdtlons utlhzmg that
market will have increased. ' ' '
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Chapter 5 Present Situatlon of the Payment System in the Kyrgyz

Republic and Plans on improvement of the Computerized
Network Systems for the Payment Syst_em '

1. Participants in t:he'_'Pay'ment Sys_t_em

_The banking system of the Kyrgyz Republic has two levels, the National Bank of

Kyrgyzstan, that is the central bank, and commercial banks authorized to operate on the

basis of the Banking Law. Each of thesc banks participates in the payment systems |

together with companics,‘ individuals and other users of banking services in the country.

(1) NBK

The fo_liowing four departments are specifically involved in payment activitics,

1)

2)

3)

Accounting Reporting Department

(a)

(b)

Organization of Accounting Division

~ Here, in addition to balances obtained for each commercial bank

based on data collected from the banks, each bank's balance with the
central bank is obtained.

Organization of Inter-bank Settlement

Originally, it processed documents related to inter—republic
settlements. The scope of its activity was in the past limited to
Ruble-denominated debts carried forward from the USSR era.

Inter—State Settlements Division

This division is in charge of payments to and from Kyrgyz and the 14 CIS

nations. It undertakes settlements for inter—state transactions.

Information System Department

In June 24, 1994 NBK décidcd to re-name Automation Division to
Information System Department and to enhance and re—organize its
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functions. Major function of the dmsnons is to cstabhsh and construct |
opcrauonal structure and proccss of NBK and has objechves 10 promotc for

. Taising productmty by automization of the proccss Among those divisions,

Perspective Pr()]cct Division is in rcsponsmlc for payment systcms planning
including establishment of a clearing house and improvement plan of
computerized payment systems which'is a joint work with the JICA Study

. Team,

(2) Commcfci;il Banks |

As of July 1st, 1994, the Kyrgyz Republic has 19 commercial banks.

Corporations and Individuals

Corporations and individuals arc the users of the payments services.

Other Parties Related to the Payments System

1

2)

Computer Centers

There are two computer centers, in Bishkek and Osh, that are independent
companics affiliated with NBK.

RKC and Rashotonaya Parata

On May 1, 1993, NBK started to usc a new payments system. This was

bascd on a recommendation by the IMF. The new sys't'cm had the following
four major featurcs.

(a) The payment process which went through the RKCs were abolished,
and there was no longer intervention by NBK, '

(b) Intra-bank payments were made entirely within the bank.

(c) Inter-bank - payments were done directly, through usc . of
correspondent accounts, ' '

(d} Amounts pending settlement were reviewed on a daily basis,



ey

@)

€)

4)

The small banks formed an association, the Rashotonaya Parata, where the
three major banks could open correspondent accounts for common use in
connection with the small banks,

Types ¢f Payment and Number of Payments
Transactions at NBK Head Officc_ and Branches of NBK

Branches of NBK send of receive cash through the Chui Cash Distribution Center
(in the Chui region) to and from commercial banks in the region. ~A
correspondent account is opened by the commercial banks only at the head office
of NBK; no payments are done at NBK branches. '

Inter-bank Transactions

The inter—bank market is still under developing stage. However, when reviewing
background of those individual transactions there seems to exist some transactions

which are refated to inter—bank transactions market. The Study Team were not

able to verify the amount of those transactions. Usually, those transaction
settlements are being made in the following manner,

1)  Using the Reserve Fund of NBK

2)  Using Correspondent accounts in Commercial Banks

3)  Using Corespondent accounts in Rashotoya Parata
Transactions With Customers

A customer must have an account at a bank to remit funds through the bank.
Many commercial banks require that a minimum balance of 2-5,000 Som is
maintained in an account.

Volume Handled by the Chui Computer Center

With regard to Chui, the region of Kyrgyz that handles the greatest number of
documents, half of the republic's total, the study team was able to obtain data on
document volume from NBK Computer Center. In 1989, 8,860,000 documents



were handled. The number fell to about half of that, 4,700,000, in 1990, however,

- and failed to recover thereafter. The number haﬁdlcd in 1993 was somecwhat

&)

(6)

_-under 3,000,000.

. With the cooperation of the commercial banks, NBK |mplemcnted a questmnnalrc

survey on the payment systcm durmg autumn, 1993, In it was an item on the
number of payments made per destination, The data for these banks was shown
as a matrix of the daily volume of payments to six regions. It shows that the

relative importance of payments made to Chui recipients and can be considered
that almost 40% of the payment is concentrated Chui region.

Processing Fee

The concept and methodology taken by cach bank, it could be ciassufied mto 5 _
fol]owmg methods:

1) To multiply constant charging rate (0.1 to 0.4 %) to the total amount
transferred per account per month. o

2)  To sct certain amount whxch varies from .5 Som to 4.0 Som pcr payment
instruction.

3) o fix certain amount of monthly charge (e.g. 75 Som) per account.

4)  Combination of above 1. and 2., but to set minimum amount 75 Som. And

to calculate bases on above 1. if the chargc excceded the minimum anoint,

5)  To charge none, but the customer deposit minimum amount of dcpoelt per
account, '

At present many banks are fending to accept above mcthod 5 that is sct minimum
amount to be kept in a payment account. ' '

Major Payment Systems
1) NBK Computer Center (C.C.)

- The Center functions as a central office for intra—province payments and a
computer burcau for private financial institutions, and provides the
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3)

foltowing services to head and branch otfices of banks in connection with
remission and receipt of payments.

(a) Calculation and reporting of balances between banks and branches,

~(b) Reports on changes in customer account balances, calculation of the

balance and reports.

(¢) Calculation and reporting of the balance in correspondent deposit

between the three major banks and the Rashotonaya Parata.

(d) Calculation and reporting of the balance between small commercial
banks within the Rashotonaya Parata (Same function as above 3.)

(e) Processing of documents at the rate of 10,000/day

The Center's cqui_prhcnt and facilities, however, are out of date and may not

be adequate for the tasks ahead.

Cash

Cash is still preferred as a means of settlement among individuals as well as

corporations, because the delay in improvement of the payment system and

‘a low level of confidence in the banks has kept the number of pcrsons

holding deposit accounts down.

Deposits

There are three types of deposit account: 1) demand deposits (primarily for
liquid assets of individuals, 2) current deposits, used by corporations for
payment purposes, and 3) term deposits, used by both individuals and
companies.

Some banks have adopted use of personal computers for deposit and

withdrawal entrlcs and provide accountmg mformahon for accouniing

systcm use in the form of a diskette. CDs, ATMs, and bank cards (cash
cards) are not. bcmg uscd yel at present, '



Q)

(8)

Intra~-bank Payment Systcm

The computer centers in the past had performed centralized _bﬁéihcss functions

and calculations for all banks, and since it has an intimate 'r"clati_on' to the nation's
payment system, it is considered impossible to completely eliminate its role in

intra~bank paymcnts in a short time. Therefore, Kyrgyz's payments system in the

actual processes involved does not now make a d:stmchon between intra~bank
and mter—-bank payments

The Kyrgyzstah Bank and some of the more advanced banks, having developed
their own payment systems, are interested in ending the use of a computer center.

.Many of the banks that Jack such systems, however, have no chmcc but to

continue usmg the computer centers for important services. |

Some banks arc using personal computers for input of requests for paymcni and
- account management simultaneously, but there arc no banks that have an on-line

system linking all branches to the head office. Even at the banks that have
relatively advanced procedures, data is accumulated and undergoes batch
processing. -

Even in the same bank, however, it is not necessarily thcrcasc' that all branches are
part of the system; there arc many banks that have not been able to standardize
procedurcs.

Inter--bank Payment System

Computer Centers operated by NBK in Chui and Osh at present perform a vital
role in operation of the payment system betwcen banks through their centralized
information processing and calculation scrvices.

1)  Establishment of Rashotonaya Parata (RP)

With regard to the threc major banks, the RP is in cffect as if alt smaller
commercial banks were one as far as payments are concerned, That is, each
participating bank has an account and thc Rashotonaya Parata acts as a
correspondent with other partics for payment transactions.



. The Rashotonaya Parata also functions as a common information processing
center for small and medium-sized banks, including not only processing
made within Chui but also processing of transactions made from the
branches of small and medium-sized local banks.

The Rashotonaya Parata has the following characteristics.

- It simplifics the transmission of information in comparison to the

situation when payments arc made by means of correspondent accounts.

" Banks participating in the Rashotonaya Parata have only to send payment
information. All that they have to do is to send payment information to
the receiving bank the document for conformance and the former's copy.

- Participating banks do not have to maintain a blanche in correspondent
accounts with cach other. This makes it possible to reduce the amount of
funds required to do business. '

The Rashotonaya Parata faces the following issues.

- According to the Rashotonaya Parata's charter, cach participating bank is
to subscribe to it (5,000 Som). At present, the subscription funds amount
to 15,000 Som, far below the 60,000 required by the charter.

-~ There is no guarantce that payment can be made with the finality of
payment by NBK. This is because if a participating bank has a shoﬂagc
of money, and other participants can not cover that shortfall, there is a
danger that the system will break down.

(9)  Crossborder Payments System

There are two fundamentally different forms of crossborder (inter-bank) payment
systems in use in Kyrgyz. One is the use of correspondent agreements, which is
comtnon among private financial institutions in the industrially advanced nations,
The second is payment by means of the correspondent arrangement among central
banks of the CIS nations. - |

New systems for settlement arc being reviewed in order to ensure the maintenance
and development of trading among FSU countries. Particularly promising is the

- 5-7



proposal fo sct up an Interstate Bank (ISB) fo permit a plur'alistic ‘settlement

- mechanismi, N

(10)

Other Payment Systems

In Kyrgyz at the present time, commercial bills are not.in general use. The check
clearing system is not well developed and there is no central clearing institution.

_ .Crcdi_t cards and prepaid .c.ards‘do not now cxist_ih:Ky_rg_yz.

There have been no efforts to date to introduce clectronic banking such as home

M

banking.

Present Situation of Computer Payment System
Coﬁputér Center

Computer payment systems which are under actual operation in Kyrgyz at present
arc NBK Computer Centers located in both Bishkek and Osh. Both centers are
involved in deposit and account processing services for head and branch offices of
banks. From the technical point of view of methods, Computer Centers do data
entry and data transfer for the head branches of commercial banks as the user.
These methods are as follows: |

~ Input by teletype terminal and transmit by telegraph circuit
- Input by users PC and send files via RP

~ Carry in paper documents to CC and request data entry service

Receiving methods of output as well, there are three methods 'inCIUding 1) via
telegraph circuits, 2) file transfer on PCs, and 3) hard copies which are printed out.

To respond above methods, both C()mputcr Centers and RP ha-vc_ fdi]oWing
facililics:_ . N .

~ Circuit concentrator of telegraph circuit and data distribution system . -

"~ Data distribution system by file transfer on PCand RP

- MT conversion system from PC at RP

5-8
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~ Line printer with medium speed

Using these methods (data collection and distribution system, host systems do

* accounting data processing and then as a result of debit and credit operation, both

customer transfers and inter-bank transfer have been processed. Both Computer

Centers processing the day's data up io the next day moming, however, since

these systems are old types of equipment (1960's) operation of hardware and
software are facing difficultics in operation.

Present conditions of computer systems for transfer processing among the
commercial banks

Most commercial banks have installed PCs for automation of processing, Most
are old type modcl and use for very primitive type of processing  methods
including receiving of balances and calculation of payment/receivers of account.
Also the use of PCs are not for instantancous processing in the front office but
batch processing in the back office support,

For improvement of these systems, commercial banks tend to use PCs for the

branch level accounting processing which runs on PCs as a banking system, This
system is called "Operation Day" and runs on high performance PCs with thc set
of communication function. This system covers most operations within a branch
of bank. Using these functions of the system, both commercial banks and NBK
are exchanging accounting information and monctary exchange information.
NBK is installing a sct of PC as a communication system for these information

‘exchange services to the commercial banks,

Points for improvement of the payment system

'As one of the major functions of Operation Day, there is an input function for

transfer request, and it makes it possible to fransfer remittance information to
outside. It is casy to understand that the data entry using the system is becoming

“very good conditions for users (commercial banks). Therefore, it becomes a very

secure and fast method for collection of information using this system to improve
the payment system. Both penetration of Operation Day and development of data
interface to external system is the key point of the build—up of the new payment
systems in Kyrgyz. '
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Present Problems of the Payment System
Conditions of Delay in the Payfnént |

The duration requircd until payment is received, as the study team determined

‘through discussions at companies and analysis of questionnaire responses, is as

follows, When the recipicnt is within the same region (province) as the remitter
of payments, payment is reccived normally in between 2 to 3 days it is sent, but in
some cases more than one week are required. The payment period ranges from 7
days to as long as 10 days but when funds are to be sent fo provinbiai cities such
as Bishkek or Naryn, in some cases more than a month is réquired. In the case of
CIS nations from two months to three months is required, and when it is a non-
CIS country that is involved, from onc weeks to two weeks are neceded,

'Evidently the bai_:kgn_'_\und factors | causing delays are the large volume of

paperwork that must be done owing to lagging of systematization, a lohg period
of time that is needed for business procedures, and existence of an inadequately—
developed telecommunications network. Further, apart from problems related to
computer systéms, it is believed that the decline of ih_c real economy during the
phasc of transition to a market cconomy, by worsening conditions for
procurement of funds, as well as inadequacies in the services secfor that have their
roots in the socialist economy of the past, is a cause of delay.

Lagging systematization

The level of systematization at any given commercial bank is not very high.
Systematization has not progressed beyond the level of systematization for
discrete business procedures and there are no comprehensive systems in place.

The greatest problem from the standpoint_ of delays in or prolongation of the

~ payment period, ncvcﬂhclcss, is the method of processing work. In general there

are no on-line real-time systems; batch processing is used and this imposes a
limit to what can be done to speed up work. As the reason for n_oi adopting on- |
line real-time systems, which there are some technical problems; the i.t_ladc_quale
statc of development of the telecommunications syétcm is considered 1o be the
greatest bottleneck. '
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Deterioration of fund procurement by banks

According to the results of discussions and the questionnaire, it is judged that as a
result of deferioration of the real ccononiy and deterioration of the banks'
posmons (ovcrdrafts) rcsultmg from it, that there are some cases of deliberate
cff()rts bcmg made to counter the problem of a shortage of funds by delaying the
transfer of money.

It may be thought that the problem of lack of awareness regarding a swifi
payment remission service, compriscs a man-made factor in the background for
delays in completion of the payment process. With regard to the people as a
whole, 10 be inadequately oriented toward providing satisfying service to
customers, and it can not be denied that this is hampering cfforts to makc a necat
transition to a market economy..

‘Complexity of the payment system

The flow and procedures differ according to the combination of destination, typc
of paying party and region (Chui, Osh, or another), and according to whether a
Computer Center is involved, the Rashotonaya Parata is involved, a "regional

" coordinating branch” is involved, a bank head office is involved, and cvcrythmg

could vary also according to the specific bank making the payment,

The Kyrgyz Republic's payment system at present has a major problem that is
NBK does not guarantee the finality of a given payment. Tt is extremely
important for the central bank, to enforce the means of settlement _With finality to
avoid from the various payment risks. Paymecnt risks and the nceessity for NBK's
settlement with finality are bricfly described hereunder.



(a) In the case when the net position is negative owing to a
Credit risk | bank is inability to make payment, a loss is incurred in
the net positions at the bank- havmg a positive position
relative to the first,

®) . .| A temporary disturbancé that diérupts fund planning

Liquidity | arises when for whatever reason expected funds can not
risk be received. If suitable measures arc taken, an ultimate
loss can be avoided, unlike the case of credit risk.
(c) This is the risk that ¢ither credit or liquidity risk spreads
- Systemic | like a chain rcaction, to a large number of system
risk participants.

(5) Problems of the participants in the payment system -

0

2

3)

NBK

NBK, properly, should be provided with far-ranging powers of supervision
and ovcfsight of financial institutions, as an administrative agency of the
government, however, NBK has to continue for its contribution to-the
development of both financial and payment systems in the country, NBK
has following problems. That is to avoid risk occurrence in payment
systems NB does not supply payment systems with finality mcludmg
creditability function as the central bank,

Computer Center

The Computer Centers have the following problems,

- Because the computer cquipment is antiquated, it is not capable of
handling the increased volumes expected in the future.

- Because the software used is obsolete, the centers cannot provide the
services desired by their custorners (e.g., addition of more account
items, or more detailed service).

Rashotonaya Parata (RP)

The Rashotonaya Parata, that is an indcpendent body, provides benefits
through simplification of the transmission of information, reducing the -



-amount .of money needed for payments and improving the cfficiency of
payments between participating institutions, but also has the following
problems. ' '

- Becausc of the capital base is insufficient, its organizational basis is
weak and if there is a shortage of funds at onc of the participating
institutions, it is 'possible that the Rashotonaya Parata could
cxpericncd a functional breakdown.

- The finality of a transaction such as where the NBK is an intermediary
~ is missing. To the exterit that a participating institution docs not
experience a shorlage of furids, the Rashotonaya Parata can function
- efficiently, but one failure resulting in a shortage of funds, unless this
" canbe covered by another institution, has the danger of easily leading
to destruction of the Rashotonaya Parata.

- The three major banks are not participating, and there arc limitations
' ‘asto who can participate. Further, the only region recciving support
is Chui. ' '

4)  Commercial Banks

There are some banks that are relatively advanced with regard to their own
systematization, but in general the commercial banks have the following

problems,

—~  Rcmission of funds (except in Chui and Osh) requires paperwork (in
' some cases telex is used) and this is wasteful. '

- The banks' éomputér systematizations is in the initial stag;:.
- - Retention and education of personnel is not adequate.
(6) Rc.vi,ew of Development Strategy and Planning for ﬁank Payment Systéms
1) Paymcﬁt system for Improvément of the Clearinghbusc

The Parliament took up the improvement of the payment system as an issuc
of payment system, and at a mecting of the directors of NBK in December a
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decision was made to improve the system. On the basis of this decision, a
iclcannghousc project has been begun and is being promoied pnncxpally by
the Information Systems Dcpartmcnt of the NBK.

' Modcmlzatlon of NBK's Accountmg

~In Dcccmber 1994 NBK wﬂI convert t0 use of a new- accounting

system, acting on the advice of the IMF, 1t bcgms_to use the same

accounting items as generally used in the Western nations.

Commercial banks, nevertheless, still arrive at their balances by use of '
: jtht_:_ system adopted during _t.hc_Sovict Union period. There is a plan
for _suppoﬂ by the World Bank for a change in the accounting and
_ intéma_l audit methods at commercial b_anks,' and change of the

accounting system is certain to be realized.

In accordance with the above, it is necessary to proceed with review
and revision.of the payments system on the basis of the assumption
that the internal systems of the commiercial banks will be changed.

Improvement of the computer at the NBK Computer Center

The old computer now in use at the central bank's Computer Center
must be replaced with a new one and in July, 1994.th‘is is expected to
be realized as part of the Clearinghouse project, on the basis of
support plan for which the EBRD carried out a feasibility study.

Formulation of 'Development. Stratégy for the Payrhént System and
Determination of the Policy for Improvement of the Payment

Systems

Making the Systems Conceptually Independent . of  Each Other, To Assure -
Maximum Capability of Future Expansion |

Thc payments system that is to be planncd will be central to Kyrgyzs paymcnl
systems, and it is hoped that it will be provided the foundatlon for gradual
cxpansion over time in keeping with change in rcqu;rcmcm_s made of it. The
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_target year of this study is 2000 but it is expected that expanswn and
: 1mprovcmcnt will certainly continue after that year.

- It'is necessary to havc assurance that the system has the flexibility for expansion
~ and modification so as 1o accommodate factors that are indeterminable at the time

of planning, and to do so without creatmg problems that might affect the system
as a whole.

* It is thought that the major tasks will be the following.

' Name of system ' Function of system
1| Inter~bank paymenis ' Transfers to/from reserve accounts at
(here called NBK-NET) ' the central bank to exccute inter-bank

payment transactions

2| Customer transfers to other banks | Transfer of funds, relatively small scale

(here called Kyrgyz Fund and large volume from customer
“Transfer System = KFTS) accounts to designated accounts at
i other banks
3| Joint-use system Depositing of funds transferred by -
(here called Kyrgyz Co- - others into customer accounts, and
‘Operative Banking Systemn = support for own account management

KCBS)

Indcpcndeﬁcc of Communication Functions from Applicatibns

In formulation of plans for improvement of the payments systems, in view of the
reality that the telecommunications system is a limiting factor of great importance,
it is indispensable to proceed with a constantly updated vision of what that system
will be and what it actually is at the present time, so as to be able to sclect the
optimum mecasures. Thus, at the time of planning, the telecommunications system
should not be assumed to havc a fixed nature, and there should be assurance that

- improvements in the syst'em being planned can be made in keeping with future
. improvements in the telecommunications system. Thus, it will be possible to

‘adopt the most effective and safest technical measures in accordance with the
. conditions that exist from time to time, while rational expectations rcgardi'ng the
~_ultimate, future nature of the system are also up to date and effectively employed

in planning,.
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The communications function, that can be called the core of a payments system
cmpldying a computer network, in addition to being independent of the business

functions of the system, must be capable of being readily 1mprovcd without any.

consideration of or. impact- on -business- task performance . as' changed by

- improvement and expansion of the telecommunications network:"

Functional Scpération of thc Central Systems and Regional Systems -

It is nccessary to design on the basis of ,ezich‘ region having [its _own

communication system. That is, it is thbught to be desirable that not only with -
regard to the communications area but with regard to business work function as
well that in addition to provxdlng a central function. there is to be functlomng'
based on the unit of the rcglon

Ou_ﬂook for the Principlc of Com.pctition, in the Intra—bank System

The Kyrg}rz Co~-Operative Banking System is one of the three operation systems.

The reason for this is the recognition that whilst increasing the savings of
individuals and improving deposit transfer function are cxtrcmély important from
the view of the national economy, ‘and while being aware of studies of planmng of
individual banks' improvements, it is cxtremcly :mportant as a matter of ndtlonal
policy for this to be included in the planning of improvement of the paymcnt
system. It is proposed that only the minimum needed for promoting the smooth
working of financial policy is to be provided in the operating functions of the
banks. (Sec Figure 7-8 in Appendices) |

Diversification of Payment Methods, and the Payment System
1)  Improvement of I_nter—bank Market Transactions

Foremost in the desired items would be the supply of a means for inter—
bank payments, as it is necessary for improvement of the inter—bank market .
for there to be supply of a mcans of making payments of funds as inter—
bank transactions.  For there to bc sound bank: management it is
indispensable- that there be smoother raising and managcmcnt of funds and
it is particularly desirable for there to be smooth operation of the mtcr-bank
short-term money market. '
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It is basic to cverything for there to be recognition of the importance of
providing a mcans of payment so that an inter-bank market can function,
and that such means is developed at an early stage.-

Improvement of Efficiency in Banking Busincss for Individuals' Accounts

It has been observed that one key for the improvement of the function of

credit creation in the Kyrgyz banking sector will be the increase in use of
bank deposit accounts by individuals. For that increase to take place it is
essential to create an organization that is capable of improving the

efficiency of bank business related to individuals' deposit accounts,

including the swift, efficient processing of small-scale transactions in great
quantities. ‘This means that it is hoped for a relatively carly cstablishment of
a system in support of deposit-taking business.

Introduction of payfoll transfers

It has been observed that one another key for improvement of the function
of credit creation in the Kyrgyz banking scctor will be the improvcmcnt of
deposit transfer function. It is important, from the view of increasing
creation of creditability of banking sectors in Kyrgyz, to install and
enhance account transfer system. At the same time, if the objective of
increasing the use .of individual deposit accounts is adopted, it is then
necessary 10 seek to improve the efficiency of deposit-account-related
scrvices,.'and to improve the "pipe” that supplies funds to the accounts.
Depoéit accounts became familiar to the ordinary person only when they are
used as a means of receiving wages or salaries (or pension payments), by
automatic transfer.. Earning a wage or salary often will be the initial
incentive - for opening an account. In that sense, the start of automatic
payment of wages and salaries into bank accounts is quite important.

Expansion of Use of Automatic Transfers

Contrasting to the 'supply’ function in the form of automated payments of
cash and pension money into deposit accounts, automatic transfers from

those accounts, of the recurring, most common types of payments, such as
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utility service charges and rent, would be a valuable way to increase the
importance of accounts,

Introduction of Automatic Teller Machines

‘Together with the introduction of automatic. transfer of pay through
~improvement of the "supply pipe" feeding the individuals' deposit accounts,

it is indispensable that the account holders be enabled to make withdrawals
with a suitable degree of convénience. g

~ Provision of such withdrawal service through automatic teller machines
- (ATMs) should be started about the same time as automatic pay  transfers.

With regard to ATM service, it is not necessary to think in terms of
providing uniform service thtoughout the nation, with all banks linked
through a jointly-operated ATM system.

It is believed that the suitable method would be to provide only basic
services such as withdrawals from demand accounts held by individuals,
and to seek to provide good .quality service and obtain broad understanding
of the merits of the system. N -

~ Supply of Network Scrvices

It is advisable to give some thought to whether so-called "network service”
or deposits and withdrawals at remote (i.e., other) branches can be handled
as one of the services provided to individual account holders,

In Kyrgyz, economic activities have generally developed with the region as
the basic unit. Movements from one to another state, in overall perspective,
are not numerous. Thinking on the basis of the present conditions, it will be
observed that network service for an entire state is not ncccharily a large-
scale undertaking.

The Potential of Electronic Banking (Especially Firm Banking)

There are two reasons for not thinking of starting clectronic banking service
~- that permits customers 1o do banking business directly, by means of a
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telecommunications link between the customer's office computer and the
bank's computer —— before 2000.

First, there is a strong possibility too that the banks will not have a
sufficient number of companies as stable customers to justify this scrvice.
Hence, it is thought desirable to wait until there is a good customer base
before proceeding. ' '

Second, it will be nécessary to achicve improvements in both the level of
the computer installation ratc at banks and bank customers (including
potential customers).

Overdrafts of Individuals' A'cct)unts a

It is necessary to improve arrangements so that when automatic pay and
pension money transfers to, and automatic withdrawals from, individuals'

accounts begin, the automated systems are capable to handling the work

load.

Cases when a withdrawal from an account can not be made, would be when,
as in the case of payments to.the account, such an account as has been
stipulated does not exist, or the name of the account holder is not correctly
given. Some of these cascs originatc at the party depositing or remitting
funds but in the majority of instances the depositor is at fault, for reasons
including having an insufficient balance in the account,

Introduction of Credit Cards

Some banks are already studying matters related to introduction of credit
cards. It is po_ssiblc that use of credit cards can be begun at a rclatively
carly date, if simplifying the authorization process is possible. Note that the
number of travelers from abroad that visit Kyrgyz has increased. It is
highly possible that use- of credit cards will be begun within one to two
years. '
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© 10)  Use of Checks

It is thought that need for use of checks as a means of payment will decline
once the bank payment system is improved through formation of a
computer network.

It may be said, nevertheless, that the check as a means of creating credit is a
simple and certain means suitable for use by companics, provided that the

‘Bill and Checking Law and other aspects of the environment for checking

are improved.

It can not be said, however, that the preconditions for use of checks —— a
system of credit guarantees based on the Bill and Checking Law, and an
actually functioning Bankruptcy Law —- exist in Kyrgyz.

Inter-bank Payment System

It is understood that the inter-bank payment systcm is 1nfrastructure of payments

systems.

1)

Gross Settlement and Net Settlement

There arc two major methods of inter—bank pdyment One is "gross
settlcment”, the other is "net scttloment”,

{a) Gross Setticment |

Gross seitlement is an inter-bank payment method that is completed
with the transfer of reserve funds in central bank with finality, one
transaction at a time. It is a payment method of which to complete
capital transfer with finality per payﬁwnt transaction and is used
primarily for large-scale capital transfer between customers in inter—
bank transactions, and for the payment made in the net settlement
scheme,



(b)

Net Settlement .

'Net seftlement is another inter~bank payment method by which a

multiple number of transactions are peoled and the difference (net
position, payments minus ‘receipts) only is remitted. It is used
primarily for processing a large number of small-scale transactions.

The two settlement methods can be usefully compared from the view
points of risk and cfficiency. Three types of risk are conservable
when net settlement is used.  These risks, because of inherent
differences between the systems, do not arisc when gross settlement is
used.

Reduction of the amount of reserve money that must be supplied to
accounts at the central bank is an improvement in efficiency that net

_settlement provides relative to gross settlement. This is because in the

case of net settlement there is no temporary demand for funds to be
placed in those accounts as a result of e movement of funds

- transaction by transaction.

Not settlement is general can be said to the efficient use of capital. By
way of contrast, if there is a shortage in an account at a central bank
that uses gross settlement, then processing of scttlements for that
account is stopped.

Nevertheless, is possible to operate a gross settlement system
efficiently, provided that suitable measures are taken in anticipation of

'~ a possible temporary problem of a shortage of funds. Specifically, an

effective measure is to approve overdrafts of accounts at the central
bank. |

Relations between the forcgoing can be summarized as follows.
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Settlement method
_ Gross i - Net
Risks. - Low | High
Efficiency of capital |- Low a’nd_impr_obablc High

When a settlement system is operated by use of a computer, it is

- possible to both improve efficiency and reduce risk.

In Kyrgyz at present, authorities require that utmost efforts must be

- made to avoid not only overnight overdrafts but daylight overdrafts as

well, It is understood that to the extent that improvement of
settlements is an objective this permits the choice of approving
daylight overdrafts.

For' inter-bank payments ‘in Kyrgyz, it is cxpccted that the gross
settlement method with the finality of NBK (tentatively called NBK- -

- NET) will be used, while a large number of small scale transfers on

behalf of customers to other banks, by the KFTS (tentative name),
will usc net scttlement,

It is desirable that the NBK-Net system be given the highest priority
among the ‘ threc because it is. fundamental to the inter-bank
transactions that guarantce finality for all payment processing.
Further, it is desirable that the KFTS be assigned high impbnancc
from the viewpoints of increase of transaction volume.,

The Precondition of Improvement of the Inter-Regional Network

The gross settlement method requires that processing be done while
monitoring account balances at the NBK. This method in principle requires
that even for a transaction between branches of different banks within the
same region that the NBK account balance be checked, a transfer be made,
and the result reported to the branches. For this reason, the network created
between the regions and the center must be capable of real time proccésing. :

5-2



3)

4y

5

It is a precondition for establishment of the gross sctflement method that
telecommunications network service be available for real-time

communications functions that arc distinct from the applications functions.

Conversely, it may be understood that it would not necessarily be proper if a
payment system using the gross settlement method were go into use prior
having available a telecommunications system of the right quality and
capacity. This is necessary for the gross payment system to be used and
also has the aspect of giving full consideration to risk control.

Processing of Paper Documents After First Computers Are Operational

When the system is placed in use, all banks (or all branches) are not likely

~fo participate; participation will increase gradually. For a period of time,

any region will have a combination of participating and non-participating

‘banks, or banks using computers and banks using paper documents. It

therefore. will -be necessary for the non-participating banks to convey
documents to the region's communication center where they will be used for
data input, affer which point the new system will be used.

- Operation of the new system thus must accommodate some work done
" using paper documents.

Organization, and Role of the Central Bank or a Disinterested Entity

It would be desirable that the central and regional communication centers be
organized as public entities, in view of obtaining tclccommunication
network, From this viewpoint, it would be attractive to form an
organization that has the NBK as the main body or a its central member and
all banks are participants.

EstaBlishing the Legal Status of Electronic Documents

- The new payments system will: liberate Kyrgyz from the restrictions

imposéd by need to use paper documents as electronic communication will
overcome limitations of time and space. But this requires that the legal
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.~ status of electronic documents or records, to be used in placc of paper
‘documents, to be established.

Intra-bank Payment System

It is necessary to revise the basic concept regarding intra-bank payments

.processing from that used when the work was done through the RKC for all banks

on the same basis. Every commercial bank is a separate business whose branches
are not subsidiar_ies of the NB_K, and each of the banks rﬁust d_cvelop its own
business strategy and rhanagc its affairs in its own way. As far as proccésing or
operations in each bank, the banks have to devise their own methods and
procedures. It is proposcd that only the minimum of jointly-owned and -

‘operated infrastructure should be used for the intra-bank payment system, in view

of the importance of the foregoing and the principle of free competition between

banks,

1)  Start With a LAN System Joini.ng All Branches for Business Operations

Several banks have alrcady dcvciopc_d_ or started to study use of local arca
networks (LANSs) within individual branches.

This payment system network is conceived to be a neutral system that has
the prospect of becoming the core of a mutually interconnected inter—bank
system, and it is expected that at that time it will be possible for cach bank's
system, that has developed independent of the others, to be interconnected.

2)  Outlook for a Joint Network of Automatic Teller Machines -

Scrvice provided by automatic teller machines (ATM) are among the
important services provided by an inter-bank network. At the outset, cach
bank will operate its ATMs independently of the other banks but it should
be recognized as a high-priority service to interconnect the ATM networks
through the inter-bank system. It would be desirable for the hours that
ATM service is provided to be different from normal banking !-ours and to
include holidays and evening hours. -
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