commercial banks and money changers in' the form of competitive bidding. Starting
. from the highest exchange rate, the-exchahgc rate at which the target amount has been
sold '_is quoted as the prevailing rate. A source of foreign currency is loans from the
World Bank and IMF; the former covers US$700,000 and the latter the remaining
amount. As for loans from the World Bank, commercial banks are expected to report
their applications, which are not basically limited. The amount traded at cach auction
' ranges between $500,000 and $2 million. Bidding by commercial banks sometimes fall
below the target amount, in which case the remaining amount is applied to purchdsc
- U.S. treasury bx]ls and other securitics.

Although intcr-bank trading of foreign currencies has been started, the volume of
trade seems o be less than the.auction (no statistical data available). NBK announces
the reference rate at cach auction, which does not bind inter-bank transactions,
Generally, selling and bu_ying'ratcs-- are lower for Som (highcr for dollars) than the
auction rates. Note that NBK docs not trade foreign currency directly with commercial
- banks other than through the auctions.

4-5 Current M_dnetary Policy and Major Issues
4-5-1 - Reserve Depdsit System

Kyrgyz introduécd a niew reserve dc.p(.)‘;it system on July 185, 1993 under which
banks maintain cash reserves cquwalcnt to 20% of the outstanding balance of deposits
by non- financial institutions at_the beginning of cach month. On the other hand,
reserve requirements should be achicved on the average balance basis and may include
cash rcscrvcs Any bank Wthh fails to meet reserve requircments is subject to the
pumtwc mtcrcst rate, 1w1cc the latest credlt auction rate, which is 1mposcd to. the
amount calculated by subtractmg the reserve rcqu:rcmcnts from the bank's overdraft at
its corrcspondcnt account. .

_ Flrst of all, the ca]culatmn mcthod bascd on thc spcmflc date ~ thc tlrst day of each
month - encourages. banks to mampulate reserve - rcqu1rcmcms by controlling the
balance of dcposﬂs on that day. [nstead, the average balance of deposits dunng each

' month should bc uscd

Sccondly, thc new systcm allows reserve. rcqunrcmems to dCthVC on thc monthly
_averag_,c basis, m placc of dd}’ by day rcqmrcmcms undér the old system. This
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provides banks with great flexibility in rnanagihg daily reserve positions. As a result,

the new system will help control volatlhty of the futurc short- tcrm money market die

to: markct dlsturbancc

Th]rdly, thc 20% reserve dcposn rate is very. h:gh Although it is 1mposcd to
correct. pcmlstmg excess hquldlty by controllmg bank ]oans it rcstncts the -credit

creatlon ablhty of banks consndcrably

As p_oin_ted _ojut in "4'-7-4 Credit Cr_catioﬁ Capability,” it is very important to fully

utilize credit creation of banks for effective dévelopmcnt of the Kyrgyz economy. 1t is

desirable to-adjust the money supply to an adequatg'-leVel as early as possible, and to
invigorate the credit creation capability of banks, - -Bxcess liquidity seen at present

mainly comes from the increase in credit supply by NBK, such as special purpose credit,
Concerted: efforts should be taken o reduce free reserves of banks by controlling: the. -

supply of credit, then to boost the crcdlt creation capablllty by declmmg the rcquu'ed
ratio of reserves to deposits.

4-5'-'2 Overdraft

In prinéiplc, NBK does not accept. overdraft. for. dc’posit-éccounls of commc'_rcial
banks. In practice, however, many banks have accumulated dcﬁcit_s at their NBK
deposits up to the reform in .April 1994, which was generally referred 10 as OVcr'dréft in
the country. NBK imposes a punitive interest rate, twice thc crcdlt auctlon rate, on a
commcrcnal bank which has a dcﬁ'cn in lts NBK deposit. '

" The overdraft mdmly occurred in the form of delay in repayment of spcc:al plrpose
credit.  As pomted out in "4-7-2 Loan Service" default offen occurred in NBK-
designated loans which had been made by commercial banks to pnvatc enterprises

partly because the loan period for special purpose credit did not always reﬂect actual _
business cycles. chardless of default, NBK deducted the amount of repayment duc on |
special purpose credit from dcpos:t accounts of commcrmal banks, whach crcatcd thc '

overdraft condmon in many cases,

»

In fact, the condition is not overdraft generally known in thcbankmg mdustry,and

should be called overdue in most cases. With the absence of the bankruptey law in the

country, however, these two terms have been used interchangeably without a clear



boundary If the situation continues without correction, however, it will generate thc
followmg problems, some of which have already happcncd

(1) To improve the efficiency of the present payment system as p'lanncd,_' one
approach is fo accept daylight. overdrafts for NBK deposits used for inter-bank
transactions; based on collateral suchas government bonds. However, prcsc'nCc

of large deficits on 4 permancnt basis will severely Testrict the development of the
Gystem

(2). __Up_ to t,hclr_e_form in. April 1994, most of commercial banks always received the
| supply of credit from NBK in the form of overdraft and paid the punitive intcrest
- twice the intcrcsf'ratc'at the credit auction. As a-result; commercial banks were
under increasing burdens to repay the overdraft and are not able to éuppiy funds
to the intcr¥bank market. This is a major obstacle tothe dcvcmpmcnt of the

B short term’ moncy markcl contcmplatcd under the pmjcct '

(3) Commercial banks in overdraft are not allowed to participate in NBK's ‘credit
auction dnd T B auctlon hdvmg hindered smooth 1mplcmcntat10n of the monetdry
pollcy '

NBK, having recogmzmg the mcrcaemgly deteriorating condmon that rcaches a
critical stdgc, adopted at its board ‘of dircctors’ mecting on Aprll 1, 1994, a reform
propoeal entitled "Rcstructurmg of Overdraft by Cominercial Banks" that was prcparcd
on the basis of IMF's- rccommcnddtlons A gcncrdl outline of the rcform plan is
summanzed as follows: o : a

(1) On April 1, 1994, the total amouﬁ_t of overdraft for cach commercial bank,

o ihé]uding:thé in‘fcreét ()vcrduc willlbc éonvci’tcd to medium-term louns (3 ycars).

(2). The pnnczpal and mtcrcst will be l‘cpdld wcckiy over 3 years (52 weeks x 3 years
L= 156 weeks) o SRR '

3 Thc prmc:pal wxll bc rcpald in equal mstalimcms, and thc mtcr;st w11] bc pdld at
_ thc rate dctcrmmcd at the crcdlt ductmn ncarcst to thc due date in cach week,

Through thls reform, credit supply by NBK to commcrcwl banks in thc form of
overdraft is ellmmatcd and the crcdlt auction will become 4 solc credit fdcﬂ]ty in the
future.  If the reform i is implcmented as scheduled the total amount of ovcrdraft as of
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April 1, 1994 - 1 171 million Som - will be repaid over 156 weeks, or at a rate of 7.5
-million Som per week. At the same. umc, NBK is expccted to enforce its policy. stnctly
to prevent the overdraft issuc from recurring in the future,

- Smcc thc reform plan cnv1sagcs that the ovcrdraft problcm is ofﬁmally dealt with
by transfcmng the cxisting overdrafts 10 an ddjustment account ‘the foilowmg bcncﬁts
. tothe fi nancm] market are expected: ' ' '

(§8) Ellmlnatmg the overdrafts helps the prlcc mcchamsm in thc financial system to
: regam its normal functlonmg, whlch has been dlstorted by the penal 1ntcrcst ratc

- {2) Ef.fccthncss -of NBK‘s munc_tary. pohcy,-mcasurcs to _;contro]- credit- supply
.. through the credit auction will be boosted. SRS -

3) ‘InCl'CdSCd pdmmpanon by commcrcml banks in T/B and forelgn currcncy auctions,
previously excluded if they have overdrafts, w1li revitalize and unlcash these
;markcts to full- ﬂcdgcd growth "

(4)' Bdl’lkb will be cncouragcd to opcratc in stnct dCCQIddnCC w1th thc sclf——
dccountdbllny principle. -

th scvcral pmblcms W1ll still remain unsolvcd First of dll while lhc rcform plan
has eliminated Ihc overdraft problcm commercial banks' debt still remain in the form of
3- "year loam For commercial banks which are cxpcctcd to supply 5urplus funds 0 the
: moncy market in the future, repayment rcqulrcmcnts should bc taken mto consndcrdtmn
as to how they limit fund supply.

Sccondly, guidancc puhcy finance which had been pmwded in thc form of spccml
purpose crcdlt by NBK to commercial banks (which werc dlbcommucd after January
1994) scems to form significant portions of commercial banks! d_ebt balance against:
NBK. Some cstimate that the outstanding balance of special purpose credit accounted
for 600 million Som of the total overdraft by commercial ba’nks'és of April 1, 1994
which amounted to 1,171 million Som, and that most of ihé'rc‘maining"ovcr'drafts were

3

in fact intcrest on such loans, 'However, the reform cnv1sagcs that NBK's credit Supply |
to commercial banks will be made solcly through the crcdlt duCthIlS, _Wthh cannot be
used as an cffccnvc means of providing guldancc pohcy financc Ab a result, monclary-
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policy ‘may 'be intertwined with fiscal policy in a counterproductive way. Further
consideration is needed to find a workable solution for the potential problem.

4-5-3 Lombard Loan Program

NBK has Lo‘mbzird Loan Program and 'Spcci-al Loan Program to cover a tér_nporary
deficit in payment reserves of commercial banks, Lombard Loan Program was
Jintroduced in August, 1993, The commercial banks can reccive Lombard loans by
pledgmg adcquate colldtcral such as government bond. The loan period is 7 days or
lgss, and the interest rate is the most recent credit auction rate plus 5%. For overdue, a
pc_na_l'ty. :a!_t'c_: tWics; the ordinary rate is imposed during the overduc period.

4-5-4 Credit Auction

Credit auction is used to control the volumc of currency or credit in circulation fo
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 sccuritics becomes full—f]edged.' In
reality,: it _sc_rv_;s as the primary monctary instrument,

After the regulatlon for crcdlt auctmn has been cnacted. under IMF'
rccommcndahons 9 auchona with the total amount of 222 million Som between
F‘cbruary through Octobcr 1993. ‘After inferruption for 6 months, it has been held
wcc:kly since April, 1994 (Tablc 4— 4) The interruption occurred due to the increasc in
number of d13quahﬁcd banks due to overdraft. At present, the auction is held on 10th
cach month, and two days carlier, auction terms including the upper limit for the t()tdl.
amount to be auctioned, the mimmum mlcrcst rate, and the loan period (ordinarily 3 - 9
months) are notified to commcrcml banks. .

Péﬂicipaﬁts' in the auction are limited to commercial banks which satisfy
qﬁalification standards set forth by NBK's Bank Supervision Division, such as
mandgcnal ratios, and comply with the reserve deposit ratio. At the first auction,
* small- and mcdlum sized banks were rcqu1rcd to plcdgc colldtcrdl government bond
cquwaieni to 25% of the loan value, which was abolished in the second auction and

' thereafter.  Bids are dcccpted from thc highest rate, and the lowest interest rate for
- acccptcd bldS is quotcd as thc ductmn rate. In Kyrgyz. whcrc the money market is at a
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nascent stage, the, credit auction rate is used by commercial banks as thc reference rate
to determmc deposnt and loan rates :

7 While crcdlt auchon plays a crmca} ro!c in- the countrys monetary pohcy - To
ensure its cffccnvc functlnmng, a ma_}or 1ssuc rcmams, sepdratlon of monctary pollcy'
and fiscal pollcy R S

Rcccntly, thc country has terminated pohcy guldancc findncc in the form of spccml
purposc crcdlt and limited NBK's credit fac1]tty to the atiction system A!locatmg credlt )
rcsuurccs to commcrcml banks through auction is basically acccptablc as the markct-—
oricnted mcthod using prlcc compcmlon 'However, if 'NBK's credit’ supp]y is not
limited to the scope of monctary policy but 1mp]1cs_ policy—-led supply of mdustrial

. funds, particularly mecting expectation to partially fulfill the role of the previous credit

_instrumcnt,_ special purpose credit, then monetary policy will_ bc':inte'r_mingie:d with fiscal
policy',-_ whi_ch_fnay advcr_sp]y' affect the c_ffcétiycncss of the monetary policy.

4-5-5 TB Auction

TB auction is conducted by NBK, on the behalf of the gchm'r_ncﬁt, to sell treasury
bills to the public. While NBK snrn'ctirncs'buys back TBs from éoxnmcfcnal banks, he
market size is still too small to be used for NBK's open market operatmn ‘The buymg
ratc_of bought-back TBs is established on the basis of the ';clhng rdtc Bids are
acccptcd at 1:00 p.im. on every Monday and are opcncd in the rnormng of chncsday.
Participants arc limited to commercial banks, allhough thc rcgulat:on acccpts
pdrhupatlon nf gcncral cntcrpnscs '

TB auclion'hns been held 26 times between May and December, 1993, Aftcr one-
month interruption, it has been held weekly since February, 1994 (Table 4~5). The
temporary interruption occurred duc to a large number of dlsquahﬂcd banks due to
overdraft ' ‘ ' '

~ The vol.lmc of trade at cach auctlon varics grca{ly, rangtng betwccn 7 mnlhon ancl
20 million Som i in-recent ycars ' '

The auction handles 3—¥m0nth TBs only. Although the regulation covers 6-month
and 1-ycar TBs, they have not been issued. TBs are traded under the book entry



syétcm (all the holders are registered). Also, direct trading between commercial banks
has started, albeit small in volumc.

~ The sccondary market for TBs, as discussed in "4-4-1 Short— ferm money
Markets," is cxpected to play a lcadmg role in fostering the short—term money market in
the country. At the: samec nmc it is expected to grow to the sufﬁcwnt size dllowmg
NBK's open markct opcratlon with TB rates bccummg bcnchmark ratcs ‘Thus, the
dcvclopment of TB auction into the future TB market is very 1mportant from the

vmwpumt of rnonctary pohcy Howcvcr TBs havc not gained public contldcncc and
| commercial banks are sometimes rcluctant t() participate in the auction proccss Effort‘;
should bc madc t0 improve pubhc confldcncc on the government.

(Note: TBs can be used as co_l]atqra]'fcr NBK credit and sctt]_cmcnt systems, and
their confidence should be improved from the viewpoint other than monctary policy.)

4-5-6 Other NBK Loan and Credit

"~ NBK extended loans called special purpose credit which were discontinued after
january 199'4 to commc'rcia] banks.  This was r‘eﬁ'n'cmcc loans to supply credit to
commcrcml banks by spcmfymg a bormwcr for the purpose of provrdmg policy
gmdancc finance, esnmated 0 ‘account ‘for around 80% of NBK loans Commercial

banks lent the loan amount to private enterprises with a 3% margin.

| Special purpose credit was the remnant of traditional credit allocation fo enterprises
under the Gosbank system, and had been criticized as mﬂatlonary by supply a largc_
amount of credit. The balance amount has been reduced mgmﬁcantly through recent
efforts. Howevcr, since ‘;pccmi purpose credit like policy guidance finance was
Supphed thmugh the thrcc major bank‘;, which are former government banks, it were
tcndmg fo COI’lCCI‘Ill‘d(G on the thrcc banks IMF recommended that NBK loans should
be extended through crcd:t auction in order to avoid concentration of funds on the thrcc '

banks. If this-is done, it is difficult to prov:dc policy guidance finance.
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4—6 Current State of the Currency System and Major Issues
4-6- Background in introduction of New Local Currency

Compared fo the Ukralnc and the three Baltic states which were qulck fo mtroducc
thcu' own currenczes, the Kyrgyz chubhc took a posmon to rcmam in the Ruble:
economy zone 1mmedrately aftcr its independence bccause of its ‘relatively . hcavy'
dependcncy on the Russian cconomy Thcn as the- Russian cconomy dctenoratcd the
central bank chose a policy to expand crcdlt supply to savc a1lmg entcrpnscs whrch
triggered acutc inflation and forced Kyrgyz to" block: ltS economy frum the advcrsc
' effect. IMF, originally urging the former Soviet countrics 1o stay in the Rible ccon()my
zone, changed its policy and assured financra] assistance that free convcrhb:hty of a
new currency could be guarantecd. In March 1993, Kyrgyz decided to introduce its

own currcncy, Som (Com) IMF provrdcd a cred:t line ‘of $85 mllhon as’ spec1a]
assistance, '

NBK exchanged 1 Som for 200 Rubles between May 10 through 14, 1993. On
May 17, it abolished all the foreign exchange control regulations under the principle of
freeing forcign exchange trénsaction and moved to the floating syStcrﬁ The original.
. exchange rate was set at US$1 against 4 Som, and Som depreciated to US$1 = 10 Som: :
in February 1994 and has been remaining at the level since then. Note that the forclgn
exchange control law has not been adopted by the parllament due to the delay 1n: :
proceeding, and forcign cxchangc control seems to bc conducted under the premdentlal
decree issued i in May 1993,

4-6-2 Major lssues' for Currency Stabil&y _'

Although the value of Som has been relatively stabilized in 1994, after the rap_id_ fall
in 1993, currency stability requires structural adjustments toward the market econor’ny'
and to establish and maintain macroeconomic balance. In partlcuiar, the followmg:_
fundamental issues related to macroeconomic pohcy nceds to bc addrcssed and dcalt"
with.

First of all, the government has 1o control in.ﬂaﬁon, which is mainly caused by
excess liquidity that has been created by the centrai bank's efforts to cover budget
deficits, in addition to discontinued supply of raw materials and the rise in imported
material prices following the collapse of the former Soviet Union. The rapid'incrcase
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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 powcr parity
seems to contrlbutc grcatly '

- Secondly, the countfy has to improve its current account balance by achieving
Macrocconomic Sta'bi'lity through the increase in domestic savings and export promotion.
Even if hyper—inflation is controlled, the devaluation of the currency will continue so
far as current account deficits remain due to the mechanism to adjust relative prices. In
correcting the current account bélancc, however, the government must avoid economic
development under excessive government leadership as seen in Latin American
countries in the 1970s.- What the 1/S equation (Note) in macrocosmic thcory says is that
cconomic dcvclopmcnt driven by a combination of excess investment in the private
sector and budget deficits rust be balanced by currcnt account deficits. 1t is important
- 10-move out of abso]utc shortagc of savings through cconomic m'mdgcmcnt based on .
market mechanism and mmanvcs of the private sector.

(Note) (Private savings ~ Private investment) + Budget surplus = Current account surplus

4-7 Current State of Banking Service and Major Issues
4-7-1 _.Depos_it Sérvice,'

Deposits form the core of fund raising means of commercial banks, Commercial
banks in Kyrgyz are handic'appéd by their very weak ability to absorb deposits from the
public, particularly in rural regions. For instance, onc of three major banks, which is
considered 10 have strength in rural markets, has only 1,108 depositors in the state of
Jalal-abad having 800,000 population, with balance of deposits at 300,000 Som
(US$30,000).

. Lack of ability.to attract funds from the public increases liquidity risk of banks and
deteriorates the ability to supply funds to borrowers, ‘adversely affecting economic
dcvelopmcnt Generally, fund supplicrs have to secure a certain degree of liquidity to
cover unccrtamty in future expenditures. On the other hand investment desired by final
fund borrowers requires rclallvcly a longer period of recovery than that prcfcrrcd by
lenders. The mismatched supply and demand prevents financial transactions,
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Hete, the bank comes to. fill the prefercnhal gap in 11qu1d1ty bctwecn the lcnder and
the borrower. - It does so by i issuing “indirect securities” with rclahvely high ]1qu1dlty,
namely deposits, to provide the lender with a means of storing his value with liquidity,
while purchasing "original securities” with relatively low liquidity. While an individual
lender is uncertam about whcn and how he use his funds actual needs arise at different
- times. if many lenders exist. Again, the bank collects funds from’ many dcposﬂors fo

pool. a risk of uncertainty about the future use of funds and enable risk sharing among
depositors. . This way, the bank can divert funds to long-tcnn loans and: mvcstmcnt
while 1 mamtammg lxquldlty of deposits, - '

If the bank lackb the ablhty to absorb deposits cffecuvcly and tlrncly, thcreforc its
capdblhty of long term function opcrahon will be dctcrmrdtcd or liquid I’lSk rises
significantly. In the former case, investment funds required to constructmn or improve
industrial infraélf_uctu_fc are not supplied to the industrial:co'mmun'ity. ~In the latter case,
funds saved by individuals flow to liquid assets such as precious metals, thus used for
nonproductive purposes. In 4 macroeconomic sense, this means that the smooth supply
of savings funds to investment opportumtles is 1mpcdcd thus preventing sound
CCOROMmIc dcvclopmcnt '

The apparenl weakness in depository function of Kyrgyz banks, in addm(}n to the -
fact that banks have not considered personal dcposns to be an 1mp0rtam clement of
their busmesb, seems to come from the fact that people have. losl intercst in dcposns and
hnancnal assets duc to the followmg factors:

(1) Hyper-inflation gencratcs strong prcfcrchcc for physiCal asscts,

(2) The personal income level is low enough to kccps personal savmgs rate in
macrocconomic terms at a very low level,

(3) Most of payment made in daily life is done in cash, so that there is little demand
for transaction lhrough’ deposits. '

{4) Financial institutions often rcstnci customers from drdwmg thclr dcposlts duc to
the shortage of cash reserves.

(5) Financial institutions arc not frusted by the general pub"li:c. '
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‘Under these circumstances, macrocconomic factors such as inflation and income
level seem 1o play a critical role in overcoming the problem at this stage.. Meanwhile; it
is important to devise a financial system to attract pcrsonal deposits when the above
factors arc gradually improved. '

4-7-2 l.._ending 'Service

Thc lack of. ablllty to faise funds results in thc chronic shortage of loanable funds.
In dddlllon, most of bdnks have non——pcrformmg funds duc to the increase in bad loans
and are not able to meet new loan demand.

Since the fall of 1993, bad loans have increased rapidly and adverscly affect
financial positions of commercial banks. Although the exact amount of bad loans is not
knoWn hcarings from commercial banks indicate that irrcéovcrclblé loans arc not many,
and mostly overduc. NBK plans. to conduct official mspectlon on banks under the Law
" on National Bank of the Kyrgyz Republic and evaluate individual loans ad crcdlts from
the vicwpoints of credlt stdndmg of borrowers, coverage by collateral, interest rates and
other loan terms, and screening of loan apphcdtmn. NBK's bank inspection dcpartmcnt,
which has no detailed evaluation data on loans and credits, fecls that, as for small- and
medium-sized banks, 50%. of loans are rated as "good," 40 - 0% "marginal," with
small percentage of "bad loans."

(Nntc.) Loan and Credit Evaluation Criteria for NBK's Bank Inspection

<1> Good: Overdue pcfiod ~ Less than 90 days: Cash reserve requircments as a
percentage of credit — 5%

<2> Marginal: Overdue périod - Less than 180 days: Cash reserve requirements as a
percentage of credit ~ 20%

<3> Doubtful: Overduc period — Less than 270 days: Cash reserve requirements as a
percentage of credit - 50%

<4> Bad: Overdue period ~ 270 days' or longer: Cash reserve requirements as a
‘percentage of credit - 100%
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Accordmg to hearings  from- commermal banks, most . of bad loans are NBK- -
dcmgnatcd loans (spcc:al purpose: crcdlt) which were discontinued after- January 1994,
while many banks csurnatc that, among other types-of loans, bad loans account for 20%
= 30% of the total. A major reason: for a high percentage of bad loans in NBK-
designated loans scemns to lic in a gap between loan period of special purpose credit and

business cycle. The loan period for spccxal purpose credit from NBK to commercial - |

banks was relahvely short, 3 - 6 months, to reflect tight government finance.

o Accordmgly, the pcrmd of loans by commcrcnal banks to businesses is invariably fixed

at 3 - 6 months, Ifa ‘borrower nceds workmg capial longcr than the Toan pcrlod “his
loan incvitably becomes ovel_"due. This is evidenced in the fact that overdue loans are -
mainly found in the agricultural scctor that has a relatively long business cycle.

At present, now credit supply has been tcnﬁihaiéd' to stop further incredse in bad
loans. Nevertheless, as discussed in "4-7-1 Deposit Scrviée " commercial banks afec
facing difficulty in mcctmg dcmand for long—term funds because of liquidity risk, so
that overdue loans may increase dgam in the future. Also, the shortage of loanablc |
funds should be dcalt wﬂh by rcmforcang thc dcp{)sﬂ()ry functmn of banks

4-7-3 'Payrnerit Sei_'vii:.e

Payment scrvice 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 pcrformcd Morcover,
fund transfer service seems to remain at a very low level as seen from frequent
occurrence of "vzaimazachet" which typical proceeds as follows.
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Bank A

Request for
transfer 100

umts of mOney

Customer a |,

Unabie to pay the amount duc to insufficient

balance in correspondent account

Procedure suspended until the amount is

sent by Bank B 10 Bank A .

Search for transfer of lhb amount
to Bank A

Bank B

X

Unabie to draw the
amount until transaction
between Banks A and

B is complcted

Customer b

1)  Bank A, having a deficit in its corrcspondcncc account, rejects request for fund

trdnbfer by Customcr

" to Customer "b" as far as posslblc

2). . Bank A rel_uctantly acccpts_thc. rcqucst, if demanded rcpcatcdly, but delay

transaction in order to avoid becoming default due to an insufficient balance in its

corespondent account.

3)  Bank A requests Bank B to find transfer paym'cnt in an opposite direction, If any,

Bank A cffectuates fund transfer. to. Bank B as soon as the payment.and receipt

) (balance) with Bank B becomes square.

4j .Evcn if Customcr g complctcs transfer procedures, Customer "b," rccipicn't.of

. transferred money cannot draw it from hlS account until Bank A initiates transfer

proccdurcs agamst B

The Tost basi¢ method of payment is cash,

In a modern economy, however, it is

_mcrcasmgly 1mportant 10 allow people 10 make their payment through his bank deposit

by usmg a variety of means, including bills, checks, credit cards, rcmlttdncc and

transfcr for smooth paymcnt To ensure smooth paymcnt through bank deposits, the

followmg conditions need to be met before hand: -

Flrst of all, convemblhty of bank deposits to currency (legal tender) with

' cuculatmg power granicd by law must be accepted by the economic circle and the

society at large. For instance, commercial banks in Kyrgyz arc often unable to meet the

L 4-29



request for drawing by their’ cusmmcrs duc to the shortagc of cash reserves. Clcérly, _
deposits at these banks are not, fully convertxblc 1o cash currcncy Furthermore,
"vzaimazachet" practiced by commercial banks 31gn1ﬁcantly damagc pubhc confidence.
| Banks must make cffoﬂs to overcome thc problem

Sccondly, Banks should form an mtcr-—bank transacnon network such as a
'clearmghouse and a cable remittance system, which serves as mfraslructurc to ensure.
simple and .,scgurcd transfer of deposits. Such infrastructure, together wnh_ p_ub.h_c_'

_ confidence by meeting the first conditior, creates a social norm that transfer of dcprits_' '
is commonly'a'cc:eptcd as completion of payment transaction between the debtor and the
creditor (Nofe). Agam, reality is opposite. Delay in payment seems, to be a familiar
scenc due to physical or technical problems in the payment transactlon systcm Thus,
: thc basic and rchablc inter—bank transaction syslcm is called for - '

(Note) A final scttlement of fund transfer is .made by crediiing and debiling-accounts of the
payer's bank and the payee's bank at the central bank, effected upon or after transfer of -
deposits from the paycr to the payce. “In other words, the means of payment with ﬁnahly

is limited to cash and dcposns at the central bank, namely hlgh—powcred money
4-7-4 . Credit Creation Capability

Developing the inter-bank transaction system or cnhan‘éing fund transaction service
through deposits, without relying on cash, is essential in not oﬁiy streamlining payment
transactions, but also strengthening the credit creation power of bdnks dI‘ld prornutmb -
investment that is a primary engine for economic growth

More prccrscly, when a bank obtams deposits from surplus units and makes loans
the whole amount of joan proceeds may be withdrawn immediately, leaving nolhmg on |
the hand of the bank. In this casc, the bank mcrcl){ SCIVES as a pure mlcnncdxary. _t__o
transfer funds. from surplus units fo deficit units.  On the other hand, if a borrower
withdraws only a certain portion of loan procce_ds,.thé bank can .use the remaining-
portion for other loans. In other words, the bank has created Cash're_sc_r'vcs_. for loans in
cxcess of the original reserve. This is called credit creation. o |

“This mechanism can be explained somewhat difterently. The bank ééccpts_dcposits _
from its customers in cash (called original deposits), based on which loans are made. If
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a portion of loan proceeds remains as a new deposit at the bank (called derivative
deposits), the bank can use it for additional loans. As this process is repeated, the bank
can create derivative deposits in amount that are cquivalent to a several times as much
as original deposits.

. In particular, the relationship between original and derivative deposits is determined
by using two factors, the deposit yield and the reserve rate, as follows:

1} Based on original deposits, - or -reserve fund (P) that can be frecly used for
| payment, the bank makes loans (L).

- 2)  When thc dcpo‘ut yield is dcnotcd as ___ thc reserve fund the bank has 10 hold for
w1thdrawa] of the loan armount can bc determined by using the following formula;

(1+-w) L:'

3) .~ When the reserve rate 'rcquircd by the central bank is denoted as B, the required
reserve fund can be calculated as: BaL

4)  Thus, the total amount of reserve fund the bank has to hold is calculated from 2)
~ and 3) as follows: (1-o)L+BaL = (1-o+a)L

5) The bank can increase loans until the above vatue cquals P, or:
(l-a+af)L. =P

:Th_crefor_c,‘ given the reserve fund (P) that ¢an be frcciy.usc:d for payment, the
- bank can create the total amount of credit (L) that can be determined as follows:

6) For the prwatc non-financial sector, the I’d'llO ‘of cash’ holdings to dcposlts

~ denoted as c, is determined as fo]_lows. C= _nf——
L SR ’ L o

7 Thus equahon (1) above can be rewritten as follows:

CHL
L= --w-_-p 2
L=gt ()

_.‘Whercas,' c+ 1/c_'+ B is _chl]cd credit multiplicr (m). :
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 This principle applics not only. to individual bahké but to the enﬁre banking sector.
It should be noted, however, that. the increase or decrease in reserves at an individual
bank is not always reflected in thc increase or decrease in-reserves for the entire
banking industry. For instance, issuing a check results in an decrease in cash reserve of
" the paying bank and an increasc in cash reserve of the receiving: bank, settled by
transfer of déposits'at- the central bank. - Obviously, the balance -6f"dcposits_by the
* banking industry at the central bank remains unchanged. As a result, & tends to become
larger for the banking industry as a whole than individual bariks.-

As discussed above, the. role of banks is by no mean:; limited 'to the. 'transfer of
savings heid by surplus units to mvcstmcnt by deficit umt.s Rathcr it crcatcs crcdlt on .
the basis of Savmgs by surplus units and mu.lhpllcs investment funds in the process. In
macrocconomic terms, investment is not limited to the. amount of savings prcvmusly
made, but is can made by mobilizing future savings. To spur economic development in
Kyrgyz where qavmgs are in absolute shoﬁagc it is 1mp0nant to utilize credit creation
capability of banks 10 converge present as well as fulurc savings into investment
pr()jccts

To improve the credit creation powcr of b(mkb lhc followung pohclcs scem 1o be
cs‘;cntml ' '

1) To increase reserve fund (P) that can be freely used by banks for payment
purposes. It should be noted, however, that this should be realized in the form of -
deposit - absorption from surplus _units ‘(individuals in macrocconomic terms).
Although free cash reserves can be increased by the supply of credit by the central
bank, it incvitably increases the dependency of co_mmcrcial_-banké on the central
bank. In Kyrgyz, the supply of credit by the central bank has grown dramatically
as a result of special purposc credit and has to bc reduced and rcaovcrcd urgcnlly.
In the process, frec reserves dccrcasc and need 1o be supplcmcntcd by absnrphon
of dcpos;ts from surplua units. The qucmon is, what is nccded to attract dcposnts
from surplus units? '

2}  First of all, to reinforce the ]iquidity creation capability of banks so as to ensure
that savings of surplus units with a high degree of liquidity preference are refained
by the banking industry as deposits, without diverting to precious metals and
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other fluidity assets. Secondly, to improve the settlement system to ensure that
settlement is done by using deposit currency and funds for settlement stay in the
banking industry in the form of deposit, Through thesc measures, credit creation
causes the rise.in deposit ylcld (0.) and the dccllne in cash holdmg l’dhO (c), thus
to lmprove crcdlt creation powcr '

4-7-5 " Geographical Dnstnbutlon of Branches

It is now clear that the rise in dcpm:t y:cld is dircctly related to the improved credit
creation power of banks, as much as credit creation accelerates cconomic growth: At -
the same . time, dcvc]opmg branch networks is an important means of achicving the
purpose, - as important as dcvclopmg. the inter-bank transaction system, bCCduSc
'acccssmﬂlty of economic umts to the bankmg system is proportional to availability of
cash currency. '

In Kyrgyz, the nurhbe_r of branches of commercial banks varies widcly among statcs,
ranging from 42 in Chui including Bishkek and 45 in Osh, to 14 in Talas. The regional
difference is threcfold (Tables 4--5, 4-6). =Howévcr, comparison bascd on population
per branch indicates a different picture. While population per branch in Chui and Osh
having many branches exceeds 30,000 persons, that in Talas is 14,000 pcfsons. From
the vichbint of profitability required for commercial banks, it is hard to tell whether
.thc current distribution of branches is out of balance. Nevertheless, a service area
~ covered by cach branch is very large in rural regions. This suggests that people in
- urban and rural regions may not have equal access to banking services, expressed as
opportunity for making _dcposi_ts,.loz‘ahs, and payment transactions.

Under the current situation, savings banks and their presence in rural regions scem
to be useful when considering a desirable way of fostering a nationwide network of
financial institutions in the country. Characteristically, each branch of the savings
‘banks supervises and incorporalcs several local units, -As of July 1, 1994, there arc 379
local units under 55 branches. - Local units approved deposit and transfer services only,
not-handling loans, but they can be used as basic units to provide standardized fund
transactions by using dc;ﬁosit currency. It should be noted, however, that the savings
ban_ks’ cmilrac_:t out fund-tfansfer service t0.other banks, suggesting that they do not have
sufficient transaction systems, - This should be carefully checked -and taken . into
* consideration in-thc:-’_futuré plan, - ' o
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4—8'- . Financial Assets and Liabilities

Fmanc:al asscts and habllmcs as of thc cnd of 1993 are summarlzed as follows.
The outstandmg baldncc of cash currency held by houschoids and busmcsscs is 398
mlllwn Som, and dcposﬂs total 340 million Som (Tablc 4~ 7) Of totdl 220 rmlhon
Som arc demand deposits and 120 million Som time dcposns By type of dcposnor the
: outstandlng balance of deposits by houscholds is 58 million-Som, 210 mllhon Sorn by
bu'amcsscs, dnd 36 mllhon Som by coopcratlvcs

Thé'bdlani:-c of loans to businesses, cooperatives, and households by financial
msmutmns is 1,590 million Som, of which businesses account for 1 260 mllhon Som
C()Opcrahvcs 260 mn]lmn Som, and hou%eholds 43 million Som '

Finally, the outstanding balance of loans by the banking sector from NBK totals
1,099 million Som, accounting for 73% of the total dmount of loans outstandmg to
businesses, cooperdtwcs, and households. '

4-9 Analysis of Ma]or Restralnts and Advantages Related to_
_Development of the Financial System ' |

4-9-1 Review on IMF and Other Stud_les
4—9—1;1__ General

‘Fairly detailed analyses of restraints and advantages in ‘development of the
financial system in Kyrgyz have been largely conducted by the World Bank and the
IMF. This section review thc reqults of research pchcts conductcd by the two
orgamzdtmns ' '

4-9-1-2 Review on the World Bank's Study

As part of a study related to the development of the financial s§ystem of the Kyrgyz
Republic, the World Bank conduclcd.a ficld survcy' in. April ‘1992 and published a
report entitled "KYRGYZSTAN - the Transition 10 a Market E_coriomy."--'in August,
1993. The report analyzes the current situation of the banking Systcm"tbgc!_hcr ‘with |
macrocconomy and various industry scctors. - Then, it reccommends the improvcméht of
NBK's ability 1o supervise commercial banks, restriction on cs';tabl.ishm_cnt of new banks;
the increasc in cQuity capital of banks, the curtailment. of bank loans to their major
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sharcholders, the imprdvc_mént of profitability by increasing spread, and the

establishment of the i_nterjbank_ market.

Specific restraints and advantages related to_thc dcv_clopmc_nt of the financial

system in the country, as pointed out in the report, are summarized as follows:

(1) - Major restraints

B

2

3)

R

5)

- 6)

7
8)

9.

10)

11)

12)

High inflation rates and unstable forcign exchange rates

' Shortage of cash, accompanymg llmlted convertibility from dcposns to cash

followed by distrust of banks by houscholds dnd busmc‘isc% and pnvatc
hoarding ' '

The delay in inter-business settlement duc to deterioration of financial
conditions, the increase in unsctllcd dccounts, and the rise in 1ntcr buqmcss
crcdlt ‘ '

The undeveloped payment system w1th1n thc coumry dnd with other
countmcs in the former Sovu:t Umon '

Undcvclbpcd accounting and audit systems

High share of loans by banks to major -holders under favorable terms,
accompanying the shortage of loans to new businesses

High sharc of loans from the center bank in bank's lendable funds

Absence of inter-bank markets

Low interest rates and small spread due to the usc of loans from the central

bank for lendable funds, resulting in poor profitability
Depletion of banks' own capital as a result of persisting inflation

Negative real interest rates duc to persisting inflation, resulting in low levels
of dcpbsils o

Low mtcrcst rates on time deposits relative to-those on demand dcp()sm,
resultmg in low levels of time deposits
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2 Maj or advantagcs
1. ngh levels of cducahon culture and tcchno]ogy, 1nclud1ng thc htcracy ratc
4-9-1-3° 'Revlew on" 'th‘e'IMF's Stndy' '

 The IMF conducied a study rc]atcd to thc dcvclopmcnt of thc fmancnal system of .
Kyrgyz in 1992. It conducted a field survey the cearly 1992 and’ published a report -
- entitled "Economlc Review - Kyrgyzstan in May the same year. The report analyzes -
the counlrys monctary policy prlor o thc adoptlon of the' Som and recommends
p()llClcS‘ for rcmforcmg financna] intermediary power through the bankang systcm

Spcc1ﬂc restraints and ddvantdgcs related 1o the dcvclopmcnt of . the financial
bystcm in thc country, as indicated in the rcporls are surnmarized as fo]lows

(1)  Major réstraints

1) . Disordered trade practices with countries in lhé_ former Soviet Union and
' uncontrollcd paymcnt methods, and the incrcasc in barter trade -_

2) Aggravatmn of mflatmn as a result of pncc llbcrahzatmn the rise in import.
prices, and CXCess llqurdlty caused by Crcdll Supply from Gosbank

3) Growth of budget dcficn‘s panly duc 10 the govcmmcnts takc“()vcr of
overdue mier—-bumncqq debts ' ' C '

4y Large am_()unts of government spending requited to settle inter—business
debts owed by state enterpriscs as well as for capital formation .

5) Deterioration of current account balance |
(2) Major advantages

1)  The government intends to pursue tight fiscal, financial and income policies.

436



4-9-2 Major Restraints and Advantages Related to Development of the
Financial System, Perceived from the Survey Result on Financial
Transactions by Institutions and Businesses -

4-9-2-1 General

During the field survey, the study team cxamined the current state of financial
transactions by financial institutions and busincsses, primarily by interview and
.qucstionnairc surveys covering sclected commercial banks and business cnterprises.
- The result of the surveys was analyzed, and major-réstraints and advantages related to
the development of the financial system in Kyrgyz are identified as follows.

4-9-2-2 Major Restraints and _Ad#an_tages Percelved from the Current State of
 Financla! Transactions by Institutions

(1) .Major réstrainls '
i) | Lack of funds
2) 'Shonagc of personnel experienced in banking bUSi‘I;C_SSV
3) Ex_clﬁsivc (_:ont.rol .of .govcr.nmcnt. funds by foﬁncrmgovcmmcnl banks
4_). I.ncrt__i_ntér—bapk:sc:ttlemcnt
5 Difficﬁ]ty in cr'cdit.c"reai.ion :
6) k Léck of cbmmunic?'ation infrastructure
. 7 'Léc_k lof adcquatc and_ur.m.iform accbunting and audit systems
(2) ._M_ﬁjoé .advantag.c's; .. .‘ “
| 1) VA\:."ailéb.i.lit'y of young ancf wcl.l edudéted human regources

4~ -9~-2-3 Maior Rastralnts and - Advantages Perceived from the Current State of
Financial Transactlons by Businesses

(1) Major rcStraints '

1) L,ack.of_cufrcncy convertibility with the CISs
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2)

9)

S 6)

8)
9)
10)

11)

12)

13)

: Dxfﬁculty in makmg paymcm transactions with the CISs

Lack of 1ndustr1al promotlcm pollcy in thc govcmmcnt and banks

Lack of public confidence on banks

Overdraft of banks (shortage of fu_"nds)" a

Delay in settlement on the bank side - -

Difficulty in borrowing the required funds - |

Shortage of loans with a longer period to meet business needs
' Increasc in doubtful or irrecoverable accounts receivable

: ]nabiIity or difﬁéulty in deposit encashment

Inability to withdraw cash from dcposﬂs duc to the shortagc of funds at

banks

Delay in computerization

Absence of adequate and uniform accounting and audit systems

4-9-3 Major Restraints and Advantages Perceived from the Current

State of the Central Bank, Government Agencies, and -
Organizations ' - -

4-9-3-1 General

The study team conducted a field survey on the current state of the central bank,

government agencics, and organizations, through hearings from various departments of

the central bank, and related agencies and organizations. The result of the survey was -

analyzed, and . major restraints and advantages related to the dcvclopmcnt of the -

financial system m Kyrgyz are summarlzcd as follows. |
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4-9-3-2 NBK
(1) .. Ma:ior restraints
1) Shortégc of human resources, particularly bank inspectors
2} Lirﬁitatiop in mdnetary policy instruments
3) Delay in computerization |
4) | ‘Development of adequate and uniform acclounting and audit systems
2) Major.advantages

1) - Independence from the government is securcd under the Central Bank Law,

with a wide range of authority ranging from monctary policy to supervision
of banks o

2)  Assistance in the areas of policy, organization and technology is available
trom various government and international organizations, including the IMF,
the Bank of France, the Bank of Japan, and J ICA.

3) " Employers are géncrally diligent and enthusiastic, cspecially many young
and well-educated staff.

4-9-3-3 National Insurance Auﬁlt Organization
1) Major restraints

(A) Lack .ﬁf communication with the central bank
2) Ma_jor advantagc.s

(A) Within the government organization, it is positioned as a high-level agcncy
similar to the Ministry of Finance and other central agencies.
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Chapter5 Present Situétibn of the Péyment System |
“in the Kyrgyz Republic

5-1 . Partlcipants in the Payment System

The bankmg systcrn of thc Kyrgyz chubhc has two levels, the Natlonal Bank of
Kyrgyzstan that is the central bank, and commercial banks authorized to operate on the
basis of the Bankmg Law. Among them is a savings bank that has developed on the
bas1s of tdkmg deposns from houscholds Each of these banks pammpatcs in the
paymcnt systcms togcthcr with compdmcs, individuals and other users of banking
- services in the country

- §-1-1 NBK

NBK hdS ns mam offi ice in Blshkck Chui, and hranchcs in every province. The
main ofﬁcc is composcd of scvcn departments that in turn have a total of 20 dwlsmns,
and an ddd:tlonal seven 1ndcpcndcnt divisions (sec Flgurc 4-3 for details). Among
these dcpartmcnte the followmg four are specifically involved in paymcnt activitics.

(1)_ - Accounting Reporting Department
Two divisions within this department are involved in scitlement,
A. - Organization of Accounting Division

Here,. in addition 1o balances obtained for cach commercial bank based on
data collected from the banks, cach bink's balance with the central bank is
- obtained. . This is done on the- basis of the requirement, in force since
- October 1993, for cach NBK branch to report its balance to the main office
every ten day‘i

Daily information on the cash balance at cach commercial bank is

'accumula!cd here, whcrc it can be determined whether each bank has a
¢ deficit or surp]us on its corrcspondent accounts, " This mformduon is'
"3'rcferrcd to when deciding which bariks arc quahficd to part1cupdtc in
E auctlon‘; of forc:gn currcncy allocahons



)

€)

~B. ' Organization of Inter—bank St:_ttlen_it:nt_ '_

) _ This division was created in'éarly 1993' Originally, it ;imcchcd documents'_
related 1o inter- repubhc settlements for use as compuler input data at the-

_ Moscow computer center. The scopc -of its activity was in the past hmlted
10 Rublc dcnommatcd debts camcd forward from thc USSR era.

- Note: The Accounung Reportmg Deparlment also contaun the Dmsmn of Reform of

' -'Acwunlmg ‘and Reportmg, which  is- concemcd wnh the - lmprovement of NBKs
'accoummg system, and the _Budgcl E:_(ccutlon Dmsmn, whu.h undcnakes dlsbqrscmgnls_

against the budget..

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 fransactions. It scttles by use of the

* correspondent accounts with the central banksl of those countries that w?t:ré bpc_ﬁéd
"during June~October 1992 on the basis of IMF recommendahons Payment
instruction documcnts are alt sent through the mail. ) -

During April-May of 1993, the number of_paymcn_t infstrub'tior_is was about 3,000
a day. No settlements were p_c_rfomipd with other CIS nations during the period
from May 1993 to January 21, 1994, when a national currency was adopted.

Concerning fransactions with ordinary cbmpanics, al prcsbnt the conimcrcial
banks are bcing encouraged 10 open correspondent accounts on their own with
banks in the CIS countrics, and thus far-about ten banks have obtained forcign
currency exchange licenses and are using this system. . As a result, payments by
way of the central bank will bc llmltcd to exchanges between the CIS sovcrmgn.
entitics. ' ' '

Information System Department

In Junc 24 1994 NBK dcmdcd 10 rc-—namc Automahon Dlvmon to lntormatlong

System Dcpartmcnt and to enhance and rc—orgamzc its functions. Informat]on :

'Syetcm Department, as shown in Figure 5-1, consists from four divisions and
~ total of 24 member staff. Major function of the divisions is to cstablish and
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_ construct operatmnal structure and process of NBK and has objectives to promotc
for raising productivity by automization of the process, Among those divisions,
Perspective Project Division is in responsible for payment systems planning

| including establishment of a clearing housc and improvement plan of
computerized payment systems Wthh is a joint work with the JICA Study Team.
As of August 1994 the Departmcnt was still under stage of recruiting its staff
_members. o

- The computer network also functions; as the central activity of the Information
System Dcpartmént, for acquisition of information on foreign currency

B tranSactions of each commercial bank (exchange rate used, value transacted, efc.)
and to obtain the banks' balance sheets. - At present about half of the commercial
banks are in this system: The telecommunications nétwork is also hnkcd to the
CIS Inter—bank Network, and supplies on-line data to Moscow. '

5-1-2 Commercial Banks

~As of July 1st, 1994, the Kyrgyz Republic has 19 commercial banks with 179
registered branches in total. The main and branch offices of these banks participatc in
the payments system. The rcg:onal distribution of cach bank's branches arc shown in
Table 4-1.

(1) The Three Major Banks and Commercial Banks Established After Founding of
. NBK ... B Lo : o

The comfncrcia] béﬁks can be separated into two catcgories according to manner

of devclopmcm First, thcrc arc the three major banks establishied after
"promulgahon of thc Bdnkmg Law ‘which were created from organizations that
'cmstcd from bcforc Kyrgyz's 1ndcpcndcncc Next, there are the banks cstablished
on the basis of the Banking Law after mdcpcndcncc was attained. Most of the
latter have their main offices in Bishkek, the capital of the Republic, and have -

‘_ rclahvcly fcw hranchcs Thc formcr on_the other hdnd have from 25 to 51

o domestic- branches and thus posscss largc organizations for engaging in bdnkmg
Hbusmcss ) L '



. Each commercial bank is 1o receive requests from customers to open accounts and

. process transfers into and out of the customers' accounts. A bank will not

(2)

3 iﬁnc_lqrtakc.cass_h transfers for persons who do not_-hav'c an account at the bank. -

‘Each bank has only jdst begun to automate, but all banks are've'r'y ‘eager 1o

automate, Each -bank . assigns the greatest 'illnportancc” in automation to its
applications for payments and for internal accounting. They are also -eagerly

h studying automating banking services for depositors; and at some commercial
“banks - this has. alrcady been rcahzcd Study3 is now . being made of more

comprchcn%wc dutomdtlon

‘ Paymcnts for tranSactions with countrics outside of the CIS. group are madc 'using
‘correspondent accounts: opened. in foreign banks. Much of these transactions are

in US dollars, and some are in German Marks

Savings Bank'

The savings bank takes dcposnts mamly from pnvate cmzcns As of August 1994,
it still has not given a license as a commcrcnal bank under the Banking Law

- compriscs up a network serving the entire nation through a total of 379 branchcs_

in 17 regions of the country. The savings bdl’lk is dcplclcd schematically -in
Figure 5~2,

It also prowdcs services on behalf of private ‘citizens for recelpt of rnonthly
payments, that requires inter— bank scttlcments and for payments they rcqucsl to
have made. This cannot be done dlrcctly by the demgs bank, so thc transfers are
entrusted to Kyrgyzstan Bank, Promstoroy Bank and other banks. The savings
bank is scheduled to establish the account in NBK and thc pdymcnt wxli bc gomg

_ through v1a its NBK‘S account in Dcccmbcr 1994

In the Lcinins'kaya district, it was observed that automation of 'thc_"sairiﬁgs

business is at an advanced stage, and 90,000 depositor accounts arc being
managed by on-linc processing in a Local Area Network (LAN) system.
Transactions made against every account are recorded on an account by account
basis since January 1, 1993, and can be reviewed in an instant, It is also possible

to review payments made in all transactions on a month by month basis.
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- Transactions in the unit of the nationéll_currency, the .Som, began on May 12,

©.1993, and records exist for conversion of Rublecs in cach account to the Som; the
dii.riding line is immediately evident in the account columns because of the
difference in the number. of digits, at the time the new currency was 1ntmduccd
one Som was cxchangcd for 200 Rubles. '

541—3_ | Corporations and Individuals

| ‘Co.fpo.ra.tio.ns and individuals are the users of the payments scrvices b_ﬁt do not
perform the service. Among them, however, some providc telecommunications
services to'bénks and it is possiblc that in the future companics that provide payment
services could be created from among the aforementioned compamcs that prowdn

tolecommumcahon services.

Betwecen the first ficld survey which were undertaken between January and March
1994, 20 companics were visited and frank discussions were held with the executives
there. As an overail observation, it can be said that rﬁany of these people had a high
level of awareness regarding financial systems and the present condition of banking
services. Further, regarding payments business, there were few opinions expressed in
favor of usé of banks as a method of making payment. "When I'm in a hurry, I pay
them myself," and "1 only use a bank whcn I have no chmcc” were among the opinions
hedrd ' '

* The reason for these attitudes may well be lack of certain knowlcdgc as 1o when the
recipient will receive “the: money given to the bcmk for payment purposes. It is not
unheard of for a payment to take up to 5-10 days, cven within the same city. It was
even said that scndmg moncy abroad was guicker and more c,crtam than doing so at
homc only two days are requ:red in the case of the Umtcd Statc‘;

5-1-4  Other Parties Rela’ie’d to the Paym'ents System
| 1 COmpUle‘r Cchtcrs_ RS

There arc two computcr ccntcrs, in Blshkck and Obh that. arc mdcpcndcnt
'compdmcs afﬁhatcd wnh NBK. Thc Study Team made visit thesc Computer
- Centcrs in both cmcs '



~ . In Bishkek ' Computer Center, payment information processing  was - being -

@

performed at these computer centers, as-of January 1994, for 52 bank branches in

‘the Chui Tegion, and balances ‘were being calculated for each bank from the
information. . The center in Osh’ was proccssmg information for 17 branches at

that time. These services are prowdcd to each bank for a fee, based on the

number of transactions, and each computer center is a golng concern. - In Blshkck |
10,000 documents are processed daily in January, 1994.. In the- past the number of
documents per day was about 25, OOO so it is cv1dcn! ‘that therc has becn a grcat

' dcclmc in volumc of busmcss -

RKC and Rasholonaya Parata

Prior to Mdy 1, 1993, NBK had a chmnal Cash Center (RKC), at each of its
branches and all payments wcnt through those centers. The arrangement was as
shown in anurc 5-3, In this figure the following is schcmatscally rcprcscntcd
The numbers ® and e here corrcspond to the numbers in the ﬁgurc '

@: Evcry branch had an accouot in RKC, and payments went through the RKC."
@: : Payments to branches of the same bank also went through the RKC (heavy
line in the chart), | | o e

Payments from one bank to another were handled in the same way.: That is, there
was no distinction made between inter-bank and intra-bank transactions. Further,

all documents were in paper form, and physical transfer of the paper documents -

required from fwo weeks to a month. A problcm existed becausc the tunds were

frozen durmg lhm period, -

On May 1, 1993, NBK started to usc a new paymcnts system Thls was based on
a recommendation by the IMF, and a conceptual outline of the system is shown in
Figure 5~ 4. The new system had thc following four. major fealurcs '

1. Thc payment process which went through thc RKC&. were: dbohshcd and "
there was no longer mtcrvcntlon by NBK.
Intra-bank payments were madc cntlrcly w:thm the bank.”

3. Inter-bank payments were done dlrcclly, through use of corrcsloondcnt |

accounts,
4. Amounts pending sctilcmcni were rcvicwcd on a daily basis.



This system was not without its efficiency limitations, as cach commercial bank
had to have an account with every other one.. The three major banks in particular
feit greatly inconvenienced in having to open correspondent accounts with a large
number of small bdnks

In connection with this, 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. L

Extremé difficulties were encountered duririg lhc first month of operation of this
mew systcm but the pamczpahng banks made 1mprovcmcnts thcrcaﬂcr and
eliminated many problems The main point of the systcm is as follows. In every
: province cxcept Chui, one "rcgional coordinating branch" was dcslgnatcd, one
from among the branches of every bank, and a correspondent account was opened
there, for transactions involving the banks of the respective regions. (It appears
that guidance by NBK was to the effect that processing was done by cach bank
~ through its main ofﬁce as shown in dotted hnc in thure 5 4. )

It was explained that th_é new system made it possible to complete payments in
one day.

'On the other hand, the basic paymcni instructions remained in the form of a paper

- document, so therc was no great’fe’duction in the time required for transmittal. It
still required two weeks to é.month to make a payment in a different province,
and during that period the funds could not be usefully employed. It is cvident
from this that 1mprovcmcnt of the orgamzatlon for payments is nccessary. NBK

_is now workmg on two areas of study, one mvolvmg a clcarmg house and the -
‘second intended to i 1mpr0vc inter— bank commumcahon

5-2 Types of Payment and Number of Payments

5~_-2-—_1 _ Transactlons at NBK Head Office and Branches of NBK

Branchcs_ _of NB_K sc;nd or rccci_vc cash through thc Chui Cash Distribution Center

(in thc'ChUi--regioh) to and from commercial banks in the region, - A correspondent

account is: opencd by the . commercial bdnks only at the ‘head office of NBK; no-.

paymcnts are done at NBK brdnchcs
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. _'-WithdraWals by 'c_:orrimcr_ci'al banks are done against banker's checks and checks are
| cashed 10 the extent that there are funds in NBK 'aécount-, within the day.: Need for
some preparations exists, however, when large amounts of cash have to be paid out.

- There is-a Reserve Fund at each branch of NBK, and minimal attention appcars to
.bc given to keeping the physical movement of cash (scvcral tumovcrs a month)

5-2_—2 '-_lnter-Bari_k Transactions =

_ Thc mtcr~bank market is still undcr dcvclopmg stage. However, _whcn reviewing
bdckground of thnse individual trdnsactmm there seems to exist somc transactions
Wthh are related 10 mtcr-—bdnk markct trdnsactmns ‘The Study Tcdm were not able to
vcrlfy thc 4m0unt of those 1ranqachons Usua]iy, those transactlons are bemg mdde in
the followmg manner.

1. -Usmg the Rcscrvc Fund of NBK , :
Commercial banks request to RKC in Chu1 io irdnsfcr thclr reserve funds in
NBK to other bank's accounts. Actual process are made in the Chui -
. Computer Center. | . | | |

2. Using Correspondent Accounts in Commercial Banks
- Commercial banks request to a Computer Center to transfer their fund in
~ correspondent accounts to other bank's account. Actual process are qﬁadc in
the Computer Center, | | .

3. Using Corcspondcrit Accounts in Rashomya Paréta
" Commercial banks request to the Rashotonaya Paru *9 transfer thclr fund
in corrcspondcnt_dccou_nts to other bank's accounts. Actual process are
made in the Chui Computer Center. '

‘These three methods may be used at the same time.

5-2-3 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 balancc of 2-5,000 Som is maintained i inan:
account,

- 5-8



" At present there is not an adéquatc means of monitoring the number of cash transfer
transactions being made within the country; That is, there has been a major change in
the’ mechanism of the payments system, after which there have been a number of
adjustmcms, and the basic information is not well-ordered at cach bank at this time.
Further, there are: mflucnccs from the cxtcnuatmg c1rcumstancns in the nation's
,

cconomiy, the ‘fact that com_mcrmal transactions themselves are in a transition’ period
and the level of confidence that the people pla(;c in financial institutions.

(1) Number of Dociments When the RKCs Werc Functioning

- In liric of current information, the Study Team was able to obtain information on.

 the daily value transferred (in. units of Ruble 1,000} and number of transactions
during 1992, when the RKCs were still functioning. These data are shown in
Table 5~1, "Payment Documents and Amount in Old'RKC in 1992." This table
provides the number of docutments and amount of money for payments in the

- same region, other r,cgions,: -and CIS countries, for Chui,. Osh and four other

~ regions.. According to this information, in 1992, 4,402 documents were created a
‘day in conncction with payment of money, of which 1,903 were for payment
‘within the same region, 1,360 for payment to other regions, and 1,139 for
payment to other CIS couniries.

Figure 5-5, "Number of Payment Documents in Old RKC in 1992," shows the
data from the above table as a bar chart. The number of documents is greatest for

' the Chui region, at 2,209, Half or somewhat more of all documents sent within
the country have sent from: Chui Jalal-abad is next most common: scndmg
-provinge, accounung for about a fifth of the total number of documents sent

~ within the republic, to totaling 756. Osh is next in importance, and these two
regions and Talas arc the most 1mpnrtdnt fund transfer sending province within
thc chubhc

Figure 5-6 gives the shares of. payment document destinations in cach region and
the republic as a whole., From thesc pic charts it can be seen that in Chui and Osh
‘there is an app.roximatc balance between the volume of documents to the same
region, the rest of the republic, and to CIS countrics, while in the other regions
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the share within the same region is h:gh and that of the CIS counmcs is no more"
than about 10% ' : :

-_Volumc Handlcd by thc Chu1 Computer Ccmcr

Wlth rcgard to Chul, the rcglon of. Kyrgyz that handlcs thc grcatcst numbcr of

_ .'documcnts, half of the rcpublncs total, the study team was able to obtain data on

o document volume from NBK Computcr Centcr For dctalls see “a Total Numbcr'

of Documcnts“ in Table S- 2, "Number of Docurncnts Proccssed in Chui-

_Computcr Center of NBK." The volume handled in_the: ﬁvc—yedr period from -

1989 to 1993 and number of branchc‘; that wcrc acndcrs are shown combmcd on
the chart. The: chdr_ts total column’ for 1989 _shows that-8,860,700 documents

- were handled in- 1989. . The number fell to about half of that, 4,700,700, in 1990;_ o

- -however; and failed to recover thereafter. The ‘number handled in 1993 was
~ somewhat under 3,000,000, :

‘Based (.)n'thcrrcscarch of which undertaken in July 1994, it was confi.rme_d that
these number of fransactions were further decrcased. - As a result, the number of
- monthly transachons in May and June were in bctwccn 7,000 and 7,500; These

numbers as follows

Month  Operation days Transactions Daily average
May 19 139,113 0 7,322
June . S22 154,734 - 7,152

Among these, the number of transactions which came via Rashotonaya - Parata
consisted from 30 % of the total transactions and these are showu in the table
below: '

Month RP transactions  Daily average % of the total

May 41,489 2,168 . 296

. June 45,573 2,072 k . 290

The cach amount per transaction are shown below::



- Month
May

Per transaction

June

Per transaction

- Total amount (1,000 Som) - RP processed (1,000 Som)

1,184,053 48,842
8,511 Som 3,588 Som

1,269,633 182,599
8,205 Som 4,007 Som

" In the total, average amount of 8,500 Som per transaction are processed, however,

" it is quite identical that nnly 4,000 Som which is ncarly half of thosc of RP's have

been processed.

. Following table shows the recent _s_tatist_ics concerning pr(iccssing activitics of the

- Chui Cornputcr Center.

‘May. 1994 Junc, 1994

_ Business operation days o e 22
Number of tranisactions 139,113 154,734
Portion of RP 41,489 45,573

Others 97,624 109,161
~Armount of payment (1,000 Som) | 1,184,053 1,269,633
Portion of RP (1,000 Som) ~ 148,842 182,599
Others - (1,000 Som) 1,035,211 1,087,034

' Avcrdgc numbcr of transactlons per day - 7,322 7,033
Purhon of RP 2,184, 2,072

~ Others 5,138 4962
Avcrdgc arnount of paymcnt per transactlon (Som) 8,511 | - 8205
‘Portion of RP (Som) 3588 4,007
Others (Som) | 10,604 9,958

(Source: Computer Cenier and Study Team)

In Table 5-2, "B. Summary" contains a summary of the above-described data.

Given, for the five years from 1989 to 1993, are annual totals of the number of

' documcnts number of branchcs in opcrdtlon average number of documcnts per

._ --bank branch the bank brdnchcs thdt handled the greatest numbcrs of documents,

.;thc numbcrs of thc documcnis hdndlcd by these branches, and lha ratio of the

' averagc numbcr of docurncnts handlcd dt the brdnchcs that - wcrc thc busicst to the



total numbcr of documcnts handled arnong all the branches. The situation can bc
summcd up as follows. :

1) The number of paﬂicipating bank branéhcs-rdsc every year from 27 in 1989
to 52 in 1993, ' e :

| 2) The average numbcr of documcnts handled per branch peaked at 328,200 in
' 1989 and gradua]ly declined after that, 1o aboul one-fifth the number,
_ 57 600 in 1993, '

3y The busicst branch in 1989 handled 1,455,300 documents, and volume there
‘declined to'less than a quarter of that,. 325,600, in 1993. . For the first four
years of this period: the busmt bank was the Promstoroy Bank, but the next
year it was Kyrgyzstcm Bank '

4) Thc ratio of documents handled at the busiest branch to the total number _of
documents declined from 16% in 1989 to 11% in 1993, as the degree of
concentration of document handling declined. ' -

5)  The ratio of _thc._vnlumc handled at the busicst branch to the average h'andlcd
at all branches was 443% in 1989 and rosc to 565% in 1993.-_:

" In .Figurc 5~7a, the total number of d_(')cumc"n'i's Handlcd is shown as vertical bars
and the number of bank branches is shown as a serics of points linked laterally by
a line. 1t can be seen that, starting in 1989, the number of documents handled
declined, while the nurnber of branches where documents were handled increased.
“The relationship between the branches that handled the most documents (bars)

and their share in total documents handled (linkcd points) is shown in Figure 5~
7b. Tt may be scen from this figurc that the number of documents handled at the

busicst branch declined greatly over time, while at the same time thc degree of |
concentration dccllncd

Figure 5-7c dcplcts the rclationship between the dvcrage number of documents o

handled at a branch (as bars) and the ratio of docurncnt volumc at thc busiest
branch to the average number of documcnts in questmn It can be scen from this
that there was a great decline in the average ‘number of documcnts handled at the
branches, and a grcat increase in the mulhplt_: of bublcsl—branch vo_lumc 1o that at '
the others, ' | |
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Upon the Study Team visit fo the Chui Compuicr Center (January, -1994), the
Center were handling 25,000 documents a day in the past but now volume is

- down to about 10,000 a day. Assuming that the number of business days in a ycar
is 250 and that a year is 52 5-day weeks with some holidays, the followmg daily

voiumes maybe calculated from this table::
1989: 35,443
1990: 18,803
1993: 11,989 -

It is not easy m‘vcrify..the "25,000 a day" from this data 'difc_ctly, but the data for-
1989 and 1990 point toward such a tigure. Morcover, the "10,000 a day" is more
or less confirmed by the data for 1993, which was 12,000 per day for 1993. It is

 also evident that volume has declined late in the year.

“Volume of Documents Handled Between Regions -

- With the c(_)opg:rati(_)ﬁ of the commércia_l banks, NBK implemented a questionnaire

survey on the payment system during autumn, 1993. In it was an itemn on the
number of payments made per destination, and the study team was ablc to obtain
resgons;é: 1o the survey from nine banks (Agroprom, Promstoroy, Akniet, Saturn

]

. KumluSh,.Vncsh, Encrgo, Merkury and Adil Banks). The data for thcsc_: banks
- was shown as a matrix of the daily volume of payments to six regions.

Bccause this study encompasa.es dll bdnks, it ahou]d be noted that the rcsulte can

not be dppllcd mutatus mutandi, to the overall situation in Kyrgyz. Nevertheless,

two of the threc _major_bdnks, are mc]udcd, as are seven newly established banks.
Inasmuch as about half of the banks are represented, even though the results are
not applicable to the nation as a whole, it can be understood that they are useful in

showing the general tendencies, and shares, and are analyzed below on that basis.

In ’I‘aBlc 5-3 ére ten sub—tables, A.t(.)"J Each table has rcgions on both the x and

o thc y coordmatcs, and thc boxes of the matnx contain the number of documents

' sent from thc vcrtncal*axls reglons to the hor:zontal~ax1s regions. Table 5-3-A

_ summarlzcs 1n1cr—-rcg10nal traffic for the nine banks as a whole. To the extent

that one mdy Judgc from, thls tdbic, thc nine banks in total sent 20, 0()0 documcnts.



It is carcfully nottficd that the Agroprom Bank handlcd about 80%, or about clght :
: tlmes that handled by the Promstoroy Bank

o It wouid Dot be propcr to gcncrahzc about the: Kyrgyz chubhcs paymcnt

- document volume ‘only on. the basis of the abovc information; -but- if it s

prov;sronally assumed that the nauonai total is 1.5 times grcatcr than- thls, the
averagc ddlly volume is 30,000. '

'Rcfcrrlng 10 the table, it can bc scen that the greatest volume was from Chu1, and
that most of that traffic was within Chui, ‘Next in volume is Osh, and almost all
. transactions are within the region, It is evident that' the hlgh C(mcentrdtxon w1thm
cach rcgion is to bc found clscwhcrc aswell. '

Fxgure 5-8 graphlcally shows thc number of tranwctmns ‘on a provmcc by -
province basis.  The bars for each province arc color coded- accordmg to
destination. Here too, it is evident that the number of transactions ‘emanating
from Chui is greater than those from other. provmccs, and the transfers within
‘Chui account for the majonty At thc same tlrnc, mternal transfcrs in each
provmcc are also of high 1mporlanc<: '_ ST '

‘In Tablé 5-4 the numbér of transactions arc indexed b‘a_Scd on the above—
introduced compilations, to give the c’ompbsitidn on the basis of a unit of 1,000
transactions. The total at the lower right of the table is 1,000, the sum of the
matrix cumponcnts For example, when total transactions are taken as 1 OOO :
~ those in the upper tight from Chui to Chui are cquai 10 361.37, and transactions to
Chui, shown in the lower lcft arc 428.69. This shows the relative 1mp0:1dncc of . -
payments made to Chui recipients and can be consndcrcd that almost 40 % of the
~ payment is conccntrdtcd in Chm rcglon ' '

‘Table 5-5 is made by using the data in the preceding table, to calculate the way
that the number of inter—province transactions change by being routed thrdugh'
Chui. ThlS tablc assumes that thc tclccommunlcatlons nctwork of Kyrgyz 1s such
that it radiates: from- Chui pmvmcc, Wthh is dt thc ‘center, ‘and that cven if a
' computcr network were 10 be used, this basic composmon of transachom mdy not -
~ be changed. If the matrix is cxpressed.as A and its componcnt ab Alj (i=1..6 and -
j=1..6), the clement of first line Alj (j=1..6) shows the number of transactions



which'origina_ted_.in‘ Chui; the element of Ail (i=1..6) indicates the number of

) _tranSacﬁons_ to Chui from other regions; and the element Aii (iél..6) of ‘A shows

the number of transactions processed in cach region. At that time each clement

Aij indicates the number of transactions trén_smiltcd from i to j which indicated

: caéh region. If it waS-aSSumed that these elements are transmitted via Chui region,

' '.:_'thc_ same volume as Aij is added to Ail‘-and'Alj, and they then can be expressed
- as Aij=0.. The following figure shows the way of the calculation. '

The result of the c_al__cuia_tion was very interesting, that is cven the inter—region
- transactions . go thfdugh the Chui region, the incrcase rate of the number of
- transactions comcs up-10 only 2.%.  This -result makes.the very important -
: Judgmcm that the transactions should rcally have to g() through Chui upon the
mstallcmon of the computer network. .

Chui i

Chui
+
, - Aif -
1‘ +
: . _ Ail:+Aj]
Ajj —=> Ail + Alj _ Alj:+Al
' -Aj: 0

(4) Proccssmg Pcc '

The ﬁc]d study 1nf0rmat10n on proccssmg fecs obtained from five banks and the
Chui Computer Center is summarized in Table 5-6.

4:'.'1: Two of thc fivc banks do not charge one charges a relatively ]ow flxcd fee, and
L -.two chargc a fce thdt varlcs accordmg to the amount transferred.



‘The avcragc amount of the paymcnt bascd on information whlch confirmed at the _

Chui - Computcr ‘Center is about 8, 000 Som.: Then bank chargcs for rccczpt of

e paymcnts vary 80 Som, 8.0 Som and 0.05 Som Some banks- did not charge

- The charges pald by the banks to the computcr ccntcrs were checked As can be

- seen from T: ablc 56, from 0.19 to 0.24 Som per. paymcnt is charged i in addition

to which there ar¢ overhead charges of account managcment fees, documentation
report prcparahon fees, and so on. There 1s a schcdulc of fecs at the Chui

' Computcr Center. as shown in Table 5~7, by use of whnch rccclpts from

5-3

participating banks can be ob_tamcd . If the: approxunate pcr—tgansacnon cost is

used, it -is_cstimatcd that the dircct cost per transact_ion.is_ about 0.5 Som. -

Bases on the Study Team rcscarch on the oonccpt and mcthodology takcn by cach
bank, it could be classified into 5 followmg methods

1. To multlply constant chargmg rate (0.1 to 0 4 %) fo the fotal amount
transferred per account per month, '

2. To set certain amount which varies from 0.5 Som to 4.0 Som per payment

instruction. -

3. To fix certain amount of monthly charge (c.g. 75 Som) per accolunt
Combination of above 1. and 2., but to set minimum amount 75 Som. And
to calculate bases on above 1. if the charge exceeded the minimum anoint.

5. To charge none, but the customer deposit minimum amount of deposit per
account. ' I

At present many banks arc tending to accept above method 5 that is set minimum
amount to be kept in a payment account. This may be a suitable measure when.
liquid assets are limited, but it may be considered necessary in the future _f()i' each
bank to bill customers a fec and thereby make the cost of 'th'c_scr_vicc clear.

‘Major Payment Systems

In Kyrgyz, up to May 1993, there was no'shai-p'd_istiﬁction'bétwccn:iritré and

inter-bank payment systems, and all payments were _prt_)cessed_' through”t}ic RKC of
NBK. Through adoption of regulations in May for inter-bank settlements, the
settlement function was taken out of the RKC and NBK does not i_ntc_rv_e:né in payment
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processing with the cxccption: of the work- of: the Computer: Centers that are an

independent subsidiary of NBK.

This’ édopiion' of rcghlati(jns fcprescntcd a thajor change, as correspondent

relationships established between banks are required so that payments could be made.

At present, however, the services provided by the Computer Center still do not

disfinguish between inter—bank and intra-bank payments.

 5-3-1 ' NBK Payment System -

(1) NBK Computer Centers (C.C.)

1

' Functions of the Computer Cc_ntcr

The :Co_mput_c.r. Centers have a functional relationship with (that is, provide
séryiccs_:to)'S_Z bank branches in Chui and 17 in Osh in January 1994. This
is not done by a dedicated telecommunications link. The Ccnt_cr functioné
as a central office for intra-province payments and a computer burcau for
pri'vatt::‘fin:anc_iai institutions, and provides the following services to head

and branch offices of banks in connection with remission and receipt of

payments,

1. Calculation and reporting of balances between banks and branches.

2. Reports on changes in customer account balances, calculation of the

balance and reports. -

- 3. Calculation and. reporting of the balance in correspondent deposit

between the three major banks and the Rashotonaya Parata,

4, Calculation and‘répbrting of the balahéc between small commercial

- banks within the Rashotonaya Parata (similar function as above 3.)

5. Pr_océssing of documnents at the rate of 10,000/day, 2,000 of which are
| rcla_ted' ‘to inter-bank payments. (proccssihg charge is 0.33
Som/process)



2

. ‘Business Activities of the Computer Center - -

Requests for payment are sent by banks via Tclex and stored in thc

. computer at the Cener, For banks that do not have a Tclcx connection, the
' ,payment mstructlons, once rcccwcd arc convcr!cd to ddta cntrlcs on

magnetic tape by usc of a pcrsonal computer chucsts from small banks_

. are sent to the Center via the Rashotonaya Parata.

3)

Th'é above methods afc hscd to collect thé dayis da'tz; 'by' 4 p.m. " Ovcmiéht

“batch processing of the data at the Center is. pcrformcd and the results are

sent to cach bank by 8:00 a.m. the followmg day

Futurc Issucs for the COmpulcr Center

The Computer Center - is contributing to smooth,. swift processing of
payments between banks, and between banks and customers. The Center's
cqu:pmcm and facilitics, howevcr are oul of datc and may not be adequate

- for the tasks ahead.

“"A.  Some commicréial banks have stated that the cc‘m-s facilities and

: cqu1pmcnt arc out of date even now, and arc not adcquate for
provision of good service. '

B. Further progress in computerization at commercial banks in time will

enable the banks to handle their own intra-bank payments. The

" definition of the role and functions of the Center must be modified in
keeping with changing conditions. RN

For the Computer Center 10 continue performing a role in the inter—bank
payment system through such activities as acting on behalf of the
Rashotonaya Parata, it will ‘be necessary not only to modernize the
computer facilitics and cqulpmcnt but also to lmpmve the cfﬁcncncy ‘with
which mformahon is processed within the center, and make: further progress
loward improving payment-related services, |
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Information Center in the Information Systern Department

1) - Receipt of Reports from Commercial Banks .

‘ The I.h_f_orrn.]at'iori Center 1s one function of the Information System
-Department of NBK. It receives the reports that NBK requires of each
commercial bank regarding inter—bank payment balances and handling of
foreign currency. The reports are made to the banks' head offices by Telex
and telephone daily after the close of business at the banks' branches, and

- the reports are sent to NBK by computer links.

-2)' . Analysis of Reports from _Commcrcial.Banks

_ The Information Center prepares éomputer diskettes containing the

information reccived from commercial bdnkq and distributes the diskettes to
the respective dmsmm in NBK that require the information for analysis and
documcntatmn NBK is workmg on the developrent of a PC-LAN to
.spccd up thc proccsc; of mformatlon supply to these divisions.

5-3-2 '_Cash_

(1) Introduction of the Som and its Diffusion
After attaining independence, the country continued to usc the Ruble for & period,
and then in May 1993 introduced the Som, the national unit of currency. At
present the use of the Som has spread virtually throughout the entire country!
United States dollars have been used at hotels and international tourist—oricnted
shops but as of January 1994 thcy will no longcr be accepted.

2 _ngcr'M.onCy Denominétjohs :

There are four denominations of paper mongy: 20 Som, 10 Som (iSsucd from

February 1994), 5 Som and onc Som.  In addition to these paper money in

denominations of 50 Tin, 10 Tin and one 'Tin are distributed as provisional moncy,

“butitis sald that thcsc are fo be rcpidccd by coins. All currency is issued by NBK,
_ and produccd in Engldnd ' ' -



(3) Cash as a Means of Settlement .

Cash is ‘still preferred as a means of séttlemcnt'amoﬁg individuals as well as
corporat:ons Because the delay in improvement of the paymcnt system and a low
" fevel of cunﬁdcnce in thc banks has kcpt thc number of persons holdmg dcpos:t
accounts down

(4) Mcth&)d of Supply of Moncy and Rcslramt on Volume of M{)ncy Supply :

The mcth(}d of supplymg money to commcrmal banks had to be changed whcn in

' May 1993, the accounts of commercial bank branches at NBK were  closed.
vaiodsly," when those branches wished to withdraw money from branches of
NBK, they did so dlrcctly Now they must request their head offices to request.
NBK to make a payment to the appmpnatc NBK branch be mddc NBK branch
payq the commcrcnal bank branch after rccclvmg dulhorlzatmn

To combat inﬂali(m, NBK is ﬁow réstricting the supply 6f rﬁbncy and maintaining

a scrupulous check on withdrawals of cash from deposit accounts. NBK branches

now control withdrawals from corporate accounts for purpose of payments to

other companics, as a means of controlling moncy._ in accor_dant:é with actual
: lrzmsactions_bcing made by firms. | |

5-3-3 Deposits
(1) Types of Deposit

There are three types of deposit account: 1) demand _d.ep_()sits, primarily for liquid
assets of individuals, 2) current deposits, used by corporations_: for -pﬁymcnt
purposes, and 3) term deposits, used by both individuals and companies. The first
two arc used for making of payments. In Kyrgyz, the Wonjd “dcpbsi!" is used only
in connection with the third category of account. ' '

(2)  Conditions of Aéccpting Dcpoéit_ Accounts, and 'Payrr.licm Services

Demand deposits in the past were accepted only by savings bank. The number of
such accounts totals more than a million. Today, duly authorized t_:brhmbrcial
banks also may accept deposits for payment upon demand, but the scale of such
activity at those banks is very small. Recently, 'howcvér, a shift of savings’
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accounts from savings bank to commercial banks has been observed, and it can be
said that competition between these two types of finaricial institutions has begun.

Regarding the relation of these deposit accounts to the payment system, it is of
course possible to transfer money from one account to another. The savings bank

has for some time offered as services the automatic payment of wages into

employce accounts, and automatic payment of uhhhcs chdrgcs (automdtlc
w1thdrawal has not been offered yet). '

Busir;css_Prdccdurcs and Systematization Related 1o Deposits

" Banking busifncss  procedures and  systematization rclated to deposits at

commetcial banks, at many of the banks, entail manual paperwork. Some banks

have adopted use of personal computers for deposit and withdrawal cntries and

‘provide accounting information for accounting system usc in the form of a

disk_éﬂci CDs, ATMs, and bank cards (cash cards) arc not being used yot at

 present. Among savings bank, withdrawals and deposits which involves in inter-
branch process can bc:donc'through the request by telephone, but not by the
‘computer transmission processing, In general, cven at banks that have an

cﬁdlhsiv&usc"linc‘]inkihg branches and the head office it is not possible at
present to provide service that simultaneously withdraws funds from one branch
and deposits them at another. And the services of dcposn and withdrawal for

 other banks are not uscd at thls moment.

5—5-4 | Inifa—Bénk Pafméht Systérh

(1)

Thc Role of Computcr Ccntcrs in thc Intra—bank Paymcnt Systcm

Bccausc .intra-bank paymcms are by nature internal - business of the bank

: conccmcd there is scant need 10 use-a computer center that is external to the bank,
“But the computer centers in the past had performed centralized business functions
- and calculations for alt banks, and since it has an intimate relation to the nation's

pdyr_ncnt system, it is considered impossible to completely climinate its rolc in
intra~ bahk payments in a short time. Thercefore, Kyrgyz's payments system in the

e dctual processes. involved does nof now makc a- distinction between intra-bank

- and mlcr-bank paymcnt*;
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- The Kyrgyzstan Bank and some of the advanced banks, having devéloped their
- own payment systems, are interested in ending the use of a. com'p'ulcr center.

Many of the banks that lack such systcms, howcvcr, have no choice but to

. confinue usmg the computcr centers for important services.

Busincss Proc_:cdi.nres of Intra-bank Pay'mcnts -

1)

2)

Flow of -Do’cuments and Infoﬁna'tioh

In 1ntrd bank payments, at thc three mdjor banks, it is of ccntral lmpoﬂance
that documcnts such as paymcnt instructions and conﬁrmdtmns be reccived
dircctly by the branches concerned, without passmg through the "regional

_ coordmatmg branch“ (thc head office in the case of Chux) thn the
‘paying branch or the rcc1p:cnt branch is in Chui (or in Osh), thc computer

ccntcr is uscd In lhc case of- smdl] and mcdxumnslzc commcrmal banks,

~ with at least onc branch (cither scnd~1n or send- out ‘bank) is localcd in Chui,

thcy are to use the Computer Ccnlcr via Rashotonaya Paratd The ccntcr

having scparated paymcnt instruction and other documcnts accordlng to

destination, provides detailed statements for cach branch and each account

'balancc, and performs concﬂ;atmn in accordance w1th the transfcr and
~ receipt of money,

Conditions of Business Activitics Inside Banks:

At many banks the internal business pr(}ccdurc related . to intra—bénk'
payments is handled mostly by thanual work 'usi:n"g papcr documchts,
demcnt instructions arc accepted after the customer brmgs in the rcqucst‘
and the account balance and authcntlclty of the signature are checked.
Requests reccived prior.to noon, after separation by destination and internal
processing, arc sent out by 4 p.m. Even when requests. for paymcm are
transmitted by Telex or ‘personal computer, it is necessary to send the

request form to the paying branch (it appears that there is a specialist firm
 engaged in clearing services). Confirmations are sent back by mail.

Some banks arc using personal computers for input of rcqucSts:for payment
and account management simultancously, but there are no banks that have
an on-line system linking all branches to the head Qfﬁcc:. Even at the banks



that have relatively advanced procedures, data ‘is accumulated and
undergoes batch processing. The data accumulated in a personal computer
is recorded on diskette and provided to for use in the accounting system. It

~ appears that at Maksat and other advanced ‘banks, however, PC-LANs arc

in use and there is a dircct data lmkagc bctwcen the various rclcvant internal
systems.

E\'f'cn in thé same bank, however, it is not nccessarily the case that all
:branchcs are part of thc system; thcrc are many banks that have not been
‘able to. standardize procedures. Furlhcr there are conmdemblc differences
"in details of how banking busincss is conducted among the banks, such as

when a computer center is used, for example, whether transmittal of

‘confirmations arc eliminated, or whether account balances are updated after

receiving information from the computer center and confirming it.

- 5-3-5 inter-Bank Payment System
(1) Trend%

'1)" Role of the Computer Center
Cnmputér Ccntcrs'opcratcd by NBK in Chui and Osh perform a vital role in
operation of the payment system between banks through their centratized
information processing and Cd]culatlon servmcs, snmldr to thc case of to
intra-bank payments. '

2 Estabhshrnent of Rashotonaya Parata (RP)

Chdnges in thc methods of makmg payments resulted from change in

- regulations . for inter~bank payments and obliged private financial
- institutions to modify their procedures, $o procedures for settlement now

vary- .fr(j)m' bank " to -bank. Motcover, as of June 1993, the smualler

- commercial banks (excluding the three major banks) have made usc of the
Réshotonaya Parata' to- reduce money flow: when making payments.

- Ordinance related to clearing house and rcgu]dnom conccmmg clcarmg

'opcrdtlon arc shown in Anncx 3.
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(2) . Functions of Rashotonaya Parata

B

2').

3)

5 Réla_t_i:@nship i)_f Ra.s‘h__otonaya Pafata to ih_q:_Tlm;rcc_ Major Banks

" With regard 10 the ihfcc major banks, the RP is in cffect as if all smaller
' commcrmal banks were one blg bank as far as payments are concerned.

That is, Rashotonaya Parata has corrcspondcnt accounts in their major
banks and four partlcs (RP and threc ITld.]OI‘ banks) are in corrcs;)ondcnt with
cach other for paymcnt transachons The pamcxpatmg banks maintain

" balances at the Rashotnnaya Parata, whlch pcrfonm ncttmg to the extent of
“those bdlanccs Ifa bank's ba]ancc is msufficwnt it must bnng it up to the
. 'rcquucd lcvc! ' .

Functmns as an Informanon Pr(}ccssmg Ccntcr for Small .md Mcdlum Slzc

‘Banks

The Rashotonaya Parata also functions as'a common infon_natibn processing
center for small and medium-sized banks, including not only pr_occss'ing
madc within Bishkck but also procc'ssing of transactions made from the
branches of small and medium-sized local banks (Processing 1,000 to

2 OOO transactions per day)

Structure of the -R.ashotonayé Parata-

The Rashotonaya Parata is structured as follows.

A.  Ituses funds deposited by pdrthlpd‘lmg bdnks for their corrcspondcnt '
accounts to maintain a balance i accounts at the three major banks. .

B. The participating banks and the.three major banks: use. Tc!cx or
telcphone line links to the Computer Center in. Bishkek. -

C.- Al instructions to pay are sent to the Rashotonaya Pardta and
tabulated on a daity delS 10 determine the netting posmon of each
commercial bank. o e

D. - Correspondent accounts of commercial banks at the: Rashotonaya
Parata arc. credited or. debited -according “to- the - ncmng posnmn
tabulated.
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- Payments between the participating banks and the threc major banks

are done by crediting or debiting the Rashotonaya Parata's
correspondent accounts (#161) at the three major banks.

All information related to payments (such as advice to pay
notifications) involving the thrée major banks is'sent to the Computer
Centeis.  In’ addition to netting betwecen participating banks,

" Rashotonaya Parata alSo_d'o_cumcnt's the balarices,_"hettcd, against the

three major banks, and reports then to the participating banks.

By means of the above arrangements, the participating banks obtain the

same effect as if they were to have ‘a correspondent account at the

b Ras'hotonaya Parata. and undertook - pay'mcnt services related to the

e -paj'ticipa_tin_g banks as well as to the three major banks. From this viewpoint,

it can be ‘understood  that the participating -banks take their sharc of

correspondent accounts at the Rashotonaya Parata to be the cquivalent of

"cotrespondent accounts opened: at the Rashotonaya Parata”, Articles of

. Association of Rashotonaya Parata are shown in Annex 4..

(3) = Characteristics of and Issues Related to the Rashotonaya Parata

) Ch_aractcr_istics .

The Rashotonaya Parata has the following characteristics.

A

* situation when payments are made by mecans of correspondent

It simplifies the transmission of information in comparison to the

accounts., Banks participating in the Rashotonaya Parata have only to
send payment infdrfnat'ion (inS{ructiqn). They do not send to the

- receiving bank the document for confirmation and the former's copy.
‘Participating banks do not have to maintain a blanche in

correspondcnt accourits with cach other. ‘This makes 1t possible to

" rediice the amount of funds’ requncd to do business. .
':’I'hc Rashotonaya Parata acts on behalf of partlclpatmg banks for
: paymcm transfets to and from the three major banks. -

.. Even if the payment transfers fo and from the three major banks do

not go smoothly, those between participating banks will go smoothly.
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' -,'A‘._

_}Issﬁ_{:s’_ e
Thc'_'Rashortonéya-_p.é_g_raté fac'e_s.'tﬁ,c fo'l.l(.)Wil’:lg i's$u¢s'.-_ . S

, Accordmg to the Rashotonaya Parata s chartcr, cdch parucrpatmg bank
- isto subscnbc to the Rashotondya Parata (S, 000 Som) At present, the
-‘rlesubscrlptmn funds amoum o 15,000 Som, far below ‘the 60,000
-, required by the chartcr Thls amount is aiso far far below the.

200,000 Som required m view of the Rashotonayd Parata's being
ldken dS a financial mstltunon ~‘There:is -the pos.snblhty that .if

: pammpatmg banks are short’of funds beyond. a certain extent, the

e 'Rashotonaya Parata will no! be ablc to functmn propcrly This under-

. subscription. suggcsis that difficulties will be cncountercd if therc is to’

‘be:-an effort to- elevate the functlo_ns or_,pcrformdnc_c of the’

Rashotonaya Parata. 1

“To the extent. lhat there: is not a scrlous shonage ‘of funds at

pdmc;pdtlng:banks,_ the - Rashotonaya Parata can function as an

 cfficient system, but there is no guarantee that payment can be made
~with the finality -of payment by NBK. : This -is. becausc if a

participating bank has a shortage of mori_cy, and other paﬁicipzin_té can
not cover that shortfall, thete is a danger that the system will break
down. - - '

(4) Buqmcss Proccdurcs for lntcr~bank Paymcnts

0

demcnts Bctwccn the Three Major Banks

The threc major banks _maintain __co_rrcspondc_n_t accounts at the "regional
coordinating branch" in cach province (or_at__th_q: head _ﬁfﬁccs, in Chui).
Final inter-bank scttlcrricnts arc'madc at thcse' "regional - coordinating

‘branches."” When pa)'mcnt is to be made across a pmvmc:al boundary, or

when clthcr payer or payee t bank is in Chul (or Osh), the Computer Center i is

uscd, via the head office (or “regronal coordmatmg branch in Osh). Thc‘ _

Lomputcr Centers’ provndc in addition to the same scrwccs for mtra—bank :

. payments, rcportmg of the lmcr—bdnk ba]anccs.
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| 2) Payments Between the Threc Major Banks and the Smaller Commercial
. Banks SR - -

‘ The arrangenicnts for final payment between the three major banks, and
. payments between the smaller commcrc:al banks, have been described
| above But because the Rashotonaya Parata is only in Chui, when either the
payer or thc payce bank is a small commcrcml bank, cven in the, case of
1ntcr~bank settlements  outside of Chui, it is necessary to usc the
Raéhotonay_a Parata in Chui (and the Computer Center).

'. Thus, for-inter-bank. payments outside of Chui, it now is inconvenient in
:comparis'oh to the time-when payments were made through NBK's RKC.
~ Because of this, cfforts to cstablish a Rashotonaya Parata in each province
-other than Chui have begun,

3) - Business Procedures Inside Individual Banks

_Busincsé procedures at banks differ to a 'g'fcatcr or lesser extent in detail, but
.internal proccdurcs arc the same as for intra-bank. payments at braniches
-from thc time.a rcqucst for pdymcnt is recclved o the rcrmssmn of funds.

In order to improve thé cfficicncy of procedures related to payments, on the
baSIS of an agtcoment by thc banks, for the sake of convenience, there is an

ongomg process of dlrect exchdngc of documcnts dnd payment information.
5-3-6 Cro‘ssbofder_Payments System
" There arc two fundamentally different forms of crossborder (inter-bank) payment
systems in usc in Kyrgyz. One i$ the use of correspondent agrcements, which is
‘common am’ong"privatc' financial institutions in the industrially advanced nations, The
' sccond is paymcnt by means of thc corrcspondcnt drrangcment among central bdnks of
' thc CIS ndthﬂS ' s o

| (1)' Cotrés’pondeht Systcfn_AmOng Private Banking Instituti(m's‘

Many commcrcxdl banks make use of thc corrcsp{)ndcnt system.  For example,
Mdksat Bank in addition to havmg SIgncd corrcqpondcnt agrecrents w:th
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: commercial banks in 14 CIS_ countries, has signed such a‘grc_cmcht_s with banks in
- Germany and Switzerland. Adil Bank and Kyrgyzvnesch Bank ‘have signed

agreements with Japancse banks. - Because this country is not a participant in

'SWIFT, pdymcnts between banks in Kyrgyz and thelr corrcspondcnt banks are
: “madc by means of pcrsonal computcr connectlons Some banks such as Adil,

aware of SWIFT are planning to adopt a ncw system that usé as a format

pattcrncd aftcr lhdt of SWIFT (nctwork plan for the CIS countncs)

'Payl.nems' by Means of qufcsPOndént' _Rc!aﬁons‘With C(':I-l.t.l"al Bariks L

Regarding pdyments between central banks, the CIS natmns céntral banks have

“mutual correspondent dccounts and paymcnts to prlvatc cemmercm] financial
 institutions in other countries can be made through mcssages bctween the banks. -

In order to face the dlqruplmn caused by. the: collapse of the. Soviet payment -
systems - thc Russian Central Bank -undertook to enter into corrcspondcnt

' drrangcmcnts w1th the ccntral banks-of the FSU. countncs in January, 1992 so that
~the settlements between rcpubllc.s are- carried out through these correspondent

arrangements. The Rissian Contral Bank plays the main rol¢ in the working of
this scttlement mechanism and the Bank accords: ﬁnancmg in the form of a

" technical credit to the dcbter nation. Such credit places a CODSldcrdb]c burden on

Russia and enlarges the trading imbalances between individual countries and so in
July, 1992 the Russian Central Bank strengthened its watch and control over this
system and since the overdraft of individual states is to be paid in foreign
currency and interest is calculated as & mid-term debt on a LIBOR bdse the
volume of trading has decreased subscqucnt to thcsc measures,

- This method at present relics on transfer of paper documents by mail. Because of - '

the time réquircd when this system is used, NBK urges users to make payménts _
through commercial banks' correspondent systems, Startmg in April of this ycdr
it has been: planned to unify the correspondent systems for paymcm transfcrs
betwcen commercial banks. This will mean that NBK will be mvolvcd m
crossborder payments only for ldrgc amounts transferred between govcmments
and special transactions,
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(3) - Establishment of an Intergovernmental Bank:

New systems for settlement are being reviewed in order to ensure the maintenance
and development of trading among FSU cou_ntrics. : Part_iéular]y promising is the
proposal to set up an Interstate Bank (ISB) to permit a plural.istic settlement
mecharnism. At the CIS conference of October, 1992 the Unitied Ruble. Block
“Agreement was slgncd by “eight states including -the Kyrgyz Republic. This
. agreement aims fo permit inter state scttlements via the creation of the ISB system
and determines thc_.us'e.of.thc Ruble as the common: currency ‘of trade between
these countries. The 1SB Charter establishing the creation of the ISB was signed
by 10 CIS countrics (cxc.lud.ing Georgia ‘and Azerbaijan) in January, 1993,
Initially establishment was planned to take place before October, 1993 but the
subsequent’ independent issuing of currencics by the individual countries has
resulted in the postponing of commencement of operations until the end of 1994,
Othcr_mattcrs agreed upon by the signatories to present include agreement to use
the Ruble as the currency for settlement and the clection of Mr. Vistor Gelasiuku
o (Prc_si'dc'nt of the Ru_ssian Central Bank) to post of ISB Chairman and of Mr.
‘. Wh&;r.cp'Sabaﬁnin_._to post of ICB Prcsidcnt. _

Thc ISB Charter sngncd n Jdnuary, 1993 sas down thc followmg functlons for
the ISB

- calculation of the net position of individual countrics for settlement pcfiod‘;

- _cnsurmg maximum cfﬁc:ency for %ctticmcnts made in Rubles on the
account book of the 1SB

- administration of thc Rublc scttlcmcnts madc by the Ccntral Banks of ISB

... member countries :

- ~ distribution (fi n.mce) of llmncd ecmemcnt funds '

- 'br_oke_r‘age_ for sales and purchase of the settlement currency

cte.

5-3-7 'Othér Payment Systems
(1) Papcr—Base Paymcnt Systcm

In Kyrgy7 a! Ihc prcscnt !lmc commcrcnal b:lls arc n()t in gcncrdl usc The only
pdpcr~basc paymcnt system: is thc cashier's check but this too is not in general
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