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Based on the joint World Bank-IMF Low-Income Country Debt Sustainability Framework,
the Kyrgyz Republic is assessed to be at a moderate risk of external debt distress. '
Compared to the previous joint DSA, the debt outlook looks more favorable. However, some
stress tests suggest that the country is still vulnerable, particularly to exogenous shocks or a
reversal in real GDP growth. Further improvement of the debt outlook will depend on
maintaining sound macroeconomic policies, including prudent borrowing, as well as
assuring continued concessional financing to support the country’s large development needs.

I BACKGROUND

1. The Kyrgyz Republic’s nominal stock of public and publicly guaranteed (PPG)
external debt declined from about 100 percent in 2003 to 70 percent of GDP in 2006,
and further to 55 percent in 2007. The decline has been mainly the result of an
acceleration in the pace of economic growth and a nominal appreciation of the domestic
currency, but also reflects firm fiscal discipline and Paris Club support. The present value
(PV) of PPG external debt was equivalent to $1,372 million (36.6 percent of GDP) at end-
2007, of which 72 percent is owed to international financial institutions (IFIs) and the
remaining 28 percent to bilateral creditors. The external private debt reached almost 6
percent of GDP at end-2007.

2. The Kyrgyz Republic has had two debt restructuring agreements with the Paris
Club. The first debt restructuring with the Paris Club, in December 2002, provided for flow
rescheduling, in three phases and on Houston terms, of maturities falling due between

! The DSA has been produced jointly by Bank and Fund staffs, in consultation with Asian Development Bank
staff and the Kyrgyz authorities. The fiscal year for the Kyrgyz Republic is January 1-December 31.



December 2001 and April 2005, all of which have been implemented. The second, in
March 2005, under the Evian approach, stipulated that the full amount of principal payments
on official development assistance (ODA) credits was to be repaid over 40 years, with a
13-year grace period, at interest rates at least as favorable as the original concessional rates
applied to those loans. On non-ODA credit, creditors agreed to halve the NPV, following
either debt reduction or debt service reduction options. The Kyrgyz authorities indicated in
early 2007 that they did not wish to avail themselves of the HIPC initiative but subsequently
expressed interest for the MDRI. At end-2007, indebtedness indicators were estimated to be
below the applicable HIPC Initiative thresholds, while income levels were estimated to be
above the IMF MDRI thresholds.

IL. UNDERLYING DEBT SUSTAINABILITY ANALYSIS ASSUMPTIONS

3. The macroeconomic assumptions reflect the framework underlying the
prospective IMF program and World Bank and IMF staff projections through 2028.
They have been updated to incorporate recent developments and changes to the medium-term
outlook, but long-term assumptions are broadly similar to the framework used in the last LIC
DSA. The data on the stock of external debt at end-2007 were provided by the Kyrgyz
authorities.

4. The framework assumes continuation of sound macroeconomic policies—
including fiscal consolidation and prudent public debt management—as a basis for
sustaining growth (Box 1). The baseline projections do not rely on substantially higher
growth rates than the historical average nor on significant improvement in loan terms.
Growth would be underpinned by firm implementation of structural reforms to remove
impediments to private investment and stimulate economic diversification. The framework
features average long-run GDP growth of about 5 percent per year over 201428, broadly in
line with growth assumed in the last DSA, backed by strong private investments (including
foreign direct investment) spurred by improvements in the business climate. The external
current account deficit is projected to decline from 8.5 percent of GDP in 2009 to 3.4 percent
in 2013, but to average 4.4 percent in 2014-28 following the gradual decline of gold output.

5. The last DSA underestimated the near-term GDP growth. In particular, actual
2007 GDP in U.S. dollar terms was 7% percent higher than the level projected in the last
DSA. In addition, exports and the current account deficit in 2007 were also substantially
lower than the levels projected earlier.



Box 1. Baseline Macroeconomic Assumptions

Real GDP growth is projected to average about 5 percent over the longer term, only marginally higher
than the historical average of about 4% percent, on the back of strong private investment, including
FD], spurred by improvements in the business climate. Affected by the global and regional slowdown
combined with weaker domestic demand due to high inflation and slowdown in credit expansion,

GDP growth is expected to slow down in the near term. In the medium term, however, growth will
rebound supported by a continued recovery in the mining industry and the resumed reforms in the
energy sector, while tourism-related services and a reformed energy sector would underpin measured
but sustained long-run growth. Consistent with the assumption of sound fiscal and monetary policies,
inflation (measured by the GDP deflator) would average 4% percent annually over 2011-28.

Recovering from an accident in the Kumtor gold mine in 2006, gold output is expected to grow
substantially in 2008—09. Long-run projections assume that a sharp drop in gold output from the
expected closure of the existing Kumtor mine in 2014—15 will be compensated by gains in tourism
receipts and other exports, as well as an increase in production in new gold mines. In all, annual
growth of exports of goods and services, including estimates for informal agricultural exports and
reexports of consumer goods, would average 6.3 percent over the long term, maintaining the export-
to-GDP ratio at about 53 percent. Consistent with growth projections and expected FDI inflows,
imports of goods and services would grow at about 6.6 percent per year over the long term, with the
import-to-GDP ratio declining only slightly to 85 percent. Remittances are projected to slow down
somewhat in the near term, but will remain strong over medium and long term, with their ratio to
GDP slowly declining.

Net FDI inflows would stay at about 3% percent of GDP over the medium and long term. While in
the near-term FDI would be concentrated in traditional sectors, like mining and industry, business
climate improvements should yield a more diversified structure of FDI in the outer years.
International reserves would be kept above three months of imports of goods and services.

Medium-term public borrowing is assumed to be on highly concessional terms, primarily from IFIs.
Over the DSA horizon, concessionality of new external public borrowing would gradually decline
from around 41.8 percent in 200813 to 15.8 percent in 2014-28, as more borrowing will be
contracted at less concessional terms from bilateral and commercial creditors.

A new Tax Code that aims at harmonizing the tax rates with those of the neighboring countries will
become effective in 2009. VAT rates will go down from 20 percent to 12 percent, and the existing
sales, road, and emergency taxes will be eliminated. A new turnover tax with a broader base and a
property tax will be introduced that aim at offsetting losses from the tax cuts. Tighter control of goods
and services spending, as well as improved tax administration will prevent the primary deficit from
rising significantly. As the primary deficit is projected to be stable at about one percent of GDP in
2009-28, the public sector debt declines to about 45 percent of GDP by 2028, from about 60 percent
in 2007, reflecting a prudent public debt management strategy of the government. After the closure of
the currently operating Kumtor mine by 2014-15, the primary deficit will increase to about

1Y percent of GDP in 201415, but will return to one percent on average thereafter.




III. EXTERNAL DEBT SUSTAINABILITY ANALYSIS
A. Baseline

6. The baseline scenario points to a cautiously favorable improvement in the
external debt outlook over time. Already by end-2007, the PV of debt-to-exports and the
PV of debt-to-revenue ratios, at 70.6 and 128.4 percent respectively, were well below their
policy-based indicative thresholds.*> Only the PV of PPG debt-to-GDP ratio, at 37 percent, is
close to its relevant threshold of 40 percent in 2007, but by end-2008 it is projected to fall to
29.3 percent. Over the DSA horizon, all debt ratios move steadily on a downward path
underpinned by steady growth, fiscal consolidation, and prudent debt management. With the
anticipated closure of the existing Kumtor gold mine operations in 2014-15, the ratios would
increase somewhat around that time, but would eventually fall back below the pre-closure
levels. The DSA exercise does not incorporate potential debt financing of the Kambar—Ata
hydroelectric project as it reflects the authorities’ current plan to develop the project on the
basis of equity participation.

7. Debt service is expected to remain manageable throughout the DSA horizon.
This reflects the high concessionality of both the outstanding multilateral debt and the
assumed new borrowing, as well as the debt relief delivered by Paris Club creditors in 2005.
The PPG debt service ratio would increase slightly from 2 percent of exports (4.7 percent of
revenues) in 2013 to 3.9 percent of exports (7.9 percent of revenues) in 2028, driven by less-
concessional new borrowing and the repayment of the previously restructured bilateral debt.

B. Alternative Scenarios and Stress Tests

8. Stress tests and alternative scenarios show that the Kyrgyz Republic’s external
debt is vulnerable to large shocks or substantially less favorable assumptions. The PV of
debt-to-GDP ratio and the PV of debt-to-revenue rise above the relevant indicative thresholds
under some tests. The PV of debt-to-GDP ratio rises above the indicative threshold of

40 percent in the medium term when the net non-debt creating inflows over 2009-2010 are
one standard deviation below their historical average, or under a shock over 2009-2010
combining lower GDP and export growth, currency depreciation, and lower net nondebt
creating inflows. The PV of debt-to-revenue would also rise above the relevant indicative
threshold of 250 percent in the short term under these conditions. However, the PV of debt-
to-exports ratio is robust and does not breach its threshold under various tests. Debt service
ratios also prove resilient, staying below their indicative threshold levels under various tests.

? The Kyrgyz Republic is rated as a medium performer based on the World Bank’s Country Performance and
Institutional Assessment Index for low income countries. The relevant policy-dependent thresholds for
countries in this category are 40 percent for the PV of the debt-to-GDP ratio, 150 percent for the PV of debt-to-
exports ratio, 250 percent for the PV of debt-to-revenue ratio, 20 percent of the debt service-to-exports ratio,
and 30 percent of the debt service-to-revenue ratio.



The historical scenario—where key macro variables evolve according to their historic
averages—points to a more benign external debt outlook than the baseline scenario.

Iv. PUBLIC DEBT SUSTAINABILITY ANALYSIS
A, Baseline

9. Domestic debt is projected to increase and will play a more important role in
financing the budget deficit in the medium and long term. Domestic debt currently
accounts for less than 10 percent of total public debt. However, by 2028, domestic debt is
projected to exceed one-third of total public debt as domestic financial markets deepen.

10. The Kyrgyz Republic public debt outlook is projected to be manageable in the
medium and long term. Under the baseline scenario, the PV of public debt to GDP ratio
goes down to 26% percent in 2013 from about 40 percent in 2007, but increases to 41%
percent of GDP by 2028. The tax revenue ratio will increase from 23 percent in 2007 to 277
percent in 2028. The tax revenue ratio will drop somewhat in 2009 due to tax cuts envisaged
in the new tax code. Also, in 2014 and 2015, the income tax ratio will drop as the existing
Kumtor mine closes. However, in the longer run, income taxes will gradually recover and,
aided by discipline on the expenditure side, contribute to the sustainability of public debt
indicators.

B. Alternative Scenarios and Stress Tests

11. Alternative scenarios and stress tests show that Kyrgyz Republic’s public debt
remains sensitive to shocks that reduce real GDP growth. The standard sensitivity
analysis based on the historical variation of key parameters, including real GDP growth and
exchange rate, shows that debt ratios will rise considerably in the long run. Under different
stress tests and scenarios, the PV debt-to-GDP ratio in 2028 will vary from about 35 percent
under the fixed (at 2008 level) primary deficit scenario to 98 percent under the permanent
real GDP growth shock scenario.

V. DEBT DISTRESS CLASSIFICATION AND CONCLUSIONS

12. Based on the projected external debt burden indicators, Kyrgyz Republic is
assessed to be at moderate risk of debt distress. The public DSA suggests that

Kyrgyz Republic’s total public sector debt seems manageable in light of the dynamics of the
domestic debt stock. All NPV-based external debt indicators in the baseline are projected to
stay below their indicative thresholds over the DSA horizon. Moreover, under the baseline
scenario, the debt service burden would remain well below the thresholds, reflecting the high
concessionality of the external debt. Nevertheless, alternative scenarios and stress tests show
that the external public debt indicators could approach or breach the thresholds if the



Kyrgyz Republic were to experience large adverse exogenous shocks or relax its prudent
debt management policy. This conclusion is consistent with the last DSA.

13. Low-concessionality loans from bilateral and commercial creditors to finance
large public investment projects continue to pose a risk to the debt outlook. Staff
recognizes that the Kyrgyz Republic has large developmental needs, but considers paramount
to lock in the recent progress towards achieving and maintaining debt sustainability. Even if
loans have a grant element of at least 35 percent, it would be important to ensure that the
underlying projects are viable and that market risks, including exchange rate risk, are
accounted for, so as to avoid the build up of an unsustainable debt burden.



Figure 1. Indicators of Public and Publicly Guaranteed External
Debt under Alternatives Scenarios, 2008-28 1/
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1/ The most extreme stress test is the test that yields the highest ratio in 2018, In figure b. it corresponds to a
Combination shock; in ¢. to a Combination shock; in d. to a Combination shock; in e. to a Combination shock and in
picture f. to a Combination shock



Figure 2. Indicators of Public Debt Under Alternative Scenarios, 2008-28 1/
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1/ The most extreme stress test is the test that yields the highest ratio in 2018.
2/ Revenues are defined inclusive of grants.



‘Jgep Wia}-Buo| pug WMpatu JO UORBZINOWE PUE 1SAI9JUL JO WINS BY) SE pauljap §1 901AI8S 193] /S

‘siueib Buipnjoxs senuansy /v

‘pousd Jse| 8} JO PUD L) 1B JgBpP WIBY-HOYS JO #201s au snid aoinas jqep snid yoyep Aewud ayp se paulep s| paau Bupueul SSoIS) /8

-Aouedalosip |eOnSHElS Byl Sapniou| /2
1g9ep $s046 Juswwsnob [eleusg) /)
suonosford pue sajewsa Yeys pung pue isapuoyne zABIAY 's201n0g

It 9L Iy z8e v'6e v ey 90y 19 (quaosad ul) BuMOLIO] JELIBIXS MBU JO JUBWID JUBID)
10 %] 00 10 Lo ] 10 L0 Vo 10 1o 00 zo Lo 00 (uaouad ut uoielep dao Ag peleysp) Bupueds Aewd el Jo Mmoo
8 oc A €9 [oir4 Ve 8¢ €L 8¢ €61 evl vy Lee 6'LL 2L (adiad ul “iojeyep 4ao) e1el uoneju|
. - ov- 8/ v'6- 0ze- oG- £o (uoneraidep sejedipul + Yuadtad w) uopenaidap ajes sbueyoxa jeay
zs 584 €5 /4y S0l L'zi 01t [T sgl x4 [x:13 89 zoL- gL e (jusdsad ) 1gap NSAWIOP UO Ajel )saIB)uUl B3] BbeIanY
zz 62 0z A o €t o € [ 80 L0 gl 60 60 9t (uaouad 1) 1gap X210} UO B1B) J5aJBLI [eulLoU BbeioAY
(3% 4] 8y 6G 86 Vi 0g 4] L€ =] [ (24 z8 X5 z0- (usasad up) umoib 4ao |eay
suondwinsse [EJst) pUB JHWLOU0IB0I0BW Aoy
L0 S0 L'ec Se qe 6'¢C 6'G 09 8yt 0313 L8 ONEl J09-01-1Gap By} SOZINGES Jey Joiep Aeulud
[4)} 9L 141 66 6'9 9L 8’8 Vi oL €01 gel /G (3uansad U1) ORES BNUBABI-0}-801BS 1q8(
0ol €L 3] 9’6 v'9 oL o8 89 S99 00l Lzl /G (uaosed ul) oned sjuesb pue BNUBABI-01-80IMOS 1ga(
192 6’88 898 v'Z6 186 o'vol 9¢hl 6'80¢ S'ich 6'€9t 0’861 /¥ |EUIBIXD M/O
Svel gelt 0’66 1004 4’901 S9LL 1's¢) gect 8'6cl £'881 v'6ce (iuensad ui) ones snuasvl-o1-Igap J0108s oqnd Jo Ad
9'iel €60k 006 Sv6 £'66 5801 42 o€Ll €62t L'Z81 6'6LC (usosad un) oxes suelb pue BnuBABL-01-1Gap J0128s Jliqnd Jo Ad
68 9Y 8z v'e 9'¢ v 9¢ t'e 6'G 19 1’6 /€ pasu Bupueuy ss09
(3g9p 10308s 21IqNd Wl papnjour Jou) saiIgel uabunuoa Jo Ad
L'EC 0’9z e €62 6'9¢C 812 (74 Lle 9ve oy 89y JBUIBIX3 M/O
9€z ¥'9z -3 A 662 9.2 [e3:14 008 1Z8 (5= 9y 88y pajeuiwiousp Aousiino-ubiaioy m/o
Sy v'ee G Vi 8'8¢ e g¢ce 6'GE g'6e £'8Y £vs 1gap Joyoes aand Jo Ad
SI0pepu| ANigeulesng B0
ol g1 €0 0 S0 Sl 00 S0 oc L0 oS- sabueyo jasse buipnjoul ‘jenpisay
00 00 00 00 00 00 00 00 00 00 00 (uonezijendess yueq 69 ‘Ayoads) Joyi0
00 00 00 00 00 00 00 00 00 00 10~ (430 pue DdiH) Jate1 19eQ
00 0’0 o0 00 00 00 00 00 (] 00 00 somfgel) uabuguos 1o yoildw Jo uoubooay
00 10 Lo 10 Lo~ 1o Lo 1’0 Lo 00 zo- (aanebou) sydieoar uonezienld
00 1°0- 10~ 10 10~ Lo L0 1o 1o- 00 zo0- smoyl Bunesio-jqep paynuepi o430
o : 00 <o 80~ L} 0¥ L7y 66~ 00L- €¢ uonesidep ajes sBueyoX (BRI WO UOKNGUILOD
ze- 6}~ txA 8¢ Le- 12 6L tha §'G- s A 0] YImoaB 4go) jeas woly UoHNGLIUOD TYIYM O
90 co L0~ 10" L0 1o 1’0 S0- - L el ajes Jsaiojul jeas obeIaAR WO UOHNGUIUOD TYIHYM JO
9't- L'} oA 6¢- A 9Z- g1 9 1’9~ [ Z'1- [efusIayip ymoib/eles 1salsiul wWolj uonnNgUILo?Y
94~ g’} o Lg- o'e- ey 96 7 96 L'9L- erl-  Gg'e- SONLBUAP 18P DHEWOINY
1'ze s'ie 20¢e 862 9'62 6z v'62 £7ce 80¢ 6.C [ 44 ainypuadxa (1saleuuou) Aewy
L0 Zl 9l 9l L' 0C 9T Le €C 80 o'l spedb Jyaym jo
Sie G0g g6z 062 062 182 o 14 e 8°0¢ 92 Lve sjuesb pue snuanay
60 G0 o'l L0 80 20 g0 20 60 S0 S'e e 00 gl L'l /2 Woyep Aewind
- 6°0- 9L~ g oAl 9'e- 0G- 6% 8'9L- 8CL- 0¢C smoy Buneaisgep paunuap)
0 G0 6°L- paral 6°¢C- Al 0'G S'G- 8vi-  veElL- 0L 1g8p 10j08s aqnd uy sbueyd
gz L've 1'se AN 60V [ RA4 vy o6y L'es 6'29 yo8 pajeulwousp AousLNd-ubialo) m/o
[4°14 44 oA yee [ %44 13414 Zly zes JAVAS] SCL 6'G8 /1 199p J0JO8S JHqng
abesany 8202 810¢ abesany €10z [450r4 Loz 0102 6002 8002 uonemeq obesony 1002 900¢ G00C
o 48074 €800 piepugig
suonoalold Jewsy 1enpy

(pajeoipur asimusy0 ssajuUN ‘4o jo jusolad uy)
8¢—G00Z ‘oleusdg aulasey “lomaweld Aqeuiesng 1o 101093 angnd "8l ajqel



10

Table 2a. Sensitivity Analysis for Key Indicators of Public Debt 2008-28

Projections
2008 2008 2010 2011 2012 2013 2018 2028

PV of Debt-to-GDP Ratio
Baseline 359 326 312 289 274 265 333 415

A. Alternative scenarios

A1. Real GDP growth and primary balance are at historical averages 359 354 377 388 412 437 641 1006
A2. Primary balance is unchanged from 2008 359 320 303 279 262 251 200 850
A3. Permanently lower GDP growth 1/ 359 328 320 305 300 304 485 977

B. Bound tests

B1. Real GDP growth is at historical average minus one standard deviation in 2008-2010 359 343 371 369 375 389 581 863

B2. Primary balance is at historical average minus one standard deviation in 2009-2010 359 39.0 439 412 381 37.8 435 479
B3. Combination of B1-B2 using one half standard deviation shocks 359 377 424 410 403 403 532 6938
B4. One-time 30 percent real depreciation in 2009 359 446 416 384 364 352 418 508
BS5. 10 percent of GDP increase in other debt-creating flows in 2008 359 419 400 372 354 342 402 453

PV of Debt-to-Revenue Ratio 2/
Baseline 113.0 1143 1087 995 943 889 1092 1316

A. Alternative scenarios

A1. Real GDP growth and primary balance are at historical averages 113.0 124.3 1314 1335 1416 1478 2094 3182
A2. Primary balance is unchanged from 2008 113.0 1124 1058 960 90.1 85.0 948 1106
A3. Permanently lower GDP growth 1/ 1130 1151 1114 104.8 1033 1031 1583 3087

B. Bound tests

B1. Real GDP growth is at historical average minus one standard deviation in 2009-2010 113.0 120.1 128.6 126.4 1287 1312 189.6 273.0
B2. Primary balance is at historical average minus one standard deviation in 2009-2010 113.0 1367 153.3 1418 1346 1282 1425 1519

B3. Combination of B1-B2 using one half standard deviation shocks 113.0 1324 1476 1410 1385 1364 173.8 2206
B4. One-time 30 percent real depreciation in 2009 113.0 156.5 145.0 1322 1254 1194 137.0 1604
B5. 10 percent of GDP increase in other debt-creating flows in 2009 113.0 1471 1395 1283 1220 1159 1316 1436

Debt Service-to-Revenue Ratio 2/

Baseline 6.8 8.0 7.0 6.5 5.6 5.1 7.3 100

A. Alternative scenarios

A1. Real GDP growth and primary balance are at historical averages 6.8 8.0 82 140 147 182 258 439
A2. Primary balance is unchanged from 2008 6.8 8.0 6.9 5.8 5.1 46 4.8 7.7
A3. Permanently lower GDP growth 1/ 6.8 8.1 7.2 7.2 6.9 73 162 418

B. Bound tests

B1. Real GDP growth is at historical average minus one standard deviation in 2009-2010 6.8 8.3 8.0 95 118 128 224 358
B2. Primary balance is at historical average minus one standard deviation in 2009-2010 6.8 8.0 9.1 212 210 146 125 156
B3. Combination of B1-B2 using one half standard deviation shocks 6.8 8.1 9.0 181 178 156 186 273
B4. One-time 30 percent real depreciation in 2009 6.8 9.3 9.6 9.6 9.3 9.0 134 208
B5. 10 percent of GDP increase in other debt-creating flows in 2009 6.8 8.0 101 249 89 156 9.9 140

Sources: Kyrgyz authorities; and Fund staff estimates and projections.
1/ Assumes that real GDP growth is at baseline minus one standard deviation divided by the length of the projection period.
2/ Revenues are defined inclusive of grants.
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