6-3 Brief explanation and premises of forecasts
6-3-1 Popul’ati_on

PlanA - _ :
~ For the past cdﬁpié of years, the population in the Kyrgyz Republic has been
dccrcasmg, due mainly to the cmlgratmn of non-Kyrgyzs, primarily Russians.
- Beginning in 1997, however, Ihc population is expected to take an upwards turn as a
result of the Kyrgyz gnvcmmcnts policies to prevent c;ml_grdll_()n and the Russian
government's policies to prevent lmmlgratlon Hchvcr' the rate of increase will
probably be low, around 1992-1993 lcvcl'; due to problems in ddnly hvmg causcd by a
| decline in actual income,
- Annual population increasc rates;
1994-1996: same as 1993-1994, -0. 9%
1997 and after:  0:5% (slightly morc than the 0.4% of 1992-3)

Reference:

Accordmg to the gnvcrnmcnt forecasts, populdn{)n dccrcasc‘; annually by —0 9% in
1994~ 2000 ' '

Plan B |

Even if all else go well, the cmigration of non-Kyrgyzs will continue, and the
pédplc won't fecl the récovery of the ceonomy, until around 1996. Until then, therefore,
the population trends outlined in Plan A will ()btam Afterwards, "however, the
population will i increase faster than forecast in Plan A. It will pIObdbly increase at the
same rate as that pnor to Independence: 1. 8% a year. ' '

_6-3 -2 Employment condltlons

1) Wurkmg p()pulatxon o |

Plan A: - Co :
" ~ 'Based on the age structure of the p()pulatlon (Tablc 3-2), ' the working population
was caleulated to hdvc a natural rate of increase of 0.94% a year. Due to emigration,
howevcr the rate of increase is forccast to be on]y 0.65% through 1996. Starting in
: 1997, however, cm;gratmn is cxpcctcd to stop, so that the rate of increase will return to
its natural levcl 3



Basis: : R , RN
Proportion of new entrants into workmg populatlon
35.9% (popu]auon aged 0-16) / 17=2. 11%
Proportlon of population leaving workmg population:
' 50.3% (population.aged 17-59) /43 = 1. 17%
- Rate. Of annual néturdl increasc in working p()puldhon :
2.11% - 1.17% = 0.94% |
| Of tho‘;c who C(}mprlsc cach ycars natural mcrcasc in thc workmg
pepu]atlon, 30%, it 1s assumcd w1ll crmgratc c . .
'._Thc above forccast is based on the assumptlon that thc currcnl practlcc Of b()th
husband dnd wife workmg will continue in the future.

Reference:

in the government forccasts, thc workmg p()puldtlon increascs dnnually by 1.7%in
1994-2000. ' '

Plan B :
Through 1996 'Plan B is the same as Plan A. Aftcr thdt howcvcr bcgmmng in
1997, people who cm:gratcd are expected 1o return due to the cconomy's revival and
friendly relations with nclghbormg countrics, As a result, the worklng populallon will
increasc at an annual rate of 1.3%.

Notc: The returning populdhon is cxpcctcd to constitutc 40% of the annual
increase in the workmz, population. ' '

(2) Uncmploymcnt rate (average of 6‘.3% in'199.3) '

Plan A e R

According to this plan, there will be a natural increase in the worki'n'g population
cach ycur, and personncl cutbacks and the number of bankruptéics will increase as the
privatization of nationally operated corporations, which have a large amount of surplus
personnel, continues as a result of ‘which' the number of uncfnploycd persons will
increase to 240,000, or 10% of the working population, by the year 2000,

Reference:

In the government forecasts, the uncmploymcnt rdtc peaks in 1995 at 6. 7%, and
then drops to 4.1% by the year 2000, '
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Plan B _ _ ; o
Due ‘1o various  factors — the government's policy. for creating  cmployment
opportunitics, an increase in forcign investment, the rise of small and medium-sized
companics, and the development of the service industry — a market cconomy will take
~ root; and even if this causes jobs to be lost, the number of new jobs offered will be still
greater. Accordingly, it will be possible 10 achicve a situation like the former one, in

which there ‘Werc'no-uncmploycd persons, -

6-3-3 = GDP
(1} Real GDP growth ratc

Plan A _

Negative growth (-5.0%), it is forecast, will occur again in 1996, but growth will
turn positive (+2%) in 1996 and subsequently double to an average of +4% a ycéuf.
These figures are close 1o those in the government forccasts and to IMF estimatces, and
are considered reasonable.

“In contrast to the rcal GDP growth rates mentioned in Chapter 3 which arc bascd
on data obtained through December, 1994, the rates forecast here arc based on data
obtained in August, 1994, accordingly, do not agree with the ddla on the cconomy's
actual performance dunng all of 1994

Reference: _
a In the government forecasts, there is growth of —5.4% in 1994, +1.5% in 1995,
+3.4% in 1996, and an average of +3.9% in 1996-2000.
b.  Inthe IMF report (August 1992), growth is —3 to —4% in 1994 +4% in 1995
and +5% in 1996~ 9.

3

- Plan B .

: Accordmg to thrs pldn thc scenario for cconomic rcc:nvcry and dcvulopmcnt _
mcnhoncd in Chaptcr 3 is attamcd fully, without any major dlfflcultlcs and the GDP .
_ rccovcrs to. its maximum lcvcl achieved in 1990, For the GDP to return to its 1990
level by 20{)0 it must grow rdptdiy (by an average of 93% annually) from 1995
onwards. Based on the cxa_t_nplcs_of other countries (China, Japan of previous decades,

ctc.), such growth is considered 'possiblc.- It is expected, however, that growth will not
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suddenly jump from a negative figure in 1994 to +9.3% and then continue at that level,
but that it will rather accelerate gradually. Based on this cxpectation, this plan forccasts.
a low growth rate in 1995, which coincedes with the government forecast.

(2) GDP deflator . -

Plan A : _ N : _

The current declining trend in inflation will: éOntinuc and the GDP dcflator's rate of
increase ‘will rapidly diminish. In 1995-6, it will be lower thdn forccast by the.
government, but from 1997 onwards it will be slightly hl‘t_,hbl'

Reference:

In the government forccasts, inflation i increases 237% in 1994 56% in 1995 16%
in 1996, and an average of 5.8% from 1997 onwards.

Pkm B

“The government forccasts are used.
(3) Nominal GDP Growth Rate

Plan A~

Nommdl GDP is calculated using the db()vc~mcnt10ncd mflahon mtcs as thc GDP_
deflator.

Plan B
Same as Pian A.

6-3-4 Industrial structure

Plan A o
In this plan, the changes that will probably occur in Kyrgyz industrial structur'c, and

the industrial structure that will result by the year 2000, arc scen as follows ' |
-4, As the transition 1o a market economy continues and the ccnnomy cxpands tcmary

industry, as yet undcvclcpcd wnll grow Mgmﬁcanlly, and cnd up accountmg for a
ldrbc shdrc of the GDP, '



b. - Primary ihdusti"y,' or agriculturc, will achicve solid growth and continue to be a
main pillar of Kyrgyz industrial structure, -

¢. In the manufacturing sector. of secondary industry, food processing and light
industry will grow based on growth' in agr:culturc Heavy industry, on the other
hand will probably decline.

d.. The constructlon mdustry will recover some of its share of the GDP because of the
- need for infrastructure, housing, ctc.

¢. Given the govcrﬁmcnt‘s policy of devcloping natural rcéourccs and using domestic

resources- efficiently,. the mining industry will have an important role to play.

- -However, givcn its need for largc sums of capital, it will probably have to wait

~ until after the €CONOMY recovers ‘and the necessary capital becomes available, or
until formgn compamcs enter the country. | '

Based on the above factors, the industrial structure in the year 2000 is forecast to be
as follows. ' '

Primary industry (agriculture) _ 30~35%
‘Secondary industry (mining, manufacturing, construction) 30~35%

Tertiary 1ndustry (transportation/communications, finance, 30-40%

‘commerce, services)

Reference:

- The government forecasts do not mention industrial structure.

Plan B :
_ 'Ihrough forclgn dld thc rn(}dcmlzatmn of the fm.mcml qys!cms, and the economic
'_recovcry of neighboring countries, the government's various policics will have. various
and significant cffects, and, as a result, the industrial structure will change greatly by
the year. 2000 Specifically: _ |
a. Bascd on the government's structural reform policy, the rebuilding  of the
manufacturmg mdubtry will progress and. trade with neighboring countries will
'mcrcasc, resulting in manufacturing again bccommg Kyrgyz leading industry.
‘Moreover, the mining 1ndu,s_,t_ry_w1ll gradually grow morc active, primarily through
dcvcloping gold mines. .

b. Agric:u_'lturc will also make a smooth _rccovcry. By supplying raw materials for
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- light industry andfood -processing,-and. by supplying foodstuffs to neighboring
- countries, it will maintain its p()smon as-a basic :ndustry In ménetary terms (share
of GDP) howcvcr it will fall from first pldCL to sccond bchmd manufacturmg

c. Asa markcl economy iakcs roet,_thc S(_:erCC mdustry_ will ‘dcvclo'p in various ways,

contributing, in return, to the development of the market ccohc)my. B

d.” The- consfruction  industry will grow through activities ‘related to ‘infrastructure
construction (for which the funds wﬂl come from forcign aid), and once’ agam
dchlcvc a largc share’ of lhc GDP,

s _Thc transition 10 a rn_arkct economy;. the :construction of- infrastructure, and the
- growth of the service industry will gencrate: new activity involving people, things
and' information, and, as a result, transportation -and ‘communications .- will

vignmusly develop.

(‘()nsulcrmg the above, the industrial structure (cqch mduatry s share of thc GDP) in
thc year 2000 is forccast to be as follows.

Prlmary industry (agnculturc) o 3 . .30%_ : 7.

Secondary industry (mmmg, mdnufacturmg, construchon) : 35_——40%.
Tertiary industry (Services) - R - 30-35%

6-3-5 Number of companies

Plan A _

The data mentioned below and the plan for privatising the original plan were used
as the basis for estimating the number of companics. According 1o the data of th'e‘. State
Committec on Economy, the total number of compamcs at thc cnd of 1993 was 32 235.'
These companics break down as follows '

- Endof 1992 'End of 1993

Agricultural scctor; ~ Statc farm _ 481 390
- Private faom 8,695 13,000
| Subtotal - 9176 - 13,8%0
Non-agricultural scctor; Statc cnterprise (estimation) 9,100~ 5,800
Private enterprisc C7.925 13,045

Subtotal 17,025 18845



Plan B _ _ _ -

The data mentioned-above under Plan A also served as the departure point for Plan
B. In Plan B, howcver, the cconomy is scen 1o recover and develop faster than in Plan
A. In addition, the privatisation plan is based not on the original plan, but on its revised
version.

6-3-6  Trade and international balance of payments

(1) Trade

Plan A
“ The degrcc of Kyrgyz dcpcndcncc on tmdc will increase as the €CONOMY ICCOVETS.
It is forecast thdt over the ycars 1994-6, thc importing of materials through forcign aid
will result in an amount Of trade cqulvalcnt to approximately 60% of GDP; and that in
subscquent years, during which the cconomics of neighboring countrics can be cxpccicd
to recover, tradc with those. countrics will grow, so that total trade will mcrc(ﬁc to an
amount cquivalent to 70% of GDP. .

As mentioned in Chapter 3, in 1994 thcrc was a surplus in the ba!ancc of lradc but
fof temporary. reasons, The basic trend, it is forecast, will be for the balance of trade to
continuc on a deficit track. ‘Based on data obtained through July, 1994, it sccms that,
over the next 2-3 years, due to an influx of aid and materials, the trade deficit will rise
to an’amount cquivalent to 11% of GDP. However, as export industries develop based
on the government's structural reform policy and exports to ncighboring countrics
increase, this proportion will probably shrink to 7% by the ycar 2000.

Reference:

In the govcmmeﬁt forccasts, the balance of trade reaches cquilibrium by the ycar
2000. '

‘Plan B _ _ _

Trade will gradually grow more active starting in 1996, and, by 2000, it will
recover to an amount equal to 75% of GDP, as the government has forecast.

The trade deficit will rise temporarily, from the equivalent of 7% of GDP in 1994
" to 9% in 1995, duc mainly to an 'incrcasc' in imports based on foreign aid. After that,

however, the export indusiry will develop and strengthen based on reforms in the
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' .c_ountry's industrial structure; exports to neighboring countries will increase; and the
trade d'cficit wi.ll drop 10 the equivalent of 4% of GDP by the year 2000. |

~Trade with the FSU countrics will continuc at a low level in }994 6, but w111 thcn
recover, and by 20()0 it w1ll account for 80% of exporl.s -and 65% of 1mp0rts '

Q2 1ﬁtcfnati0nal balance of payments

Plan A . . :

Ldrgc amounts of financial dld havc flowed mto the Kyrgyz Republlc from
~ international agcncws and forclgn govemmcntq and this situation is expected to "
continue in the future. . In forccasting Kyrgyz international balance of payments, it was
taken into account that the Kyrgyz Republic receives, annually, $150 million in loans
and $30 million in-grants, It was also assumed that the amount of forcign investment
would be negligible. Furthcrmurc the cxchangc rate of the Som against thc dolldr is
expected 1o slowly decline, reachirig 17-18 Som/d(_)llar by the year 2000.

Plan B

The amount of loans and grdnls is the same as in Plan A It was assumed, however,
that, beginning in 1997, the amount of foreign mvcstmcnt would increase $10 million a
year, Morcover, the exchange rate of the Som is scen as stab;hzmg at 11 to the dollar,
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Chapter 7 Forecast of Fmanclal Transactlons and Settlements
' (I' arget Year 2000)

7-1 Forecasts for Types of Fmanclal Transactlons and Their
_ Volumes

7-1-1 Gerteral Remarks

Thc prescnt Chapler prcsents a forecast of the typcs of financial transactions and the
volume of these transactions cxpectcd to occur in the target year of 2000, taking into
account the socioeconomic framework (dS postulatcd in Chapter 6) and the financial
framework (as postulated in Chapiter 8) of the Kyrgyz Republic.

7-1-1-1 Types of Financlal Transactions Conceme’d
| The foltdw_iﬁé va.r.ieti.es- of finzinc_ia_l transec_tion arc cov_cfcc_i by tltc_:_ forecasts.
: (1) Cash cutrcncy in. circ.ulati.on outside of banks, Deposit money (demand
: deposit.s)?a'nd .Quasi' money (time dcpos'its).
' (2) | Loans .(ac_h'rances and debts)” B |
(3)  Inter-Bank Market Transactions
. (4) . T/B Market Transactions '
(5) .‘F(_)'r_ci gn :Exchang:c' Market ’I;ran'sa.c:tions
' .7'—1:-1_ - 2 t;'remewe_rt( for Fetecasts ef Fit'tanclel Transactions
- It: predlctmg t.ht:r_tol.um:e of _ttl_atl.séctions: uﬁdt:r_ the dbOVG hC.E:ldi.Illg_S we have used the
following fr;tmetvork” .'Since thc "Kyrgyi chtjb]ic is how undetgbihg cnormous

structural changes it is 1mposslblc to dpply model cmdlysls to the situation and so
andlys1s and forccasts have been carncd out usmg a staged approach method.

(1)' Forccasts of Mon'cy‘Supp]'y..

1) Forecasts of the volume of cash currency, deposit money (demand deposits)
“and quasi money (time dépos_its,'ctc_:.) held by private non financial sectors
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&)

2)

& _"(pnva!c households or mdmduals and busmcss entcrpnscs) and of the
" increase and balanice of broad moncy whrch is the total of the abovc were

estimated. using a macroeconomic analysxs based on the nominal GDP as

'- bhovm in nanonal accountmg, money supply and 1ncor_nc velocﬂy.

The forecast results were vcrlficd usmg the reserve moncy factor dl’ld the
money multiplier. '

(ch 1) in the follc)wmg reserve moncy is defined as "the total sum whlch results from addmg

lhe amount of unh currency mucd and the amnunt of deposns rcccwcd from deposu

money banks among l:ab:htws of the ccntral banks“

Forccast of Savings

1

9

Separate forceasts have been made for the personal dcpbsits balances and

for the compdny deposits balance in view of the ratio trends Wthh personal

“and company dcposxts account for in the total deposm balance.

-Further the evolution of the balance. of dcppsits -in .-rcal terms has been

predicted 50 as to verify the overall forccast and also to check whether the | |
volume of deposits expected to arise will be db]C to meet capltal shortages
of the Kyrgy? Republic.

Forecast of the Volume of Bank Lending

1)

2)

Advances to companies have been dividéd info those accorded in response
to demands for operating capital and those for facility or cquipment capital.
The volume of advances of operating capital has'bécn forccast on the basis
of data for nominal total .output: value, turnover peribd and inter firm
settlements as shown in national accountin&, The volume of advarices of
cquipment capital - has been forccast from data for nommal company
equnpmcnt mvcstmcnt 5hown in nauonal accountmg '

Further, advances to the personal. sector haVc been-made on' the. bdqié of
trends in housing mvcstmcnt and the total volurme of bank lendmg has been -
estimated from the sum of the results of these pro;ccttons Ter
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4y ‘Forecasts for the Inter Bank Market and TB Market

1) The _mérkct size has been cstimated by rcferring to the nominal GDP.

' Vt;rif_icatioh has been carried out by international comparative analysis to

. show what markct size corresponds to a .givcn_nominal GDP for each of the
markets during a spcciﬁc’ phase of cconomic development,

2)  Forecasts for TB mérkcts_wcfe carried out on the basis of data for public
Spending'trcrflds' while the sales balance was also forecast using the TB
balance and turnover rate.

(5} Forccast of Forcign Exchange Markets

‘1) - The size of the foreign exchange market was first estimated on the basis of
export-import data based on the balance of trade. |

2) Next forecasts for the current account and capital account leaving aside the
balance of trade were made and on the basis of the above forecasts the size
of the overall foreign exchange market predicted.

C 7-1-2 Prﬁiieéti_o'n' of Money Supply

7-1-2-1 Recent Trends of Broad Money and Income Velocity -
Y] Broad Money Siﬁigtiou _

" The b.além(::_e" of broad money(hereafter Mb) in the Kyrgyz Republic represents the
“total resulting from currency in circulation outside of deposit money banks plus
demand deposits plus near or 'quasi 'rri()ncy (hereafter this last is referred to as Mq).
This is calculated to have been 702 million Som at the end of 1993. This breaks
down as 398 million Som for cash currency in circulation and 202 million Som
for deposit money (demand deposits) so that these two together taken to. be the
figure for Money (hereafter M) account for 600 million Som while the quasi
R money factor (Mq) equals 102 million Som (refer to Table 7-1);

T A_nalj}ii_ng economic scale on a year on year basis we find that because. of the
extremely high inflation rate (calculated 10 be 745.3% over the level of the
prcvious year on a GDP deflator basis) meant that while the nominal GDP for

1993 rapidly exparidcd to a-level of 606.2% over the previous year the cxpansion
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of Mb was only 179.7% over the previous year so that the ratio of Mb'fo nominal
GDP (Marshal's k cocfficmnt) fell consndcrab!y from a lcvcl of 0 31 in 1992 to
0 12in'1993 (rcfcr to Table 7 1) '

The reason why the _'raté; of incrcase_ of Mb has ¢volved 'at_"ai.’lciié];considcrably
below that of the rate of 'i_n'c':rcasc of nominal GDP__ is scen fo be the maintenance

of tight financial controls by the NBK_ta_'kcn wnh the aim of containing inflation
and stabilizing the new national currency introduced in May of 1993.

Trends in Income Vélocity of Broad Moncy

Looking at trends apparent in the most recent data for income: velocity of Mb in

“the-Kyrgyz Republic: (where,.'incomg_velocity is defined as the number of

circulations of the money stock used to meet the annual flow of income in an

_cconomy, hereafter referred to as Vmb) we sec that the. Vmb rose c0midcr&bly _
_from a lcvc] of 3.23 in 1992 t0'8.15 in 1993 (rcfer 1o Table 7-1). This data

shows that while the Mb of 1 Som- was -used for the purchdse of goods and
services worth 3.23 Som in 1992 the same Mb of 1 Som was being used in 1993 -
to purchasc goods and services to the value of 8. 15 Som. Put in other words this
means a situation had arisen where a rt,ldhvcly smaller Mb had 1o be used to mect
an income flow blown up by inflation. It would.sccr_n that this situation resulted
from the fact that in rcsponse to anti-inflationary measures taken by the NBK to
restrain money s'upp]y at a level considerably below the 'cxpa'nsi(}n of incomes,
many households and cdmpanics reacted by the puréhase and. holding of physical
asscts and a reduction of Mb as a means of ovcrcommg their rcduccd purchasing
power in thc contcxt of mountlng mﬂduon '

7-1-2-2  Forecast of Broad Money

(1) Prediction Method Used

We have forecasted the balance, growth rate and increment of Broad Moncy (Mb)
to pcrmit subscquent cstimates to be made of the volume of transactions for cash
currency, demand dcp()sus and quasi money (hcreafter Mq, rcfcrrmg to fixed or

_time deposits, ctc.). -
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We have made use of both Plan A (rcz{listicﬁsccnario)' and Plan B (high growth

- scenario) as postulated in Chapter 6 considering Sociocconomic frameworks of

reference when predicting Mb here and have postulated the following two cascs
with regard to thesc;

1). The income velocity of Mb (Vmb) is takcn to remain constant from 1993 to
2000 -

2) Alt'ema_tivcly; the Vmb riscs as a result of maintenance of the tight financial
policies assumed to be continued by the NBK. '

In the cvent of casc 1) above the cvolution of broad money can be assumed 10

~.Temain stable and to follow _éxactly the same level of increase as the cconomic

growth rate. With casc 2) above since inflationary restraint is taken to continue to
be an’important policy in the future the evolution in the rate of increase of broad
mbncy would fall below the cconofnic g,rbwth rate. Since the sccond postulated
case scems the more probable of the two and since it is regarded as a desirable
financnal pohcy we have adopted this scenario for the following forccasts of cash
currcncy, deposit money and quasi money. Further, for forecasts of fluctuations
in Vmb and for-forecasts of the ratio of Mq to Mb we have adopted a method of

~_ international comparison.

.~ Por' case 2)-indicated above as well as carrying out a verification of forecast

results using the moncy multiplier and data for reserve moncy (iotal of balance of
cash currency issued' together with. balance of deposits received from deposit

- money banks.of the NBK's liability) it'is lp()Ss_iblc to refer to this analysis when

-cxamining the relation of improvement of financial and payment systems and

capital shortage aspects through bank credit creation capability.

Forceasts using a Fixed Level of _Incidmé‘ Velocity

. In .thi$ s_cena'rio it-is assumed that the income velocity (Vmb) of broad moncy

~-(Mb) refnains’ steady at the same Jevel so that the evolution of Mb will be at the
- same : ratc as- lhe changcs in-income: (GDP) ‘Therefore ‘it is -assumed that the
 situation of 1993 in. which the Mb of 1 Som. waS‘ used for the purchase of goods

. .and services of a- valuc of 8.15 Som and in WhICh an’average Mb of 0.12 Som.

. cxlstcd for:1 Som of i mcomc, w1il continue up to the year 2000, On th:s basis and
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-:.-u'sing' forecasts of the nominal GDP established with socioeconomic frameworks -
-postulated we have carried out forecasts for the cvoiutlon of Mbin thc Kyrgyz

o chubllc

3)

' 0r_1 the basis of the socioeconomic framework set for Plan A (Rea_lis_t'ic Scc_r_lari_o,
~ hereafter Plan A) the Mb balance at the end of 2000 will be 5. bitlion 250 million

Som, In the case of Plan B (High Growth Scenario, 'hcreaftér Plan B) the Mb
balance at the end of 2000 is prcdlctcd to bccomc 8 bllllon 659 mllhon Som (rcfcr

to Tdblcs 7-2= A and 7- 2~B)

.Forccasts on thc Assumption of an I'ncrcasc in Incomc Velocity

'Bclnw we shall consider possible factors which mlght causc thc Incomc vc]ocnty |
' _E(Vmb) of Broad Moncy elthcr to rise or fall ' ' o

- 1)  Vmbwill rise whcn the ratc of increase of Mb is kcpt below the growth rate.

of GDP as result of the mamtcnancc of tlght financial pOhClCS by the NBK
aiming at mflahon rcstraml and currcncy stdblhzatlon o

2)  Vmbwill fall in a situati_on of increased accumulation of quasi moncy (Mq,.
fixed or time deposits, etc.) consequent on economic development, This
means that as income increases in absolute terms then the accumulation of
financial assets with a high profitability such as quasi money will dcvelop.at
a rate faster than the ratc of increase in incorﬁé., As the accumulation of Mq
procceds the ratio of Mb accounted for by Mq increases. The trends in the
Mg/Mb ratio can thercfore be scenas an inc_lié_ation ‘'of ‘the stage of

- development financial systems have reached and of the level of financial-
asset accumulation. ' . :

Regarding 1) above it is hlghly hkcly that thc policies to restrain inflation will bc :
continued hereafter and the influence this will have on changcs in Vmb is
considered very strong. As regards factor 2) ab_ovc_thﬂugh the: Mq/Mb ratio will.

risc as a result of improvements in payment systems and the rise in profitability

coming from fixed deposits, etc. ‘which occur in conjunction with 1nﬂat|0nary
restraint since income will remain small in abso]utc terms - the actual level of
Mg/Mb ratio will remain low. It is therefore expected that the mflucn_c_a of factor
2) above on the Vmb. will be much weaker than that of factor ‘1):ab‘m)c (refcr to



Tables 7-3-A and 7-3-B). On the basis of the above scenarios the Mb balance
for 2000 with Plan ‘A would be 3 billion 230 million Som and with Plan B the Mb
balance i n 2000 would be 4 bl]hon 925 million Som (rcfcr to Tablcs 7-3-A and
7-3- B) ' o

'M(')‘rcci\'/cr the breakdown of these forecasts has been explained in section 7-1-2-
4’in which verification is carrlcd out using data for rescrvc money and the money
multiplier. '

7-1-2-3 Internationat Comparison with Forecast Results

" In 'th'e"follbwing we h'avc attempted to carry out an intcrnational comparison with
the forecast resulfs obtamcd for broad money and income vclocny of the Kyrgyz
Republic. Countrics choscn for companson are’ Japdn South Korca, and five ASEAN
countrics taking the pcrnod from 1960 fora compdrnson with ddtd on income velocity of
broad moncy and thc ratio of broad money accounted for by quas: mency

The per capité GD'Pl for the contfol countrics in 1992 was US$29,455 for Japan,
US$16,321 for Sin'gap"o'rc US$6,799 for - South - Korea, US$3,066 for Malaysia,
. US$1 728 for Thailand (in 1991), US$824 for the Phll]ppmcs, and US$661 for
| Indoncsm ‘In contrast to these fi igures the per capita GDP of the Kyrgyz Republic in
1993 was US$214 (taking nominal GDP to be 5 billion 720 million Som and national
' 'populatnon as 4.45 mnlhon so that pcr capita GDP in- Som was 1,285.39 and taking the

e.xchangc rate w:th thc dol]dr to be US$1 to 6 Som) Pleasc refer to tdblc 7-4.

1) Companson of Incomc Vcloclty of Broad Moncy (Nominal GDP/Broad
o "'Moncy) ' '

~ The followmg p()ihts emergé from a comparison of the” evolution of the
~income velocity of broad money in the elghl countncs concerned (plCdSc
) 'refcr to Flgurcs 7-1 dnd 7- 2) '

o (A) Lcavmg as:dc thc Kyrgyz chubllc we can note thdl the level of Vmb
B .‘15 gcnerally ata low level in thosc countries whcre the per capita GDP
is high. I‘urlher looklng at thc evolution of Vmb we nofe that as
:'mcomc increases there i is a marked trend for a SIgnlflcan! fall in Vmb

O _whlch cvcntually falls to a level below 3 0. In-the Kyrgyz Republic

9.7
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the per capita GDP is-low and over the period from 1992 to 1993

' Vmb rose rapldly reachmg alevel of 8.15] in 1993, -

Counlrncs among those bclng con31dcrcd whlch rccordcd a Vmb near
the 10 level besides the Kyrgyz Repubhc were South Korca and

' Indoncsm South Korca had a lcvcl of 11.2 in 1964 while Indoncsza
registered a figure of 16. 6.in 1968.  Both countrics witnessed a very -
" rapid decline in the level of Vmb after these rcspcctwc ycars and

levels have 31ncc tended to stabillzc at Iow lcvcls :

In ordcr to :compdrc" the 1993 ﬁgure of per capifé' GDP of the Kyrgyz
chubhc with past data of the other countries bcmg con31dcrcd the
history of per capita GDP in real lcrms was sct out cmd consndcrcd It

- was found that the only country with a level of per capna GDP near to

._ that of thc US$172 of the Kyrgyz chubhc for 1993 was }ndoncma

which had a flgurc of US$219 in 1970. Al] of the other five countrlcs
bcmg compared regisiered ﬁgurcs superior 1o this level from the
1960s (refer to Table 7-5). Further, the Vmb of Indoncsad in. 1970

‘was 10,40 which is slightly above thc figure of 8.15 for Vmb
_rcg:slcrcd in the Kyrgyz chubhc in 1993, In South Korca and .

Indonesia aﬂcr this hlbh level of Vmb had contmucd for a few years it

started to drop rapldly and in both countrics money demand cxpandcd'_
over a period of several years and it is significant that moncy 'supply

increased at a rate in excess of the growth rate for GDP. This -
situation brought about the rapld fall in the level of Vimb in both
countrics (however, subsequently both countrics suffered from
inflation). If moncy supply.in these countries hacl been restricted to
within levels within the limits of GDP growth rates. this would have -
meant that high levels of Vmb would have continued.

Conscqucritly, in view of prcd.i_ctions for fho_Kyrgyz Republic up to
2000 since we have postulated a growth rate of Mb which will remain

_within the levels of the GDP growth rate as a. réﬂe'ction.of the -

influence of hghl financial pollclcs assumed to bc mdmtdmed we can.

forccast thdt Vmb w;ll continue at levels in CXCESS of 10% after 1994
and that for some time to come lcvcls of Vmb in the Kyrgyz Repubhc
will differ from those prcvalhng in the countncs choscn hcre for
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~comparison.. ‘However eventually as financial capital is diversificd
*..and accumulated it is expected that the' Vb of the Kyrgyz Republic

will gradually fall.

.Comparison of the Quasi.Mohey /_Brbad Money Ratios

- _Comparing the ratio of Broad Money accounted for by Quasi money in the

8 countries considered produces the following results (please refer to

Figures 7-3 and 7-4). Thesc ratios give an indication of the degree of

accumulation of financial assets among houscholds (individuals) and

(A)

(B)

| '5 (C:)f

)

- ..companies in each of the countrics.

The general trend is for the Mg/Mb ratio to risc so that rccent figures

for the various countries are almost all roughly at levels in excess of
70%. '

In Japan the ratio had already reached a high level of around 60% in

- the 1960s, and in the 1980s the level rose even higher.

In the rcmammg countrlcs w1th the cxccpllon of Indoncsia lhe ratio
surpassed the 50% line in the latter half of the 1960s after which there
was a gencral trend towards further rise. In Indonesia the ratio rose

* rapidly in the carly half of the 1980s.

In the Kyrgyz Republic the ratio fell rapidly from a level of 24% in

1992 to 15% in 1993. In the casc of the Kyrgyz Republic it can be

‘noted that there was a marked madcquacy in the accumuldtmn of
~ quasi money in the form of fixed or time deposits, cte, The Kyrgyz

Republic only attained a level of 15% in 1993 which is low cven
compared to the level in Malaysia which registered the lowest figure
of the these countries for 1992 with 69%. The level rcgistcrcd'for the
Kyrgy_z Republic roughly corrcéponds to that recorded in South Korca

' in the carly 1960s, in Thailand before 1960 and in Indonesia at the
. end of the 1960s. For the Mq/Mb ratio of these countrics to surpass
| the 50% lmc it rcquzrcd five years, ten ycars and fifteen years
_rcspcchvc]y and the spccd with Wh]Ch financial assets were

. accymulated as- 1md1catcd by thlS ratio seems 1o have vancd from

counlry to country.



Considering the situation which will prevail in the Kyrgyz Republic
up to 2000 we can cxpéc’t the Mq/_Mb ratio to rlsc gradually from 1998
to 2000 as inflation is controlled and payment systems improve.
Howcvcf_, sinc_c t_hc_lcvcl 'of income in absolute térms will remain low

the ratio can be éxpcétéd ) réni'ai_h at low levels up 16 the yéar 2000.

7-1 2-4 Verification of Forecast. Flesurts using the Data 1‘or Reserve Money and the

Money Hulﬁpller

In thc-followmg we havé v_erified the above forecast results using data for Reserve

money and the money multiplier. At the same time forecasts for the. brcakdown of cash
CUrrcncy, deposit money (dcmand dcposns) and quasi money (time dcpos:ts ctc) have
been camcd out. ' '

(1)

@)

Siluation regarding Reserve Moncy

~In the case of the Kyrgyz Republic the definition .of'Rcsérv'c'mo'ncy (hereafter
‘referred to as R) is taken to be-the total of deposits from deposit money banks

held - by the NBK together with the cash currency issued bf'thc_NBK‘s debt
(including the cash held for commiercial banks). The balance of R at the end of
1993 was 521 million Som. This breaks down as 398 million Som of cash’
currency held by the private non financial scctor (hbuséhn[ds and companics), 6
million Som held by banks, and 117 million Som in dcms:ts from deposit money
banks (Table 7- 6) '

The risc in 1 R for 1993 over the prcvxous year was 242 8% whlch is consldcrably
below the rise in nommal GDP over the previous year which was 745.3%. This is

- cxplained by the vcry tlghl financial policies which were maintained by the NBK

to dampen inflation and stabilize the value of the new currcncy mtroduccd in May
of 1993

Moncy Muitip]icr, Currency/Deposit Ratio and_'Rcscrvé[De'posit Ratio " -

The money multiplicr (hereafter m) refers 10 the ratio bf;:ihc cash stock to high
powcred moncy that is to the ratio existing between 'Bfoad"moncy(Mb) and
Reserve money(R). The m indicates the ‘increase which will occur in Mb it onc
unit is supplicd o R that is m shows t_hc"dcg'rcc"oi_"_ credit creation which arises.



Therefore the larger the m coefficient the greater thc amount of Mb will be
reduced with a given amount of R, so the larger the m factor the greater the credit
creation.  Further, it is possible to calculate the m factor on the basis of
currc'ncy/dcposit.'ratio of households and companies (hereafter referred to as ¢
hereafter) and from reserve dcposlts ratio of dcposn money banks (hereafter r).
(Note 2)
The smaller ¢ or r become the larger the resulting m.
The lcch of ¢ in the Kyrgyz Repubhc rose consndcmbly in 1993 to 1,31 in
" contrast 10.0.56 for the previous year. This shows that Households and cornpdmcs
increased their holdings of deposits in rclation to cash. This reflects the fact that
the conversion of 'dcﬁ';and deposits into cash currency was not casy as a result of
: 'currcncy shonagcs thdt the. 1mmatumy of payment systems meant that settfement
by cash currency had to be dcpcndcd upon, ctc, o that houscholds and companics
i increased their holdmgs of cash even though 1nﬂdtmn was causmg a situation of
slzppmg value (refer to Table 7-6). _
Farthier in 1993 r had reached a lcvel of 0.41 being a slight increase of 0.39 points
over the 'p’rééious 'year. This reflected the faét that the level of reserve
_ rcqu1remcnt ratio to be met by bdnks was mcreascd from 15% to 20% in that
same year (refer to Table 7- 6) '
(Nole 2) rcserve money is the lotal of cash currency held by the pl‘l\fal(. non-financial secior
' ' (houv.cholds and compamcs), the cash Lurrcncy held by banks and the deposits of
banks placcd with the NBK (NBK‘s bank deomq) Since the total of the cash
: Lurrcncy held by banks added to the NBK’s bank deposus is the bank reserves, the
. figure for Reserve Money (R) is oblained by adding the bank reserves (Rd) to cash
currenéy held by the pd?ate'nonmfinancial scctor,rso 'thal, |
7 R=Rd+C [0}
: Aiso, Broad money is calcuiatcd as 1he sum of prwalc non~fmanc1al sector deposits (D)
added fo (.dSh currem,y {C), so that, '
Mb=D +C - . 2)

.Dmdmg cquauon (2) above by Lquauon (1) glvcs the iollowmg,
: ‘Mb- D+C  -1+4C/D 3)

R Rd-l-C Rd/D+C/D

'Smce Mb/R in the above represents the money mulliplier(m), C/D GCrwcnts the ratio of

. _currency- 10 deposit (c) and Rd/[) is lhc ratio of reserve to deposit (r) we can rewrite

- :fnrmuia (3) as follows;

I+c

@)



(3) Verification .of Forecasts of Broad Moncy usmg the Mulnpher and Reserve -
Moncy '

' ,In Or_dcr t_o_.\'/erify_ the fprcéas_ts madc of Broad M(_incy (M_b) on thc basis of
income vclocity (Vn-ib) data we have prediciéd the money multiplie} for both
postulated scenarios of Plan A and Plan B. Subsequcntiy we have chcckcd the
trends  for Rcschc Money (R) which arc produccd on thls‘ basis. Fll'bt m is
predicted using the trcnds cstabhshcd for the currcncy dcposnt ratio of houscholds '

(individuals) and compdmc‘; (c) and for the resarvc/depos:l ratio (r)

Lookmg at thc evolutlon of c we notc that this rose consldcrdbly in comparlson to

the prcvmus year in the carly hdlf of 1993 to- rcach a lcvel of 1 31. Given the

'mcrcasc in demdnd for cash currency which arises thh an mddequdtcly cqunpped
settlernent systcm it is cxpcctcd that c will conlmuc 10 rise up t0.1994 (the Icvel in

1994 bcmg esumdtcd at 2,05 in Plan A and 1. 91 in P]dl‘l B). Subscqucntly ds_
mflatmn cornes undcr control and confidence in bdnks is rc‘;torcd there will be a .

relative i mcrcasc in deposits. Morcover |mprovcmcnts in scttlcrnenl systems will
also be a factor reducing the demand pressure on cash so that ¢ is cxpcctcd to -
gradually decline up to 2000 (becoming (.95 with Plan A and 0. 68 with Plan B in

that ycar) The lower valuc accorded to ¢ over the period bcmg considered under
Plan B compared than to Plan A is lhought due to the faster accumulation of
deposits by households and companics expected to occur under Plan B since this
postulates a higher growth rate than Plan A (refer o Table 7-71-A and 7-7-B)..
As rtegards factor r this is cxpected to risc: to a level of 0.41 in 1994.
Subsequently a gradual fall is predicted from 0,34 m 1995 0 0.29 in. 1997 on the
d‘;%umpuon that the required reserve rate for bdnkq wnll be lowered. Further in
1998 as a result of new settlement system provrslons and the 1mplcmcntat10n of
improvement programs the balance of correspondent accounts linking commercial
banks will cither relatively fall or be done away with so that R is expected to drop
considerably to 0.15, and from there 1o drop to 0.10 in 2000 (refer to Table 7-7-
A and 7-7-B). ' '

Reflecting these trends in the evolution of ¢ and r the m factor is__cipcctcd fo fall
in 1994 from its level of 1.35 for 1993 (to bccqmc.' 1.24 ‘under Plan A or 1.25
under Plan B). 1994 will witness the lowest point for m after which it will
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stcadily increase to regain and surpass its 1992 level (1.65) to become 1.86 under

- Plan A and 2.15 under Plan'B in the: year 2000. The risc will be pamculdrly
- marked between 1997 and 1998 (rising from 1.40 to 1.59 under Plan A and from

1.52 to 1.79 under Plan B). Improvements in the currency to deposits ratio and
the reserve to deposits ratio brought about by improvements in settlement systems

will rcinforce ‘the money multiplier in- other words the above trends will

contribute fo an. solving capital shortage problems in the Kyrgyz Republic and so
strengthen the creation of confidence in banks (refer to Table 7-7-A-and 7-7-B).

If we now proceed to predict R on the basis of the forecasts for Broad money and
m outlined above the results will be as shown in Tables 7-7-A and 7-7-B. The
rate of increase of R on a year to ycar basis is predicted to remain at a level

inferior to the rate of increase in nominal GDP on a year to year basis which

accords with the overall forecast of trends expected for Broad moncy in view of
~-the tight financial controls maintained by the NBK. In particular the

implementation of a program for strengthening and  modcrnizing settlement

systems after. 1998 will be a major factor towards a considerable reduction in the
- amount of bank held by the Central Bank and this will cause a considcrable

deceleration of the year to year increase in R. - Despite the slowdown in the
growth rate of R (from 10.6% in 1997 to 2.2% in 1998 with Plan A, and from

-10.3% to 0.2% with Plan B) it should be noted that the money multiplicr will

undergo a considerable rise (as credit creation capability is increased) so that the
growth rate for Mb between 1997 and 1998 will either remain steady or even tend
to increase (from 16.0% in 1997 10 16.2% in 1998 under Plan A or from 14.9% to
17.5% under Plan B). '

Forecasts of Cash Currency, Dcpnsit,Mohcy (Demand deposits) and Quasi Money

- "(Time déposits, etc)

Forcca%ts of the cash currcncy, dcpom money (dcmdnd deposits, chcckmg

account deposits) and quas; money (fixed term or time deposits, cic.) held by

houscholds and companics for both scenarios of Plan A and Plan B will be carried

. outon thc bas:s of the above assumptmns Flrst the cash currency and deposits

_..(both deposn money- .md quasi money) held by the pnvatc non~-financial sector
| :_(houscholds and compdmcs) will be prcdlctcd using the trends p{)Stu]dICd for ¢ in
. scctmn (3) above, '



- Since the p’obr proQisio_ns for seftlement systems will mean that there i’s_:’stil] a
- strong-demand for cash currency the rate of growth of cash currency will outstrip -
- that of broad money for 1994 Subsequently with the rcstrai_nt of inflation and a
-~ return of«wnﬁdcncc. in banks there will be a re'lativc_ incfeasc in deposits and the
shift from cash currency to deposits as settlement money as settiement systé_rri's are
:imfjro\)ed so that it is predicted that after 1995 cash currency will have: a growth
rate inferior to that of Mb. As a result of the above the batance of cash currency
~in 2000 is expected to be 1 billion 570 million Som with Plan A or 2 billion Sem

‘with Plan B (refer to Table '?—84A and 7-8-B).

As regards deposits with the improvements in scttlcmcnt systcms and the return of
confidence in banks as- inflation is controlled the rate of i mcrcase in deposits will
surpass the. growth rates of Mb -and nominal GDP-as of 1995.  The balance of
deposits in: 2000 taking deposit morey and quasi m’ohcy together-is predicted to
be 1 billion 660 million Som with Plan A and 2 billion 925 million Som with

~Plan B (refer to Table 7-8-A and 7-8-B).

- Looking at deposit m(mcy (demand deposits) in real terms and on a year 1o year

~ basis, as convertibility of demand deposits with cash becomes’ reliable and
confidence is restored in banks the level of demand deposits is expected to-by and -
large stabilize from 1996 to 1997 (with a ycarly-incrcaée of 6.3% in 1996 and .
7.8% in 1997 under Plan A, and 15.8% in 1996 and 11.3% under Plan B)..
Subsequently after 1998 as bank systems reinforce transfer services such as wage
transfer deposits and automatic transfers the balance of demand deposits will
grow (ihcluding the shift away from cash currency) so that the actual growth rate
will be quite high at about 13% under Plan A and 18% under Plan B. The
nominal balance in 2000 is cxpected to be 1 billion 180 million under Plan A and
1 billion 149 million under Plan B'(i’cfcr to Table 7-8-A and 7-—8—B).

" Further, as regards quasi money {fixcd term or time dchSllS) these are cxpcclcd
to evolve at real rates of increase so that in 1998 there will be a 10% i mcredsc over
the previous ycar under Plan A and a 23% increase aver the previous ycar under- .
Plan B a result of the shift away from cash currcncy due to scnlcmcnt systcm
_nmprovcmcnts, to the. increase in real profitability of fixed terin- deposits as
inflation decreases and to the i increase in actual incomes, Aq a re‘;ult of lhc abovc,



the nominal balance of quasi money in 2000 is forecast to become 48 million Som
under Plan A and 85 million Som under Plan B (refer to Table 7-8-A and 7-8~
B)' : - L : . :

‘ In'_v.i_cw. of t_he above rcsulté_ the ratio of broad money accounted for by ._quasi
| money will reach a minimum in 1994 after which the ratio will stéadily incréasc
S0 that it is'cxpectcd to reach a level of 14.86% under Plan A and 17.26% under

Plan B in 2000 However since the level of incomes will remain low in absolute

terms the levcls cmamcd are cxpccted to femain quite low as can be scen from the

previously mentioned figures 7-3 and 7-4 which indicate that levels are 70% of
the levels of countries which were chosen for comparison. The rcason why levels
indicated undcr Plan A are lower than thosc of Plan B is that income levels in

Plan A arc on a much lower level in absolute terms compared with those of Plan

B (refer to Tdblc 7-8-A and 7-8~ B)

..Furthcr it wc compare the absolute balancc of depmns up to 2000 with the
forecast rcsults for advanceq (dcmdnd for borrowmg) under Plans A and B
{shown in 7-1- 4) we find in both cases that levels are not quffl(:lcnt to make up
for the shonagc of capltal of thc Kyrgyz Republic. Chapter 8 examines various
measures and policies for remforcmg deposit creation.

{Note 3} When the pnvate non-financial sector (huuschulds and companms) receive supplics of
broad moncy (Mb) if we take the rdtm held in the form of deposils (deposit yicld ratio)
tobe ¢ and then thc ratlo of cash hcld will be 1--o. The cash currency to deposit ratio
(L) w:ll be as followa ) ‘ L

c=(l-aya - _ (5)

: ‘if this_is: cxpyéssed by o then we get,
a=1/(c+l) )

while 1-a can be represented

o 1-¢ = cfctl) )] _
'__.so th_ﬁl deposits (D) of the private non-financial sector are calculated as follows,

| . D=axMb L ® )
while the cash balancé {Cyof tﬁ_e same scclb_r is calculated by the following,
|  C=(1-a)x Mb O '

50 that once the trends for ¢ are given it s possible 1o predict DD using equations (6) and

(8) while ¢ can be forecast using equations (7) and (9).



7-1-3 Forecast of Amaunt of Personal Deposit

j 7-1-3:—1“ 'Estlﬁiatihg the Amount of Personal beposit

Pcrsonal dcposnts are estimated here using the figures given for totdl houschoid and - |

company depomts in section 7-1-2 for both plans A and B, and dcflatmg these: using
the GDP dcﬂator o give 4 forccast ﬁgurc for. thc balancc of pcrsonal deposits on a real

term basns Looklng at the balancc of dcposns in real terms wc ﬁnd that thc cxtremely
. high rate of inflation has meant that this has contmucd to drop ona year to year basis

from 1993 which showed a 77. 7% drop over the previous year. Thus undcr Plan A real

dcposna are cxpcctcd to ‘drop 60.3% compared o the previous year whﬂc the

: corrcspondmg flgurc under Plan B will be a 47.7% drop. In 1995 both P]dns assume
that inflation ‘will start to come under contro] dnd that thete will be a rctum of
contidence in banks so that the trend will turn to an 1ncrease over the prcvmus ycar of
22.4% under Plan A dnd of 30.2% under Plan B (rcfcr m Tablcs 7-9-A and. 7 9-B).
Subscqucnt to 1995 since iricomes are expected fo start 1ncreasmg with a level between
20 and 24% undcr Plan A and of around 30% with Plan B which postulates rclahvcly
higher increases. Both scenanos dssume ‘that there will be a significant increase over
the prevmus year in 1998 since the banking system will’ develop. sngmflcantly around
this date as provisions and mprovcmcnts in scttlcrncnt systcms such as wag{, paymcnt' |
transfers di’ld aulomahc transfers cornc mto thclr own.,

- The above means that on a nominal basis personal deposits 'arc expected to be 75
million Som in 1994, then 311 million Som in 1998 and increasc up to 581 million Som |
in 2000 under Plan A, Corresponding flgurcs under Plan B arc for 102 million Som in
1994, 548 million Som in 1998 dnd 1 billion 24 million in 2000 (rcfcr to Tables 7- 9 A
and 7-9-B).

It is therefore cxpcctcd that the ratio of personal dcpﬂsus 1o overall pnvatc non-
financial scctor dcposntq (i.c. dcp()sns of ‘households ‘and companics) will gradually
increase as accumulation of personal deposits progresses and the raho of pcrsondl'
deposits to overall dcposlts is forecast 10 rise from 0.19 in 1993 to 0 30 in 1998 up to a
level 0f 0.35 in 1998 (refcr to Table 7-9-A and 7- 9 ~B).



. 7-1=-3-2 ' Estimating the Amount of Company Deposits -

In 1993 the share in private non—financial sector dcposits.hcld with banks
accounted for by company deposits was of at a relatively high level of 0.81.

As personal : deposits increase hercafter the share Of-compény deposits in total
deposits of this sector will gradually decrease (being expected 1o reach a level of 0,65 in
2000). A sigriiﬁcant increase in the absolute nominal value of company deposits is
expected as the company deposit yield rate (share of moncy advanced to companics
which remains with banks in form of_ deposits) is cxpected to rise with improvements in
settlement systems' and the return of confidence in banks and the resulting credit
creation ( new advances ). In concrete termis forccasts for Plan A are for 365 million
Som of such depesits in- 1994, increasing to 725 ‘million Som in 1998 and then to 1
billion 79 million Som in 2000 while Plan B predicts 383 million Som of such deposits
for 1994, increasing to 1 billion 278 million Som in 1998 and then reaching 1 billion
9()1 milhon Som in 2000 (refer to Tables 7-9- A and 7-9- B)

7-1-4  Forecasts of Ba_hk Lending (Bank Advances)
7-1-4-1 Forecast of Balance of Advances of Working Capita! to Companies -

First for both scenarios of Plan A and B we shall prcdict the total output value in

- national accounting from the predicted evolution of nominal GDP and use this as a
rcprcscﬁtatiyc_ variable for national company salcs proceeds in the Kyrgyz Republic.

- Using the a\}éragc yearly increase of total output value to calculate the average monthly
increase in total output value o be cxpcctcd we find that from the level of 579 million

'Som recorded in 1993 forccasts arc for 741 million Som in 2000 under Plan A and 1

b]lhon 298 miltion Som under Plan B (refer to Table 7-10-A and 7-10- B)
' Next the followmg assumptlons are postulalcd '

(1) that capltai settlement snc% will be roughly of three months with a turnover period
~ of thrcc months up to capital recovery. '

(2) the inadcquacy of scttlcmcnt systems means that scttlement procedures currently
- require about a week (which represents 0.23 of a month in the turnover period)
but with the establishment and realization of improvement programs for



~ settlement systems by 2000 sctllemcnt w1ll takc placc on thc same . day -as '
proccdurcs arc lmtldtcd

On the basis-o_f these asSumpiioné-ih'c rc'qﬁiredincrcas_'c of working capital has been
' prcldictcd Starting at a level of 1 billion 870 million Som in 1993 this is expected to
become 2 bﬂll()n 222 million Som under Plan: A and 3 b:lhon 895 rmlixon under Plan B
in thc yca_r 2000 (rcfcr 10 Table 7~ 10~A and 7-10-B).

Huwever if we prcdlct the amount of- bank advances to companlcs of worklng:
: Cdplldl on the basls of the fo]lowmg assumptlons

3} - ’I‘_h‘at- sihcc a large share of t_hé lfequircd working capital is considercd:to rely on
inter-company credit in the Kyrgyz Republic and in view of the disruption caused
- by a'switch over to a matket economy ‘and the inadequaie provisions made for
scitlemient. systems thc_sharcgof required working capital which will be met by.
inter-company credit will rise to-80% over the period from 1993 to 1994

(4) Subsequently, once impfoyc_r_ncnts of bank_i.ng systems and scttlement systems get
under way the reliance of companies on banks will gradually start to increase and
s inter-company credit will decline to a level of around 60% by 2000,

We predict figurcs for 2000 under Plan A of 889 million Som and under Plan B of
1 billion 558 million Som starting from a level of 374 million Som in 1993 (refer to
Table 7-10-A and 7-10- B) :

7-1-4-2 Forecast of Balance of Advances of Equipment Cap.l_tal to COmp#nlss

Nominal cquipmcnt investment can be prcdictcd on the basis of the eConomic -
framework postulated in Chapter 6. If C()mpanics arc assuméd to borrow 30% of that
investment from banks then the total borfowing of é.qu.iprﬁcnt Cdpildir tor inQéstment
(balance of new advances) will increase from its level of 649 million Som in 1993 to 3
billion 593 million Som under Plan A and 5 billion 927 mlllton Som i m 2000 (refcr to
Table 7-10-A and 7-10- B)

Next we shall predict the Net increase in équipmcm’capital;advanccs.--'

- 7-18



As banking and financial systems are chc]oPéd and strengthened and Development
Banks and Long Term Finance. Institutions are set up it is expected that the possibilities
of offering to companies long term advances suited to long term capital applications
such as cQuipmcnt investments will gradually increase. If we predict the equipment
investment advances on the ‘assumption th_ét the ‘average period for such long term
advances will be three years then starting from a level of 1 billion 92 million Som for
1993 we arrive at a forecast for 2000 of 9 billion 650 million Som under Plan A and of
15 billion 524 million under Plan B (refer to Tables 7-10-A and 7-10-B),

7-1-4-3 Fdrecast of Amount of Advances to Private Individuals

Since it seems hnlikéiy that thérc will be any significant diffusion of financial
commaodities such as consumer loans in the immediate future the main item conccmcd
undcr this hcadmg WIIE bc housmg Iocms or murtgagt,s

~ Assuming the pns_tﬁlatcd SOCiOCCOHOﬂliC framework we shall predict the value of
the nominal housing investment and on the basis of the yearly incfcasg we shall predict
the ‘value of advances made by banks to private individuals mostly in the form of
hbusirig advances. -Starting with a figure of 7 million Som for 1993 we find that in
2000 this item is expected to bccome 795 million Som under Plan A and 806 mllhon
undcr Plan B (rcfer to Tablc 7~ 10 A and 7- 10 B)

.7—1'—4—4 Forecast of Balance of Bank Lending

* The total figure for bank lcnding can be calculated by adding the above forccusts of
(1) through to (3),-and we find that the initial total of 1 billion 589 million Som in 1993
is forecast to become 11 billion 334 million Som under Plan A and 17 ‘billion 888
- million under Plan B in 2000 (rcfer to Tables 7-10-A and 7-10-B).

Incidentally; the amount- forecast here of bank lending exceeds the forecast given
for money Supply-(bmdd'moncy) in section 7-1-2-2. The forecast for broad moncy
was camed ‘out’on’a dcposnt money bank basis while the bank lending amount was

' forccasl on thc delS of ﬁgurcs for all financial institutions so that the part of the bank
icndlng amount. w_hlch excccds the broad moncy figure is taken to come from fi nancial
- inélitu'tidhs‘bt'hcr thah deposit money banks In cohcr’éfc'tcrfns this means the advances
of government capital madc through the NBK or govemmcnl financial institutions or |
. the advanccs madc by 1nsurdncc compamcs (in thc casc of thc Kyrgyz chubhc the



" former is taken fo account for the major part of this differential excess). In the future if
‘a Development Bank or Government Financial Institution is set up for . lending’
government capital then obviously such lending will be channeled through these bodics.

7-1-5 Forecasi of the Scale of the lnte_i-Bank_- Market
7-4 ~5;1 PréSeﬁt Situation.and Prospects f'or.the' Inter-Bank ﬁarket

As yet there 15 no mtcr _bank market for capital transactions cstdbhshmg in thc'
Kyrgyz Republic. However, in order to improve credit creation functlons in the
banking sector it is nccessary that’ !cndmg, and . borrowmg be carried out smoothly
between banks which have disposable cash rcbcrvcs and banks ‘which lack.such funds.
In thlb connection the cstabllshmcnt of an 1ntcr—bdnk market for capltal transactions is
most desirable. The scale of a given inter-bank market can be considered in relation to
the prcvailmg stage  of cconomlc dcvclopmcnt in a given country. In’ cconomic
srluatlons where transactions on both the operating and supply sides. of a. given
cconomic bndy are. both active there is a balanced dcvclupmen! of both aspects of
trdnsactlons and where balanced deposit for loan transactions arc mfrcqucnl it. would
scem that the scale of the inter~bank market can be supposcd to cvolve in a stable "
manner accounting for a fixed share of the overall cconnmlc activity. L()Uklng at Japan
in the carly 1980s before such balanced deposit for loan, transactions became common
the inter-bank market (taking togdthcr the call moncy market and bills . market)
progressed at a level representing roughly 3.0% of nominal G'D_P (refer to Figure 7-5).

In the case of the Kyrgyz Republic after establishment of an inter-bank market in
1995 this will gradually develop to meet the existing scale of the economy and after
2000 is expected to have reached a level of steady evolution in relation to the nominal
GDP. ' '

7-1-5-2 . Forecast of the Scale of the Inter-Bank Capltal'.Transactions Marketl

Since lhc cconomic framcwork whtch we thC: postuldtcd assumes lhat steep
inflation will start to come under control by 1995 and that the problem of rcal interest
rates which are actually of a minus nature will be rcsolvcd it is consndered that the -
unprofitability of lending from the lcndcrs viewpoint will gradually dlsappcar so that-
the inter—-bank capital transactions mdrkc:t should' get oft the ground from- 19_95. : |
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© As regards the size of the inter-bank market for capital transactions from 1995
- onwards this is expected to show a gradual development during its formative pcriod up
to 2000. In particular in 1998 when financial and scttlement systems are expected to
undergo dramatic improvement there should be a quickening of the tempo of
development of thc market size, In torms of amounts it is expected that with Plan A in
1995 there will be 43 million Som .in the market which will increase to 165 million
Som in 1998 and then to 257 million Som in 2000. With Plan B the corrcsponding
figures for market siz'c arc estimated at 63 million Som for 1995, 266 million Som for
1998 and in the: ycar 2000 the market will amount to 423 million Som (rcfcr to Tables
7-11~-A and 7-11-B). ' ' :

Looking. at the prcdictcd evolution of the market balance in relation to nominal
GDP the ratio of market balance to nominal GDP will progress at a level between 0,22
-and 0.26 % in the case of both scenarios A and B for the period from 1995 to 1997
after which the ratio is-expected 10 be 0.53% in 1998 then 0.57% in 1999 and after
2000 the ratio will stabilizc at 4 level around 0.60% of nominal GDP (réfer to Tables 7-
11-A and 7-11+B). Further the ratio of market balance to bank lending balance will
réprescnl around 1.00% of nominal GDP under both plan A and B over the period
between 1995 and 1997 while it is expected to progress at a evel around 2.22% of bank
'i'cndi_ng balance between 1998 and 2000 (refer to Tables 7-11-A and 7-11-B).

)

7-1-6 - Forecasts of Size of T/B Market

In the Kyrgyz Republic: T/B are sold to the financial markets by T/B auctions.
Because sqi_nc banks lost their participation rights in auctions as a result of excessive
chrdrafts_ it b_cc.amc.irnposs.i_bic to work the issuing sy'sfcrﬁ smoothly, the Overdraft
Reform of April, 1994 rcorgahizcd the overdrafts to mid-term lending to banks so that
the number of banks participating in auctions increased again. The future issuc of T/B
is expected to operate smoothly. Direct inter—barnk transactions for buying and selling
_ qf I/B has only. just bpg,un and"thc secondary market has not yt_:t_ really been formed.

: Hcrcaﬂcr it is cxpcctcd that there will bc an increase in the issuc of T/B sufﬁcmnt
to ﬁnancc the gencral public fiscal deficit and that thlS issued amount will be secured to
csome: cxlent - Morcover the .amount. of /8 which is sold on an inter bank level is
expected. to increase as a result of thc abovc 1ssumg In view of the aboye the T/B
market is cxpccted to dcvelop as of 1995 With regdrd to the size of the markct being
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f()rmcd after- 1995 thzs should gradually cxpdnd up to 2000 in the same. way as thc
mtcr—bank market : . L

Wlth regard fo the gcncral publ:c fiscal dcﬁcnt (wnh entry of overscas axd) Plan A_
' poslulatcs a public pohcy of austerity with the govcmmcnt dlrcctmg efforts to feduce
all varicties of c:dpl_tal_ expenditure, comper_lsatlon capital -or subsidies and- doing - its
utmost to securc tax income. Nevertheless the public deficit wilt not be overcome and
it is forccast that up to 2000 it will continue to account for a level near the 5.44% of
nominal GDP which this recorded in 1993, The cumulat_ivc ﬁublic fiscal deficit on a
cumulative basis from 1992 will amount to 6 billion 687 million Som (equaling 21.48%
of nominal GDP) in 1998 and 11 billion Som in 2000 (25.71% of nominal GDP).

If it is assimed that internal financing of the debt will stay on th'c same level as in
1993 (that is 74% of the debt) then domestic funding of the debt will grow from 230

- million Som in 1993 to 1 billion 722 miilion Som in 2000, On a cumulative balance

this represents an increase from 251 million Som in 1993 to-4 biilion 951 rmlh(_m Som .
in 1998 on to 8 billion 142 million Somn in 2000 (refer to Table 7-12-A).

As the T/B issue and balance increasce the balance of the T/B market is expected to
gradually increase to become 43 million Som in 1995 then 371 million Som in 1998 on
1o 611 million Som in 2000. Looking at the ratio of this balance in relation to nominal
GDP we find that it is forecast to cvolve from 0.22% in 1995 to 1. 19% in 1998 on to -
1.43% in 2000 (rcfcr to Tdble 7 12— A)

Dufing this pcriod the sales of T/B should gradually become active so that in 2000
sales of the order of 10 billion 992 rmllmn Som in valuc are cxpcctcd (refer to Tdble 7-
12- A) - |

With scenario B the g(_)'vcrnnicnt will carry out austerity 'poi'i_cics'to éo_untcr'lhé size
of the public fiscal debt (after entry of foreign assistance) and will try to rcdﬁéc
compensation capital and subsidics and increase its tax income. The high growth rate
postulated under plan B will contributc 1o beftering the situation SO.lhdl. the ratio of the
fiscal debt to GDP is predicted to show a gradual fall from its level of 5.44% in 1993 0
3.20% in 2000 (rcfcr to Table 7-12- B) The cumulahvc amount of gencral fiscal' '
deficit in 2000 will be 13 billion 272 m:lllon Som (that is 18.81% of nominal GDP)
while the cumulative amount of publlc debt fundlng met domcbncally wnll be 9 bl]hon' .
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823 million Som, the T/B market balance is forccast to be 737 million Som (1.04% of
GDP) and the sales of T/B to be 13 billion 261 million Som (refer to Table 7-12-B).

7-1-7 Forecast of Size of Foreign Exchange Market (Dollars and Som)

At present in the Kyrgyz Republic the main systcrﬁ for foreign exchange involves
the’' NBK borrowmg from the IMF or World Bank and then carrying out forcign
cxchangc auctions to sell the foreign currency to banks and cxchange offices. Inter
bank trading of forcign currency has been started but it is assumed that the level of
trading is not up 10 that involved in foreign currency auctions. The general cconomic
framework postuldtcd assumes that hereafter trade with non FSU countrics will gain in
relative 1mp0rtancc and thdt from 1994 on there wiil be an intensification of capital and
technical assistance commg “fiom non FSU countries so that direct investment from
overscas will i mcreasc ‘gradually after 1996. In turn as a result of the above inter—bank
tradmg will increéise. so that the market size in terms of iraded amounts is cxpected to
grow gradually up t0 2000. In concrete terms this will mean that under Plan A sales of
9 million US$ will take place in 1994 incréasing to 73,1 million US$ in 1998 and up to
232.8 million US$ in 2000 (rcfér td Table 7~13-A). Under Plan B the corresponding
figures are for 15.8 mllllon US$ in 1994, 146 5 million US$ in 1998 and thcn 309.2
'mmm US$ in 2000 (refer to Table 7-13-B).

7-2 Fofecést’s"of the Varieties and Number of Payment Transactions

It is obvious that the macroeconomic and financial policics which are adopted by
the Kyrgyz republic will have considerable influence on determining the nature and
number of payrﬁcnt transactions. At the same time if development is to take place in
the context of recent technological innovations then the multiplicr effect of the policics
themselves will partly depend on the methods and forms of technical support chosen,
while certain limits will be placed on policies themselves by the technological factors.
Policies will be. partly shaped by the . feedback from technological aspeets, so that
policies and technology are intimately related and mutually' influential. It is thercfore
essential to consider jﬁst how far policies can be supported in technological terms.-

‘Table 7-15 indicates forecasts for the variety and number of payment transactions.
The basic assumptions lying behind these calculations are briefly cxplained below.
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7-2-1 Basic Concepts
a The 'Objcbi of Forecasts

" In some forecasts con':ccming the nature and number of p’ziyiﬁcnt transactions
| expected i in a given country attention to the theory and models undcrlymg such
_forccasts is sometimes msufﬁcwnt The economic and fi]]d]’lCldI environment and
the level of tcchnology in an individual country, dnd consxclcmtlon of what
' pohc:es have been formulatcd conccrnmg thcsc have a sngmficant mﬂucncc on the

~ kind of forccasts which arisc. N

The mcthod ch{)scn here is to postulate a scenario for the supporting technology
(_)ﬁ the ba_sis of and analysis of the present situation of the ccbhomy, finances and
'tcchnblogy arid on the economic and ﬁnanbiél pblicics which have alrcady béén
examined. Forecasts are madc on the basm of prcdlcnons of future circumstances
deCd on thc above sccnano

With regard to the diffcrcnt kinds of payment 'ti'dnsa'ctions'thcsc are seen s
“related to financial p()]lCICS for rcmforcmg thc crcdlt producmg tunctlons of the
banks. The main t()plCh are as followa,

- Cdpltdl transfers rcldtmg to inter-bank mdrket transactions
~ cash transfers for wages and pcnslons

~ automatic payment of public expenses

- money transfers using CD/ATM

- scttlements using credit cards

First forecasts of the volume of transactions for individual years ﬂp- to the yéar
2000 were made for the above items. Then in linc with the outline for postulated
payment systems for the Kyrgyz republic transactions were classified as inter-

* bank and as intra~bank payments. As a result of processing a givcn’_.nu_mbcr'of
related transactions the capital imbalances which result wili be replaced so that
new transactions which take place inside the syslcm_will occur. According 10 the
pracessing procedures of payfncnt-systcms which arc made available to the
Kyrgyz Republic at a given time the number of transactions arising within the
system will vary for a specific year. Table 7-15 reflects these factors.
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(2) The Two Plans

Two main. plans were postulated for the scenarios when forecasting frameworks
for both the macroeconomic situation and for payment systems as follows;

PlanA; the‘cddn()my of 'thc';Kyrgyz'chub]ic will continue to be dull and
e while gradually moving towards recovery there will be no dramatic
* surge towards cconomic recovery, and the current stitus of
payment transactions volume is based on rcccnt more decreased

status of the summer in 1994,

PlanB;  The cconomy of the Kyrgyz' Republic will show signs of recovery
' and this will develop into a period of brisk cconomic activity, and
the current status of payment transactions volume is not affected by
‘the reccnt morc decreased status of the summer in 1994, but based
on annual average trend on 1994,

In accordance with the above two plans Table 7-14 is compo‘;cd of two scctions
Table 7-14 A (bdch on the Plan A) and Table 7-14 B {(based on the Plan B). In
the top half of each of the tables the relevant data used for forecast caleulations
“has been indicated. Hcfc’, saving' bank is treated as one of the commercial banks.
In the middie of the table are shown the forccasts of the Qolumc of transactions
claSSiﬁ'ed_by the type of transaction. Since the processing of the assembled data
together is"accompénied by the additional occurrence of inter—bank transactions
~* ‘internally within the system the total of these forecasts is larger than the predicted
volume of transactions classificd by transaction type, This is indicated in the
: '_tablc as the entry Ime showm;; the Ratio to total number of payment transactions
'whlch is rccorded ‘under the cntry for Inter~bank/Intra—bank transactions. Any

amount in excess of 100% refers to the transactions which are generated internally.

The volume of transactions is extremely sensitive fo general cconomic activity
and economic .policics pfcvailing in the: Kyrgyz Republic. In particular the
payment methods which are to be introduced hercafter will have a great influence.
chpmg in mind such basic assumptmm let us procccd to an cxpldnatlon of the
actual forccasts '
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7-2-2  Actual Forecasts Made -
(1) - Payments-on the Inter-bank 'Ma_rkct.

AS well as makihg pfovisidm for the smooth 'operation of ca:pital' payment
: ‘opcratlons for transactions on the inter-bank market it is 1mp0rtanl to establish
. “the systems to nurture the mtcr"bank market since these measures will form the
basic f{}undatmns for thc paymcnt system of the Kyrgyz Republic. The
§ .commcrcml banks must carry out their own mdcpcndcnt management while the .
central bank (NBK) plays its ccntrdl courdmdtmg role and in order to assure the
smooth and. efficient running of banking activities in the Kyrgyz Republic the
commercial banks must . maintain - their, separate identity and -avoid - over
dcpcndcncc on the NBK whlle mutual ties bctwcen the two levels are kept up. At
" the same  time mechanisms for mutual . dsslstancc bh()l.l]d exist between the
' 'commcrcndl banks. The abovc ‘measures are judged to-provide the basis for the
nurture of an inter~bank market to be operdtcd in dccordance with market
demands. ' |

Inter-bank rﬁarkct transactions Ihcmsalvcs can be managcd' independently of
supporting systcms bul the existence of such systems is - csscntlal to permit
cffective managcmcnt and expansion of thc volume of the aforesaid transactmns.
' In this regard the following plans have been postulated. '

The projection of inter-bank payment transactions volume is _startéd frpm the
current stétus of the Kyrgj'z R_cp’dbl_ic, ‘which is not 'clcar.cnough_ for exact
cstimation, As notccf in Chapter 5, the study feam cbuld suppdsc the existence of
payment transactions which is based on inter-bank market trade. But the cxact
number of such transactions has not been able to find out. So, the pm]cchon will
start from the gcncrdl trend recognized in the tield survey. It is forecasted that the
“transactions in the inter-bank market will be steadily increased hereafter in

keeping with the improvement of monctary system.
The transactions in infer-bank market play an central role in the Kyrgyz and the

actual volume is not so lar;_,c then the study tcam do not 1dcntlfy clear dlffcrcncc -
between pldn A and B. '
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Plan A and Plan B

1) Immediate injtiation of measures to proiridc independent supporting systems
in connection with the nurture of the inter-bank market, with an estimated
10 transactions daily.

_ 1995-1997 10 transactions dally for 250 ddys = 2,500 transactions handled
o per year '

2)  Expansion of the volume of such supporting transactions with the provision
" of supporting systems for-inter-bank payments, Volume is estimated to
- cxpand to a lcvcl of 110 2 transactions for cach bank daily,

1998 1.5 1 transactions daily x 19 banks x 250 days
= 7,125 transactions handled per ycar

1999 with the volume of such transactu)ns expected to be doublc '
thdt for 1998 '

3 transactions daily x 19 banks x 250 days
= 14,250 tran_sactions hzmdlcd per ycar

3) By the tdrget year of 2000 the following volume of dally transactions for
a cach bank is cxpccted o

_ 2000 5 transaclions daily x 19 banks x 250 = 23,750 transactions per ycar
 The estimates bas.ed' on the above scenario arc as follows;

_ unit: transaction/year
Scenario . 1993 11994 {1995 1996 {1997 |1998 {1999 |2000

AandB |- - 2,500 12,500 12,500 |7,125 {14,250|23,750

- (2) Paymént Transactions carricd out for Customers

Payment transactions carricd out in response to requests received from customers
~are expected 1o form the main sector concerned by the present project. Since it
has not been possible to obtain sufficient data regarding the volume of present
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transactions on a- natmnwuic basis the following points analyzcd in: Chdptcr 5 are
conﬁrmcd briefly for reference.

= The volume of transactions in the Chui Tegion in 1994 énmounted to 10,000

transactions daily. However for the summer pcnod of 1994 the Icvcl of
transactions declined to a lcvcl of 7 000 to 7 500 transactions daily.

- The transactlons carrlcd out in the Chui rcglon represent about 40% of the fotal
volume of national transacnons

The volume of transactions has declined from 1988 1o one fifth of the level for
that year. This is mainly based on the fact that corporations and individuals
hesitate to decnd on ‘banks, . and thcy prcfer cash scttlement. With these
background, payment transactions volume decrease much more than thc decrease
of fund transfer needs. This means that there exists polcntlal needs for fund
transfcr and they hope the improvement of payrncnt system in the Kyrgyz. In
‘case that the economy of the Republic would recover, and corporanons would
return to rely .upon banks, then the payment transachons volumc would recover
rdpldly '

Further, sometime between the end of 1994 and the beginning of 1995
implementation is expected to get underway of ‘the Clearing House project.
evolved after careful 'cvaluation by the NBK and the co_mm_crcizil banks working
together.  This implementation is cxpected to vastly improve the financial
environment for payment transactions. Processing operations will initially be
manual but sometime in mid 1995 a basic computer network will be introduced
and this is cxpcctcd to furthcr improve conditions, T hcrcforc an expansion m the
volumc of payment transactions is cxpected to arise between 1995 and 1996,

Plan A
Plan A takes a relatively reserved and conservative position on the estimation of

the volume of payment transactions carried out in the Kyrgyz chubhc for 1994
taken to be about 17,500 transactions dally '
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Daily. péymcnt transactions for Chui province / 40 % = Daily payment
transactions for the Kyrgyz Republic

7,000 / 40% = 17,500 transactionis

' Accordmg to the following calculation thc annual toial is estimated to be about
4, 375 0K transactions. '

17,500 lransactions/day_ X 250 days = 4,375,000 transactions/year
The following scenario is accordingly postulated.

‘1) With the realization of the clearing house pfogfam'ahd an cventual picking

up of the macmcconomic situation there will be a trend towards increase in

 transactions from the end of 1995 with economic recovery. Initially

' . transfers of small sums will'_incrcasc, 1995 and 1996 will show an incrcase
of_ about 30% over the level attained in thc'prcvious year.

Asa rcsult of thls increase the - 1993 lcvcl of transactmns will be

' dppmmmate]y rcdched dgam over these two ycars.

2)  Subsequently there will be a siowing down in the rate of increase in the
' volume of transactions as the amounts involved for a given transaction
become largcr, so that estimates are set at 15% for 1997, 10% for 1998, 6%
for 1999 and in 2000 the rate will come down to 4% being the samc level as

_ th_t_: expected growth rate for GDP for that ycar.

By 2000 the 'voliime will have rctﬁmcd to the level previously experienced
in 1991 to 1992 but will stlll remain at half thc level recorded in the peak
year of 1988.

In ‘Table 7;15 the growth rate (%) is shown below the entry for customer
rcqucstcd transfers. 1In actual fact the estimates for the volume of customer
_ rcqucstcd transfers have been calculated on the basis of this growth rate itself.
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- Plan B .

'Thc stanmg pmnt for this plan is the assumphon of an annuai volume of paymcnt

transactions for the Kyrgyz chub]lc based on a daily volurne in thc region of

25, 000 transactions. In other words the fi igurcs rccorded for the summer of 1994

are considéred exceptional and 50 unduc significance is not attachcd to them.

_-'Accordmgly thc annual volume is cstlmated tfo be in ihe rcglon of 6250000‘

transactlons

25,000 tranéactions x 250 days = 6,250,000 tran.sactions_/da'y

Furthermore, the scenario for the volume of customer requested transactions for

2} _.

3

~ Plan B has been postulated as follows.

Assuming that annual volume for 1994 is 6,250,000 njansactio_ns.

With the realization of the Clearing House projoct and an cventual p.icking.'
up of the' macrocconomic situation there will be a trend towards rapid

increase_in transactions from the end of 1995 with ccon‘ornic recovery,

Initially transfers of small surns will i incrcase, 1996 will show an increase of -

about 50% over the lcvcl attained in the prcvaous year. -

Consequently  the lcvcl of 1990 wﬂl roughly be rcachcd over these two
years,

Subscquently there will be a slowing down in the rate of increase in the -
volume of transactions as the amounts involved for a given transaction
become larger, and increases will continue at a level of 15% i 1ncrcasc over
the previous year so that by the target ycar of 2000 the pcak level of volume
recorded in 1988 will again be reached.

The forccasted results of this scenario can be shown in table form ;xls'follows.
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unit: 1000 transactions/year

| Plan 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000
Plan A; - ] ' '

Rate of Increase | -] Basc| 30%| 30%| 15% 10%| 6% 4%
|__Volume of transactions| 7,493| 4,375| 5,688| 7,394 8,503; 9,353} 9,914/10,311
PlanB; . o

Rate of Increasc - Base| 50%| 50%| 15%| 15% 15%| 15%

o)

- Volume of transactions 7,493 6,250] 9,375|14,06316,172|18,598[21,387| 24,595

Introduction and Expansion of Payment Transfer Systems for Wages and
Pénsi_ons (Retirement Schemes) _

In order to reinforce functions which create customer confidence in banking
‘services there are two scrvices which it is desirable to render an integrated part of
the banking functions available. First deposits must be reinforced and it is
important. to make active provisions for the reception of deposits from private
individuals. ,S'ccnndly, transfer payment provisions must be strengthened and
cxpanded.. Thc_. switch from cash payments to transfer payments must be made
actively and it is advisable to maximize the credit multiplier.

To this end the introduction of systems for the payment of wages (including
pensions) by bank transfer and systems for automatic transfer of public utility
charge payménts arc important measures and their carly introduction is most
desirable. -

- Early im;ﬁlr@hcntaﬁon." of the 'systc'm.- for wage paymcn.t by bank ftransfer is
“expected to provide an excellent means of securing deposits from citizens of the
© Kyrgyz Republic and to contribute to the provision of bank gateways.
: '.I_r_ltroduct_ion is planned as of 1998 and the system is to be gradually cxpandcd
- from then on. '

_ Thc two _'Plans A and B have been postulated in accordance with diverging

fdrécast_'s on the speed with which such systems can be introduced and furthered
~ as well as on the strength of the poli_ci_cs adopted and the speed of their integration.
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Plan A

e

2

1)

Is bascd on thc assumpnon that such systcms w1ll bc mtroduccd in 1998 dnd '

- that in Ihc initial year 20 OOO accounts w1ll be concerned by thc systcms

' Since wage pdymcms are made twicc mon!hly in the Kyrgyz Republic this

has been taken into account ‘when cstlmatmg the volumc of cxpcctcd

B transactmns
' 20 OOO X 2 paymcnts/month x 12 months = 480 OOO transactions per year

'In the following ycar of 1999 the dCCOUl‘ltS hdndlcd arc forecast to doublc to

reach a level of 40,000 accounts and in thc targct year of 2000 they wilt

~ again double to bccomc 80,000 accounts.

PlanB

It is postulated that the systems under consideration will be introduced in

1998 and that 50,000 or so dCCOUl’llS will be handled in the initial year.

By the tollewmg year of 1999 some 100 0()0 accounts w1ll be conccrncd _
and in the targetl year of 2000 the total ‘number of accounts concerned will

- be 200,000,

a The forccastcd results of the two bCCIld[lOS can be prcacntcd n labuldr form

a8 follows;

(Unit: 1000 accounts, thousand transactions/yr.)

Plan - 1199311994 1995119961 1997 1998|1999 | 2000
Ptan A; : : | : 1 N -
No. of accounts - | - - - -~ | 20[ -40] 80
Volume of settlements{. ~ | = | « [ - = | 480" 960]1,920
Plan B; | | : o o
No. of accounts - - - - 501 1001 200
Volume of scttlements| — BRSSP R 1,200 2,400 4,800

Lobking at the individual sccnarios from the tcch:holdgy_ aépccls_irl\'ml\'réd' and

taking account of the present situation in the _Kyfgyi Republic it might be
objected that introduction of a system for wage transfer payments by 1998 will be
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- very difficult to realize given the time factor involved. - It is possible that other

supporting service systems will not yet be-firmly in place to permit the smooth
introduction. of the Wagc transfer systems by that time while in view of the
preparations and workload which introduction will necessitate the deadline may
scem a bit préina'turc given the current situation. On the other hand, since the

system is cxpected to provide a suitable and sufficient boost to the functions

* inspiring confidence in the commercial banks of the Kyrgyz Republic and since a

limited but early ‘intraduction of wage transfer payments would be possible there
is a strong consensus emphasizing the importance of establishing such systems.
The Study Team has éxamincd_ the provision of scrvices in line with this latter

view.

~ Introduction and Development of Automatic Transfers

Along with thc system for wage tramsfers the introduction of systems for
automatic payment transfers’ for public utility charges is also of great importance.
The study team expects systens for automatic payment of public utility charges to
take place in 1998 in conjunction with the introduction of the systems for wage
transfer, The five major public utility charges will be concerned; that is

apartment fces, telephone charges, gas charges, water costs and clectricity.

At prcscn't, local telephone calls are not charged, while gas, water and clectricity

fees are not calculated according to consumption but arc levied in line with a

- capita count in a given household. In many cases the actual charges are caiculated

.together with rent and so represent fixed charges. However it is recognized that

with the increase in the price of public utility 'charges, expansion of the market
economy sector and as new Systems become cstablished the amounts to be paid

“should be calculated ‘according to the actual amount of a utility consumed. Tt is

expected that such new systems will take firm root with the diffusion of mcters
hereafter.  'When that becomes so it is expected that automatic payment systems
will enjoy increasing demand in order 1o ensurc the colicction of the sum to be
paid. '

At the same timc'as_w_ith the introduction of wage payment by transfer it must be
admitted that the technical feasibility of an carly introduction of automatic

- transter systems. may not be realistic, The Study Team is of the opinion that it is
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necessary to aim for an carly introduction of systems even if this has to be- llrmted

in scope in order 10 ensuré the establishment of the: deposxt transfer systcm At -

- _‘g.thc same time it will be necessary to make system services available.

Plan A )

1

It is cstlmatcd that the qystem wﬂl be mtroduced in 1998 and that 20, OOO

accounts w1Il be canccmed in the initial ycar of npcratlons

' 'Assuming the five major public utility chargcsrt(') _bc “concerned 'by. the

system the volume of transactions to be handled can be calculated as
follows;

20,000 accounts x S_:typcslof charge x 12 months = 1,200,000 transactions

per ycar
2) Thc number of accounts concerned in the scéo'nd year- of operation will
double to reach a level of 40,000 accounts and will increase agam to 60,000
-accounts by the largct year of 2000. '
.PlanB o
1) It is csllmdtcd that the systern will be introduced in 1998 and that 50,000
dccounts wrll be conccrncd in the initial year of opcrahons
2).  The number of accounts concerned in 19'99 will double to reach a level of .

100,000 accounts and will i increasc agam to 150, 00() accounts by the target
year of 2000. ' '

* The forecasted results of the above scenarios can be prcScntcd'in tabular form as

follows;
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_(Unit: 1000 accounts, 1000 transactions/ ear)

Plan 1993 |1994{1995|1996| 1997} 1998 | 1999 | 2000
|Plan A; S b

No. Of_aécounts N T - - - | 20 40 o0

| Volume of settlements| - | - | - | - | ~ ]1,200{2,400/3,600
Plan B; &

No. of accounts -4 - - - - 501  100] 150

Volume of settlements| = | = | — | = | = [3,000]6,000{9,000

' (5) Useof CD/ATM

It is: understood that' the employmient of CD/ATM (Cash Dispenser / Automatic |
Tellers Machin‘c)_Will be possible as a result of introduction carried out at the

. discretion of the individual banks concerned. On the other hand the introduction
of inter-bank two way connccting systems or systems for inter—bank sharcd use is
considcred possible by the target year of 2000,

Scenarios for the estimated volume of transactions are as shown below. The basic
thinking behind Plans A and B is the same. The main difference between the two
plans is the cxpectations regarding the number and increase of wage transfer
accounts and of general accounts which have been assumed to form the basis for
the forecasts.

PlanAand B

1) Itis expected that individual banks moving quickly will be able to introduce
these systems independently in a matter of one to two years. Initially a
- volume of transactions of the order ot 1,000 transactions per day is expected.

1996 1,000 transactions per day x 250 days= 250,000 transactions per day

It is cstimated that the annual rate of growth in the volume of transactions
will be about 209%.

2) ASSuming that wage transfer systems arc introduced in 1998 use of these
services -is ckpcclcd to cxpand rapidly. In this event the wage transfer
accounds are expected 10 enjoy a much highér frequency of opbrational

" transaction that is the case with the gencral accounts. '
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: all_:accounts; 0.5 withdrawal transactions per month per account
' wage transfer accounts; 2 payment operations per month per account -
In the above case cach bank provides its own exclusive service and
"~ provision of payment functions to other accounts of other banks is not

" considered, -

3 In 2000'_a network for mutual linking of CD/ATM services will be provided
" making it possible to make payments and dcposits in accounts of other
banks. ' '

The number of ATM payments is assumed to be the same as in 2) above,
ATM dcposits cmployéd 0.1 times per monlh. pér acc_oi._m_t _

“The forccast results of the above scenario are presented in tabular form as follb'ws;
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1000 transactions)

(6) Use of Credit Cards

{Unit: 1000 accounts
Plan _ 1993 11994 [ 1995 1996 | 1997 | 1998 | 1999 | 2999
Plan A 1 ' '
Number of Corporation Account | 39] 44| 55| 62{ 74| 88 100 109
Number of Private Customer s0 60| 80l 100 145| 190 260| 330
Account . S ' o
subtotall 89| 104 13s| 162{ 219 278 360| 439
Nu_mbélj o'f:wagc transfer . 4 - - - - 200 40| 60
accounts in above _ |
volume of debit operations - - -l 2501 300] 2,150{ 3,120{ 4,554
volume of credit operations - - - - - - - 527
\PlanB . : :
Number of Corporation Account | 39| 70 96| 129|151 153 154] 154
Number of Private Customer 50 60 80 100f 175 250] 375 500
Account "
_ subtotal! 89 130! 176 229 326| 403 5291 654
~ [Number of wage transfer - - - - - 50| 100t 150
accounts in above - ' _
volume of debit operations - < o 250, 300 3,617 5,571| 8,722
volume of credit operations - - - - ~ - - 784

The introduction of credit ‘card systems to the Kyrgyz Republic is cxpcclcd to

.occur in the relatively near future sincc this will satisfy the needs of both

foreigners visiting the country who are alrcady familiar with credit card usage and

of those companies dealing with such foreign customers for whom credit cards

represent an effective means of securing foreign currency income. On the other

~ hand the use of credit cards by Kyrgyz Republic nationals is not expected to

develop’ rapidly - since their diffusion is not cxpected to take place until after

' --'cuS'tomers'havc'bcdom'e'familia’t ‘with the use of such settlement proccdurc% as

- wage transfers, autormnatic transfers dl‘ld ATM, and when there is a general

i -acceplance of cashless and cred:l transactlons

The f_ollo_w_ing s’ccnérib has bécn'.postulalcd' in view of the above,
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“Plan A

‘1)‘

)

3)

Wxthm a spdce of one or two ycars it is cxpcctcd that crcdlt card systems
will be introduced whose major users will be forclgners In 1996 it is

“estimated that over 500 firms will be involved in handlmg credit cards'

(including firms handling a variety of dlffcrcnt cards), subscquently thc_ '

u number of such tirms will i lnCI’CdSC annually at a rate of about 50%.

The number of card holders in the Kyrgyz Republic will start of ataround
10,000 in 2000 These holdcrs will make use of thelr card on avcrage 0.5
times pcr month in that year.

The cffect on capital scttlcmc_:nf will consist of transactions for monthly

scttlement carried out between the company issuing the credit card and.
companics acccpting the card payménts on the one hand together with the

transactions relating to the scttlmg ot dccounts held by card holders for use.
in the year 2000. '

The.volume of transactions for monthly settlement taking pldcc'bctwccn fhc

. card mumg company and the card accepting companies is' estimated as-

number of companics accepting. credit cards x 12 months and sctﬂcment.
lransacnom of credit card holders is cehrnalcd as numbcr of crcd1t card
holders x monthly use of card x 12 months.

Plan B

y)

2)

The plan assumes the same as Plan A w:th regard fo lhc forccast of the
number of credit card compames ' ' '

Takmg the number of Kyrgyz Republic nationals who are credit card
holders in 1998 to be 10,000 the number is predicted to increase rapidly to
50,000 by 1999 and to 100,000 by 2000, .T.hc average monthly usc of the
card is calculated at .5 times a month in the initial year 19981999 (with
holders making use of cards once every two rnonths' or one out of two

~holders using the card in a given month), This is cxpcctcd to increasc up to

(.8 per month (i.e. ausctentimesina ycar)

Forecast results of this scenario can be shown in tabular form as follows;
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Plan 1993 | 1994 {1995 | 1996 | 1997.| 1998 | 1999 | 2000
Plan A
No. of shops accepting} - - - 500| 750{ 1,125] 1,688| 2,531
{cards ' '
No. of card holders - - - - - - - 10
Times card used - - - - - - - - 0.50
Transactions handled . — ~ - 6 9 10 10| - 90|
Plan B _
No. of shops acceptingl - | - | - 500] 750| 1,125 1,688] 2,531
cards |
- INo.ofcardholders | -~ | - | - | - | - 10l sof 100
~+|Times card used -1 =1 -1 -1 -1 050 050 080
|Transactions handled | - | - | - 6l 91 74 3200 990
Summary

(7)

Type of Settlement Tramacnon Plan A Plan B
Inter-bank market lrdnsactlons 2.4 2.4 -
“ leustomer requested rcmlltanccs ' 1,031 2,460
wage transfers 192 480
" lautomatic transfers - 360 900
CD/ATM debit transactions 455 872
~ ~|CD/ATM credit transactions 52 78
Credit card transactions 9 99
{Total 2,101.4 4,891.4

{Unit; one shop 1,000 peoptle ; tlmcs/month thousand transactions/year)

Estimating the volumc of Scttlcmcnt transactions as set out above gives thc

-followxng forecasts for the target year of 2000,

(Unit: 10,000 transactions/year)

- Figﬁ'rc'7 'S'p'rc'sé'nts thc"forec&sls reached in graphical form.

There i is.a con31dcrab1c difference bctwccn the forccasts of Plans A and B. Many

of the transachons concerned represent new - varieties and will have to be

introduced and mtroductmn dcvclopmcnt and diffusion will be significantly
'.mflucnccd by prcvailmg govemmcnt policies. ‘In turn the lccway and scope of
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_govemmént poiiéicq will depend on the direction the economy of the Kyrgyz
Republic takes and the cconomic situation wx!l be reflected in the stanstlcs for the
volumc of scﬂlcmcnt transactlons

After the econorhy of the country is well developed and the payment system is

well working, the volume of payment transachons has a close correlatlon with the

populahon of the country. Table 7-15 shows a companson of payment volume
. and values of populatlon in the eleven developed countries and Kyrgyz in 1993,
and plan A and B in 2000 for Kyrgyz. Z'Eiguré 7-7 shows this relation in graphical
way, - :

iy Buth pro;cctlon of Plan A and B arc ten times smaller in rdtlo "Per Hcdd Volume"
comparcd with the eleven developed countries. Kyrgyz is now a developing
.country, then the projection of payment volume is considered to be an accicgtablc
one.

7-2-3 Inter-Bank Transactions and l_nt_ra—Bank Transactions

" The forecasts made above concerning the volume of transactions _a_rc' for the. Kyrgyz
Republic but no distinction is made between those transactions which are of an inter—
bank naturc and thosc which arc of an intra-bank naturc. Howcver methods for
estimating these different types of transaction are very. lmportant when conslderlng
computerized. systems of scttlernent. Currently in_ the Kyrgyz chubhc various
individual banks are in a hurry to cvaluate information systems and some of the banks,
cspecially those with a large volume of transactions, arc pursuing a policy of
developing their own internal systems in an cnergetic fashion, There arﬁ_. of course dt
present limitations ‘in the shapc of budgetary considerations, the number of
communication lincs available and levels of computer tcchnology which a'rc realizable
~ but there is a strong possibility of some banks bcmg ablc !0 run_their own cxcluswc
computer network systems by 1997- 98 '

On the other hand whatever systems a particular bank adopts for dc’aiing with inter—
bank transactions therc are some aspects concerned which will remain the sdmc, and
these form a central core of the scttiement system m the Kyrgyz chubhc It is.
important for banks to think about ways of CldbSlf}'mg trgnsacno_ns_ into thosc ‘w.hich
come under the inter-bank and those under the i:ntra'—_bank' grdups.wh_ilc "at_thé_._sam_c' _
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time cvaluatmg measures to systematize the vnal fixed functions involved in banking

services.

(1) The Volume of Inter-Bank Transactions Handled

It is first necessary to systematize the volume of inter-bank transactions which

are handled. The basic thinking for such an undertaking is as follows,

1)__-
oy

3) -

- transactions with accounts in different banks. Under the present settlement

4)_

Transacllons mvolvcd in trddmg on thc mtcr bank markct arc to.be of an
inter-bank nature only

dtis csllmdtcd that about 45% of customer requested scttlcmcnt transactions
are of an mtcr—bank nature. '

It is estimated that 30% of the requests for wage transfer will involve

system project thesc are assumed to be handled individually as is the case

~with basic - payment transactions. . Subsequently in 2000, regional

communications centers will have their data cOllccting and input functions
reinforced. As a result of such strcngthcnmg of services it should possiblc.
to handlc on avcragc the collection and input of 1000 transactions or data

“units: It is expected that the individual banks will be able to adjust the
:outstandmg capltal for cach scparate transaction, '

It is estimated that 30% of the rcqucslcd automatic transfers will involve
transactions with accounts in other banks. '

Over the period from 1998 to. 1999 ihese transactions will be handled
individually. in the same way as with- basic seftlement transactions.

- Subsequently in 2000, regional communications centers will have their data
-+ collecting and input functions reinforced. As a result of such strengthening

-+ of services it is assumed that the individual banks will be able to adjust the

- 5)

outstanding capital for cach scparate transaction.

‘The use of. CD/ATM systems. . This will initially be started by individual
“banks on an in house level, and introduction of shared inter-bank use will
' ‘be examined in the target year of 2000, It is cxpected that the inter-bank

t_r'ansacti(_)'n's will account for 10% of ATM use in the year 2000, and add
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6)

- inter-bank payment. transactions for settling net-position for every bank,

every day'.

'Wlth I'ngl’d to credit card use mdw:dual banks will jssue outstandmg

capltal adjustmcnts once per month for each of the credit card companlcs

The Volumc of Intra—Bank Sctjlcmcnt Tran_sacnons -

We can break down and set out the main consmucnts of thc vo]umc of mtra-bank

S

_3)_

4)

‘sctﬁcmcnt ina similar way to that carricd ‘out above.

It is assumed that thc remaining transactions '('55_% of  scttlement

transactions) after dcducting infer—bank transactions will be of an intra-

bank nature. Strictly spcaklng these will consist of rcmlttdnccs among

: hranchcs of the same bank,

It is cxpcctcd that_?O% of the wage tfanéfcrs will b(':jf(_)r' ac_:éounts in the
same Ban_k as the .'pa_rty reQucsl_ing transfer. In the period 1998 to 1999 these
will be handled individually in the same w.ay_ .as basic settlemnent
transactions. The regional communi'cal_ion.c:;ntérs will have their data

-~ collection and input functions reinforced in 2000 and thereafter it will be

pdss_iblc to handle 1000 transactions on average while the ‘individual
branches will issuc adjustments to the main office account statements for
cach individual transactions,

It is expected that 70% of lhc requests for ‘automatic transfers will bc for
accounts in the requesting party's own bank: In the pcrlod 1998 to 1999
these will be handled individually in the same way as basic scttlcmcnt_
transactions. The regional communication centers wiil have their data
collection and input functions reinforced in '2(_)00-and thercafter will be
possible to handle 1000. transactions on average while the individual
branches will issue adjustments to the main office account statements for

_ cach individual transactions.

It is expected that 90% of the volume of transacnons using CD/ATM will:
be related to accounts in the same bank.
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5) In 'conjunclio.n with the usc of credit cards a billing operation will occur

once every month for each credit card holder.

Sumxhary

The following presents in tabular form the forecasts for inter—bank and intra~

bank transactions in the ycar 2000,

(unit: thousand cases)

Plan A

Plan B

Inter—bank transactions

approx. 5,240/year
(approx. 21/day)

approx. 12,174/ycar
(approx. 49/day)

Intra—bank transactions

approx. 16,932/year

approx. 39,564/.year

Figure 7-8 presents a comparison of transactions classificd as inter—bank and

intra~bank.
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Chapter 8 Formulation of Financial System Development Strategy
8-1  Control of Business ActiViiies of Financial Institutions
8-1-1 . Establishment of Principle of Commercial Banking

Since bank transactions have not yet become sufficiently incorporated in the national
economy of the Kyrgyz Republic, making it impossible as yet for banks to adequately

- absorb ﬁinds from a large number of depositors, the existence of restrictions on the time

_conversmn functlon is hlghly probable That bemg the case, it is desirable for banks, as
those playmg the central role in the settlement system, to consistently adhere to the
_pnnclple of commercial bankmg and avmd hquldlty nsk totheg &,reatest extent poss1ble

_ The definition of banks and their scope of business activities as stipulated by the
- Bank Law of the Kyrgyz Republic basically have an orientation in the direction of the
principle of commercial banking, and it is important that such orientation be
appropriately applied.

81-2 RulesR_eguI_a:ting the Activities of Banks

The Bank Law' of the Kyrgyz Republic stipulates control of the ratios K 1 - K 3,
‘which, as cxplained beldw are the most important business indicators for commercial
banks in that country It is therefore necessary that commermal banks abide by the rules,
and that the NBK cany out sure momtonng thereof.

(1) Contro_l of Provision of Large Loans '(K )

From the viewpoint of asset selection theory, the basic source of the capability of
banks to bear risks is spreading of risk. That is to say, overconcentration of credit
in a small number of borrowers lowers the risk bearing capability of banks.. In this
connection, see 4-3-5, "Relationship Between Financial Capital and Industrial
Capital.” ‘The Kyrgyz Republic being in a period of transition to a market economy,
 there is not a very clear line drawn between financial capital and industrial capital,

| '”and one frequently sees ﬁnancmg behawor on the part of commercial banks that is
dubious from the viewpoint of assumption of risk, such as large scale financing on
their own of energy development and_ other "national" projects. Since that is
closely connected as well with the problem of the form of management of
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commercial banks and the problem of "policy” ﬁnancmg, it is 1mportant that ruIe K

S contmue to be adhered to in ‘ste with resolutlon of such problems.

Note: K 1= Amount lent to'one contbanymet worth of the bank< or=25%
- (15%if the bo_rrotwer is a capital p_:_trticipen_t ir_t the bank)

Control of Ratio of Net Wonh to Total Capltal (K 2)

The theorettcal appropnate level of net worth is the equtvalent amount of excess :
_llablhtles on a present value basns ie w1th deductton of the present value of assets
from the present value of hablhtles However since in actuai practlce it is not all
that easy to constantly determine the present value of assets and habrhtles it is
necessary to make some net - assets available in advance to cope w1th the -

"probability” of decline in value of the bank’s assets. '

Note: K2 = Net worth/Total assets > or =5%

- Control of Liquidity Ratio

In the Kyrgyz Republic the level of savings of the population is still low, and it is
therefore to be expected that in general there is a strong tendency to emphasrze the
hquldlty of deposits and other ﬁnancra} assets, _

What is more, bank transactions per se have not yet become a very mtegral part of
the national economy. That makes it possible for banks to absorb funds from a
sufficiently large number of deposrtors which in turn makes existence of
limitations on the time conversion function very likely.

That being the case, commercial banks have to take liquidity risk sufﬁctently mto
account in their operations.

Note: K 3 = Liquid assets/Deposils and settlement current accounts > or = 30% - :

8-1-3 - Deposit insurance System

As already explamed in 4-7-1, "Deposu Busnness deposnt attractton capacxty of

banks in the Kyrgyz Repubhc is extremely weak, one of the reasons bemg the fact that '
conﬁdence in financial institutions there is low.



That being the case, from the View‘point of fostering greater confidence in financial
institutions  and ' deposit tranSactio_ns on the part of the population it is necessary to
consider creation of a deposit insurance system. In that connection the country has
already itself started studies with a view to establishment of such a system. However, in
establishment ‘and operation of such a system one must always bear in mind the difficuit
problem of occurrence of "moral hazard" in connection with deposnt insurance, as is clear
from the example of the Umted States in recent years..

- Because of the bac_kup 'provided' by the deposit insurance system, deposits are
generally:considered to be financial assets bearing definite interest and characterized by
guarantee of the principal, and banks are able to 'i_ssue,liabilities at a level close to "ri's_k
free ratés Since that means that banks receive transfer of income from the public sector
in the form of the deposit insurance system, it is returned to the public sector in the form
of insurance premiums. In other words dep051t insurance premiums are considered tobe
bankruptcy risk. premiums of individual banks with respect to risk free rates, and
therefore in pnnmple they ought to vary accordmg to the degree of risk of the individual
bank. That being the case, the "moral hazard" of ﬁnanmal institutions can be avoided by
mtroducmg a system of nsk-based variable insurance premiums. That is because
engaging in unsound operatxons out of a sense of security provided by the deposit
insurance system will result in an additional cost burden in the form of higher insurance
premiums.

_ Furthermore, if fixed insurance premium ratés are adopted, it is necessary to reflect
the d:ﬂ'erence between the appropriate insurance premium and the actual insurance
premmm in an appropriate level of net worth,  That is to say, since it is rational for banks
to try to obtain as great a guarantee as possible from the deposit insurance system lf
repayment of deposnts is guaranteed against payment of a pamcular insurance premlum,
- that will induce high-risk asset selection. That being the case, when the actual insurance
premlum 18 lower than the appropriate insurance premium, the bank should be made to
takc into account the hlgher probabll:ty of decline of the value of its assets by being
requxred to have greater net worth. On the other hand, if the actual insurance premium is
higher than: the appropnate insurance premium, the bank's net ‘worth should be
_commensurately reduced smce that is the same as overevaluatlon of the amount of
lxabxlxty settlement deﬁc:ency (see Note).



‘Note: The theoretical value of appropriate net assets is "the present value of liabilities min'us the
- present value of assets,” i.e. the eqmvalent amount of liability settlement deficiency as

‘viewed on a prscnt-value basis, -
82 .Types _and Sizes of Financial Institut_i_on‘s |
8241 Commercial Banks

~ In the .perio_d of a little more than two years sinc_e_the Kyrgyz Republic became
‘independent of the former Soviet Union twenty-one commercial banks have been
established there (presently nineteen). In this chapter savmg barik is also mcluded ina
commercial bank category, because it has potentiahtnes to deveiop into ‘a large
commercial bank based on accumulation of personal savings in the balance sheet which
is relatively large, although saving bank has not yet been given a license. upon Bankmg
Law in 1992 as of August 1, 1994. It is reasonable to conclude, considering the size of
the country s economy and the volume of i its’ ﬁnancnal transactions or its state of market
competition, that that is already an appropriate number of banks. Although it also
depends on the stance that the NBK takes as the entity with the power to grant bank
licenses, it is safe to assume, considering market capacity and other factors, that the pace
of establishment of new banks will slacken co.nsi'_derab'ly in the months and years to come. -

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

Little change in the number of banks is also desirable from the viewpoint of the NBK,
which is responsible for supervision over them. ‘As already indicated in 4-2-1, "Outline
of Financial Control Mechanisms," the NBK's Bank Inspection Division presently has to
make do with a staff of only eightipersoﬁs' which could result'in 'sub'stant'i.al irnpairment
of its monitoring capacity if the number of banks should continue to’ mcrease ata hlgh '
pace. From the standpoint of ensuring a sound financial system that needs to be avoxded



8-2-2 LonQ-Term Financing institutions

Since banks piaying'a central role in the settlement sy_s_tém are expected to operate
on the basis of the principle of commercial banking, besides commercial banks it is
necessary to consider creation of a financial institution the main business of which is
supply of long-tonn investment funds. It can be newly established or result from future
spooia_lization of an existi_ng_ bank or existi_ng banks in long-term financing operations.

In that connectlon therc is the operat:onal problem of how to secure avallable ﬁmds
for provision of long-term credit, ~Since, generally speaking, the savings of the B
population can be expected to be concentrated in financial assets characterized by
outstanding safety and liquidity when the level of savings is low, it is highly probable that
~ in such a case long-term financial institutions will experience difficulty in procuring long-
“term funds directly from ultimate suppliers of funds. Therefore it will be necessary to try
to get around that problem by,. for instance, having savings banks supply a part of their
holdings of savings funds to the long-term financial institution for it to use as funds for
industrial investment purposes, in which case the supply of funds by the savings banks to
the long-term' financial institution can not only be in the form of loans, deposits, etc.
involving loan contracts but also be accomplished through purchase of securities issued
by the long-tenn ﬂnancnal 1nstxtut10n

The advantage of the later form is that the saving bank can easy obtaln funds when it
needs them by selling off such securities.

8-23 | Dovolop_men_t Bank ;'

~In theﬂKyr'gyz Republic financial institutions, too, are being privatized in transition to
a 'market eéonomy, and that basic policy is correct. However, one cannot deny the fact
that in a situation of serious deficiency of savings in the domestic private sector there are
limits to provision of plant and eqnipment investment funds for improvement of industrial |
mfrastructure entlrely by private financing and that therefore "policy" ﬁnancmg by the
govemment also has- to be relied on. '

_ In the past supply of such ! pohcy" funds was based on "special-purpose” credit |
: _ﬁm'ushed commerc:al banks by the NBK However if the NBK, the entity in charge of
:mplementmg govemment monetary pollcy, at the same time carries out "policy"
'ﬁnancmg, whlch also has a government finance policy aspect, that could result in



confusion of monetary policy and government ﬁnanc‘e’poliey As we have already seen,
. in actual practtce specral purpose” credlt has given rise to vanous problems and that
- has resulted in dtscontmuatron of grantmg of new credtt ER

1t would: therefore appear to be neeessary to’ eonsrder settmg ua development bank
as a govemment financial institution for 1mplementat1on of * polrcy ﬁnancmg In that |
connection’ ‘the Government of the Kyrgyz Republic published the "Kyrgyz Republic
Govemment Ordinance Concerning Establishment of the Kyrgyz Republlc Recovery and -
Development Bank" on July 9, 1994 Accordmg to that ordinance and comments on it
by Prime Mrmster Iumagulov the purposes of establtshment of such a development banlc
are: -

1y Finnneing ot‘ the'energy industry'and 'othe'r proje'cts of 'natlonal importanoef' o

@) Support to activities of small and medtum~srze enterprtses in pnonty areas of the
economy taktng into account regronal charactenstrcs '

(3) Support to housmg cons_truct:_on.

Needless to say, establishment of such a public financial institution ‘must not be
allowed to lead to backpedaling as regards_orientation toward a market economy. It
must be clearly understood that the role of the government lies in providing an
environment in which market mechanisms can funetton properly In principle, only if
policy goals are even then still not attainable should public ﬁnaneta] institutions be
established within the limits of compensation of deficiencies to undertake drrect
involvement in loan markets, etc. In order to make sure that that principle is applied in
actual practice, the rule of thumb "investment channeling of private swings by private
ﬁnanctal institutions and govemment funds and foretgn aid funds by pubhc ﬁnancral
institutions" should be followed.

In other words, a financial system in Wthh the. govemment is allowed to absorb
pnvate savings by financial techmques and then redlstnbute them could run counter 0
orientation toward a market economy. In prmcrple private savings should be channeled '
to investment by private financial institutions. However, conStdenng the present state of
the economy of the Kyrgyz Repubhc poltcy mvestment of govemment funds and -
foreign aid funds in tndustnal areas forming the basrs of economic development and :
industrial areas in which mvestment has a relattvely strong multtplrer eﬁ'ect is. of great _
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importance. There are too many problems in having that accomplished in the form of
supply of credit to the private sector by the NBK, particularly considering past
experience with ."speeial-'-purp()se“ credit, and hence the need fo establish a fmblic
_ﬁn'ancial institution that can function as a government finance policy institution. In that
sense, the recently announced estabhshment of a development bank can be conmdered a

tlmely dec:s:on N ' |

8-2'4 System for Supplementatuon of Credit Fumished by Fmanclal
' !nstltutuons Catering to Small and Medlum Slze Enterpnses '

‘_Alth(_')ugh lt is desnrable that the.pnvate small and medium-size enterprises that have
started to be established with transition to a market economy receive financial support, it
is very likely that in actual practice the available funds will go mostly to former State
enterprises and other large firms characterized by relatively small credit risk. That being
the case, it ‘would appear to be necessary to devise institutional means of encouraging
some pnvate financial institutions to actively engage in financing of small and medium-
size enterprises such as providing them with some kind of incentives to do so.

Consideration should be glven 10 a system for supplementation of credit to small and
medxum—suzed enterprises as such an incentive to provide them with financing.

Such a system ehould, in principle, be established by a poblio institution, but it might
bea good idea for the users of the system, too, ie. industry and private financial
institutions, to contnbute their - share of funds to the system from the viewpoint of
avondmg occurrence of moral hazard."

. Funhennore assummg that such a ﬁnancnal institution for prov1dmg ﬁnancmg to
pnvate small and medlum-sme enterpnses is establlshed in a situation in which there is a
serious, shortage of domestlc savings it 1s very hkely that funds for plant and equipment
' mvestment will continue to. be llrmted even lf commercial financing of small and medium-
size enterpnses is- faclhtated In such a situation ansxng from absolute shortage of funds

Ldtis. penms31b1e to consnder promotlon of smali and medium-size enterprises by ° pohcy" '

ﬁnancmg It is gratlfymg to note that the -announced plans of the Government of the
Kyrgyz Repubhc for a development bank call for that as one of its functions.



83 FormofManagementofFinancual Instltutlons o

Slnce the Kyrgyz Republlc has not yet seen adequate fostenng of mvestors in the :
'domestlc capntal market it is dlﬁicult to raise caprtal f‘rom a large number of mvestors in '
general in connection with pnvatlzatlon of State: enterpnses and new estabhshment of
private enterprises, and therefore banks very frequently invest large amou_nt_s in t_h,em.
- Furthermore, a situation has arisen in which banks and such large enterprises own a
considerable amount of each other’s. stock since the latter strengthen the1r relatronshlps _
' w1th the banks and actlvely acquire their stock in order, for one thing, -to gain an
advantage in loan transactlons When large enterprises are at one and the same time both
“the main shareholders and the main clients of commercial banks there is 1nadequate'
separation of financial capltal from mdustnal caprtal ‘Such a situation could have the
following adverse affects on'the financial and economic development of the country '

| (1) - Concentration of provision of loans by the bank in'a.small_ number of borrowers,
- thereby lowering the bank’s risk bearmg capabthty

(2) ‘Preventlon of rational Judgment concemmg whether or not credlt should be
provided because of strong mterference by capital relatronshlps.

That results in failure to’ appropriately allocate funds to economrc entltles that are
truly eharactenzed by high efﬁcnency, whrch in turn weakens the economy

One must admit, it is true, that separation of ﬁnanoial'capital' and induStria_l capital is
not something that can be achieved overnight, particularly as one of the prerequisites for
it is successful fostering of domestic investors. Nevertheless, as already mentioned in 3-
3-1, "Present Situation and Their Effect of Economic Stabilization and Structural Reform
Policies," considering the fact that institutional premises for wide participation of the .
population in the capital market, inoluding plans for 'distribution of .v:ouche_rs giving
entitlement to ownership of stock in privatized ent'e'r'pﬁses' ‘are takih'g shape, it is not
approprate for solution of the problem of separanon “of financial eaprtal and industrial
capital to be postponed too far into the future. Tt will therefore be necessary to_
progressrvely work for reform of the way that financial institutions are managed while in
the meantime suppressmg the above-mentioned adverse effects by means of the rules for L
controlling bank activities, including control of lendmg of large sums.” . o
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' .8-4 : -,-Financial; Capital and Foreign Eichange Markets and Their Size

In'the strategy for dev_e_lopmeni of ﬁnancia,l, capital and foreign exchange markets by
~ about the ye_ar”2000__ establishment of adequate short-term financial markets and an
adequate foreign-exchange market is identified as the most pressing need. As those two,
the most urgent tasks regarding short-term financial markets are organization of an inter- -
bank market as a means of temporary procurement and utilization of funds between
banks and a T/B market as an object of open market operatxons by the NBK. In the way
of capital markets it will be necessary to organize a market for bank bond issues as a
means of procurement of funds by the long—term financial institution and a market for
'negotlat:on of stocks wh:ch is expected to make headway along thh promotlon of
prlvatlzatlon ‘

8-4-1 - Inter-Bank Market
(1) Need to Create a Suitable Environment for Providers of Funds

" In order to promote formation and development of an inter-bank market it is
advisable to improve the environment for providers of funds, -

1) - First of all, it is neceSsary to abate inflation in order for providers of funds on

- the inter-bank system not to suffer pfejudice. In other words, it must be

made a market on which providers of funds receive a real operating profit by
putting the real interest rates on the market at a positive level,

2) . Secondly, it is desirable that there be a situation in which it is possible for
~ financial ihstitutions that are normally (or net) takers of funds to be providers
- of funds in the case of temporary fund raising. At present commercial banks
- other ‘than savings banks are constantly supplied with enormous amounts of
y credlt by the NBK. In such a situation spare funds are 1mmed1ately applied
. to repayment of credit from the NBK and therefore there would appear to
be very little opportumty for temporary placement of funds on the inter-bank
market, If borrbwing from the NBK is reduced as a result of implementation
' of reforms such as transfer of polxcy financing to government financial
lnstltutlons there will be leeway for commercial banks to be providers of -
funds at ‘times depending on day-to-day change in their fund positions in
order to put temporarily spare funds to use.



)

€

3) ‘Thrrdly and more basncally, it is desrrable for the sake of deveiopment of the

inter-bank market that financial institutions be fostered that are capable of
) effectweiy absorbmg and accumulatmg funds of mdmduals and that therefore
- can act as stable fund provrders on the mter—bank market :

-'Need to Improve the Fund Transaction Settlemen_t System

' "'I’l.re majn functio:rr ot‘ the inter—bartk m’arket'ts to adjust te'mpo'rery ﬁmd sdrplu:ses' _

and shortages and make it possrble for the bankmg sector as a whole to make

' efﬁc1ent use of funds. It is necessary that facilitation of adjustment of fund

surpluses and shoxtages be accomphshed in the form of fmahty of payment thh
minimum time lag in settlement between banks. In this connection plans wﬂl be
formulated for improvement of the inter-bank fund transaction settlement system
as the main task of the planning by this study group for 1mprovement of the
settlement system. :

Scaie of _the Inter-bank Market

Let us consider how the scale of the inter bank market can be expected to c'hange
in the coming years taking into account the factors mentioned above. First of all,.
the inter-bank fund transaction market is expected to get started in 1995 because
forecasts in the economic framework see rampant inflation basically coming under
control and hence movement toward overcoming  of prejudice suffered by
providers of funds in fund transactions. ' '

After 1995 the fund transactions market is expected to gradually expand up to the
turn of the century. Specifically, its scale on a balance base is expected to be about .
1% of the anticipated lending balance of banks in the period 1995-1997 and about
2% in the period 1998-2000, when greater progress is made in improvement of the
financial and settlement systems. - In terms of perc'entege of nominal GDP it is
expected to be about 0.2% in 1995 1997 and 0.5-0.6% in 1998-2000 (see Table 7-
11- A) '
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84-2

T/B Negotiation Market

() Need for Improvement of T/B Issue Merket and Trading Market | -

"At ‘the present time in the Kyrgyz Republic T/B's are being sold to the private

sector in T/B auctions carried out by the central bank as an agent of the
government. The annual volume of /B issues in 1993 was 11 million Som, and
the issue balance stood at 1:4 million Som as of the end of that year, all of the

. T/B's being for 3 months. As for the state of T/B auctions in 1994, the amount
-~ issued 1s gradually 1ncreasmg, and since we are startmg to see cases of sales

transactlons mvolvmg already issued T/Bs there is reason to hope that the T/B

: _market will play a central role i n fostenng ofa short- term financial market

Specifically, it would seem that it will be necessary to improve the T/B issue and
trading markets from the followmg vnewpomts

1) " In order to f'acnhtate issue of T/B's for the purpose of covermg government

spendmg deﬁcns

2)  Inorder to _make it possible to carry out open market operations on the T/B
market as a means of financial adjustment by the NBK.

3)  Increase of T/B needs, for example as security in case of recognition of NBK
correspondent account overdrafts in the settlement system. '

Against such a background the Government of the Kyrgyz Republic is expected to
work for improvement of the T/B auction system and the bank overloan situation
with respect to the NBK and facilitation of T/B issues. As the issued volume
gradually increases along with improvement of the issue market on the basis of
implementation of such measures, _the'T/B trading market is expected to be

- 'gradually-‘-fonned in the years remaining till the turn of the century.

@)

Scale of T/B-Trading Market

'_‘_The T fB tra dmg ma,-ket is expected to undergo full fledged formation startmg m
' ';;,1995 because w1th a mdemng deﬁmt in the general balance of government

_ .:,spending and income and progress in 1mprovement of the issue market by the

'.'govemment the volume of T/B issues is expected to increase, bnnglng the issued
) balance toa level that will make fonnatlon of a trading market possnble
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It is expected to increase to a scale of about 0 70% of nominal GD by 1997 and
1.43% by the year 2000 on a balance basis. The volume of tradmg is also expected

to trend upward as the tradrng turnover rate gradually rises dunng that penod (see
Table 7-12- A) s

- 8-43 Foreign Exchange Market -

At present the forergn exchange market in the Kyrgyz Republrc consists’ mamly of

forelgn exchange auctions in which the central bank sefls forelgn exchange to banks and
money changers on the basis of funds borrowed from the World Bank and the IMF.
Foreign exchange transactrons have also started on the inter-bank market but the volume
is estrmated to be lower than that of forergn exchange auctrons o

. Both the market balance and the volume of trade of the foreign exchange market are -
-expected to g'ré'dhally increase u to the year 2000 on account of the' following factors and
increase in'the volume of transactions on the mter—bank market as a result thereof (see
Table 7-13). |

'6)) Rrse in the percentage of total trade volume represented by trade with non- .
CIS countries. '

(2) Start in earnest of‘ prowsron of assrstance by non- C]S countnes m the form
of funds and technology begmmng in 1994

(3) Gradual increase in direct mvestment from abroad starti'ng in 1996.
8-44  Bank Bond Issue Market

A financial institution capable of stable supply of long-term funds to the industrial
sector is indispensable to the economic development of the Kyrgyz Republic. In the past,
supply of government funds to the industrial sector has been accomplished in the form of
provision through the NBK of short-term loans on the basis of specral-purpose credits,
but, as already mentioned, the ne d has arisen to estabhsh a new govemment financial
institution (development bank) and accomplish such supply of ﬁJnds in the form of long-
term loans based on government "policy" -financing because of the many problems that
- such "specral- purpose credlts ent_arl_ Furthermore, it is also deslrable_that a long-tenn
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financial institution be established in the private sector as well in order to provide long-
. term funds, mainly to enterprises. '

~ Possible ways for such a private long-term’ financial institution to procure funds
include receipt of deposits from individuals and obtaining of short-term funds from the
short-term financial market, but it will be exposed to liquidity risk and interest rate risk
through time mismatching if it depends on such methods of procurement of funds. That
being the case, it will be necessary for it to devise a method such as issue of bank bonds
for purchase by commercial banks with high deposit aitracting capacity or savings banks.
That will make it possrble to convert funds of individuals with high liquidity preference to
Eong-term fixed funds for enterpnses and provrde the latter with a stable supply thereof
Estabhshment of a bank bond issue market is desirable from that point of view.

845  Stock Trading Market

" So far in the Kyrgyz Republlc in pnvatlzatlon of State enterprises introduction of
 shares has taken the form of pnvate offenngs and a stock trading market v:rtually does
not exist.

 However, as explained in 3-3-1, "Present Situation and Their Effect of Economic
Stabilization and Structural Reform Policies," the State Property Fund (SPF), the
_ oommittee in'char'ge of privatization, is cohsiderin'g commencement of allocation of
privatization vouchers to the populatioti, such vouchers being negotiable instruments in
two denommatlons 100 pomts and 500 pomts whereby the citizens of Kyrgyz people
are allocated State propeny free of charge. Each person is allocated vouchers in a
quantity that depends on his or her income (with a2 minimum guarantee of 12 Som worth
per person), 100 point.s being equivalent to 1 S'om and he or she can become a
shareholder by acquiring stock_of an enterprise undergoing pnvatlzatmn at a voucher
auction.

| Sincc stock - trading needa are .expect'.ed to nse sharply as a large number of peopie'
'come to acquire stock of pnvatlzed former State enterprises through voucher auctlons it
w111 become necessa:y to organize a stock trading market Consideration is already
being given to estabhshmcnt of a'securities exchange, but in that connection it will be
necessary to overcome certain difficulties; including the need to determine whether or
_not such a secur_ities exchange will be able to pay its own way. It will also be important
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to establish rules for it to ensure transparency of price formation and publication of
" necessary information as well as establishment of the principle ‘of responsibili_ty,.of
investors for their own actions on the basis of such transparency and publication Since
the country is.still in transition toward a. market economy, it will be necessary to. pay-
: parucular attention to that S0 as not to give rise to trouble in securities trading,

8-5';'_ :' Govemment Admimstratlve Superwslon Over Fmancnal

Instxtutlons the Relanonshrp Between the Govemment and the Central Bank and the _
Relatlonshlp Between the Central Bank and anate Banks '

8-5-1 -GoVemment- Administratiye | SUperVis'i'Qn'-_ -Oee_r _F_in_anci‘glr
| Institutions | ST

In principle, administrative supervision over banks by “the "goxlrermnent is
accomplished by the NBK, the central bank. In other words the N'BK is mvested with.
the authority to approve bank llcenses examme banks reqwre banks to submxt'

documents concerning their ﬁnances set standards and norms for banks and so on and $0
forth. '

Furthermore the central bank is_considered.to be the main entlty concemed w1th'
monetary pollcy Such functions are in line with the provisions of the Law Concemxng
the Central Bank of the Kyrgyz Republic, which has aIready become effective

8-5-2 The Relationship Betweer the Gover_nm_ent and the Central Bank

The NBK, the country's central bank, is guaranteed independence from " the
Government. In pamcular the actions or dlscrenonary Judgments of the NBK must not
be violated by the Government in the following respects:

(1) The NBK does. not bear any responsibility for the Government's debts and should
not issue currency for the purpose of meetmg the Govemments debt payment
obllgatrons s : ‘

(2) The NBK should be prohlblted from provndmg erecht or underwntmg govemment | .
- bonds for the purpose of covering fiscal deﬁclts : ' : :
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(3) Although it is necessary for the NBK to consult 'the' different departments of the
| government concerning monetary policy, only the parliament can intervene in final
decrsrons by the NBK concerning such pohcy, and the government should refrain
f'rom makmg rt ‘change its decisions. Furthermore, the central bank carries out

' treasury tasks as "the Govemment‘s bank "

‘The above “points- are. gua.ranteed by the Law Concernmg the Central Bank of the
_ergyz Republic, which has already become effective, and it is necessary that they be
observed in actual practice. - '

8-5-3 The Relationship between the Central Bank and Commercial
Banks T : ‘

'As aiready mentioned, the NBK, the country's central bank, has a role of supervision -
over private banks, Furthermore, it is hoped that it will have a "last resort" function with
respect to private banks and provide an inter-bank settlement system and other services.
Such matters are stipulated in the Law Concerning the Central Bank of Kyrgyz that has
already become eﬁ‘ectlve

" Also, fr'e'garding the bank supervision powers of the NBK, information disclosed to
the NBK by private banks should not divulged to third parties, even the Government,
‘and 's'ho'l_jld not be used for purposes other than such control itself, and it is necessary to
*establish a democratic system in that respect as well as democratic operation thereof.

86  Monetary Policy
| 8-6 1. Deposlt Reserve System

Presently commerclal banks have an extremely hrgh deposrt reserve rate of 20%
1mposed on them ~which has the effect of suppressmg their function of creating credit.
That has already been discussed in detail in 4- 7-4, “Problems Regarding the Credlt
' _.Creatlon Functlon,“ and 4-5-1, "Deposnt Reserve System ” Basncally, it is desirable for
- the present problem of surplus quurdlty to be resolved by reduction of the free payment
- reserves of banks through mthdrawal of the excess credits provrded by the NBK and for

: _the deposrt reserve rate to be gradually lowered in order to enhance the effectrveness of

- creat:on of credrt
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862 . T/B Market Mampulation

N Whereas credtt auctrons are presently the mam means of monetary adjustment in the
monetary pohcy of the NBK, it would be appropnate for T/B market mampulatron to
take their place in the future as the main method of monetary adjustment That has
already been discussed in 4-5-5,"T/B ‘Auctions." Furthennore since it is to be hoped
- that T/B's will play an important role in the financial system, mcludmg the ability to serve
as security for NBK credit and provision of credit in the settlement system, it is necessary
to work for fostering of the T/B market in various ways, mcludmg the T/B aucttons that
_the NBK is presently carrymg out. -

'8-'7 Fra‘mework of the Fin‘anciel System

“The. fo'llowling'is a description of the framework of the financial system to be
established by the year 2000 on the basis of the financial system development strategy
that has been formulated for the remaining years of thts century

8-7-1  Financial Institutions'

The constltuents of the ﬂnanctal system in the year 2000 on 1 the govemment side wrll _
'be the NBK (central bank), a development bank for the purpose of supplying enterpnses '
with long-term funds, a small and medium-size enterpnse bank for the purpose of -
supplying such enterprises with 1ong-term credits and an export- 1rnport bank in charge of
financing of trade, mainly in order to promote exports (ora development bank will fill
these roles). All “policy" financing by the government is to be _aecomplished by su:eh .
governmental financial institutions (Figure 8-1). o | |

The financial institutions on the private side will fall under the category of either
financial intermediary institutions or other financial institutions ' Among those financial
intermediary institutions which handle deposrts will be commercral banks, the mam- _'
business of which i is supply of short-terrn funds, a long-term ﬁnanc:al mstttutton the mam _
task of which is supply of long-term funds and small and medium-size enterprise ﬁnancml :
institutions with the main role of supplying that category of enterpnses with funds as well
as branches and local subsidiaries of foreign banks. Al of those fmancral mstltutnons will
receive deposits, but commercial banks will play the biggest role in attraetron of deposrts '
of individuals. The long-term financial institution will be allowed to issue bank bonds as
a means of procurement of funds.
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~Insurance companies, which engage in life insurance and nonlife insurance operations,
will constitute the category of financial intermediary institutions that do not handle
'deposits ~ As for the category of financial institutions other than those that fall under
financial intermediary institutions, it cons:sts of securities compames but their role i in the
financial system will be very limited. '

8-7-2 . Financial, Capltal and Forelgn Exchange Markets

| Let us take a general look at what the state of the financial, capltal and forelgn
exchange markets can be expected to be by the year 2000. In the way of ﬁnancxal'
markets as short-term ﬁnanclal markets the T/B market and the inter-bank market are -

.expected to have a scale equxvalent to about 1. 21% and 0. 60%, respectwely, of nommal
| GDP (Table 8-1). With improvement of the settlement system w1th respect to large fund
transactions and the situation regarding commercial bank overdrafts, the inter-bank
market should start to function smoothly as & mechanism for adjustment of fund
surpluses and shortages between banks. = As for the T/B market in view of beginning
signs, of development of a T/B trading market, the possibility of its becoming a place for
open market operattons by | the NBK should i increase, and it is also possible that the T/B
trading y:eld will come to serve as the bench-mark mteres_t rate.

" As for capital markets, bank debentures will be issued on the bond market as a
means of procurem‘ent of funds by ﬁﬁvete long-term financial institutions and others, and
a stock trading market will by then be in the stage of being gradually formed along with
the progress that is made in eonVetsion of privatization vouchers for former State

“enterprises to stock. '

‘With free exchange of the Som, the foreign exchange market will have grown to a
scale proportionate to the volume of trade, the volume of fund assistance from abroad
‘and the volume of direct foreign investment in the country.

873 Monetary Policy and Government Administrative Supervision
- o_ver Financial institutions

. Let us now take a genera] look at what the state of monetary policy and govemment :
adrmmstratlve superwston over financial 1nst1tut10ns can be expected to be by the year
2000. In monetary polncy the NBK- will be maintaining its tight stance, and broad money
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supply will continue to take place at a rate somewhat lower than the rate of grbwih in
“nominal GDP.. 'The reserve rate required of banks will be being lowered: in steps. under
the: policy of enhancmg their capacnty to create credit. Furthermore, in connection with

lowering of the bank reserves/deposits-ratio becausé of fall the ratio of cash- on hand of

enterprises and households to depos:ts the crecht creatmg capacrty of banks wnll have |
recovered to about the level that 1t was at in 1992,

_ Credit auctions will still be the . main tool of : monetary pohcy, but since. policy

ﬂnancmg (“specxal-purpose credrts) of large enterpnses by the NBK and commercial
banks w1]1 ‘have: beer 1mprovod by havmg it accomphshed by government ﬁnanc:al
mstltutrons mstead credit auctions, whxch are a monetary pollcy tool utlllzmg NBK loans,
will have becotme more effectwe Furthermore since the scale of the T/B tradmg market |
IWIH have expanded although only gradually, the possrbdlty of carrymg out open market :
operatrons utlhzmg that market wdl have mcreased : '

As for govemment admlmstratwe supemsnon of banks the NBK's bank supervasron
capablhty will be mcreasmg as a result of reinforced staﬁing of its Bank Inspection
Division and other measures. Moreover, with closer coordmatxon betwecn the NBK and
the State Insurance Inspectlon Orgamzatnon the strict stance of supennsnon over crednt
insurance by insurance compames will be contmumg to be mamtamed .

8-7-4  Financial Assets and Fina_nt:ial Liabilities

According to Plan A the situation regarding financial assets and financial liabilities
should :be roughly as follows by the year 2000. The balance of cash on hand of
households and enterprises should be about 1,570 million Som, and the balance  of _
deposits about 1,660 million Som, the breakdown of deposits being as follows: demand
deposits 1,180 million Som and time deposits, etc. 480 million Som ‘The balance of
bank deposits of individuals should be about 580 million Som. |

The balance of loans by ﬁnancnal institutions to individuals and enterpnses should be-
about 11 ,334 million Som. '
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88 Consideration of the Effects of Improvement of the Financial
System - '

_ The ﬁnancnal system of the Kyrgyz Republlc is beset by the problems identified in
Chapter 4, and i in this chapter we have already considered the d1fferent measures that are
needed to cope mth them. Let us now consnder again the overall effect of such problems
and the measures for dealmg wnth them on the finances and economy of the Kyrgyz
Repubhc (Figure 8-2).

8?841 | Effeet_e of lmp:r_ovement of the Settlement Sys'tem_

With improvement of the settlement system, considerable improvement should be
possible regarding many of the problems presently occurring in the financial system. Let

us therefore first consider the effects that lmprovement of the settlement system can be

expected to have..
8-8-1 -1__ _ Effect of Baeki_ng,t.lp the Transition to a Mal_-:ket Economy

" Becatise of the undeveloped state of the settlement system in the Kyrgyz Republic u
to now, it is difficult to have a clear idea of when fund settlement resulting from
economic transactions is scheduled to be completed or when it has been completed, and
that has even resuited in vagueness in the sense of responsibility to meet payment
.obligations. However, fair competition, the mainstay of the market economy, is possible
only on the basis of trust between the parties to the transactions that the contracts will be
falthﬁ.llly performed That bemg the case, should the settlement system be improved,
thereby lowenng ‘the risk of transactions by making the state of settlement clear and
makmg it possnble to ﬂm‘dy establlsh business: operations based on the concept of
'responSIblllty for one's actions, that should consnderably mvngorate busmess activity in

the ma.rket economy and stlmulate economic recovery

8-3-1-2 Making Bank Management Sound

The present weakness of the capacity of banks in the Kyrgyz Republic to atiract
'deposits is a big problem 'One of the factors behind that is the large amount of bad debts
- that commerc:al banks have on their hands, which is considered to be respon31ble for. loss
of the populauons trust in ba,nks In order to cope with that there are possibilities such
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as creatron of a deposit i msurance system, but more basrcally necessary is regammg of the
' popu!atlon s trust in the soundness of bank management ' ' '

IrnprOVement of the settlement syst'em will have the effect of disposing of "arrears'in -
"settl'emen't' ‘and establishing a sense of "responsibility for oné's actions in business
management In the course of rmprovement of the settlement system the former
: vagueness of failure to meet payment obhgatrons will be dispelled, possrbly 1mtrally'
resulting i in bankruptcies and in "surfacmg of "latent” bad debts on the hands of banks.
But if that erhances the transparency of bank assets thereby dtspellmg unnecessazy. _
doubts about the soundness of bank management it is reasonable to expect that the
result \__m_ll be recovery of trust in banks. '

;4.1,3 " Improvement and Expansion of the Fin_anciel'-‘Marlr_et |

The financial market is a mechanism for adjustment of temporary fund surpluses and
shortages of the different entities involved in the economy and enhancmg the fund
efficiency of the economy as a whole as well as a means whereby the central bank
accomplishes final adjustment of fund raising as the sole lngh-powered money supplier
and thereby controls interest rates on the short-term ﬁnanmal market ‘which are control

vanables of monetary policy, and is mdrspensable for stablhty of the value of the' '
country's currency and_ sustained ee_onom_le growth.

_ Improvement of the ﬁnanelal market and tmprovement of the settlement system'
affect one another, 'That is to say, not only is 1mprovement of the settlement system so -
as to make it possible to process a large volume of settiement transactlons in a short
period of time something mdlspensable as mfrastructure for development of the ﬁnancral
market, but improvement of short-term financial markets and partlcularly the. mter bank'
market accomplishes the function of facrhtatmg the day-to-day fund rarsmg of ﬁnancral'
institutions and lowering liquidity risk, which is an extremely important element in stable_
operation of the settlement systern.

Furthermore, overdrafts a serious problem of the financial system of the Kyrgyz
Republic, and the financial market . also affect one other... That is to’ say, with
improvement of the financial market, fund accommodation -between- banks will: be
facilitated, and the overdrafts that occur every day at the central Bank can be expected to
be considerably reduced. On the other hand, however, considering_ t_llat most eommer_cial_'
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banks are frequently provided with credit by the NBK by means of overdrafts or receive
refinancing loans from it, essentially that constitutes a major obstacle to creation of a
financial market’ because even if surplus funds should occur temporarily, fund providers
do not appear since financial institutions have a stronger incentive to use such surplus
funds for repayments on credits from the NBK than to put them in the financial market.

Besides that, overdrafis could narrow the range of alternatives in plans for
improvement of the settiement system. In other words, in order to make the' settlement
System mbre effective, there noﬁnally would be the possibility of having the alternative of
.allowmg as a system, on the basis of secunty such as government bonds, overdrafts
dunng the day with regard to NBK deposns which are inter-bank settlement accounts,
' But with the present snuatlon of a constant enormous cumulanve deficit balance, there i is
con51derable llmltatlon on bu1ldmg such a system

One can see, therefor’e that overdrafts, the settlement system and improvemenl of -

the financial market are closely related to one another. If in the coming years it is

possible to basically resolve the problem of overdrafts in a rapld fashion through

interaction between them, implementation of the NBK's monetary policy should also be

- facilitated. - Furthermore, if de facto cash withdrawal restrictions against the background

of correspondent account shortages are eliminated, savings and investment will be .
stimulated, and economic growth'\;w'll also. be contributed to tremendously. .

8-8-14  improvement of Deposit _Trahsfer Function

~ Presently in ‘the Kyrgyz Republic because of lack of dévelopmeht of a commercial
bank settlement network promissory notes, checks, bank transfers, credit cards and other
means of settlement using bank depos:ts have not been adequately developed. As a
result th&cash/depos:t-rat:o (ratio of cash to deposits). of the population is high, and
~_there is an extremely high degree of outflow of funds from the banking sector, and, as we
have Scén, that is ‘seriously' braking the'cfcdit creating function of banks and hindering
expansion of i mvestment A basnc condition for economic development is creation of an
environment in which the populatlon can accomphsh fund settlement without using cash

_ by urgently lmprovmg the settlemem system and enhancing the deposnt transfer function
of banks S ' :
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8-8-2 Effechs of Improvement of the Bankmg System

‘ The ﬁnancnal system of the Kyrgyz Repubhc has several other major problems
besrdes the settlement system a particularly important one bemg that of the need for '
1mprovement of the bankmg system Let us now consnder it. '

-8-2-1 Effect of Development of Network of Bank anches

At the present time the branches of commarcral banks in the Kyrgyz Repubhc are
located mainly in the provmces of Chui and Osh, and the prov1nc1al branches cover very
' considerable geographto areas. It is therefore to be supposed that i in such areas deposrt ]
and savings, loan transactlon and settlement transactlon opportumtxes of the people are
probably not at a satlsfactory level. Hence the need to reinforce the network of bank
branches, including mvrgoratlon of savmgs ‘bank branch networks and booster the
deposit transfer ﬁmctlon '

8-8-2-2 Establlshment of Long-Tenn Fmanclal Instltutlons and Small and Medlum-
o S|ze Enterpnse Fmancmg System B o '

If the bankmg system of the Kyrgyz Republ:c is. developed chreﬂy on the basis of the _
principle of commercial banking, there is the risk- of not :being able to smoothly
accomplish supply of investment funds for the purpose - of development of industrial
infrastructure, That being the case, it is important to stimulate expansion of investment
by establishing long-term financial institutions and a small and mednum -size, enterprlse
ﬁnancnng system for realization of efﬁcxent dlstnbutlon of funds.

8-8-2-3 Establlshment of Pohcy Financmg lnstltutions

In a market economy in principle there is no recogmzed need for economic activity
on the part of the government. It cannot be denied, however, ‘that in cases. such as that
of the Kyrgyz Republlc in which a country is in the initial stage of economic recovery
and development, limited economic activity on the part of the government until such time
as market mechanisms become fully operative can be advisable. However, the existence
ofa huge amount of refinancing loans by the NBK to commercial banks is problematxc in
terms of both enhancement of the effectiveness of- monetary policy and attainment of
sound management of private banks. That bemg the case, in order to put the Kyrgyz
economy on the right track it is necessary to solve the problem by estabhshmg policy
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-ﬁnancing institutions for placement of government funds in priority industries in order to
replace the present method of provision of refinancing loans.

8-8-’2-4 Separiti_on of Financial Capital and Industrial Capital

In view of the fact that privatization of State enterprises, including banks, is just
| getting started in the Kyrgyz Republic, there is not yet clear separation of financial
capital and industrial capital, as shown by the fact that the main shareholders of
commercial banks are at the same time their main clients. That reduces the risk bearing
- capacity of financial institutions and impairs efficient distribution of funds. Therefore it is
desirable that expansion of investment be stimulated by getting out of such a situation as
soon as possible and realizing efficient distribution of funds, |
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