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DIAGNOSTIC STUDY OF THE KYRGYZ ECONOMY TO PROMOTE INCLUSIVE GROWTH 
(SUMMARY)1 

 
1. The Kyrgyz Republic went through a difficult transition following the breakup of the 
former Soviet Union (FSU). The breakdown of inter-republican trade and payments 
mechanisms, withdrawal of subsidies, and general economic decline caused severe disruptions 
to the economy. At the same time, however, the Kyrgyz Republic was one of the first FSU 
countries to implement economic reforms and move towards a market based economy. 
Openness and commitment to reform have continued, including an ambitious reform program 
under the present government. However, there have been many gaps between theory and 
implementation, and a number of underlying structural issues persist.  
 
2. Economic recovery began in 1996. Growth has been driven, on the production side, by 
rapid expansion of services, particularly in trade and telecommunications. On the demand side, 
growth was driven by domestic consumption, which was boosted by high rates of labor 
migration and workers’ remittances. However, growth has been repeatedly disrupted by adverse 
economic, social and political events. Most recently, in 2010, political and social unrest, which 
led to tragic loss of life and damage to property, stunted economic growth and set back poverty 
reduction. Largely because of this instability the average GDP growth rate between 2001 and 
2011 was 4.4%, the lowest among the countries benchmarked for this study, which included 
selected other countries of the FSU, selected small landlocked countries, and countries in the 
central and west Asia region. Growth has also failed to create formal sector employment 
opportunities, leading to widespread underemployment and hidden unemployment and relatively 
low rates of labor market participation, particularly among women. These factors drive high 
rates of external migration. Heavy dependence on remittances and gold production exposes the 
economy to significant external risk. 
 
3. Poverty rose markedly during the economic collapse, and it took some time for the 
revival in economic growth to translate into poverty reduction. From 2001 onwards, growth 
benefitted the poor. However, poverty reduction stagnated and then reversed between 2008 
and 2011 as economic, social and political crises hit, reaching 36.8% in 2011. In addition, 
economic disparities between rural and urban areas, and between the economic centers of 
Bishkek city and Chui oblast and other areas, have persisted or increased. Frustration with slow 
and unstable economic growth and economic disparities are among the complex causes of 
social discontent and political unrest, which are in themselves considered the main risks to the 
economic outlook. Reviving inclusive, stable and sustainable economic growth is a priority for 
the Government of the Kyrgyz Republic. This must be done in a difficult internal and external 
environment, with limited resources. 
 
4. In this context, the diagnostic study identified strategic priority measures to promote 
inclusive growth by examining the factors constraining economic growth of economic 
opportunities and the “inclusiveness of growth”, or the ability of all groups to access these 
opportunities. The study used the Hausmann, Rodrik and Velasco (2005) decision tree 
approach, which focuses on the constraints to private investment and entrepreneurship, as a 
starting point.2 An adaption of this framework extended the analysis to identify the factors 
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restricting the “inclusiveness of growth”.3 The analysis is based on close examination of 
empirical evidence, including benchmarking, and was informed by discussion with stakeholders 
around the country.  
 

Binding Constraints to Growth and Inclusiveness 
 
A. Uneven Access to Economic Opportunities 
 
5. The most important constraint to inclusive growth is lack of opportunities, caused by low 
and unstable growth, and their uneven geographical distribution. This means that addressing 
the constraints to economic growth, which are discussed below, is a precondition for inclusive 
growth. Uneven distribution has arisen because the constraints to growth identified for the 
country as a whole apply even more strongly to poorer areas, and act as disincentives to 
potential entrepreneurs and investors. In order to reignite growth and poverty reduction, the 
government needs to ensure that the constraints identified are addressed in rural areas and 
secondary cities, not just in the main economic centers, to create attractive environments for 
private sector investment and entrepreneurship.  
 
6. The most important disparity in opportunities is that between rural and urban areas. 
There is also a widening disparity between conditions in Bishkek city, the surrounding oblast of 
Chui and Issyk-Kul oblast and the other areas of the country. Although some of the fluctuations 
in poverty rates, particularly the recent rises in Osh and Jalal-Abad, can be traced to the 
impacts of the 2010 events, or to other region-specific factors, the underlying disparities are 
largely related to differences in available economic opportunities, with the poorest areas being 
those with the fewest non-agricultural opportunities.  
 
7. The extent of internal and external migration is a clear indication that the lack of 
productive opportunities and their uneven distribution are constraints to inclusiveness. 
Estimates of Kyrgyz nationals working abroad vary between 0.5 million and 1.2 million. 
Cumulative (official) internal migration data show that inflows to Bishkek and to Chui oblast 
between 2000 and 2011 were at least 110,000. While workers’ remittances have played a 
significant role in reducing poverty, barriers and costs to migration mean that some workers fail 
to benefit from economic opportunities provided by migration and reliance on remittances 
exposes households and the economy to external economic fluctuations and other risks, and 
imposes undeniable social and psychological costs.  
 
B. Weak Governance and Lack of Rule of Law 
 
8. The most binding constraint to economic growth for the Kyrgyz Republic is a particular 
cluster of closely-related micro risks. Perhaps the most damaging factor for growth has been 
political instability, demonstrated by two major political upheavals in the last seven years, with 
lasting effects on economic growth and poverty reduction. Corruption, poor governance, and 
lack of respect for, or inability to enforce, the rule of law and property rights reduce growth, as 
well as contributing to political and social instability. Various surveys identify this cluster of 
factors as by far the most significant problem investors and businesses face, and indicate 
deterioration while benchmark countries have improved.  
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9. Although some shortcomings persist, the Kyrgyz Republic has made significant strides in 
improving the regulatory framework. However, the size of the “implementation gap” between 
laws and practice has limited the positive effect of these measures on investment and growth. 
The government’s National Sustainable Development Strategy 2013–2017 puts ensuring rule of 
law at the center of the program, and sees improved investment climate as the main means of 
increasing investment and driving economic growth, including in remote regions. 
 
C. Limited Access to Finance 
 
10. A low level of domestic savings and high real interest rates, coupled with a shallow 
financial sector and inefficient financial intermediation has limited access to finance and thereby 
constrained private investment. Further, financial sector issues contribute to the widening gap in 
investment between the economic centers and other areas. Investment rates in the poorer 
oblasts such as Naryn and Talas are significantly lower than the national average. More than 
half of the fixed investment took place in Bishkek and Issyk-Kul oblast in 2011.  
 
11. The average interest rate that banks charged on their portfolios was 20% in 2011, high 
compared to benchmarks, and evidence suggests that short maturities of bank loans and strict 
collateral requirements are equally or more important in restricting access to credit. As a result, 
banks provide only a small fraction of financing for investment, for limited activities, with firms 
relying on retained earnings and private savings. Entrepreneurs with innovative ideas, or with 
activities requiring a longer start-up period, often struggle to finance investments. Although the 
expansion of microfinance institutions, which now provide one third of credit to the economy, 
has been rapid, and has included rural areas, they have not catalyzed economic growth or 
significantly reduced regional disparities in investment rates. This is mainly because of the small 
size of loans they offer, the high interest rates and the short maturities. New solutions to expand 
access to finance, particularly in rural areas, must be sought. 
 
D. Shortage of Skilled Labor and Uneven Access to Quality Education 
 
12. While wages in the Kyrgyz Republic are lower than in most benchmark countries, 
relative unit labor costs in the formal sector remain relatively high because of low labor 
productivity, resulting in a competitiveness gap. One factor in low labor productivity is the 
concentration of labor in the low productivity sectors of agriculture and services. Another factor 
is lack of skills and qualification of the labor force. In addition to an apparent shortage of 
educated workers, there is a significant mismatch between the skill needs of the economy and 
the outputs of the education system, with an oversupply of professionals or degree holders in 
the disciplines of law, economics and management and of unskilled workers, alongside a 
shortage of university graduates in the scientific, technical and engineering fields and of middle-
level workforce (technicians and skilled workers). Furthermore, the situation is deteriorating, as 
migration drains away skilled workers and qualified workers trained during the Soviet period 
retire. The need to address shortcomings in the education and training systems is urgent.  
 
13. In addition to the impact on economic growth, low and unequal access to quality 
education is a binding constraint to inclusiveness. The Kyrgyz Republic has managed to 
maintain relatively good access to basic services. However, there are major shortcomings in 
access to post-secondary education and in quality of education. Test scores from national and 
international standardized tests are low. In addition, both educational attainment and test scores 
vary significantly between regions, with the most rural and remote areas faring poorly. Even 
poor households invest considerable amounts in education. However, the wealthiest 
households and those in urban areas can afford to pay more to access higher quality education, 
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exacerbating inequalities caused by uneven government expenditures. Overall, unequal access 
to quality education is a major constraint to inclusiveness, as it prevents individuals and their 
households moving out of poverty.   
 
E. Increasingly Unreliable Electricity Supply 
 
14. While the Kyrgyz Republic is endowed with significant hydropower resources, the energy 
sector is characterized by: (i) ageing assets beyond economic life, (ii) high commercial and 
technical losses, (iii) below cost electric tariffs providing distorted signals compared to market-
based coal and gas tariffs, (iv) poor financial performance, and (v) operational constraints 
imposed by the water-energy nexus and varied hydrology. These issues cause poor energy 
supply and reduced energy access. Low reliability is a constraint to the private sector, despite 
the low cost of electricity. The reliability of electricity supply ranks low in the World Economic 
Forum Global Competitiveness Index (GCI)—113th out of 142 countries.  
 
15. The constraint of reliable electricity is particularly severe in rural areas, and regions 
outside of Bishkek, discouraging private entrepreneurs and reducing the productivity of 
investment. As such it is considered a constraint to inclusiveness as well as to economic 
growth. Enterprises take on a variety of strategies, such as use of generators and working at 
night, to get around the challenges with power supply. However, these strategies are costly and 
inconvenient. Overall, low reliability of electricity supply is considered a binding constraint to 
inclusive growth, particularly in labor-intensive sectors, such as manufacturing and food 
processing. Addressing this problem represents a significant challenge for the government. 
Combined with tariffs below sustainable levels, high losses make it difficult to mobilize funds for 
essential rehabilitation and investments. 
 
F.  Other Challenges  
 
16. Addressing the binding constraints to inclusive growth must be a priority. However, other 
challenges affecting the Kyrgyz economy nonetheless affect the wellbeing of the population. 
Some of these challenges could become binding constraints in future if actions are not taken 
now to prevent further deterioration.  
 
17. Transport. At independence, the Kyrgyz Republic’s endowment of infrastructure 
compared relatively well to that of many other developing countries. However, the scale of 
infrastructure was well beyond the means of a new independent country to maintain and 
operate efficiently, and systems for efficient operation and maintenance were often missing. 
Without a policy of strategic disinvestment or rationalization of the system, financial constraints 
have led to inadequate maintenance and the consequent decline of much of the infrastructure. 
As a result the Kyrgyz Republic ranks in the middle of the benchmark countries and between 
the People’s Republic of China (PRC) and Russia in term of its infrastructure quality, according 
to the GCI.  
 
18. Although the existing road infrastructure provides usable links to neighboring countries, 
much of the Kyrgyz Republic’s transportation infrastructure is in need of upgrading and 
rehabilitation. National and local roads in particular are in worse condition. As a small 
landlocked country, with small domestic markets, improving maintenance systems to sustain 
efficient transport links to neighboring countries must be a major priority for the Kyrgyz Republic.  
 
19. Telecommunications. The country has a well-developed cellular network (ranked 81st 
worldwide by the GCI) with a coverage rate of over 100%, higher than any other country in 
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Central Asia or the Caucasus, with the exception of Kazakhstan. However, further development 
of mobile telecommunications, for example mobile data applications, has the potential to drive 
growth and could help expand access to services such as banking in rural areas.  
 
20. Agricultural Infrastructure. The agricultural sector in the Kyrgyz Republic relies on 
crop production on 1.3 million ha of small-scale irrigated land in addition to 9 million ha of 
pasture-based livestock production. A third of income for farming households, which make up 
half of rural households, comes from crop and livestock production. Irrigation infrastructure has 
suffered from a significant lack of maintenance since independence and the irrigation and 
drainage systems have deteriorated. Land and pasture degradation, due to lack of crop rotation 
and overgrazing of communal pastures, is another cause of low farm productivity. These factors 
constrain the growth of agriculture but are not considered binding constraints for the overall 
economy, because of the small size of agriculture relative to other sectors (less than 17% of 
total GDP, or 20% excluding net indirect taxes), and because the agriculture sector is affected 
by the other constraints explored in this report. These binding constraints would limit the growth 
impact of necessary improvements to agricultural infrastructure. 
 
21. Macroeconomic Volatility and Tax Issues. For the Kyrgyz Republic, external trade 
indicators have been the most volatile macroeconomic variables. Compared to the benchmarks, 
however, volatility does not appear to be excessive. High tax rates and issues related to tax 
administration are reported to be concerns for businesses and investors. But, the overall tax 
burden is fairly low and much of the budget revenue comes from VAT, excise tax and to a lesser 
extent, from customs duties. Although these increase the costs of foreign trade, other barriers to 
trade are more significant constraints than tax rates, and issues of corruption and 
unpredictability in the tax system are more important constraints than the absolute level of tax. 
 
22. Information and Innovation. Exports are concentrated in a few, mainly low technology, 
sectors. The Kyrgyz Republic ranked 141st out of 142 countries in the innovation category and 
139th in capacity for innovation in the GCI in 2011. However, unlike other Central Asian 
countries, the Kyrgyz Republic has been able to break into exporting manufactured goods—
mainly textiles and garments and some limited electronics. There has also been considerable 
innovation and transformation in the agricultural sector, with producers moving away from 
cotton, towards foodstuffs such as fruit and vegetables, responding to opportunities in 
neighboring countries. While constraints on technological and export innovation are important 
and their relaxation is always likely to enhance productivity and growth, this indicates that they 
are not insuperable constraints for the Kyrgyz Republic at this stage of development. 
 
23. Coordination and Logistics. Coordination between exporters and traders or logistics 
service providers is particularly important for a small, landlocked country such as the Kyrgyz 
Republic. The Kyrgyz Republic has scored well in the Logistics Performance Index, and 
relatively good links have helped the country forge a role as a key link in regional trade 
networks, particularly in the re-export of goods from the PRC to neighboring countries. 
However, addressing specific shortcomings, such as the lack of cold storage facilities, 
refrigerated trucks and the lack of facilities for packaging and standardization, as well as specific 
issues with trade facilitation, could help boost growth of the agriculture and food processing 
export industries in particular. 
 
24. Access to Health and other Basic Services. Although the share of health care 
expenditures in GDP has been relatively high for a low income country, the Kyrgyz Republic has 
not fared better than most benchmark countries in terms of health outcomes, and there have 
also been large variations across regions. Poor access to quality water supply and sanitation in 
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rural areas is also a health issue, and a constraint to achievement of the Millennium 
Development Goals. However, there have been recent improvements in terms of access and 
equality in the utilization of health services. These have been reflected, to some extent, in 
improved health outcomes. Despite the many serious problems, most households can access 
basic services, and there is little evidence that lack of access is a major constraint to 
households exiting poverty.  
 
25. Social Safety Nets. The Kyrgyz Republic’s social safety net system compares favorably 
with many comparator countries in terms of targeting accuracy, as well as the percentage of 
GDP spent. However, the social safety net system has proven incapable of protecting the 
population from large, community or country-wide shocks such as the social unrest of 2010. The 
main shortcoming is the low level of benefits.  
 
26. Although some small improvements could be made to targeting of social safety net 
programs, a much greater impact on poverty would require increases in the generosity of 
benefits which are beyond the Kyrgyz Republic’s means. Shortcomings in the social safety net 
system are not considered a constraint to inclusiveness. Rather, the priority should be to reduce 
the frequency of country or community-wide shocks, which cannot be addressed without a 
major expansion in the generosity of the social safety net system. This would involve reducing 
economic instability by dealing with the micro risks discussed above, and by creating more 
domestic employment opportunities, to reduce dependence on external factors.  
 


