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CURRENT DEVELOPMENTS OF INFLATION

1. CURRENT DEVELOPMENTS OF INFLATION

For 9 months 2003 gross domestic product gained 5.1 percent
compared with corresponding period of the last year. The value added
in industry grew by 14 percent, and it increased by 9.6 percent excluding
output of the Kumtor gold-mine enterprise. Non-ferrous metallurgy,
the food-processing industry, electric power industry made the most
contribution into growth. Agriculture grew by 0.3 percent.

The trade balance remained negative as a result of outstripping growth
of imports against exports. The increase in exports is caused by
restoration of gold export as well as the price factor. Exports excluding
gold reduced concerning the third quarter of the previous year. Mineral
oil and consumer goods basically drove growth in imports.

The nominal effective rate of a Som become stronger by 4.2 percent
due to strengthening in foreign currency inflow and easing of US
dollar in the international financial market. The real effective rate of
a Som has insignificantly decreased in result because of higher inflation
in basic partners on trade compared with Kyrgyz Republic.

Annual monetary aggregates growth rates were still high, though the
tendency to slow down revealed. The monetary aggregates basically
grew due to interventions of the National bank by amount of 9.2 million
US dollars. Banking system liquidity was unstable. As far as amount
of participants was insufficient all notes auctions of the National bank
are recognized not taken place. Interest rates on T-bills continue to
grow.

For the third quarter 2003 consumer prices decreased by 2.5 percent.
The food stuff prices determined CPI developments. Seasonal decline
in food prices were more pronounced, so consumer price index for 9
months decreased by 0.1 percent. Inflation outlook for the fourth
quarter is sensitive to commodity markets conditions, first of all for
grain and potato. Adverse weather in the spring of the current year
and a poor grain harvest in Ukraine and in Moldova create risks of
destabilization at separate markets. In this connection the inflation
outlook for the fourth quarter makes 3.7 percent.
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2. CONSUMER PRICE INDEX AND ITS COMPONENTS

In the third quarter 2003, there was decrease in consumer price index,
which is typical for this period. According to the data of the National
statistical committee it decreased by 2.5 percent (in the third quarter
2002, registered deflation by 1.7 percent). Deflation has been
influenced by seasonal reduction in prices on foodstuff, which declined
by 7.7 percent, while non-food and service prices rose by 2.3 and
11.8 percent, respectively.

2.1. COMPONENTS OF CONSUMER PRICE INDEX
2.1.1. FOOD PRODUCTS

Foodstuff, which dominated in the consumer's basket, are volatile a
lot due to seasonality. Accordingly, foodstuff price developments
determine movements in consumer price index. In the first half of
current year the seasonal factor was amplified by low crop of fruit-
and-vegetable in 2002 because of adverse weather conditions that
caused delay of sowing works in 2003 by 15-20 days. It transformed
into high price expectations and as a result there was growth in fruit
and vegetables prices by 74.1 percent in April - May. Since June
when new crop was carried to market fruit and vegetables prices
rebounded and decreased by 31.6 percent. Seasonal fluctuations were
almost the same in comparison with the corresponding period of the
last year (in the third quarter of 2002, fruit and vegetables prices
decreased by 31.3 percent). The growth on meat and the meat product
prices was 2.4 percent. The prices on other foodstuff items changed
insignificantly.

Chart 3b: Food Prices,
percentage changes on a year
earlier

Chart 3a: Food Prices,
percentage changes on a year
earlier
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CONSUMER PRICE INDEX AND ITS COMPONENTS

2.1.2. NON-FOOD PRODUCTS

The non-food price rose by 2.3 percent because of growth in petroleum
product prices in August - September, especially gasoline price that
increased by 33.2 percent. The increase on petroleum product price
was caused by strong demand in connection with the fact that
agricultural works started and deliveries of gasoline were decreased
because of major refining factory stopped on repair, growth of the
domestic prices on gasoline in Russia and Kazakhstan grew. According
estimates more than 90 percent of Kyrgyz need in mineral oil are
provided due to imports, basically from Kazakhstan and Russia.

Also the prices for gas, newspapers, books and the stationery increased
by 1.2-9 percent. Other item prices remained the same.

Chart 4a: Non-food Prices, Chart 4b: Non-food Prices,
percentage changes on a year earlier percentage changes on a year earlier
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2.1.3. SERVICES

The paid service price index on grew by 11.2 percent. There was
growth of tariffs for services of notary's offices in 14 times. Also
as a result of administrative increase communication tariffs rose
by 14.1 percent. Education and hotel service prices increased by
1.5 percent.

Chart 5a: Services, Chart 5a: Services,
percentage changes on a year earlier percentage changes on a year earlier
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2.2. CONSUMER PRICES BY REGIONS

There was a decline in consumer prices around all regions of Kyrgyz
Republic. The greatest reduction, which made 6.6 percent, was
registered in Batken region, due to foodstuff prices decreased by
13.9 percent. The prices demonstrated the least decline in the Osh
region, where deflation made 1.8 percent as a result of foodstuff
reduction in prices by 5.9 percent. In Jalal-Abad, Issyk-Kul, Naryn,
Talas and Chu region consumer prices decrease fluctuated within
2.2-4.8 percent that was caused by foodstuff deflation by 7.1-10.8
percent.

Chart 6a: CPI by Oblasts, Chart 6b: CPI by Oblasts,
percentage changes on a year percentage changes on a year earlier
earlier
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3. INFLATION FACTORS

3.1. MONETARY AGGREGATES

Monetary aggregates grew insignificantly faster than in the
corresponding period of 2002. The greatest growth was registered
for monetary aggregate M2X that was caused by significant inflow in
foreign currency to the banking system.

3.1.1. MONETARY BASE'

The monetary base for the third quarter of 2003 increased by 2.9 percent.
Thus, year-on-year growth of monetary base gained 27.8 percent. The
money in circulation grew by 3.5 percent. Share of money in circulation
increased from 96 percent on the end of June up to 96.6 percent on the
end of September. Accordingly, share of correspondent accounts of
commercial banks in the National bank reduced from 4 to 3.4 percent.

3.1.2. AGGREGATE M2

M2 increased by 3.8 percent, its year-on-year growth rate made 29
percent. Deposits in national currency increased by 3.6 percent, while
settlement accounts of legal persons increased by 9.8 percent and
time deposits reduced by 3.9 percent.

3.1.3. AGGREGATE M2X

M2X under the current exchange rate increased by 8.1 percent. Broad
money grew mainly due to growth of cash outside of banks, increased
by 3.8 percent. Also, deposits in commercial banks rose by 16.2 percent?.

The M2X growth gate outpaced M2 growth rate because deposits in
foreign currency rose by 19.9 percent.

Changes in the structure of M2X for the third quarter were following:
* the share of cash outside of banks reduced by 2.2 percentage
points and reached 62 percent;
» the share of deposits in national currency reduced by 0.5
percentage points and achieved 12 percent;
» the share of deposits in foreign currency increased by 2.6
percentage points and made 26 percent.

It is worth to note broad money growth occurred due to increase in net
foreign assets of the National bank. The National bank increased purchasing

! Excluding deposits in foreign currency in commercial banks.
2 Including commercial banks, which license is withdrawn, but process of liquidation
is not completed.

per cent

Chart 7: Monetary aggregates,
percentage changes on a yeagarlier

50 4

40 4

30 4

20 4

&
A

A

A
‘?’MAAA

S

6 9

12 3 6 9
2002

Monetary base

M2
M2X



Chart 8: Discount rate of the
NBKR, inter-bank credit and
REPO interest rates, per cent

per cent

REPO rate
m——— Som inter-bank credit rate

e Discount rate

10

INFLATION REPORT Ne3 (9) 2003

of foreign currency, which led international reserves and reserve money to
grow, by the reason of reduced demand for foreign currency, easing of US
dollar on the global financial markets, and foreign currency inflow into banking
system as a result of trade operations. Money demand remained strong
that was reflected through increase in cash and corporate deposits.

Also, it is worth to note that operations of the National bank directed on
liquidity contraction in connection with delivery of tax revenues and other
payments on the account of the Central Treasury led to decrease in reserves
of commercial banks that was a principal cause of money multiplier growth.

3.2. INTEREST RATES
3.2.1. MONEY MARKET INTEREST RATES

The interest rates reflecting cost of monetary resources in economy,
in the third quarter were changing in rather narrow range, despite of
appreciable changes of liquidity in the banking system. Liquidity
contracted significantly at last days of September that has led cost of
credit resources grew up to 4.5 - 5 percent. Interest rates on foreign
exchange inter-bank credit fluctuated from 3 up to 11 percent,
reflecting specific characters in maturity and collateral of transaction.

All 14 auctions on notes of the National bank were recognized not
taken place because of insufficient number of participants. Thus it is
necessary to note, that at the end of September the National bank
changed maturity of notes. On September 23 and on September 30 it
offered notes with 14 day and 7-day maturity instead of 28-day maturity
notes. However, commercial banks did not revealed any demand, so
during third quarter discount rate remained to be constant at 3.99 percent.

3.2.2. STATE TREASURY BILLS

In July, T-bill yields demonstrated low volatility within 0.08 - 0.3
percentage point range. However, at the middle of August yield started
to grow due to low liquidity as well as fluctuations in T-bill, which
continued to increase up to the end of quarter despite of some
correction in the beginning of September.

During the third quarter three-month T-bill yield increased from 9.5
up to 10 percent, six-month - from 12.4 up to 13.9 percent, and twelve-
month - from 13.2 up to 16.4 percent. The weighted average yield
increased from 12.8 percent by the beginning of July up to 14.3 percent
by the end of September. It was affected by the Ministry of Finance
that changed T-bill supply structure decreasing three-month T-bill to
issue, which had the lowest yield.
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During the 9 months three-month T-bill yield increased from 7 up to
10 percent, six-month - from 10.3 up to 13.9 percent, and twelve-
month - from 12.4 up to 16.4 percent. The weighted average yield
increased from 9.9 percent to 14.3 percent.

3.3. EXCHANGE RATE

During the third quarter foreign exchange market rates have been
subject to appreciable fluctuations affected by internal and external
factors. So, in July, dollar grew steadily due to strengthening of dollar
at global financial markets and increase in foreign exchange for
payments on import contracts. During July official exchange rate of
dollar against Som increased by 6.6 percent.

In August, exchange rate of dollar weakened initially due to low liquidity
in the banking system and then stabilised. Short-term strengthening of
dollar observed at the end of August - the beginning of September due
to excess banking liquidity changed by the steady easing of a dollar at
world financial markets, and also seasonal inflow of currency.

During the third quarter exchange rate of Som against US dollar decreased
by 3.2 percent, while during nine months of 2003 Som strengthening by
7.8 percent was marked. For comparison in the third quarter of 2002
Som strengthened insignificantly by 0.3 percent, while during nine months
Som become stronger against US dollar by 3.6 percent.

European currency was fluctuating strongly reflecting changes in
preferences of investors both on world and domestic markets. During
the third quarter of 2003 exchange rate of Euro in exchange bureaus
increased by 2.8 percent, and its official rate increased by 3.8 percent.

Terms of trade improvement in trade with Russia and growth in exports
by 20 percent were accompanied by real exchange rate of Som against
Russian Ruble by 6 percent. In external trade with Kazakhstan exports
increased due to expanding of production in some goods like glass
and other building materials, while real bilateral exchange rate of Som
against Tenge decreased by 1.5 percent.

Som nominal effective rate during July - September strengthened by
4.2 percent. Som real effective rate decreased by 2.6 percent. Som
nominal effective rate was determined by developments of dollar
exchange rate. The real effective rate was formed under influence
of inflation in republic and its basic trading partners.

3.4. DEMAND AND SUPPLY

The economy of any country represents complex system, which can
be characterised by responsiveness, adaptability and activity.
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Responsiveness shows how quickly and in what degree economy
reacts to shocks. The lesser economy and its reserves are, the more
strongly shocks affect economy. Therefore, it is desirable to limit
responsiveness of economy, but it is rather problematic for small open
economy to achieve it in practice.

Adaptability characterises ability of economy to adjust after shocks.
The higher adaptability allows to reduce time, which is necessary for
neutralisation of consequences of shock. This ability became key
character in conditions of globalisation, which repeatedly accelerates
economic processes and strengthens their action. A transition economy
has not strong adaptability, which is provided by mobility of production
factors, flexibility of structure of economy. The labour market is still
emerging, opportunities for training and retraining are limited. It is
impossible to tell that the structure of employment is completely
constant, however, speed adjustment is relatively low. There is a labour
migration, however, its exact size are unknown.

Capital market does not practically work. Therefore, capital does not
remove from inefficient into effective enterprises, there is no market
price of business. Production concentrated in traditional sectors, while
exports are dominated by raw materials.

During transformation output structure underwent few changes.
Economy adjusted by curtailment of production and employment in
industrial sector, while services and agriculture are growing. Services
are to the greatest degree submitted by "shadow" activity.

Activity reflects ability of economy to make decision in order to
develop in highly volatile environment. From this point of view,
structural reforms and investment climate are the most important
factors. Structural reforms should result not only by achievement of
new proportions in economy that can be important enough, but by
creation of structural mobility conditions. To form favourable
investment climate is one of tools to increase mobility and flexibility
of economy. Maximal efficient utilisation of domestic resources is

priority.

Aggregate supply and demand developments show that adaptability
especially at the initial stage of transformation was extremely low.
Emerging of market economy promotes developments of these two
parameters in favourable direction. As it was marked, there are the
limits connected to small scale, openness, and transitive type of
economy that contracts the ability to conduct proactive policy.
Currently economies of the Kyrgyz Republic and the basic trading
partners develop in favourable direction. However, it is difficult to
estimate ability of economy to be stable in case of essential shocks.
Apparently, it remains low.
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The structure of external demand for production from republic is
conservative enough. The great bulk of export falls at gold, the electric
power, cotton and tobacco. Conditions to expand exports of goods are
connected with removal of trading barriers and development of transport
infrastructure.

Domestic demand is driven by consumption of services and foodstuffs.
Food items occupy about half of retail trade turnover in goods. Imports of
food, including raw material (wheat, etc.) does not exceed 15 percent out
of domestic retail trade turnover. Consumer goods out of industrial production
are mostly imported. The most important among raw materials are metal,
forest products, mineral oil, wheat and vegetable oil. Opportunities to
substitute imports are connected first of all to food consumer goods.

Strengthening of business activity, which is observed since 2000, does not
provide full utilisation of labour force. The high rate of unemployment is
caused by deficiency of the industrial capital, insufficient demand in
domestic and external markets. Higher level of wages in neighbouring
countries promotes labour migration, which has mainly informal character.

Since 2001 small inflow of net foreign direct investments into economy
is observed. Development of an infrastructure and new technologies
are favourable for increase in efficiency of output.

Business activity depends on regulation and consumption. It is
necessary to note that budget deficit did not efficient instrument. As
far budget revenues administration is poor the budget deficit is not
voluntary, but rather forced. The role of budget will be displaced from
maintenance of the minimal requirements to regulation of business
activity as far market economy expands, revenue administration
improves, and business cycle emerges.

There are two important items of expenditures: elimination of
consequences in emergency situations, occupying small share in
budget expenditures, but it has unpredictable character, crowding out
capital investments. Second item is external debt service.

The supply of goods and services is increasing and it becomes demand
driven in more degree. So, meat, potato and some other goods production is
promoted by steady external demand. There is steady domestic demand
on food and construction. Services have more and more significant role.

3.4.1. NET EXPORTS

On the preliminary data the foreign trade balance of the Kyrgyz Republic
in the third quarter of 2003 resulted in deficit totalled 32.2 million US
dollars, which is more by 34.3 percent then the deficit in corresponding
period of previous year. The foreign trade turnover increased by 26

13
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percent, thus turnover with the CIS grew by 34 percent, it rose by 18.9
percent with non-CIS. Non-CIS turnover excluding gold reduced by
11.8 percent.

Export of goods in F.O.B. prices increased by 25.2 percent. Exports in
CIS grew by 12.4 percent, exports in non-CIS increased by 33.4 percent.
Exports of gold in the third quarter of 2003 rose 2.3 times from about
29.6 million up to 68.1 million US dollars. In comparison with the third
quarter of 2002 the average price of gold in the world market increased
by 15.5 percent and on the end of September it amounted 383 US
dollars per 1 troy ounce. Exports of other items excluding gold reduced
by 10.4 percent.

In functional structure, there was decrease among shares of all groups,
except consumer and intermediate goods. Exports of consumer goods
increased by 52.9 percent, and export of intermediate goods grew more
than twice. Exports of the raw materials reduced by 63.3 percent, while
exports of investment goods and the electric power decreased by 12.6
and 17.2 percent, respectively. Weak demand on water for vegetative
needs in Uzbekistan and Kazakhstan was caused by rainy weather
that led to decrease in exports of the electric power. In the middle of
September year deliveries of the electric power to Russia started, which
did not compensate the general decline in exports of the electric power,
owing to the low price (0.45 cents for 1 Kwh). Exports of the raw
materials declined especially, agriculture exports decreased from about
15 million US dollars in the third quarter of 2002 to 4.9 million US
dollars in current period. Significant growth in intermediate goods (more
than twice times) has been caused by exports of gold, silver, non-ferrous
metals, and also construction materials like glass, cement and slate.
The increase in exports of consumer goods was caused by exports of
garments, sports stock, milk and dairy products and electric lamps.

Non-CIS dominated in geographic distribution of trade, which share
totalled 64.7 percent. The United Arab Emirates occupied the greatest
share that is the basic buyer of the Kyrgyz gold. Also it is possible to
note high shares, which falls at China, Canada and the USA.

Russia and Kazakhstan continue to be the basic trade partners among
CIS. It is necessary to note substantial growth of exports to Tadjikistan
and Turkmenistan. The reason is exports of glass, electric lamps to
Tadjikistan and significant growth in exports of yarn from synthetic and
artificial fibres to Turkmenistan. Exports to Kazakhstan increased by
75.2 percent, the reason for that is growth in deliveries of construction
materials such as cement, glass, and electric power and dairy products.

Imports of goods in F.O.B. prices on preliminary data grew by 26.7
percent. Imports from CIS rose 42.7 percent, imports from non-CIS
increased by 3.3 percent more. Growth of imports among functional
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structure rose, except raw materials. The highest growth rates falls
on intermediate goods and mineral oil.

The major reasons the imports to increase were:
* increase in imports of consumer goods by 27.2 percent;
* increase in imports of mineral oil by 36 percent;
 growth in construction activity (the gross output of construction
increased by 0.5 percent in comparison with the corresponding
period of 2002). Imports of construction materials and wood
rose by 50 percent.

Imports from CIS occupy in a geographic distribution about 58.1
percent, where Russia and Kazakhstan have the greatest share. During
the third quarter of 2003 imports from Russia grew by 68.8 percent,
and imports from Kazakhstan increased by 58.1 percent. The USA,
China, Germany and Turkey are major partners among non-CIS.

3.4.2. DOMESTIC DEMAND

The trade balance excluding 2000-2001 was negative. It means, that
external demand insufficient to provide economic growth. Certainly,
the given reasoning make sense from the point of view of the short-
term analysis. If investment goods have essential weight in structure of
imports, then economic growth will be in future. The balance between
investments and final consumption has dynamic character, and it is
difficult enough to determine, as far decision is influenced by many
factors. The insufficient investments mean loss of economic potential,
competitiveness. Abundant investments undermine consumption and
render negative influence on life standard of the population.

In market economy, the relative prices, that is relation of the price of one
good to another have great importance. If the relative price grows, demand,
most likely, will decrease. Parities between the prices for the various goods
are constantly changing that causes changes in structure of consumption.

The product, which is consumed domestically, is composite good
consisting of the goods and services of domestic and foreign
manufacture. Consumption is dependent from elasticity of demand
against price, ratio between price and quality, and many other factors.
The more imports, the greater dependence of price level from foreign
prices, the less internal employment. In republic, the most part of raw
materials, intermediate and final consumption goods do not produced
domestically, so it led to their imports. Opportunity to substitute imports
is limited to food products, including alcoholic drinks and tobacco. It is
necessary to note that its shares do not exceed 15 percent out of retail
trade turnover of food now. Part of these goods it is impossible or
unprofitable to produce in republic.

mil. US dollar
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Steady growth in money supply is supported with corresponding
production of goods and services. Services, in particular, trade and
construction are the most dynamic sectors.

3.4.2.1. PRIVATE CONSUMPTION

On the preliminary data of National statistical committee, monetary
incomes of the population for 9 months of 2003 increased by 5.9
percent in comparison with the corresponding period of 2002. Thus
the real disposable income rose by 4.8 percent. Outlay of the population
increased by 6.3 percent. Retail trade turnover grew by 11.7 percent.

3.4.2.2. PUBLIC CONSUMPTION

State budget revenues during January - September of 2003 increased
by 13.7 percent concerning the corresponding period of the previous
year. Accordingly, expenditures of the state budget increased by 8
percent. Wage bill increased by 6.9 percent. Grants to state enterprises
decreased by 28 percent. Capital investments and repair increased
by 6.3 percent. To certain degree increased items of expenditures
were driven by liquidation of consequences of emergency, which
entailed destruction of dwellings and industrial objects.

3.4.2.3. INVESTMENT

According to the operative information of National statistical
committee capital investments for 9 months of 2003 grew by 5.4
percent in the constant prices in comparison with the corresponding
period of 2002. The basic sources of capital investments are means
of the enterprises, the population and external resources.

3.4.3. OUTPUT

The gross domestic product for 9 months 2003 increased by 5.1
percent. The contribution of an agriculture in gross domestic product
made 0.3 percent. In industry, value added increased by 14 percent.
Output excluding gold mine Kumtor enterprise rose by 9.6 percent.
Rebound in industry output is connected to the food-processing
and electric power industry. According to National statistical
committee 21.3 thousand new managing subjects were registered.
57.7 percent out of total falls to agriculture. The trade share makes
18.3 percent, shares in services and industry are 6.7 and 4.6
percent, respectively. In comparison with a half-year shares, there
is decline in agriculture, with corresponding increase in shares of
other kinds of activity.
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4. MAJOR DECISIONS OF THE NATIONAL BANK OF
THE KYRGYZ REPUBLIC ON MONETARY POLICY

4.1. MAJOR DECISIONS OF THE BOARD

» Statement of Board of National bank of the Kyrgyz Republic Ne
23/1 from July 30, 2003 "About monetary and credit policy HBKP
for the second half-year 2003 "

Monetary policy of the National bank of the Kyrgyz Republic in the
second half-year of 2003 will be directed on realisation objectives of
the National strategy of poverty reduction for 2003-2005, the
Joint statement of the Government of the Kyrgyz Republic and
the National bank about a financial and social and economic
policy for 2003 and Basic directions of monetary policy of the
National bank for 2003.

 Statement of Board of National bank of the Kyrgyz Republic Ne24/3
from August 13, 2003 authorises Position " About requirements to
a registration policy of commercial banks ".

Position defines the basic requirements of the National bank of the
Kyrgyz Republic to registration policy of financial organisations under
it supervision, accepting deposits according to the current legislation
of the Kyrgyz Republic.

» The Statement decision of Board of National bank of the Kyrgyz
Republic Ne27/7 from September 3, 2003 approves a bill " About
modification and additions in some acts of the Kyrgyz Republic ".

These revision and additions into working acts of the Kyrgyz Republic,
in particular, in the Law " About auditor activity " and the Law "
About banks and bank activity in the Kyrgyz Republic ", is connected
to necessity of inclusion requirements to external audit. According to
the rules the bill is directed on consideration to the Government of the
Kyrgyz Republic.

4.2. MAJOR DECISIONS OF THE MONETARY
REGULATION COMMITTEE

The monetary regulation committee on carries out operative decision in
conducting monetary policy. Decisions are accepted on weekly basis
and based on situation developing in the financial markets. Volumes of
operations were determined by committee taking into account situation
in banking system and budget, proceeding from the target of monetary
policy established within the framework of social and economic programs
and in the basic directions of monetary for 2003.
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In the third quarter, the National bank increased refinancing of
commercial banks in connection with decreased liquidity in July and
first half of August. So, overnight credits totalled 1414,5 million Som,
that by 19 percent more, than in the second quarter of the current
year. At the same time, the National bank carried out purchase of
securities on REPO conditions, which totalled 110,1 million Som. The
T-bill of settlement sales made 238.8 million Som, and reverse REPO
totalled 189.9 million Som. The National bank concluded SWAP
operations with purchase of foreign currency by amount 7930 thousand
US dollars, that considerably exceeds volume of transactions in the
second quarter.

4.3. INFLATION DURING THE THIRD QUARTER OF 2003
AND OUTLOOK FOR THE FOURTH QUARTER OF 2003

Inflationary processes are developing under influence of structural
factors, short-term shocks from supply and demand side. Structural
factors form the trend whereas shocks cause deviations from long-
term trend. For 9 months of 2003 the tendency of reduction in
inflation was kept. During the third quarter of 2003 there was a
decrease in consumer prices by 2.5 percent, thus, the basic
contribution was brought with foodstuffs. More pronounced seasonal
deflation led to that consumer price index declined by 0.1 percent
during 9 months.

The structural factors consist of trends in aggregate supply and demand,
structural changes in economy and others. The aggregate supply after
9 months rebound after slump marked in 2002. As against the last
years the decline in agriculture contribution was compensated by
growth in industry and services. The agriculture is affected by adverse
weather in successive two years.

In the global world, the aggregate supply depends on competitiveness
of economy of two types. The most attractive form is competitiveness
on quality. The goods surpassing on quality can be sold under the
prices exceeding average market prices. As arule, the given properties
characterise the hi-tech goods, which have no worthy competitors at
the market. Such goods practically are absent in Kyrgyz exports. The
second type of competitiveness is price factor, when goods have
average quality at the low prices. Terms of trade depends strongly on
price conjuncture, while goods flows are insignificant on world scales.
This type of competitiveness is more characteristic for the Kyrgyz
manufacturers, however, benefit from the low prices is limited to
existence of trading barriers.

The level of production determined employment in economy in many
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respects. The analysis of employment structure shows that
employment in industry is reducing, whereas agriculture employment
is increasing. Share of economically non-active population is high. In
part, it speaks that female population is not involved in economic activity
at countryside. It is possible also, it reflects unofticial labour migration.

Labour mobility is connected to wage bill in various kinds of activity.
It reflects flexibility of labour market, conditions in external and internal
market of goods and labour. The domestic level of wages in republic
gives the certain competitive advantages to producers, but not all of
them could use it. The successful competitors include food, sewing
production, construction materials, electric lamps and some other
producers. High competition and various external restrictions contract
ability to penetrate into external market.

Productivity is very important factor. Productivity, employment and
wages also are very important from the point of view of economy
competitiveness. Other things being equal productivity is the decisive
factor determining competitiveness of economy.

External demand remains low. However, the condition of external
demand is of great importance on some goods, which render the
certain influence on the price level. In particular, steady demand is
observed on potato and meat. Domestic demand is developing
dynamically enough. The strong demand is observed for services. By
different estimation "shadow" economy, which consist mostly of
services, occupies about half of gross domestic product.

The price level in republic depends on domestic production, imports
and exports. Price level in less developed countries lower, than in
advanced countries. This effect is known as Balassa-Samuelson effect.
According to this effect the higher share in tradable goods promote
price level growth. Thus, exports led to income growth, while imports
reduce income in short-term prospect.

Import substitution allows expanding employment and promotes
lower prices. One of import substitution tools is "domestic" export,
that is tourism, which assumes development of an infrastructure,
food industry and other accompanying manufactures. As a whole it
is possible to conclude, those structural factors promoted reduction
in inflation.

In the short-term period inflationary processes are subject to shocks
from supply and demand side. Shocks could be positive or negative.
Typical shock from supply side is weather conditions, which can
promote high or poor harvest of agricultural production relatively
average level. Another supply shock is productivity. As an example
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one can see increase in productivity of agriculture as a results of
agrarian and land reforms.

Demand shock can be represented by price volatility for different
reasons. Reduction in price conducts to increase in demand, and, on
the contrary, the increase in price results in reduction of demand.
Depending on elasticity of demand similar shocks could have various
effects. If elasticity is low or there is no substitute, the price will
grow. But disturbance of prices on one separate market could affect
general price level.

In particular, it is possible to mention seasonality. Seasonality is
determined by output in agriculture, which depends on set of almost
unpredictable factors. For example, weather, opportunities to sell
production on external market and many other factors are capable to
cause deviations from trend.

There is high volatility in the international financial market. Som
exchange rate is also subject to influence on the part of the financial
market. Current Som exchange rate developments promotes low
inflationary expectations. The strengthening of Som is provided by a
number of factors. There is inflow of foreign currency in Kyrgyz
economy. The Som exchange rate as well as currencies of the basic
trading partners affected by dollar developments, which shows
downturn trend as a result of external and internal factors. There is
dedollarisation in economy. Strengthening of Som nominal effective
rate does not conduct strengthening in Som real effective rate.

Inflation outlook for the fourth quarter does not see any pressure on the
part of monetary factors. Money demand remains to be steady and it is
supported by the adequate money supply. Inflationary expectations are
kept on a low level. Balance of risks skewed to non-monetary factors,
the major of risks are seasonality and expected changes in taxation.
Introduction of value added tax for large producers in agriculture would
not render essential influence on inflation. The same reasons are true
for real estate tax, which does not operate yet due to necessary normative
documents are not ready. The basic risk is supply and demand imbalance
in some commodity markets. First of all, the major fears concerning
grain and flour due to bad weather in the spring of the current year and
a poor harvest grain in Ukraine and in Moldova. In this connection
inflation outlook for the fourth quarter makes 3.7 percent.

For information: as of October, 22 according to National statistical
committee consumer prices rose by 2.3 percent compared with
September.



