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Borrower

The Proposal

The Program
Rationale

Objective and Scope

LOAN AND PROGRAM SUMMARY
The Kyrgyz Republic

Support to the Government for the Second Phase of the Corporate
Governance and Enterprise Reform Program (CGERP-II) through a
program loan of Special Drawing Rights (SDR)27,398,000
($35 million equivalent), and technical assistance (TA) of $850,000
for Strengthening Corporate Governance and Judicial Reforms.

The first phase of CGERP! helped establish a basic legal, regulatory,
and institutional framework for corporate governance and bankruptcy
procedures in the Kyrgyz Republic. The program focused primarily on
nonfinancial enterprises. While there is greater awareness of
corporate governance issues now, poor corporate governance
practices and weak operational and financial performance of
enterprises, however, remain as endemic problems in the country,
and affect the viability of large joint-stock companies (JSCs), state-
owned enterprises (SOEs), and banks. Common problems include
weak internal governance, lack of disclosure and transparency,
continuing use of the old Soviet-type accounting and asset valuation
standards, and constraints on skills for effectively monitoring and
enforcing the existing legal and regulatory provisions. These
constraints, in combination with the overall poor macroeconomic
environment, have rendered a large number of enterprises insolvent
and nonviable. Compounding these problems is a weak judicial
system, which suffers from inefficient and time-consuming procedures
and lacks finality and transparency in its processes. Judges lack
independence and legal training. Furthermore, public and investor
perception of significant corruption, as reported in various studies,
has eroded confidence in the judiciary.

To address these problems and attract domestic and foreign private
investments, which are critical given the fiscal constraints, the
Government needs to launch deeper reforms building on the lessons
learned from CGERP and focusing on (i) strengthening the legal
framework for corporate and banking sector governance;
(i) improving enforcement; (iii) going beyond judicial training to
address judicial sector weaknesses; and (iv) strengthening the policy
framework for resolution of weak enterprises, without relying
exclusively on insolvency procedures initiated by creditors.

Building on CGERP, CGERP-II aims to enhance investor confidence
by strengthening corporate, financial, and judicial governance and
taking steps to improve the efficiency and viability of the enterprise
sector. To achieve this objective, the Program will (i) promote,
strengthen, and implement good corporate governance by developing

! Loan 1546-KGZ (SF): Corporate Governance and Enterprise Reform Program (CGERP), for $40 million equivalent,
approved on 25 September 1997.



Classification

policy, legal, and monitoring frameworks; (ii) introduce international
accounting, auditing, and valuation standards; (iii) strengthen
governance of commercial banks and the legal framework to protect
creditors' rights; (iv) launch legal and judicial reforms to establish
arbitration as a mechanism for resolving commercial disputes, and
streamline judicial processes and procedures; and (v) facilitate
expedient resolution of weak enterprises.

In promoting and strengthening corporate governance, the Program
will enhance the capacity to implement and monitor good governance
measures, adopt a sound legal framework for JSCs, and improve the
corporate governance and policy framework for SOEs. Concurrently,
steps will be taken to harmonize national accounting and auditing
standards with corresponding international standards, and formulate
asset valuation standards. In addition, the Program will strengthen
governance in the banking sector by developing sound criteria for key
appointments in banks, improving the regulatory framework to
support restitution and retribution for insider abuses, and facilitating
swift resolution of banking sector insolvency. Finally, the legal and
enforcement framework will be strengthened to protect creditors' and
pledge-holders' rights.

In the judicial sector, the Program seeks to provide an institutional
framework that will facilitate greater understanding of judicial
weaknesses and implementation of initial reform measures. The
Program has supported the establishment of a Consultative Judicial
Reform Group (CJRG) under the President of the Kyrgyz Republic to
address process-related and systemic weaknesses in the legal
framework and the judiciary. The President has endorsed CJRG's
recommendations to (i) introduce commercial arbitration,
(i) streamline court appellate procedures, and (iii) enhance judicial
independence. To promote enterprise governance and restructuring,
CGERP-Il supports commercial arbitration, streamlining the court
appeals process and enhancing transparency, and establishment of a
Judicial Advisory Commission (JAC) to undertake an in-depth
diagnostic assessment of judicial sector constraints. The JAC will
formulate wide-ranging short-and longer-term reform measures to
improve the quality, transparency, and efficiency of the judicial
system in line with the recommendations of the CJRG and
comprehensive development framework (CDF) Reports.

The Program will also facilitate expedient resolution of weak
enterprises by formulating an industry sector reform strategy, and
supporting liquidation and other resolution measures for a limited
number of weak and nonviable enterprises. In addition, policy
measures will be implemented to mitigate the adverse impact of
enterprise restructuring.

Economic growth



Environmental
Assessment

The ADB Loan
Loan Amount
and Terms

Program Period
and Tranching

Executing
Agency

Procurement

Counterpart
Funds

Technical Assistance

Category C. Environmental implications were reviewed, and no
significant adverse environmental impacts were identified.

It is proposed that the Asian Development Bank (ADB) support the
Government's policy reforms by providing a loan of SDR27,398,000
($35 million equivalent) from ADB's Special Funds resources. The
loan will have a 24-year maturity including an 8-year grace period,
and will carry an annual interest charge of 1 percent during the grace
period and 1.5 percent thereafter.

The Program period is 3.5 years, from January 2001 to June 2004.
The loan will be released in two equal tranches. The first tranche will
be made available upon loan effectiveness. The second tranche is
expected to be released by September 2003, subject to satisfactory
implementation of the program conditions.

The Ministry of Finance will be the Executing Agency for the Program,
and will be responsible for effective administration and disbursement
of the loan proceeds and proper maintenance of records. The
Corporate Development Center (CDC) in the Prime Minister's Office
(PMO) will be the Implementing Agency for the overall Program. The
CDC will report to an interministerial Consultative Council, to be
chaired by the Prime Minister's Office chief of staff, to steer the
implementation of the Program. Key ministries and agencies will also
nominate staff to work for 18 months on the implementation of the
Program. The judicial component of the Program will be overseen by
the Judicial Reform Monitoring Group (JRMG), headed by the chief of
staff of the President's Administration and comprising the Minister of
Justice and the heads of the legal departments of the PMO and the
President's Administration.

The loan proceeds will be used to finance the foreign exchange costs
of items produced and procured in ADB member countries (other than
items specified in the negative list and imports financed by other
bilateral and multilateral agencies). The Government will certify that
the volume of eligible imports exceeds the amount of ADB's projected
disbursements under the loan for the given period. ADB reserves the
right to audit the use of the loan proceeds and verify the accuracy of
the Government's certification.

The Program includes specific components that bear distinct costs of
structural adjustments. The counterpart funds to be generated out of
the loan proceeds will be used to finance the cost of such structural
adjustments and high-priority development projects.

The objective of the advisory TA, amounting to $850,000, is to
strengthen corporate governance and support judicial reforms in the
Kyrgyz Republic. It will focus on (i) promotion and effective monitoring
of good governance norms in all enterprises, (ii) adoption of modern
accounting and asset valuation methods in large enterprises, and



Risks and Safeguards

(iii) reforming judicial procedures and processes. The CDC will be the
Executing Agency for the TA, which will be implemented over
15 months starting in April 2002. It is estimated that the TA will
require 20.5 person-months of international and 75 person-months of
domestic consulting support. All consultants will be selected in
accordance with ADB's Guidelines on the Use of Consultants and
other arrangements satisfactory to ADB.

The Program faces three major risks. First, given the small market
size and the continuing dependence of the Kyrgyz economy on
Russia, macroeconomic stability is critical to ensure that structural
reforms proceed in an uninterrupted manner across the corporate,
financial, and other sectors of the economy. Recognizing this, the
Government, with the support of the International Monetary Fund,
continues to stress adherence to a macroeconomic stabilization
program, with emphasis on improving fiscal, monetary, and external
debt management. The Government is also pursing a multifold
strategy to reduce debt, including pursuing a tight fiscal policy and
reducing the public investment program (PIP).

The second risk facing the Program pertains to the resolution of weak
enterprises. While there are significant enterprise-level vested
interests that could prevent reorganization or liquidation, the
Government fully recognizes the extent of nonviability facing the
industry sector. The Program proposes a gradual, phased-in
approach to resolution, which involves a sequence of measures,
including management change, reorganization and liquidation among
others, to enable the Government to explore all plausible avenues
and assure the stakeholders in the process.

Third, because legal and judicial reforms are politically sensitive and
prone to resistance from vested interests, they may not be effectively
implemented. Given the weaknesses in the legal framework, the
Program requires amendments to several laws. Some of the critical
judicial reform measures require technical amendments to the
Constitution of the Kyrgyz Republic. ADB has provided significant TA
support to amendments to legislation. In light of its stated goal to
achieve foreign direct investment of 15 percent of gross domestic
product by 2010, the President of the Kyrgyz Republic and the
Government are committed to strengthen the legal framework and
attract investors. To initiate judicial reforms, ADB has closely worked
with the Government to establish the CJRG under the President. The
President has subsequently endorsed the CJRG's report, which
recommends wide-ranging reforms in the judiciary, including
amendments to existing legislation to achieve those reforms. A sound
implementation framework has also been agreed upon with the
Government, including the establishment of the JAC to undertake an
in-depth diagnostic assessment of the judicial problems, and an
institutional mechanism to draft the required legal amendments.



I THE PROPOSAL

1. I submit for your approval the following Report and Recommendation on a proposed
loan to the Kyrgyz Republic for the Second Phase of the Corporate Governance and Enterprise
Reform Program (CGERP-II). The report also outlines proposed technical assistance for
Strengthening Corporate Governance and Judicial Reforms, and if the proposed loan is
approved by the Board, I, acting under the authority delegated to me by the Board, shall
approve the technical assistance.

Il INTRODUCTION

2. The Kyrgyz Republic has introduced major reforms in many areas of economic policy
formulation: introducing the national currency (som) soon after independence, shifting from
monobanking to the current two-tier banking system with the swift establishment of a central
bank, privatizing enterprises, liberalizing trade, and formulating a basic legal and regulatory
framework to guide the transition to a market economy. Despite these structural reforms, the
economy has remained susceptible to exogenous shocks, given its landlocked geography with
limited natural resources, and high degree of dependence on countries of the former Soviet
Union (FSU) for trade. The external shocks, together with an inefficient and narrow industrial
base and a nascent financial sector, have introduced a high degree of economic vulnerabilities.
Further, while broad-based reforms have been supported early on, progress in some key areas
such as privatization and judicial reforms has only been gradual.

3. Recognizing the weaknesses in the real and financial sectors, the Government has
focused its recent reform initiatives on (i) strengthening corporate governance in enterprises,
(ii) improving the legal framework for enterprise restructuring, and (iii) strengthening the banking
and nonbank financial sectors. Supporting these endeavors, the Asian Development Bank
(ADB) approved the Corporate Governance and Enterprise Reform Program (CGERP) in 1997*
and the Financial Intermediation and Resource Mobilization (FIRM) Program in 1999.2 CGERP
and the FIRM Program have supplemented and complemented the overall structural reforms
that the Government has undertaken with support from the International Monetary Fund (IMF)
and the World Bank (WB). CGERP aimed to improve the efficiency and performance of private
enterprises and state-owned enterprises (SOES) to make them viable in a competitive market-
based environment. To achieve this objective, the program undertook to (i) develop and
implement guidelines for best practices in corporate governance, (ii) eliminate subsidized loans
from the budget to all SOEs, (iii) improve the legal framework for insolvency procedures, and
(iv) strengthen institutional capacity in these areas. It also helped establish the Corporate
Development Center (CDC), the first of its kind in transition economies, with the mandate of
assisting enterprises in corporate governance, management, marketing, and finance.

4, The FIRM Program helped contain the impact of the 1998 Russian financial crisis on the
banking system. The program focused on improving the efficiency of financial intermediation by
promoting a sound, well-functioning, and resilient banking system and enhancing the role of
capital markets. It supported the formulation and implementation of an enabling policy, and an
operational and regulatory framework, and undertook to (i) resolve problem banks; (ii) improve

! Loan 1546-KGZ (SF): Corporate Governance and Enterprise Reform Program, for $40 million equivalent, approved

on 25 September 1997, and implemented over 1997-1999. TA Loan 1547-KGZ(SF): Capacity Building in Corporate
Governance, for $4 million, was approved concurrently.

Loan 1723-KGZ (SF): Financial Intermediation and Resource Mobilization Program, for $35 million equivalent,
approved on 19 December 1999, and currently being implemented. TA Loan 1724-KGZ (SF): Commercial Bank
Audits, for $1 million equivalent, was approved concurrently.



prudential norms and strengthen their implementation, through stringent on-site and off-site
monitoring of emerging problems in weak banks, (iii) enhance financial transparency in banks,
(iv) rationalize the public debt management and guarantee process, and (v) develop nonbank
financial institutions.

5. However, given the transitional environment and the related macroeconomic constraints,
several weaknesses in corporate and financial governance remain, particularly in large joint-
stock companies (JSCs), SOEs, and banks. The weaknesses include generic internal
governance problems at the firm level, lack of protection for minority shareholders’ rights in
many JSCs and SOEs, continuing use of the old Soviet-type accounting and asset valuation
standards, and capacity and skills constraints for effectively monitoring and enforcing the
existing legal and regulatory provisions in JSCs. In addition, the weak macroeconomic
environment in the first few years of the transition and in the aftermath of the Russian financial
crisis rendered a large number of enterprises nonviable, and a weak judicial system complicated
their satisfactory resolution and liquidation. Specifically, the judiciary lacks independence, and
the judicial processes and procedures are inefficient and time-consuming, and lack clarity and
transparency. Judges lack specialized training, but the extent of problems within the judiciary
indicates that provision of training alone will not be meaningful without wide-ranging judicial
reforms. The prevalence of insider abuses in some commercial banks and reported political
interference, combined with a weak and inefficient judiciary, have affected the internal corporate
governance of commercial banks.

0. Given these weaknesses and structural constraints, the Government requested ADB's
support to (i) further strengthen corporate governance in all enterprises and banks through
improvements in the legal framework and enforcement of governance standards, (ii) undertake
legal and judicial sector reforms to enhance public and investor confidence, and (iii) facilitate
expedient resolution of industry sector problems. To meet this request, ADB approved a project
preparatory technical assistance (TA) amounting to $700,000 in September 2000.% As part of
the preparatory process, a Reconnaissance Mission (November 2000) and a Fact-Finding
Mission (March-April 2001) formulated the objectives and scope of CGERP-II (the Program),
and understanding reached with the Government was confirmed by an Appraisal Mission (June-
July 2001) and a Policy Consultation Mission (August 2001).* The Program also incorporates
the lessons learned from the implementation of CGERP, FIRM, and other economic and sector
work in support of these programs. The Government's commitment is recorded in the
development policy letter in Appendix 1. The policy matrix for the Program is in Appendix 2 and
the program framework is in Appendix 3.

1. THE MACROECONOMIC CONTEXT
A. Government’s Development Objectives, Strategy and Plans
7. In the 10 years since its independence from the FSU, the Kyrgyz Republic has
implemented broad-ranging reforms in agriculture, trade, and industry. Most price controls were

removed as early as in 1992. Export and import licensing requirements were lifted in 1994. The
Kyrgyz som became fully convertible in 1995, and the Kyrgyz Republic joined the World Trade

% TA 3505-KGZ: Preparation of the Second Phase of the Corporate Governance and Enterprise Reform Program, for
$700,000, approved on 28 September 2000.

The Appraisal Mission comprised R. Subramaniam, Mission Leader, Financial Economist; J. Boestel, Economist; L.
Raquipiso, Associate Economic Analyst; and S. Tamondong, Poverty Reduction Coordinator. S. Akhtar, Manager,
IEFI; R. Clendon, Senior Counsel; and R. Subramaniam, participated in the Policy Consultation Mission, and the
Resident Representative, Kyrgyz Resident Mission, provided support throughout the processing.

4



Organization in 1998. Since then, it has established one of the most liberal trade regimes
among the Central Asian Republics (CARs). Significant progress was also achieved in
privatizing small and medium-size enterprises in the first half of the 1990s. Introduction of
modern legislation on banking, bankruptcy, and other commercial areas has been faster than in
the neighboring transition countries. To solidify its own reform efforts, the Government has also
launched various aid-supported enterprise and financial sector reform programs aimed at
strengthening the policy, institutional, and regulatory frameworks governing financial and
nonfinancial institutions.

8. However, the Kyrgyz Republic is also one of the countries most adversely affected by
the transition. Its forward-looking reforms could not offset the adverse effects of a number of
negative factors. For instance, the highly specialized division of labor that existed across the
FSU states made a large number of the country’s enterprises obsolete and redundant after
independence. The Kyrgyz Republic also lost access to heavily subsidized products and
markets, as it had traded commodities on very favorable terms with its neighbors prior to 1991.
The lack of natural resources relative to its neighbors and its landlocked nature have also been
major constraints to sustained growth and diversification of the industrial structure.

9. Real gross domestic product (GDP) contracted by 50 percent in the first half of the
1990s due to the recession induced by the transition. However, the broad-ranging economic
liberalization measures adopted started yielding results by 1997, when economic growth
increased to 10 percent per annum. The authorities simultaneously pursued a tight monetary
policy, which helped in containing inflation from 35 percent in 1996 to 14.7 percent in 1997. On
the external front, the current account deficit as a percent of GDP declined from 25 percent in
1996 to 8 percent in 1997, and gross official reserves rose from the equivalent of 1.5 months of
imports at the end of 1996 to 3 months of imports by the end of 1997. To sustain this growth
performance, the Government sought ADB's support to remove the constraints affecting the
efficiency and performance of enterprises. CGERP, besides introducing modern corporate
governance norms, helped introduce hard budget constraints and transparent financial practices
in SOEs, which helped in better accounting of enterprise-level arrears.

B. Recent Economic Performance and Prospects

10. The gains achieved through structural reforms were, however, reversed by the onset of
the Russian financial crisis in August 1998. Real GDP growth slowed down to 2.1 percent in
1998, and the som depreciated by about 48 percent in nominal terms year-on-year by the end of
1998, generating inflationary pressures, that pushed the inflation rate to 18.3 percent in 1998
and further to 40 percent in 1999. The current account deficit as a percent of GDP again
increased to 22.3 percent in 1998. The sharp depreciation of the currency led to a crisis of
confidence in the Kyrgyz economy and a buildup of excessive interest rate pressures. The
banking sector was particularly affected, as loan defaults grew due to unhedged foreign
currency liabilities of many borrowers and the hike in interest rates on credit to around 75
percent in early 1999. Weak corporate governance and a significant buildup of nonperforming
loans due to connected lending also exacerbated the banking sector problems. Erosion of
confidence led to a withdrawal of domestic currency deposits and their substitution with foreign
currency deposits in the banking system.

11. Over the last 18 months, however, the economy appears to be recovering from the
adverse shock of the Russian crisis. ®> Real GDP grew at 5 percent in 2000, and the continued

® Seethe Kyrgyz Republic: Country Economic Review Update circulated to the Board on 10 September 2001.



pursuance of a tight monetary policy helped in lowering inflation to 9.6 percent.®° The overall
cash deficit of the central Government declined to 9.4 percent of GDP in 2000, down
2.6 percentage points from the previous year. During the year the som depreciated only by
6.3 percent against the US dollar. Exports grew by 10.4 percent over 1999, while imports fell by
8.2 percent due to cuts in the public investment program (PIP) as well as foreign direct
investment (FDI). As a result, the external current account deficit declined from 14.9 percent of
GDP in 1999 to 6.8 percent of GDP in 2000. At the end of 2000, gross international reserves
stood at 4.5 months of imports, relative to 2.5 months at the end of 1998. These positive
macroeconomic trends have continued in 2001, with real GDP growing at 6.7 percent during the
first six months, inflation contained at 5.9 percent, and the som depreciating by a marginal
0.5 percent. Import compression has continued, however, with imports declining by 14.7 percent
due to the declining PIP.

12. To sustain the recovery and stabilize the economy, the Government adopted a fourfold
macroeconomic strategy to (i) strengthen fiscal management, which has been the weakest
component in the overall economic policy framework due to revenue constraints and
expenditure pressures; (ii) strengthen external debt management in short and medium terms by
rationalizing and downsizing the PIP; (iii) stabilize the banking sector and enhance public
confidence in the domestic currency; and (iv) expedite structural reforms, focusing on
privatization of large enterprises and downsizing the public sector. Due to the fiscal pressures,
the budget deficit remains high, as tax revenue collections and expenditure management have
deteriorated. However, reforms are under way to strengthen tax collection and tighten public
spending. The Government has adopted monthly financial plans and cash limits, in line with IMF
standards on fiscal transparency.

13. Another major challenge facing the Government is the high level of external debt, which
stood at $1.7 billion or 132 percent of GDP at the end of 2000, compared with virtually no
external debt at the time of independence in 1991. Of that amount, $1.24 billion or 95 percent of
GDP is Government guaranteed. Dependence on external assistance has grown to meet the
large need for public investments for social and economic development, persistent fiscal deficits
since 1993, and a shortage of domestic savings. Further, the sharp decline in the value of the
Kyrgyz som over 1997-1999 more than doubled the external public debt burden from 44 percent
of GDP in 1997 to 91 percent in 1999. Multilateral debt constitutes about 73 percent of the
external public debt. While the bilateral debt is relatively small, its shorter repayment periods
and higher rates of interest would have made debt servicing fiscally unsustainable between
2001 and 2006, but for the successful debt renegotiation concluded recently with Russia and
Turkey, the two largest creditors of the Kyrgyz Republic. As a result, the debt-servicing burden,
which stood at 25.6 percent of fiscal revenues in 2000, is likely to be moderate over the next
several years.

14. The already high levels of external debt combined with increasing pressures to raise
military expenditure because of the greater security needs in the south of the country, leave little
leeway for the Government even to maintain spending on infrastructure investment and social
transfers. Almost the entire share of the budget that is not spent on military or external debt
servicing is now spent on current expenditures, which has led to a deterioration in the quality of
publicly owned and maintained infrastructure in health, transport, and education. To curtail a
further rise in the debt burden, the PIP, amounting to 9 percent of GDP in 1999 and about 6.8
percent in 2000, will have to be trimmed. The Government has agreed with the IMF for a

® The pre-independence level of output has not yet been achieved, with the real gross domestic product in 2000
amounting to only 78 percent of the 1991 real GDP.



phased reduction in PIP to about 3 percent of GDP by 2005. The social impact of this
adjustment is likely to be minimized, however, by avoiding across-the-board cuts and improved
prioritization of projects.’

15. To strengthen the banking sector, the National Bank of the Kyrgyz Republic (NBKR) has
(i) placed several insolvent banks under liquidation in stages over the last five years,
(i) enhanced the quality of its on-site inspection, and (iii) increased minimum capital
requirements for existing as well as new banks and placed restrictions in the licenses of those
banks that cannot meet the increased requirements. However, public confidence in the banking
system is yet to be fully restored. Further, the efficient conduct of monetary policy has been
hampered by the growing dollarization in the economy, which can be reduced only over time as
confidence in the economy and domestic institutions returns. Privatization of large SOEs has
proceeded only gradually, in part as a result of unrealistic price expectations on the part of the
Government. The Government announced a civil service reform program in January 2001, and
restructured a number of ministries and state agencies, including the State Property Fund and
the National Securities Commission. Further initiatives are being formulated with WB support.

16. The collapse of the regional export markets led to the closure of a number of
enterprises, but the decline in industrial output since 1997 was halted in 2000, with the sector
growing at 6 percent. This result, however, was made possible only by the initial growth
performance of the Kumtor gold mining project, supported by a large foreign investment. While
agriculture performed well in 1999-2000, low productivity and poor supporting infrastructure,
including finance, supplies, and marketing, continue to hinder growth in the sector.

17. GDP growth is expected to remain stable at 5 percent and 5.2 percent in 2001 and 2002,
respectively. The ongoing fiscal consolidation will reduce the budget deficit to 5.9 percent of
GDP in 2001, further to 5 percent by 2002 and to about 3.7 percent by 2005. The cuts in PIP will
help restore some stability in the accumulation and servicing of the external public debt. To
stimulate private domestic and foreign investment, the Government's National Poverty
Reduction Strategy and the comprehensive development framework (CDF) call for an increase
in private domestic investment of around 6 percentage points, from 8.6 percent in 1999 to
14.4 percent of GDP by 2004. Thus far, private investments have failed to take off. Moreover,
net FDI fell sharply from $86.6 million to $44 million in 1999, and to $6.9 million in 2000. The
Government aims at increasing FDI to 15 percent of GDP by 2010. These targets are ambitious,
but they are critical for future economic growth. Recognizing the acute need, the National
Poverty Reduction Strategy and the CDF focus on formulating broad-based policy reforms to
create an environment conducive to attracting private investments to fill the void caused by the
cuts in PIP. Domestic and foreign investors continue to face various constraints, including a
complex licensing process,® difficulties in obtaining finance as well as protecting their
investments, general unpredictability in bureaucratic and judicial decisions, concerns over asset
stripping and renationalization of SOEs, an ineffective legal framework on secured transactions,
widespread practices of barter and informal transactions, poor supporting infrastructure, and
legal inadequacies and process and procedure-related judicial impediments. The proposed
Program will focus on structural reforms in three critical areas to improve the investment
climate. It will specifically (i) strengthen corporate and financial governance reforms, (ii) launch
legal and judicial sector reforms, and (iii) facilitate enterprise restructuring.

" TA 3382-KGZ: Strengthening Capacity of the Ministry of Finance in Financial Management and Planning of the

Public Investment Program, for $463,500, approved on 28 December 1999.
8 |t is not uncommon for businesses to get 40 different clearances and licenses. The World Bank's ongoing
Comprehensive Sector Adjustment Credit (approved in 2000) is addressing these constraints.



V. THE SECTOR
A. Background and Recent Performance

18. Despite wide-ranging reforms in many areas, sustainable economic growth and recovery
have been elusive in the Kyrgyz Republic. While this is partly a result of locational and structural
constraints, a major factor has been the size and scope of activities in the corporate and
financial sectors. There is significant excess capacity in the industry sector and the financial
sector continues to be small and nascent due to limited lending opportunities. The Program
components on corporate and financial governance improvements, and legal and judicial
reforms will benefit all enterprises (state-owned and private, financial and nonfinancial, as well
as limited-liability companies and JSCs) in all sectors of the Kyrgyz economy. However, the
enterprise resolution and restructuring component focuses on SOEs® in the industry sector and
private enterprises with a significant level of indebtedness to the Government.*°

1. Legal Structure of Joint-Stock Companies in the Kyrgyz Republic

19. The primary statutes in the legal framework for enterprises'® include the Civil Code, the
Law on Economic Partnerships and Societies (LEPS), the Law on Banks and Banking Activity
(LBBA), and the Model Company Charter (MCC). All JSCs with more than 50 shareholders, and
commercial banks regardless of the number of shareholders, are required to establish a two-tier
board structure, comprising a board of directors (BOD) and a board of management (BOM).
Members of the BOD are elected at the annual general meeting (AGM) of shareholders of
JSCs, and upon nomination from the BOD, the members of the BOM are elected by all the
shareholders. A BOD for a nonfinancial JSC has a minimum of three members and that for a
commercial bank has a minimum of five members. A BOM has a minimum of five members.
There may be no overlapping membership between the two boards.*? The BOD determines the
remuneration structure for members of the BOM and performs oversight functions on the latter.
Members of both boards may be removed by an AGM or any extraordinary meeting of
shareholders. In addition, each JSC is required to have an Audit Commission, with no
overlapping membership on the BOD. Under the law, all JSCs are required to register their
charters with the Ministry of Justice, developed in line with the provisions of the MCC, which
was adopted in 1997 under CGERP.

2. Industry Sector

20. In 2000, industrial enterprises contributed 22.5 percent to GDP; enterprises in
agriculture, 26 percent; those in construction and transport sectors, 9.1 percent; and all
remaining enterprises (including trade and services), 42.4 percent. The enterprises, which were
inherited from the Soviet era, had been set up in line with the interrepublican division of labor
that existed then among the FSU states. The typical structure consisted of giant industrial

° Those enterprises in which the State holds at least 25 percent of the shares.

19 Based on comprehensive background work done under TA 3505-KGZ, which focused on 65 large enterprises
(excluding the four largest utilities, namely JSC Kyrgyz Energo, JSC Kyrygz Telecom, JSC Kyrgyz Airlines, and
JSC Kyrgyz Gas). Appendix 4 presents data on key indicators on these enterprises.

! Enterprises can be organized as general partnerships, limited partnerships, limited-liability companies or JSCs.
Supplementary Appendix A presents these concepts. Given the liability and shareholding structure of JSCs,
corporate governance issues assume much greater importance in JSCs. Supplementary Appendix A also presents
some excerpts from the Model Company Charter.

2 The legal framework allows an exception in the case of very small JSCs, where the management of the company
may be vested in one person. Then that person can be a member of the BOD, thereby creating a unitary board.



complexes and enterprise towns located throughout the FSU to serve the markets of the FSU.
The location of such enterprises was based on national considerations and had little to do with
local conditions. These enterprises were thus isolated from the local economy, since the
centrally planned system determined their input sources and the markets for their products. The
structure and location of the industrial complexes placed little significance on economic or
financial viability of the enterprises, but focused on generating employment, in many cases for
the workers of closed mines. Further, the financial viability of these enterprises was artificially
propped up by subsidized energy imports (like gas from Uzbekistan), railway transportation, and
raw materials. After independence, when links with the FSU were severed, a vast majority of
such enterprises lost their competitiveness virtually overnight.

21. The Government initiated a three-phase privatization program in 1991, which is still
ongoing. The Committee on State Property and Foreign Investment (CSPFI)'® was established
in 1991 to oversee the privatization process and to act as a guardian of state assets. During the
first phase (1991-1993), about 4,700 small SOEs in trade and services were fully privatized
through cash and privatization-voucher auctions to managers and workers. During the second
phase (1994-1996), about 1,300 medium-sized and large SOEs were first corporatized as JSCs
and privatized by free distribution of 5 percent of the shares in each JSC to workers and
management, voucher auctions of up to 25 percent of the shares to the general public, and
divestment of the remaining 70 percent through competitive private bidding or direct sale. In
reality, however, these proportions differed according to the strategic importance of the
enterprise being privatized as well as the preferences of the buyers (primarily managers and
workers). The third round of privatization involving the large and strategic SOEs has been under
way since 1997.

22. At present, there are around 248 enterprises in which the state holds shares: 149 are
majority state-owned, including 14 enterprises fully owned by the state. In total, there are over
6,500 registered enterprises, of which 2,162 are classified as industrial enterprises. The size
distribution of enterprises is skewed, with the top four SOEs (JSC Kyrgyz Energo, JSC Kyrgyz
Telecom, JSC Kyrgyz Gas, and JSC Kyrgyz Airlines) dominating the industrial landscape and
accounting for about 70 percent of the capital stock in the economy. Around 40 percent of all
industrial enterprises have recorded significant losses over the past consecutive five years, and
have also accumulated large financial arrears (Appendix 4). By constraining liquidity, rising
arrears stifle enterprise growth and transactions. To offset this, payments in kind and barter
transactions are most prevalent in the Kyrgyz Republic, among the CARs.

23. Barring the initial rounds of privatization, limited measures have been taken in recent
years to reorganize enterprises so as to adapt them to the new prevailing market conditions.**
The Government relied mainly on creating the basic legal framework, on the assumption that
the market can enforce efficiency on company operations. However, a large majority of
enterprises generally have continued to operate “as-is,” resulting in ever steeply increasing

13 Until January 2001, it was called the State Property Fund.

% The Kyrgyz legal framework allows for five separate types of resolution and bankruptcy proceedings: (i) special
administration, resulting in liquidation; (ii) restructuring, in which viable assets are transferred to new entities, with
the debts and nonviable assets staying behind with the old enterprise; (iii) sanation, which is a court-sanctioned
procedure where a third-party guarantees the payments of all liabilities of a bankrupt enterprise, which can then
function as a going concern; (iv) rehabilitation, which is a consensual agreement among debtors and creditors to
reorganize the business through the preparation of a comprehensive plan; and (v) amicable settlement, involving
settlement of some debts to allow the enterprise to function. Though there are different possibilities, most
enterprise resolution attempts have resulted in liquidation. For purposes of this Program, the term “restructuring” is
used in a broad sense, in some places interchangeably with the term “resolution.”



losses, rising debts, significant excess capacity, and growing insolvency. While the Government
has introduced measures to restrict debt guarantees and budget loans to enterprises, the
budget constraints on enterprises continue to be soft, which in turn has impeded efforts to
strengthen enterprises. Thus far, bankruptcy proceedings have been initiated against
422 nonperforming or loss-incurring enterprises, of which 365 have been liquidated. About
10 percent have been restructured and very few rehabilitated. The financial health of the
restructured enterprises is, however, poor, as they are burdened with large outstanding debts to
creditors. Proceeds from the liquidation sales have financed less than half the total claims, since
there is no major market for the assets. On the other hand, there are expectations that all assets
will fetch their book values less depreciation, which considerably delays the disposal of the
assets. The average time to complete liquidation is high (4-5 years), compared with that in
developed and emerging economies.

3. Banking Sector

24, The financial sector in the Kyrgyz Republic is small and at a nascent stage of
development. There are at present 19 licensed commercial banks including a branch of the
National Bank of Pakistan, in addition to the Central Asian Regional Development Bank.
Banking sector assets account for about 9 percent of GDP, the stock market capitalization is
around 10 percent of GDP, and the ratio of financial deepening (broad money or M2 to GDP)
stands at 8.5 percent. The ratio of bank deposits to GDP stood at 5 percent and the ratio of
bank credits to GDP was 2.3 percent at the end of 2000. Lending margins and intermediation
costs have been relatively high. All these reflect the evolving state of the financial sector.
Reforms since the early 1990s have strengthened the structure as well as the regulatory
framework, facilitating prompt and corrective actions against insolvent banks. In 1996, with
support from WB under the Financial Sector Adjustment Credit, three large state-owned banks
were liquidated and Debt Restructuring Agency was established to facilitate recovery of bad
assets in problem banks. With support from ADB through the FIRM Program,*® NBKR closed
seven insolvent banks, and increased minimum capital requirements from Som25 million ($0.52
million) in 1999 to Som100 million ($2.1 million) for existing banks and Som300 million ($6.3
million) for new banks. However, the banking system needs further strengthening, given the
overall weak real sector environment.

4. Judicial System

25. The Constitution of the Kyrgyz Republic provides for three types of courts in the Kyrgyz
judicial system (Appendix 5). The Constitutional Court, comprising nine judges, deals with all
issues and disputes relating to the constitutionality of laws and practices. The Arbitrazh Court
System (ACS) deals with all commercial disputes involving legal entities. It consists of the
Higher Arbitrazh Court (HAC), which hears appeals from the arbitrazh courts of the capital city
of Bishkek and the seven oblasts or administrative districts’®. The ACS has 60 judges at
present, including 18 at the HAC. Within the arbitrazh courts, cases are heard by one judge at
the first instance, and by three judges at the appeals stage within the same court. The HAC
offers an appellate procedure called “supervision,” although any of the parties concerned can
move to the supervision stage at the HAC directly, by-passing the appeals stage. The HAC
meets only in Bishkek.

15 | oan 1723-KGZ (SF), footnote 2. See the Board Information Paper (No.R166-01), circulated on 5 October 2001,
for further information.
18 These are Chui, Osh, Jalal-Abad, Yssyk-kul, Naryn, Talas, and Batken.



26. Disputes of a civil, criminal, or administrative nature relating to physical persons (i.e.,
individuals) are dealt with in courts of general jurisdiction, headed by the Supreme Court.
Jurisdiction on disputes between legal entities and physical persons is subject to case-by-case
determination by the court of first instance. Given the larger demand for the adjudication of
local-level civil and criminal disputes, there are more courts and judges of general jurisdiction
than there are arbitrazh courts. The Supreme Court has 17 judges and the lower courts have
244 judges. The Supreme Court and the courts of general jurisdiction are governed by the same
procedures of appeal and supervision as within the ACS. Besides these three courts, there is no
other process (such as third-party arbitration) for resolving disputes in the Kyrgyz Republic. The
Constitution also recognizes military courts.

27. Judges in high courts (Constitutional Court, HAC, and Supreme Court) must be between
35 and 70 years of age, qualified as practicing lawyers for not less than 10 years. The judges of
the Constitutional Court are nominated by the President of the Kyrgyz Republic, and elected for
15 years by both houses of Parliament. Judges of the Supreme Court and HAC are nominated
by the President, and elected for 10 years by the lower (legislative) house of Parliament. Judges
of local courts should be under 65, and have at least 5 years of legal practice. They are
appointed directly by the President initially for a term of three years. Upon recommendation by
an Attestation Commission, their terms are extended for another seven years.!” Under the
Kyrgyz Constitution, judges enjoy full immunity for acts performed in their judicial capacity.

B. Constraints and Issues
1. Weak Operational, Monitoring, and Legal Environment for Corporate
Governance

28. With implementation of CGERP, there is greater awareness of corporate governance
standards and procedures, as outlined in the Handbook on Corporate Governance and the
MCC.® As of mid-2000, 95 percent of the 1,400 JSCs had registered their company charters
with the Ministry of Justice. The CDC had provided training and advisory services in corporate
management and governance to around 1,500 managers and employees of various
enterprises.’® However, while basic institutional capacity for corporate governance has been
established, the environment for good corporate governance continues to be weak, particularly
in large SOEs and JSCs in the private sector. While the formulation and adoption of a company
charter has been mandatory, there are operational, regulatory, and monitoring, as well legal
weaknesses. In many cases, the key shareholders of JSCs are not aware of, or neglect, their
responsibilities and accountability, and abuse their rights. The concept of limited personal
liability is often interpreted in a liberal manner and used by key shareholders to the detriment of
enterprises. Corporate governance is particularly weak in SOEs. Members of the BOD of SOEs
are generally appointed by their supervising ministries and include mainly Government officials
and local administration officials. In most SOEs, independent directors have no representation
on the BOD, as there is no specific legal requirement for the same. In such cases, directors
intervene in day-to-day managerial decisions, compromising the autonomy of management. In
many SOEs, the contracts between the BOD and the BOM are poorly defined, thereby

1 Appendix 5 presents the scheme relating to jurisdictions and appeals in the Kyrgyz court system. Tables 1 to 7 in
Supplementary Appendix B present data on the number of cases that pass through the ACS, number of judges,
and their salaries.

18 Both adopted under CGERP in 1997, through Government Resolution No. 433. The handbook outlines the general
corporate governance principles and practices around the world. It is a promotional document, while the MCC is a
legal statute.

19 Supported under TA Loan 1547-KGZ (footnote 1).
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preventing the emergence of a good performance-based incentive system. In general, failure to
follow sound criteria for appointment to the BOD and the BOM, and the practice of overlapping
appointments between the two boards in some enterprises lead to operational problems and
internal conflicts of interest.

29. Overall, the monitoring process and regulation of legal provisions on corporate
governance of SOEs have been weak. The State Committee on Securities Market (SCSM),
which is entrusted with monitoring JSCs for compliance with legal provisions on governance,
comes into frequent conflicts on regulatory issues with the CSPFI, which acts as a guardian of
state shares. Further, SCSM also lacks regulatory capacity. It compiles a large amount of
information on JSCs, but does not engage in effective compliance monitoring. In addition to
weak internal governance, as evident in the case of JSC Kyrgyz Gas Munaizat for example,
which became bankrupt due to lack of adequate internal controls, SOEs also suffer from the
absence of a clear and coherent corporate policy framework. Even strategically important
enterprises do not have clear objectives or forward-looking development plans that could guide
their production or prudent financial planning. A weak operational and financial environment,
which is worsened by the overall weak economic conditions, in combination with lack of
adherence to good governance principles in appointment to the BOD and BOM, leads to
misreporting and improper transactions, including asset stripping.

30. There are various inadequacies in the 