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1 Background, Objective and Scope of the Study

1.1 Background of the Study

The Kyrgyz Republic, since its independence in August 1991, started Program of
Economic Reforms under suppert of international financial instifutions led by IMF and
made some degree of success in macrocconomic ters, including conteol of inflation and
introduction of its own currency, Som. At the same time, various siructural reform
measurcs have been launched, including privatization of statc enlerprises, reforms of the
financiat sector, administrative and financial reforms,; and reforms of the social sccurity
systecin,

Despile such effonts, the cconomy faced adverse conditions including a sharp decline
in purchase of industrial products by the republics of the FSU (Former Sovict Union),
termination of federal subsidics, and 4 mounting deticit in balance of payments due 1o a
dramatic rise in imported encrgy and raw material prices.  As a result, GDP steadily
declined after 1990 and recorded negative growth of 50% in 1995 compared to 1990,
while industrial production was down 65% during the same period. The sharp decline in
the industrial scctor, which accounts for approximatcly 30% of GDP and 20% of
cmployment, has eertainly had negative impacts on the cconomy of the republic as a whole.

In the Kyrgyz Republic that aims for market cconomy, there is a clear need for
traditional ind.uslrial'policy formulation methodology adopted in countrics who have
cstablished market economy from carly times - the methodology in which a medium- and
tong-term plan is established to include the selection of industrial sectors that are relatively
competitive  in  the  international  marketplace, followed - by development  and
implementation of candidate industrics sclected in the plan. Along this line, the country
desires to formulate an effective and comprchensive industrial developmenl strategy under
fcchnical assistance from forcign countrics.  Such stralegy should contain the practical .
method for forcign trade for Kyrgyz industrics which lack financial resources, c.g.,
pracessing on & subcontract basis, the method for ¢stablishing jbinl ventures with foreign
investors, the guideline and method for aflracting required funds, and proposed support :
services 10 be rendered by the Kyrgyz government. _

On the other hand, the situation facing most companics in Kyrgyzstan is much more
scrious and dreary. They face built-up inventory of products which arc not popular in the
markel, and their plants arc operated far below a break-cven poinl. They arc on the brink
of bankrupfcy and demand emcrgency measures to revive their business.

For the management of these companics whose job was to meet a production quota sct
by the headquarters, it is difficult to adapt themselves to an catircly new business
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environment where "cach company makes marketable products and brings them to the
market." They ate simply p'c"rplcxcd and want to know where to start. While they feel the
need for objective cvaluation of their plants including effective measures for deteriorating
equipment and technotogy that has become obsolete, there is a strong need for educational
consuliation in various arcas of busincss administralion that are entircly new to them,

including markeling, cost control, qualily control, and taxation.

1.2  Objective of the Study

The Ministry of Industry, ‘Tradc and Entreprericurship and JICA signed Scope of Work
on July 31, 1995, which slatcs the objective of the study as follows: "to prepare a
masierplan of industrial development in the Kyrgyz Republic.”  Given the need for
consultation service mentioncd above, however, the objective should logically includes
consultation scrvice for exisling manufacturing plants in basic arcas of plant operation aud
management, and technology transfer through industrial promotion scminars as well as

plant modermization scminars.

1.3 Scope of the Study

The Scope of Work mentioned aboave defincd the following:

Review of general background of the study :

2. Review of cconomic reform activitics toward the transition to the market-oricnted
cconomy ' '

3.  General condition of industry

4, Induslrial activitics in sub-sectors

5. TFormulation of comprchensive master plan with special reference to textile and
clectric/electronic industrics

6. - Recommendations

S-2




2 Social and Economic Conditions of the Kyrgyz Republic and
National Economic Development Plans

2.1 General

(1} Outer environment and institutional problems

The coltapse of FSU caused indcpchdcucc of the Kyrygyz Republic, intcreuption of
cconomic relations between countrics of FSU and loss of demands. The liberalization of
prices and privatization in carly days of economic restructure caused inflation.  Each
republic introduced its own currencics while the system for mutual payment was not
seltlctl, and it caused another problem that the payment for trading among CIS nations is
difficult, and that barter trading is adopted, which dcteriorates ¢ffective fund operation and
profil carning. Inflation is being sciticd considerably, but it is still in a high level for
normal cconomic activitics. The city rate of interest is also high which is a blocking factor
for capital investment. The function of monctary institution, which should be blood for

market ecconomy, are yet to developed.

(2) Demand, Production and Income :

From the standpoint of production, the collapse of FSU led the following cycle of
cconomy; the loss of demand in arms indusiry - loss of demand in a broad range of
rclated industrics, transition from centeally. planned cconomy to market cconomy —>
increasc of imporled gn'ods by consuiners’ sclection > cul of inferior producers —>
cmployment reduction — decrease of income — deercase of purchasing —> drop of output

~> deterioration of profit ¢arning — unpaid purchasc bill and back pay — drop of oufput.

(3) Budgct & Tax System _
The collapse of FSU caused cut of subsidics and investiments, and hil the government

© budget of the Kyrgyz Republic which had depended fargely on the subsidies. Morcover,

decreasce of fax revenue due 1o fall of output of cnterprise, is worsening the national budget
deficit. The high rates of various tax systems discourage motivated enterpriscs resulting in
encouragement of shadow cconomy which reduces taxpayers. The detect of tax collecting

system and low moral of tax officers are also the causes of low tax revenuc.

(4) Stale Organizalion & Sociat Probleins

The collapse of FSU and independence of cach republic boosted nationalism and
migration of population. Major powers and positions were grasped by members of
majorily cthnic groups and produced a new group of elite instead of ‘Nomenklaturd® in
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former communist party.  Ncpofistic personnch management cnlarged the slate

organization, whilc talented young people have fewer chances for application,
deteriorating the function of the stale organization.

The collapse of FSU also lcd to the collapse of systems for social welfare, and
inflation hit the general public and impoverished them, with the weak left behind.
Insufficicnt government budget caused shosl of schoolrooms and quit of teachers, resulting
in quatity declining of primary and sccondary education. _

However, the people’s change of mind toward liberalization and market cconomy is

underway.

2.2 Economic Development Plans

The long-term cconomic plan prepared by the Ministry of Economy, cnfitled "The
Indicative Social Economic Plan of the Kyrgyz Republic for 1996 - 1998 Years and
Economic Strategy for the Peviod up to 2005, was completed and published by prime
minister, on May 10, 1996, o
At its opcning slatement, the plan declares the departure from the traditional IMF
principles by stating that "lessons learnced from the first stage of reforms have made us
realize that, to slop the decline of corporate output and promole the nation’s cconomic é’%
development, the government’s support and guidance for private eaferprises s

imperative,"

The plan divides the ten-year planning horizon up to 2005 into two parts; a shori-term
planning period for the first thece years between 1996 and 1998 and a long-term planning
period for the Jaiter seven years between 1999 and 2005.

The plan lists the following four items as major goals and challenges relaled to the
short-term plan for the first three-year period:

1) Effective use of domestic resources
2) Expansion of production capacily and cconomic pewer
3) Employment growth

4) " Improvement of investment climate to attract foreign investment

As for major goals and challenges related to the long-term plan for the last scven-year
- period, the following five items are listed:

1} Recovery of investment activity



2) Modernization of production cquipment through invesiment and technology transfer
3) Product development

4) Strengthening of export competitivencss

5) Corrcction of disparity in regional development

Note that the indicators in 1996 through 1998, and up to 2005 are projected from the
base line year of 1995, with some adjustments taking into account opinions and views of
various regions and govermment agencies.  All the indicators arc assumed to grow
continuously from the base line year, resulting in real growth rale of 5.7% per unnum over
the planning horizen up to 2005, _

Exports of goods and scivices as a percentage of GDP will risc from 31% 10 34%
during the decade. On the other hand, a GDP share of imports will fall cight percentuge
points during the same period. As a result, international balance of payments will improve
from -14% in 1995 to -6.7% in 1998, then -2.9% in 2005.

The primary goal of the industrial promotion policy is set to “foster industrial
subscclors with the ability 1o produce competitive products in locat and foreign markets.”
For this purpose, the following measures will be taken: . |

- Fulfilment of condilions required to achicve stable industiial production (c.g.,

industrial infrastructuec) '

- Production increase through the usc of existing production capacitics and domestic

rCSOUECES
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3 Present Situation of the Industrial Sector

3.1 Industrial Structure

The industry in Kyrgyz has been composed of three pillars of Machinery &
Metalworking , Light Industry with Textile Industry as its main force, and Food Industry
with Mcat Processing and Sugar Production as its main force. However production
dramatically declined in these principal industrics in Kyrgyzstan which depended upon
FSU for most of their raw materials and markets, and subsequently Kyrgyzstan tost a big
revenue source in export and camc to have an industrial structure which lacked Ieading

indusirics as well.

While the development of manufacturing industry in the fields which require huge
investment cannot be cxpected for the fime being under capitat lacking situation, it is
necessary o address (isst the carly nurture of the agricullural producls processing
indusiry(food and textile industrics) which makes the most of Kyrgyz ageicultural raw
malcrials and has a possibiily {0 increase added value with small capital and labor as well
as NET EXPORT through cxportation of the products. '

3.2 Current State of Infrastructure and Development Plans

Electricity is the most teliable infrastructure in Kyrgyz with relatively low cost.
Various problems frequently occur in communication services like telephone, telegram,
telex and facsimile, ‘Transportation cost in Kytgyz is relatively high which act as limiting
factor for Kyrgyz products. ‘Maintenance for bolh road and railway is poor because of
short of budgct.

3.3 Present Condition of Mineral Resources and Development Plans

‘Coal production in the Republic has continucd to dwindle for years duc mainly to the
worsening of excavation conditions al coal mines. The shoriugc is covered by imported
coal.. On the other hand, the implementation of a farge-scate domestic coal mine
development projeet has been impeded by inadequate funds. Domestic output of oif and
natural gas, respectively, mects no more than 10% of demand, hence the country imports
most of the oil and natural gas it consumes from Kazakhstan, Uzbckistan, Turkmenistan,
Russia, cic. Nonferrous wietals produced in the Republic include gold, antimony, mercury,
uranium, tin, and rarc carth metals.  Recently, gold mines arc being developed actively.
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This is expected to contribute much to the nationa} cconomy., Nonmelallic mincral

resources have not been exploited very much, though they might be useful as raw matcrials
for the ceramics industey and some other industries.

3.4 Development of Human Resources

(1) The Kyrgyz Republic has enormous potentiality of human resources.

(2) The cducation in the Kyrgyz Republic holds many difficult problemms on ftight
national finances.

The government designed “Belim”, an cducational program for people in April,
1996 and directed its efforts to reform edication and improve the guatity of education,

(3) After the independence, 9 national universitics were cstablished and in spite of
their financial ditficultics the students are studying hard at their studics in English,
laws, computer, management, accounting, etc. that are necessary for market cconomy.

{(4) In order to improve the guality of cducation and develop human resources in the
Kyrgyz Republic, support from advanced nations both intellectually and muterially, is

urgendly requircd.

@ 3.5 Curent State of Quality Control and Industrial Stahdards

Most cnterprises conducled quality - inspection within - cach process.  However,
inspection is largely conducted visually, rather than analysis and festing, and fow

enterpriscs have full-time qu*alny Wanagers.

In 1995, Gosstandard joinced iSO ([mcnmlional Standards Organization) to slep up ifs
cfforts to pronmlé the manufacture of products in corapliance with international industrial
standards. However, the industrics have still to recognize the impoﬂzmcc of quality, and
Gosstandard is unable to conduct 1SO-conformed testing and inspection with ifs existing -

cquipmenl.

Gosstandard is facing the shortage of manpower and cquipment for fesling and
inspection scrvices. Although it has 3 testing labs and 6 metralogy inspection labs, their
facilitics and equipment are deteriorated and arc not capable of performing required tests

and inspection accurately and efficicntly.
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3.6 Supply of Raw Materials

The Raw Matcrials which can be supplicd in Kyrgyzstan arc Hides & Skins, Wool,
Cotton, Mcat, Nonferrous Mctal, Cement and so on.  Kyrgyzstan gets supply from CIS
countrics of Steel, Wool, Cotton and so on. Kyrgyzstan is supplicd by Non-CIS countrics

with mainly Food.

3.7 Product Market and Competition

In the domestic market of Kyrgyzstan the products made in Kyrgyzstan from such
sclf-sufficicnt raw malérials as Wool, Cotton, Hides & Sking, Mcat and Mitk dre
generally dominant. Certain Kyrgyz products have market in CiS countrics,

Recently China and other Non-CIS countrics have appeared as export market of

Kyrgyzstan and this is an indication of diversification of Kyrgyz cxport markets.
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4, Current State of Industrial Subsectors

In response 10 a request from the Government of the Republic of Kyrgyz, the Study
Team conducted a ficld survey of the country’s specific industrics, inchiding machinery,
clectric & cléclronics, textile & sewing, fur & leather, chemieal and other industries, The
food processing industry which the Study Team judged an important industry in the
Republic was also included in the survey. During the first ficld survey, the Study Team

visited 93 companies and more than 120 during the second.

4.1 OQverview

{1) Marketing: The greatest problem with the Republic’s industrial subscctors is the
lack of knowledge and recognition of warketing.  Few manufacturing companics
correctly recognize their strengths in the world market, and many have the wrong idea
that adequate raw materials, madern production equipment, and customer orders are all

- that arc needed to manufacture any products which meet market demands. Because of
ail this, imported goods have swept over the domestic market, whereas Iocal products,
é‘? except for certain houschold sundrics, do not scem to be very welcomed even in the

domestic markel,

" (2)  Production Systemn: Most manufacturing companics, large and small, make the
wholc of their products within themselves. With the 'pfcscnl praduction systcm, they
can ncither imprave production efficicncy nor accuniu!%;lc technical know-how.
Nevertheless, they have respectable technical potential thanks to high levels of
tcchnical education which the FSU plh’ccd much cmphasis on.

(3} Barler Trading and Fund Procurement: Most of the companics visited were
practicing batler in some form. Barlering not only causes the profitability to decline.
It can also make it difficult to properly cvaluate a particular product and causc chronic
shortage of funds, Paradoxically, they have to procure raw materials by bartering just
because they cannot secure operating funds. '

(4)  Lack of Information Flow Leading to Unmatched Supply and Demand: ‘The public
research institutes do not have the mcans and method of disseminating their
% technologics 1o the industry, which in furn does not know availability of such
technologics. The situation can be swmmarized into the fack of a place for information
exchange (data bank), or even if there is one, it docs not function properly.
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{5) Raw materials: Since the indcpcndcncc, cven the active industrics have found it
increasingly difficull to sccure raw materials. For cxample, high-grade wool fibers arc
profitably cxported 1o China.  As a result, low-grade wool fibers remain in the
Repubtic.  On the other hand, the Republic cannot help importing synthetic fibers
because they arc not supplicd locally.  However, because of insufficicnt funds for
importing synthetic fibers, the local indusiry cannol produce blended yarn fabric of
synthetic and wool fibers. Concerning the procurement of raw materials, not only the

shortage of funds but also the practice of undercover transactions his been aggravaling

the problem.

4.2 Machinery Industry

(1)  Production facilitics and cquipment: Fstablished to serve the entire Sovict Union,
mosl of production facilitics arc large, siluated within immensce sifes.  In terms of
production volume, the highest operating rate is limited to slightly below 20%. Most
production cquiplﬁcnl, cxcepl for some machine lools, was introduced when factorics
wcre originally consiructed, and thus is more than 20 years old. |

(2) Production techrology:  The ability to produce parts from various machining
processes mcans broad technical capabilities that work as strength, On the other hand,
it means dispersion of resources fo make it difficult to build up the technological basc
specialized in certain arcas, _ |

All in all, the technalogical level af the industrics in the key areas, cxcept for
casting and dic making, abpcars to be comparable wilh those in former East Germany,
Southeast Asta, Latin Amcrica; and Belarus, if the age of cquipment is neglected. On
the other hand, the level of dic-making technology is relatively high, while foundry
lechnology is slightly below the average level.

(3) Quality: Products which can compele in international markets in terms of quality
are drills, water pumps, and radiators. Other products can only be compelifive in the
* CIS counirics or other special markets, Function is considéred 10 be more important

- than quality, and appearance and design are not major concern.
(4) Raw materials: Most of raw materials including steel materials arc fmported from

the CIS counlrics, mainly Russia, Kazakhsian, and Ukraine. Dciivcry lakes a few
months after the order, with more than $ix months at most.
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(5) Price: The prices of raw materials arc lower than thosc in Western countrics. Even

$0, some companics were complaining that the prices of raw materials were high.
Considering the low labor cost, small depreeiation cost, and high levels of technology,
the prices of products should be lower. However, because of the high interest on bank
loans, heavy tax burden, and high Som rates, it scems that the prices of products are
higher than thosc in other CIS nations.

(6) Tcchnological/R&D capabititics: The machines and cquipment of machine shops

arc mosily old-fashioned and non-aulomated.  Nevertheless, there are: expericnced
techaicians. Therefore, the production engincering capacily of thosc machine shops is
considered high. Most of the machine shops have their engineers design their products.
Thus, they have respectable design capacity as well. Each machine shop in- the
Republic is capable of developing new products with their own ability or with a part of

assistance from outside. However, this will demand additional equipment.

(7)  Sales and marketing capabilitics:  Since the disintegration of the FSU, the

cconomics of the CIS nations have become markedly stagnant and the demands for

products of their machinery industries have plummeted. Accordingly, both the outpul

- and sales of the Republic’s machinery industry have sharply declined. ‘The machinery
“industry export morc than §0% of their products to CIS nations.

They are not accustomed to selling their products for themselves and find difficulty
to oblain market information and, marketing is ncglected now. Many enterprises have
sales departiments which are also rcspohsiblc for product shipment and  materials
procurcment in many cases. However, sales departments do 1ot conduct market study,
advertisement or promolional activitics, and simply  wait for order from regular

customers.

(8)  Management and administration:  Duc 1o the sharp decrease in workload, the

maching shops arc culling their production staff significantly, Nevertheless, because
fhey arc still unable to maintain satisfactory operational rate. the production cost is
rising. |
* Financially, they arc suffering from shortage of funds due to the high inferest ratcs
on loans, heavy tax burden, and difficulty in collecting accounts receivable. -
Managers are roughly classificd into two types. Onc type is characterized by
passive aftitude "to wait and wait" as he fails 1o transform himself from the traditional
attitude during the FSU cra. Another type realizes the current situation and attempls to
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cnfer info new business or consolidate their operations for survival in the market.

(9) Emergence of new small- and medivm cnferprisc groups: A major baler
manufacturer, FRUNZE, 10% of facilitics and cquipment have been sold to 31 small-
and medivm-sized enterprises.  In July 1996, these enterprises established their
association "Bishkck schnash” for cosperative aclivity. Equipment purchased by these
enterpriscs is timited to small and versatile types. Their businesses cover a wide range
from metalworking to transportation, textite, and food.

In the wmetalworking arca, there are small- and medium-sized enterprises which
have equipment for machining, casling, forging, metal press, sheet metal working and
welding, heat freatment, dic making, and jig and fool making, manufacturing a vaticty
of products on & conlract basis, including harrow to be hauled by harse {cultivator),
gear, welding rods; castings, automobile repair parts, repair of railway freight cars,
wond and metal molds, jig, mctal press products, bearing mictal, and fixlure,

In addition 1o the emergence of smaller enterprises as a result of divestiture of
FRUNZE, factorics have been purchascd by smaller enterprises and some of them arc
looking for prospeclive products for commesciat production,

Thesc enterpriscs, topether with their associalion, have just started and arc expected
to devclop into supporting indusirics in the ncar futurc.” ‘To this cnd, however, the
government nceds to take promotional measures for these starlups.

4.3 Electrical/Electronics and Semiconductor lndusfries

(1) Praduction cquipment and technology: The cbmpanics decide products to be
manufactured based on the cquipment they have already installed, rather than decide
the type of cquipment 1o be installed and the plant layout bascd on products to be
manulacturcd. Most of the equipment on the assembly lincs is nonautomated. There is

much room for improvement in the future.

(2) Quality: Each company has a quality control department, which conducts
performance inspection of the finished products. In addition, the function of 1otal
inspection is built in the process. However, quality consciousness of the Republic’s

~ company is fow. Since they consider function as the principal element of quality,

- performance inspection is the point in quality control.

(3) Raw materials:  Basicatly, the Republic’s clectric/electronics makers import all

melallic materials--iron, copper, brass, aluminum, silicon steel sheet, ete. and auxiliary
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materials such as insulating paper, sheels, paints; rubber, chemicals and most of
electric and clectronic parts, By contrast, they manufacturc all machining parts for
theraselves. Thus, they use machining parts and components which are 100% made by
themselves and clectronic parts which arc 100% imporsts. The demand for material
qualily is not sirict. Obtaining raw materials, rather than praduct quality, is a matter of

greal concern,

(4) Sales and marketing: The companics do not have any division tor collecting
market information. Every owner feels the need for an organizzition, financial power,
and know-how for marketing the needs of individual users. Since the fotal demand in
the domestic market is limited, the industry should consider increasing expors to other
CIS nations.

(5) Busincss administration:  The companics do not have marketing, sales,. and
purchasing departments, hence they badly want information.  Neither they have

developed new sales and purchasing roules.
(6) Scmiconductor Indusirics:  Semiconduclor Industrics in KYRGYZ have the
following two places of business as Enterprises affiliated under KYRGYZALTIN,

Details of which are described in the Main Report.

- TASHKUMYR Scmiconductor Factory (Polycrystal Silicon Production Factory)

- KYRGYZ Mining & Refining Kombinal  {Rarc-Earth Eicmcnl'Rcﬁ‘ning, Single-

Crystal Silicon)

4.4 Textile Industry

Thirty percent of industrial cutpul comes from light industry, of which the textile
indusiry accounts for 73%.Basic materials, i.\'OD?, colton, and silk, are produced locally.
Due to fow market prierity of raw matcrials, high quality raw woo} and cofton arc sold to
outside the counlry and arc difficull to obtain locally, Process equipment is installed and
arranged in a systematic manner with a certain level of batance. Machinery and cquipment
is deteriorated duc to aging and is poorly maintained o adversely affeet productivity and

quality.

The degree of adaplation by management 10 market cconomy varies among enterpriscs,
reflected in difference in peiformance.  Factory operation and management systeins
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(quality confrol, production, cost, finance) do not funclion' well to prevent smooth
operafion,  Management sirategics are not cstablished well; lacking consistency in
management. Little cooperation within the industry and uncoordinated action of factorics

to result in wasteful use of resources

4.4.1 Wool Industry

(1)  Production: Mcdium-grade products with velume demand are mainly produced.
Quality is better than Chinese wood but fess than Turkish and Pakistan products.
Yarn qualily is below the average level of products in development couhtrics, duc 1o
unevenness af yarn, fleffing, and lack of tensile strength.  Fabrics quality is not good
duc to uncvenness of yarn, hard fecling and poor tone, Dye finishing techniques need

to be impraved.

(2)  Financial: Lack of operating fund to result in insufficicnt procurement of materials.

Low operating rate squeczes on profitability.

(3) Sales: The wool industry cxports 70-80% of their products, but many deals are of

barter type in exchange for products, machine parts, dycs, and chemical agents, Lack
of information on conswmer needs and fashion trends. Weak sales organization to
result in lack of marketing. Lack of pr()dﬁcl development capability and shortage of
staff. The domestic market is dominated by import products, while domestic products
are increasingly establishing reputation.  Exports of fabrics under joint venture with

Italy do not progress as planncd.

(4) Management:  Major challenges arc consolidation and streamlining of large

factorics.

(5) Operating cavitonment:  To increase sheep stock and improve qualily, farmers
have started activity through coopceratives by oblaining World Bank loans of US$16.7

nillion,

4.4.2 Cotlon Industry

(1) Production: Raw colton is suitable for producing ordinary quality fiber. Most
suitable for medium-grade products in the volume zone. Fiber quality is lower than
the average due 10 uncvenness of yarn, fluffing, fack of tensite strength. Fabric guality
is not good duc to uncvenness of yarn, hard fecling and poor tone. Equipment is aged
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and poorly maintaincd. Low level of production technology

(2) Financial: Shortage of operating fund leads to the shortage of raw materials and
other procurcment.

(3) Sales: The export ratio is 20-30% for the colton industry as a whole. Sales
organization is weak, more so at large factorics. Information on consumer nceds and
fashion trends is lacking, not reflccted in products.  Smaller enterprises in the
downstream face declining operating rates duc to the shortage of cotton fiber and

textile,

(4) Management:  Poor management ability and the lack of understanding of the
market mechanism. Lack of competilive cfforts in quality, technology, cost, and
product development.  Efforts should be focused on consolidation of large factorics
and cfficient management, Labor management and cost control are not done well,

Proﬁlahiliiy is on the decline.

(5) Operating cnvironment:  Education and iraining systems arc not cstablished, and
technology accumulation and standardization are left behind. Cotton cultivation is on
the rise 'parlly duc 1o government’s promotional measures.” Therc arc iany facldrics in
the downstream, inctuding cotton fabrics, knit and sewing f; 'u:{orlcs and stablc supply

of raw materials is imporiant.

- 4.4.3 Silk Industry

(1)  Production: Kyrgyz cocoons arc poor in quality. Fiber length is a half or onc third
- that of Japancse cocoons. Silk goods arc low quality, but mixcd fabrics are prodiced

under support of strong demand.
Internationally, raw silk-produced in Kyrgyz is ralcd in the third rank after China

and India; and South Kerca and Thailand, Machinery and equipment is old and

deteriorated.
Production éapacily is said to bc 14 wnillion mfycar. Al present, silk fabrics
production remains at 2 million w/ycar, approximaltely 14% of production capacity. -
Silkworm rearing, cocoon drying, cestification, and rating systems function well,
although their level is low.

{2) Financial: Lack of epcrating fund causes the shorfage of raw cocoons.
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(3) Sales: Around 40% of products arc sold to ncighboring countries including the
EFSU countrics, Chira, and Rumania. Major compcetitors in raw silk cxport are
ncighboring countries in  Cenlral  Asia, namcly Uzbckistan, Tajikistan, and
Turkmenistan,

Mixcd fabrics are highly demanded, and sales are shifted from raw silk.

(4) Management: The large, infegrated production system is not suitable for market

cconomy. Management lacks understanding of market cconomy.
(5) Opcrating cnvironment: Improvement of raw silk quality requires time and cost.

4.4.4 Knit industry

(1) Production:  All the products are manufactured in accordance with quality
stundards in the tormer Sovict Union.  Production cquipment is a mixture of latest
cquipment and old cquipment. Products lack expandability, sofincss, and
fashionability which arc important features of knit products.  While raw wool and
“colton are locally avatlable, nylon and polyester are imported from Russia.  Poor

quality of raw materials prevents improvement of productivity and produet quality.

(2) Financial: Shorfage of operating fund prevents smooth procurcment of raw
~malerials.

“(3) Sales: ‘The domestic market and CIS countrics arc major markets. Socks and
panty hoscs arc sold well duc 1o the lack of competitors in ncighboring countrics. Poor
design is a problem, and product planning capability needs to be improved,

() Management: Flexible management creates a future prospect for panly hoses and
stockings.” Efforts should be made to introduce new equipment and develop new
products under partnership with comipanies in industrialized countrics.

4.4.5 Sewing Industry

(1)  Production: Most machinery and cquipment was instatled during the FSU cra and
is highly dilapidated. Poor quality of raw materials adversely affect guality of final
praducts. Poor maching maintenance, while latest machinery and systeins have been
pattially introduced. Workers’ skills vary greatly between factorics, and education and
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training is not always provided in a systematic manncy, ¢.g., teaching standard motions,
Poor cutling techniques and dimensional accuracy indicate the need for cffective
operation control,  Difficult 1o obtain sub-materials (buttons and zippers); local
production is desirable.

(2} Financial: Insufficicni operating fund causcs the shorlage of raw materials and

unstable factory operation.

(3) Sales: Sales organization docs not function well, and the establishment of an
cooperative is desirable. The market is dominated by imported products. Prices arc
tower than Turkish and Pakistan products, while some are more cxpensive than
Chincse products. Poor design is a causc for losing share to imposted products.
Improper marketing and lack of understanding of consumer needs. Poor packaging to

degrade product valuc

(4) Management:  The management docs not have strong interest in collecting
markcting information and user needs. Concept of praduction management and quality
control has stilt 10 take root. The contract manufacture system works well and it

should be further emphasized with efforts to create own brands.

(5) DBusiness cnvironment: Large factorics and smatler factorics coexist.  While large
~ factories have relatively high technological levels, smaller factorics show better
- business results duc 1o flexibility. ' =

14.4.6 Non-Woven Fabric and Jute industries

(1) Production: _
a) Non-woven fabric: Machinery and equipment is relatively new and is arranged into
a continuous systen. _ _
b) Jute: Machinery and cquipment is deteriorated duc 1o aging, with pnor' mainfenance.
(2) Financial | o
Non-woven fabric and jule: Procurement of raw materials is difficuil due to

financial problems. Delayed payment of wage and non-payment sometimes occur.
(3) Sales:

a) Non-weven fiber: Mainly sold to the CIS countrics; difficult to collect payment.
Lack of ability to collect market information.
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b) Jute: Previously, 32% were sold to CIS and 68% to the local market; currently,
100% to CIS. There is strong demand for jute yard for drying tabacco, and jutc bags
for sugar, tabacco, and wool, with few compelitors,

(4) Management:
a} Non-woven fabric: Chicf cngincer has excellent management capability, and factory
is well operated. The factory is sinall in size to atlow flexible and cificicnt operation.
b) lute: Because of no competitor in neighboring countrics, business is viable so far as

export-oriented management continucs.

(5) Business environment:
a) Non-wovcen fubric: As waste matcrials are used, high valuc added is obtained from
- producls.
b) Jite: Although supply of raw materials must depend upon foreign sources, business
can be supported by strong demand, so far as morc than 80% of products arc
exported.  Extensive market rescarch has been conducted fo - support export

promofion.

4.5 Leather and Fur

All of leather tannerics, fur dressers, shoc plants, rubber foot-wear factorics visited
were in very slow operation due to fack of raw hides and skins, and lack of opcration fund,
Leather tanncrics were operating roughly lhirly' percent including “wet blue” (semi-
finished products) and fur dressers were operaling about forty percent of their normal
capacily, while shoc factorics were working ten percent or less, especially leather shoe ,
less Iﬁan 5 %.

- 80 to 90% of thc hides and have been bought by cash, and been flown out of the
Républic under illegal channels by Chincse, Turkish and other traders. These illegal trades
arc donc mainly for fax cscape, buf also unable to neglect for the background is that the
disteibution systems have been collapscd through the drastic systeinatic changes, ic.,
gévcmmcm-mzmagcd enterprises became private-owned ones, and colleclive farms were

divided into many individual fanms.
Above mentioned two problems, lack of raw materials, and lack of working capifal

should be solved simultancously. Decrease of illegal trade only would not help fund-
lacking caterprises, and some addition of warking capital only would not be wused
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cttectively if raw materials arc still difficult to obtain.

The present low operation rates cause not only decreasing the production amount bt
also pulling down the stability of quality as well as workmanship. 11 is also observed that
shortage of raw malcrials gives scrious influcnce on low-effliciency in manufacturing and

markeling.

4.6 Food Processing Industry

(1)  Production: The food processing scctar of the Republic can be divided largely into
three types based on target markel, plant scile, and location:

a) Factories which were politically built as a basc for supply of foods to the whole
market of the £SU. Even by international standard, these factories arc large in scale.
Formerly, they were processing large volumes of raw malerials which were locally
available abundantly. Now, however, they arc dependent much upon imported raw
malerials.  (Sugar refinerics, sugar-making plants, and corn starch plants are

included in this category ).

S

b) Factorics built to supply foods 1o their local market and markets of the neighboring
countrics.  In terms of the scale of production, they fall between a) and ¢) described
below. They are located in arcas where raw materials are readily available. ( Dairy
goods production plants and scasoned meal packing planté arc inclided in this
catcgory ). ' ' |

¢} Factorics built ta supply foods cxclusively fo the market in their lecality, hence they
arc located in arcas where raw materials arc readily available,  { Bbakerics,

confectionery plants, breweries of alcoholic beverages , and makers of soft drinks.

Type a) factorics arc having difﬁéully in procuring raw materials lacally, and their
average annual operational rate has remained at about 10% of capacity. In particular,
the sugar manufacturing industry imporis bulk sugar from abroad and concentrates on
sugar refining with low valuc added. Nevertheless, since the indusiry has no
compctitors in any other CIS nations, the volume of sugar exporls is c.ﬁpcctcd to
increase dramatically if the domestic produclion of sugar beets recovers. A corn
starch/malt syrup plant has been left as it is since the supply of funds was stopped alter

the independence of the Republic.
Type b) factories are in nearly the same siluation as arc Type a) factorics. The dairy
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product ptants and meat packing plants have been forced to cut production duc o a

decrease in volume of raw material milk produced domestically and in number of heads
of beef cattle brought o the slaughter-house.

Type ¢) factorics, aiming al the small market in ils locality, have not been forced to
cut preduction significantly. Lven so, they, oo, aic having difficulty in procuring
operaling funds. On the other hand, in the confectionery and bakery industries in which
even newcomers with small capital can start business casily, the existing factorics fail to
compete, in terms of product price, with very small companics and private concerns -

which are increasing in number recently.

(2} Technology and developmenl capacity:  Processed foods of the Republic are
mostly fundamental foods and hence, the degree of processing and the valuce added are
nol very high. At the present stage, the food processing indusiry docs not scem to have
any advanced fechnology, What degrades the processed foods of the Republic is not
the contents themselves, but the auxiliary materials used, such as labels, bottles, caps,
and cans.* Another major problem is production cquipment having poor processing
accuracy, cspecially the filling and labeling machines. |

(3) Food hygicne: Food processing plants in Kyrgyz lag behind in sanitary confrol.
Major problems arc scen in poor plant layout and ‘the lack of hygicnic awareness
among workers. The fack of hygicnic awarcness among workers at food processing
plants is scen in many respecls, e.g., workers wear dirly uniforms, and they do not
wear white coals, caps, gloves, or masks. '

(4)  Marketing and information collecting capacity: It is marketing and information
collecting capacity that the food processing industry seems to want most now. What
the market really needs, or "what product sclls,” can roughly be grasped by surveying
and analyzing the prevailing market tiends. The Republic’s industry docs not seem to
have this idea. '

The food i_lislrihulion syslem in a broad scnsc ranges from procurement of raw
malerials to delivery 1o consumcrs. Al present, food is distributed through a web of
“channels. After the traditional distribution system has disappearcd, manutacturers who
“face Tinancial difficulty have lost control of what and how they produce, which was
taken over by distributors who have financial resources 16 purchase raw materials. It

has become a widely accepled business praciice that distributors supply raw materials
1o manufacturers and reccive final products as payment.
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In Kyrgyz, the lack of a modern distribution system, such as the cold chain (freczer

and refrigerator cars and supporting facilitics), shortens shelf lifc of food products.

Also, most retail facilitics do not have refrigerators or freczers.

4.7 Other Industrial Subsectors

Manufacturing industrics other than the machinery, clectric & clectronics, textile,

scwing, and leather & fur industrics in the present study were classed into “other .

industrics." With the exception of woodwork & furniture makers, they all belong to the

process industry, Many of these companics are large in scale and their machines and

cquipment arc obsotescent. Because of weak demands and raw malerials problems, they

lack in vigor and their cquipment utilization rate is low.

Many of the large companics still place emphasis on production, rather than marketing,

and on production volume, rather than product quality. In the future, they will have to

learn and practice aggressive management based on the principles of market cconomy.

(1) Quality:
Shect glass plant:

Cardboard plani:

Paint factory:

Plastics plant:

The packing materials and packing mcthod leave room for
improvement.  According to a plant worker, about 10% of sheets
break during packing or transportation. |
The plant does not have DIP cquipment, the pulp is adjusicd

- incompletcly, the color tone and smoothness of cardboard arc poor,

the pressed cardboard is hung over a pole for naturat deying. Any
product made by such a process' can hardly have desired

markclability. .

This factory produccs paint cxclusively for the domestic market.
Quality control is insufticicnt and the product has no labels.

Molded produets have poor finish. Excessive film thickness and
too thick walls of molded products cause not only quality problems
but also wasteful usc of resin. | '

(2) Technical Development Potential:

Rockfiber plant:

This plant manufactures rock fibers from domestically produced
basall. The manufacturing technology the company employs was
developed locally in FSU cra. The company has !cchnology for
manufacturing microfiber (very fine, short fiber), as well as short
and long fibers. Though this company is a small onc, it has an
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R&D department which is active in developing new products and
applicd products. At present, two lines of short-fiber production
cquipment are in operation.  The company has ifs ewn technology,
uses domestically produced raw maferial, and is capable of
manufacturing rock fiber at low cost.  If it can develop riew

products, it has a very bright future.

(3) Sales Force:

None of the companics surveyed pay due atiention to sales problems. Nor do they
have an establishcd sales organization, responsible sales managers, and effective sales
stratcgics. They do nof study competing products cither. ‘There are still many things they
should study--price, product quality, design, advertisement & publicity, distribution, cic.

(4) Raw Maltcrials:

In many cases, Russia is the largest source of raw materials as before. Therefore, the

major problems pertaining 10 the supply of raw materials include: the crippled production
and distribution systems in Russia; the difficulty in scitling accounts by foreign currency;
and the shorlage of funds. In order to cslablish stable production, distribution and salcs
systems in the future, it is ncccssarj to diversify the supply sources of raw materials,
including thosc in the Western bloc, obtain the latest market information on a stablc basis,

and cstablish an cfficicnt procurcment system.
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5 industrial Development Plan

The most important and urgent task of the Kyrgyz government is to revitalize the
country’s staggering economy that struggles to transform itsclf to the market system by
invigorating industrial production, thereby to rebuild the manufacturing industry as the
foundation of its cconomic base. To do so, the country must reconstruct the cconomic and
industriat structurcs that have been buill to serve the interest of the Soviet Union under the
doctrinc of cenlral planning, so that the country can grow as an independent country at its
own will. More preciscly, it must build its foundation from the beginning under the'
markel principle while casting off all of the old cconomic development policics and
principles.  Industrial redevelopment, as somectimes used here, must be  indusirial
developent aiming at construction of viable production systems that are firmly founded
upon the country’s own cnvironment, history, culture, socicly, cconomy, and resources,
rather than reconstruction of ditapidated production systems into the original state. In this
chapler, an altempt is made to design and propose an industrial development plan required
to cstablish the country as an industrial country in the context of market cconomy, by
taking into account country’s geographic, social, cconomic and industrial conditions and

major issucs as well as challenges, which were identified in the previous chapter.

5.1 Indus_triai Development Potential in Kyrgyz and Major Issues
5.1.1 Key Factors Governing Industrial Development Potential

" Key factors in promotion of industrialization in the country, among those listed in the

previous section, as well as major issucs working against it are described as follows.

(1) Political, social and cconomic faclors
1) High expectation for an industrial country
2) Strong supporl from interational organizations and industrialized countrics
3) High cducational level
4) Young population
5) Industrial engincers and skilled workers
6) Controlled inflation and stabilized currency
7) Well-developed tertiary indusiry
8) Forcign investment law
9) New financial institulion
10) New taxation system
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11) Infrastructure development

(2) Potential related to industrial resources
1) Hydropowcr
2) Coal resource
3) Neon-ferrous metal resources
4) Non-mctallic mincral resources
5) Stock raising
6} Other nadural fiber matcrials
7y Industrial facilitics and cguipment
8) Industrial technology
9) Management
10) Supporling industrics

5.1.2 Major Problems Impeding Promotion of Industrialization

(1} Problems related to social amd economic environment

1) - Sluggish industrial production

2) Discouraging result of forcign invesiment
3) Macrocconomic problems
- 4) Taxation system
5) Policy mcasurcs impeding exporls
6} Poor pollution control measurcs
7} Deteriorated infrastructure
8) Incffcctive privatization _
9) Financial institutions and market with weak base
10) Lack of modern accounting system
11) High intercst rales
12) Uncertainty about the future of the tanft union

(2) Unfavorable conditions for operation of manufacturing indusirics
1} Dcpendency on impotied materials
2} Small domestic market
3) High transporlation cost
4y Shortage of money supply
5) Chain reaction bankruptcics %%
6) Excess capacily
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7) Lack of sales and marketing organizations

8) Deteriorated production facilitics and cquipment
9) Lack of modern management skills

10} Insufficient technical support for induslrics

11) Lack of interindustrial linkage

5.2 Direction of Industrial Development
5.2.1 Heavy and Chemical Industry

Kyrgyz is locited in a mountainous arca which hinders the development of transport
access to ncighboring countrics and within the couniry.  'This makes the country
disadvantagcaus for industrics to locate, which requirc volume transporlation of raw
materials and products with low unit prices per weight,  Similarly, the small domestic
market (small populalion) is not suilable for large-scale, capital-intensive, export-oriented
industrics which require imports of raw materials from foreign countries duc to the lack of
focal sources, such as pelrochemical, steclmaking, and paper making. On the other hand,
* there are capital-intensive industrics which are viable 1o be operated in the country,
including coal chemical industrics which have domestic raw material sources (e.g., tar,
_carbide, chemical fertilizer, ammonium, methanol), ccramic industrics including cement
* and sheet glass, and cnergy resource-based industrics (soda, aluminum smelling, and poly-
~cryslal silicon production). It should be noted, however, that these’ products are
intcrnational commodifics and can compete with neighboring countrics who may also
choosc to cstablish similar indusirics, so that cach product needs o be carcfully cvaluated

to determine ils cconomic feasibilily in competitive environment.

- 5.2.2 Light Industry

The most feasible light industry in the country is textile using wool materials. Since
the FSU cra, shccp"farming has been ihc'couniry’s prominent industry which has
integraled processing facilities within the country. The industry will be able to become a
major export indusiry serving Weslern countrics i€ Hhe production syslem is modermized
for QUaIily improvement and development of advanced products.  Similarly, the cotlon
industry can utilize tocal raw materials which production is smaller than that in Uzbckistan
and Pakistan but large enough to supporl domeslic production. It can also rely on import
from Uzbckistan when the need arises, far better than the situation in Southeast Asian
countrics which coiton indusirics have to oblain raw malerials from remote sources.
Finally, the silk industry has still to overcome poor quality of fiber. As cfforls should start
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from the improvement of cocoon quality, it will require some time before the entire
industry can be fostered.

§.2.3 Machinery and Electrical/Electronics Industries

These industrics need 1o import most of raw materials, and thus their value added
comes from labor farce, technology, and cquipment. Onc possible cxception is the
semiconductor material (poly-crysial silicon) industry which may be able to deploy from
the downstream (raw material) to the upsiream. If technical and financial issucs arc sotved,
the industry will be able 1o become onc of the few integrated industrics in these subsectors.
General strategic direction is fo develop marketable products for neighboring countrics by
using existing facilitics and cquipment (mainly assembly lincs) as welt as fechnology,
whilc cstablishing the flexible production system thal can meet market needs through
restructuring of existing assets and resources. As part of such cfforls, machining shops of
large stalc enterpriscs, which have excess capacily, riced to be separated and privatized to
small- and medium-sized enterpriscs who can serve as  subcontractors using divested

machinery and cquipment.

5.2.4 Supporting Industries

As discussed in the previous scelion on machinery and electrical/clectronics industrics,

manufaciuring industrics in Kyrgyz are characterized by sclf-sufficient supply systems for
parls and components, These captive machining shops arc not fully utilized and usually
lag behind in tevel of praduction technology because they only manufacture for intcrnal
customers. In parlicular, machining shops in the machinery and clectrical/clectronics
indusiries arc mostly idling because the industries suffer plummeted capacity wtilization
rates. They can be saved from waste by selling individual machinery and cquipment 10
private cnterprises through the privatization process, who will in turn become
subcontractors 1o supply products to a varicly of industrics. To foster new subcontractors
at the infancy stage, cooperalive initiatives to complement cach other (joint subcontracting,
joint purchase, ctc.) nced o bé encouraged and promoted, together with government
suppost in ferins of subsidy and concessionary loans. [If properly nurtured, these
supporting industrics arc cxpected o supply parts and componenis which arc now
imported by most of industrics (¢.g., agriculture, mining, transportation, manufacturing).
Alko, they have a high potential 1o develop into suppliers for similar industrics in
neiphboring countrics.
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§.25 Food Industry

While agriculture and stock raising are the primary cconomic base of the country,
supply of agricultural products is limited due to the shortage of farmland and fails to meet
the country’s demand, Although agriculturat policy must be discussed from various points
of view, food procesing is surcly an important industry for the country. Also, boosting
sclf-sufficiency rates for processed food producls will be important to save forcign
currency reserves, and cfforts should focus on high valuc added products and localization
on a step-by-step basis. On the other hand, the ability to expoit processed food products
including dairy can be judged from price competiliveness in international markets,
although Kyrgyz has comparative advantage in a fow products when compared to
neighboring countrics including Kazakhstan. Thus, the food industry should be initially

positioned as the import subslitution industry.

5.2.6 Other Industries

Other arcas which require development strategy for key industrics are found in
tocalization of industrial malferials by using underdeveloped local resources and the
development of new industriat products. In addilion, non-resource based induslrics using
human rcsources may have some prospect, inchiding process industrics, computer software

development, design, and rescarch and developinent.

5.3 Vision for Industrial Development in Kyrgyz

Significance of industrialization in cconomic development is found in the fact that the
manufacluring industry has a higher devetopment effcet than any other industrial scctors in
terms of productivity and vatuc added. Also, industriatization has a number of benefits
including prescrvalion of forcign currency reserves by local production of industrial
products, creation of forcign currency revenuc sources in the form of merchandise exporl,
the ability 1o create farge employment opportunitics and absorb the jobless, wtilization and
value-added processing of locally available resources, dissemination of industrial
lcchnuhgy and the rise in educational levels, and modernization of people’s lifcsiyb::. | '

Before its independence from the Sovict Union, Kyrgyz alrcady focused on the
manufacluring scctor in #s cconomic. policy. In the rccent few ycars, however,
manufacluring activily has declined deamalically o scriously affect the cconomy and
socicty. Now the Kyrgyz government and people strongly desire recovery and resumed
growth of indusirial production.

Major raw materials and componcents cssential for the country’s cconomic activily arc
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mostly imported, inctuding petroteum and petrochemical products, natural gas, stecl plates,
synthetic fiber, and plastics. The country recorded a deficit in merchandise trade in 1993,
and aftet turning to a surplus in 1994, went back 1o a deficit in 1995, The trade deficit

adversely affects the current account and government finance, making the improvement of -

trade balance an urgent task for the government. After the Sccond World War, Japan and
many other war-damaged countrics were able to overcome cconomic difficultics by
exporting industriat products produced from Iheir own resources or processed products,

which edrned them hard currency.

“Long-terin Economic Plan Toward 2005" announced in May 1996 sefs forth four
goals for 1996-1998; "furthcr cffective use of domeslic resources (including manpower

Inn

resources and existing production facilitics and equipment);" "expansion of production
capacily;" “increase in cmployment;” "improvement of environment to atlract forcign
investment.”  Analysis of the four goals indicates high cxpectation for "promolion of

domestic resource-based indusiries.”

Having cstablished the primary objective of industrialization to carn farcign currcncy

‘thro'ugh exports of indusirial products, the study feam developed a vision for industrial

development by taking into account upper tank cconomic development plans, development

potentials, issucs, and dircction of indusirial devclopment identified abave.  The vision is

ds follows; “to camn foreign curcency by cxporting industrial products, produced by

cxisting industrin} subsectors using locally avaiable resources, andfor to promote local

praduction of currently imporied products, and in the meantime to identify and foster non

fraditional type industrics, non-resource based industries and new industrics” bascd on
" domeslic resources that are capable of supporting sustainable growth.”

5.4 Selection of Prospective Subsectors

To realize the vision for industrial development, serics of actions ate required:
(1) As for existing subscctors:
1. Ta seleet and foster subscctors which arc suitable for product ciporl;
2. “To select subscclors which have the polenlial abifity to export products after
nceessary restructuring, and to devise and implement appropriate measures; and
3. To sclect subscclors which can supply products substituling imports, and to promole
| and foster them,




-~ (2) To identify and foster non-resource based industries capable of supporling
sustainable growth in fulurc.

In this scction, criteria for subsector sclection were established, and based on which,
and cvaluation of candidate subscctors and selcction of prospective subscclors were carried
out,

These actions can be classificd into shorl-ferm measures in (1) 1) and 3), intermnediate-
term measures in (1) 2) which require a fonger period for restructuring, and finally long-

term development projects in (2) to identify and nurture new indusirics.

5.4.1 Criteria for Selection of Prospective Subsectors

Since the Kyrgyz government’s financial resources arc limited to prevent broad-bascd
promotion and assistance for many industrial subscclors, it is imperative to use limited
resources by sclecting certain subsectors that have high growth potentiat and viability, and
providing promotional and fostering measurces in a phascd manner,

The study fcam cstablished the following five factors as criteria for sclection of

prospeclive industrial subscclors, which were determined on the basis of comparative
advantages and limiting factors related 1o industrial development in the country, as
identificd in 5.1: | N

(1)  Availability of raw materials (high rating for locally available raw materials and

low rating for imported oncs); ' _ |

(2) Applicability of cxisting Icchnlology and human resources;

(3)  Availabitily of cxisting production facilitics and cquipment;

(4)  Demand (domestic and cxport markets); and '

(5) Product guality and price.

Note that data refated to criferia in (4) and (5) arc not available, so that the Study tcam
made subjeclive judgment on the basis of information obtaincd from inferview,

obscrvation, and other sourccs.

5.4.2 Evaluation of Candidate Subsectors and Selection of Prospective
Ones

% (1) Textile industry
The textile industry has its largest comparative advanlage in availability of local
resources that can be usced as raw materials. Also, both the wool and cotton industrics arc

5-29



traditional industrics in the country and possess related facilities, equipment, technology,
and manpower, which can be utitized to create value added within the country.
Also, managers of some cnferprises in the subscctor recognize what compcetition

mcans under market cconomy through their own export experience. ‘They are willing to

adapt themsclves 1o the new business environment brought by market cconomy, and in fact,

they carn some profits and have the ability to mobilize financial resources for new projects,
compared 1 other subscctors.

The scwing and knit indusirics have also an advantage in having local supply sources
of the wool and cotion industries. In addition, some enferprises have been exposed to the
principle of market cconomy to "supply quality goods at a low price” as they have received
assistance  in management and technology through subcontracting from  European
companics, which form the basis of working toward intcrnational quality and design
standards,

On the other hand, the silk industey - another traditional industry in the country - has
quality problems related to cocoons, which set off comparative advanlages in availability
of local resources as well as cquipment, tcchnol'()gy, and manpower, thus weakening
international compctitivencss. '

In overalt consideration 1o the clear comparative advantages, gencral understanding of
the new business environment by managess, their wiltingness to meet challenges caused by
the new environment, and relatively rich financial resources for future business expansion
comparcd 1o other subscctors, four indusirics - wool, colton, scwing, and knit - were
sclected as subscetors to be promoted for export promaotion, '

(2) \'Iachmcry industry and clcclncal!clcclmmcs industry

As discussed in Chapter 4, most enterprises in the machinery and clcclncal/c!cctmmcs
industries in Kyrgyz have ail-round production cquipment, tcchnology, manpower to
produce almost all fypes of products. On the other hand, they import approximately 90%
of raw material requirements from the CIS countrics, white demand for their products has
been declining due 1o the lack of inleinational compelitiveness in quality and price. As a
result, their production resources are largely idling and capacity utilization rafes arc very
low:.

The study team selected the machinery and clectrical/clectronics indusltrics as a
~ subscctor which can be devcloped to miajor cxporters if ‘¢ffective restructuring is carricd
- out. In addition, there is an opportunity for a new industry, production of polgy-cryslal
silicon which has a major comparative advantage in cheap clectricity, while ils principal
application - silicon wafer - is supporled by worldwide strong demand, Fhis area requires
short-term promotional efforts for development.



(3) Fur and leather industrics
Similar to the textile industry, the subsector has advantages in local availability of raw
malerials as well as process equipment, technotogy, and labor force.
On the other hand, sheep stock has been on the decline to resull in shortage of raw skin,
and high quality sheep skin is mostly bought by forcign buyers.
The study team identified the subscclor to be developed for important substitution

purposc for the time being, with the medium-term objective of becoming the export

industry.

(1) Food processing industiy
Again, the subscclor has comparative advantages in availabilily of raw naterials as
well as process equipment, technotogy, and labor force.
A major disadvantage is the shortage of raw milk for praduction of dairy pr()&ﬁlCIS.
The study tcam sclected the food processing industry as one of import-substifutive

subscclors.

(5) Other subsectors
As mentioned in Chapier 4 (4.7), this subscclor mainly consists of capital-intensive

industries, which acc large in size and use deteriorated machinery and cquipment.  While

these industries should preferably be located near sources of raw materials, they have sited
in Kyrgystan on the basis of the industrial allocation policy during the FSU cra, with little
comparative advantage. Only rock wool pmduciimi can benefit from local resources, and |
sheet glass, cement, rock wool, and plastics industrics have somé advantage in cxisting
cquipment, technology, and tabor forcc.

8.5 Strategles for Promotion and Fostering of Prospective Subsectors
6.5.1 Textile Subsector

(1) Short-term strategy

This subscctor has been selected because il appears to be promising in comparison to
other subscctors, and it cannot exporl products immediately. To convert it to the cxpord
industry, the subsector reguires preparalion in the following arcas.

1} Sccuring of high quality matcrials
At present, wool and cofton are collected by local cnterprises from producers,

However, purchase prices are lower than those of Chinese and other forcign brokers,
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and high quality materials arc sold to brokers. Since raw materials arc the most
important factor in determining product quality, cfforts should be made to sccurc high
qualily matcrials, particularly by cstablishing an appropriatc material rating system and
a pricing mcchanism o cstablish fair purchase prices based on quality ratings under
cooperation of the Ministry of Agriculture. Until these systens are cstablished, cxports
of wool and cotton may be banned as transitional mcasures. Also, it is important {0
forccast annual harvest for price stabilization. The rating system can be developed
under cooperation of International Wool Sccretariat (EWS) for wool, and International

Colton Advisory Commillce {ICAS) for colton.

2) Consolidation of operation and streamiining of management
To leverage the advantages of the subscctor, individual enterprises need to adjust
their production capacitics lo maintain economic viability. To this end, the existing
production capacitics of major enterprises need 10 be consalidated as follows:
- a)  Wool scouring factory (Ak-Bula): To replace the existing five lines with a new
line,
b}  Wool knit fiber factory (Kasict): To consolidate the existing capacity into onc
~ third the present level.
'©)  Integrated collon processing factory (Osh Cotton Factory): To consolidate the
cxiéting capacily over all the processes into one third the prcscnl‘lcvcl'.
d) Infegrated wool processing factory (Kanvol-Nootu): To consolidate the cxisting
capacily into onc half the present level.
¢) Integrated knit factory (1lbirs): To divest into smaller specialized manufacturers.

3) Financial assistance 1o supplement working capital
As scen in the textile industry as a whole, the shortage of working capital prohibits
the purchase of raw materials and machine companents, resulting in shorter operation
and product defect duc to poorly maintained cquipment.  Bridge loans by public
financial institutions will be an cffective mcans to supplemenl working capital.
Financial sources required for this assistance arc cstimated at around $4 million for

purchase of raw materials, and another $4 million for machine parts.

4) Establishment of frade Organizzﬂion
To promote mutual support and information sharing among textile companics and to
scrve as & vchicle for export prometion, a trade organization such as Textile Industry
- Federation of Kyrgyz should be eslablished. :
The trade organization will be responsible for the following activitics, in addition 1o
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the sccuring of high quality raw materials, each of which will required MUT’s support.

5) Education and training related to corporate management and marketing
Most owners and managers of enlerprises did not have a chance to learn about
corporate management and markeling skills and tcchniques that arc cssential in markel
cconomy. Major cducation and training methods arc as follows:
a)  Overseas training ot world-class textile companics;
b) MIT’s training institute which provides corporate trainces with a varicty of
training including ficld expericence at a model factory; and
c)  Visiting consultation and assistance by advisors of the training instituic for

enterprises at their own facititics.

(2) Medium- and long-tcrm strategy
For the textile industry to compete in intcrnational markets, the following measures

arc required on the medivm- and long-term basis.

1) Eslablishment of model factorics
Model facilitics will be introduced 10 major factories in the wool, cotton, and silk
indusirics {(Kanovol-Nootu (wool), Osh Colton {cotton), and Ak-Jhibck {silk), onc fine
cach, o be used as a basis of improvement of production technology toward world
tevels. |
2) Improvement of the domestic distribution system _
3)  Alliance with forcign companics and atfraction of dircct investmient
4) Learning the skills related to produci planning, development of original fashion, and
market rescarch :
These skills, not required under the centrally planned cconomy, arc cssential in
markel cconomy. Efforts should be made fo lcarn and disscminate these skills
throughout the industry. '
'5) Introduction of polycster fiber production equipment
~ Polyester fiber products, currenily imported, arc cssential ‘materials for bnding
with wool or cotton. To cnsure stable supply of polycster fiber in terms of both quality
and volume, a small production plant with dairy production capacity of acound 5 tans
will be constructed to produce polyester fiber from imported material chips. '

B .
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5.5.2 Machinery and Electrical/Electronics Subsector

{1) Short-ferm strategy

As discussed in 5.4.2 (2), the study tcam sclected the subscclor as it is expected o
become a major export mdus]r} through restructuring which requites a cerdadin period of
time. In addition, the subscctor includes poly-crystal silicon production which needs 10 be

promolcd urgently to capitalize on worldwide demand for silicon wafer.

1) Qpcration of Tashkumyr Polycrystal Siticon Plant .

As mentioned in Chapler 4, the Tashkumyr polyerystal silicon plant wilt become
operational if additional investiment of around $20 million is imade. For this purpose,
alliance with a foreign company with related technology and funds is the feasible way
to complete the plant. Although the plant has various other problems, priority should
be placed on carly completion of the plant, which requires invesiment. By start of the
plant operation, 600 {o 800 metric tons of polycrystal silicon can be produced annua'lly.
The product can be exported as materials for solar battery or for feed for production of
monocrystal siticon, and at least $30 million per annum of income witl be expected. On
the other hand, regarding the production of monocrystal silicon in Orlovka plant should
focus on production of larger diameter of ingot (the current 6-inch to 8 or more inchcs
in diamecter) and/or volume production of solar battery as the medium-term steategy.

" Mcanwhile, long-term strategy is production of sémiconductor products (1Cs).
Either of the cascs, however, technical and commercial tic-up with partner(s) in the.
- advanced country is pre-requisites. | |

2) Improvement of ccapacity utilization rate for existing factorics.

" Although they require rehabilitation, the existing factorics should be operated as hr
as they can for the time being. Their capacily utilization rates can be boosted by
manufacluring products that meet demand in the country as well as ncighboring
counlrics, as monitorcd on the basis of market study.

' 3) Lstablishment of trade organization
A frade organization (a tenfative name "Electric-clectronics Machinery Industcy
Assaciation: EMIA) will be established 10 serve as a procurement and marketing arm of
the industey: (product markeling and procurement of maferials and parts), a place for
information exchange within the indusiry {procurcnicat, machine repair, new cquipment
and investment, idling facilitics and cquipiment, and product informaltion), and provide

financial service including financing and toan guarantee for financial institutions.



4y Market research and exploration
Market study and development activitics should be started as industry-wide cfforts
in additien to individual cnterpriscs. These activitics will determine the direction of
product planning and design, and investment.

5) Management education on corporate management skills
After privatization, cnterprises arc required fo assumc management funclions, and
managers arc expected to learn corperatc management skills.  In paricular,
procurement and sales functions cannot be learncd from the government and need to be

mastered by sclf-help cftorts of individual enterprises.

6) Listing of key production techniques, facifitics and cquipment, and human resources
owned by individual cnterpriscs _
This is required to proceed with reorganization and reallocation of equipment and
manpower refated 1o key praduction techniques, such as electroplating, die making,

plastic molding, casting, and hcat treatment, owned by individual enterprises,

(2) Medivm- and long-term siralcgy
1) Corporalc restruciuring
Restructuring will be carricd out in the following three arcas:

a)  Consolidation of enterpriscs: Enterprises in this subscctor arc generally Jarge in
size and sharc many production processes (key production fechniques) with cach
other, Their machinery and equipment is similar, At present, thése machinery and
cquipment arce operated at below 10% of full capacity. Thus, consolidation of these
cnierprises having duplicated resources is desirable to ensurc the effective use of
resources in the industry,  The consolidation process will involve a lot of
coordination work to determine which cnterprises will survive 1o maintain resources,
which facilities and cquipment will ‘continuc to be uscd, as welt as demand forccast
for products and cslimalion of production capacily. o _

b)  Divestiture of enterprises to cstablish specialized manufacturers: Reorganization
and reallocation of cquipment and manpower related to clectroplating, dic making,
plastic molding, casting, forging and heat trealment should be promoted in an
attempl 1o create enterprises specializing in cach process, In fact, the industry has
alrcady started such move and FRUNZE has sold approximately 10% of machinery
and ecquipment 10 31 private cnlerprises through auction, which are operaled as
outside processors. This is regarded as a model case for this subscetor,



¢) Consolidation of production capacity: The rapid decline in production has left
most cnferprises to hold cxcess capacily. To rcduce fixed costs and raisc
productivity, existing facilitics and equipment should be cvaluated from their need
for operation, and disuscd oncs must be sold or etherwise disposed for efficicnt

capacity ulilization.

2) Prcparation for expansion of export
This will involve the strengthening of trade statf, the development of product sales
and service neiworks to the CIS countrics, and the upgrading of transportation systcms.
Significant financial commitment involved wilt make it desirable to be carricd out by

tradc organization, rather than a single enterprisc.

3) Major investment

As exports to neighboring counirics grow to a cerlain lovel, investment for capacity
cxpansion becomes necessary.  In addition fo the addition of production lines,
investment related to productivity and quality improvements will become desirable. At
this stage, busincss cxpansion to parts production as well as clectronics will be
considered.

5.8.3 Food Processing Subsector

“This subsector has been selecied as the import substitution type. In the short run,
cfforts will be made to build up capacity o mect domestic demand, and if an opportunity
. ariscs, the subscetar should devetop to the export industry.

{1) Short-term strategy
1) - Strengthening of alliance between related ministrics
To cffcclivcly lcad the food processing industry, the Ministry of Agricullure must
have basic functions including the monitoring of producers, collection of statistical data
on production of raw materials, the establishment of treatment and processing
technologics including "pnsi harvest,” hygicnic control, policymaking, and budgeting.
It is recommended to organize a council consisting of related minisiries and agencics

for this purposc in order to cnsure effective inter-ministerial linkage.



2) Improvement of the distribution system
Analysis of the situation indicates that, if the adequate distribution system was
avaitable, a significant loss of products between producers and consumers could have
avoided to reduce imports far below the current level. 11 is an urgent fask to develop a
distribution system including the cold chain in order to make agricultural products

effectively available 1o primary consumption and processing.

3) Hygienic education for safc food supply
The food processing industry is imandated to supply safe products to consumers in
addition to stable supply. In particular, cducation on "Good Manufacturing Practice
{GMP)" needs to be promoted for the food processing indusltry.

4) Localization of key agricultural products
Major chicken farming and cgg production complexes in the country have been
forced to discontinue production duc fo poor performance caused by povernment
conirol on pouftry and egg prices, the shorlage of feed caused by insufticient working
capital, and the lack of animal medicine (mainly antibiotics for prevention of infectious
_ dlscascs) Domestic demand is now mostly met b} imports from Kazakhstan.Alse raw

@ milk for dairy products is in shertage.

Production of basic agricullural products inctuding chicken, cggs, and raw milk
which can also be used as processing malerials, needs to be rcsumcd as cdrly as possible

for the purposc of swmg forcign curiency.

{2} Mcdium- and long-term strategy
" '1) Establishment of trade organization
2) Market study and development
To be prepared for exports to ncighboring countrics, market study and development

aclivities ncéd to be starled.

5.5.4 Other Industrial Subsectors

(1) Short-term siratcgy
1) Furand leather industry
Since the domestic market is the industry’s major target, development of a

distribution system for raw skin and produclts is required.
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2) Sheet glass and cement industries _

Both industrics are capital-intensive and cannot maintain high capacity utitization
rates by relying on the domestic market alone. To foster these industrics, therefore, the
development of intcrnational competitivencss halds the key.  Actual mcasures will
consist of (1) rationalization of individual cnterprises, (2) introduction of cffcclive
energy saving measures, (3) pracess improvement, (4) local praduction of raw materials

and fucls, (5) product diversification, and (6) market development and sales activity.

{2) Mcdium- and long-term strategy

1) Development of new industrics utilizing unuscd industrial resources

tn particular, the usc of coal and non-metallic mineral resources will be emphasized.
Industrial products to be produced will be mainly those sold to the domeslic and
regional markets. Government support required for these developmient projects will be
assessment of resources, product development and commetcialization, and development
of related infrastructure.

implementation of the industrial project entails the govermmnent’s broad-based
support. In particular, MIT’s role is very important, and govemment reforms to
maintain the support system, logether with an outside support: organization, must be
accompanicd. At present, it is very difficult, if not impossible, for the country’s
cconomy o promote these development projects, so that cooperation of industrialized
countrics and inlernational organizali()ns is essential and will have to be requested, bath

cconomic and technical, as far as possible.

5.5.5 ldentifying and Fostering Non-Resource Based Industries

(1) Long-term strategy ,

~ "Non-resource based industries” in the industrial scctor mean the advanced process
industry bascd on advanced tcchnology, various knowledge-based design services, and the
software industry. All of these industries receive huge investment in indusiralized
countrics for product development, which largely depend upon human resources, so that
Kyrgyz has some development potential.  In Kyrgye, continuous activitics mobilizing
universitics and  rescarch organizations arc cssential.  In particular, an organization
consisting of representalives of related ministrics and agencics, research institutes, and
universitics, having the mission similar to the concept of “next-gencration technology
development organizalion,” needs to be cstablished for this purpose by allocating sizable
funds.
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Table 5.1.1 shows presumed implementation plan of suggested industrial projects

development.
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6 Policles for Conducting Industrial Development Programs and
Proposal on Institutional Aspects

6.1 Industrial Development and Promotion Policies

It is an important duty for the government to establish necessary framewark of sysiems
to make Kyrgyz industry revive with their own idea and cfforts and to improve cconomic
cnvironment to enable Kyrgyz fntluslr}' to perform sound manageinent,

Figure 6.1.1 shows the modeled economic structure of Kyrgyz Republic. By
implementing the government policies encircled in the figure and various other policics
and reforming industrics with their own cfforts, will lead to increase of investment—
increase of production (include changes in quality) —increase of employment—iicreasc of
income—increase of purchasing power—>increase of consumption—increase of GDpP->
~increase of tax revenue. Thus the Tlow of cconomic structure should be changed to upward
~spiral of increase of production—>activation of frade—>increase of net export->increase of
GDP.

To that end the micasures put in the for circles in Figure 6.1.1 arc essential and the

reformed government organization should play active rofes to realize them,
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6.2 Reform of Administrative Structure

6.2.1 Strengthning of Policy Making for Development of InduStry and
Foreign Trade

(1} Nccessily of unifying policy planing and implementation for. both industry and
forcign trade
In order for the Kyrgyz cconomy to develop and increase GDP it is indispensable that
the production of the manufacturing industry increases, export of high value added
conimoditics increases and accordingly NET EXPOR'T becomes surplus.

For the development of Kyrgyz cconomy, the policics associated with industry,
forcign trade and foreign investment should be drawn up comprehensively and carried out

concretely by onc winistry.

In terms of function and role, MIT is not given the function as the sole governmental
institution 1o decide policics for industrial development and forcign trade and to implement
them.

Industrial and forcign cconomic policies arc made up at a specific department in the
Ministry of Ecanomy which took over ihe organization and statts from former GOSPLAN
and MI'T is positioned as a substantial understructure as i used 1o be, which executes what
is decided by the Ministry or only to be questioned by the government on the result,

The Stidy Team proposes thal the new administrative office ‘which bears the

“responsibilitics of the above issucs shoutd be established.

Stch new organization bears the following principal function and role.

1} Drawing Up and Exccution of Industrial Development Policy By making reference
1o the resulis of surveys of ADB and JICA Sludy:'l‘cam, it draws up a long ferm
industrial development program, In the short run it cvaluates ficlds and cnterprises
from the standpoints of domeslic and forcign markets, environment for investment,
resources, SWOT, nalional stratcgy and so on. Then it scleets the fields (cnterprises)

~ of priority to be supported and takes developing and supporiing measurcs for

~ enterpriscs which will be possibly rehabilitated.  The new organization is also in
charge of control and guidance of cach indusirial sub-sector and enterprises as well as
industriat statistics.

2)  Working out and implementation of foreign trade and foreign investment policies
as well as making trade statistics
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3) Improvement of Law System (introduction of commercial law, trade control,
customs, industrial standard, regulation for environmental protection for manufacturing
industry and so on)

4) Finance (Finance by the Bank of Industria!l Development and Foreign Trade
instituted separately as an understructure of i1, and Recciving Window for aid and
credits from international finance institutions and those between two nations)

5) - Inviting and recciving window for forcign investment

6) Information and consulting scrvices for domestic and foreign enterprises (through
scparatcly ¢stablished forcign trade promotion center)

7} Investigation and preparation for signing of trade and customs agrcements with
foreign cauntrics and for participation in WTO and ITC and other subjects

8) Reflection of intention of enterpriscs into policies (consultation wilh industrial
associations to be organized by sub-scctors)

9) Nurturc and support of small and medium-sized enterprises.

(2) Necessity of Unilying the Control Scope of Industrial Policy and Controlling -
Enterpriscs ' : o
 The present MIT controls only the ficlds which were under the control of the former
orgamzahons unificd into MIT. While the number of the enterpriscs which MIT controls
account for more than 60% of the total number of industrial enterpiiscs, the output of thesc
enterpriscs was only 15% in 1995 and 27% in January-April in 1996 of the total output of

the Kyrgyz industry. : :

This is bccause a part of statc administrative orgdmzaimns in the industrial field
became independent, in the course of privatization; accompanicd with the cnlerpriscs
which had been under their control and ‘changed into state-owncd concern like
[KYRGYZALTIN]and [KYRGYZGOSENERGO-flDLDlNG], and into joint stock
company such as [KYRGYZKURULUSI!MA’I‘BRIALY] and agro-industrial complex

~|ENTERPRISE OF PROCESSING FIELD].

These organizations are in the enterprise group which will be pnvatlzcd step by step
from this year and they should not play an administeative role at the same time, aml should
be pul under the control of newly unified orgamzation

(3) Desirable Organization of the New Organization as well as Sccuring and Nurture of
Mcn of Talent
The new organization will become the single government organization to draw out and
implement industrial policics, and naturally it nceds new organization and talented persons
to fulfill its ncw roles,
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1) The organization should be simple and flexible,

2) Strengthening of personncl should be conducted by'sérccning systcin according to
the rcqu'ircd ability for the position. Those who arc not suitable for the functions to be
achicved by new organization with old way of thinking should be helped to find other
jobs, and replaced with a number of young and passionate economists and lawyers.

3) ‘The role of Deputy Minister will be to work out policics from broad point of vicw,
ncgotiate with the government and- the congress, ncgotiate with forcign countrics,
pursuc human development, cte., and most part of his former duty and authority will
be transferred to division dircctors.,

4) It should exchange personnel on loan with other ministrics, state agencies and
private cnterprises, so that these personnel of it may acquire broad knowledge and
cxpericnces.

5)  Employment of new staffs should not be made through personal connections but

| through wide advertisement and on the basis of cssay examination including forcign
languagces.

" 6) It should promote fraining of its statls cither inside or outside of the Kyrgyz
~ Rcpublic, or inside or outside of it. The gualification for promotion to the position

should be cslablished. @
A structure chart of the new organization is shown for reference in Figure 6.2.1

6.2.2 Administrative Reform

~ The government of the Kyrgyz Republic is currently required to reform its structure
as the most important issue of itself, making itself more efficient and functional to
reduce the budgetary deficit and fudfill the duties of the new rolls.

The existing administrative siructure and roll of cach government office need drastic
~review. #t is rccommended that sweeping reform of administrative struclure be examined
from the following points of view.

(1) A large reduction of the number of ministrics and state agencies which is now 21 by
putting together their averlapping or common roles is proposed and provide them with
* responsibility and authority of policy planning, implementation, and budget exccution
in the fickds under their control
(2) Siniplification of organization of cach Ministry and Statec Agency
(3) Extensive reduction of the number of manageriat staffs
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Flgure 6.2.3 STRUCTURE OF NEW ORGANIZATION
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6.3 Fiscal and Financlal System
6.3.1 Financial Sector

(1) Establishment of Privatization Promotion Fund within SPF

In order to rebuild the Kyrgyz cconomy, a successful completion of the privatization
of the remaining stale owned ¢nferpriscs, cfteclive pri\?zitizalion of thosc that arc privatized
in form only and cxpansion of those enlerprises that have been privatized must sll take
place. Thosc cnferprises that have no prospeet of recovering profitabitity or vo strategic
reason for being, should quickly be subject to liquidation.

The State Property Fund nceds to establish a Privatizalion Promotion Fund within
SPA, funded from the proceeds from the sale of state owned assets, to underiake such
function. 120 MM Somme gathered through the prior privatization up through last year,
has been taken into the national budget to reduce the government deficits.  The funds

should properly be used for the promotion of the success of the privalization program.

SPF has accumulated vatvable knowledge and  cxperience  through previous
privatization.  In addition, SPF has 16 ERRA experls who have absorbed ‘much
international experience working under the World Bank program, and there arc sufficient
skills within SPT 10 undertake such tasks,

(2)  Establishment of the Industrial Development and Foreign Trade Bank {(“IDF17)

In order (o cncourage the expansion of trade, governmient support for financing is
needed for export and import financing, long term guarantee facilitics for cquipmenl
imports. - At present the Kyrgyz banking system docs not have the capacity to provide
these finmncing. - A new bank to finance the growth of sirategic industry sectors and
expansion of trade is required to fill this function.

(3) Banking Scclor Resiructuring .

" FINSAC implementation has been delayed and now expected to pass World Bank
approval shortly. This is an ambitious program to progress the reforms including
legislative and tax amendments. The banks must use the FINSAC program cffectively as
an opportunity to address the bad loan problem and reestablish itsclf as a forward looking
institution. The capital basc of the banks must be forilicd and the increase in the
minimum capital should be accelerated and the target level brought to a 100 Million Som
level.
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Banking is an industry where size can be cquated with safely. The emphasis should be
on the consolidation of the sector.  Rather than 17 or so banks, the cconomy will be
benefiled from having 6 - 7 large capable banks with large capital bases and lending
capabilitics,

Kyrgyz banks lack market focus and nced to more aggressively embrace markeling
discipline in addressing ils business. The fundamental business of the banks is to gather
deposits and ulilizing these resources to make loans. ‘The banks have been passive in
lending and this has {0 be changed. Loans should be productively marketed to target
customcrs who fulfill the bank’s desired profile. The banks must go and seck customers
whom the bank considers dcsirablc: There will be, then, natural competition which will
take place to capturc that customer. This will force the banks 1o become more creative in

new product development, competitive pricing and o vastly improved loan portfolio.

Introduction of management techniques is crifical and at fhe same fime, a change in the
mentality of bank management must take place. A way of achicving this is to have several
selected banks confract with banks in the Western cconomices for 'sccondmcnl_ of a
management team fo the Kyrgyz banks. Under the scheme, the banks will be managed by
managers seconded to it from the Western banks. The administration, credit, audit, control
and marketing of the bank will be overhauled and restructured to meet with the nceds of
the market cconomy. As the systems take hold, the senior management functions will be
gradually reveried to local staff {preferably to new manageient who have modern banking

- skills) and return 1o being locally managed.

A new banking association which is industry wide and mutually funded, should be

formed. Its initial focus should be hiving a public refations consultant te design a publicity
program 1¢ promote public confidence in the banking system. The association also is an
excellent means by which basic banking skills training programs can be provided to the
young bankers in the industry, It is also the natural interface with the government and the
lcgisialurc in cnsuring that the intcrests of the banking scclor is protected in future

legislative and tax reforms.

(4) NBK Bank Supervision
NBK has to develop further bank supervisory and screening skills. Ongoing audits
must be strengthened, particularly in view of the many smatl banks who lack such skills in

housc.
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(5) Decposit Mobitizalion

The banks” have not been able to successfully attract corporate and consumer deposits
duc to the inflationary environment and more importantly, duc 1o the total absence of trust
in the banking scctor on the part of the depositors.  ‘The public must be made aware
through pamphlets, television advertising and ether mass incans that deposit insurance now

exists, and what the insurance offers and what the limitations are.

(6) Emerging Capital Market
The trading system and rules must be reviewed and revised so that the listed shares can
only be traded on the exchange and by registered brokers. A share registration system
should be revised and a system to record on a timely basis all transfers of ownership be sct

up and an cstablishment of a depository system be cstablished.

In order to promote the market trading and the use of the capital market in raising
funds, taxcs on capital gains resulting from the buying and selling of listed sharcs should
be made exempt. Tax incentives can be given to companics who list their shares on the
cxchange as well as en the finiancing activity itsclf through a favored tax treatment.
Relaxation of listing restrictions should be reviewed in order 1o increase the number of

listings and a formation of an Over the Counter market be considered.

Modernizalion of accounling practices and disclosurc of corporate information are

nceessity in oxpanding public participation in the capital markets. The USAID project to-

modernize enterprisc accounting process should be expedited o achicve this end.

(6) lcasing Industry

in a capilal short cconomy cquipment leasing can be an efficient means to finance
plant and machinery. This can be one of the vehicles to filt the long term financing gap.
In order for leasing industry to function, Kyrgyz legistative environment must be stabilized
with ‘a workable commercial and bavnkruptcy laws in place to profect the asscis of the

fessors.  Tax policies must favor capital goods investments through both accelerated

depreciation and perhaps an introduction of a fax credit limited to the leasing industry, A

joint venture with a forcign teasing company would be an appropriate starting point with

the forcign partner providing capital and expeitise.  Over time the local induslry witl -

devetop and the reliance on forcign parficipation will decline.
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6.3.2 Tax and Fiscal System

A new Tax Code is cxpected to be implemented shortly, The new Tax Code also
means rather drastic changes in the way the businesses account for their activitics when the
full switch over to accrual accounting takes place and there will be much confusion in the

process.

{1} Capilal Gains Taxcs

In order to pramole the growth of sccondary trading in sccuritics, parlicularly, cquilics,
fhe tax treatinent for dividend income and capital gains must be amended. This will
encourage stock investments which will encourage further growth of the stock exchange.

This will mecan a greater access to direet financing for the enterpriscs,

(2) Taxcs On Interest Income

Intcrest income on small savings, say less than US $20,000 should be tax free to the
deposit holders.  Treasury bills are tax free, but the access to treasury bills is severely
limited and not available to the public. Tax frec government bonds can also be used to

aftract money [rom the parallel cconomy.

(3) Mcans Taxes
The road tax should be incorporated as a part of a gasoline tax as usc of gasolmc is
much more closely related to utilization of the road and the benefils from the utilization,

(4) Tax Administration

The administration, the collection and the enforcement of lax nc¢ed to be strengthened.
The tax inspcctors must be trained and fully up to date on the new Code. Measures must
be faken to improve the conditions of the fax inspcctofs or the guality of the inspectors
themselves so as to minimize the incentive for abusing the position and pbwcrs, which

scems 10 be common unider the current system.,

Penal codes must be established in order to punish those who cvade taxation and in.

return a discount or a favorable freatment given to those who promptly file and pay taxes.

Tax ¢vasion should be a crime which carry prison senténces and nof just a finc as i should

be scen as a criminal activity.
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(5) Tax Incentives

In principle, all income shoukl be treated cquatly, but for activilics that have
identifiable strategic value to the cconomy should be protected and given tax and fiscal
incentives.  Those would include tax incentives for plant and equipmeni investments,
export industry and investments in restructuring in strategic key industrics specified by
MIT.

In the cxport industrics, the utilization of the FEZ should be encouraged and matcerials
brought into the FEZ for processing and assembly into exportable goods are fariff and tax
free and the goods will incur taxcs only if the goods are brought back into Kyrgyz for local

salc.

In order to promote plant and cquipment modernization, accelerated depreciation
should be available to the enterprises in addition to the shortencd depreciation schedules
already contemplated under the new Tax Codes. Tax subsidics should also be given o
enterpriscs who have imported new technologics into the country o give incentive 1o
industry to imoderize the technology level in the country.

The industry in Kyrgyz nceds to undertake major restructuring.  The cosls and
investments associated with this is very high. The enterpriscs should be able to classify
these costs as an amorlizing asscl te be written off over 5 to 7 years as the enterprises will
not have profits for the first 1 or 2 years of the restruciuring.

In order to promote the small and incdium enterprises which comprisc the majority of
company populations in advanced countrics, a Tax Holiday should be introduced. A
newly registered enterprise would be exempt from paying taxes for the first 3 years and a

' grace period would be given to those cnterpriscs which arc already cxisting but
unregistered 1o register and’ qualify under the Tax Holiday. This will give them an
opportunity 1o return 1o the main cconomy without fear of penaltics. o

(6) ' Implementation of the New Tax Code
“The new Tax Codé, if and when passed, would be a major step foiward in reducing the
cffective tax rale. Just as important as the reform is the implementation and the acceptance

of the Tax Code. Jt not be an overstatement to say that, foday only the small minority fully

- understand the tax cade and how corporate taxes and other taxes arce calculated.
‘The goveinment has not invested sufficient time and money into tax payer education.
'This is an ongoing activity in cven the advanced cconomics and classes on laxes and its
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rolc in the government budget arc taught in the clementary and sccondary schools in
addition 1o periodic mass media advertisements.  Proper tax payer mentalily must be
instillcd in the cnterpriscs and the individual tax paycrs thraugh a well structured and casy
to understand public cducation system.

In rolling out the new Tax Code, preparation of a simplificd, anyone can read version
to be distributed to all enterprises and available fo the public is a necessity. The pamphlet
should be wrilten in everyday language withoul the technical verbiage and should explain
succinctly what taxes nced to be paid, how to calculate the taxcs to be paid and where and
how to pay it. The cmphasis is on simplicily. Using graphic presentations or comic type
presentations whatever is the most acceptable to the Kyrgyz people is encouraged.

Tax cducation is an ongoing nced and a up to dale tax cducation curriculum should be
cstablished fo be used. Such tools are the means by which future changes and amendments

can be announced.

6.4 Foreign Trade Promotion

The statistics of Kyrgyzstan shows that Krgyzstan imported a huge amount of Natural

- Gas, Gasoline and Dicsel Oil. For Kyrgystan which-is abliged to import considerable .
- poriion of cnergy resources carning of means of payment for import i.c. exportation is of

- absolute importance.

(1) Discovery and Development of Commodities _
The emphais should be put for the time being on the export of raw materials supphcd

in Kyrgyzstan and products made from them. Concretely Electricity, Nonferrous Metals,

Woal and Cotton and Textile Products made from them and Foodstu(f are conceivable.

On the next stage it is necessary to aim at the cxport of high processed and high value
added products without necessarily sticking to the sclf-sufficiency of the raw materials.
Concrelely Machinery , Electric and Electronic Products may pldy a central role.

Machincry on this stage does not mcan sudden consideration of such anc as largc scale
manufacturing or power generating plants but it is necessary fo aim at such machinery as
processing foodstuft which is cited above as the first stage products or small agricultural
machinery targetting agricultural products which arc raw materials of these pracessed
foodstuft. The long 1crm target may include manufacturing of such big machinery as power

generating, mining and cement plants but it is recommended to begin with steadily manufacturing

8-51



and exporting handy machinery.

(2) Discovery and Development of Market
It is rccommendable for Kyrgyzstan to diversify step by step her expoit partner
countries by classifying them as follows from the viewpoint of ciuergeney and time factor.

A. CiIS Countries to which Kyrgyzstan should’ continue to attach importance:

{short/mecdiumy/long terim important export partner countrics)
Russia, Uzbekistan, Kazakhstan, Tajikistan, Turkmenistan, Ukraine, Berasus and
others '

B. Non-CIS neighboring Countries and Moslem Cowtlries in the Middle
East(medim/long levm imporiant export parinerr countries)
China, Iran, Turtkey, Afganistan, india, Mongolia, Pakistan, Saudi Arabia and

others

C. Advanced Counirics {countries to which to expand export from long term
view point): _
USA, UK, France, Germany, Haly, Ausiria, Japan and others

(3) Marketing, Product Development and Sales Activitics
Enterpriscs should do ‘its best to acquire the capability of marketing, products
development & manufaclu'ring and sales.Onc of the effective means for this is the
 introduction of forcign capital and technology as stated later. : '
Along with getting assistance of foreign capii'a! and tcchnology, it is an uscful way for
Kyrgyzstan to despatch official and civitian spccialists to such Southeast Asian countrics
- as Malaysia, Thaitand and Victnam which have recently achicved rapid development by
utilizing infroductuon of foreigh capital and technology as lever and to make thesc
specialists study in detail the successful examples of these countrics.

(4) * Setting Instilutional Framework in Order
Strong povernmental support is needed, effort of enterprises being a matler of course.
Two kinds of govchuncn!al support can be thought :

1) Support centers around privilege measures in tax system given fo export
confributing enferpriscs and export praducts.  Various measures arc conceivable like
exemption of various kinds of taxcs for export preducts as well as tax reduciion for the
enlerprises which exported more thin a certain ratio of their sales turniover.
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2} Support includes the establishmeiits of following systens and organizations under
the governmental leadership and the positive fostering by governiment of such types of
industry as frading comnpany which are effcctive for export cxpansion,

a) Establishment of Trade Supporting Financial System
For development of forcign trade, inslitutional support such as export finance,
import finance and long-term credit is necessary.
As to this system pledse refer to the description made in 6.3.1 on The Bank of

Indusirial Development and Foreign Trade.

b) Establishment of Export Insurance System
The substantial portion of the trade among CIS countrics is conducted on barter
owing to incomplete system for scillement of bill as one of the main reasons.
It is expected that this sitvation will be regularized in time to usual foreign trade
- transaction accompanicd by scitiement of bill and export amount will increase as well.
But as a resull of this regularization the risk of cotlecting bill which at present Kyrgyz
cxporting enterprises bear 100% will also become bigger naturally.
It is required that such risks of exporters arc alleviated by introducing Export

Insurance system covering the risk of export bill collection,

©) Establishment of Forcign Trade Promotion Center
" The Kyrgyz people are handicapped in promofing forcign trade owiug'to such
reasons as that they had littte chance to conduct forcign trade by themsclves during
FSU times and the door was closed 1o the socicly of free market cconcxm:y. :

Staffs and cmployces of many enterprises naturally arc not awarc of forcign market
lendency nor of forcign countrics themsclves.  Many of them: naturally do nol
understand fo what extent their products are acceptable as commeditics in forcign
countrics. _ o |

~In the preent situation it is quite difficult for cach Kyrgyz enterprise to grasp the
conditions of foreign markels since they originally had not marketing and sales
division, '

In order to promote foreign trade of these enferprises, a semi-governmental forcign
trade promotion center nceds to be cstablished under the control of MIT by
investment of both the government and public sector.

This center should carry oul various foreign trade promotion activitics including
adverliscment of Kyrgyz products in foreign counirics, opening trade fairs,
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introducing overseas markets, window to receive forcign enquirics and so on.
Participation in ITC (International Trade Center)will be effective for getling such ‘
informaton as intcrnational commodity market.

d) Fostering of Trading Companics

Except some enterpriscs which adapt themselves to market cconomy, many of
Kyrgyz enterprises which were not in a position fo reccive orders and conduct sales
activitics have ncither cnough expericnee nor organization to conduct marketing and
husiness activitics like receiving orders, selling and collection of bills ctc.  Let alone
domeslic transaction, only a small number of cnferprises arc acquainted with such
aclivitics in ovcrscas transaction.  Now in Kyrgyzstan many small-sized trading
companics are operating but for development of forcign trade of Kyrgyzstan it is
desirable that from among these trading companics will grow generat frading
companics which acquired specialized know-how on forcign trade (ransaction, or will
grow specialized trading companics which are strong in certain districts and

commoditics, welt funded and in possession of competent manpower.

(5) Customs Union
In the negotiation with Russia for the participating procedures of the Customs Union

Kyrgyzstan should claim its intention as much as possible at least with reference to the

following points.

1) - Selting the level of Common External Tariff of Customs Union as low as possible

2)  Kyrgyzstan should make cfforts in order that the privilege measaures for foreign
investment may not move back.

3) | Kyrgyzstan may not become complex and irrational in course of adjusting. the tax
system to that of other member counfrics.

4) The effort of Kyrgyzstan to sccurc a frcchand in'its own fiscal and financial

policies is neeessary.

6.5 Foreign Investment Promotion
6.5.1- Concrete Measures for Promoting Foreign Investment

(1) Establishment of Laws and Regulations
For aflracting forcign investment it is important (0 1o cnact immediatelly the gﬁ

Commercial L.aw which is the standard of all the taws related to commercial transaction,
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The Kyrgyz Government has alrcady taken privilege measures for foreign investment
in Forcign Investnicnt Law. Howcver foreign investment in the sector of manufacturing
industry has not increased as expecled. It is nccessary o recxamine more attraclive
privilcge measures in order to attract foreign capital.

Further unification of ministrics and statc agencics of the government which controls
foreign investment is quite important. In case forcign entcrprises invest in Kyrgyzstan,
such malter as that they move from a number of ministrics and state agencics to others in

pursuit of approval should be climinated.

{2) Establishment of Frec Economic Zone (refered to as FEZ)

Sclective choice of cxport promotion arcas and cstablishment of FEZ arc effective in
both aspects of attraction of forcign capital and cxport promotion.

There exist similar areas in Malaysia (Free Arca-FZ), Thailand (Export Processing
Zone-EPZ), Philippines {Export Processing Zone-EPZ) and Indonesia (Bonded Arca) and
these arcas have contributed to introduction of forcign capital and exporl prometion.,

(3 Establishment of Foreign Investment Attracting Center

"The advancement into Kyrgyzstan of private enterprises which occupy almast all of

forcign capitals is naturally subject to possibilily of profil making there. When foreign

capitals consider to locatc in some counlrics, they examine the demand for their products
in the domestic and surrounding markets of target counlry, sccuring of competent and low

“cost labor force, quantity and price level of resources and raw material, situation of putling
‘in order of infrastructure, tax incentives and so on. Kyrgyzstan should show forcign

capitals concretcly detailed information and wmerits of Kyrgyzstan over competing
countrics and atlract them positively. '

In addition after location in Kyrgyzstan of forcign capitals such careful and helpful
afterservice as support for securing engincers & workers and raw material & component
cte.,consultation for management of fax matters etc. arc nccessary. - For giving such

services,too, cstablishment of forcigﬁ investment attracting cenfer should be considered.

6.6 Distribution and Transbortalion
6.6.1 Distribution

The present distribution system in Kyrgyzstan is in course of shifting from the stalc-
operated system in [FSU limes to the system filting market economy and accordingly the
suvilable distribution system for cach industrial subsector or cach product group is not yet
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established.

One of the major principles of distribution in market economy is to minimize the
number of steps from manufacturer to consumer and shorten the the necessary duration of
time. It is nccessary to build by trial and crror the most suitable distribution system for
cach group of commodities. The characteristics of a desirable distribution system is
writlen hercunder.

1) Differentiation and establishement of wholesale and retail
Distribution system is usually composed of wholesale and retail funclions, and it is -
nccessary that those two functions differentiatc and cach of them cstablishes itself.
2) Spccialization
Since there are various and different features for cach commodity, it is desirable that
specialized wholesaters and retatlers exist for cach commodity.
3) Minimization of timewisc distance between manufacturer and consumer
Minimization of the distnce through rationalization of {ransportation and storage cfc. -
as well as such rationalization as minimization to the utmost of the number of stages
Jinsidc wholesale system arc necessary.
4) - Indcpendence

LCconomic activily is :composcd of three clements of production, distribution and
consumption. Ambong these clements distribution has independent economic and social
function different from produciion, that is, of adjusting place, time and demand &
supply between manufacturer and consumer. '

6.6.2  Transportation

(1) Road transporiation: Concentralive spending of stale budget for construction and
repair of the north-south route connecling Bishkek with Gsh is necessary.
The Bishkek-Sary Tash-China-Karachi route is completed and experimental passage
will begin in October this ycar.

(2) Railway network: It will be an idea to cstablish a réilway company tﬁmugh joint
capital parlicipation of the five countrics of Kyrgyzstan, Kazkhstan, Uzbckistan,
Turkmenistan and Tajikistan because in FSU times the railway construction must have
been implemented from the viewpoint of whole Cenlral Asia. As the construction of
the north-south railway route in Kyrgyzstan gives benefit to other Central Asian
countrics 100, this routc can be qualificd as an object to be invested by the railway %
company jointly owned by five countrics.
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(3) Air route: It is nccessary to hasten establishment of regular air route connecting
Bishkek directly with Western Europe and Asta,
It is imaginable that in the future the more Kyrgyzstan will come to manufaciure
indusirial products of high added value, the more important air routc will be.

6.7 Promotion of Small and Medium-Sized Industry Sectors

As measures to dissolve the basic problems in small and medium-sized companics and
rcinforce their constitution, it is nccessary for the government to provide administrative

guidance and incentives as described below.

(1) Forming organization

An organization for fostering small and mcdivm-sized enterprises which are
vulnerable in the carly stages of foundation shoukd be sct up to: @ improve the sccurity of
those enterprises as a group, @ consolidate the strength of the enterprises as a group, and
@ let them reccive administrative support as a group. The above organization may be a
tradc association or an association of diffcrent trades, each association having bolh merits
and demerits. In Japan, associations of difterent trades arc prevalent. In the case of an
association of diffcrent trades, it is common practice that subcontraclors in diffcrent teades
cooperate with onc another to produce a finished product. In this rcspcéi, it is similar to
the "group of developing companics” (éasling, forging, machining, plating, molding, cfc.)
in the Republic. The trade association is a kind of cartel. [t is cffcctive as a measure of
sclf-defense, but it can be against the anti-trust law.  Because of this, it requires the
government lo_pr'o'vi'dc special escape clauses. Nevertheless, the trade association has a
number of merits. For example, it altows for the joint marketing of products and joint
procurcment of raw matcrials and the sharing of technical and market informalion.  With
the above associations as the recipient, the government can provide various promotional

and incenlive measurcs.

(2) Providing financial support _ o

The government’s institutional financing to small and medivm-sized companics is
implemented in line with its policy for fostering enterprises.  Because of this, the
governnient often pravides loans to priority ficlds and thereby guides enterprises in those
ficlds. As anothcr mcans of adminisirative guidance, a subsidy systen is uscd.
Institutional financing can largely be divided into two types: long-term financing (fund for
plant and cquipment investment) and shori-term financing (fund for operation). In cither
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case, the ferms and conditions for the loan arc more favorable than those of commercial
banks. In the Republic, most of the financial instilutions are still vulnerable as alrcady
mentioned, hence it is difficult {0 sct up new institutional financing agencics for special
purposcs. This problem may be solved by imparting a similar financing function to
appropriate financial institutions. With respect to the procurement of fund for loans, the
government should seck financial aid, including two-step loans, from international
financial organizations.

As mentioned carlicr, in order to compensale for the deficient security of small and
medium-sized conipanics, it is also nccessary to install a credit guarantce sjslcm and

cstablish a credit guarantec association,

{3) Providing technical support

Improvement in technology of small and medivm-sized companics which underlic a
counlry’s industrial structure cnables improving the level of the whole industry of that
country. Therefore, it is vitally important 1o improve manufaciuring !cchn'olo'gy, control
technology, design technigues, processing methads, jigs and tools; to automate production
processes and save labor; to develop new products; to reinforce prdducl compelitiveness;
1o improve production cfficicncy and yiclds; to create cfficient workshops, ctc. However,
most of small and medium-sized companics can hardly develop new technologics for
themselves because of shor!zlgés of funds and rescarchers and cngincers, insufficicnt

technical assets, lack of uscful market and technical information, research equipment, clc..

it is, thercfore, nccessary for the government to provide various measures to support those
small and medium-sized companics. In fapan, the following mecasures to support small
and medium-sized companics arc especially popular with many companics. They are: the
subsidy system for technical development; technical guidance provided by governmient
agencics and cxperts in various ficlds; and technical training provided by government
agencics.  Thus, it is commendable for the government of the Republic to install
technology-rclated organizations (fechnical training centers, national testing & rcsca'rch

institutes, vocational training centers, technical information centers, cle.).

(4) " Providing suppord to starl-ups

‘The governmient of Ihe Republic must aclivate industeiat investment by giving support
and incentives to private enterprises. In pzir(icfular, the projects that private companics
with small capital first undertake are mostly small in scale, hence require financial,
technical, and managerial support from the government, Thercfore, it is nceessary for the
government to install systems and organs to promofc the investment minds of private
enlerprises and provide extensive cooperation to them. To this end, an investment
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incentive system, special tax system, investment financing system, investment insurance
syslem, investment caunscling, subsidy for research and development, cte. will have to be
instalted.

(5) Providing support 1o market development

Because of small domestic markets, many of the industrial products manufaclured in
the Republic are exported, mainly to the neighboring countrics. In the case of small and
medium-sized companics, however, fow of them can carry out cffective markeling
aclivitics duc to weak sales organizations and lack of market information. As mentioned
above, by organizing a frade associalion, they will be able to do jeint market development,
ctc. Even so, the government should install suitable agencies to meet the needs.  In
particular, this kind of government support is indispensable for the development of export
markets. The aclivitics of the above government agencies include the participation in and
the holding of trade fairs, publication of bulictins, supply of market information, and

transfer of inquirics.

(6) Formation of supporling indusltrics
Supporling industrics consist mainly of small and medium-sized companics, it is

" necessary to decide priority guidelines for fostering them after investigating the actual
© conditions not only in the Republic bul also in the IFSU countrics, cspecially Russia,

Kazakhsfah, and Uzbckistan, which make up the common market bloc, It is the

' _inclatworking industry that is the most important among thosc supporling industrics.

Since the purpose of the above investigation is to forniulate a strategy which cnables the
Republic to establish a competitive cdge over the other CIS counlrics, it is desirable that
thc government carry it out as carly as possible,

6.8 Environmental Policy

‘There are concrete steps that can be taken 1o further ensure environmental prefection

‘while promoting industrial development. The recommendations by the Team are as follow:

(1) Ministry of Environmental Protcction
1) - Training: To the Inspection Department about how to evaluale the cnvironmental
passporis of cach enterprisc by faking into account the overall picture of industrial
contaminanis produced, location and densily of industries.
2) Pollution modeling cquipment/software: In order to assist the MEP to achieve
regional pollution management, the ministry must acquire pollution medeting software.
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(2) Other Environmenlally-Related Bodics
1) Ensure that the Center for Environmental Strategy has the capacily to promote
vertical and lateral coordination between the governmental bodics.
2) Equipment of compulcrs/software to frack cnvironmental data related to the
aclivitics under their bailiwick.
3) Infcgration of land planning and MEP offices at the oblast levels.

(3) Environmental Fund
1) Providing “start” moncy for the Fund:  Bcecause there is no possibitity in the
immediate future of the fund accumulating cnough moncy through the prescribed
channels, “start moncey” for the fund should be provided by an international donor.
2} Considering expanding the sources of revenuc.

3} Strengthening management.

(4) Manitoring System
1) Providing funding for monitering activitics frem the Environmental Fund or other
donor funding with an accompanying plan 1o turn over funding responsibitilics to the
republic budget as the economy improves;
2) Creating an environmental protection data basc that is compatible with the

enterprise registeation data base.

(5) Encrgy Poliéy’ : .
- 1) The republic needs to form comprehensive cnergy policy which will encourage

conscrvation: and optimize the most coconomical options in the republic.

(6) Toxic Wastes
© 1) Conduct thorough environmental assessments of enterpriscs.
2) ‘Identify the mcans to construct a trcalmenl/storage facility to deal with toxic

indusirial wastes.

(7) Production and Pollution Control Equipment
l) Source reduction;
2) Best Available Technology Economically Achicvable (BAT);
3) Special assistance in achicving compliance with environmental regulations (c.g.,
financing from the Environmental Fund). '
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(8) Environmental Center

To provide support to the other recommendations outlined herein, the establishment of

a center that scrves as an information clearinghousc and offers training and consulting
scrvices to cnterprises is greatly needed. 1t should be housed in a semi-independent
instilution, such as a university. A mix of financing from the government, enterprises

themsclves, NGOs, donor organizations and private foundalions is advisable.,

6.9 Reforms of Social Support Systems

(1) Policy Implications of Social Scctor Reforms

I is impossible to increase the wmount of spending for the social scctors. Thus, the

highcest priority should be given fo improvement of cfficicncy of social support systems
primarily by beller targeting -- clarifying scope of who should be supported to what extent.
Activitics of social scctor should be divided into follwing threc calegories.

Major policy options for cach type of social sector activitics are follows.
(2) Social Insurance _ _

There arc on-going rctorm programs for social insurance systems -- distinclion
between social insurance and social assistance, and introduction of registration system,
The reform aims to cstablish direct relation between cantributions (how much to pay)
and benefits (how much to receive) for social insurance. Thus incentives for
individuals to contribute to funds arc expected 1o be cnhanced,” In case of pension, it
is also proposcd that while a pension fund for a base benefils arc raised by
contributions from both énterpriscs and employces, a fund for additional benefits, if

- wanted, will be raised only by individuals. In long ter, it is under consideration that
shatc of conliibutions by entcrpriscs might be gradually decrcased to onc half.

(b) Social Assistance

Financial sources of social assistance ar¢ government's transfers.  The most
immediate problem to be addressed is that social assistance payments are not well’
targeied. Tt is quite unlikely that government revénue increases in the near future.
Thercfore, it is quite important fo inlroduce a means-lested provision of social
assistance and concentrate limited resources on the truly ncedy, especially poor
houscholds in rural arcas where dependency on assistance is most prominent.
Without this concentration of resources, social assistance allowances may not funclion

as policy measures to alleviate poverty.

5-61



{c) Public Social Scrvices
Regarding public social services it is important to introduce direct cost recovery
systcins (at least partial charges and fees) and supplementary waiver systens for low
income population. Especially in urban arcas, there scem to be a sizable group of
people that can bear costs of services. At present, there arc both formal and informal '
charges and fees for some services.  What mallers here ds the fact that there is no
explicit and fair waiver systems for the poor. Waiver systems could be designed as

patt of a means-testing mechanism for social assistance cligibility.

(2) Social Aspects of Industrial Development

With regard to social aspects of industrial development, agro-based industrics have
mosl immediate potentials o create new job opportunitics in rural arcas.

As data of incidence of poverly clearly indicate, poverty problems are most serious in
rural arcas. To create job opportunilics and thus mitigate income disparitics, it is necded
to promote industrics that have close linkages with agriculfural production.

At present, linkages between agricultural scctor, as sources of raw malcrials, and agro-
‘processing industries are not well established.  As-a result, demand for agricultucal
- products arc unstable, and thus, farmers loose incentives for production. GOn the other
hand, many processing faclorics arc cxperiencing chronic shortage of raw materials.
Linking supply from rural arcas and processing industrics is one option to mect needs for

‘both income generation in rural arcas and for industrial devclopment.

6.10 Promotion of Industrial Standard

(1) Practical Activitics for Promotion of Industrial Standards
In order to satisfy the requirement for standardization, if is neceessary to start following
activitics.

1)  To formulate and promote the use and application of National Standards rcqu.ircd
for the development of National Economy.

2) To pfomolc standardization at Association and Company lfevel in all sectors of the
cconomy.

3) To promote Quality Assurance in all sectors of the cconamy.

4) To promote and disscminate valid measurement practices at national level.

5) ' Tao provide consumer education and conswiner protection.

6) To cducate and train Industry/service personncl on concepls, 'pfacliccs and
technigues of standardization and quality management.

7) ‘To provide test facilitics and develop the National test capability.
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(2) Promotion of Testing Capability and Function of Gosstandard
it is urgent to promote and moédernize necessary equipment to Gosstandard because the
difficully is more than the Icvel they can solve now. Dspecially, cquipment in the
following laboratorics should be urgenily strengthened.

- Textile related testing and inspecting cquipment

- Equipment for analysis of food (including chemical analysis equipment)
- Measuring and metcorological cquipment

- Electric and clectranics related cquipment

6.11 Development of Quality Control Capability

(1) Need for improvement of quality control capability
1) Education of QC instructors
An educational institution will be cstablished and instructors will be invited from
foreign countrics to train local instructors. In particular, public institetions in the
_ industrial ficld, such as Gosstandard and MIT, should scnd their cngincers to the
(% _ institution for professional education. '
The first cadre of QC cducation will help proliferate QC cducation in the industrial
sector. A governmenl organization responsible for QC cducation will be established
and will send the graduates o various industrics, The organization should preferably
have the ability to provide consulting scrvice for QC aclivity in addition lo proper
educalion and training. -
2) QC cducation by function and position
3) Promotion of QC circle aclivily
4} Organization of the natienwide qualily contrel prometion body

6.12 Proposals on Human Development

(1) Necessily of Practical Educational Program _
The Ministry of Education and Science should probe into cvery problem and make up 7'
practica} program, for cxample, exact number of schoolchildren by grade and arca over to
2005 should be estimated and form a budget based on calculalion how many teaching
raoms and teachers will be needed every year, in cach arca.
Required number of students in cach specialized fictd shall be calculated to make
necessary rearrangement of universitics and their departments.



(2) Establishment of Institute of forcign languages
In view of the importance of future retations with Asian and other nations, it is
recommended content of lectures and studics be ciriched and improved; cstablishment of a
new Institute which aims at studying foreign languages and forcign countries.

(3) Requcst for Cooperation of Forcign TV Stations

TV shall be an effective methods to be most utilized to make up for shorlage of good
instructors and teaching materials. In local arcas the problem of insufficient language
teachers will not be solved for the time being. When they utitize TV they still have somic

problems.

(4) in-house Training
In order to make Kyrgyz cnterpriscs well adapted to market cconomy and
internationally conpetitive, change of mind for both exccutives and cmployces as well as

improvement of their ability will be indispensabile.

(5) Expected Active Approach of the Minisiry of Education and Science

While rectors and professors of newly cstablished universitics and exccutives of
SOROS funds arc cnthusiastic in wrestling with cducational reform, officials at the
Ministry of Education and Scicnce do not show zeal for reform, although there is some
trath fo their lack of budget.
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7 Development Programs and Implementation Plans

To actualize the industrial development vision proposed in 5.3, a wide range of aclions
are required, including organized export promotion initiatives, the cstablishment of trading
companics, altraction of foreign Investment, the development of expornt processing zones,
the establishment of an ad-hoc organization to supply industrial development funds, the
development of human resource development and vocational training institutes, the
cstablishment of trade associations, and enactment of related laws and regulations. This
scction outlines development programs to be initiated by the MIT and their

implementation plans.

7.1 Program Organizing Export Promotion Iniliatives

The program is cenlered on the trade promotion cenler proposed in 6.4.3. The center
is primarily responsible for a wide range of suppert for manufacturing enterprises as well
as small trade companies, with emphasis on provision of trade information; support related
to export/import procedures, support in the arcas of product design and packaging, support

-~ rclated to international markcting, task force to support markceting activity in specific arcas,

and collection and provision of information rclated to raw malerials and parts. In
promoting the ' program, including organizational and institutional cfforts, it is
recommended to oblain assistance and guidance from International Trade Center (ITC)
(headquarters in Geneva),

7.2 Program Eslablishing Industrial Development and Foreign Trade Bank

In order to encourage the cxpansion of trade, govemment suppoit for financing is
needed for expoit and import financing, long term guarantee facilitics for cquipment
imports. A new bank to finance the growth of strategic industry scctors and expansion of
trade is required to fill this function. | o o

'The outlime of new bank, Industdal Development and Foreign Trade Bank, arc:

Founder: National Bank of Kyrgyz (NBK) plus (MIFT, SPF, MOF)

Status: A government agency and should be a sovcrcigri borrower status

Capltalization: Som cquivalent of $30 MM

Lean Funding: Capital and two Step Loan {Two Step Loan from bilateral or
international agencies that arc cither project specific or that project
sclection is at IDFT discretion)
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Purpose: Promotion of the growth of Kyrgyz industry and trade through
extension of credit (in 2-1)} fo enlerpriscs in promising industeics and
exporters and importers under favored lerms and conditions. (Loan
applications will be screened under established guidelines but must
first obfain the cndorsement of MIFT)

Loan Limit: The bank will loan 70% to 100% of the project cost.

Management:  The management of the bank and loan opcrations will be under
guidance of forcign experis provided to the Bank under International

and Bilateral aid.

The reason why the Study Team nominatied NBK as the founder are as foltow:

Nccessary conditions for a receptacle bank for a Two Step Loan are: (i) size and
financial stability, (ii) knowledge and cxpericnce base, (iii) ability to gain international
confidence. The cx-slatc banks arc burdencd with the bad loan problems and the newly
cstablished banks are far too snall in size to fulfill condition (i) and therc arc no banks in
Kyrgyz which fulfill cither conditions (ii) or (iii). There no Kyrgyz banks that can fulfill
the role of the reeeptacle bank and a new bank, 1DEFT must be established.” NBK as the
~sharcholder will facilitatc granting the bank a sovereign staius (if necd be with a MOF or
'NBK guarantee) and with none of the bad lean problcms and the institution thus fulfills
‘condition (i) and partially (i1). It will not initially meet condition(iii}, however, with
assistance from bilateral donors or international agencics, it can retain forcigr consultants

and under their guidance accumulate the necessary experience and knowledge base.

7.3 Program Organizing Trade Associations

A proposal to organize trade associations in the subseclors is made in 5.4, Asa typical
example, major activitics of a trade association for the textile industry arc lisled below.

- All of them require MIT’s suppotl, and it is recommended to assign full-time personnel in

- MIT, for instance, within the Burcau of Light Industry. Also, some aclivitics should be
carricd out under cooperation belween the frade promotion center and the industry,

(1} Information exchange between upstream and dowanstream industrics;
(2) - Biring of infcrnational advisors in export promaotion aclivity;

(3} Forcign market study by sending business mission;

(4) Collection of market information;

(5) Display of K)-"rgyz products at infernational trade shows;

{6) Participation in international organizations;
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(7} Employment of tcchnical advisors from countrics having the world-level textile
industry;

(8) Establishment of joint procurement organization for sub-matcrials;

(9) Establishment of a muteal loan guarantee syslemn; and

(10)  Joint usc of machining shops and cquipment.:

7.4 Educational Program on Corporate Management and Marketing
Techniqies for Textile Industry Executives

(1} Overseas training:Exccutives of selected enterprises in Kyrgyz will be sent to
textile companics in Japan or Southcast Asia for several weeks leam corporate

management and markceting techniques that are essential tools in market cconomy.

(2)  Visiting cducation by forcign experls: Experts will be invited from Japan, India,
Pakistan, or other countrics where the textile industry is at an advanced level. They
will be sent by the MIT to manufacturers 1o teach factory opcration and management

techniques as well as marketing techniques.

7.5 Program Organizing Supporting Industries in the Machinery and
Electrical/Electronics Induslries

- A povérnment authority responsible for the program would be a departnicnt in charge
of SMSEs within Statc Property Fund will implement the following activitics:

(1)  Comprchensive survey for SMSEs in the industrial sector;

(2} Assistance and advice in procedural aspects of financial support, establishment of
the loan insurance program and medium- and long-term foans;

(3)  Support for vocational training; and

(4) Promotion of cooperalive efforts.:

7.6 GMP Education Program in the Food Industry

GMP (Good Manufacturing Practice) cducation in the food industry will be provided
to cnsure safe food production. This is considered as "proactive” to mect requircments for
future exports.
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7.7 Quality Control Promotion Program

There is the need for establishing a system to feed back the result of product inspection
to subscquent quality improvement and stabilization, A primary organization to promote
quality control cfforts should be organized within the MIT or jointly with the industry as a
major driving force for quality contro! initiatives throughout the country.

(1) Training in Japan _
Staff of the quality control promotion organization and corporatc managers in

production departments will be sent to Japan or USA for around three wecks to leamn

quality control techniques, in industrial rescarch institutes, and factorics of various

companics.

(2) Visiting cducation by foreign experts
Expeits will be invited from Japan and will be sent by the MIT to private enterprises
in arder to provide ficld instruction retated to quality control techniques and TQC activity,

and together with scminars, to promote industry-wide drives for guality awareness.

7.8 Support Program for Organizations Leading Technological Research
and Product Development

The program is designed to develop existing rescarch institutes and/or universitics into
organizations capable of cohducting R&D projects aiming at ulilization of local resources
and cstablishing product specifications, and supporting product development upon request
from the industry.
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8 Recommendations for Reform of Enterprises

8.1 Reform of Enterprises

Apart from some enterprises which have already adapted themselves to market
cconomy, Kyrgyz enlerprises arc faced with many difficult problems of which they muslt

‘reform and solve by themsclves the foltowing three issues.

(1} BPR (Business Process Re-enginecring)

It is nccessary to reconstruct business through participation of whole employces by
starting from hcaring opinions of their customers on the reasons why their producéts are not
salable, on the markets where they can find needs for their products and on the content of
these needs.

I is required lo change the busingss process into such cycle as Marketing —
Improvement of Quatity—>Sales Efforts->Increase of Sales Price—>Payment of Sabary-->
Enhancanent of Morale—Improvement of Productivity —Reduction of Cosi—> Profit
Making which will subscquently eanables the investment for production facilily as a result
of increase of profit. | |

(2) Reform of Enterprise Organization

In market economy it is the basis of enlerprise activity 1o manufacturc cffectively with
fow cost the products which salisfy consumers through connceting the demand of market
with recciving order and anticipating the market demand, to scll and deliver the products,
to collect the bitls and to make a profit, Lnlcrpnsc nceds the orgamzatmn and manpowcer
suitable to such enterprise activity.

The organization which Kyrgyz cnterpriscs are in need of now is simply speaking such
an organization which necds total 3 exccutive managers apart from president ic. 1 for
Marketing & Sales, 1 for Production including quality improvement and 1 for Finance &

‘Accounting and Personncl Affairs & General Affairs.

It is necessary to review the jobs of cnterprises and cs!abhsh at an carly sldgc the
siructurc nceded for the future growth. In casc cntérprises do not posscss inside
themselves suitable persons for requested jobs, they should dare to look for outside talents
through newspaper advertisement efe. In FSU times “Enterprisc was assessed by size.” but
in market cconomy “Entereprise is asssessed by huinan resonrces.”
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(3) Mind Reform of Mariagement

Managements of many cnferprises arc still in waiting atlitude. It is nccessary for all
thosc concerned 1o carry out marketing and sales activities based on their own foot like
visiting clients onc by one which scem possible to become their clients, like investigating
the recason why their products cannot be bought, how they will come to be bought by
clicnts, what kinds of other products can catch demand in markel, where they can find
markets for their products and so on. _

Then they should feed back the information obfained through above-mentioncd
activitics to the manuafcturing department, and then all those conceined should examine
how and at what price they can manufacture the products demanded in markets.

Management should take the lcad in above-mentioned activitics.  Through such
leadership of management it will be possible to draw out the intcligence and will of cach
cmployce and to caich an actual chatice for management improvement by knowing what
should be upgraded and so on in order lo gain access to actual orders.  (Majority of
managements in stagnant cn(crpriécs arc only looking for the recason for their business
depression without aftitude toward Ilow to solve difficulties and do nel take the lead in
facing difficultics.)

Practical recducation of MANAGEMENT is nccessary in order that enterprises adapt
themselves to market cconomy and go into orbit for reconstruction. The new MIFT should
carry out positively Management Training of cnterprise by geiting the cooperation of
overscas assisalance -institutions and by mobilizing the wisdom and expericnces of
domestic business exccutives who have already shown superior managerial capability.

8.2 Recommendations for Individual Enterprises

On the basis of the problem commonly faced by the indusirial subscctors of
Kyrgyzstan the Study Team made a scries of recommendations for reconstruction and
renovation of cach cnterprise in ANNEX-1 of this Report.

Foltowing is a list of enterpriscs, the recommendations of which are described in the
ANNEX:

(1) Textile Industry: Kanbol-Nootu
Osh Cotlon
Ak-Jhibek
Kasiel
Hbirs
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(2) Leather & Fur:

(3) Machinery:

(4) Electric & Elcctronics:

- (5) Silicon Industry:

(6} Food Processing:

(7) Other Industrics:

Ak-Bula

VLKSM, AIGUL, BUGU-ENE, MAILUU-SUU
Ak-Maral, Bulgaary

Semeter, Almech

Kadam, Alai

Kyrgyz Automash (KAM)

Drill Plant

Contro! and Mcasure Device Plant
Osh Machcnery Plant

Kyrgyz Car Assembling Plant
Bishkck Sclamash

OREMI

Ala-Too Holding

KEMZ

Mailoo-Soo Electric Butb Plant
Nur

{Other 12 cnterprises)

‘Tashkumyr Semiconductor Factory
Kyrgyz Mining & Refining Kembinat
Arpa

Maikémpa

Kainda Sugar Plant

(Other 11 enterprises)

Tokmak Glass

Kant Cement

Too-TEC

Tokmak Cardboard
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