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2003 Country Portfolio Review Mission for the Kyrgyz Republic
BACKGROUND PAPER
l. Introduction

1. ADB conducted its first Country Portfolio Review Mission (CPRM) in 2002.
Till then project monitoring had been carried out through mid-reviews as ADB’s portfolio was
small, relatively new, and performed satisfactorily. A closer and systematic review of project
implementation became necessary as (i) ADB portfolio has grown in size and complexity,
and (ii) the increasingly scarce PIP resources will be allocated based on project
performance. The 2003 CPRM is scheduled to be fielded from 1-5 September 2003. For the
first time, the CPRM will be conducted jointly with the World Bank so that the common
problems affecting the portfolios of both the institutions could be taken up more effectively
with the Government. These include issues pertaining to: donor coordination, counterpart
funding, prioritization of public investment program, harmonization of procedures,
engagement of domestic consultants for technical assistance grants, taxation of donor
projects etc. Project specific issues affecting the performance of respective portfolios of
these institutions will be taken up separately with the Government.

2. The overall objective of the CPRM is to assess the performance of the
country portfolio based on the analysis of key performance indicators using information
gathered during the review of individual projects. The Mission will present its findings to the
Government and agree on an action plan to mitigate the implementation hurdles to improve
portfolio performance. In doing so, the CPRM will work jointly with the World Bank as
required to: (i) review procedures and policies that cause implementation delays and
underperformance; and (ii) identify the major generic and cross sector issues in project
implementation.

Il Overall Portfolio Description and Performance
A. Portfolio Description
1. Loans

3. Size. The Kyrgyz Republic became a member of the Asian Development
Bank (ADB) in 1994 and began receiving assistance in the same year. The country has
received 21 loans with a total amount of $542.5 million equivalent (as of 30 June 2003). Of
the total loans one was cancelled without signing, eight loans have been closed and twelve
loans are ongoing. Of the 21 loans, seven are program loans totaling $224.3 million provided
support to policy reforms to facilitate the transition to a market economy. The remaining 14
are project loans totaling $318 million provided to support various physical investment
activities. At present, 11 loans with a net approved loan amount of $263.2 million are
ongoing. These loans have an un-disbursed balance of $156.7 million as of 30 June 2003.
All these loans were provided on concessional terms from the Bank’s special fund resources
called Asian Development Fund (ADF). Figure 1a and Figure 1b show the volume of annual
lending of ADB to the Kyrgyz Republic and the number of loans approved annually for the
period 1994 to 2004. The list of approved loans by sector for the period 1994-2003 is
provided in Appendix 1A.

4. ADB’s annual lending level began with $40 million in 1994. It reached the
peak level of $89.2 million by 1997. Thereafter, the lending levels fell slightly and hovered
between $65 million and $75 million till 2001. In 2002 lending fell sharply to $15 million
owing largely to the Government's policy of restrained borrowings as part of its debt
reduction strategy. This strategy envisages a reduction in the size of largely externally



funded PIP from about 6% of GDP in 2001 to about 3% of GDP by 2005. Consequently,
ADB lending levels are expected to be around $30 million in the medium term.

Figure 1.a. ADB Lending to Kyrgyz Republic - Amount, 1994-2003"
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Figure 1.b. ADB Lending to Kyrgyz Republic- Number of Loans 1994-2003'
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5. Composition. Appendix 1A provides the list of ADB loans approved from
1994-2003 and its sectoral composition as of 30 June 2003. The transport and
communications sectors accounted for the largest share of (26.7% of total loans) of ADB to
the Kyrgyz Republic, followed by financial sector (20.5%), and social infrastructure (19.0%).
Four loans were provided to the transport and communications sector in the amount of $145
million three of which ($140 million) for rehabilitating the strategically and economically
important Bishkek-Osh road. This road links the northern part of the country with the south
which is separated by Ala-Too mountain range. The first phase of this road is complete and
the loan was closed. Work on the second phase of the loan is scheduled to be completed in



2003 and the implementation of the third phase is underway. In the financial sector ADB
approved four loans ($111 million) of which three are program loans to support
Government’s efforts to improve: regulation and management of the banking sector, the
capital markets, corporate governance, enforcement of contracts with minimum cost, and
legal and regulatory environment for the private sector. Three of these loans are closed.
Five loans were provided to improve social infrastructure with focus on basic education and
its quality, management of the education sector, rehabilitation of schools and primary and
secondary health facilities, and provision / rehabilitation of potable water supply and
sanitation facilities predominantly in rural areas. In this sector, one loan was cancelled and
one was closed and the remaining three are ongoing. In the agriculture sector, which
accounts for 16.3% of ADB portfolio, the focus is on rehabilitation of irrigation and other farm
infrastructure, agricultural reforms, and promotion of credit unions in rural areas. Two of
these loans are ongoing. ADB portfolio has two loans to promote regional cooperation
among the Central Asian countries in the areas of regional transport and customs.

Figure 2. Sectoral Distribution of Loans by Amount
(as of 30 June 2003)
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Table 1. Disbursements and Net Resource Transfers
1999-2003

Amount in $ Thousand

Year Loan Disbursement Interest/Service Net Transfer
Charge of
Resources
A B (A-B)
1999 79,603 1.781 77,822
2000 21,361 2.342 19,019
2001 58,301 2.473 55,828
2002 27,201 3,0 24,2

Jun 2003 7,700 1,700 6,000



6. As of 30 June 2003, the cumulative disbursement to the Kyrgyz Republic had
reached $349.5 million, or 68.4 percent of the total loan amount approved. As of the same
date, the un-disbursed loan balance amounts to $161.6 million.

7. With the expiring of grace period of the loans taken in 1994 and as more
approach the end of their grace periods, net inflow of resources to the country will being to
fall in a modest way but will remain positive and significant for many years. The interest
payment of the Kyrgyz Republic have been increasing (Table 1).

2. Technical Assistance

8. Size. As of 30 June 2003, ADB had provided 51 technical assistance (TA)
projects amounting to $30.97 million. Of these 13 are project preparatory TAs amounting to
$9.09 million and the remaining 38 TAs for $21.88 million are advisory TAs for capacity
building, policy advise, institutional strengthening and training. The list of all approved TAs
by sector is provided at Appendix 1B. Twenty four of the 51 TAs were completed as of 30
June 2003. A list of all ongoing TAs by sector is given at Appendix 5.

9. Composition. The sectoral composition of the approved TA portfolio is
shown below (Table 2 and Figures 3). Almost a third of TA allocation amounting to $10.2
million was provided for miscellaneous and multi sector activities mainly in the form of
advisory TAs. Among these are strategically important TA projects to strengthen the
economic policy making capacity in the Office of the President, and improving the capacity in
Ministry of Finance to improve its project management and public investment prioritization
capabilities. The share of project preparatory TAs is larger in the assistance provided to
specific sectors. Advisory TAs in specific sectors are provided to assist in project
implementation by focusing on capacity building in the respective line ministries. In addition,
advisory support was also provided to improve governance in the private sector, judicial
reforms, environmental management, support for the preparation of the National Poverty
Reduction Strategy, and in a number of other areas. These advisory TAs provided high
quality technical inputs to the Government to assist in its effort to speed up transition.

Table 2. Sectoral Distribution of Approved TAs by Amount and Number
(as of 30 June 2003)

No. of Amount
Sector TAs % Million $ %

Agriculture & Natural Resources 8 15.7 6.450 20.8
Energy 1 2.0 0.310 1.0
Finance 5 9.8 3.050 9.8
Industry & Nonfuel Minerals 1 2.0 0.600 1.9
Social Infrastructure 8 15.7 6.080 19.6
Transport & Communications 7 13.7 4.290 13.9
Multisector 1 2.0 0.634 2.0
Others 20 39.2 9.5575 30.9

Total 51 100.0 30.9715 100.0




Figure 3. Sectoral Distribution of TAs by Number and Amount
(as of 30 June 2003)
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B. Portfolio Performance
1. Loans
10 Of the 21 loans approved, 11 are of various stages of implementation with an

un-disbursed amount of $161.6 million as of 30 June 2003. Portfolio performance can be
assessed by a number of indicators such as time taken for loan effectiveness from approval,
annual contract award ratio, disbursement ratio, and timely closure of loan accounts (Key
portfolio management indicators are at Appendix 2). The average time taken for approval to
loan effectiveness for the ongoing Kyrgyz portfolio of 11 loans was 6.5 months in 2002 which
was almost one month less than ADB average of 7.4 months. The time taken for loan
signing after approval was 3.4 months, the same as ADB average, but the time from loan
signing to loan effectiveness was shorter. The contract award ratio', and the disbursement
ratio’ are key measures to gauge the portfolio implementation performance. These ratios
are influenced by three sets of factors: the structural characteristics of the portfolio in terms
of its age and composition; generic country specific factors such as the availability of
counterpart financing, institutional capacities for project implementation etc.; and project
specific problems. Table 3 below presents time series data on contract awards and
disbursement ratios. The contracts award ratio (with program loans) decreased from 21.3 in
2001 to 13.3 in 2002 and compares poorly with ADB wide performance. Excluding the
program loans, this ratio was much smaller in 2001 (5.4%) but doubled to 10.8% in 2002
though still considerably less than ADB average of 17.9%. While structural, generic and
project specific factors are responsible for the low contract awards ratio in 2001 (see para
33), resolution of startup problems in social and agriculture sector projects helped improve
the ratio in 2002. Aggregate contract awards were $21 million in 2002, 96.6% percent of

' The ratio of contracts awarded/ actual commitments during the year to the value available for the
contract awards/commitments at the beginning of the year, plus the value of contract
awards/commitments accrued during the year under new loans, minus cancellations of uncommitted
loan balances during the year.

% The ratio of total disbursements in a given year over the net loan availability at the beginning of the
year plus the new loan amounts that became effective during the year.




target. This marginal shortfall was mainly due to the slippages in agriculture and social
sector projects. Aggregate contract awards are projected almost double in 2003 to reach
$41.9 million as the startup problems in social sector and agriculture sector projects and in
two road sector projects have been resolved and their implementation is expected to
accelerate.  Disbursement performance (with program loans), which was an impressive
30.3% in 2001 fell to half its level (15.2%) in 2002 which is less than ADB average of 22.2%.
Though less dramatic, disbursement ratio excluding program loans also fell considerably
from 18.5% in 2001 to 13.4% in 2002 which was also less than the ADB average of 16.3%.
Preliminary trends for the first half of 2003 show a 44.5% accomplishment of the years target
for project loans and 31.1% of the disbursement target for all loans. Disbursement
performance needs improvement.

Table 3 Disbursement and Contract Award Performance

Year Contract Award Ratio % Disbursement Ratio %
\With Program Loans |Without Program Loans |With Program Loans |Without Program Loans
Kyrgyz ADB Kyrgyz ADB Kyrgyz ADB Kyrgyz ADB
2000 6.6 20.0 75 17.7 11.9 20.5 13.1 18.3
2001 213 14.9 5.4 13.0 30.3 20.5 18.5 19.4
20020 133 22.6 10.8 17.9 15.2 22.2 134 16.3
2003 9.3 8.7 11.5 9.1 4.7 7.9 5.6 7.8
11 As of 30 June 2003, all 11 ongoing loan in ADB portfolio are rated

satisfactory based on the accomplishment of their development objectives, and
implementation progress. None of these loans are at risk or have potential problems that
could impair project objectives and performance. Table 4 below gives a summary of project
ratings (Details are at Appendix 3). These rating are based on a Project Performance Report
(PPR) system introduce by ADB in 1999 which assess project performance against

Table 4: Summary of Project Ratings

Program |l

No Loan No/Project Title DO IP
1 | 1529-KGZ(SF) Rural Financial Institutions S S
2 | 1547-KGZ(SF) Capacity Building in Corporate Governance and S S

Insolvency

3 | 1555-KGZ(SF) Education Sector Development S S
4 | 1630-KGZ(SF) Second Road Rehabilitation S S
5 | 1645-KGZ(SF) Social Services Delivery and Finance S S
6 | 1726-KGZ(SF) Agriculture Area Development S S
7 | 1742-KGZ(SF) Community-Based Infrastructure Services Sector S S
8 | 1775-KGZ(SF) Almaty-Bishkek Regional Road Rehabilitation S S
9 | 1853-KGZ(SF) Third Road Rehabilitation S S
10 | 1860-KGZ(SF) Corporate Governance and Enterprise Reform S S

S S

11 | 1926(SF) Regional Trade Facilitation and Customs Coop

Program-Kyrgyz

two major parameters:,(i) development objective (DO); and (ii) implementation progress
(IP). Project performance under each of these parameters is rated into four categories, i.e.
highly satisfactory (HS), satisfactory (S), partly satisfactory (PS), and unsatisfactory (US).
Since introduction, PPR criteria have been refined continuously to minimize subjectivity in
rating and to focus on the early identification of projects which are at risk. Implementation



progress is assessed on the basis of timeliness in loan signing, effectiveness and
implementation, timely availability of sufficient counterpart funds, cost overruns, compliance
with loan covenants, timeliness of consultants fielding, the number of staff days fielded for
project monitoring, etc. Given the increased focus of ADB on governance and
anticorruption, timely submission of audited project accounts and agency financial
statements (APA/AFS) is given a high weightage in project performance assessment.
Detailed rating of the performance of ongoing projects according to the above detailed
criteria are shown in Appendix 3. Two projects with a total of 3 flags each need closer
monitoring — Loan 1555: Education Sector Development, and Loan 1630 — Second Road
Rehabilitation. Of these the latter loan is expected to conclude in 2003.

12. An assessment of the country’s performance under the PBA exercise to
determine allocation for 2003 showed satisfactory overall progress. However to reflect the
limited absorptive capacity of the Government (linked to the high level of external debt and
PIP constraints), the program envisages annual base case commitments of only $30 million,
which is much lower than historical lending levels (averaging around $66 million a year from
1994-2001). The lending program for 2004-2006 consists of six loans for a total amount of
$90 million. The lending program will be supported by non-lending assistance, including a
TA grant pipeline of about $6.5 million. Additional projects may also be funded under the
Japan Fund for Poverty Reduction or other non-core TA funds. The non- lending program
will include assistance to prepare investment projects as well as advisory and capacity
building TA. It will complement the lending program by supporting policy reform and building
institutional capacity. The TA program is principally limited to areas/sectors where lending
activities will take place.

2. Technical Assistance

13 Of the total 51 approved TAs, 21 are ongoing totaling an approved outlay of
around $12.8 million. Five of these are project preparatory TAs and the rest are advisory.
The average age of ongoing TAs is 31.0 months as of 30 June 2003. In addition to
qualitative assessment of accomplishment of project objectives, three quantitative indicators
are used to assess TA portfolio performance: the time taken to sign the TA agreement, the
time taken to field TA consultants, and the delays in submission of final report compared to
the original closing date. Assessment of performance of ongoing TAs in terms of these
qguantitative indicators is given at Appendix 5.

14 The Government took an average of 1.9 months (ranging between 3.5
months to two weeks) to sign TAs after they were approved, much better than ADB average
of 2.9 months. The time taken to field consultants after TA signing averaged about 8.3
months after approval. This needs improvement as the ideal time for fielding should be about
6 months. But this masks the large sectoral differences in the time taken to field consultants.
The average time taken to field consultants was the shortest (4.9 months) in the case of
advisory TAs meant for capacity building and governance improvement. The delay was the
highest (25.9 months) in the case of TA 3531 — KGZ: Improvement of the Road Sector
Efficiency. On average, the fielding of consultants took 25.9 months in the transport and
communications sector, 11.7 months in the agriculture sector, and 6.5 months in the social
infrastructure sector ( details at Appendix 5). There was an average of 6.6 months delay in
the submission of final reports. The reasons for late fielding of consultants and delayed
submission of TA final reports need to be investigated.

15 TA completion reports (TCR) for 14 out of the 30 completed TAs are
available. These rate 10 TAs as generally successful in accomplishing their objectives. The
remaining four TAs are partially successful. Four TAs have been post evaluated, of these



two are rated as generally successful. ADB provides substantial technical assistance to the
Government for capacity building, institutional strengthening and project preparation in a
wide range of sectors. Frequent changes in senior officials in the ministries, reorganization of
agencies, transferring of personnel trained under the TAs have had considerable adverse
impact on the benefits of a number of the technical assistance projects. In particular, the
above factors impacted adversely on the objectives of TA: 2473 — Strengthening the Ministry
of Economy; TA: 2450 — Reorganization and Strengthening of the Ministry of Agriculture and
Food Processing Industry; TA: 3234 - Strengthening Aid Coordination and Management.
Notwithstanding these partial setbacks, there is a need to strengthen the Government’s
capacity in these critical strategically important areas. Future technical assistance in these
areas should be based on lessons learnt and greater Government ownership of
interventions.

M. Portfolio Performance and Major Issues
A. Introduction

16 This section discusses four critical areas that affect project implementation
performance. These are general institutional and policy environment, portfolio performance
assessment, and sector policy issues. Specific factors that have a bearing on these four
areas are reviewed below. The Review is based on data provided in the tables and
appendixes after page 24 which are cited in the text as necessary.

B. General Environment

17 General environment reflecting government policies and institutional
deficiencies that cut across sectors, sector policy issues, and project specific issues
traditionally affected ADB operations in the Kyrgyz Republic. Important constraints
emanating from the general environment have traditionally limited the country’s absorptive
capacity and also created project specific implementation hurdles. Important among these
are: (i) the scarcity and prioritization of budgetary resources for public investments; (ii)
deficiencies in administrative and implementation structure with weak institutional capacities;
and (iii) lack of understanding and experience with policies and procedures of external aid
agencies. Considerable emphasis will need to be placed on capacity building and on
strengthening the Government machinery, particularly for implementing projects. ADB has
recently provided a TA to improve the capacity in the Ministry of Finance and line Ministries
in this area®>. Other ADB supported investment projects and TAs need to address this
pervasive problem of institutional deficiencies by focusing on capacity building and human
resource development.

(i) Scarcity and Prioritization of Budgetary Resources for Public
Investment
18 Public Investment Program. The unsustainable level of public external debt

forced the Government to adopt fiscal austerity as part of its debt reduction strategy*. An
important element of this strategy is to limit external funding of PIP to a sustainable level,
which is determined at about 3% of GDP from 2005 onwards. This has accentuated the
scarcity of funds for PIP and also created difficulties in finding counterpart funds and affected
the implementation of ongoing projects in the country. The serious fiscal situation is unlikely

® ADB. 2002, TA 3996 —KGZ: Strengthening Capacity in the Government to Manage Externally
Assisted Projects. The consultants were fielded in May 2003.
* This program is supported by the IMF under its Poverty Reduction and Growth Facility (PRGF).



to improve in the medium term unless the Government finds new sources of revenues and
succeeds in obtaining a good understanding with bilateral creditors (The Paris Club
members) to reduce the debt service burden. Even so, the limits placed on external funding
of PIP are unlikely to be removed as those are determined by debt sustainability
considerations with a view to reducing the stock of debt to a sustainable level. Easing of
fiscal situation could however improve the Government’s ability to provide counterpart funds
and perhaps increase domestic resource support for PIP. Anticipating these difficulties, ADB
initiated a dialogue with the Government over three years ago to prioritize the projects in the
PIP and to allocate more of the scarce resources to better performing and priority projects.
ADB extended TA® to the Government in this regard and to improve the management of the
PIP. TA findings indicate that the fiscal constraints and implementation problems will
seriously affect ongoing and future projects over the next few years and will call for a
selective approach to lending by ADB and other aid agencies.

19 Compression of PIP to a sustainable level has created an excess requirement
of funds for the ongoing projects relative to the ceilings placed on the PIP under the IMF
supported debt reduction strategy. This excess was $59 million in 2001. It is expected to fall
to $26 million in 2003 due to low levels of project lending by major donors. The Government
will have to take urgent steps to mitigate this problem through prioritization of PIP projects.
The Government will have to discuss PIP prioritization options with donors and take a
decision on this matter in 2003.

20 Shortfalls in PIP Spending and Counterpart Financing. As part of the
Government’s debt reduction strategy, annual limits on PIP spending are agreed with the
IMF under the ongoing Poverty Reduction and Growth Facility (PRGF). The objective of
these spending limits is to bring down the level of PIP to sustainable levels over a period of
time and also to provide the private sector adequate time to fill in the void left by PIP to the
possible extent. Under this scheme, any short fall in PIP spending below the ceiling agreed
with IMF would entail a deadweight loss because the future ceilings are unlikely to be
relaxed to offset shortfalls in past spending. Yet, in 2001 the Government spent only $66
million against the PIP ceiling of $84.7 million a massive 22% shortfall in investment
spending. Similarly, in 2002 the Government spent only $77.1 million against the permitted
spending level of $84 million — a shortfall of about 8%. Thus, during 2001-2002, the
Government did not utilize $26 million available to it under the PRGF for public investment.
Due to this, the Kyrgyz Republic lost (in net present value terms assuming a minimum
economic internal rate of return of 12%) at least $46 million in net project benefits by
foregoing these investments. These shortfalls in spending also have caused delays in the
release of counterpart funds in 2001 and 2002 for ongoing projects causing the building up
of payment arrears and project implementation delays . This is adversely affecting potential
benefits from development projects and their impact on economic growth and poverty
reduction. ADB and the World Bank expressed serious concern on this matter in a joint letter
to the Prime Minister in September 2002.

21 Inadequacy of counterpart resources and untimely release of funds are major
causes of project implementation delays. In particular, the impact of the untimely release of
funds would be more pronounced in the Kyrgyz Republic because the construction period is
short due to severe winters. Non-release of adequate funds as required during the short
construction period could result in delays of one full year. This is contrary to the
GOSCOMINVEST decree (No 11) issued on July 24™ 2002 which drew up an action plan to
ensure adequate provision of counterpart funding in a timely manner without quarterly
ceilings. This decree has also provided freedom to executing agencies to reallocate funds

® ADB. 2001, Technical Assistance to the Kyrgyz Republic for Strengthening Capacity in the Ministry
of Finance for Financial Management and Planning of the Public Investment Program, Phase | and
Phase II. Manila.
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from one approved category to another within their approved PIP ceiling without the prior
permission of MOF. CPRM will review the status of implementation of these and other
key elements of the above mentioned GOSCOMINVEST decree. Project specific
arrears in payment of counterpart funds will be brought to the notice of the
Government for remedial action. The mission will discuss with the Government the
economic costs of not utilizing the PIP ceilings fully as also the adverse impact of
delayed implementation of projects on project benefits.

(ii) Deficiencies in Administrative and Implementation Structure and
Weak Institutional Capacities

22 The seasonality in construction has a corresponding effect on demands on
the capital expenditure of the Government and puts considerable pressure on Government
cash flows. Deficiencies in project and fiscal management systems compound this problem.
The fiscal reporting system of the Government at present is not amenable for proper cash
flow planning both by the Ministry of Finance (MOF) and the line ministries that execute
projects. The present system facilitates submission of project financing requirements and its
time profile at the time of preparation of the annual budget and does not easily lend itself to
revision of expenditure requirements periodically during the year to reflect the actual pace of
execution of projects. Thus, MOF often has inadequate information to plan its cash flows
causing delays in the release of funds. Similarly, the line ministries do not receive reliable
information from MOF as to how much cash would be available during the year and when.
This imparts considerable uncertainty about the availability of funds and hampers orderly
planning of project implementation. Another unintended outcome of such uncertainty about
payments is that it is likely to induce the contractors to factor in additional financial costs and
increase project costs. The Government should take measures to implement the
forthcoming recommendations of the ongoing ADB TA (TA 3996 —-KGZ: Strengthening
Capacity in the Government to Manage Externally Assisted Projects. The consultants
were fielded in May 2003) to the MOF to streamline the Government’s management
information system relating to externally aided projects and build capacity within MOF
and the line ministries in project management and implementation.

(iii) Problems arising from the lack of Understanding and Experience
with Policies and Procedures of External Aid Agencies

23 Domestic Consultants. On 11 March 2003 Goscominvest passed a
resolution (No1) on “About Principles of Forming of the Technical Assistance Provided by
International Financial Organizations and Donor Countries”. The resolution refers to the
Rome Declaration on Harmonization of 25 February, 2003 and directs all Government
agencies to negotiate with donors to minimize the use of international consultants for
executing the technical assistance projects. The resolution further stipulates that TA
projects should be directed toward development of human resources of the country, and, in
particular, local consultants should be involved in TA projects to the maximum extent. In the
absence of clear guidelines, this resolution was interpreted variously by different agencies in
the Government and the processing of TAs got delayed. This policy delayed two of ADB’s
key TAs funded by ADB. The signing of TA letter for TA 4069-KGZ: Financial Sector
Reforms was delayed by about 5 months. The processing of PPTA for the proposed
Education Sector intervention was also affected for several months before it was resolved
during the last week of July 2003. ADB policy encourages the use of domestic consultants
under both TAs and loans. ADB has followed, and will continue to follow, this policy in the
Kyrgyz Republic and other DMCs. However, ADB rules and procedures do not permit the
allocation of a predetermined share of consulting services, either by cost or by person-month
inputs, to domestic and international consultants. The determination of the mix of domestic
and international consultant inputs is based on the needs of each project and an
assessment of expertise available domestically. Where required expertise is not available
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domestically it must be obtained internationally. The integrity of the project and the
achievement of expected outputs depend critically on the quality of the services provided;
quality considerations are therefore paramount in selecting consultants. ADB Vice President
for the region wrote to the Prime Minister on this matter. In response, the Prime Minister
indicated on 14 July 2003 that the Government did not stipulate any rigid quantitative limits
on the use of local consultant but only sought a reasonable balance between domestic and
international experts so that domestic consulting industry would be benefited. The Prime
Minister informed DG, ECRD that the Government had reconsidered the issue and would be
willing to abide by ADB’s rules and procedures on the use of consultants. He however urged
ADB to ensure that domestic consultants are given real and growing opportunities to
participate in TA operations. This issue needs to be discussed with the Government to
ascertain its final position.

24 Taxation of Project Purchases. The TA framework agreement between the
Government of Kyrgyz Republic and the loan agreements stipulate that ADB funds cannot
be used for payment of local taxes and duties and the same should be borne by the
Government. The Government provides counterpart financing in the form of exemption of
taxes. In the case of procurement under TAs, taxes are exempted. However, problems are
being encountered by both TA and loan projects in complying with ADB rules pertaining to
taxation. Computer procurement for TA 3767 — KGZ° was held up for several weeks due to
the difficulties in obtaining zero rating of VAT even though the Ministry of Finance is the
executing agency for the TA. For the same reason the procurement of equipment under TA
3858-KGZ’ was also delayed. In the case of loans, PIUs report two problems: (i) difficulties
in obtaining VAT exemption, and (ii) ambiguity in the computation of Government co-
financing which is usually provided in the form of tax exemption.

25 Exemption of VAT and customs duties are administered by the Ministry of
Finance in two ways. First, it issues annually a notification informing all Government
agencies and the business community about the procedure to be followed for exempting
goods and services procured under donor funded project from VAT and customs duties.
These notification also include the list of projects eligible for tax free purchase of goods®.
ADB TA and Loan projects are not included in these lists. Second, in the case of projects
that are not included in the notification, the Ministry of Finance issues letters of authorization
to purchase goods with VAT exemption to PIUs on a case by case basis. This procedure,
besides causing delay associated with obtaining the necessary tax exemption letters, is not
working well because a number of key suppliers are refusing to supply goods with VAT
exemption based on such letters. For the reasons elaborated in para 27 below, suppliers’
reluctance is due to the fact that the tax exemption letter will not allow them to claim refund
of VAT they already paid on their purchases of inputs and raw materials. This creates
special difficulties to civil works contractors. If the project purchases are made gross of tax,
the contractor will find it difficult to get refund of from the Government since ADB will not
finance taxes. At least one PIU® has brought the difficulties encountered by them to ADB’s
attention.

26 KYRM had written to the Government on 4 November 2002 and again on 10
April 2003 seeking resolution of this problem. The Government did not respond to these
letters. However, it showed awareness of the difficulties encountered by donors in taxation

® TA 3767 — KGZ: Strengthening the Capacity in the Ministry of Finance for Financial Management
and Planning of Public Investment Program Phase II.

" TA 3858 — KGZ: Strengthening Capacity in the Office of the President Phase II

® The most recent notification was issued on 9 April 2003 - Notification No. 15-3-11/2487 in the place
of the previous notification No 15-3-11/47 dated 7 March 2002.

® Loan 1726 — KGZ: Agricultural Area Development Project, vide their letter dated 11 June 2003
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matters and resolved'® to address this problem by the end of December 2002 by developing
an efficient strategy taking into account the agreements it has with various donors. It also
promised to apply a uniform strategy to all projects financed by foreign assistance. The
Government needs to resolve this issue expeditiously by zero rating VAT for project and TA
purchases for the reasons given below.

27 The MOF is providing only VAT “exemption”, as written in most tax
exemption agreements with donors and international agencies instead of “zero rating” which
removes all taxation from the price of a good. VAT distinguishes between "exempted goods"
and "zero rated goods". When donor purchases are only "exempted" from VAT, suppliers
will not be eligible for refund of VAT they paid on their purchases connected with the supply
of the good / service and will be obliged to charge higher prices to accommodate the tax
they had paid on inputs. This makes it difficult for donors to determine tax element in project
purchases to exclude the same from their financing. However, when donor purchases are
"zero rated", the suppliers get refund of taxes paid by them on their purchases connected
with the goods supplied to donors and can supply at competitive prices. Besides causing
difficulties to donors in determining the tax element in the project purchases, the policy is
detrimental to the development domestic business. Since most countries "zero rate" their
exports, this policy will put domestic suppliers/producers at a disadvantage when the
procurement is under ICB. Even in the case of domestic procurement, in Kyrgyzstan this
policy is most likely to encourage trade diversion because the international borders are quite
close to the important economic centers like Bishkek city and Fergana valley. Thus, the
current taxation policy besides causing project implementation difficulties, will create an
incentive to import goods/services instead of sourcing them locally and could cause
considerable loss to the economy. This issue was also brought to the attention of the
Government in joint letter written in June this year on this matter by the World Bank.
Government’s final position on this matter and how it proposes to resolve this
problem should be discussed during the CPRM.

C. Portfolio Performance Analysis

28 Based on project experience over the years, ADB has developed a largely
standardized evaluation approach that uses a combination of quantitative performance
indicators and qualitative analysis of inputs, processes, and outputs. Standardization allows
comparison of portfolio performance across projects as well as across borrowing member
countries. This approach breaks down the analysis into (i) start-up performance; (ii) financial
performance; and (iii) portfolio performance and supervision (see Appendix 2 for a summary
of these performance indicators).

(i) Start-up Performance

29 Start-up performance is measured by three indicators, namely, the time taken
for loan effectiveness, the time taken to establish the project implementation office, and the
time taken to recruit consultants. The first two are analyzed by comparing actual and
projected dates, and the last is measured by the time taken from project approval until the
date of the first consultant contract. Appendix 4 summarizes the start-up indicators for all 11
ongoing loans.

Loan Effectiveness
30 The average time taken for approval to loan effectiveness for the Kyrgyz

portfolio of 11 loans was 6.5 months in 2002 which was almost one month less than ADB
average of 7.4 months. The time taken for loan signing after approval was 3.4 months, the

' GOSCOMINVEST Resolution No. 23-2/6262 of 11 July 2002 signed by the Prime Minister.
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same as ADB average, but the time from loan signing to loan effectiveness was shorter. This
indicates that the Kyrgyz loans are comparatively better planned in terms of detailed project
scope, preparation of bidding documents, establishment of project implementation units, and
compliance with conditions for loan effectivity. The average would have been even better
but for the inordinate delay in the effectivity of Loan No 1775 for the Almaty-Bishkek
Regional Road Rehabilitation. This loan took 19.2 months to become effective due to the
delay in the ratification of the cross boarder agreement between the Kyrgyz Republic and
Kazakhstan by the Kazakh Parliament. The effectivity of Loan 1855: Third Road
Rehabilitation was delayed due to the time taken to resolve the loan covenant on the
establishment of a road fund which was in conflict with the conditions of IMF's PRGF
program.

Establishment of Project Implementation Offices and Recruitment of
Consultants

31 Timely establishment of project implementation offices and recruitment of
consultants is the first step in smooth implementation of projects. Consultants were hired
only in 9 projects of which one project has experience delays in recruiting consultants. These
delays are often caused by the lack of familiarity with both Government and ADB guidelines,
and inexperience of PlUs in the preparation of invitation documents, evaluation criteria, and
assessment of proposals. Another major problem was the delay in hiring local consultants
again due to the lack of awareness of ADB guidelines. Adequate data to further analyze the
performance of the Kyrgyz Republic in this respect are not available. However the startup
performance indicator show that there were delays in the establishment of PIUs of at least
two projects - Loan 1726 — KGZ: Agricultural Area Development Project and Loan 1645 —
KGZ: Social Services Delivery and Finance. Besides these delays, inadequate staffing of
PlUs and high turnover staff continue to cause concern. This problem is particularly acute in
the Agriculture Area Development Project where the difficulties in hiring of local consultants
caused delays in project implementation at start-up stage. In addition the work of
international and local consultants was interrupted by the proposal of the Chui Administration
to move PIU from Bishkek to Alamedin raion. The EA and ADB objected to this move
apprehending project implementation delays. The issue got resolved after considerable effort
and time.

(i) Financial Performance

32 Financial performance is measured in by four main indicators: contract award
ratio, disbursement ratio, imprest fund turnover, and timely submission of audited accounts.

Contract Award Ratio and Other Indicators of Procurement Performance

33 The contract award ratio is a comprehensive indicator to gauge physical
progress in project implementation. This ratio is influenced by structural factors beyond the
control of executing agencies and ADB, and by poor implementation performance. For
instance, this ratio tends to be low when the portfolio is young, and in cases where the loans
comprises of a large number of small sub-projects, or involve community
mobilization/participation as in some social sector projects. Therefore, while analyzing this
ratio one has to examine both these factors. The contracts award ratio (with program loans)
decreased from 21.3 in 2001 to 13.3 in 2002 and compares poorly with ADB wide
performance. Excluding the program loans, this ratio was much smaller in 2001 (5.4%) but
doubled to 10.8% in 2002 though still considerably less than ADB average of 17.9%. The
age of portfolio (which is 3.2 and compares well with 3.5 for ADB) is unlikely to cause this.
The main cause has to be found in the gradual change in the sectoral composition of ADB
project portfolio in favor of social sector projects, and other complex projects with a large
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number of small and diverse sub projects. These often require mobilization of communities
for financing and/or managing the sub-projects, which is a time consuming process. In two
large ADB projects, social mobilization is intertwined with project implementation'’. These
two projects are complex in term of diversity and number of sub-projects, require
coordination with multiple agencies, envisage close involvement of communities in financing
and maintenance of subprojects created. These complexities make project planning and
execution difficult. Time was also taken for establishing proper procedures for project
selection and execution, standardization of design, community mobilization, and training.
With the gradual resolution of these startup problems, there was an improvement in contract
award ratio in ratio in 2002. Aggregate contract awards were $21 million in 2002, 96.6%
percent of target. This marginal shortfall was mainly due to the slippages in agriculture and
social sector projects (details at Appendix 6 and 7A).

34 Aggregate contract awards are projected to almost double in 2003 to reach
$41.9 million with the resolution of project startup problems in social, agriculture and
transport sectors. The average delay in contract awards increased marginally from about 9.5
months in 2002 to about 9.8 months by June 2003. Experience shows that the project
procurement suffers from the lack of knowledge and familiarity of the executing agencies
with the ADB procurement procedures as well as from the low capacity of implementing
agencies to conduct procurement. Several tenders have been delayed due to the lack of
adherence to ADB procurement procedures. Implementing agencies, particularly senior staff
who constitutes members of tender committees in ministries, often do not understand ADB
procedures and mix up with Government policies to support locally (oblast) based firms and
to support national firms over foreign ones. Lack of understanding of ADB procedures has
led to the delay in procurement of furniture for schools under Loan 1555-KGZ: Education
Sector Development project. The frequent changes in PIU staff is also a contributing
factor'?2. Contract award performance could be improved if there is greater awareness
of ADB procedures among the executing agencies and high turnover of senior staff at
PlUs is addressed. Simultaneously, there is a greater need to educate people about
the virtues of community based ownership and management of local assets to
overcome the difficulties faced in two important projects cited above.

Loan Disbursement

35 There was a setback to disbursement performance in 2002 (details in
Appendix 7B). The disbursement ratio (with program loans), which was an impressive
30.3% in 2001 fell to half its level (15.2%) in 2002 which is less than ADB average of 22.2%.
Though less dramatic, disbursement ratio excluding program loans also fell from 18.5% in
2001 to 13.4% in 2002 which was also less than the Bank average of 16.3%. The
performance was also slightly short of Governments projections (98.2% accomplishment of
target for project loans). Preliminary trends for the first half of 2003 show slack disbursement
performance. Compression of PIP and the shortfall in public investment spending described
in paragraphs 18-20 are the main contributing factor for the setback in disbursement
performance. To be specific, serious problems in providing counterpart financing in a timely
manner to the contractors is the most serious project implementation issue. The
implementation of the final stage of Loan 1630 — KGZ: Second Road Rehabilitation Project
was affected considerably by this. The Government repeatedly failed to comply with the
agreed arrear payment schedules since February 2002 until they were finally settled in July
2003. The payment arrears also contributed to delays in procurement of winter maintenance

" Loan 1726-KGZ: Agriculture Area Development, and Loan 1742 — KGZ: Community Based
Infrastructure Services

2 For example: In Loan No 1555 for the Education Development Sector Project there have been 4
changes of PIU Manager, seven changes of Project Director and 2 changes of Financial Officer.
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equipment, almost by one year, necessitating a second extension of the loan closing date
from 30 April 2002 to 30 October 2003. Loan 1645 —KGZ: Social Services Delivery and
Financing project is also encountering problems in counterpart financing. The arrears
accumulated as of end 2002 since 2000 amounts to about $129,000. Though this is small in
magnitude, its impact on project implementation delays is considerable because the
contractors involved are small entrepreneurs with weak financial endurance capacity. In
addition to these problems of counterpart financing, the startup delays in the case of two
important loans and the consequent low contract award ratio described in paragraph 33
above also contributed to low disbursement performance. While the expected improvement
in contract award performance may contribute to improved disbursement performance, the
likelihood of PIP financing difficulties, delays in the resolution of taxation issue could have an
adverse impact on disbursement ratio in 2003. Portfolio disbursement performance could
be improved if the Government prioritizes its PIP projects and expeditiously resolves
the problem of taxation of project purchases as envisaged in the relevant
Goscominvest resolutions.

Imprest Accounts

36 Imprest accounts are provided to facilitate adequate and timely flow of ADB
resources for financing eligible project expenditures thereby eliminating liquidity bottlenecks
to project implementation. Since the level of imprest fund balance is set to meet six months
funding requirements of a project, ideally the imprest fund ratio should be 2. This ratio was 2
for Kyrgyz republic in 2001 but fell to 1.8 in 2002 possibly due to difficulties encountered in
disbursements during the year. The ratio in 2002 was however much higher than ADB
average of 1.2 indicating far better utilization of imprest fund resources (details in Appendix
8).

Submission of Audited Accounts

37 In Kyrgyzstan the submission of audited project accounts and agency
financial statement (APA/AFS) improved in 2002 and the compliance on the submission of
these reports was better than ADB wide average. There was only one case of
noncompliance in 2002 by Loan 1443: Power and District Heating Rehabilitation due to the
unbundling of Kyrgyzenergo.

(iii)  Portfolio Supervision and Performance
Portfolio Risk Factors

38 The average supervision intensity measured in terms of staff days per project
of 30.6 days is better than ADB wide average of 25.5 days in 2002 (See Appendix 2).
Further, the supervision has been highly proactive. The proactivity index for the Kyrgyz
Republic was 100 in 2002 as against 89 for ADB. This denotes that the problems facing the
projects have been addressed fully to mitigate them through restructuring, closure or
cancellation. Of the 12 project risk factors monitored by ADB, Kyrgyz Republic fared better
than ADB wide average in 6 indicators in 2002. The performance was below average in the
case of: project implementation delays, establishment of project monitoring units, addressing
environmental or social problems, compliance with other covenants, shortage of counterpart
financing, and disbursement delays. The overall portfolio risk ratio' of 13.7% is better than
ADB wide average of 15.1%. Notably, this risk ratio fell sharply from 17.9% in 2001 due to
considerable improvement in the timely submission of APA/AFS, better compliance with
other covenants, and improved project supervision.

'3 Weighted average of 12 risk factor.
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Loan Extension and Change of Scope

39 In view of the slow progress of Loan1555-KGZ: Education Sector
Development project, the project scope was changed to restructure it to take into account
the changes in educational policy since the approval of the loan in September 1997.
Resources have been focused primarily on improving education services in poorer rural
areas through support to school development, textbook development and provision, teacher
training, and education management. Further, the loan closing date has been extended from
30 June 2003 to 30 June 2004 to permit additional time for completion of the activities taken
up after restructuring. TA loan 1547-KGZ: Capacity Building in Corporate Governance and
Insolvency was extended beyond it's original closing date of June 2001 by 24 months. The
extension would enable the Government to implement policy reforms under Loan 1860-KGZ:
Corporate Governance and Enterprise Reforms Program Il (CGERPII).

40 In November 2002, the PCR Mission for Loan 1443 - KGZ: Power and District
Heating Rehabilitation Project found the civil works for installation of pipes under district
heating component has not been completed. In March 2003 the Government requested
ADB to revise the on-lending terms for newly established energy companies, which emerged
after unbundling of Kyrgyzenergo. The ADB favorably considered this request and in June
2003 approved the extension of grace period from 4 to 8 years and repayment period from
15 to 20 years for JSC Bishkek District Heating Company (BDHC), which is the
implementing agency for the project. The approval is conditional upon the Government and
EA submitting to the ADB the following: (i) the outstanding audited project accounts of all
seven new unbundled energy companies; (ii) commitment letters from the MOF and JSC
BDHC confirming that the freed up capital of $3.4 million equivalent will be utilized for
completing the installation works; (iii) detailed time schedule and cost estimate for
outstanding works, showing that the Project will be completed by 2008. None of these
conditions has been met yet.

41 The scope of civil works under Loan 1775: Almaty-Bishkek Road
Rehabilitation Project has been reduced due to cost escalation. The EA also considering to
include rehabilitation of two bridges, which were not envisaged in the original scope of
works. Such modification would require the Government to provide a strong justification.

D. Sector Policy Issues and Compliance with Loan Covenants

42 Transport and Communications Sector. A number of important policy
issues are outstanding. The Government will have to establish of an effective and
sustainable road maintenance system. This requires: (i) development of sustainable
financing system for the sub-sector; and (ii) commercialization of sub-sector. To address
these issues, the Automobile Road Act and the Law on the Road Fund have been enacted.
The Road Fund has been established but could not be operationalized due to IMF
conditionalities. In lieu this, sufficient level of budgetary allocations for road maintenance
was agreed upon but the Government is finding it difficult to make these allocations. The
law to impose user charges on heavy trucks is still pending with Parliament. The progress in
commercialization of road maintenance is slow and need to be carefully monitored. The first
contracts for road maintenance was awarded in December 2001. Two equipment pools
have been established after considerable delay and began functioning since April 2003.

43 Agriculture Implementation of Agricultural Area Development Project is
being affected by the absence of a comprehensive agriculture sector development policy.
The EA gives an undue priority to drainage and irrigation components of the project. An
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integrated execution of all project components of the project is needed for meeting the
project objectives.

44 Water Supply and Sanitation. Implementation of Loan 1742-KGZ:
Community Based Infrastructure Services Sector Project demonstrates a similar lack of
integrated approach. The priority is given to the civil works under the rural water supply sub-
component. EA pays inadequate attention to institutional capacity building, sanitation,
hygiene and health education, and urban water supply and sanitation components.
However, EA is taking active measures to have an integrated approach in project
implementation. The coincidence of the agricultural activities with those of construction
makes it difficult for community to contribute in kind. EA is active in the issues of cost
recovery and community mobilisation, and continuously discusses these issues with the
highest levels of oblast administration. The project steering committee is not functioning well
thus preventing the involvement of other sectoral agencies in the implementation of the
project. This project also faces the unresolved issue of differences in the design standards
for water supply systems set by PIU and the national norms. The proposed design
standards aim at cost effectiveness as compared to the obsolete national norms, inherited
from Soviet times. But, the violation of the national norms is not legal which may create
hurdles in operating the completed water supply systems. However, upgrading and
rehabilitation works do not need approvals while new constructions do. This issue needs to
be resolved.

45 Rural Financial Institutions. In November 2002 ADB sought Governments
concurrence to the proposed six amendments to the loan agreement. These amendments
seek to enforce stricter performance requirements and prudential norms for the credit unions
(CUs). Specifically, these amendments aim to introduce new capital adequacy norms, a
minimum capital requirement, maximum borrowing limits, revised criteria for CUs to
participate in the project, develop a strategic plan for the sustainability of the Financial
Company for the Support and Development of Credit Unions (FCCU), and promote savings
by CUs. Government’s ratification of these amendments is still pending for two reasons.
ADB did not agree with the first request. Regarding the second request, ADB informed
FCCU that the interest rate issue would have to be dealt with separately. ADB sought
confirmation of the amendments agreed in November 2002 without reference to the interest
rate issue raised by FCCU. NBKR is yet to respond to this.

46 Education. Sector reforms are hindered by inadequacies in institutional
capacity in the Ministry of Education and Culture (MOEC). The existing policy and planning
framework [Bilim Program (1996) and Education Training Master Plan (1996)] require
revisions to reflect the need for: (i) greater private sector participation, (ii) mobilization of
alternative financial sources, and (iii) decentralization of education management and
administration. The issues of sustainability of the existing education system, low teacher pay
and motivation, and poor quality of education also require urgent attention. While MOEC is
focused on addressing quantitative targets like textbooks and school equipment, greater
emphasis also should be placed on improving qualitative aspect of educational system.
From 2002, the performance of education sector project has improved notably. On MOEC'’s
initiative, the International Advisory Council on Education was established in 2003. This is
expected to further improve donor coordination project implementation in the sector.

47 Social Services Delivery and Finance. Supplementary budgetary resource
allocation to cover the incremental recurrent costs of the project should be made. Such
allocations shall not displace annual budgetary share for capital expenditures and
operational and maintenance expenditures in the health and education sectors.
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48 Corporate Governance and Enterprise Reforms. The release of second
tranche of the CGERPII of US$17.5 million was originally scheduled for October 2003.
Disbursement of this tranche in 2003 is not possible. The project review mission fielded in
May 2003 assessed that only two out of eight mandatory conditions for the release of the
second tranche were complied with. Only three out of 14 monitoring conditions were met. In
the assessment of the mission, concerted efforts and more time is needed to comply with the
remaining conditions. In particular the mission pointed out that the success of CGERP Il will
depend on the actions taken by the Government in four key areas: (i) setting up and
enforcement of the legal and regulatory framework for improving the corporate governance
in commercial banks and joint stock companies, (ii) protection of creditors rights by carrying
out the necessary amendments to relevant laws, (iii) successful resolution of financially weak
enterprises, and (iv) allocation of sufficient budgetary resources to carry out the necessary
labor market actions associated with enterprise restructuring. As against these requirements
the following key actions are outstanding.

¢ Remaining weaknesses in the Law on Joint Stock Companies enacted in April 2003
need to be addressed and enforcement of regulation needs to be strengthened.

¢ Amendments to several laws that protect creditor rights, law on pledges have been
drafted but are pending in Parliament.

o Restructuring of the majority of the enterprises targeted under the program has
started. However, an enterprise restructuring strategy of the Government has yet to
be adopted.

e Ministry of Finance has to provide sufficient provisions in the 2003 budget for
employment counseling, retraining, and other active labor market measures, so that
the Ministry of Labor can implement these remedial measures for the workers
affected by enterprise restructuring. The 2002 budget allocated approximately $3.1
million for the Employment Fund. To ensure compliance with this covenant, CDC is
required to provide an account of utilization of these funds. The Ministry of Finance
was requested to report on labor market related activities of the Government by June
2003. These reports are yet to be provided.

Compliance with Loan Covenants.

49 Overall compliance with loan covenants was satisfactory for all except one
loan™. For loan 1555: Education Sector Development - Compliance with loan covenants was
partially satisfactory. However, in most of the loans there were areas of non-compliance
most common one being late submission of quarterly progress reports. The instances of
non-compliance of loan covenants in specific loans are cited at Attachment 1.

V. Action Plan

50 The previous CPRM had worked out an action plan with the Government to
improve project implementation performance in specific areas. Government’'s Compliance
with the action plan has been mixed. Of the five general problems sought to be addressed
by the action plan, the Government partially implemented one, began implement two, did not
take any action in two, and the status of remaining problem needs to assessed during
CPRM. The Action plan also sought to address three project specific problems. Of these,
the Government fully addressed two problems and one problem was partially addressed.
Details of measures agreed with the Government and actions taken so far by the
Government are tabulated in the next page.

% As of 30 June 2003.
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Progress in implementing the agreed Action Plan for Improving Portfolio Performance in 2002

A. General issues

Completion
Issue Description Action(s) Agreed Upon or Target Agency Compliance
Date
Budget This issue can be  With technical assistance from 30 January Ministry of Compliance underway
constraints and resolved ADB, Government agreed to 2003 Finance . . -
PIP limits affecting considerably by undertake a prioritization and (MOF) Educat.lon Sec.:t.or Developmgnt Prolec't. leltgd
implementation of  prioritizing the spring cleaning of PIP projects. gxpendlture pelllngs for the project PIP will contnbuFe: to
ongoing projects projects in the PIP  Poor performing or low priority implementation de!ays. MOF gllocated UTQ’$ 4.83 million of
; . external funds against the projected requirement of US$ 5.23
projects will be cancelled or kept -~ .
in abeyance so that funds can be million (ADB/OPEC) in 2003. .
directed to the better performing Social Services Delivery and Finance Project. The loan
projects closing date for the project is 30 June 2004. The MOF
allocated US$2.481million against the need of US$2.926 for
2004 to disburse up to US$10 million of the total project
amount.
Community Based Infrastructure Services Project
progressing well during 2003. The allocated budget is likely
to be disbursed ahead of schedule. The project would require
additional allocations for speedy implementation.
Delays in This is resulting in  Prioritization of projects and Same asissue 1 MOF Compliance needs to be assessed
providing the erosion of spring cleaning will lessen the as the same .
counterpart funds  benefits of the problem and will be undertaken remedial actions Compliance underway
leading to longer ongoing projects are involved

implementation
periods

Untimely release of Government co-financing portion to the
contractor was a serious issue, which was resolved in July
2003. The payment arrears also contributed to delays in
procurement of winter maintenance equipment under Loan
1630-KGZ and awarding the contracts for safety measures,
almost by one year. Now the Government faces the need for
second extension of the loan closing date. The original
closing date of 30 April 2002 has been previously revised to
30 October 2003.

Social Services Delivery and Finance Project. Due to the
untimely disbursement of counterpart funds, arrears in
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Issue

Description

Action(s) Agreed Upon

Completion
or Target
Date

Agency

Compliance

Non-utilization of
aid funds even up
to PRGF-approved
limits

Deficiencies in
system of budget
allocation and
releases to
projects

This happened in
2001 when there
was a significant
short-fall in this
regard and the
case is likely to be
the same in 2002
also. Delays in
providing
counterpart funds
in time are an
important cause
for this and to
arrears in
payments building

up

Inadequate
counterpart
resources and
untimely release
of funds are major
causes of project
implementation
delays. The fiscal
reporting system
of the Government
at present
requires
improvement for
proper cash flow
planning both by

Government to make strong
efforts to release counterpart
funds in time to (i) facilitate more
disbursements in 2002 and 2003
and (i) clear payment arrears
expeditiously

Government will take measures
to resolve the problem with the
assistance of ADB-technical
assistance

(i) Remaining
period of 2002
and 2003;

(ii) Payment
arrears to be
cleared fully by
31 March 2003
(see also item 2
on page 13 for
clearing arrears
of Second Road
Rehabilitation
Project)

2003

MOF

MOF
ADB

and See

payment to contractors ran up to about $ 129,000.

Community Based Infrastructure Services Sector Project.
The EA faces major difficulties in collecting up-front cash
contribution (5% of construction costs) and in-kind
contribution (15% of construction costs) from communities.

Not complied with.

CPRM need to ascertain the position in 2003. There was a
shortfall in spending in 2002.

item 2. ADB has provided a TA-3996 KGZ:
“Strengthening the Capacity of the Government for Project
Monitoring and Management of Externally Assisted Projects”
to address this issue. See para 22 in the main text.
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Issue

Description

Action(s) Agreed Upon

Completion
or Target

Date

Agency

Compliance

Need for greater
frequency of joint
meetings of donor
community to
discuss PIP-
related and other
common problems
facing ongoing
projects

the Ministry of
Finance (MOF)
and the line
ministries that
execute projects.

Such meetings
are infrequent and
need to be held on
a regular basis in
the interests of the
country’s portfolio
of externally
funded projects

Government to take necessary
measures in this regard

2003

MOF

Partially Complied with.

Government instituted a system of donor meetings in early
2003 but the meetings are not taking place regularly. ADB
and MOF organized one meeting of donor community to
discuss PIP.
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B. Project Specific Issues

Name of Project

Issues/Concerns

Actions(s) Agreed Upon

Completion or
Target Date

Agency

Compliance

Rural Financial
Institutions

Second Road
Rehabilitation

Education
Sector
Development
Program (ESDP)

Alleged fraud detected in
certain credit unions

Significant payment
arrears due to contractor

(i) The last
comprehensive sector
study for education was
completed in 1995.
There is a need for
another such study to
guide the implementation
of ESDP and to identify
priority policy and sector
reforms and
investments.

(i) Need for MOEC to
effectively coordinate
activities of various
donors in the education
sector including USAID,
European Union, Soros
Foundation, OPEC,

Government to thoroughly
investigate the problem
and send detailed report
to ADB

Government has drawn up
a schedule of monthly
payments to the
contractor with all overdue
amounts to be settled by
31 January 2003

ADB to assist Government
in carrying out such a
study

Development of a
common policy and
planning framework for
the sector within which
Government, donors and
all stakeholders act
together. This will also

Mid-November
2002

End-January
2003

2003

Third quarter
2003

National Bank of the
Kyrgyz Republic and
Finance Company for
Support and
Development of Credit
Unions (FCCU)

MOF and the Ministry of
Transport and
Communications
(MOTC)

Ministry of Education
and Culture (MOEC)

Government, ADB and
stakeholders

Complied with.

Preliminary report on the fraud cases detected in
October-November 2002 was submitted to ADB
in November 2002. FCCU reported, that the
number of credit unions where fraud had been
detected had risen to 27 from 12 at end of 2002.
These cases should be closely monitored and
NBKR should provide updates on these cases to
ADB.

Complied late

The arrears were cleared in July 2003

Not Complied with

i) The study could not start as planned
because the Government provided its
concurrence to the TA quite late.

Complied with

(ii) International Council on Education was
established comprising of different donors which
support development of the education sector in
the country. ADB CD is chairing this Council.



UNICEF, UNESCO, ADB
and World Bank

ensure compatible goals,
investments and policy
dialogue in activities
financed by different
donors
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Attachment 1
Non-compliance of loan covenants in specific loans

Loan 1726: Agricultural Area Development - overall compliance was satisfactory but it was
partially satisfactory for social covenants.
¢ Did not comply with one of the social covenants that women farmers are to be given
full opportunity to participate in all project activities and report such participation
through quarterly reports.
e There is a need to improve farmers’ participation in activities other than drainage and
irrigation rehabilitation.
e The covenant on the establishment of PIU was complied with late.
e Covenant on the review of and amendments to the legal framework relating to water
users associations has been partially complied with.

Loan 1633: Flood Emergency Loan - Compliance with loan covenants satisfactory although
there have been delays in the submission of quarterly progress reports

Loan 1775: Almaty-Bishkek Regional Road Rehabilitation Project — Overall compliance was
satisfactory.
¢ An important loan covenant relating to the signing of the cross boarder agreement
was accomplished after considerable delay.

Loan 1742: Community Based Infrastructure Services sector — Overall compliance was
satisfactory. The following issues require attention:
o National steering committee is not functioning well.
e There are delays in the submission of quarterly progress reports.
¢ Alarge number of loan covenants are being are being implemented — which includes
issues like raising local resources for maintenance of facilities. CPRM should
discuss and ascertain the concrete actions taken by the Government for complying
with this and related covenants.

Loan 1853: Third Road Rehabilitation — Complied with all conditions that were due.
e CPRM should discuss the issue of adequate allocation of budgetary funds for the
maintenance of Bishkek — Osh road.

Loan 1645: Social Services Delivery and Finance — Overall compliance was satisfactory, but
compliance with other loan covenants was partially satisfactory.
o There was a considerable delay in establishing the PIU.
¢ Integrated management information system for project performance monitoring and
evaluation not established as required.

Loan 1630: Second Road Rehabilitation — Overall compliance was satisfactory but the
compliance with sector covenants partially satisfactory.
¢ Five of the six sector policy covenants were complied late — these pertain to
institutional division of responsibilities for road building and maintenance, and road
safety; development of road maintenance standards; encouraging private sector
participation in road maintenance; establishment of equipment pools for road
maintenance; and developing an MIS for benefit monitoring. Of these the last
covenant was partially complied with.
¢ An important loan covenant relating to the establishment of a road fund for
earmarking resources for road maintenance was waived.

Loan 1555: Education Sector Development - Compliance with loan covenants was partially
satisfactory.
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e There were delays in the fielding of consultants.
Staff development fund could be not utilized because of Government’s reluctance to
send staff for training abroad with loan funds.

e Considerable delays in developing a benefit monitoring system.

Loan 1547: Capacity Building in Corporate Governance — no issues

Loan 1529: Rural Finance Institutions Project — Overall compliance was satisfactory.
However the following issues need to be addressed.
o FCCUs capacity to monitor and regulate CUs remains a concern. This has lead to
frauds in a few CUs. ADB is proving technical assistance to rectify this problem.
e Sub-loans are being made to borrowers at market interest rates. CUs tend to
charge a uniform rate of 36% with little variation.
o CUs show a tendency to disregard prudential norms due to weak enforcement. This
has lead to frauds.
e Privatization of FCCUs was delayed.
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